
TITLE: 

AUTHOR: 

EVENT | PRESENTATION: 

The New Zealand Superannuation Fund: 
Long-horizon investing in practice 

Tim Mitchell 

ICPM Discussion Forum, 3 June 2014 

Presenter
Presentation Notes
Intention is to give overview of how NZ Super Fund thinks about long horizon investing, how it puts this into practice at a whole of Fund level, and to give a couple of working examples at a strategy level.
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Why we exist – tax smoothing 

 New Zealand has a pay-as-you-go 
pension system 

 

 Smooth New Zealanders’ future tax 
burden  

 

 Invest prudently and commercially: 
a) Best-practice portfolio management;  
b) Maximise return without undue risk 
c) Avoid prejudice to New Zealand's 

reputation as a responsible member of the 
world community.  

 

 Long-term expected rate of return: 
• New Zealand Treasury bills plus 2.5% p.a. 

over 20 year rolling periods  
See www.nzsuperfund.co.nz for more information.  

 

Save Now – Support Future 
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New Zealand has a universal, pay-as-you-go public pension. Population ageing means that pension costs will rise as a share of public spending and GDP. Between 2005 and 2050 the number of New Zealanders eligible to retire will double.The Fund was set up to smooth the tax burden between generations of this expected increase in pension costs. We are a form of pre-saving by the government. We are funded by the government. At a certain point – currently forecast to be 2030 – the government will begin making withdrawals from the Fund in order to help meet the cost of the public pension.The Guardians of NZS is an operationally autonomous agency of the NZ Government. We are required to manage the Fund in a manner consistent with best-practice portfolio management and to maximise returns without incurring undue risk  and to avoid prejudicing New Zealand’s reputation. 

http://www.nzsuperfund.co.nz/
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Quick Facts 

Started investing September 2003 
Withdrawals to begin 2029/30 

As at 31 March 2014: 

Size of the fund $25.19 billion 

Annualised return since inception: 9.49% p.a. 

Excess return (above Treasury bills): 4.73% 

Excess return (above Reference Portfolio) 0.98% 
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Fund expected to continue to grow well past 2029/30 – in both absolute terms and as a % of GDPWe believe we benefit from a number of key endowments. The fact that we are part of a sovereign entity is one. Having said that, our operational independence from the government is important and allows strong governance. In addition, we have a high degree of certainty that we will not be drawn upon for another 15 or so years so we have a very certain liquidity profile. In other words, we are a true long-run investor.But what does this actually mean in practice?
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What is a Long Horizon Investor?  

 “Investing with the expectation of holding an asset for an indefinite period of 
time by an investor with the capacity to do so” (WEF, 2011) 

 

 “An investor having no specific short-term liabilities or liquidity demands” (Ang 
and Kjaer, 2012) 

 

 Or “long-run investors are first and foremost short-run investors. They do 
everything short-run investors do, and they can do more because they have ... 
a long horizon” (Ang, 2012) 
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Common mis-perception- you are long term so you just go out and buy a whole lot of stuff – much of it illiquid – and sit on it. Be like Warren BuffettThis is wrong. Ang’s definition makes more sense. If you have a long-term horizon you can do everything a short run investor can but you have the huge advantage of being able to ride out, and take advantage of,  dislocations along the way that investors who are short-term oriented cannotA long horizon is helpful. But we also need to consider our other endowments, our beliefs and capabilities
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Standard Approach: Strategic Asset Allocation (SAA) 

Global Equities, 40% 

NZ Equities, 5% 
Private Equity, 5% 

Global Bonds, 30% 

Cash, 5% 

Infrastructure, 5% 

Property, 10% 
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In order to achieve diversification across a range of potential sources of risk and return, the SAA specifies weightings across a range of standard asset classes. There are liquid assets equities and bonds as well as less liquid assets such as private equity, infrastructure and property.There is nothing wrong with this specificationIt is diversified. It has the advantage of allowing management (the agent) to know where they stand. Exposures to illiquid assets can be building up through time, diversifying across regions, sectors, external managers and the states of the world. The owner (the principal) can be clear about their risk preferences and can monitor progress. The potential drawback is that it can lead to “bucket filling” and investing just for the sake of it. What if one bucket looks a lot more attractive than another? Access to these sources of risk and return naturally lead to a lot of external managers with associated agency issues, fees and illiquidity. We have moved away from this and use a reference portfolio
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Our Approach: Reference Portfolio 

 The Reference Portfolio is our benchmark 
– A low-cost, passive liquid portfolio 
– A level of risk appropriate for a long-term 

investor 
– Chosen by the Board  

 

 We then undertake a range of strategies to 
add value over and above the Reference 
Portfolio.  

