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  ... invest in installments 
and not try to time the 
markets

Consistently trying to pick the 
best time to buy and sell a share 
is inherently difficult and investors 
run the risk of missing some of the 
best days if they constantly move 
in and out of the market. This can 
have a significantly adverse impact 
on portfolio returns, as can be seen 
in the adjacent chart. Missing just 10 
of the best days in the New Zealand 
market over the past 25 years would 
have turned $1,000 into $7,888 
versus $12,100 if you had remained 
invested throughout. If you had 
missed 20 of the best days, you 
would have forgone 50% of your 
potential return, leaving you with 
an end value of just $5,974. When it 
comes to investing for the long-term, 
it makes sense to enter the market 
gradually. Avoid the risk of investing 
at a market peak by dividing your 
capital into equal amounts and 
investing in installments over a 
period of time.

  ... look forward and not 
chase last year’s winners

Markets are forward looking and 
there is no guarantee that last 
year’s winners will repeat their 
achievements. Changing economic 
conditions, a change in a company’s 
strategy or leadership, or a change 
in the regulatory environment can 
have a profound impact. Investors 
need to understand the key drivers 
of a company’s performance and 
how these can be affected by a 
change in the broader environment. 

Often, better returns can come from 
looking at areas that are out-of-
favour with the market.

  ... focus on quality in 
both my equity and fixed 
income portfolio

There is no need to consider sub-
standard investments simply 
because they enhance diversity. 
Stick to quality for core holdings and 
only buy investments that meet your 
quality and income requirements – 
just aim to own as many of those as 
you can. Bond portfolios should be 
anchored in a core holding of ‘vanilla’ 
senior bonds. By ‘vanilla’ we mean 
bonds that have a very clear, simple 
and transparent structure, in that 
they are senior securities, with known 
interest payments and a definite 
maturity date. We would also expect 
most to have an investment grade 
credit rating. The resilience of quality 
companies in times of trouble should 
not be underestimated. High quality 
companies tend to have more stable 
earnings growth over time and are 
less susceptible to fluctuations in the 
economic cycle.

Value of $1,000 invested in the 
New Zealand market over the past 
25 years

Source: Bloomberg, Craigs Investment Partners. NZSE 
Gross Index used in calculations.
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My 2017 investment to do list 
What a year it has been. 2016 will go down as a year when the 
impossible happened (twice), with the UK electing to leave the 
European Union and reality TV star, Donald J Trump, being elected 
President of the United States. Given the anticipated lift in volatility 
for markets as the implications of these surprise outcomes unfold,  
it is timely for clients to review portfolios and, if they haven’t already, 
adopt some investment resolutions for the new year.

I will

I will

I will
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I will   ... invest for the long-term 

Although markets can be highly 
volatile over the short-term, over 
the long-term they have produced 
strong results. With the benefit of 
hindsight, there will always be some 
stocks you could have bought at a 
cheaper price and some you should 
have bought more of. But if you are 
buying quality companies with good 
long-term earnings prospects, then 
you will likely be better off in 10 years 
time than if you had persistently tried 
to time your entry and exit into the 
market.

 ... invest for income growth 

Income growth is a key element of 
share investing and portfolios should 
always generate an income stream. 
Build a portfolio of companies that 
have sustainable dividends and 
the potential to deliver a growing 
income stream. If you do not require 
any additional income, then these 
dividends can be reinvested back 
into the portfolio for future growth.

  ... not ignore quality fixed 
income because interest 
rates are low

Fixed income forms the bedrock of 
a portfolio. In times of volatility, as 
we have seen in recent weeks, it is 
the high quality fixed income part of 
the portfolio that helps to provide 
stability in a portfolio, offsetting 
the volatility that can beset equities 
at times. While the yield currently 
provided by high quality fixed 
income securities is low relative to 
‘the good old days’, investors should 
be prepared to give up some return 
for a higher level of security. Even if 
the prospect of higher rates is just 
around the corner, this is likely to be 
a drawn out process and maintaining 
a laddered portfolio of fixed income 
maturities to protect your income 
from changes in interest rates 
remains paramount.

 ... consider risk 
 

Investors must take into 
consideration the level of risk 
associated with any investment. 
Remember, if you are not getting 

paid an appropriate return for the 
higher level of risk assumed, then the 
potentially lower return (but lower 
risk) investment is the better option 
on a risk-adjusted basis. Minimising 
losses is far more important than 
maximising gains. Not only is it 
important for your psychological 
wellbeing, it will also improve 
returns as any strategy that can 
dampen short-term losses will boost 
long-term returns. Your portfolio 
should be positioned to suit your 
circumstances and tolerance for risk 
and it should never keep you awake 
at night.

  ... review my investment 
objectives and re-position 
my portfolio if necessary

People have very different reasons 
for investing. Some may be building 
up retirement savings or saving for 
a specific goal. Others may already 
be in retirement and investing to 
generate an income. For most 
people, the key objective of investing 
is to generate an income stream, 
either for today or for some time 
in the future, while protecting the 
future purchasing power of capital. 

I will I will

I will

I will
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Whatever the reason for investing, 
we all need to set some objectives 
and put in place a plan to achieve 
those goals. However, changing 
individual circumstances, the 
differing performance of various 
markets, sectors within markets, or 
holdings can tilt portfolios away from 
their intended purpose. Therefore, 
periodic portfolio readjustments or 
the rebalancing of a portfolio should 
be undertaken to help ensure long-
term investment goals remain on 
track.

  ... review my asset 
allocation

Determining your asset allocation 
(exposure to the different asset 
classes) is a very important step 
in portfolio management as it 
determines, more than any other 
factor, a portfolio’s risk and return 
profile. A significant amount of time 
is taken to determine the correct 
allocation for you, therefore your 
portfolio’s asset allocation needs to 
be continually monitored, rebalanced 
and reviewed to ensure you remain 
comfortable with the level of 
volatility that could potentially arise 

from your portfolio’s asset allocation. 
Any changes to your circumstances 
that have the potential to influence 
your asset allocation (for example 
a change to your investment 
objectives or tolerance for risk etc), 
should be communicated to your 
adviser. 

We are now essentially in the eighth 
year of an equity bull market and 
many investors may not have 
experienced a broad based market 
correction and the impact this 
can have on a portfolio’s value. 
Contact your adviser to undertake 
an analysis of your current portfolio 
to determine if you are comfortable 
with your current asset allocation. 

  ... review the holdings in 
my portfolio

Establishing a portfolio by buying 
a selection of investments to meet 
your investment objectives and 
asset allocation requirements is 
not a set and forget process. A 
holding’s fundamentals, its place 
in the portfolio and the reason the 
investment was purchased need to 
be monitored and reviewed, at the 
very least annually. It is important 

that you are willing to sell problem 
holdings and replace them with 
higher quality alternatives, and to 
take profits on stocks that have 
rallied hard and now dominate 
the portfolio. Also ensure your 
portfolio is sufficiently diversified 
via issuer/company name, sector, 
and geography. Most investment 
disasters are caused by a lack of 
diversification.

  ... maintain an exposure 
to equity markets outside 
New Zealand

Global equities are a vital component 
of any portfolio. They provide 
diversification away from New 
Zealand, access to global economic 
growth, industries and companies 
not available here, and also the 
potential for higher levels of income 
growth than generally found on 
our market. Don’t forget the New 
Zealand market comprises just 0.2% 
of the total market capitalisation 
of global equity markets and it is 
therefore prudent that clients have a 
proportion of their portfolio invested 
outside our country. 

I will

I will

I will
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China Sea, the Middle East and 
Russia to keep investors anxious. 

We could see more regular bouts of 
volatility as markets fret over what 
could go wrong, and even if the 
general trend is up, it is likely to be a 
bumpier ride.

Action point: Make sure you are 
well-diversified across asset classes, 
geographies and sectors. Stick to 
high quality fixed interest and blue 
chip shares. Add some ‘portfolio 
insurance’, such as gold (and then 
hope it never performs).

Politics look set to dominate:  
Key investment themes for 2017
Over recent years, central bankers have had markets hanging on 
their every word, reacting to even the slightest change of tone. 
We believe the effectiveness of central banks will be much more 
limited from here, and that politics could displace central banks as 
the key focus for many investors. With this is mind, we outline our 
investment themes for 2017 below.

1   Politics likely to be an 
important driver for markets

Over the next few years, it might well 
be politics, as well as geopolitical risk 
generally, that takes centre stage 
as a key macro driver for financial 
markets.

The last 12 months have been 
relatively volatile for markets. There 
have been a couple of specific events 
that have driven this – most notably 
the Brexit decision in June and, more 
recently, the US election. Brexit 
caught markets by surprise and the 
high volatility immediately afterward 
reflected this. But if markets thought 
that was a shock, they were well and 

truly stunned when Donald Trump 
emphatically beat Hillary Clinton in 
the US election, with the Republicans 
serving up a crushing victory over 
the Democrats. 

There is no shortage of important 
political events on the 2017 calendar 
and we expect this trend of volatility 
to continue as they unfold. Markets 
have become well aware of the anti-
establishment, anti-globalisation 
undercurrent that seems to be 
growing in many parts of the world. 
In Europe alone, 2017 will see France, 
Germany and the Netherlands go 
to the polls. There is also tension 
involving hotspots like the South 
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2   Inflation shows signs of life

Inflation, a traditional enemy of 
investment and returns, has been 
noticeably absent during recent 
years. While we don’t envisage a 
quick return to the high-inflation 
period of years past, 2017 could be 
the year we see it begin to make a 
comeback. We have seen a few early 
signs of this just recently. 

The most notable element of the 
October jobs report in the US was 
the better than expected increase 
in wages. Average hourly earnings 
increased 0.4% for the month, lifting 
the annual growth rate to 2.8%, the 
strongest since 2009.

In China, manufacturing prices 
recently rose for the first time in 
almost five years. The producer 
price index rose 0.1% in September 
(from a year earlier), the first 
increase since January 2012.

It has been a similar story in this 
part of the world, with September 
inflation for both New Zealand 
and Australia coming in slightly 
ahead of market expectations. 
While it remains very low, 
it certainly appears to have 
bottomed and could quietly rise 
from here.

A catalyst for sharper than 
expected increases in prices 
would be tight labour markets in 
places like New Zealand and the 
US. Low unemployment tends 
to add to wage pressures as 
employers must compete more 
fiercely for staff, and this usually 
results in broader price rises.

Action point for  
investors
Ensure portfolios have an exposure 
to assets that can keep pace with 
inflation. Stocks that should benefit 
in a higher inflation environment 
include:

Republic Services (US$54.91, 
2.3% gross yield) – Leading waste 
collection operator. Contractual 
pricing is tied to US inflationary 
measures (such as CPI) that will 
protect the company’s cash flows 
from a return of inflation.

SPDR Gold ETF (US$116.77, 0.0% 
gross yield) – Gold has a long and 
admirable track record of protecting 
purchasing power in inflation 
adjusted terms, and performing 
well in environments where inflation 
exceeds market expectations.

Amcor (A$13.83, 4.4% gross yield) 
– Packaging giant Amcor services 
customers in the fast moving 
consumer goods sector who benefit 
from increased consumer spending 
as a result of higher inflation.

Lend Lease (A$13.27, 5.0% gross 
yield) – A global developer, 
construction firm and fund manager 
that will benefit from a pick-up in 
global growth.

Fonterra (NZ$5.93, 6.8% gross 
yield) – A higher milk price 
challenges margins but improved 
demand and higher prices will deliver 
valuable operating leverage.

Trade Me (NZ$4.84, 5.3% gross 
yield) – Online retail business with 
substantial barriers to entry. Higher 
inflation should drive higher fee 
revenue in its auction business. 

The above recommendations are class 
advice only. We recommend you seek 
advice from a qualified professional 
before making an investment decision.
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3   Interest rates appear to have 
passed their lows

Interest rates around the world spent 
most of 2016 testing new record 
lows. In New Zealand, mortgage 
rates have been the lowest in 
decades, while the six-month term 
deposit rate declined to 3.1% (the 
lowest since 1965). 

This has been a positive for 
borrowers, while fixed interest 
investors and prudent savers have 
been the losers. It has also meant 
that investors have flocked to 
anything with a yield as they look 
for alternative sources of income. 
This has had the effect of fuelling 
house price rises, as well as boosting 
share prices for high-dividend paying 
companies.

However, we have seen the tide 
begin to turn with longer dated bond 
yields moving higher over recent 
weeks. While rates are highly unlikely 
to return to historic levels anytime 
soon, they appear to have passed 
their lows and could drift higher over 
the course of 2017. 

Having declined to a record low 
of 1.36% in August, the US 10-year 
Treasury yield has increased to 
2.22%. Similarly, the New Zealand 
five-year bond fell to 1.74% a few 
months ago and has since rallied 
more than 75 basis points to 
2.50%. As markets have become 
slightly more optimistic about 
future inflation, rates have lifted 
from their lows, and some of the 
strength in high yielding assets has 
reversed.

The world is still highly indebted, 
growth is fragile and there is a 
plethora of risks that could derail 
the current global economic 
trajectory. While our base case is 
for interest rate rises to be modest, 
it is quite plausible given major 
event risks that rates could revisit 
lows or even go higher.

We believe investors would be wise 
to hedge their bets and position 
their portfolios to protect income.

Action point for 
investors
Own growth equities, maintain a 
laddered portfolio to protect income, 
and hold more cash and term deposits 
than usual to take advantage of any 
opportunities. Stocks that should 
benefit from rising interest rates 
include:

Berkshire Hathway (US$157.08, 
0.0% gross yield) – Berkshire’s giant 
insurance float will meaningfully 
benefit from rising interest rates. In 
addition, Berkshire holds a wide range 
of financial services companies, the 
biggest two being Wells Fargo and 
American Express, which will also 
benefit from rising interest rates. 

SPDR Regional Banking ETF 
(US$50.42, 1.8% gross yield) – 
Passive, equal weight fund, which 
holds over 90 regional banks in the 
US. These companies will benefit from 
rising interest rates through an uplift 
to asset yields and margin expansion, 
along with generally improving macro 
conditions. 

iShares Global Technology ETF 
(US$107.95, 1.1% gross yield) –  
Holds over 100 of the largest tech 
companies in the world but with 
a clear bias to the US (c75% of its 
holdings). The tech sector is one of the 
few sectors with an attractive outlook 
that also trades below its long-term 
historical valuation metrics.

ANZ Bank (A$27.98, 5.2% gross 
yield) – Major bank with an improving 
return on equity profile as it redeploys 
capital into its high margin Australian 
business. 

Computershare (A$11.52, 2.6% gross 
yield) – Multi-national share registrar 
with leverage to higher interest 
rates via the returns earned on client 
balances held in custody. 
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The above recommendations are class 
advice only. We recommend you seek 
advice from a qualified professional 
before making an investment decision.
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4   2017 could be a better year 
for growth shares

The International Monetary Fund 
(IMF) is forecasting global economic 
growth to slow to 3.1% in 2016, before 
recovering to 3.4% next year. The 
recovery is projected to pick-up as 
the outlook improves for emerging 
markets, and the US economy 
regains some momentum. In the US, 
a recovery in investment is projected, 
as is a fading drag from inventories. 
IMF forecasts suggest US growth will 
pick-up from 1.6% this year to 2.2% in 
2017, while emerging market growth 
will rise from 4.2% to 4.6%.

On the other side of the coin, Europe, 
Japan and the UK are expected 
to see growth slip. None of these 
regions are expected to see negative 
growth, but momentum is forecast 
to slow.

Here in New Zealand, the RBNZ is 
forecasting GDP growth of 3.7% 
in the year to March 2017, and 
3.6% in the 12 months after that. 
Even if these growth forecasts are 
negatively impacted by the recent 
earthquakes, we still expect the New 
Zealand economy to deliver robust 
growth.

The IMF has noted the potential 
for setbacks to their outlook is 
high, something that is reflected 
in repeated markdowns in growth 
during recent years. It is also 
unclear how the US outlook will 
change under Donald Trump. For 
now, markets are expecting many 
of his policies to be positive for 
economic growth, but it remains 
to be seen how these will be 
implemented and whether they will 
deliver as expected. 

The impact on other parts of 
the world is equally uncertain. A 
more protectionist stance could 
see improved US growth come 
at the expense of other parts of 
the world, most notably emerging 
markets. Ironically, this could drag 
global growth down and, to a 
degree, impact the US as well. 

On balance, and despite these 
risks, it could well be a reasonable 
year for growth companies. The 
yield on longer-dated bonds 
are well off their lows, and this 
could make for a challenging 
environment for high-yield 
companies. While they offer 
attractive dividends, investors will 
be less willing to pay high prices 
for these as alternatives (such as 
fixed interest and bank deposits) 
are now offering more reasonable 
returns.

If growth, inflation and interest 
rates are going to be higher than 
we have seen in recent years, 
companies with lower yields but 
more attractive growth prospects 
will be the beneficiaries. We 
recommend investors ensure they 
have a healthy allocation to high 
quality companies with strong 
growth options.

Action point for 
investors
Own growth equities, both in New 
Zealand and abroad. Selected 
growth companies include:

F&P Healthcare (NZ$9.19, 3.1% 
gross yield) – Compelling long-
term growth opportunity in non-
invasive ventilation with technology 
advantage.

