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About the Portfolio

The MLC Horizon 1 Bond Portfolio aims to grow wealth for a low to moderate level of expected volatility. The Portfolio is invested almost entirely in defensive assets with a priority of preserving capital.

The Portfolio is designed to be a complete investment portfolio solution.  It’s well diversified across debt sectors and across investment managers who invest in many companies and securities around the world.
Source: MLC Investment Management 
MLC Horizon 1 Bond Portfolio Performance

	Performance to 31 March 2012
	3 month 
%
	1 year 
%
	3 years 
% p.a.
	5 years
% p.a.

	MLC Wholesale/MasterKey Investment Service Fundamentals 
(takes into account fees)
	1.3
	5.2
	5.4
	5.1

	MLC MasterKey Investment Service
(takes into account fees)
	1.1
	4.3
	4.5
	4.3

	MLC Horizon 1 Strategy
(before taking into account fees and tax)
	1.6
	6.2
	6.1
	6.0

	MLC Wholesale Horizon 1 Composite Benchmark

(before taking into account fees and tax)
	1.3
	6.2
	5.6
	6.2


Source: MLC Investment Management

Executive summary

The Portfolio performed well over the past year, preserving capital when sharemarkets were weak. The return was in line with the benchmark (before fees and taxes).
Exposure to many different bond sectors and strategies was of great benefit this past year. When the global outlook deteriorated in 2011, the Portfolio’s exposure to low risk government and other high quality bonds, particularly in Australia, boosted returns. Specifically, returns from Australian bonds, government and non-government bonds were very strong in this environment. Our managers did well to capture these returns, with almost all managers outperforming their market benchmark. 
Enhanced cash, the lowest risk sector the Portfolio invests in, also benefited from falling yields, outperforming its cash benchmark over the year.
Non-investment grade bonds have high credit risk and therefore the Portfolio doesn’t have a significant exposure to this sector of the market. Over the past year, global high yield bonds were particularly strong and all our managers in this sector outperformed their market benchmarks. 

Strategy changes

In the current economic environment it’s important to have an active approach to bond investing. This can help both reduce unwarranted risks and improve access to potential investment opportunities. MLC has been researching ways to increase returns and in January added a new manager, Peridiem Global Investors, to the Portfolio. Peridiem is a specialist global fixed income manager based in the US and complements our existing managers in the following global bond sectors:

· absolute return bonds,  and 

· high yield bonds.

This change enhanced the quality of the Portfolio’s manager line-up and reinforced the focus on delivering returns above traditional benchmarks.

Absolute returns

The graph shows absolute total returns of the Portfolio over 1, 3 & 5 year periods. 
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*Please note the latest period is calendar year to date. 

Source: MLC Investment Management

Contributors to the Portfolio’s absolute returns

· Global government and non-government bonds produced very strong returns over the year. 

· Australian bonds performed well due to expectations the Reserve Bank of Australia would cut the official cash rate, which it did twice towards the end of 2011. Markets have priced in future cuts of more than 0.5%. 
· In recent months, market sentiment has improved and yields on global government bonds increased in major markets, particularly in the US. This has been in contrast to corporate bonds, particularly global high yield bonds, which have performed very strongly. Exposure to this sector, albeit relatively small, contributed positively to the Portfolio’s returns over the quarter. 
Detractors from the Portfolio’s absolute returns

· All sectors and managers were positive contributors to the Portfolio’s absolute return for the year and quarter.
· The weakest return was from enhanced cash. This sector isn’t expected to produce high returns in the current low interest rate environment. It achieved its purpose of producing returns slightly above cash, and our manager, Antares, outperformed their market benchmark. 

· When yields are falling, portfolios with longer terms to maturity receive a greater boost to returns. Because the Portfolio’s focus is on preservation of capital, it mostly invests in bonds with short terms to maturity. 

The chart shows asset class contributors to the return
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Asset class role and performance

One year absolute returns are shown in brackets for each manager.
	Sector
	Role in Portfolio
	Contribution to 1 year performance

	Investment grade bonds - Allocations to investment grade bonds are strategic (long-term) in nature and are a permanent part of the portfolio.

	Enhanced cash 

(25%)

One manager
	Preservation of capital, particularly in recessionary and credit crunch environments and when interest rates and inflation are rising. 
	Antares (+5.4%) outperformed over the year and quarter. Although they have been running a short duration position in recent months, Antares believes that any increase in yields will be limited as a softening in US growth, particularly employment, will see the Fed step up with QE3. 

	Global absolute return bonds (11.8%)
Two managers
	These are flexible strategies where managers have discretion to invest across a broad spectrum of bonds to achieve a higher return than cash. They’re used as a low risk diversifier, providing some protection from rising interest rates.
	Deutsche (+3.5%) underperformed their market benchmark over the year and outperformed over the quarter. Deutsche has been very mindful of the risks emanating from the northern hemisphere and have been carefully managing downside positions that move against them. That’s why the negative sources of performance were relatively few and small in quantum.