 

 Our actual portfolio can be – and usually is 
– substantially different from the Reference 
Portfolio.  

 

 We always measure our value-adding 
activities against this passive, low-cost 
alternative.  
 

Asset class Percentage 
Growth assets 80% 
    Global equities 70% 

    NZ equities 5% 

    Global listed property 5% 

Fixed interest 20% 

Fully hedged to New Zealand dollars 
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The alternative to the traditional SAA is to specify a more basic benchmark or reference portfolio that is a very straightforward and cheap to implement. The reference portfolio is our benchmark. It’s the portfolio we would own if we were to run the fund with just a handful of staff, keeping things as simple and efficient as possible. We use it as the performance benchmark against which all our value-adding activities are measured. And we do this very publicly and very transparently. If we want to invest in something that’s more complex, or more hands on, or less liquid – forestry, for example, or high yield bonds – then the Reference Portfolio makes us ask, “is it worth it?”. “Is this investment materially better than the reference portfolio assets?” Are we confident that this new investment will add value? The reference portfolio has to be simple and uncontroversial. It has to be made up of assets that are listed and passive, and have a level of risk that is in line with the Fund’s goals.It’s a benchmark, not a target 
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Our Approach: Opportunities and Access Points 

Aim for a single top down view across the widest range of investments 
& a consistent investment approach 

 
Accessing the Opportunities 

• Physical Listed 
       - Passive vs. Active 
       - Internal vs. External 

• Derivatives 
      - Passive vs. Active 

• Physical Unlisted  
      - Internal vs. External  

 
Identify the Opportunities 

• Transaction efficiency 
 

• Diversification 

• Mispricing: asset classes, markets & 
securities 
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When we move away from the reference portfolio, we need to have confidence that taking on active risk will provide an active return. One way of understanding the confidence in an active investment is to articulate the opportunity that gives rise to the investment. For example, it could be something as simple as obtaining an existing risk exposure in a smarter, cheaper way. Minimising costs are easy to observe and evaluate and have the highest confidence. Sometimes diversification benefits can be earned with a reasonable degree of confidence as well. These two opportunities do not require us to have a view on the prices of the assets in question. Then when we move to the next level of opportunity, mis pricing, that is much harder and we will have much lower levels of confidence and for greater hurdles to taking on active risk and incurring fees. 
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Our Approach: Clarity around Risk, Reward and Governance 

Reference 
Portfolio 

Value Adding 
Strategies 

Actual 
Portfolio 

Portfolio 
Completion 

Strategic 
Tilting 

Captive  
Active  

Returns 

Management Opportunities  

Board and 
Management 

Endowments and Beliefs 
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If we go back to the Ang and Kjaer (2012) paper they believed that a long horizon conferred a number of advantages over short term investors:The ability to ride out the short term fluctuationsBeing able to benefit from periods of elevated risk aversion or short term mis-pricing, andTaking advantage of illiquid investment opportunities Our strategies above are consistent with this view of the world. We do alter our risk exposure as the states of the world shift risk aversion (ST), we take on illiquidity and invest opportunistically to exploit any mis-pricing (AR) and we are also very careful managing our liquidity in our portfolio completion or Treasury activities (PC)The RP + VAS; actual portfolio. The Board decides the RP, approves and monitors the strategies and owns the actual portfolio. Management has been delegated to implement strategies. 
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Current Portfolio (ex Strategic Tilting) 

Global Equities, 60.0% 

NZ Equities, 5.0% 

REITs, 4.5% 

Global Bonds, 11.4% 

Hedge Funds, 2.0% 

Infrastructure, 4.2% 

Timber, 5.1% 

Rural, 0.6% 

NZ Direct, 1.3% 
Other Private Markets, 1.1% 

Life Settlements, 0.9% 
Catastrophe Bonds, 1.1% Private Real Estate, 1.9% Private Equity, 1.1% 
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Strategic Tilting 

 Strategic Tilting is a contrarian strategy that relies on our belief in mean 
reversion 
 

 This belief allows us to have a concept of disequilibrium prices (varying risk 
adjusted expected returns) that we can tilt into 
 

 This concept allows us to buy markets when prices are low relative to our 
equilibrium valuations, and sell markets when prices are high 
 