Mainfreight (NZ$19.00, 3.0% gross 
yield) – Leveraged to the strong 
domestic economy, significant scope 
to expand Australian margins, and 
gaining scale globally.

Brambles (A$11.66, 2.5% gross 
yield) – 45% of this logistics 
company’s revenues are derived 
from North America, providing a 
defensive exposure to increased US 
consumer spending.

James Hardie (A$19.51, 3.2% 
gross yield) – Building products 
manufacturer that derives 80% of its 
revenues from the US. Will benefit 
from an improving US housing cycle. 

Amazon (US$746.49, 0.0% gross 
yield) – Amazon is one of the highest 
quality companies within the internet 
sector given its consistent innovation 
and execution, and the size of the 
opportunities it is targeting. Amazon 
controls dominant positions in two 
very important and fast growing 
markets; e-commerce and cloud 
infrastructure. 

Kirby Corp (US$64.80, 0.0% gross 
yield) – Kirby transports bulk liquid 
commodities in tank barges using 
the Mississippi river and the coastal 
waters of the Gulf of Mexico. Kirby 
will be a key beneficiary of the 
increased role the US is expected 
to play in global energy, refined 
products and petrochemicals.
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The above recommendations are class 
advice only. We recommend you seek 
advice from a qualified professional 
before making an investment decision.
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5   New Zealand is in great 
economic shape, but don’t 
get complacent

The domestic economy has been 
firing on all cylinders in 2016. 
Economic growth was 3.6% in the 
year to June, the strongest since 
2014 and the envy of the developed 
world. Migration is still hitting record 
highs, unemployment has fallen 
below 5% for the first time since 
2008, and business confidence 
remains robust.

Dairy prices have risen more than 
50% since July and are at their 
highest levels since June 2014. 
Fonterra last month lifted the payout 
to $6.00 (before dividends), which 
is significantly higher than last year’s 
$3.90. This means the average 
farmer will be above breakeven for 
the first time in three years.

It is encouraging that the economy 
has grown at its fastest pace in more 
than two years while a key export 
sector like dairy has been in an 
unprofitable position. This bodes well 
for 2017.

However, we shouldn’t get 
complacent. It is possible that things 
are close to ‘as good as they get’ 
for the local economy. The very 
strong house price gains over the 
last few years will have certainly had 
a positive impact on many sectors, 
as well as consumer spending and 
activity levels. Further, house price 
gains in the region of 10%+ pa are 
unsustainable, so from here we might 
need to see genuine productivity 
growth, which is much harder to 
come by.

We also need to remain cognisant 
that we are a small, vulnerable 
economy that is still highly 
dependent on our primary sector.  
As such, investors must ensure they 

Fonterra payout (including dividends) and breakeven point

KEY:  Breakeven

 
Source: Dairy NZ, Fonterra, RBNZ, Craigs Investment Partners.
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are well-diversified across other 
markets, if only as an insurance 
policy against ‘New Zealand risk’.

The recent earthquakes are a stark 
reminder of this. The impact on 
growth from these events is difficult 
to predict, but activity will certainly 
be dented, with transport links 
suffering disruption and the tourism 
industry taking a minor hit.

While the construction sector will 
get a boost from the rebuild work 
and further strengthening work, 
this could be limited by capacity 
constraints in an already busy sector. 
Government finances are more than 
capable of taking care of the rebuild 
costs, although slightly higher 
debt levels are likely, and expected 
surpluses are now at risk.

On balance, the economic impacts 
of the earthquake will be modest 
and short-term on an aggregate 
basis. This is unlikely to have a 
material impact on the country’s 
positive economic story.

In terms of the currency, it is 
difficult to see the New Zealand 
dollar falling too far while we are in 
generally better shape than many 
peers – currencies reflect a number 
of factors, and economic growth 
is one of them. The currency could 

therefore remain above long-term 
averages over the coming year, 
particularly against those with a 
more challenging outlook such as 
the UK, Japan, Europe, and even 
Australia.

We are more optimistic regarding 
the US dollar and are happy to 
recommend increased weightings 
to the greenback. The US is the 
only country in the world talking 
about rate hikes, which illustrates 
the stronger position they are in 
relative to many others.

We expect the US economy to 
continue steadily improving, which 
should see the New Zealand dollar 
decline further against the US 
dollar over time. In addition, we 
are attracted to the US dollar as a 
hedge against volatility, given it is 
one of the first places investors go 
during times of stress.

There are many excellent 
companies and industries that we 
cannot adequately access on the 
New Zealand market. These include 
technology, financials, energy 
and other high growth sectors. 
Investors unwilling to consider 
companies listed overseas risk 
missing out on some exceptionally 
high quality long-term investments.

Action point for 
investors
Ensure you are diversified outside 
New Zealand and Australia. Use the 
strong currency to add to global 
equities. Some of our favourite global 
names at present include:

Alphabet (US$779.98, 0.0% gross 
yield) – Holds leading positions in 
most of the internet’s key segments, 
positioning it favourably to benefit 
as marketing spending follows 
consumers from traditional mediums 
into digital.

Bunzl (£20.01, 2.2% gross yield) –  
This leading distributor of a range of 
products, including outsourced food 
packaging and disposable supplies 
to supermarkets, offers investors a 
rare combination of stable cash flow 
generation and a high return growth 
opportunity.

Johnson & Johnson (US$116.36, 
2.8% gross yield) – Attractive 
valuation, strong cash flow 
generation and broad exposure to 
the healthcare sector makes Johnson 
& Johnson one of our preferred 
direct equities within our coverage 
universe.

SPDR S&P 500 ETF (US$217.87, 
2.0% gross yield) – SPY provides 
exposure to the largest 500 listed 
companies in the US, with heavy 
weightings in sectors where 
American industry is pre-eminent 
worldwide such as software, medical 
and aerospace products.

Visa (US$80.08, 0.8% gross yield) 
– As the world’s largest electronics 
payments provider, Visa is a key 
beneficiary of the shift from cash to 
paperless transactions and mobile 
payment innovations.

The above recommendations are class 
advice only. We recommend you seek 
advice from a qualified professional 
before making an investment decision.
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6   The worst is over for 
commodities, but don’t rush 
in just yet

Oil and commodities have been 
a minefield for investors over the 
last few years. The oil price sat 
comfortably around US$100 from 
2011 through to early 2014, before 
collapsing and ultimately going as 
low as US$27 in February of this 
year. There were numerous reasons 
for this including oversupply, weaker 
demand from some regions, as well 
as other factors unique to specific 
commodities.

This volatility has flowed through to 
mining and resources companies, 
as well as those servicing the 
industry. A key reason for the 
underperformance of the UK and 
Australian markets in recent years 

is the heavy dominance of mining 
companies (as well as banks, which 
have been under pressure for 
different reasons).

Since February, commodities have 
made somewhat of a comeback. 
Similar to what we have seen 
with dairy prices, the oil price has 
rebounded into a trading range of 
approximately US$40-50, while 
other commodities have also 
been strong in recent months. 
Iron ore, Australia’s biggest export 
commodity, is currently back at 
levels not seen since April.

We believe the worst is likely over 
for oil and commodity prices. 
However, we also expect any 
recovery to be volatile, punctuated 
by sharp rallies that eventually 
fade, before the cycle repeats.

Investors could potentially do 
well in commodities on a three 
to five year view, although over 
short-term timeframes (such as 
the next 12-18 months) it is likely 
to be a volatile ride. Despite this, 
we still see opportunities in the 
energy sector, although we believe 
investors need to be very selective.

Action point for 
investors
Selectively add quality holdings in 
the oil and commodities sectors. 
Two commodity plays we like at the 
present include:

Suncor (US$30.51, 3.8% gross yield) 
– Low operating costs, minimal 
future investment requirements, 
and a sustainable capital structure/
dividend make Suncor a more 
defensive energy exposure than the 
company’s over-indebted and higher 
cost traditional exploration and 
production peers. Suncor’s growing 
production profile, the company’s 
well timed acquisition of Canadian 
Oil Sands and substantial reserves, 
which become economical at higher 
prices, also means Suncor retains 
significant upside should oil prices 
rise. 

FMC Corp (US$53.50, 1.3% gross 
yield) – FMC operates three very 
attractive businesses; agricultural 
chemicals, heath and nutritional 
ingredients, and lithium. Each 
business has impressive returns on 
invested capital and a compelling 
long-run growth thematic. A 
recovery in the company’s core 
agricultural chemicals end market 
is still in its early days and FMC’s 
valuation remains undemanding. 

The above recommendations are class 
advice only. We recommend you seek 
advice from a qualified professional 
before making an investment decision.
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There are numerous views on 
how and why he won, but general 
consensus is that winning the ‘rust 
belt’ states of Wisconsin, Michigan, 
Ohio and Pennsylvania got him over 
the line. Obama won these states in 
2012, but this time they responded to 
Trump’s pledge of bringing the jobs 
back to the US.

These regions all include former 
manufacturing hubs, where 
factories have closed and jobs have 
disappeared as operations have 
moved offshore. Trump promised 
to return jobs to these states, while 
the Clinton campaign arguably took 
them for granted and didn’t work 
hard enough to keep hold of them.

A vote for Trump can be better 
described as a vote against the 
status quo. It now seems that 
many forecasters, economists 
and politicians have been 
underestimating the strength of the 

anti-establishment, anti-globalisation 
undercurrent that is growing in many 
parts of the world. The Brexit vote 
and the Trump win both reflect this.

What does this mean for the 
New Zealand economy?

This result is potentially a negative 
one for the New Zealand economy. 
As a small country dependent on 
trade, the anti-globalisation rhetoric 
from the Trump campaign does 
not bode well for our long-term 
prospects. 

While we are not in the immediate 
firing line for any new tariffs (that 
prize goes to China and Mexico), 
the US is still an important trading 
partner. It is our third largest export 
market (behind China and Australia), 
taking 11.7% of our total goods and 
services. Our key exports to the US 
are meat, dairy products and wine. 

It is also an important tourist 
market for us, with 8.3% of total 
visitor spending coming from US 
visitors. Approximately 3.5% of our 
permanent migrants also come from 
the US, a number that might rise a 
little now. 

The Trans Pacific Partnership 
Agreement, which would improve 
export opportunities for many into 
the US, now looks to be a long-shot 
under Trump. There was little in that 
for the dairy sector anyway, but 
other industries will be disappointed.

It is still unclear how much of the 
strong Trump rhetoric we heard on 
the campaign trail will ultimately 
translate into policy. We have already 
witnessed a much softer stance from 
Trump, which is a key reason markets 
rallied to record highs in the days 
following the election.

Investor implications of a  
Trump Presidency
Against most predictions, Donald Trump managed to win the US 
election in November, despite the majority of popular votes going 
to Hillary Clinton. Below we discuss the possible implications for 
markets following this historic win.
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Does anyone win under 
Trump?

Yes. Many of his policies are 
strongly positive for US economic 
growth, even if some of them 
could come at the expense of 
some other parts of the world. 
Domestically focussed US 
companies could do very well 
under Trump, most notably the 
financials, energy and healthcare 
sectors. These sectors were all up 
strongly in the period immediately 
following the election.

Pro-growth policies, tax reform, 
increased infrastructure spending, 
higher interest rates and a 
strong US dollar also offer clear 
opportunities for investors. 

What should investors do?

There is no need to panic. The US 
political system is much more than 
one person. We are generally very 
comfortable with our positioning 
and our strategy. Our economy is 
in exceptionally good shape, which 
bodes well if we are going into a 
more volatile period. 

Five key implications of 
a Trump presidency
US companies will benefit at the 
expense of multinationals. A key 
aspect of the Trump agenda is 
protectionism, which is the opposite 
of globalisation and free trade. He 
wants to bring manufacturing back 
to the US, impose hefty tariffs on 
Chinese and Mexican imports, and 
become much more insulated from 
the rest of the world. US companies 
with mainly domestic customers will 
benefit from that, but multinationals 
doing business across borders 
won’t. Buy SPDR S&P MidCap ETF, 
Berkshire Hathaway, Wells Fargo.

We could see inflation start to 
increase. Globalisation has been a 
key driver of deflationary pressure 
in recent decades, as low cost 
producers and extra capacity in 
places like China have pushed prices 
lower. If Trump gets the ball rolling 
for the rest of the anti-globalisation 
movement, we could see some of 
those trends reverse. A surprise 
inflationary spike would swing the 
balance further away from high-yield 
investments toward those with a 
growth tilt, as well as putting upward 
pressure on interest rates. Buy SPDR 
Gold ETF, VanEck Vectors Gold 
Miners ETF, Republic Services, 
Suncor, Kirby.

Higher US interest rates. Donald 
Trump is not a big fan of the Federal 
Reserve Chair, Janet Yellen, or her 
deputy, Stanley Fischer. He thinks the 
Fed is acting somewhat irresponsibly 
(and politically) by keeping interest 
rates as low as they are. Yellen and 
Fischer might not be reappointed 
under Donald Trump, and any new 
officials could be inclined to increase 
rates at a faster pace. Buy SPDR S&P 
Regional Banks ETF, Wells Fargo, 
Berkshire Hathaway.

Growth in America could actually 
improve. Trump wants to cut taxes 
and increase spending on defence 
and infrastructure. This fiscal stimulus 
would likely increase US economic 
growth, in the short-term at least.  
The growth could come at the expense 
of other parts of the world, such as 
the emerging markets. Buy Berkshire 
Hathaway, Suncor, Kirby, CVS Health, 
SPDR S&P MidCap ETF, Visa.

A stronger US dollar. The combination 
of higher interest rates, as well as 
stronger economic growth, would 
likely see the US dollar rally against 
most other currencies, including 
ours. As a result, we should see some 
benefits from a stronger US economy 
and a rising US dollar. We’re not likely 
to be in the firing line for Trump’s anti-
trade policies as much as others, but 
we might need to give up on the Trans 
Pacific Partnership trade deal getting 
approved. Buy Bunzl, Shire, Roche. 

The above recommendations are class advice only. We recommend you seek advice 
from a qualified professional before making an investment decision.
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Why have New Zealand shares 
seen sharper falls?

In our view, there are three key 
reasons for the weakness in 
local shares. One is clearly the 
exceptionally strong performance in 
recent years. The NZX50 rallied 36% 
in the 12 months leading up to the 
peak in early September. This is well 
above the return of the US (+13.5%) 
or Australian (+12.8%) markets over 
the same period. After such a strong 
increase, a correction seems quite 
understandable, and is probably 
healthy. The NZX50 is only back at 
levels last seen in June.

Should investors be worried about 
the outlook for local shares?
The local market has suffered a short and severe sell-off during the 
past few months. Since the NZX 50 peaked in early September it 
has fallen 9.9%, a larger decline than we have seen from other key 
global markets.

Performance of key markets from 
third quarter peak (local currency 
terms)

Source: Bloomberg, Craigs Investment Partners.
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Secondly, markets globally have 
got a sense that interest rates may 
be close to a bottom, and that we 
might even be seeing some early 
signs of inflation. While it is likely that 
inflation and interest rates will remain 
well below long-term averages for 
some time, financial markets may 
have moved too far in favour of them 
remaining at rock bottom forever. 

As this theme gathers steam, 
investors around the world have 
been reducing their exposure 
to interest-rate sensitive shares 
(property, utilities, telecoms and 
infrastructure) and adding to 
companies that provide more 
growth (technology, financials and 
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Five year forward US inflation rate 
expectations

Source: St Louis Federal Reserve, Craigs Investment 
Partners.

1.0%

1.5%

2.0%

2.5%

3.0%

3.5%

Oct-11 Apr-13 Oct-14 Apr-16

more defensive sectors that have 
been sold off globally, with a 
much more limited exposure to 
growth sectors. The five weakest 
sectors since the middle of the 
year (telecoms, utilities, consumer 
staples, real estate and healthcare) 
represent 55% of the NZX 50 index, 
a very heavy weighting compared 
to overseas markets. Conversely, we 
only have a 6.7% weighting to the 
two best-performing sectors in the 
US. In short, the sectors that have 
caused our market to perform better 
than just about every other global 
market over the last few years have 
recently become a weakness, as 
the declining interest rate trend has 
reversed.

Longer-term interest rates

KEY:   NZ 5-year swap rate   NZ 2-year swap 
rate   US 10-year bond yield 

Source: Bloomberg, Craigs Investment Partners.
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some industrials). This can be seen 
in the above chart which illustrates 
the performance of the different 
sectors of the US market since the 
middle of the year. Although the 
S&P 500 has been relatively flat 
overall, there have been some strong 
divergences between sectors. The 
sectors on the right of the chart have 
been great performers as interest 
rates have declined, but have been 
much weaker lately as rates have 
rebounded. Conversely, sectors with 
better growth prospects and less 
interest rate sensitivity have been 
stronger performers.

The New Zealand market is heavily 
skewed toward the higher-yield, 

S&P 500 sector moves since 30 June 2016

Source: Capital IQ, Craigs Investment Partners.
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Finally, it also appears that 
international investors have been 
much less active in the local 
market during recent months. Our 
excellent yields have attracted a 
lot of offshore money over the 
last few years, particularly into the 
larger companies that have high 
liquidity. Just as this additional 
buying interest boosted share 
prices to higher levels early in the 
year, its reversal has accentuated 
the weakness over the latter part of 
the year.

