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One of the tactics with investing in shares is a Managed Fund. A managed fund is an
investment that pools your money with other investors. The fund holds different asset
classes - divided into shares, property (growth assets), bonds, cash & term deposits (fixed
interest). This investment is called a ‘portfolio’ with the proportion of each asset called “asset

allocation”. One example can be your Kiwisaver.

The advantage of a managed fund is that it provides the investor with a cost-effective
method to invest in a diversified portfolio instantly, with a minimal amount of investment. The
diversification created in different asset classes and subclasses means less short term
volatility, as the underperforming asset class will balance out the overperforming asset class
(see Diversification in Series Il paper). Asness, Israelov & Liew( 2011) illustrated that global
diversification! does not help in the short term (e.g. market crashes), yet it does protect the

investor in the long term.

The managed fund also regularly realigns the portfolio allocations when they become out of
proportion (called rebalancing). This process means the fund evens out future volatility and,
in some cases, improves returns. A majority of New Zealanders are in a managed fund via

their Kiwisaver. Managed funds have two components: Type of Fund and Strategy of Fund.

Type of fund-

The Individual risk profile combined with the general risk understanding matches the investor
to the type of fund. The type of fund is determined by the proportion/weightings of Growth
assets (shares, property) relative to Fixed Interest/Income assets (cash, bond & term

deposits).

1 Diversification by investing in different countries shares.



Our sample portfolio allocations for differing risk profiles.

Portfolio profile

M Income assets % of total Conservative Balanced Income Balanced Balanced Growth High Growth

B Growth assets % of total
QSO?S% 4505% 6003% ?EO‘S% 90% 10%

Hgher weighting of Growth Assets/lower weighting of Fixed Interest Assets

The different proportions of assets will change the amount of risk in the fund. The
“Conservative Fund” has 75% Fixed Interest (Income) assets and 25% in Growth assets,
where the “Growth Fund” is the reverse? (Figure 8). However, as the fund title suggests, it is

riskier with higher growth assets due to the wide range of short term returns.

M Best rolling 12m return Conservative Balanced Income Balanced Balanced Growth High Growth
(past 20 years)

M Long-run expected return 36.8%

Worst rolling 12m return 30.1%
(past 20 years) 9% Increased volatility with
% I l4.9% 5.5% 6.1% higher Growth Asset
[ | Allocation

-12.3%
-18.0%
-237%

-28.8%

(2016*)Example of Historical

performance with sample Hgher weighting of Growth Assets/lower weighting of Fixed Interest Assets
fund and should not be taken

as future performance. FIGURE 9

Figure 9 illustrates that going from a Conservative fund to a Growth fund has higher
expected returns; however, it comes with more volatile annual returns. For example, the
Balanced fund over twenty years has average returns of 4.9%; but the annual returns ranged
from 24% to -18%. It is crucial to differentiate between the value of fund and losses/gains.
The fund's value could increase or decrease; however, these gains or losses do not occur

until you sell out of the fund.

2 Specific fund providers will have different names and proportions. Eg one provider may say “Growth fund”
which can be similar to another provider’s “Aggressive fund” or providers may have the same name but can
have different proportions.



This type of fund is linked to your time horizon ie the Growth funds require longer time to

recover from short time “losses”, to give the investor the highest “gains”

The advantage of a managed fund is that it reduces the risk compared to investing in the

sharemarket solely.

Chances of your account balance falling

Investment period Investing in 100% Investing in fund
share fund holding 50% shares,
50% bonds
1 year 11in 3(25%) 1in 4 (20%)
3 years 11in 5(17%) 1in 8 (11%)
5 years 1in 9 (10%) 1in 17 (6%)
10 years 1in 48(2%) 1in 169 (0.6%)

Source: MCA. Returns are before tax. Based on New Zealand and international data.
If you spread your money across even just two asset types, shares and bends, the chances
that your balance will fall are much lower than if you stay 100 percent with shares(2012)

Exhibit 3 shows how a 50/50 portfolio (e.g. Balanced fund) has less volatility than investing
in the sharemarket. As mentioned above, this is due to the fund being more diversified and

rebalancing of the portfolio.
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Here are some more recent historical performances (Figure 10) over the last 30 years of a
balanced fund. As you can see, initially, the returns are vast ( -12% to 26%), yet as time

goes by (after year six), they become more narrow and tend to be positive (5 t012%).

Each type of fund depends on your risk assessment, which considers the time horizon and
goals. Exhibit 4 shows a generalised overview of each fund type incorporating risk

tolerance, volatility, time horizon, and investor’s goal (sorted.org.nz)

Growth Fund Balanced Fund Conservative Fund

» Accepts significant ups and ¢ Tolerates some ups and ¢ Looks to minimise ups and
downs in the value of their downs in the value of their downs in the value of their
investments investments investments

e Can achieve high returns e Can achieve good returns e |s prepared to accept
over the long term over the long term lower returns

* Needs minimal income from * Needs minimal income from * May need regular income
their investments their investments from their investments

e Minimum investment e Minimum investment e Minimum investment
timeframe is 9 to 12 years timeframe is 6 to 8 years timeframe is 4 to 5 years

The strateqy of the fund

There are two types of fund approaches called active and passive fund strategies. Active
managers “actively choose” a strategy to outperform the sharemarket with their fund, e.g.
share picking or timing the market. A “passive” manager follows the market, such as the U.S.
or N.Z. sharemarkets like the NZ50( top 50 N.Z. companies) or S&P 500. These are also
called index funds. Active funds require more analysis, so the fees( expenses) of the fund

are higher than the passive index fund.