Peridiem was appointed to the strategy recently. We’ll include commentary on this manager when they’ve been in the strategy for a year.

	Australian bonds 

(40.8%)

Two managers
	These are investment grade bonds issued by the Australian government, semi-governments, companies etc. They tend to perform well in environments of falling interest rates and inflation, which means they often provide excellent diversification in negative scenarios.
	Antares (6.9%) outperformed the market over the year. Antares gave back a little of their excess performance in the last quarter as they were underweight in European Supras and global financials which rallied. 

UBS (6.1%) underperformed the market over the year but was strong in the final quarter. UBS’ view was that the market was pricing in a greater degree of interest rate easing than was likely to happen. They positioned the portfolio for a rise in yields and then closed out the position once it eventuated. They also benefited from strong performance of higher credit risk bonds.

	Global government bonds 

(5.4%)

One manager
	Global government bonds perform a similar function to Australian bonds and they provide a good risk-return trade-off because they’re diversified across many countries, each with a different interest rate environment. They’re limited to sovereign and treasury-issued bonds and therefore generally perform well in credit crunches.
	Goldman Sachs (6.4%) underperformed over the year but outperformed over the quarter. Their short duration positioning, particularly in the US, hurt returns over the year but helped in the last quarter as yields in the US rose. This was due to the stronger economic data out of the US, especially in the labour and housing market.

	Global non-government bonds

(15.0%)

Two managers
	These are investment grade bonds. Issuers include government agencies and companies. They generally have a higher credit risk than global government bonds and they also provide a good risk-return trade-off because they’re diversified across many different industries, companies and countries.
	Wellington Management (8.0%) outperformed their benchmark over the year and quarter. Their overweight corporate credit was positive for returns in the last quarter. This manager is maintaining a bias to higher credit risk bonds but remains nimble by focusing on more liquid issues and implementing tactical hedging strategies.
Rogge (8.5%) outperformed their market benchmark over the year and was in line with the market over the quarter. The major contribution to performance came from their overweight position to higher credit risk, particularly globally diversified industrials.

	Non-investment grade bonds - Investments in non-investment grade bonds are a variable (opportunistic) component. We continue to assess the risk/return trade-off of investing and will make adjustments accordingly.

	Global high yield bonds 

(1.0%)

Four managers
	These are bonds issued by companies with a credit rating below investment grade. They usually pay higher rates of interest than more creditworthy securities because they’ve a higher risk of default. Investing in the high yield sector enables us to capture the expected long-term premium paid for investing in securities with higher risk of default. High yield bonds tend to perform well at times of credit expansion and in global booms.
	WR Huff (12.3%) and Oaktree (11.7%) have produced excellent returns for the year. Both managers outperformed the market benchmark over the year.

WR Huff’s outperformance was mainly due to superior security selection using a fundamental, bottom-up, intensive research process. They focus on high yield issuers with robust revenue and cash flow growth as well as proven and defensible market franchise positions. These companies are well capitalised around strong, liquid and separable assets. 

Oaktree’s credit selection in the chemicals and technology sectors enhanced returns but avoidance of homebuilders and banks was costly in the last quarter. 
Peridiem was appointed to the strategy recently. We’ll include commentary on this manager when they’ve been in the strategy for a year.

	Global bank loans 

(0.7%)

One managers
	Global bank loans are a source of funding through which companies rated as ‘high yield’ can finance their operations and growth aspirations. Senior secured debt, in the form of bank loans, is usually the lowest risk part of a company’s capital structure. These loans tend to perform well at times of credit expansion and in global booms. 
	Shenkman Capital (7.1%) outperformed their market benchmark over the year and underperformed over the quarter. At the end of March, 9% of their portfolio was invested in 33 high yield bonds, 87% in bank loans with 111 issuers in 22 industries and the remaining 4% in cash. The cash holding was a slight drag on returns in the last quarter.

	Global mortgages 

(0.3%)

One manager
	Mortgages are bonds which use property as security. They tend to perform well at times of credit expansion and in global booms.
	Stone Tower (5.5%) outperformed their market benchmark over the year and quarter. This manager attributes their outperformance to improving credit fundamentals, which increased demand for high quality investments in this sector of the bond market. Stone Tower believes improving credit fundamentals in the US will eventually lead the market to realise the mortgages sector offers superior risk-adjusted returns.


Bond story – Our managers’ insights
We’ve taken the following extracts from some of our managers’ commentaries for the March quarter. Of course, their views may have changed since they were prepared, and they often differ from MLC’s view. However, they show the diversity of views driving investment decisions in the Portfolio.