Should investors be worried 
about the outlook for local 
shares?

Over the short-term, our market 
could remain volatile and could 
weaken a little further. It has had 
an outstanding few years that have 
pushed it into relatively expensive 
territory, and it could take a little 
time for this to unwind, or for the 
impact of changing international 
investor preferences to conclude.

On a longer-term basis, there is less 
cause for concern. Shares reflect 
the future outlook for an economy, 
although they can certainly over 
and undershoot for periods of 
time. Ultimately, the fortunes of 
companies listed on the NZX will 
largely be driven by the economic 
prosperity of New Zealand as a 
whole. 

The vast majority of our NZX-listed 
companies are in a strong financial 
position, and are growing their 
profits and dividends solidly (the 
median earnings growth forecast 
for the coming year is a healthy 
8.9% at present). 

Despite some concerns over house 
prices and household debt, the 
short-term economic outlook for 
New Zealand is very strong, with 
the biggest challenges for this year 
being high valuations and a lack 
of opportunities. In this regard, a 
correction of 10-15% is healthy, as 
it brings the market back toward a 
reasonable buying zone again.

Despite our relatively upbeat 
view on the economy, recent 
events are a timely reminder that 
international diversification is vital 
for all investors. The impact of the 
US election on different sectors of 
the market, as well as the recent 
earthquakes, have highlighted the 
vulnerability of a small country like 
New Zealand to factors outside of 
our control.

Well-diversified investors with 
healthy exposures to high quality 
global assets will have come 
through the last few months 
relatively unscathed. Holding these 
assets in other currencies (like the 
US dollar) provides an important 
insurance policy against ‘New 
Zealand risk’. The above recommendations are class 

advice only. We recommend you seek 
advice from a qualified professional 
before making an investment decision.

Stocks we view as 
attractively valued
Trade Me (NZ$4.84, 5.3% gross 
yield) – Online retail business with 
substantial barriers to entry. Trade 
Me’s strong operating cash flows 
underpin a high return on equity and 
fund a reliable, growing dividend. 

Contact Energy (NZ$4.47, 8.0% 
gross yield) – Contact offers the 
most value in the New Zealand 
electricity sector and is making 
progress operationally after several 
years of poor performance.

Ryman Healthcare (NZ$8.57, 2.2% 
gross yield), Summerset (NZ$4.88, 
2.1% gross yield) – Both continue to 
experience strong customer demand 
for services, while house prices 
remain supportive.

Meridian Energy (NZ$2.49, 9.1% 
gross yield) – We like Meridian for its 
high quality assets, strong earnings 
growth profile, and a steady dividend 
that will likely be supplemented by 
capital management in the coming  
years. 
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Fixed income: Trump election will 
see higher global interest rates
The shock election of Donald Trump as the next president of the US 
had immediate implications for bond markets across the globe. As we 
go to press, the yield on longer-dated New Zealand bonds has spiked 
0.34%, on the back of a 0.43% lift in 10 year US Treasuries. Looking 
ahead, we expect the direction of longer-dated rates to be driven by 
movements in the US.

There has never been a US 
president with so little experience 
in government and it would be 
fair to say that Trump, during his 
electioneering process, has come 
up with some extremely contentious 
and controversial policy proposals. 
His inauguration is not until January, 
and it will take months before his 
new team is appointed and we have 
more insight into what polices will be 
enacted. In the meantime, markets 
will be trading on every small piece 
of news and we expect there will be 
continued volatility across financial 
assets. 

Focussing on the impact on the 
bond market, the immediate effect 
has been an abrupt shift upwards 
in US Treasury yields, followed by 
sovereign bonds globally. The chart 

We have discussed in prior 
publications how central banks 
imposing monetary policy have ruled 
the world over the last few years, and 
that it was time this responsibility 
was shared by governments using 
fiscal policy. This day has likely 
come in the US, with Trump’s 
election promises including large 
fiscal stimulus, ambitious tax cuts, 
reduced regulation and increased 
protectionism. Each one of these is 
bearish for rates and the outcome 
is likely to be much higher levels of 
public debt. 

There is the possibility that his more 
radical policies will be constrained 
by Congress, especially if they lead 
to a larger deficit than approved. He 
cannot unilaterally introduce major 
changes without Congressional 

The yield on 10-year US Treasuries 
has spiked since the elections

Source: Bloomberg, Craigs Investment Partners.
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above shows the 10-year US Treasury 
bond is now up over 0.40% since the 
election outcome was announced, 
taking it almost back to January 2016 
levels.
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support. In addition, when a country 
already has a lot of debt, as the 
US does, then it is important that 
the central bank is also onside and 
continues to buy bonds so interest 
costs can be contained. Trump has 
been highly critical of the Federal 
Reserve and its Chair, Janet Yellen, 
which suggests this could be 
challenging. However, for what it is 
worth, he is also on record as saying 
“I’ve always been a low interest rates 
person. Now if inflation starts coming 
in… that’s a different story… but right 
now I am for low interest rates and I 
think we keep them low”. The market 
will be looking for policy continuity 
and confirmation Chair Yellen will 
not resign. At this stage her term 
extends to 2018. Keeping rates low 
in the US will help prevent the dollar 
from strengthening too much as 
fiscal spending increases and this 
might see rate hike expectations 
suppressed.

The election of Trump also needs 
to be seen in the context of the rest 
of the world. Europe and Japan are 
unlikely to move to fiscal stimulus of 

We believe we have seen the lows 
in this interest rate cycle. However, 
we are mindful of many areas of 
concern and despite the initial sharp 
move upwards, globally there is more 
uncertainty and potentially lower 
growth, which will suppress interest 
rates. Our base case is for rates to 
range trade gradually higher, bearing 
in mind that we have yet to get back 
to where interest rates were even 
at the start of this year. The short-
end is likely to be anchored at 1.75% 
for 2017, albeit with a higher risk of 
downside now post the earthquake 
of 14 November. Given the big rise 
we have already seen since the end 
of the third quarter, we see limited 
capacity for yields to move up much 
more before retracting. Over the 
next few months, we see 3.5% as the 
next ceiling, which is where we were 
at the beginning of 2016. While we 
do not claim to be technical traders, 
we will be watching to see if interest 
rates stay within the two trend lines 
as shown on the chart above.

Trump’s proposals would result in 
a material increase in public debt 
unless growth increases

KEY:   Public debt as % of GDP (Trump proposals) 
 Public debt as % of GDP (current law) 

Source: Committee for a Responsible Federal Budget, 
CBO, Haver Analytics, Craigs Investment Partners.
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Longer-term interest rates in  
New Zealand are driven by 10 year 
US Treasuries

KEY:  New Zealand 7yr swap   US 10yr Treasury 

Source: Bloomberg, Craigs Investment Partners.
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this magnitude and will want interest 
rates to stay low. As well, there are 
headwinds from an increasing oil 
price and political uncertainty with 
upcoming European elections to 
contend with. While yields in these 
countries will reflect the upwards 
trend, the moves are likely to be 
smaller. 

Where to from here for interest 
rates?

The US election outcome has 
perhaps been the catalyst for rates 
to bounce higher and we see scope 
for US rates to rise even further into 
the end of the year and next. This 
will result in a steeper yield curve in 
anticipation of the fiscal stimulus, 
which realistically will be mid-2017 
onwards, lifting growth and inflation 
prospects. New Zealand interest 
rates trade at a spread above US 
Treasuries, reflecting the higher 
risk of our small open economy. 
The interest rate moves are well 
correlated (as can be seen in the 
chart below), although the New 
Zealand rates tend to over-extend 
both ways in times of stress. 

It is likely we have seen the lows in 
this interest rate cycle

KEY:  New Zealand 7yr swap   Trend line 

Source: Bloomberg, Craigs Investment Partners.
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New Zealand investors have 
seen capital prices increase 
but yields fall – now a partial 
reversal

Investors in income assets have 
seen interest rates fall to historical 
lows this year, with six month term 
deposits returning as little as 3.1% 
(last seen in 1965), and long dated 
corporate bonds have traded with 
yields in the ‘3’s. In essence, savers 
have been the losers in recent years 
compared to borrowers. 

Most clients have exposure to 
domestic bank term deposits and 
corporate bonds within their fixed 
interest portfolios. These tend to be 
laddered with maturities extending 
out to around seven years. One 
of the three key risks of bonds 
is ‘reinvestment risk’. This is the 
risk that coupon payments and 
principal repaid have to be invested 
at a lower interest rate than the 
current investment. At this point in 
the cycle with headlines signalling 
higher interest rates, investors may 
be concerned they should not be 
reinvesting in longer-term bonds 
at all and should put spare funds 
into short-term deposits. While we 
continue to like term deposits up 
to one year at yields of c3.6%, we 
caution against having too much in 
short dated assets. This is also a risk 
to income.

Over the last few years we have been 
buyers of bonds (despite interest 
rates falling from 8% to 4%) on the 
basis that it provided certainty of 
income and expectations were 
for lower interest rates for longer. 
However, post the recent spate of 
new issues all at or around 4.0%, 
investors began to signal a reduced 
appetite for the longer dated bonds. 
At the same time, rates began to 
increase. Rather than stop investing 

and see rates back at their lows. 
By continuing to invest in laddered 
maturities, income is protected.

Duration – what is its relevance 
to the investor?

The duration of a bond portfolio is 
a measure of exposure to changes 
in interest rates. It is the weighted 
average of the time until the fixed 
cash flows are received and is 
usually measured in years. Due to 
the forecast receipt of the fixed 
coupons over the life of a bond, the 
duration measure is shorter than 
the maturity date. The duration of 
many portfolios has shortened over 
the last two years as investors in 
general have opted not to reinvest 
all of the funds from maturities back 
into bonds (the average duration 
across client portfolios now 2.5 
to 3 years). We would call this a 
short duration portfolio, which in 
effect means portfolios are already 
positioned for a rise in yields. In 
offshore markets, investors tend to 
have more exposure to longer dated 
bonds, including ultra-long (out 
to 50 to 70 years), in the clamour 
for yield. While our rates reached 
record lows, domestic investors 
have been fortunate in that they did 
still manage to achieve positive real 
after-tax returns.

Recommended maturity profile of a bond portfolio

Maturity date (or interest rate reset date) Minimum Maximum

Up to including 1 year 10% 40%

Above 1 year and up to 3 years 20% 40%

Above 3 years and up to 5 years 20% 40%

Above 5 years and up to 7 years 10% 30%

Above 7 years 0% 10%

Source: Craigs Investment Partners.

in bonds, one strategy for investors 
in this environment is to reduce 
the amount they invest in the 
longer dated bonds to position the 
portfolio more for rising yields (i.e. 
targeting a lower duration). In our 
Investment Policy Guidelines for 
building Fixed Income Portfolios we 
have included the table below. This 
shows weightings in various maturity 
buckets can change according to 
interest rate views. For instance, if 
rates are expected to rise then an 
investor might choose to have more 
short-term investments and have 
bonds with maturities of over five 
years totalling closer to 10% rather 
than 40%.

Reinvestment risk mitigated 
via investing in securities with 
laddered maturities

While we have already said our 
expectation is for interest rates to 
move higher, we do not see it as a 
one way street to pre global financial 
crisis levels. It is more likely we see 
range trading with yields up 0.5% 
to 1.0% during the next two years. 
The short end we continue to see 
anchored at 1.75% until at least 
2018. There is also a ‘foreseeable’ 
possibility that one of the plethora 
of risks eventuates, which could 
derail the interest rate trajectory 
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Implications of a short duration 
portfolio

The impact on the price of a bond 
from rising interest rates is much less 
significant for shorter dated bonds, 
or a portfolio of bonds with a shorter 
duration. This can be seen in the 
above table where we look at the 
impact on the price of some short 
and longer-dated bonds when the 
yield moves up by 0.50% and 1.0%.

It is clear to see that the impact 
on the price of the shorter dated 
bond is substantially below that of 
a longer-dated bond. This logic can 
be applied to a portfolio of bonds. 
For example, a laddered portfolio 
of bonds with a three year duration 
would see its value decline 2.8% if 
interest rates moved up 1%. Compare 
this to a US portfolio where a typical 
duration might be nine years (so 
three to four times longer than our 
client portfolios). The fall in valuation 
is much more pronounced (-8.7%) 
because the duration is so much 

longer and the coupon lower. One 
can only imagine the pain of holders 
with low coupon 30-year and ultra-
long bonds when yields rise.

Many investors will also have term 
deposits in their fixed income 
portfolios. These cushion further 
the impact of any change in yields 
as they are valued at par. We would 
also add that for investors who 
hold bonds to maturity this change 
in valuation of a bond due to a 
general shift in interest rates is of 
lesser concern. While they will see 
the movement in their portfolio 
valuations, the reality is that on 
maturity they will receive the full 
capital value back.

What should investors be 
doing?

Towards the end of the quarter we 
will see some funds returned to the 
market from maturities of several 
corporate bonds. We would be 
taking advantage of the AA- bank 

Interest rate movements have more significant implications for longer-dated bonds

Issue
Price of  

bond at par
Price of bond  

if yield rose 0.5%
Percent change 

relative to par
Price of bond  

if yield rose 1.0%
Percent change 

relative to par

2 year bond, 4% coupon, 2.0 year duration $100.00 $99.05 -1.0% $98.12 -1.9%

7 year bond, 4% coupon, 6.1 year duration $100.00 $97.10 -2.9% $94.28 -5.7%

US Treasury, 2% coupon, 9.1 year duration $100.00 $95.50 -4.5% $91.30 -8.7%

Source: Craigs Investment Partners.

term deposits at c3.6% (low risk, 
positive real return significantly 
above the cash rate), and would not 
be afraid to invest in some corporate 
bonds. Portfolio duration is already 
short and the road for interest rates 
is far from a one-way street at this 
time. Depending on your portfolio, 
take advantage of the shift in higher 
yields and lock in income. Securities 
we like include investment grade 
corporate bonds at well over 4%. 
For example Chorus 2021 bonds at 
4.20% (Core), Contact Energy 2021 
bonds at 4.15% (Core) and non-
rated bonds such as those issued by 
Kiwi Property maturing in 2023 at 
4.60% (Supplementary) and The 
Warehouse maturing in 2020 at 
4.25% (Supplementary). Although 
less liquid, to enhance yield consider 
Genesis Energy subordinated bonds 
with a call in 2018 at an estimated 
yield of 5.60% (Niche). 

 

The above recommendations are class 
advice only. We recommend you seek 
advice from a qualified professional 
before making an investment decision.
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Are equity markets pricing  
risk correctly? 
Some investors appear to be ignoring the need for a premium to be 
applied to risk assets, such as equities, property syndicates, mortgage 
trusts, low quality bonds etc, focussing on yield alone rather than 
total return.

Yield on equity markets, 10 year government bonds and cash

KEY:  Equities   10 yr govt bond   Cash

Source: Bloomberg, Craigs Investment Partners.
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This paradox has been driven by 
the sustained decline we have seen 
in interest rates since the global 
financial crisis, with central banks 
across most developed markets 
cutting rates to levels where the real 
interest rate (after inflation) received 
by investors in some countries is now 
negative. 

In an effort to source higher levels of 
income, investors have been rotating 
portfolios away from lower risk cash 
and fixed income towards higher risk 
growth assets where income yields 
are higher. This has increased the 
risk profile of portfolios, and thus 
the degree of loss should a market 
correction occur. For example, the 
volatility of returns for an investor’s 
portfolio that has drifted from 
balanced (60% growth assets, 40% 
income assets) to balanced growth 
(75% growth assets, 25% income 
assets) would have increased 24%. 
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So, what are the implications of this 
from an investor’s perspective? Using 
the last significant market correction 
(the GFC in 2008) as an example, 
an investor with a balanced growth 
allocation would have seen their 
portfolio fall 27.1% over the 16 month 
period, with the portfolio taking 44 
months in total to retrace losses. 
This compares with a 20.2% fall for 
a balanced portfolio over the same 
period. However, unlike the balanced 
growth portfolio, the balanced 
portfolio retraced its previous high 
over 24 months, nearly twice as 
quickly as the balanced growth 
portfolio. So not only has an investor 
who has increased their exposure to 
risk assets (in an effort to increase 
the yield of the portfolio) increased 
the overall volatility of the portfolio, 
they have also increased the 
potential downside should a market 
correction occur and the time it may 

take the portfolio to recover its value 
to levels prior to the correction.

The implications are similar for 
investors taking greater risks in 
their fixed income portfolios by 
investing in lower quality, and often 
subordinated, instruments. As can be 
seen in the chart above, the risk of an 
issuer defaulting on their obligations 
increases significantly as you move 
down the ratings scale. 

A key foundation of investing is 
that investors should get paid 
for taking risk. On this basis, an 
important question investors 
need to ask themselves when 
considering investments is ‘am I 

Global corporate average cumulative default rates by rating (1981-2014)

KEY:  AAA   AA   A   BBB    BB    B   CCC/C 

Source: Standard & Poors Global Fixed Income Research, Craigs Investment Partners.
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being paid a sufficient premium for 
the additional risk I am taking over 
and above cash or government 
bonds?’ If the answer is no, then 
it is likely an inferior investment 
relative to cash and government 
bonds (on a risk adjusted basis), 
even if the investment in question 
may be yielding more than cash or 
government bonds. 