The evidence shows that most active managers underperform passive fund managers
(SPIVA 2021). Exhibit 5 demonstrates Morningstar U.S. research (Active Passive Barometer
2021). On the US Large Blend(Majority of U.S. companies) row, Active manager success

rates are 30% in 3 years and 17% in 5 years, 11% in 15 years compared to Passive funds.



Active Funds’ Success Rate by Category (%)

10-Year 10-Year
Category 1-Year 3Year 5Year 10-Year 15-Year 20Year (LowestCost)* (Highest Cost)
U.S. Large Blend 311 30.0 16.5 8.4 1.2 12.8 17.2 4.1
U.S. Large Value 52.1 356 203 14.0 154 16.8 26.2 9.2
U.S. Large Growth 344 37.0 206 93 10.9 1.3 17.6 6.6
U.S. Mid Blend 216 238 134 11.9 6.3 8.7 29.6 74
U.S. Mid Value 76.8 49.6 442 12.5 30.8 - 16.7 8.3
U.S. Mid Growth 426 59.5 54.6 40.7 305 — 478 333
U.S. Small Blend 294 19.5 16.8 12.7 10.0 29.6 27.0 "1
U.S. Small Value 46.2 274 231 293 313 - 35.0 15.0
U.S. Small Growth 60.1 55.2 54.0 412 284 — 46.7 36.4
Foreign Large Blend 56.0 415 26.7 20.0 14.0 14.6 359 179
Foreign Large Value 80.2 413 242 317 — — 429 238
Foreign Small-Mid Blend 250 1.8 115 222 — — 25.0 0.0
World Large Stock 533 420 30.8 304 320 — 348 217
Diversified Emerging Markets 69.6 59.6 481 454 35.7 - 58.3 333
Europe Stock 73.7 481 315 324 30.6 — 429 0.0
U.S. Real Estate AR 67.5 53.2 450 215 28.6 62.5 250
Global Real Estate 75.0 60.3 385 481 - - 455 45.5
Intermediate Core Bond 53.7 385 345 219 15.9 9.7 474 11
Corporate Bond 48.4 35.5 49.1 40.5 — — 315 250
High-Yield Bond 54.8 46.2 59.0 423 — — 59.5 405

This difference is due to high management fees with active funds, inconsistent active fund
performance, and identifying skilled active managers.

- Fees: On average, higher fees are negatively correlated to fund performance, and
lower-fee funds outperformed high fee funds (Carhart (1997); O'Neal & Livingston
(1998); Famaé& French (2008); Halem, Baker & Smith(2008) & Oil-Bazo & Ruiz
Verdue (2009); Russell Kinnel (2016 Morningstar), Rowley, Walker & Ning (Vanguard
2018)). The N.Z. Financial Market Authority (2021) reviewed managed funds and
fees® and found no relationship between the fees charged and the returns received,
i.e. higher fees did not mean higher returns. Exhibit 1 compares the lowest to the
highest fund fees. Thus active managers' success rates increased with lower
fees(green colour) and decreased(pink colour ) with higher fees( 17.1% success rate
with low-cost funds compared to 4.1% with high-cost funds)

- Fund performance consistency- Previous active fund (manager) over performance

does not indicate future performance. So a fund manager doing well in the past does
not indicate that they will do well in the future (Malkiel 1995; Carhart 1997; SPIVA
persistence scorecards 2020; Goyal & Wahal(2008, 2020); Cornell, Hsu and
Nanigian (2016); Arnott, Kalesnik & Wu(2017). Also, a high "star" fund rating does
not predict future fund performance (Philips and Kinnery Jr, 2010).

3 The FMA removed some Kiwisaver default funds due to their high fees.



Consilium( 2021) researched N.Z. funds for the last decade and ranked how well
they performed in the first five years and then 2" half of the decade. As shown in
Exhibit 6, the funds that did well in the first portion(left-hand side of 1% graph) did not

mean they did well in the 2" period.

Persistence in 5-year performance of 24 equity funds available for investment in New Zealand

First 5-year period (2011-2015)

Excess annualised
return above median (%)
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Second 5-year period (2016-2020)
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Bxhibit.6

Skilled Fund managers: A minority of active managers can over-perform than passive

funds, but it is difficult to identify these skilled managers beforehand (Cuthbertson,
Nitzsche and O'Sullivan (2005); Fama & French (2010); Jones and Wermer (2011)).
As well, this requires deep analysis and resources that are beyond most individual
investors and even professionals (Warren (2020); Scobie, (2017); Goyal and Wahal
(2008, 2020)).

Factor Investing- Fama & French (1993,1993,1994, 2010,2012, 2015) developed a

model that states that the returns from a diversified portfolio are virtually unrelated to

managers’ picking shares or timing the market. Their evidence showed there can be
higher returns by investing in specific share style groups like "value" shares or "small
company" shares (Bender, Briand, Melas and Subramanian (2013)). This approach

is an in-between active and passive strategy called factor investing or smart beta.




- Core/Satellite approach: This strategy is where the investor splits their portfolio with

their “core” (majority) portion with a passive fund and their ‘satellite’ portion with an
active fund/factor fund (fund) combination. Yet, the investor still needs to analyse
active managers (Jones and Wermer 2016; Scobie 2017)) and maintain low
management fees (Wallick, Wimmer, Tasopoulos, Balsamo & Hirt 2017). Both the
factor investing and Core/Satellite approach requires more in-depth knowledge or
alongside an evidence-based financial adviser.

In summary, for the fund's strategy, most investors would be better with a low-cost passive
index fund. There is evidence of factor investing yet require more knowledge/assistance
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