Antares (Australian bonds)

· We maintain a higher weighting to better growth outcomes and feel the risk of a systemic failure in Europe has decreased substantially. Accordingly we are viewing credit more favourably and will play duration from the short side.

Deutsche (global absolute return bonds)

· Unlike 2011, where the market began arguably too optimistically, we believe the risk could be a more solid US recovery in 2012 notwithstanding the continued headwinds faced.

· China’s ability to weather the downturn in Europe and subdued US will continue to be closely watched. Maintaining GDP growth above the key 8% level will be critical and we expect authorities to add stimulus to ensure this pace of growth is achieved notwithstanding more recent rhetoric around their comfort with a 7.5% pace. 
· Australia continues to face a trend deceleration in growth but remains supported by commodities demand and low unemployment. We expect the RBA to continue easing rates in the first half of 2012 as the path of least regret in the face of global headwinds and low inflation.

Goldman Sachs (global government bonds)

· We believe that certain investors may still be overestimating the likelihood of further quantitative easing (QE3). Continuing improvement in the employment picture would be likely to test the very dovish guidance given by the Federal Reserve. At current low yield levels, the market does not appear to be priced to reflect that risk. In addition, we feel the market has overreacted to the most recent payrolls number, and therefore we are short as we expect yields to rise from these levels.

Rogge (global non-government bonds)

· Though we think the major developed markets remain more vulnerable to economic shocks than in the past, we think the global growth risks in 2012 have become more balanced versus the consensus.

· We still expect peripheral European economies to be in recession in the first half of 2012 due to significant headwinds - fiscal tightening and private sector deleveraging - and the main downside risks stem from a further deterioration in the economic situation in Spain and Italy (though even in these markets a lot of economic disappointment is already in the price).

· Credit investors, amongst others, are still nervous about the global economic recovery, but sentiment is slowly turning more upbeat. We look forward to the first quarter reporting season which is likely to show a sequential improvement in operating performance. In particular, we expect good numbers out of the large banks as we believe they will have been boosted by strong trading operations.

Wellington Management (global non-government bonds)

· Although we have a positive outlook for credit globally, we believe US issuers should outperform European issuers for several reasons. First, US non-financial companies are now sitting on large sums of cash, totalling approximately 11% of GDP, in marked contrast to European firms. Second, the US economy should grow modestly in 2012, while Europe will likely be in recession. Third, we believe that technical factors will push European spreads higher as many European corporates are forced to access the credit markets for the first time as banks delever and reduce their loan books. Finally, holders of European corporate debt have less of an equity cushion against losses than holders of US corporate bonds.

Oaktree (global high yield bonds)

· While yields across the fixed income space hover at record lows, at today’s spread of 630 basis points, the compensation paid to high yield bond investors for bearing credit risk remains generous relative to the historical average and meaningfully in excess of expected default rates.

Important information

This information has been provided by MLC Investments, ABN 30 002 641 661 a member of the National Australia Bank group of companies, 105-153 Miller Street, North Sydney 2060. This material was prepared for advisers only. 

This communication contains general information and may constitute general advice.  Any advice in this communication has been prepared without taking account of individual objectives, financial situation or needs. It should not be relied upon as a substitute for financial or other specialist advice. Before making any decisions on the basis of this communication, you should consider the appropriateness of its content having regard to your particular investment objectives, financial situation or individual needs.  

You should obtain a Product Disclosure Statement or other disclosure document relating to any financial product issued by MLC Investments Limited (ABN 30 002 641 661) and MLC Nominees Pty Ltd (ABN 93 002 814 959) as trustee of The Universal Super Scheme (ABN 44 928 361 101), and consider it before making any decision about whether to acquire or continue to hold the product. A copy of the Product Disclosure Statement or other disclosure document is available upon request by phoning the MLC call centre on 132 652 or on our website at mlc.com.au. 

An investment in any product offered by a member company of the National Australia Bank group of companies does not represent a deposit with or a liability of the National Australia Bank Limited ABN 12 004 044 937 or other member company of the National Australia Bank group and is subject to investment risk including possible delays in repayment and loss or income and capital invested. None of the National Australia Bank Limited, MLC Limited, MLC Investments Limited or other member company in the National Australia Bank group of companies guarantees the capital value, payment of income or performance of any financial product referred to in this publication.

Past performance is not indicative of future performance. The value of an investment may rise or fall with the changes in the market. Please note that all performance reported is before management fees and taxes, unless otherwise stated. 

The specialist investment managers are current as at the date this communication was prepared.  Investment managers are regularly reviewed and may be appointed or removed at any time without prior notice to you.

MLC MasterKey Investment Service and MLC Wholesale review for the year ending 31 March 2012
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