
www.mercer.com

Risk and Investment Strategy 
Past lessons and future 
developments

20 November 2008

Heathcliff Neels, Auckland



1Copyright Mercer

Introduction
Movember

Cancer Society

Mental Health Foundation

https://www.movember.com/nz/donate/donate-
details.php?action=sponsorlink&rego=1936451&country=nz

https://www.movember.com/nz/donate/donate-details.php?action=sponsorlink&rego=1936451&country=nz
https://www.movember.com/nz/donate/donate-details.php?action=sponsorlink&rego=1936451&country=nz


2Copyright Mercer

Introduction
Agenda

Risk profile changes in general

Strategic response to risk profile changes

Two Case studies 
– 2007/8 tax changes and 
– how balanced funds responded

FDR taxed global bonds
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Risk profile changes
Risk profile changes are not limited to tax paying investors

Examples:

Adding risk to a sector:
– using debt to gear a portfolio
– adding credit risk or duration risk to an income portfolio
– adding development activities to a property or infrastructure 

portfolio

Choosing between a “debt” or “equity” stake in a venture
– changing ownership structure of direct investments
– NZ tax changes to share investment
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Two rules for success in life
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1. Don’t reveal all you know
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2. ……………..

(refer to rule number 1)
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Strategic Response to Risk Profile Increases
Single critical decision

Keep strategy and change objectives or 

Keep objectives and change strategy?

Keeping Strategy means changing the investment objectives to allow 
for more risk (and return)

Changing strategy (i.e. less growth assets) means having a clear 
understanding of the objectives of the Scheme as long term expected 
returns are being forgone.

Presenter
Presentation Notes
There is a presumption underlying this analysis that the investment objectives are constant over time, however risk appetite can vary from time to time as can the riskiness of underlying obligations.



Case Study
2007/8 Tax Changes
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2007 / 2008 Tax Changes
Overview from investment viewpoint

Tax = Assessable Income * Tax Rate

Assessable income changes:
– Fair Dividend Rate (FDR) of 5% on global shares
– Dividend only tax on NZ and some Australian shares via Portfolio 

Investment Entities (PIE)

Tax rate changes:
– Selection of tax rate via PIE flow through
– Reduction of the top tax rate from  33% to 30%

Presenter
Presentation Notes
As income and return not the same
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2007 / 2008 Tax Changes
Impact

Assessable income : Major Impact On Risk

Tax rate : Minor Impact

Incentives for active equities management : Major

Regional biases : Unchanged

Incentives to find loopholes: Minimal*

Presenter
Presentation Notes
In terms of the impact to strategy there are echoes of the passive share binding rulings, in that the riskiness of active strategies has increased significantly post tax changes.
Future vehicles that seek to exploit new tax advantages are likely to be minimally attractive going forward, relative to the old advantages that have now ceased.
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2007 / 2008 Tax Changes
Risk – Return impacts on strategy

For these strategies a 10% reduction in growth assets maintains risk levels

The impact varies by starting point, so the range is a 0% to 20% reduction

Lower Risk             . . . . . . . . . . . . . .                   Higher Risk
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Presenter
Presentation Notes
Explain 60/40 notation



Case Study
Balanced Fund response
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Case Study: NZ Balanced Funds
Strategic impact

Balanced fund providers are important to review as they are the 
immediate future for KiwiSavers, once members move out of default 
options.

For many to maintain their risk objectives across the tax changes they 
should have moved to 50% growth assets from the 60% to 70% 
growth strategies used prior to the tax changes.

Presenter
Presentation Notes
The commercial pressures on Balanced Funds lead to a slightly different question being asked of the fiduciaries of the strategy.




14Copyright Mercer

Case Study: NZ Balanced Funds
Decisions made: impact of tax changes

Increased risk post tax

Bunched Beta returns post tax

1 2

Presenter
Presentation Notes
Explain axes
The effect of short term risk on returns post 1 October 2007 for these funds is analysed. The analysis indicates that peer risk has been reduced, but in this case the risked up strategies have had an unfortunate time.

Bunching as no divergence by tax advantage
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Case Study: NZ Balanced Funds
Decisions made: response is to maintain strategy

Strategy maintained, risk levels increased by Balanced Funds

Sector adjustments to improve return prospects

2 3

Presenter
Presentation Notes
LH chart old strategies post rule changes.
RH chart 31/12/07 strategies; i.e. new strategies post changes
The effect of short term risk on returns post 1 October 2007 for these funds is analysed. The analysis indicates that peer risk has been reduced, but in this case the risked up strategies have had an unfortunate time.
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Case Study: NZ Balanced Funds
Short term consequences of maintaining strategy

2008 after tax returns are poorer than this

Presenter
Presentation Notes
Update with 31 March 2008 MFS when available.

