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MLC Horizon 3 
Conservative Growth Portfolio

About the Portfolio
The MLC Horizon 3 Conservative Growth Portfolio aims to grow wealth for a low to moderate level of expected volatility. The Portfolio is invested in an approximately equal mix of defensive and growth assets.

The Portfolio is designed to be a complete investment portfolio solution.  It’s well diversified within asset classes, across asset classes and across investment managers who invest in many companies and securities around the world. 

Source: MLC Investment Management
MLC Horizon 3 Conservative Growth 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)
	5.7
	3.3
	10.3
	1.8

	MLC MasterKey Investment Service/Unit Trust
(takes into account fees)
	5.5
	2.4
	9.4
	0.7


Source: MLC Investment Management
Economic and market overview

Over the past year, ongoing developments in Europe and their potential to derail global growth, political battles over the US Budget, and concerns over the durability of Chinese growth have all made their contributions to the dour mood of financial markets.  However, market sentiment has clearly improved over the past few months, although in our view, the world remains a highly uncertain environment in which to invest.   

Developments in Europe have continued to dominate market sentiment over recent months.  While earlier fears that Europe’s woes could trigger a renewed global financial crisis and another global recession have eased considerably, there has been little, if any progress in dealing with the underlying structural problems plaguing the Euro zone.   Europe’s strategy to slash and burn its way to growth and prosperity is failing.

Outside of Europe economic news was generally favourable. US economic data continued to pleasantly surprise, with further evidence of steady improvement in the labour market and consumer spending. The latest data out of China remained consistent with solid growth, helping to dampen earlier fears of a pronounced slowdown. 

The Australian economy has performed reasonably well over the past year, although national accounts data show that the economy overall has now been growing at a below-trend pace for the past several years.  Moreover, the multi-speed economy remains alive and well.  Economic conditions in mining and related industries remain extremely favourable, despite lower metal prices over the past year.  Elsewhere, the picture has been far more mixed.    Consumers are still growing their spending, but less of that spending is occurring at traditional retail outlets, and consumers are more cautious in their attitude to personal credit.  Housing activity indicators such as building approvals and housing finance remain subdued, and house prices are drifting lower across much of the nation.  Undoubtedly, the strength in the Australian Dollar is having an adverse effect on a range of industries and businesses, from traditional manufacturers, to our major universities, that compete against institutions in the US and elsewhere for overseas students.
Over the year to March, the performance of world share markets has been mixed.  Share prices in the US and Japan managed to post modest gains, with returns of 6.2% and 3.4% respectively in local currency terms. Market returns elsewhere were less favourable. In Europe, Germany’s DAX index decreased by 1.3%, France’s CAC Index was down 14.2% and the UK’s FTSE 100 Index fell by 2.4%. However, share markets have started 2012 on a very optimistic note, with virtually all major world markets posting solid gains.

In Australia, our share market has significantly underperformed world markets over the past year.  Despite the fact that the mining industry continues to perform strongly, lower world prices for key industrial metals have weighed heavily on the resource sector, with the All Resources Accumulation Index falling 21.4% in the year to 31 March. By contrast, the All Industrials Accumulation Index rose 1.4% in the year to 31 March. Overall, the Australian share market was down 6.2% for the year.   

Debt securities performed strongly over the past year, with yields falling in most major world bond markets.  The Australian bond market also performed strongly, posting a return of 1% for the year to March.  While global factors were a significant influence on the market, moves by the Reserve Bank of Australia to reduce official cash rates also benefitted the local market.

Strategic Overlay 

MLC’s Strategic Overlay is designed to manage risks over the medium term.  A central consideration is the assessment of risk and the potential reward to risk. Both risk and return potential vary through time. We are particularly focused on identifying when risk is high relative to returns.  We remain of the view that the outlook for the world economy and financial markets remains highly uncertain, and are seeking ways to reduce risk in portfolios while still ensuring we capture as much return potential as we can.

While we continue to believe that future returns from equities are likely to be reasonable and better than the returns on offer from cash and fixed income securities, there is still a real danger that equity returns disappoint.  To mitigate this risk, we are actively seeking out equity and other strategies that provide a high degree of protection in difficult market environments, and have recently introduced several of these into the MLC Horizon Series. 

In addition, an underweight allocation to the Australian Dollar remains our preferred means of reducing risk in our portfolios. This is because of the Australian Dollar’s long-standing vulnerability in difficult market environments. We’ve also maintained our reduced exposure to long-term nominal government bonds, where we believe that yields have fallen to unsustainably low levels, and future returns are likely to be poor.

Strategy changes over the quarter

MLC is always researching new ways to improve the Portfolio. Over the quarter, MLC made some changes which are expected to provide investors with more reliable returns. The changes are:

· removing an Australian shares manager, Concord Capital and appointing Vanguard Investments Australia Ltd to manage a passive S&P/ASX200 mandate

· appointing a new global shares manager, Delaware Investments, and removing Capital International 

· adjusting allocations to some of the asset classes and managers.