 The nature of the mean reversion process is uncertain 
 Our long time horizon allows us to bear this uncertainty and withstand the 

inevitable mark-to-market risk of a counter-cyclical strategy 
 

 Tilting is consistent with our endowments 
 long time horizon 
 stable risk aversion 
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Contrarian strategy predicated on mean reversionValuations are long term, forward-looking, equilibrium-based.  We use DCF models to value assets and indices with:Explicit assumptionsTransparencyConsistent use of economic assumptions between modelsImproved estimation of relative confidence in modelsWe look at stresses to the valuation assumptions: How bad could things get? model sensitivities, eg:Eliminate all current and future Eurozone financials’ cash flowsGlobal equity discount to FV 25% compared to 30%We estimate the confidence that we have in each market.  This influences how much risk we expect to take in one market relative to another.Confidence is a relative measure of how stable the we think the valuations and risk assumptions are.  This is informed by our estimation process of all the fundamental determinants and risk assumptions used for each market.Similar to the valuation approach, we use long term, forward-looking, equilibrium-based risk measures.Reporting of risk measures for Strategic Tilting are consistent with risk measures used in the Reference Portfolio and for other strategies within the Fund.The Strategic Tilting strategy (and other Fund strategies) use long term, equilibrium  risk measures because:the Funds has a long time horizonshort term measures of risk (such as the VIX index) are poor predictors of long-time-horizon risk we believe that the market’s short term measures of risk are mean revertingThe Fund’s degree of risk aversion is more stable over time than the markets degree of risk aversion.this is driven by the Fund’s long time horizon, objectives and liquidity profilethis allows the Fund to increase market exposures when risk adjusted expected returns are high, and decrease exposure when they are low
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NZ Active Equities Portfolio 

 Internal team created in 2013 to actively manage a slice of allocation to NZ listed 
equities 
 

 Strategy designed to capitalise on our long term nature and to integrate ESG 
beliefs 
 

 Building relatively concentrated (10-15 stocks) portfolio 
 

 Focus on identifying companies with attractively priced sustainable earnings 
 

 Intention is to create dialogue with portfolio companies focused on medium to 
long term earnings path and risks around that 
 

 Preparedness to look different than the market, both in composition and short-
run returns 
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Active approach to NZ equities because we believe market conditions are conduciveInternal, initially because we couldn’t find external agents who a) we had conviction in and b) had available capacitySaw an opportunity to manage portfolio in a way that was completely integrated with our endowments and investment beliefsWe want holding sizes that are meaningful in the context of the portfolioFocused on long term sustainable earnings path – and make this focus of discussion with management. We look through short term variations in corporate cash flows – whether they are very bad or very good – and focus on what cash flows they will generate in the long run and use those to evaluate the underlying value of stocks. Preparedness to look different than the market, both in composition and short-run returns. Not overly concerned with diversification per se in this portfolio as diversification well taken care of at fund level
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Governance matters 

 Long horizon investing will struggle in the absence of sound, aligned, 
governance 
 

 Contrarian strategies inevitably involve periods of discomfort 
– Governance arrangements must be strong enough to avoid prematurely 

stopping out 
 

 Incentive structures need to be properly aligned 
 

 Ongoing education required 
 

 Transparency and proactive communication support stakeholder alignment 
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The best thought out long-horizon investing strategy is only as good as it’s weakest link.Contrarian strategies will inevitably go through periods when performance lags the benchmark, however that is specified. The worst thing that can happen is for stakeholders to lose their nerve at the point of greatest divergence.Continuous education as to why the strategy is employed and the beliefs and endowments it anchors to goes a long way to mitigating this risk.Additionally it is important that management incentives are properly aligned with the horizon of the Fund (as far as is reasonably practicable) and with the interests of stakeholders. Performance  pay for our investment staff is set over rolling 4 year periods and is linked only to the performance of the Fund as a whole.Consistent open communication is an important element in bringing stakeholders along with you
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Conclusion 

 As a long horizon investor we enjoy all the opportunities a short term investor 
has, plus a lot more 
 

 A stable risk aversion allows us to exploit short term disequilibrium pricing in 
markets 
 

 Sound governance arrangements and open and transparent communication 
ensure we can stay the course 
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Our risk tolerance is more stable than the average investor. We have a longer time horizon and as we pointed out when we discussed what a long term investor is, it is an investor who does not have any specific short term liabilities or liquidity demands. That’s us. We do tend to put on more risk when the market is risk averse and risk is heightened. However, we believe we are being compensated handsomely for this risk because of the significant shifts in risk aversion by the marginal price setter. Equally, we are also prepared to take risk off the table when we believe prices are high. Aligning our governance with the horizon of the Fund through appropriate incentive structures, ongoing education and open and transparent communication is a necessary element to ensure the success of our long-term strategies.
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