A key foundation of investing 
is that investors should get 
paid for taking risk. On this 
basis, an important question 
investors need to ask 
themselves when considering 
investments is ‘am I being 
paid a sufficient premium for 
the additional risk I am taking 
over and above cash or 
government bonds?’
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and is more obvious in price traded 
fixed interest, like hybrids. Investors 
need to be cognisant of this fact if 
they are considering increasing the 
income stream provided by their 
portfolio by moving further into 
equities or higher yielding fixed 
interest.

Applying an equity risk 
premium 

A key risk when investing in shares 
(relative to cash and government 
bonds) is that you may not receive 
your money back. As compensation 
for this risk, investors are paid a 
risk premium over and above the 
return received from investing in 
a risk free asset (such as cash or 
a government bond). This ‘excess 
return’ or risk premium needs to 
be applied not only to equities 
but to any investment where 
there is a chance that you may 
not receive your investment back, 
(e.g. mortgage trusts and property 
syndicates). Even fixed income 
securities issued by corporates and 
other non-government organisations 
need to trade at a premium over risk 
free government bonds. In the fixed 

Yield and return have very different definitions when talking about equities

Asset type Yield
Term/ 

maturity
Value 
start

Value  
end Coupon

Gross 
return Comment

Term deposit 3.0% 1 year $100 $100 n/a 3.0% Return for year equals yield

High quality bond 3.5% 1 year $100 $100 3.5% 3.5% Return for year equals yield

ABC share 6.0% 1 year $100 $80 n/a -14.0% Return for year reflects 20% loss  
in capital value plus 6% yield

ABC subordinated perpetual 6.9% Perpetual $72 $64 5.0% -4.2% Return for year reflects 11% loss  
in capital value plus 6.9% yield

Source: Craigs Investment Partners. Assume repayment of capital in full at end of investment period by term deposit and high quality bond.

interest space, this risk premium is 
referred to as a credit margin/credit 
spread.

The risk premium can differ from 
one security to another, and from 
one market to the next. Senior bonds 
with investment grade credit ratings 
will have a lower credit margin than 
unrated subordinated securities. 
Defensive companies with good 
cash flows, strong balance sheets 
and more predictable growth rates 
will likely trade at a lower equity risk 
premium than higher risk companies. 
The same is true for markets/
economies. Those with more 
predictable growth rates, inflation 
and interest rates tend to have lower 
equity risk premiums than those 
with less healthy and predictable 
economies. This applies to all asset 
classes.

If the ‘excess return’ is not adequate 
to compensate investors for the extra 
risk taken, when interest rates begin 
to rise and markets begin to price 
risk correctly, equity markets will 
need to adjust as the risk premium 
moves back towards its long-run 
average. 

If the ‘excess return’ is not 
adequate to compensate 
investors for the extra risk 
taken, when interest rates 
begin to rise and markets 
begin to price risk correctly, 
equity markets will need to 
adjust (potentially 
downwards) as the risk 
premium moves back 
towards its long-run average.

Understanding the difference 
between return and yield

While the yield offered by equity 
markets across most developed 
markets now exceeds that of low 
risk investments like cash and 
government bonds, investors need to 
understand the difference between 
yield and total return when it comes 
to investing in equities.

Yield and return are used 
interchangeably when referring to 
the return earned on a term deposit 
or high quality bond (if held to 
maturity). For example, if a term 
deposit or bond yields 4%pa, then 
the return for the year will be 4%. 
However, in equity markets, a share 
could provide an attractive yield 
but still deliver either a positive or 
negative total return for the year 
because the capital value of a share 
can move up and down (see table 
above). The same can apply to bonds 

How to calculate the equity risk premium for a market

Forecast dividend yield

+ Long-term expected growth in earnings and dividends

- Curent risk free rate (10 year govt bond)

= Implied equity risk premium
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surprise election of Donald Trump 
as the next US president, 3) the rise 
of populist political parties, 4) the 
unprecedented level of monetary 
policy stimulus undertaken by a long 
list of central banks in an effort to 
ignite growth (as yet to little avail), 
5) the resurgence in debt levels to 
above the highs seen during the 
global financial crisis, and 6) the 
fact that central banks ability to 
head-off the impact of any future 
negative shock (by cutting interest 
rates) is limited given interest rates 
are already near or below zero in a 
number of developed economies. 

Long-run equity risk premiums – last 100 years (returns in local currency)

Market
Avg equity  

return (% pa)
Avg bond  

return (% pa)
Long-run equity risk 

premium
Current implied equity 

risk premium Comment

Australia 12.0% 6.8% 5.2% 4.0% Expensive

US 9.8% 5.2% 4.6% 3.1% Expensive

New Zealand 11.2% 5.8% 5.3% 3.7% Expensive

Source: DB long-term asset return study, Bloomberg, Craigs Investment Partners. 

A consequence of the low interest 
rate environment is that equity 
markets offer investors a higher yield 
than cash and government bonds. 
Because of this, they have seen a 
strong influx of funds as investors 
seek a source of replacement 
income. This has helped to push 
up prices to the point where most 
equity markets are fully valued. 
While some appreciation in the price 
of other financial asset prices is to 
be expected (given the lower future 
return of cash and government 
bonds, the returns offered by 
competing assets also needs to 
adjust lower), the implied equity 
risk premium of major markets is 
currently sitting below long-run 
averages (see table above).

While some may argue that in a 
world of lower growth rates, lower 
bond yields and low inflation, equity 
risk premiums should trade at a 
discount to their long-run average, 
we disagree. In our view, market 
risk has not decreased just because 
growth and inflation are lower. If 
anything, one could argue that 
risks are actually higher than in 
previous years given the following 
factors; 1) the UK’s shock decision 
to leave the European Union, 2) the 

So what are current equity risk 
premiums telling us?

While equity risk premiums are 
not good predictors of short-
term market movements, over the 
longer-term this valuation metric can 
provide us with an indication of the 
level of returns we expect markets to 
deliver.

If you believe that risks are elevated 
at present relative to previous 
periods, then the equity risk premium 
should be at least in line with, if not 
greater than, the historical long-run 
equity risk premium highlighted in 
the table above. 

Assuming no change in bond yields, 
in order for markets to earn an equity 
risk premium in line with historical 
long-run averages, they would at 
some point, need to adjust 12% to 
16% lower. If interest rates were to 
rise, then the required adjustment in 
equity markets would likely be larger.

Investors need to be comfortable 
with their current asset allocation 
and the implied draw-down 
characteristics (the risk of capital 
loss) should interest rates begin to 
rise and equity risk premiums revert 
back towards long-run averages.

Investors need to be 
comfortable with their current 
asset allocations and the 
implied draw-down 
characteristics (the risk of 
capital loss) should interest 
rates begin to rise and equity 
risk premiums revert back 
towards long-run averages.
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Key message for clients
While the search for yield has been, 
and will likely continue to be, a 
powerful force supporting financial 
assets such as equities in the near-
term, market equity risk premiums 
(like a number of other valuation 
metrics) imply equity valuations are 
expensive. 

Reflecting this view, we have 
recently taken a more defensive 
stance with our model balanced 
portfolio, reducing our equities 
exposure by 2% (-1% New Zealand 
equities, -1% Property) in favour 
of fixed income (6-12 month term 
deposits). These changes now see 
the model balanced portfolio holding 
a slightly overweight exposure to 
income assets (42% versus a target 
weighting of 40%), while being 
marginally underweight equities 
(58% versus a target weighting of 
60%).

In the current environment, we 
continue to reiterate the following 
three key messages to ensure 
portfolios pay a growing and 
sustainable dividend over time: 

1) maintain a laddered portfolio 
concentrated on high quality 
fixed income issues, 2) focus on 
companies that can deliver dividend 
growth, and 3) adopt a total return 
approach for those investors 
requiring additional income.

Maintain a laddered portfolio

The key to investing in fixed income 
securities is having confidence 
regarding the return of capital 
and certainty of receiving interest 
coupons on the due date. As such we 
recommend the bulk of fixed income 
portfolios (c60%) are invested in 
high quality senior vanilla bonds 
(rated Core by the Private Wealth 
Research team). Other securities can 
be added for yield enhancement but 

fundamentally, risks should be taken 
in the equity part of the portfolio.

Despite the lower interest rate 
environment, we believe a laddered 
portfolio of corporate bonds 
(including term deposits) should 
continue to provide a superior 
income stream to investors. The 
benefits of a laddered portfolio 
can be seen in the chart below, 
which depicts the coupons from 
a diversified portfolio of varying 
maturities since the year 2000. 
The effect on income of the fall in 
interest rates has been mitigated 
through investing in this manner. 
Consequently, income streams 
have been smoothed and income 
protected. 

Comparative income stream from sample corporate bond portfolio  
and short-term bank deposits 

KEY:  Coupons from diversified bond portfolio   6-month bank deposits 

Source: RBNZ, Craigs Investment Partners. The bonds do not show any capital gain and are simply bought and held 
until maturity then reinvested. Income is assumed to be fully spent in the year it is earned.
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The above recommendations are class 
advice only. We recommend you seek 
advice from a qualified professional 
before making an investment decision.
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Focus on companies that can 
deliver dividend growth

Focus on companies providing long-
term dividend growth, rather than 
those that pay a high yield but offer 
low or no dividend growth. While 
we understand the importance of 
income to many investors, a focus on 
high dividend paying stocks at the 
expense of those companies that pay 
sustainable and growing dividends 
can impact the performance and 
level of income generated by a 
portfolio in the long-term. The listed 
property sector in New Zealand has 
been a prime example of a sector 
offering an above average yield while 
delivering limited dividend growth.

In the charts above, we illustrate the 
performance of a portfolio focussed 
on higher yielding companies 
compared to a more broadly 
diversified portfolio of higher quality 
names. The left hand chart highlights 
the income streams generated 
from the two portfolios. While the 
portfolio focussed on higher yielding 
companies initially yielded an 
income above that of the diversified 
portfolio, the 11.2%pa growth in 
income provided by the diversified 

portfolio means that the net yield on 
cost of this portfolio has risen from 
3.4% in 2000 to 16.7% in 2015. This is 
in stark contrast to the higher yield 
portfolio which has seen dividends, 
and thus its yield on cost, actually 
decline over the same time period. 
The chart on the right shows that 
the capital growth of the portfolio 
focussed on higher yield companies 
has also significantly lagged behind 
the diversified portfolio.

Adopt a total return approach

Rather than thinking about the 
returns from your portfolio - share 
price movements (capital gains) 
and interest and dividends (income) 
- as two separate components, 
another approach is to view the total 
return (capital gains and income) 
of the portfolio as a pool of income 
available to be drawn on.

This approach does not mean the 
way you invest needs to change. It 
does not mean that you focus solely 

Annual income generated ($000)

KEY:   Diversified portfolio   Portfolio focussed 
on higher yield companies 
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Income growth, such as that displayed by 
the diversified portfolio, is a fundamental 
reason for investing in growth assets. 

In our view, if a company is able to grow 
its earnings, and therefore the dividends it 
pays to shareholders over the long-term, 
then this growth will also be reflected in  
a growing share price.

on high growth companies that 
do not pay a dividend, nor does it 
mean you shift some or all of your 
fixed income allocation to growth 
assets. What it does mean is that 
you can continue to maintain a well 
balanced and diversified portfolio 
of both income and growth assets 
that matches your tolerance for risk. 
The income generated from the 
portfolio would still be used to meet 
obligations, with capital gains used 
to supplement this income.

In our view, a total return approach 
is a better method of increasing 
the income of a portfolio than the 
alternatives currently being adopted 
by investors that, in general, we 
believe have lifted the risk profile of 
the portfolio and placed capital at 
risk. 
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Ramsay Health Care, Amcor and 
Brambles as being well placed for 
long-term growth. Nonetheless, we 
have increased our focus on finding 
growth stories in the small to mid-
cap space. This part of the market 
tends to be made up of companies 
that are in an earlier stage of their life 
cycle, less well known to the broader 
market, offer a higher degree of 
growth potential (albeit with a higher 
degree of risk), or offer exposure to 
a particular investment theme. Those 
looking to add a higher growth tilt 
to their portfolio may wish to add an 
allocation to these companies.

Small-caps carry more risks

Smaller companies, such as the ones 
we have identified, warrant a Niche 
classification. They typically have an 

Why look at Aussie small-caps?

The Australian market is dominated 
by high quality, well established blue-
chip stocks. However, more than 
35% of the ASX 200 is comprised 
of financials (principally the four 
major banks), which have more 
challenging outlooks driven primarily 
by concerns over increased capital 
requirements. Resources and energy 
stocks make up another 20%, with 
their fortunes largely tied to factors 
outside their own control (namely 
commodity prices), while sizeable 
constituents like Telstra, Woolworths 
and Wesfarmers are struggling to 
find growth.

There are, of course, exceptions to 
this trend and we continue to see 
large-caps such as CSL Limited, 

Introducing three new Australian 
growth ideas
After spending time in Australia looking at the small cap universe, 
we have initiated coverage on three companies.

Key company data

Company Business Price Market cap PE
Dividend  

yield
Forecast 2 year 

EPS growth
Net debt/

equity
Return  

on equity

Bellamy’s Organic baby food A$11.01 A$1.1bn 16.2x 2.0% 45.4% -45.0% 57.8%

TechnologyOne Enterprise software A$5.18 A$1.7bn 39.1x 1.9% 16.5% -76.8% 33.7%

Emerchants Payments solutions A$1.83 A$445.8m 30.1x 0.0% 106.3% -23.0% 3.2%

Source: Bloomberg consensus data, Craigs Investment Partners. Negative debt/equity ratio means the business is in a net cash position.

increased level of earnings volatility 
and/or cyclicality, less proven 
business models, less comprehensive 
disclosure (resulting in poorer ability 
to forecast earnings), a smaller base 
of shareholders which results in 
less liquidity, and a higher degree 
of risk - for example, a number rely 
on overseas growth, creating new 
markets, or growth by acquisition 
strategies. For these reasons, we 
recommend Niche stocks should 
comprise a relatively small share of 
investors’ portfolios (a maximum 5% 
exposure to individual names, with 
Niche stocks in total accounting 
for no more than 10% of the total 
portfolio). More active monitoring of 
Niche holdings is also warranted.
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TechnologyOne (TNE) 
– All about the cloud
TNE is a developer and provider 
of enterprise software (software 
utilised within an organisation for 
things such as payment processing). 
With operations in six countries, 
the company has more than 1,000 
customers, primarily in local and 
central government, and the 
financial, health, and education 
sectors. TNE differentiates itself 
by providing a comprehensive end 
to end service to customers, from 
development and implementation 
through to customer support.

Investment highlights:

 •  TNE provides an exposure to the 
Australian technology sector, 
specifically Software as a Service 
(SaaS). The company generates 
strong cash flows, has no debt 
and has consistently grown 
earnings at more than 15% pa.

 •  The key earnings driver for 
TNE will be the migration of 
its customers to a cloud based 
service. We expect this to boost 
margins due to greater economies 
of scale, open up new revenue 
streams, and increase the share 
of recurring revenue from 50% 
to near 80%. Currently only 
100 of TNE’s 1,000 customers 
have a cloud service, while new 
customers are taking a cloud 
service in the vast majority of 
instances. 

 •  Despite growing at 8% pa, 
R&D spend will continue to fall 
as a share of revenue as the 
company moves some product 
development offshore. Also, 
as TNE’s products continue 
to mature and become more 
focussed, they will require less 
cost to implement for customers.

Below we highlight three Australian 
small-cap companies that have good 
track records, compelling investment 
cases, and offer the potential for 
sustained long-term earnings growth 
should they continue to execute well. 

Bellamy’s (BAL) – 
Premium product, 
premium brand
BAL is a branded organic baby food 
company founded in 2004 and 
based in Tasmania. The company 
produces a range of premium 
organic infant formulas and baby 
foods. Infant formula currently 
comprises the vast majority of sales.

Investment highlights:

 •  BAL provides investors with 
exposure to two key themes: 1) 
rising Chinese demand for infant 
formula manufactured overseas 
which is seen to be safer, and 
2) the increased trend towards 
organic foods.

 •  BAL is well established in the 
Australian market, with 15-20% 
of total market share and a loyal 
and engaged customer base. 
However, the company still has 
significant scope to increase its 
distribution footprint and expand 
its product offering. The company 
cites that it currently sells product 
at 4,400 of 7,000 possible 
distribution points in Australia.

 •  Recently announced Chinese 
regulatory changes will be a 
positive for established brands 
like BAL. The regulations have the 
effect of restricting ‘grey market’ 
or ‘suitcase trade’ sales, and 
driving consumers to Business to 
Consumer websites such as T-Mall 
where BAL has a strong presence 
(top 10 for infant formula). We do 
note that there may be short-term 
issues, however, as the market 
adjusts and non-compliant 
inventory is cleared. 

Emerchants (EML) –  
A rewarding proposition
EML is a provider of innovative 
financial payments solutions for 
gifts, rewards, payouts and supplier 
payments. The company operates in 
Australia, Europe and North America 
with customers including Bet365, 
Harvey Norman, Etsy, Pandora and 
large European shopping mall chains.

Investment highlights:

•  EML has grown from a gift 
card company into a diversified 
payments company offering 
a range of solutions. EML has 
significant growth opportunities 
as it further penetrates its current 
identified markets (e.g. reloadable 
cards, B2B payments) while 
its payments technology has 
almost unlimited applications 
and is highly customisable, 
enabling the company to readily 
access new markets and expand 
geographically.