Absolute returns
The graph shows absolute total returns of this portfolio of investments over 1, 5 and 10 year periods. 
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As the chart above highlights, returns over longer time periods have been consistent for a portfolio with substantial equity exposure. One year outcomes (orange bars) have gone up 9 out of the last 11 years, and longer term returns have remained positive.  It’s important to remember that using past returns as a guide to future outcomes can be fraught with risks, the most important view is through the front windscreen and MLC’s investment process spends considerable time and resources determining the most appropriate portfolio positioning based on conditions for the road ahead.
This table outlines the performance of the MLC Horizon 3 Portfolio components before taking into account fees and tax.

	Performance to 
31 March 2012
	1 Year 
%
	5 Years
% p.a.

	
	Strategy
	Benchmark
	Strategy
	Benchmark

	Australian Shares
	-7.3
	-6.3
	-1.8
	-2.1

	Global Shares (unhedged)
	3.6
	-0.4
	-4.3
	-4.5

	Global Shares (hedged)
	7.2
	3.8
	-0.3
	0.8

	Global Property Securities (hedged)
	3.9
	6.8
	-3.6
	-4.3

	Debt Securities
	7.7
	8.4
	6.6
	6.9

	Australian Inflation-linked Bonds
	13.7
	13.6
	6.7
	6.9

	MLC Long-Term Absolute Return Portfolio
	5.4
	0.6
	3.3
	-1.4


Source: MLC Investment Management

Contributors to the investment portfolio’s absolute returns
· Within the defensive portion of the portfolio, Australian bonds produced very strong returns due to expectations the Reserve Bank of Australia would cut the official cash rate. Australian Inflation Linked Bonds out-performed nominal bonds largely due to their longer duration and falling real rates. The improvement in market sentiment in recent months boosted returns on non-government securities, particularly global high yield bonds. 
· The Hedged Global Share strategy had an impressive year in what was a volatile investment environment. The performance was driven by selections in the Information Technology and Consumer Staples sectors.  The strategy remains overweight to both sectors.  At the same time, being underweight in the poorly-performing Financials and Materials sectors also helped performance.     
Detractors from the investment portfolio’s absolute returns

· The Australian Shares strategy detracted from performance over the year. Most of the decline was due to the poor performance of resources and energy companies, resulting in a substantial performance gap between the All Resources Accumulation Index (-21.4%) and the All Industrials Accumulation Index (1.4%). China’s attempts to slow its economy created fears of lower demand for metals and bulk commodities. Consequent price weakness for a range of metals caused the share prices of leading miners BHP Billiton and Rio Tinto to fall 25.7% and 22.8% respectively. 
· The Listed property strategy performed strongly in the March and December quarters, which resulted in a one year return of the hedged strategy of 3.9%.  This result was 2.9% under benchmark largely as a result of the strategy’s allocation to Asian markets and an underweight position to the US which out-performed. Importantly however, our managers continue to see strong growth prospects from the Asian markets.
The chart shows asset class contributors to the return
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Asset class role and performance

Detailed commentaries for each asset class are available online.

	Asset Class
	Role in Portfolio
	1 year performance

	Australian Shares 

(21%)

8 Managers
	Australian Shares aims to deliver capital growth by using investment managers who invest and diversify across many companies listed in the Australian sharemarket.  Results can be volatile over the short term (under three years), but are expected to provide growth over longer terms (in excess of five years).
	The strategy’s March quarter and year to 31 March returns (before fees and tax) were 8.3% and -7.3% respectively. Compared to the market return, the strategy underperformed by -0.2% in the quarter and -1.0% in the year. Manager returns compared to benchmark were typically varied (consistent with the mix of manager styles that comprise the strategy’s multi-manager strategy), with JF Capital Partners and Dimensional the best performers over the quarter.   

	Global Shares – Unhedged 
(17%)

8 Managers
	Global Shares invests in global companies listed in sharemarkets from around the world. The strategy also invests in emerging markets, helping capture key opportunities from these new markets.
	The MLC Global Share strategy (unhedged) returned 3.6% for the year before fees and taxes, beating the benchmark by 4.0%.  The MLC Hedged Global Share strategy returned 7.2%, outperforming the hedged benchmark by 3.4%. All managers, except Dimensional and Capital International, produced positive returns and beat the benchmark over the year.  Companies held in the Information Technology and Consumer Staples sectors contributed most to this outperformance. Developed markets shares outperformed their emerging markets counterparts during the year, while rising appetite for risk in the last quarter favoured emerging markets.  