Note peer group risk minimal

Comment on how a 50/50 passive scheme would have fared



FDR Taxed Global Bonds
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Partially unhedged FDR taxed Global Bonds
Overview

Comparative Value (CV) tax – “equity” stake

FDR tax – “debt” stake

Each have very different risk -return profiles after tax

Presenter
Presentation Notes
Case studies showed us short term consequences not reducing strategy when risks change
Now look at the first loophole to emerge under new regime and impacts to risk.

Regulatory risks of FDR taxed global bonds
lifespan of advantage
80% hedging rule
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Theoretical Distribution of Returns
Before and after taxes (30% PIE)

Distribution of Global Bond Returns
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Global Bonds – Currency risks
Mean – Variance for gross, by hedging level

Lower risk             . . . . . . . . . . . . . . Higher risk
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Presenter
Presentation Notes
Scale exaggerates curve
Explain axes
Point is to explain chart so next two make sense
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Global Bonds – Currency risks
Mean – Variance for gross, FDR and CV taxed, by hedging level

Lower risk             . . . . . . . . . . . . . . Higher risk
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Presenter
Presentation Notes
FDR same vol as untaxed 
Spread of return with hedging also same as gross
CV less spread, lower returning
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Global Bonds – Currency risks
Loss Probability for gross, FDR and CV taxed, by hedging level

Lower risk             . . . . . . . . . . . . . . Higher risk
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Presenter
Presentation Notes
Switch risk axes from vol to loss prob
Likelihood of losses much greater under FDR
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Post Tax Global Bond returns as a function of Gross Return
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Partially unhedged FDR taxed Global Bonds
Optimism favours FDR

The higher the expected pre- tax return the better the FDR after tax return

FDR Highly Appealing

Pessimistic             . . . . . . . . . . . . . . Optimistic
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Presenter
Presentation Notes
(attractiveness of FDR increases the higher the assumed expected return, active management and index assumptions matter significantly)
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FDR taxed Global Bonds
Implications to the overall strategy for FDR bonds

If risk limits are maintained what strategy changes are required?

Income portfolio
– Reduction in bonds for cash

Total strategy
– Reduction in equities

Presenter
Presentation Notes
income portfolio (how small should the bond allocation be?)
total strategy (reducing currency exposure on global equities and global bond holdings)
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FDR taxed Global Bonds
Implications to the overall strategy for FDR bonds

If global bond allocation is maintained how much risk is added?

Income portfolio
– Income assets are no longer low risk

Total strategy
– Effective increase in growth assets 

Presenter
Presentation Notes
income portfolio risk – return changes
total strategy risk – return changes
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Close

Common thread for all fiduciaries when faced with risk profile 
changes: 
– Maintain strategy vs. maintaining objectives.

Presumption that the investment risk objectives should be constant 
over time, however risk appetite can vary from time to time as can the 
riskiness of underlying obligations.

Consequences for either option to long term risk – return 
characteristics.

https://www.movember.com/nz/donate/donate-
details.php?action=sponsorlink&rego=1936451&country=nz

Presenter
Presentation Notes
Balanced funds (the immediate future vehicle for New Zealanders saving via KiwiSaver) share peer/business risks as well as investment risks
The tax changes favour active investments that can outperform
Tax advantages/loopholes are less attractive than previously


https://www.movember.com/nz/donate/donate-details.php?action=sponsorlink&rego=1936451&country=nz
https://www.movember.com/nz/donate/donate-details.php?action=sponsorlink&rego=1936451&country=nz
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Disclaimer

© 2008, Mercer (N.Z.) Limited

The content accompanying this disclaimer is confidential and proprietary information of Mercer (N.Z.) 
Limited (Mercer) and is intended for the sole use of the named recipient.  The report, and any 
opinions on or ratings of investment products it contains, may not be modified, sold, or otherwise 
provided, in whole or in part, to any other person or entity without Mercer's written permission.

This presentation contains information on investment management firms that has been obtained from 
those investment management firms and other sources.  Mercer research documents and opinions 
on investment products (including product ratings) are based on information that has been obtained 
from the investment management firms and other sources.  Mercer gives no representations or 
warranties as to the accuracy of such information, and accepts no responsibility or liability (including 
for indirect, consequential or incidental damages) for any error, omission or inaccuracy in such 
information other than in relation to information which Mercer has expressly stated that it has verified.

Any opinions on or ratings of investment products contained herein are not intended to convey any 
guarantees as to the future investment performance of these products. In addition:

Past Performance cannot be relied upon as a guide to future performance.

The value of investments can go down as well as up and you may not get back the amount you have 
invested.

Investments denominated in a foreign currency will fluctuate with the value of the currency.
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