•  As highlighted by recent deals 
with large companies like 
Bet365, Sprint and Caesars, 
EML has a good track record 
of demonstrating its product’s 
value and signing customers. The 
business has good momentum, is 
in discussions with a large number 
of firms, and we expect further 
contract signing announcements 
in the future. 

•  EML has a scalable business 
model with low variable costs, 
meaning the company can 
increase profitability and grow 
margins sharply as revenue rises. 
The company is currently profit-
making and we forecast strong 
earnings growth in the coming 
years. 
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The key factors limiting 
infrastructure and private sector 
capital spending have been a lack 
of foreign investment and a financial 
sector that has failed to recognise 
and provision for bad loans made 
over prior cycles. The latter is 
important because without clean 
balance sheets, banks are unable to 
extend the credit necessary to fund 
investment. 

In our view, it is clear that Prime 
Minister Modi has made progress 
on all of these issues throughout 
the course of this year. Foreign 
direct investment has picked 
up, largely due to Modi’s hectic 
travel schedule during his first 
year in office to promote India 
as an investment destination. 
Furthermore, in a surprising and bold 
step to crackdown on corruption 
and counterfeit currencies, India 
recently announced that it would 
be abolishing 500 and 1000 Rupee 
notes. Perhaps most importantly, in 
July of this year Modi’s government 
announced its intention to 
recapitalise 13 public sector banks. 

So clear steps have been made to 
clear the field and allow for improved 
infrastructure and private sector 

India for the long-run
We first discussed our positive investment view on Indian equities 
in the April issue of the News & Views. In this article we briefly 
review our investment thesis and provide an update on recent 
developments. 

spending. Unfortunately, in spite of 
the progress made on the above 
mentioned constraints to investment, 
there is still no compelling evidence 
that infrastructure spending and 
capital investment have increased. 

In our April article, we highlighted 
the fact that enacting meaningful 
economic and political reforms is 
always a long and difficult process. 
India is an investment thematic 
that will play out over years (if not 
decades) rather than months. In 
spite of the lack of any compelling 
evidence that capital spending is 
increasing, we view recent initiatives 
by the Modi government to set the 
stage for increased investment very 
constructively. 

While India is a higher risk 
investment destination and progress 
is likely to take place only gradually 
and over a long span of time, we 
view India as the one of the most 
compelling long-run opportunities 
in global equities. JP Morgan Indian 
Investment Trust (£6.10, 0.0% gross 
yield) is our preferred vehicle for 
accessing India’s stock market.

Indian equities have performed well 
this year. Let’s take this opportunity 
to assess if any progress has been 
made to justify recent performance.

The achilles heel of the Indian 
economy has always been a chronic 
lack of investment in infrastructure 
and productive assets. Without 
adequate infrastructure and 
productive capacity, the economy 
is prone to overheating and 
runaway inflationary pressures 
whenever growth accelerates. This 
is why, in our view, any sustainable 
economic expansion in India must 
be driven primarily by investment in 
infrastructure and productive assets. 

The above recommendations are class 
advice only. We recommend you seek 
advice from a qualified professional 
before making an investment decision.
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Our positive view on India 
is based on the following 
key points:  

1  India’s demographics are among 
the most favourable in the world, 
with India set to surpass China as the 
world’s most populous country in 
2022. According to The Economist, 
China’s population will peak at 1.4 
billion in 2028; India’s four decades 
later at 1.75 billion.

 
2  While the investment boom in 

many other emerging markets is just 
starting to unwind, India has suffered 
from a chronic lack of investment 
in infrastructure and productive 
assets. As a result, any sustainable 
economic expansion in India must 
be driven primarily by investment in 
infrastructure and productive assets.  

3  Following the election of 
Narendra Modi as Prime Minister 
in 2014, India has its first chance 
of material economic and political 
reforms in some time. Modi’s policies 
are focussed on removing constraints 
on infrastructure and investment, 
reducing corruption, and discouraging 
government spending from crowding 
out the private sector.  

4
 
These reforms have the potential 

to create a virtuous cycle for the 
Indian economy. As investment 
constraints are removed and growth 
increases, both household and 
corporate savings will increase, 
supplying the necessary funding for 
further investment.

Higher growth and increasing returns 
on investment will ultimately attract 
foreign capital inflows, providing a 
further boost to infrastructure and 
investment spending. 

Portfolio strategy / 33
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In the company results we have 
heard in August and November, 
New Zealand listed companies 
have impressed us with their strong 
earnings and solid growth trajectory. 
In 2017, earnings are expected to 
grow over 8% due to a reasonable 
level of revenue growth and high or 
improving margins. Of course, we 
cannot attribute this performance 
solely to the highly competent 
management teams across some 
of our largest companies. New 

New Zealand equities
Since our last publication, the New Zealand equity market has swung 
profoundly, from steaming towards another record year  
of returns, to a market correction for the first time since 2011.  
Yet economic growth has been strong, and we expect momentum 
will continue for some time yet. We continue to recommend  
investors take advantage of any share price weakness to invest  
in some of our higher-quality cyclical companies. 

Zealand’s high economic growth 
has been a significant benefit, and 
low interest rates a tailwind. But we 
are cognisant that it will be hard for 
conditions to meaningfully improve 
from here. Indeed, bond yields are 
now rising slowly, and we have likely 
seen a peak in the housing market 
and the positive economic knock 
on effects from that. However, the 
recent rebound in dairy prices is 
supportive, consumer and business 
confidence is high and we may see 

some weakness in the currency from 
here, particularly against the US 
dollar.

On balance, we expect economic 
growth to remain high in 2017 and 
lower interest rates in general to 
remain for sometime. This means a 
continuation of strong conditions 
in the near-term for those cyclical 
companies that particularly 
benefit from higher growth. The 
global environment is also broadly 

Recommendations – selected stocks

Buy Increase Hold Reduce Sell

C  Contact Energy N  Airwork N  a2 Milk C  Genesis Energy N  Hallenstein Glasson

S  Fonterra SHF N  Comvita N  Abano Healthcare N  Hellaby Holdings N  Skellerup

C  Mainfreight C  F&P Healthcare N  Air New Zealand N  NZX N  Steel & Tube

C  Meridian Energy S  Freightways C  Auckland Airport N  Orion Health

N  Restaurant Brands N  Gentrack S  Chorus S  Sky City

S  Summerset S  Metlifecare S  Delegat S  The Warehouse

N  Trilogy N  Metro Glass S  EBOS Group

N  Scales C  Fletcher Building

N  SLI Systems S  Heartland Bank

S  Tegel S  Infratil

S  Tilt Renewables C  Mercury Energy

N  Tourism Holdings C  Port of Tauranga

C  Trade Me N  Refining NZ

C  Trustpower C  Ryman Healthcare

N  Xero S  Spark

S  Z Energy C  Vector

C  = Core, S  = Supplementary, N  = Niche.

The above recommendations are class 
advice only. We recommend you seek 
advice from a qualified professional 
before making an investment decision.
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supportive. As a small, open 
economy, the New Zealand market 
will always be impacted by events 
and policies offshore, and we expect 
ongoing volatility driven by political 
developments. The environment 
is still uncertain, but the recent 
election of Donald Trump as the next 
US president has propelled higher 
inflation and higher growth to the 
forefront of US policy, which could 
have a knock on effect for other 
regions. We recommend investors 
continue to increase their weightings 
to New Zealand’s high quality cyclical 
companies, particularly on any bouts 
of share price weakness caused by 
global volatility. 

Mainfreight continues to stand out 
from the crowd. Its New Zealand 
division, which delivers a large 
proportion of its earnings, is going 
from strength to strength, and 
concerns of any weakness associated 
with the UK’s decision to leave the 
EU have proved unfounded for now. 
Mainfreight’s growing international 
businesses are increasing traffic in 
its local networks, and this structural 
growth driver provides some 
protection should the New Zealand 
economy unexpectedly disappoint. 

Another cyclical company that 
is illustrating a solid trajectory of 
earnings growth is Fonterra. Its 
FY16 result demonstrated that its 
turnaround is on track, with good 
growth from its higher returning 
Ingredients and Consumer 
businesses. We expect momentum 
to continue into 2017 as this strategy 
continues, China improves, and 
the Australian Ingredients business 
returns to profitability. Fonterra has 
undoubtedly benefitted from the low 
milk price via lower input costs that 
have not been fully passed through 
into product pricing, though recent 
increases in the payout to farmers 
will be a headwind. However, the 
higher milk price is also indicative 
of an improved demand/supply 

environment, which should benefit 
revenue growth for the company. 

Fletcher Building is another cyclical 
company that has benefitted from 
New Zealand’s strong economic 
growth. Its domestic businesses 
have underpinned less profitable 
international operations while its 
restructuring has been underway, 
and with this process now broadly 
complete its non-performing 
businesses are starting to contribute 
to profitability. We are happy 
holders of the company, but believe 
the share price is fully reflecting 
the economic momentum, having 
performed very well over the last six 
months. 

Some of New Zealand’s best 
companies are not cyclical; rather, 
their defensive cash flows remain 
stable throughout the economic 
cycle, allowing attractive, sustainable 
dividends. These companies have 
recently fallen out of favour as bond 
yields have risen and investors 
see less need for these defensive 
attributes in a positive economic 
environment. However, we believe 
that some of these companies 
should remain a core component 
of long-term portfolios. The likes 
of Auckland Airport, Meridian 
Energy and Port of Tauranga have 
irreplaceable assets and deliver good 
earnings growth – the long-term 
driver of share prices. Dividend yields 
are still highly attractive relative to 
interest rates, despite the recent 
rise in rates from historic lows. For 
those investors with cash on the 
sidelines waiting for an entry point 
into these companies following a 
number of years of solid share price 
appreciation, now is a good time. 
However, we do not expect the level 
of returns we have seen over the 
past few years from these names to 
be repeated as higher bond yields 
are negative for cash flows and 
valuations. 

The above recommendations are class 
advice only. We recommend you seek 
advice from a qualified professional 
before making an investment decision.

Key data Code
Price 

(NZ$)
F/cast
PE (x)

F/cast 
gross 
yield

Buy

Contact Energy CEN $4.47 16.4 8.0%

Fonterra SHF FSF $5.93 10.6 6.8%

Mainfreight MFT $19.00 18.0 3.0%

Meridian Energy MEL $2.49 13.0 9.1%

Restaurant Brands RBD $5.10 14.8 4.9%

Summerset SUM $4.88 16.5 2.1%

Trilogy TIL $3.45 14.2 3.8%

Increase

Airworks AWK $4.84 9.5 6.1%

Comvita CVT $9.40 16.5 3.3%

F&P Healthcare FPH $9.19 29.5 3.1%

Freightways FRE $6.70 17.7 5.9%

Gentrack GTK $3.53 21.2 5.0%

Metlifecare MET $5.40 15.0 1.2%

Metro Glass MPG $2.23 13.3 6.2%

Scales SCL $3.20 13.8 7.8%

SLI Systems SLI $0.45 n/m n/a

Tegel TGH $1.49 12.2 7.5%

Tilt TLT $2.00 33.8 3.3%

Tourism Holdings THL $3.19 12.4 8.3%

Trade Me TME $4.84 20.5 5.3%

Trustpower TPW $4.67 14.7 7.7%

Xero XRO $17.98 n/m n/a

Z Energy ZEL $7.28 13.2 5.6%

Hold

a2 Milk ATM $2.16 26.1 0.0%

Abano Healthcare ABA $8.41 18.4 4.7%

Air New Zealand AIR $2.00 6.6 13.9%

Auckland Airport AIA $6.01 29.1 4.6%

Chorus CNU $3.65 11.9 8.0%

Delegat DGL $5.74 15.0 2.9%

EBOS Group EBO $16.50 17.6 3.9%

Fletcher Building FBU $10.95 15.0 5.1%

Heartland Bank HBL $1.52 11.8 7.8%

Infratil IFT $2.82 24.4 7.6%

Mercury Energy MCY $2.97 23.6 8.7%

Port of Tauranga POT $3.76 32.9 6.1%

Refining NZ NZR $2.60 16.6 6.2%

Ryman Healthcare RYM $8.57 21.0 2.2%

Spark SPK $3.33 15.2 10.4%

Vector VCT $3.14 33.4 7.2%

Reduce

Genesis Energy GNE $1.95 19.0 11.9%

Hellaby Holdings HBY $3.31 14.6 9.0%

NZX NZX $1.02 20.8 8.2%

Orion Health OHE $2.90 n/m 0.0%

Sky City SKC $3.72 14.9 6.8%

The Warehouse WHS $2.98 15.4 7.5%

Sell

Hallenstein Gl HLG $3.09 13.9 12.1%

Skellerup SKL $1.49 13.9 8.9%

Steel & Tube STU $2.30 8.8 11.5%
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Recommendations – selected stocks

Buy Increase Hold Reduce Sell

C  Amcor C  AGL Energy S  Adelaide Brighton S  BHP Billiton C  Medibank

C  Brambles C  AMP S  Ansell S  Duet

S  Computershare C  ANZ Bank C  APA Group N  Orica

C  CSL Limited N  Bellamy's C  Commonwealth Bank S  Origin Energy

N  Emerchants N  Cleanaway C  National Aust Bank N  Santos

S  Healthscope N  Estia Health N  QBE N  Sims Metal

S  James Hardie N  IOOF S  Rio Tinto N  South 32

S  Link Group N  Pact Group N  Seek C  Telstra

S  Resmed C  Ramsay Health Care S  Spark Infrastructure C  Woolworths

N  TechnologyOne S  Sonic Healthcare C  Wesfarmers 

C  Sydney Airport C  Westpac

S  Transurban S  Woodside

C  = Core, S  = Supplementary, N  = Niche.

Australian equities
The Australian economy has surprised us with its strength over the 
past few months. Post election, business confidence has been strong 
and unemployment has fallen. The high level of housing market 
activity has been sustained, the drag from falling mining expenditure 
has reduced, and higher commodity prices have been beneficial to 
national income.

But while data regarding the broader 
Australian economy has been 
positive, results from the August 
reporting season and company 
comments at the more recent AGM 
season in November have painted a 
less rosy picture. 

Corporate earnings were delivered 
slightly below expectations in 
reporting season and, more 
importantly, earnings forecasts 
for future years were pared back 
slightly. Broadly, we have observed 
that companies remain cautious 
about top line growth, citing low 
inflation and strong competition. We 
believe that Australian corporates 
are generally in good health; more 
efficient due to a number of years of 
cost out initiatives, and with strong 

balance sheets. However, a number 
of domestic industries still face 
challenges, and we expect increasing 
competition and falling profit margins 
to be a feature across different parts 
of the Australian market for a number 
of years yet. 

Australia has some excellent listed 
companies but we recommend 
investors remain selective in their 
Australian stocks, and we continue to 
advocate those companies exposed 
to the US market. The likelihood of 
stronger US growth following the 
election of President Trump could 
provide another leg of support to 
these companies, which should be 
accompanied by a stronger US dollar 
that is beneficial to earnings when 
translated back to the Australian 
dollar. 

Alongside Brambles, Amcor 
and CSL Limited, our long-term 
preferences in this space, we have 
recently initiated coverage of James 
Hardie Industries (JHX). JHX is 
a manufacturer of fibre cement 
building products that derives 80% 
of its income from the US. It offers 
leverage to an improving US housing 
cycle, which we believe has longer 
left to run than the inflated Australian 
housing market. More importantly, 
JHX’s innovative products are taking 
share from alternative materials that 
are less attractive and less durable. It 
is this long-run investment thematic 
that will underpin earnings growth 
over the medium-term, and justifies 
the healthy valuation at which JHX 
trades. 