	Global Shares – Hedged 
(8%)

In addition to those managers above, there are 2 specialist currency managers.
	In addition to what’s discussed above, returns are hedged back to the $AUD, significantly reducing the impact of currency movements on returns.  
	As above

	Global Property Securities 

(3%)

3 Managers
	The strategy is designed to provide comprehensive exposure to global listed property securities. It aims to deliver growth by using investment managers who invest and diversify across many companies and securities within that asset class.  Returns from property are generally expected to be higher than those from bonds, but lower than shares over the medium to long term.  All returns from this asset class are fully hedged back to the Australian dollar.
	The strategy’s performance in the March quarter was 15.6% (before fees and taxes, hedged), outperforming the Global Index return by 2.0%. The outperformance came largely from Morgan Stanley, who benefited substantially from the recovery of Asian markets, particularly Hong Kong. LaSalle marginally underperformed and Resolution Capital outperformed. While the strategy’s one year return of 3.9% (before fees and taxes, hedged) is positive, it remains below index. The performance shortfall in the year was largely due to the strategy’s investments in Asian listed property markets such as Hong Kong, which have been weak, and an underweight exposure to the US market, which has performed well.    

	Debt Securities

 (50%)

13  Managers
	Debt securities are usually included in a portfolio for their defensive and income-producing characteristics. Our strategy is designed to provide diversification when growth assets are weak.
	The strategy performed strongly, providing a buffer to generally weak share market returns over the year to 31 March 2012. The return was slightly below the strategy’s market benchmark. 

Exposure to many different bond sectors and strategies was of great benefit this past year. When the global outlook deteriorated in 2011, the strategy’s exposure to low risk bonds, particularly in Australia, was helpful to returns. Then in recent months, as sentiment improved and yields on low risk bonds rose, bonds with higher credit risk rebounded strongly.

Standout performance came from Australian Inflation Linked Securities, managed by Antares Fixed Interest (+13.7%).  Of the other sectors and managers our global multi-sector and credit managers were standout performers.

	LTAR

(1%)
28 Managers
	The Long-Term Absolute Return strategy has a unique, and highly flexible investment mandate to provide real returns (after fees, taxes and inflation) of +5.5% per annum, over a longer time horizon of 20 years.  In addition to investing in traditional assets, the strategy has the ability to invest in unique assets such as Insurance Related Investments (IRI).  
	LTAR’s 1 year return to 31st March was 5.4%. Since inception (Dec 2005) absolute returns have also continued to be positive (+5.3% p.a.) Simultaneously, the volatility of returns has remained below that of the Neutral strategy. Over the year to March among the stronger returns were defensive assets, including inflation linked bonds, high yield debt and global bonds.  Additionally, the MLC private equity strategy and Bridgewater Pure Alpha delivered double digit returns for the year.  Since LTAR’s inception, returns have been boosted by the strong performance of these and other non-traditional asset classes and strategies.


Stock story 

Tabcorp Holdings Limited – supplied by Northcape Capital
Northcape has built a position in Tabcorp in recent months following the demerger of the wagering and gaming operations from the more capital intensive casino business. Uncertainty over earnings to be generated from recent investments and structural issues facing the industry have created an attractive investment opportunity. 
Following the demerger and loss of its Victorian gaming licence, Tabcorp’s fortunes are tied to the wagering market. Wagering industry turnover has grown consistently over many years, reflecting steady growth in racing and strong growth in sports betting. Northcape believes the wagering earnings should provide a solid defensive income stream with strong cash generation. In addition, earnings from recent investments such as the new Victorian Keno licence and Trackside, an automated racing game, will become more important contributors. 

Migration of wagering turnover to fixed odds bookmakers from the Victorian and NSW Totes which are managed by Tabcorp has been one of the main concerns for investors. However, Tabcorp has managed to grow its revenue through this transition period by establishing its own fixed odds business and capturing most of this leakage. Due to lower taxes and fees, Tabcorp also earns a higher profit margin from a fixed odds bet (used for sports betting) than a tote bet (a bet on horse racing). Profitability of the fixed odds bookmakers has been under some pressure, leading to industry consolidation and forcing them to raise win rates, thus reducing their competitive edge. A recent court decision requiring the fixed odds bookmakers to pay higher race fees will level the playing field even further. 

Tabcorp’s distribution capability gives it a strong competitive advantage. It has established relationships with a large number of pubs and clubs in Victoria and NSW and is able to supply them with betting terminals, Keno and Trackside. As well as its monopoly position in retail wagering, Tabcorp has distribution capability across online and mobile and a strong brand name. Tabcorp should gain from a gradual improvement in its cost structure as betting moves from phone to online. 

Growth in sports betting offers upside, particularly if live betting is allowed. Overseas experience suggests this could lead to significant additional wagering revenue for the industry and Tabcorp. A decision on live betting is expected by June 2012. Lower tax rates and fees on sports betting will provide a higher profit margin to Tabcorp than other forms of betting.    

Another potential source of upside for Tabcorp is the refund for the Victorian gaming licence which it plans to pursue with legal action. An outcome is at least 18 months away but success is not being factored into the share price.       

On balance, Northcape believes Tabcorp is well positioned to benefit from consistent growth in the wagering market as well as an improving cost structure, and the shares are moderately undervalued. A sustainable dividend yield of approximately 7% and mid single-digit earnings growth provides an attractive low risk total return. It also stands to gain from any consolidation in the wagering industry.

 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
Page 2 of 7