The above recommendations are class 
advice only. We recommend you seek 
advice from a qualified professional 
before making an investment decision.
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Key data Code
Price 
(A$)

F/cast
PE (x)

F/cast 
gross 
yield

Buy

Amcor AMC $13.83 15.6 4.4%

Brambles BXB $11.66 19.2 2.5%

Computershare CPU $11.52 15.2 2.6%

CSL Limited CSL $99.14 24.4 1.9%

Emerchants EML $1.83 30.1 0.0%

Healthscope HSO $2.20 19.2 3.5%

James Hardie JHX $19.51 20.1 3.2%

Link Group LNK $7.51 22.8 2.0%

Resmed RMD $7.71 19.8 2.5%

Technology One TNE $5.18 39.1 1.9%

Increase

AGL Energy AGL $19.57 16.8 3.6%

AMP AMP $4.78 12.4 6.1%

ANZ Bank ANZ $27.98 12.5 5.2%

Bellamy's BAL $11.01 16.2 2.0%

Cleanaway CWY $1.09 23.9 1.8%

Estia Health EHE $2.86 12.4 7.6%

IOOF IFL $8.27 14.3 6.5%

Pact Group PGH $6.01 14.6 4.3%

Ramsay H/Care RHC $69.90 25.6 2.0%

Sonic Healthcare SHL $22.02 19.2 3.7%

Sydney Airport SYD $5.97 31.6 5.5%

Transurban TCL $9.77 28.6 5.2%

Hold

Adelaide Brighton ABC $5.22 14.9 4.9%

Ansell ANN $21.92 15.0 2.8%

APA Group APA $7.35 22.3 6.1%

C/wealth Bank CBA $76.89 13.9 5.5%

National Aust Bank NAB $28.40 12.0 6.9%

QBE QBE $10.92 13.9 3.3%

Rio Tinto RIO $56.94 13.4 2.6%

Seek SEK $14.35 24.5 2.9%

Spark Infrastructure SKI $2.00 17.6 7.4%

Wesfarmers WES $41.00 16.8 5.1%

Westpac WBC $30.98 13.2 6.1%

Woodside WPL $29.75 18.2 4.4%

Reduce

BHP Billiton BHP $23.98 18.3 1.7%

Duet DUE $2.22 17.5 8.2%

Orica ORI $17.24 15.6 3.0%

Origin Energy ORG $5.66 15.7 0.0%

Santos STO $4.06 21.4 1.0%

Sims Metal SGM $12.47 25.7 2.0%

South 32 S32 $2.60 15.7 2.6%

Telstra TLS $4.72 14.0 6.8%

Woolworths WOW $23.30 19.7 3.0%

Sell

Medibank MPL $2.55 17.5 4.3%

Equities in focus / 37

Despite a less buoyant economy 
than New Zealand, and lower 
forecast earnings growth at an 
aggregate level, the Australian 
sharemarket has outperformed the 
New Zealand market over the last 
six months. In part, this is due to 
the large proportion of interest-rate 
leveraged companies on the New 
Zealand index that have fallen out 
of favour as bond yields have risen. 
This has been felt in these sectors in 
Australia too, with the share prices 
of most infrastructure, property and 
utility companies seeing substantial 
falls. While higher interest rates are 
clearly negative for these companies 
(the present value of future cash 
flows is lower and higher interest 
costs are not generally passed 
through to customers) some high 
quality holdings, such as Sydney 
Airport and APA Group remain 
attractive due to their stable cash 
flows, defensive earnings growth 
and sustainable dividend yields. We 
do not expect the stellar returns we 
have seen over the last few years 
from these names, but remain long-
term holders.

The outperformance of the 
Australian market is also due to 
the strong performance of mining 
and resources companies, which 
comprise a large proportion of the 
Australian index. The share prices of 
these companies have responded to 
higher commodity prices, namely the 
iron ore price which has risen to over 
US$70 per tonne, close to double its 

lows near the start of the year. This 
rise has taken us, and the market, 
by surprise. We have recommended 
investors take an underweight stance 
to the sector due to plentiful iron ore 
supply combined with an uncertain 
demand picture driven by China. 
It has been the demand-side that 
has surprised to the upside. China 
consumes over 40% of the world’s 
steel, and of this approximately 60% 
is used for infrastructure and housing 
construction. These sectors have 
boomed due to an unprecedented 
level of domestic credit stimulus 
provided by the Chinese authorities. 
Chinese steel exports have remained 
broadly flat. At this point we remain 
cautious. It is very difficult to 
construct a long-term investment 
case built upon an unsustainable 
expansion in credit. The prospect of 
a hard-landing in China still remains, 
albeit relatively unlikely, with lower 
growth and a currency devaluation 
more realistic risks. The share prices 
of Australian mining companies 
will not be immune to these 
developments, should they occur.

Despite these uncertainties, resource 
companies are positively leveraged 
to higher global inflation and growth, 
both of which have come more firmly 
back on the horizon over the last 
few months. In the short-term we 
are cognisant of recent measures 
introduced by Chinese authorities 
to cool the property sector which, 
combined with seasonal impacts as 
we enter the northern hemisphere 
winter, may lower steel demand and 
the iron ore price. For this reason 
we are staying on the side-lines 
waiting for a better entry point and 
more clarity over the longer-term 
demand outlook. However, when we 
do re-introduce some commodity 
exposure to our portfolios we will 
look for those producers with the 
lowest costs (the main competitive 
advantage in commodity markets) 
and the strongest balance sheets. On 
this basis, our preferred exposures 
are Rio Tinto and Woodside 
Petroleum. The above recommendations are class 

advice only. We recommend you seek 
advice from a qualified professional 
before making an investment decision.
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Recommendations – selected stocks

Buy Increase Hold Reduce Sell

S  Lend Lease S  Goodman Group C  Dexus Property C  Argosy

S  Westfield Group C  GPT Group C  Goodman Property

S  Investore C  Kiwi Property

C  Precinct Properties C  Scentre Group

C  Property for Industry

C  Stockland

C  Stride Property

C  Vital Healthcare

C  = Core, S  = Supplementary, N  = Niche.

Listed property
Listed property trusts have delivered excellent share price gains over 
the last few years as investors have sought their attractive yields in 
the low interest rate environment. This performance has started to 
unwind as bond yields have recently risen from historic lows.

We see a place for listed property 
trusts in long-term portfolios, but 
believe the share price trajectory 
will continue to be dictated by the 
movements in bond yields, and we 
see further downside risk over the 
next few years. For this reason, we 
prefer property companies that offer 
higher earnings growth through 
complementary income streams, 
such as development or funds 
management. We believe those 
companies that offer little more than 
an attractive dividend yield will bear 
the brunt of the pressure as interest 
rates rise. 

Low interest rates have been 
beneficial to listed property trusts in 
two main ways. Firstly, they provide 
a lower cost of debt, a significant 
positive for earnings as property 
trusts generally have higher debt 
levels than other sectors due to their 

stable asset base. Secondly, investors 
have driven share prices higher 
as the interest rates on offer from 
alternative investments (such as term 
deposits or bonds) have fallen. 

It appears that we have seen the 
bottom for interest rates, both locally 
and offshore. This means that these 
two tailwinds, which have driven 
the share prices of listed property 
trusts to record highs and delivered 
substantial gains to investors, will be 
headwinds over the next few years. 
We expect valuations to fall back to 
levels closer to long-run averages as 
bond yields climb. As existing debt 
facilities expire, refinancing will drive 
higher interest costs with little ability 
to pass through to tenants given the 
high proportion of prevailing leases 
with terms typically three to five 
years in length. 

That said, we expect this process 
to be gradual and share prices are 
unlikely to move in a single direction 
at all times. While we expect inflation 
and interest rates to continue to 
rise from here, this will be a gradual 
process and they may never reach 
previous highs. For those investors 
looking for income, the dividends on 
offer remain attractive. 

In order to minimise the downside 
risk to share price performance, we 
recommend seeking those property 
trusts that offer higher earnings 
growth and have lower debt levels. 
Higher earnings growth can help to 
bridge the gap to high valuations, 
and lower debt levels will reduce the 
headwind from rising debt costs. 
Lower debt levels will also be key 
should the property market turn and 

The above recommendations are class 
advice only. We recommend you seek 
advice from a qualified professional 
before making an investment decision.
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Key data Code Price
F/cast
PE (x)

F/cast 
gross 
yield

Buy

Lend Lease LLC A$13.27 10.0 5.0%

Increase

Goodman Group GMG A$6.32 14.5 4.1%

Westfield Group WFD A$8.53 18.6 4.0%

Hold

Dexus Property DXS A$8.57 15.0 5.3%

GPT Group GPT A$4.47 14.9 5.5%

Investore IPL NZ$1.40 16.4 5.5%

Precinct Property PCT NZ$1.22 19.6 6.4%

Property for Industry PFI NZ$1.53 19.0 6.4%

Stockland SGP A$4.06 13.1 6.4%

Stride Property SPG NZ$1.81 15.1 8.6%

Vital Healthcare VHP NZ$2.04 17.1 5.8%

Reduce

Argosy ARG NZ$1.04 15.6 8.2%

Goodman Property GMT NZ$1.22 17.4 7.6%

Kiwi Property KPG NZ$1.42 18.4 6.6%

Scentre Group SCG A$4.06 17.9 5.2%

the value of the underlying property 
assets start to fall. As experienced 
in 2008 and 2009, those property 
companies with higher debt skated 
closer to their banking covenants 
as the value of their assets reduced, 
and some had to undertake highly 
dilutive equity raisings. On this basis, 
our preferences in New Zealand 
are Vital Healthcare and Precinct 
Properties. Both these companies 
offer higher earnings growth than 
peers, have low debt levels and pay 
dividends that are covered by free 
cash flow. 

A number of the Australian listed 
property companies offer higher 
growth as a significant proportion of 
their earnings streams are derived 
from development, construction 
and/or funds management activities. 
The share prices of these companies 

tend to move more in line with 
the broader equities index than 
other listed property trusts. 
This is beneficial in the current 
environment and provides a good 
alternative for those investors 
willing to sacrifice some yield 
for higher earnings growth and 
potentially more downside share 
price protection. In particular, 
Lend Lease and Goodman Group 
offer a solid earnings growth 
trajectory, have high quality global 
businesses, and are the market 
leaders in their respective fields of 
urban redevelopment projects and 
innovative logistics development. 
We recommend investors take 
overweight positions in these two 
companies. 

The above recommendations are class 
advice only. We recommend you seek 
advice from a qualified professional 
before making an investment decision.
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Investment trusts and ETFs 
In spite of all the hype surrounding the recent US presidential 
election, the US remains a bastion of stability in global markets. 
Meanwhile, markets have moved from overpricing to under-pricing 
inflation risks. This mispricing creates opportunities for New Zealand 
investors to purchase gold and Japanese equities. 

Recommendations – selected stocks

Buy Increase Hold Reduce Sell

S  Guggenheim Healthcare ETF S  iShares Global Tech C  Bankers S  Aberdeen Asian Sm  Baring Emg Europe

N  VanEck Vectors Gold Miners S  iShares MSCI Japan C  City of London S  Aberdeen New Dawn  Blackrock World Mining

S  SPDR Gold ETF N  JPM Indian C  Fidelity European N  Blackrock UK Smaller Co  British Empire Securities

C  SPDR S&P 500 N  SPDR S&P Homebuilders ETF N  iShares Germany N  iShares 20+ T Bond ETF  Caledonia

N  WisdomTree Japan C  SPDR S&P Midcap 400 N  iShares US Utilities N  iShares FTSE 250  Foreign & Colonial

C  Vanguard FTSE World C  Murray Intl N  Scottish Mortgage  Henderson Far East

S  Vanguard Healthcare S  RIT Capital S  Scottish Oriental Sm  Monks

N  WisdomTree Europe N  Ruffer S  Templeton Emerging Mkts  North American Income

C  SPDR S&P Dividend ETF

N  SPDR S&P Regional Bank

S  Worldwide Healthcare

C  = Core, S  = Supplementary, N  = Niche,  = We have recently ceased coverage of these names.

Over the course of this year, market 
participants have begun to embrace 
the once out of consensus view that 
the US Federal Reserve will not be 
able to normalise monetary policy. 
There is now a widely accepted belief 
in global markets that bond yields 
will stay low indefinitely and that 
inflation is unlikely to materialise. 

It is our view that investors have 
embraced the ‘low forever’ view of 
global interest rates at precisely the 
wrong time. As we have highlighted 
in various strategy pieces throughout 
the year, policy makers are beginning 
to recognise the limits of monetary 

policy and are increasingly calling 
for a switch to fiscal stimulus. Fiscal 
stimulus, via increased government 
spending, is likely to be far more 
effective at stimulating end demand 
and inflation than monetary policy 
has proven to be. 

What are the implications for 
investors? Even with some 
contribution from governments via 
higher spending, global growth is 
likely to remain lacklustre. As such 
a wholesale rotation into cyclical 
shares, smaller capitalisation 
companies and emerging markets 
is not on the cards. Investors should 

stick with a large cap and defensive 
bias. However, with inflation risks 
now under-priced by markets, 
investors should start to add cheap 
inflation protection to portfolios. 

To capitalise on this mispricing, 
investors should focus on 
investments that are currently out 
of favour, but would perform well 
into rising inflation expectations. 
Within our diversified coverage 
universe we recommend purchasing 
SPDR Gold ETF and/or the VanEck 
Vectors Gold Miners ETF. Gold has 
a long and admirable track record 
of performing well in inflationary 

The above recommendations are class 
advice only. We recommend you seek 
advice from a qualified professional 
before making an investment decision.

M105816-CIP-Koru Club-N&Vs Abridged-Dec16-FA.indd   40 29/11/16   2:43 PM



 

Equities in focus / 41

environments. Investors should also 
consider allocations to Japanese 
equities via the iShares Japan ETF 
and WisdomTree Japan Hedged 
Equity ETF. Japanese equities 
remain priced for deflation. Should 
a sustainable reflation materialise, 
Japanese equities have material 
upside. 

Our regional and sector preferences 
remain unchanged. In a world where 
almost every other region faces 
large structural issues, capital flows 
will continue to benefit both the 
US sharemarket and the US dollar. 
Our preferred diversified exposures 
are the SPDR S&P 500 ETF, the 
Guggenheim Healthcare ETF, and 
the iShares Global Technology ETF. 
We discuss the favourable outlook 
for healthcare and technology 
in more detail in our discussion 
of global direct equities on the 
following page. 

Investors should continue to 
approach the UK and Europe with 
caution. In our view, Brexit will 
have far reaching consequences 
for UK and European markets. 
Now that one member has voted 
to leave the broader Eurozone 
project, a precedent has been 
set for further referendums on 
European Union membership 
and the common currency. This 
uncertainty, combined with the 
precarious capital positioning of 
many European financials, represents 
a sizable overhang for European 

sharemarkets. For an allocation to 
European equities, we continue 
to recommend Fidelity European 
Values given the fund’s focus on 
high quality defensive companies. 

Meanwhile, the UK sharemarket’s 
sizeable exposures to deep 
cyclical companies, commodities 
and European financials will 
continue to weigh on relative 
performance. We also continue to 
recommend a cautious view on 
the British pound. For investors 
who don’t share our sentiments, 
City of London remains a 
somewhat lower risk exposure 
and is our investment vehicle of 
choice. 

The recent rally in emerging 
market shares is not worth 
chasing. None of the structural 
issues relating to over-investment, 
misallocation of capital and high 
levels of foreign borrowings have 
been resolved. Investors should 
use recent strength to further 
reduce exposure to emerging 
market funds, such as Templeton 
Emerging Markets and Aberdeen 
Asian Smaller Companies. 

Despite of our cautious view on 
emerging markets in general, 
we do see a strong case for 
India where our preferred 
exposure remains the JPM Indian 
Investment Trust. Please see the 
article on page 32 for a detailed 
discussion. 

Key data Code Price

Prem/
disc to 

NAV

Hist 
gross 
yield

Buy

Guggenheim Healthcare RYH US$148.49 n/a 0.5%

VanEck Vectors Gold Miners GDX US$21.84 n/a n/a

SPDR Gold GLD US$116.77 n/a n/a

SPDR S&P 500 SPY US$217.87 n/a 2.0%

WisdomTree Japan DXJ US$46.59 n/a 1.6%

Increase

iShares Global Tech IXN US$107.95 n/a 1.1%

iShares MSCI Japan EWJ US$49.40 n/a 1.5%

JPMorgan Indian JII US$6.10 -9.9% n/a

SPDR S&P Homebuilders XHB US$33.22 n/a 0.6%

SPDR S&P 400 MidCap MDY US$290.48 n/a 1.3%

Vanguard FTSE Total World VT US$59.68 n/a 2.3%

Vanguard Healthcare VHT US$129.19 n/a 1.4%

WisdomTree Europe HEDJ US$53.35 n/a 1.8%

Hold

Bankers BNKR £6.80 -5.4% 2.4%

City of London CTY £3.86 1.6% 4.2%

Fidelity European FEV £1.73 -11.3% 1.8%

iShares Germany EWG US$25.06 n/a 2.4%

iShares US Utilities IDU US$116.60 n/a 3.6%

Murray International MYI £11.03 0.8% 4.3%

RIT Capital RCP £18.05 5.0% 1.8%

Ruffer RICA £2.32 0.8% 1.5%

SPDR S&P Dividend SDY US$84.23 n/a 2.3%

SPDR S&P Regional Bank KRE US$50.42 n/a 1.8%

Worldwide Healthcare WWH £21.14 -3.7% 0.8%

Reduce

Aberdeen Asian Sm AAS £9.37 -14.4% 1.1%

Aberdeen New Dawn ABD £1.84 -13.3% 2.1%

Blackrock UK Smaller Co BRSC £8.68 -18.8% 1.9%

iShares 20+ T Bond ETF TLT US$123.01 n/a 2.3%

iShares FTSE 250 MIDD £16.84 n/a 2.8%

Scottish Mortgage SMT £3.13 -10.5% 0.9%

Scottish Oriential Sm SST £9.15 -12.7% 1.2%

Templeton Emg Mkts TEM £5.60 -13.6% 1.5%

Sell

Baring Emg Europe BEE £3.29 -11.1% 3.7%

BlackRock World Mining BRWM £3.29 -13.2% 5.5%

British Empire BTEM £6.18 -10.3% 1.9%

Caledonia CLDN £24.66 -19.5% 2.1%

Foreign & Colonial FRCL £5.16 -9.0% 1.9%

Henderson Far East HFEL £3.30 0.1% 6.1%

Monks MNKS £5.34 -9.4% 0.3%

North American Income NAIT £11.75 -8.5% 3.0%

The above recommendations are class advice 
only. We recommend you seek advice from 
a qualified professional before making an 
investment decision.
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Recommendations – selected stocks

Buy Increase Hold Reduce Sell

C  Alphabet C  3M S  GlaxoSmithKline S  BP N  Cummins

C  Bunzl S  Amazon C  Reckitt Benckiser S  Diageo S  HSBC

C  CVS Health C  Apple S  Schlumberger C  General Electric S  IBM

S  FMC Corp C  Berkshire C  Southern Co C  United Technologies S  SSE

C  Johnson & Johnson S  Cerner C  Unilever S  Statoil

N  Kirby Corp N  Fanuc S  Vodafone N  Syngenta

S  Republic Services N  Johnson Matthey C  Wells Fargo

S  Roche S  Microsoft

S  Shire C  Nestle

S  Suncor C  Visa

C  = Core, S  = Supplementary, N  = Niche,  = We have recently ceased coverage of these names.

Global equities 
We continue to see pockets of value in global markets. There is a lot 
to like in our global direct equity coverage universe.

Party firmly in control of both 
Congress and the Senate, investors 
should once again begin to focus on 
the attractive long-run outlook for 
healthcare services and prescription 
drug utilisation. We recommend 
using recent weakness to accumulate 
shares of Johnson & Johnson, CVS 
Health, Roche and Shire.

Technology is another sector 
trading cheaply relative to long-
run averages. We believe the 
long-term growth outlook for the 
sector remains very attractive. The 
companies within our coverage 
list provide exposure to the most 
exciting disruptive technologies 
within the IT sector. This includes; 
cloud infrastructure (Amazon, 
Alphabet, Microsoft), mobile 
payments (Visa), value-based care 
(Cerner) and mobile advertising 
(Alphabet). 

exhibit some combination of the 
following; earnings visibility, cash flow 
stability and high dividend yields. 

From a sector perspective, this means 
that companies in the consumer 
staples, utilities and real estate 
investment trusts (REITs) sectors 
are all trading at relatively elevated 
valuations. Sectors that look attractive 
relative to historical valuation metrics 
include healthcare, technology, 
industrials and energy. Somewhat 
paradoxically, the more attractively 
valued sectors generally have more 
attractive long-run outlooks than the 
more expensive sectors. 

Much of the recent underperformance 
of the healthcare sector this year can 
be attributed to investor concerns 
about the implications of a Clinton 
presidency for drug pricing and 
profitability. Following the surprise 
Trump win, and with the Republican 

On most traditional valuation 
metrics, broad market equity indices 
look expensive. This shouldn’t be 
surprising. Extraordinarily loose 
monetary policies, combined with 
ageing populations in the world’s 
developed markets, have led to a 
blind reach for yield that has resulted 
in high valuations for most assets 
throughout the world. However, a 
closer look under the hood reveals 
that within global equity markets, 
some sectors are very expensive 
while others are relatively cheap. 

In an uncertain world where safe 
investments yield very little, investors 
have been willing to pay premium 
valuations for companies that 
exhibit lower volatility and payout a 
large portion of their cash flows as 
dividends. Not surprisingly, those 
sectors that are expensive relative to 
historic valuations are those which 

The above recommendations are class 
advice only. We recommend you seek 
advice from a qualified professional 
before making an investment decision.
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Industrials and energy companies 
offer pockets of value, but investors 
must be selective to avoid falling 
into value traps. The larger industrial 
companies in our coverage universe 
such as United Technologies and 
General Electric have little in the 
way of earnings growth. We prefer 
to focus on companies with a strong 
long-run growth thematic which 
have underperformed markets 
recently due to commodity related 
volatility. Companies that meet these 
criteria are Kirby, FMC Corp and 
Suncor Energy. 

We continue to view consumer 
staples companies favourably, 
despite modestly elevated 
valuations. These are uncertain 
times and investors should be willing 
to attach a valuation premium to 
companies with earnings visibility 
and cash flow stability. We reiterate 

our positive view on Bunzl and 
Nestle despite the fact that both of 
these companies trade at modest 
premiums to historic valuations. 

We are less complacent regarding 
the prospects for interest rate 
sensitive sectors such as utilities 
and REITS. High valuations for these 
sectors have made sense, as long as 
interest rates were not expected to 
rise. We have recently downgraded 
our view on Southern Company 
and Vodafone to hold. While the 
outlook for both companies remains 
favourable, share prices are likely to 
come under pressure as global bond 
yields rise over the medium-term. 

Key data Code Price
F/cast
PE (x)

F/cast 
gross 
yield

Buy

Alphabet GOOGL $779.98 19.9 0.0%

Bunzl BNZL £20.01 18.8 2.2%

CVS Health CVS $74.56 12.5 2.5%

FMC Corp FMC $53.50 17.0 1.3%

J & J JNJ $116.36 16.7 2.8%

Kirby Corp KEX $64.80 26.2 0.0%

Republic Services RSG $54.57 23.6 2.3%

Roche RHHBY $28.89 15.3 3.7%

Shire SHP £48.45 12.2 0.5%

Suncor SU $30.51 27.4 3.8%

Increase

3M MMM $172.01 20.1 2.7%

Amazon AMZN $746.49 56.7 0.0%

Apple AAPL $109.99 12.3 2.2%

Berkshire BRK/B $157.08 20.1 0.0%

Cerner CERN $48.93 19.5 0.0%

Fanuc FANUY $17.91 33.0 1.8%

Johnson Matthey JMAT £33.35 16.2 2.3%

Microsoft MSFT $59.65 19.7 2.6%

Nestle NSRGY $69.01 19.3 3.5%

Visa V $80.08 24.4 0.8%

Hold

GlaxoSmithKline GSK £15.26 13.8 5.6%

Reckitt Benckiser RB/ £68.95 21.7 2.6%

Schlumberger SLB $81.04 43.4 2.4%

Southern Co SO $48.43 16.5 4.7%

Unilever ULVR £31.29 17.8 3.7%

Vodafone VOD £2.03 24.9 6.5%

Wells Fargo WFC $51.68 12.9 3.0%

Reduce

BP BP/ £4.42 16.0 7.2%

Diageo DGE £20.03 19.9 3.1%

General Electric GE $30.74 18.8 3.1%

United Tech UTX $106.96 16.3 2.6%

Sell

Cummins CMI $136.87 17.3 2.8%

HSBC HSBA £6.29 17.2 4.6%

IBM IBM $159.29 11.5 3.5%

SSE SSE £14.54 12.7 6.3%

Statoil STO $16.35 36.6 0.6%

Syngenta SYT $75.49 19.3 3.5%

The above recommendations are class 
advice only. We recommend you seek 
advice from a qualified professional 
before making an investment decision.
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Strategic asset allocation
Our sample portfolio allocations for differing risk profiles.

Portfolio profile

 Income assets % of total 
 Growth assets % of total

Conservative Balanced income Balanced Balanced growth High growth

Investor suitability
Suitability - The type of investor/s  
that may be suited to each portfolio. 
Note, these comments are general only -  
there will be many exceptions to the  
examples detailed here.

People focussed on 
capital protection 

and current 
income rather than 
inflation protection. 

Also those who 
need to draw on 

capital in the  
near-term.

People in or 
near retirement 
who require a 

regular income 
but also inflation 
protection. Need 

to be comfortable 
with a moderate 

level of risk.

People who have 
some need for 
current income 

but future income 
and growth is a 
priority. Need to 
be comfortable 

with above-
average risk.

People who have 
a longer investing 
time horizon and 

more focus on 
future than current 
income. They must 
be able to tolerate 

a relatively high 
level of risk.

People who 
have a long-term 

investing time 
horizon and more 

focus on future 
than current 

income. They must 
be able to tolerate 
a high level of risk.

Indicative asset class weightings

Cash 5% 5% 4% 3% 3%

NZ fixed income* 70% 50% 36% 22% 7%

NZ equities 11% 16% 20% 23% 24%

Australian equities (unhedged) 6% 11% 15% 21% 26%

Global equities (unhedged) 5% 15% 22% 28% 37%

Property 3% 3% 3% 3% 3%

*For larger portfolios, investors may wish to add an allocation to global bonds hedged (up to a maximum of 25% of the allocation to fixed income).

Income and growth allocations and indicative ranges
Target income allocation 75% 55% 40% 25% 10%

Income allocation range 70-100% 50-70% 30-50% 15-35% 0-20%

Target growth allocation 25% 45% 60% 75% 90%

Growth allocation range 0-30% 30-50% 50-70% 65-85% 80-100%

Portfolio characteristics – breakdown of equity allocations
New Zealand equities 50% 38% 35% 32% 28%

Australian equities 27% 26% 26% 29% 30%

Global equities 23% 36% 39% 39% 42%

International currency exposure 11% 26% 37% 49% 63%

Indicative returns
Indicative forecast gross yield (pa) 4.1% to 4.6% 3.9% to 4.4% 3.7% to 4.2% 3.6% to 4.1% 3.4% to 3.9%

Indicative forecast after tax yield (pa) 2.9% to 3.2% 2.7% to 3.0% 2.6% to 3.0% 2.5% to 2.9% 2.3% to 2.7%

Indicative forecast gross return (pa) 4.6% to 5.6% 5.2% to 6.2% 5.6% to 6.6% 6.0% to 7.0% 6.5% to 7.5%

Indicative forecast after tax return (pa) 3.2% to 4.2% 3.9% to 4.9% 4.3% to 5.3% 4.8% to 5.8% 5.3% to 6.3%

Indicative real return (after inflation 
and tax)

1.2% to 2.2% 1.9% to 2.9% 2.3% to 3.3% 2.8% to 3.8% 3.3% to 4.3%

Current income High Medium-High Medium Below average Low

Growth Very low Low Average Above average Higher

Portfolio profile Most defensive 
portfolio.  

Income focus.

A mix of  
growth and 

income.

A balanced mix  
but tilted to 

growth.

A growth 
orientation.

A strong  
growth focus.

Note: All data here is Craigs Investment Partners estimates based on analysis of historical data and current markets. Key assumptions include inflation 2%, a normalisation in interest 
rates over time, equity market dividend yields and expected long-run growth rates which are based on nominal GDP growth, and a mean reversion in equity markets and currencies.  
A tax rate of 30% has been assumed.

45% 55% 40%60% 25%75% 10%90%75%25%
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Risk characteristics

 Income assets % of total  
 Growth assets % of total

Conservative Balanced income Balanced Balanced growth High growth

Some key risks Low inflation 
protection.
Interest rate  

changes.
NZ focussed.

Sharemarket 
volatility.

Interest rate  
changes.

NZ focussed.

Sharemarket 
volatility.

Interest rate  
changes.

Sharemarket 
volatility.

Exchange rates.

Sharemarket 
volatility.

 Exchange rates.

Rolling 12 month returns (best, worst, expected) 1993 - current

 Best
 Long-run expected return 
 Worst

Conservative Balanced income Balanced Balanced growth High growth

Indicative risk profile (1993 – current)
Worst rolling 12m return observed -5.3% -12.3% -18.0% -23.7% -28.7%

Best rolling 12m return observed 14.6% 19.8% 24.2% 30.5% 37.4%

Indicative forecast gross return (pa) 4.6% to 5.6% 5.2% to 6.2% 5.6% to 6.6% 6.0% to 7.0% 6.5% to 7.5%

Expected volatility of annual returns 4.6% 7.1% 9.1% 11.3% 13.6%

Likelihood of negative 12m return 1 year in 7 1 year in 5 1 year in 4 1 year in 3 1 year in 3

Range of rolling 1yr returns -5.3% to 14.6% -12.3% to 19.8% -18.0% to 24.2% -23.7% to 30.5% -28.7% to 37.4%

Range of rolling 5yr returns 3.7% to 8.1% 2.1% to 10.6% 1.0% to 12.5% -0.3% to 14.5% -1.7% to 16.9%

Source: Bloomberg, Craigs Investment Partners. The performance figures shown are compound returns in NZ dollars. Expected return and risk figures are based on Craigs 
Investment Partners estimates. The historical asset allocation returns are based on actual historical data and geographical indices and weighted according to the selected asset 
allocation of the portfolio. The indices used include; Fixed Income - S&P/NZX NZ Government Bond Index, NZ - S&P/NZX All Gross Index, Property - S&P/NZX Real Estate Gross 
Index, Australia - All Ords Accumulation Index, Global - MSCI All Countries World Gross Index. All returns are before fees and the indices used are net of tax except the Australian All 
Ords Accumulation Index and the MSCI All Countries World Gross Index.
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19.8%

24.2%

30.5%

37.4% 

5.1% 5.7% 6.1% 6.5% 7.0% 
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45% 55% 40%60% 25%75% 10%90%75%25%

The above recommendations are class 
advice only. We recommend you seek 
advice from a qualified professional 
before making an investment decision.
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Sector New Zealand Australia Global Comment

Agriculture/ 
food

Comvita (Niche)
Delegat (Supp)
Fonterra (Supp)
Scales (Niche)
Tegel (Supp)

Bellamy’s (Niche) FMC Corp (Supp)
Mkt Vectors Agri (Niche)

The long-term trend of increased food 
consumption (particularly in Asia) is still driving a 
global food shortage.

Consumer 
discretionary

Tourism Holdings (Niche)
Trilogy (Niche)
Restaurant Brands (Niche)

Bunzl (Core) Challenges remain amid the backdrop of weak 
consumer spending. Demand remains subdued 
as the household sector continues to deleverage 
and consumers migrate to more convenient online 
buying opportunities. However, many companies 
in the sector are trading at levels below historic 
trading ranges and there may be some value 
appeal for those with a higher risk tolerance.

Consumer 
staples 

Wesfarmers (Core) Nestle (Core)
Reckitt Benckiser (Core)
Unilever (Core)

Companies that are largely in ‘the business of 
necessity’ are likely to prove more earnings 
resilient than the broader market. These stocks 
make excellent cornerstone holdings, both for 
downside protection when markets falter, and the 
earnings and cash flow visibility throughout the 
cycle. However, we are cautious on the Australian 
supermarkets, given that competition is increasing 
and we see ongoing pressure on profit margins.

Energy Refining NZ (Supp)
Z Energy (Supp)

Woodside (Supp) Suncor Energy (Supp) Oil prices have rebounded strongly from the 
lows touched earlier this year. While they may 
drift lower once again, ultimately the cure for low 
prices is low prices. Investors should use oil price 
weakness to purchase companies with strong 
balance sheets and sustainable payout ratios such 
as Suncor. 

Financials Heartland (Supp) AMP (Core)
ANZ (Core)
C/Bank Aust (Core)
Computershare (Supp)
IOOF (Niche)
Link (Supp)
Westpac (Core)

Berkshire Hathaway (Core)
Regional Banks (Niche)
Wells Fargo (Core)

While the Australian banks are facing some 
challenges (particularly due to limited credit 
growth and increasing capital requirements), 
they remain well capitalised and the Australian 
economy and housing market have been more 
resilient than expected. Valuations are not 
unreasonable, with dividend yields still highly 
attractive. US banks remain among the best 
capitalised and safest financial investments in the 
world and valuations are undemanding.

Gaming Resilient in a recession, although few strong 
catalysts for outperformance are apparent.

Healthcare F&P Healthcare (Core)
Ryman (Core)
Summerset (Supp)
Metlifecare (Supp)
Ebos (Supp)

CSL (Core)
Healthscope (Supp)
Ramsay (Core)
Resmed (Supp) 
Sonic (Supp)

Cerner (Supp)
CVS Health (Supp)
Guggenheim H/care (Supp)
Johnson & Johnson (Core)
Roche (Supp)
Shire (Supp)

The ageing global population will support demand 
for healthcare services for some time. Healthcare 
is a defensive sector that is relatively insulated 
from the cycle compared to the broader market.

Industrials Metro Perf Glass (Niche) Amcor (Core)
Cleanaway (Niche) 
James Hardie (Supp)
Pact Group (Niche)

3M (Core)
Republic Services (Supp)
Kirby (Niche)

In Australasia, government support has partially 
insulated many companies from the economic 
cycle, due to both increased spending and 
rebuilding from events such as the Christchurch 
earthquake. Globally, we are more cautious on the 
industrial sector, however, our favoured names are 
very high quality defensive and cash generative 
businesses.

Infrastructure Auckland Airport (Core)
Infratil (Supp)
Port of Tauranga (Core)
Vector (Core)

APA Group (Core)
Sydney Airport (Core)
Transurban (Supp)

HICL Infrastructure (Niche) Infrastructure assets such as airports and ports are 
inherently defensive and often have an element 
of inflation protection as revenue streams can be 
closely linked to CPI. Regulation risk is always a 
concern, but many of these companies represent 
excellent long-term assets to own.

Sector preferences
Current preferred exposures.
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Sector New Zealand Australia Global Comment

Media Trade Me (Core) Seek (Niche) The media sector is in a state of change at present 
as technology and consumer preferences are 
forcing rapid change in the industry.

Mining & 
resources

VanEck Gold Miners (Niche) The resource sector is highly cyclical as evidenced 
by its performance over recent years. On a longer-
term view, we still believe that some resources 
exposure is appropriate in a balanced portfolio. 
However, in our view, these stocks are not ‘must 
owns’ at every point in the cycle and now is not 
the time to have large positions in the resources 
sector. We expect commodity prices to remain 
volatile over the short-term and see the potential 
for share prices to move lower from current levels.

Property Precinct Properties (Core)
Vital Healthcare (Core)

Goodman Group (Supp)
Lend Lease (Supp)
Westfield (Supp)

For those focussed on yield alone, New Zealand 
property stocks are preferable to the Australian 
stocks due to the more favourable tax treatment 
under the PIE regime. For investors willing to 
sacrifice some yield for higher earnings growth 
and potentially more downside protection, 
we favour the Australian property developers, 
including Lend Lease and Goodman Group.

Technology Gentrack (Niche)
SLI Systems (Niche)
Xero (Niche)

Emerchants (Niche)
TechnologyOne (Niche)

Alphabet (Core)
Amazon (Supp)
Apple (Core)
Fanuc (Niche)
iShares Tech ETF (Supp)
Visa (Core)

With businesses always searching for faster and 
more advanced technologies that allow them to 
be more productive and competitive, spending 
on technology has been growing at a solid 
pace. Looking ahead, the proliferation of new 
technologies such as cloud computing, software 
as a service, virtualisation and mobile technology, 
combined with a resurgence in corporate demand, 
are expected to underpin mid-single digit growth 
on technology over the coming years.

Telcos Spark (Supp)
Chorus (Supp)

Vodafone (Supp) Increasing competition and ongoing technological 
changes make significant outperformance over 
the long-term difficult. We view the higher yields 
offered by this sector as sustainable over the 
medium-term.

Transport Air New Zealand (Niche)
Airwork (Niche)
Freightways (Supp) 
Mainfreight (Core)

Brambles (Core) Kirby Corp (Niche) We expect the transport sector to be a key 
beneficiary as interest rates rise, economic activity 
improves, and investors increasingly favour 
stocks that offer growth. MFT provides good 
leverage to the domestic economy, with global 
growth potential, while BXB provides a defensive 
exposure to the US consumer. In the US, KEX is a 
key beneficiary of increasing oil production.

Utilities Contact Energy (Core)
Genesis (Core)
Meridian (Core)
Mighty River (Core)
TrustPower (Core)

AGL Energy (Core) iShares Util ETF (Niche)
Southern Co (Core)

Utilities should be relatively defensive and the 
sector has significant pricing power, which is a 
positive in a high inflation environment. The sector 
will continue to deliver excellent income with the 
potential for capital growth in the medium-term. 
We have a positive view on US regulated utilities 
such as Southern.

Alternative 
assets

HICL Infrastructure (Niche)
iShare 20+ Yr T Bond (Niche)
RIT Capital (Niche)
Ruffer Investment (Niche)
SPDR Gold ETF (Supp)

Some of the main ‘alternative’ investments include 
hedge funds, private equity, gold, timber, public 
private partnerships (PPPs) and farmland. We 
believe alternative investments can be useful in 
portfolios, although they have some limitations.
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Building balanced portfolios  
for income, growth and safety
The rationale behind our asset allocations.

better during more difficult markets. 
It is this resilience during tough 
markets that underpins better long-
term returns, in our view.

How we diversify – characteristics 
of our asset allocations

Income/Growth split – Our asset 
allocations are split between 
income and growth assets, with 
our benchmark balanced asset 
allocation having a 60% weight to 
growth assets and 40% to income 
assets. In our view, the split between 
income and growth is, by far, the 
most important element of asset 
allocation. This more than any other 
decision, will drive the portfolio’s risk 
and return characteristics.

No exposure to global fixed 
income – We have a preference for 
New Zealand fixed income given 
the higher yields available and the 
ability to buy direct. Our market is 
relatively well developed with retail 
investors able to purchase senior 
as well as subordinated securities. 
This differentiates our market from 
others offshore where the senior 
bonds are sold only in the wholesale 
market. From a portfolio perspective, 
we believe a local fixed income 
portfolio has historically displayed as 
much diversification benefit against 
equities as global fixed income, 
which have fund fees and currency 
hedging costs. However, we are 
cognisant of the small relative size 
of the domestic market and limited 
number of issuers/sectors and will 
continue to review all fixed income 
exposures, including global bonds. 
We note, global fixed income. 

Also, global fixed income is almost 
always fully hedged; thus, it provides 
no diversification away from ‘New 
Zealand risk’ in a currency sense.

Global equities allocation left 
unhedged – We believe overseas 
diversification is vital for New 
Zealand investors. Our allocations 
to Australian and global equities 
provide this overseas diversification. 
To provide protection against a 
sudden and significant fall in the New 
Zealand dollar, we do not hedge the 
currency exposure of this overseas 
allocation. This policy means our 
portfolios perform less well if the 
New Zealand dollar appreciates. 
However, it is important to remember 
that the global spending power of 
the New Zealand assets will rise. The 
global equities allocation represents 
a relatively small proportion of the 
total portfolio, hence we believe it is 
best left unhedged to provide better 
diversification.

Higher allocation to Australasian 
markets – Our bias to our local 
markets allows us to leverage off our 
domestic research teams on both 
sides of the Tasman, and access the 
higher dividend yields available here. 
Most of our clients want income 
and Australasia is the best place to 
find it, especially when New Zealand 
imputation credits are taken into 
account. 

Conclusion

We believe our approach to 
asset allocation provides prudent 
diversification and, importantly, 
above-average income, the potential 
for income growth and less volatile 
returns. 

Our approach to portfolio 
construction centres on building 
balanced portfolios that deliver 
income, growth and safety.

Diversification, a focus on quality 
and a value approach are the 
three key elements we believe are 
needed to build a portfolio that will 
generate income, have the potential 
for growth and deliver the most 
effective protection from risk.

Quality, in our view, means buying 
high-grade investments. In equities, 
it refers to companies that have a 
proven track record, strong and 
defendable market positions, sound 
finances and potential for future 
growth. In fixed income, it means 
selecting securities on a safety-first 
basis where the return ‘of’ capital 
takes precedence over the return 
‘on’ capital. The credit quality of the 
issuer is crucial.

Value means paying a reasonable 
price for investments. We believe 
markets move in cycles, from being 
undervalued to overvalued and back 
again. This cycle is erratic and driven 
by many factors including economic 
conditions and investor sentiment. 
We take a value approach and 
reduce exposure to markets that we 
believe look overvalued in favour of 
those that look cheaper. This value 
approach helps protect capital as 
expensive markets can fall sharply 
if economic conditions fail to meet 
expectations. This cautious approach 
means our portfolios should still 
share in the upside during strong 
markets, but will usually lag behind 
higher-risk portfolios. However, our 
portfolios tend to perform relatively 
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Understanding  
our recommendations
An explanation of our recommendations and of the ratings  
we use on shares.

Our recommendations are never 
made in isolation but in the 
context of a diversified portfolio. 
A cornerstone of our investment 
philosophy is that the most prudent 
and effective way of investing is to 
hold a diversified portfolio of assets, 
both across and within asset classes.

Stock recommendations – 
Portfolio view

We have a two-tier recommendation 
structure:

1) We firstly classify stocks 
under one of our three portfolio 
classification ratings: Core, 
Supplementary and Niche. 

These classifications are based 
primarily on risk. Stocks that we 
believe are more defensive, less 
volatile and lower-risk are classified 
as Core; the next tier is rated 
Supplementary; while the higher-risk 
stocks are classified as Niche.

The terms relate to our view on 
the role each stock should play in 
a portfolio and signal how much of 
a portfolio should be invested in a 
particular stock. 

Stocks rated ‘Core’ should be core 
holdings in a portfolio while stocks 
rated Niche should represent a much 
smaller proportion. 

In general terms, we recommend 
around 70% of a portfolio be 
invested in stocks rated Core, 
with Supplementary-rated stocks 
representing 20% to 30% and Niche 
no more than 10% of a portfolio.

2) We provide a portfolio view 
rating on each stock. We have 
three valuation based portfolio 
view ratings: Overweight, Neutral 
and Underweight.

These portfolio view ratings reflect 
our current view of the attractiveness 
of the current share price of each 
stock. To determine these ratings, 
we take into account our analyst’s 
valuation as well as broader factors, 
such as the outlook for the stock’s 
sector and its possible performance 
relative to the broader market.

Stocks rated Overweight are those 
that we believe offer good relative 
value and should perform better 
than the market average over the 
coming year. Stocks rated Neutral 
are those we believe will perform in 
line with the broader market, while 
those rated Underweight are, in our 
view, expensive and/or likely to lag 
the market average over the coming 
12 months.

Other issues

Analyst ratings (Buy, Hold, Sell) – 
We have a team of analysts, each 
of whom research individual stocks. 
We draw on this research and it 
forms the basis of our ratings. We do 
not use their Buy, Hold, Sell ratings 
directly in our portfolio ratings 
because their recommendations 
are stock specific, have no portfolio 
context and they are written 

primarily for institutional investors, 
not private investors. As such, they 
are, at times, unsuitable for private 
investors.

Price targets – Price targets are 
calculated by our analysts and are 
based on their discounted cash flow 
valuation model, along with any 
adjustments made to account for 
any other material issues. We believe 
it is important not to rely only on 
price targets as there are many other 
issues that need to be taken into 
consideration when selecting stocks 
for a long-term portfolio. Price 
targets are just one of the inputs we 
use to arrive at our portfolio views.

Fixed income 
recommendations –  
Portfolio view

We classify fixed income 
securities under one of our three 
portfolio positioning ratings; Core, 
Supplementary or Niche. These 
classifications are based primarily on 
risk. As a guideline we recommend 
at least 60% should be invested 
in Core securities, which are both 
high quality and relatively liquid 
senior bonds. We recommend 
Supplementary instruments 
represent no more than 40% of a 
bond portfolio and Niche no more 
than 20%. 
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Our services:  
A short overview
Investment is our speciality. As one of the country’s leading 
investment advisory and sharebroking firms we look after more  
than $11.5 billon* worth of client funds under management.

* As at October 2016

Floral Lamp in Lime.
mySTART® image courtesy of David Trubridge at davidtrubridge.com

mySTART®

A flexible and comprehensive investment 
plan, letting you decide how much and 
how often to invest. Your Investment 
Adviser can help you establish 
your risk profile and investment 
objectives and then help you choose 
an investment that best suits what you 
want to achieve.

KiwiSaver

We’re here to help but the choice is yours.

We offer a flexible KiwiSaver solution with 
a range of investment options. You can 
build a portfolio from individual shares 
or funds that suit your risk profile and 
objectives.

Private Wealth Services

Managed Portfolio Service

Our complete personalised service. 

A tailored portfolio of investments will 
be designed for you by combining 
a wealth of knowledge from your 
Investment Adviser with our firm’s 
research expertise, resources and 
capabilities, all specifically aligned to 
your investment objectives.

Broking Service

Hands-on investing for an active 
investor. Through your Investment 
Adviser you have access to our 
specialist expertise and objective, 
research based advice. 

Investment Administration Service

An add on service for our Broking Clients. Let us  
look after the administration of your investments,  
while you focus on the investment decisions.
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Disclaimer: This publication is a private communication to clients of Craigs Investment Partners Limited resident in New Zealand. It is not intended for public circulation, 
publication or for the use of any third party, without the express prior approval of Craigs Investment Partners Limited. This publication is not intended for distribution to any 
person outside New Zealand except in accordance with all the legal requirements of the relevant jurisdiction. While this publication is based on information from sources which 
Craigs Investment Partners Limited considers reliable, its accuracy and completeness cannot be guaranteed. To the maximum extent permitted by law, Craigs Investment 
Partners Limited, its partners and employees, do not accept liability for the results of any actions taken or not taken upon the basis of information in this publication, or for any 
negligent mis-statements, errors or omissions. Some information included in this publication is of an historical nature and may have been superseded. Historical performance 
does not guarantee future performance (and to the extent that any future or forward looking statement is included in this document, no representation is given as to whether 
that statement will prove correct). Those acting upon information and recommendations do so entirely at their own risk. Craigs Investment Partners Limited and/or its partners 
and employees may, from time to time, have a financial interest in respect of some or all of the matters discussed. The research analyst or analysts responsible for the content 
of this publication certify that: (1) the views expressed and attributed to the research analyst or analysts in the publication accurately reflect their personal opinion(s) about the 
subject, securities and issuers and/or other subject matter as appropriate; and (2) no part of his or her compensation was, is or will be, directly or indirectly related to the specific 
recommendations or views contained in this publication. Craigs Investment Partners Limited did not take into account the investment objectives, financial situation or particular 
needs of any particular person in the preparation of this publication or in making any of the recommendations (or giving any opinions) contained in it. Accordingly, before making 
any investment decision Craigs Investment Partners Limited recommends that you seek professional assistance from an investment adviser.

Adviser Disclosure Statements are available on request and free of charge. Investments are subject to risk and returns are not guaranteed by the issuer, the manager, the promoter 
or any other person. The Craigs KiwiSaver Scheme is issued and managed by Craigs Investment Partners Superannuation Limited and the Product Disclosure Statement is 
available at craigsip.com or phone 0800 272 442

Disclosure of interest: Craigs Investment Partners and/or its affiliates may have previously provided financial services to companies included in this publication for which it has 
received fees. Deutsche New Zealand Limited a wholly owned subsidiary of Deutsche Bank AG owns 49.9% of Craigs Investment Partners Limited. Deutsche Bank AG (DBAG) 
and or its affiliated companies may have provided investment banking or corporate finance services, acted as principal or agent (i.e. buying or selling) or may make markets with 
respect to the companies mentioned in this publication. The role or service performed by DBAG to any of these companies is not reflected in this publication. DBAG may have 
received compensation for the provision of services to the companies mentioned in this publication.

Neil Craig is Chairman of Craigs Investment Partners and Chairman of Comvita.
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0800 272 442 / craigsip.com
Craigs Investment Partners Limited is a NZX Participant Firm. Adviser Disclosure Statements, 
Product Disclosure Statements and Investment Statements are available on request and  
free of charge. Please visit craigsip.com

HEAD OFFICE - TAURANGA
Craigs Investment Partners House
158 Cameron Road
PO Box 13155, Tauranga 3141
E. headoffice@craigsip.com

KERIKERI
Hobson House
14 Hobson Avenue
PO Box 841, Kerikeri 0245
P. 09 407 7926 F. 09 407 7429
E. kerikeri@craigsip.com

WHANGAREI
1 Robert Street
PO Box 573, Whangarei 0140
P. 09 438 1988 F. 09 438 5167
E. whangarei@craigsip.com

AUCKLAND
Level 32, Vero Centre
48 Shortland Street
PO Box 1196, Auckland 1140
P. 09 919 7400 F. 09 303 2520
E. auckland@craigsip.com

HAMILTON
Level 4, PwC Centre
Cnr Anglesea & Ward Streets
PO Box 1282, Hamilton 3240
P. 07 838 1818 F. 07 838 0828
E. hamilton@craigsip.com

TAURANGA
Craigs Investment Partners House
158 Cameron Road
PO Box 13155, Tauranga 3141
P. 07 577 6049 F. 07 578 8416
E. tauranga@craigsip.com

ROTORUA
Level 3, 1109 Fenton Street
PO Box 1148, Rotorua 3040
P. 07 348 1860 F. 07 348 1863
E. rotorua@craigsip.com

GISBORNE
75 Childers Road
PO Box 153, Gisborne 4040
P. 06 868 1155 F. 06 868 1154
E. gisborne@craigsip.com

NEW PLYMOUTH
First Floor, 9 Young Street
PO Box 8011, New Plymouth 4342
P. 06 759 0015 F. 06 759 0016
E. newplymouth@craigsip.com

WHANGANUI
17 Drews Avenue
PO Box 63, Whanganui 4541
P. 06 349 0030 F. 06 348 5523
E. whanganui@craigsip.com

PALMERSTON NORTH
First Floor
Cnr Broadway Avenue & Vivian Street
PO Box 1543, Palmerston North 4440
P. 06 953 3460 F. 06 953 0640
E. palmerstonnorth@craigsip.com

WELLINGTON
Level 11
Craigs Investment Partners House
36 Customhouse Quay
PO Box 10556, Wellington 6143
P. 04 917 4330 F. 04 917 4350
E. wellington@craigsip.com

BLENHEIM
52 Scott Street
PO Box 678, Blenheim 7240
P. 03 577 7410 F. 03 577 7440
E. blenheim@craigsip.com

CHRISTCHURCH
Level 3
Craigs Investment Partners House
76 Victoria Street
PO Box 90, Christchurch 8140
P. 03 379 3433 F. 03 379 5687
E. christchurch@craigsip.com

QUEENSTOWN
Level 1, Five Mile Centre, 
Grant Road, Frankton
PO Box 2487, Wakatipu, 
Queenstown 9349
P. 03 901 0170 F. 03 901 0179
E. queenstown@craigsip.com

DUNEDIN
First Floor
Craigs Investment Partners House
330 Moray Place
PO Box 5545, Dunedin 9058
P. 03 477 5900 F. 03 477 6743
E. dunedin@craigsip.com

GORE
120 Main Street
PO Box 317, Gore 9740
P. 03 208 9310 F. 03 208 4161
E. gore@craigsip.com

INVERCARGILL
49 Kelvin Street
PO Box 1246, Invercargill 9840
P. 03 214 9939 F. 03 214 9933
E. invercargill@craigsip.com

M105816-CIP-Koru Club-N&Vs Abridged-Dec16-FA.indd   52 29/11/16   2:43 PM


