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Note: Comments in this 
article and all analysis, 
are of a general nature 
only and constitute “class 
advice”.  They do not take 
account of your specific 
circumstances.   
 
If you require personalised 
financial advice, you 
should seek advice from 
an appropriately 
experienced Authorised 
Financial Adviser. 
 

Keeping investing simple 

- setting the investment strategy 
 

May 2019 
When it comes to investing, there are advantages in keeping things practical and simple, 
and focused on the end goal.  It is best not to think about how you will get the highest 
return next month, but about how you will get the return that is best for your goals over 
the longer term.  This will involve thinking about the nature of the returns required over 
the different periods that are important.   
 
The nature of the returns achieved, is a function of the investment strategy (ie the mix of 
cash, bonds, property and shares) and how the strategy is implemented, reviewed and 
updated. 
 
 
Investment strategy 
 
One decision each investor makes is their investment strategy.  Each type of investment 
within the strategy provides a different level of income (interest, rent, dividends etc), 
different levels of growth and is exposed to different levels of ups and downs in the value 
(market movement).  The purpose of the investment strategy is to combine the different 
types of investments to provide the make-up of the overall return you need (ie the income 
and growth) and to ensure that your capital is also available to be spent when needed.    
 
One way you can set your investment strategy – the three-bucket approach – is: 
  
1. Work out how much income you need, in terms of the level, its timing and its 

importance.  Also, understand how much of the target income is for essential 
expenditure and how much is discretionary.  Remember to allow for the impact of 
inflation on your expenditure in the areas where you will spend money. 
 

2. Set the level of cash to be equal to the income that will be spent over the next 3 
years.  Strictly speaking this is the level of income needed above what the interest 
and dividends that the wider portfolio will naturally provide. 
 

3. Set the level of bonds to be equal to that required to generate the income needed 
over the following 71 years (ie years 4 to 101), through the bond coupons (interest) 
and maturity proceeds.  Again, it is the level of income that is needed to fund the 
expenditure, above what the interest and dividends will provide naturally. 
 

4. Allocate the remaining assets between bonds and shares, depending on the level 
of short-term “temporary” negative returns you can tolerate and what protection 
you need against inflation.  This is the long-term portion of the portfolio to meet 
the long-term expenditure (more than 101 years away).  Shares are expected to 
provide the higher returns but will also experience the greatest short-term 
volatility.  The level of short-term volatility you are willing to have is driven by 
personal preferences.  As the cash and other bonds (ie those under 2 & 3 above), 
provide for your expenditure over the next 101 years, a negative return from the 
portion in shares over the next 1-year period, does not impact on your ability to 
meet that immediate expenditure.  All the money for the long-term expenditure 
could, therefore, be allocated to shares, if you are willing to tolerate the potential 
volatility.   It is important however, that you feel comfortable with seeing part of 
your portfolio go down, even if it is only temporary, and so you should set the mix 
with your willingness for ups and downs in mind.   

The investment 
strategy matters. 

Your expenditure over 
the next 10 years that 
will not be met from 
interest and 
dividends, should 
probably be held in 
cash and bonds. 

The natural level of 
income (interest, rent, 
dividends) versus 
planned expenditure 
matters. 

1 Some investors will choose 9 years not 7, ie years 4 to 12, to provide a greater level 
of comfort that their future expenditure will be met if the markets turn down. 
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5. Adjust (reduce) the level of cash and bonds held solely for income generation over 
the next 10 years (ie under 2 & 3 above), to reflect the dividends and interest that 
will be received on the shares, bonds and cash.  Holding cash is not needed for your 
immediate expenditure, if that can be met from dividends received on the money 
invested to provide for expenditure beyond 10-years. 

 
 
Implementation 
 
6. When it comes to implementing the investment strategy, for most it is best not to 

try and second guess individual investments within the cash, bonds and share 
sectors.  Short-term you may get it right, but long term the pluses and minuses 
even out and incur greater costs, ie lower the net returns.  Also, if you do get it 
right, someone else must have guessed and got it wrong as, on average, everyone 
collectively gets the market return less fees.  It is unlikely therefore, that someone 
will consistently always get it right.  For this reason, most investors should focus on 
low cost passive funds. 
 

7. Keep fees and costs low, including management fees and trading costs. 
 

8. Don’t watch the news or worry about short-term comments in the media, unless 
the returns over the short-term (ie the immediate future) are very important, to 
you relative to those over the long-term. 

  
Above, we have purposely used “shares” as a shortened version of “shares/property” in 
setting the investment strategy.  This was because typically: 
 
▪ The investor will allocate capital designated for property to be in listed property 

shares and so this allocation is really part of the share portfolio, or  
 

▪ The investor will own an investment property (eg a rental or commercial building) 
and it will form part of the long-term portfolio and be a substitute for shares.   

 
To get the best results from your investments, what matters is the investment strategy, 
the natural level of income versus your expenditure, keeping fees low and making the 
overall arrangements simple, and flexible.    
 
 
Example 
 
Assume that your current investments are $550,000 and this is to fund your regular 
expenditure on top of NZ Super (ie $26,000 ($500 a week)) and in 2.5 years your overseas 
travel, costing $24,000, and in 6.5 years your purchase of a car at $30,000.  The regular 
expenditure will be incurred for 25 years and increases by 2% a year due to inflation.  Also, 
assume that the environment is one where cash interest rates are 3.75%, bond yields are 
4.5% and diversified share returns are 7.5% made up of a 4.5% dividend yield and a 3% 
market movement. 
 
The total intended expenditure is $886,788 and the pattern of when it will be spent is: 
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Expenditure over the next 25 years

Discipline, not 
emotion matters. 

Fees matter. 
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Initial investment strategy

Part of the expenditure will come from the income return (interest and dividends) on the 
investments and part by spending some of the cash.   
 
The initial investment strategy (year-1), to align the expenditure with the returns from the 
investments is: 

 
 
 
 
 
 
 
 
 
 
The details of the value of the investments and the allocation between cash, bonds and 
shares each year over the next 25 years are: 

 
The level of cash reflects the expenditure over the next 3 years not funded by the natural 
investment income.  The level of bonds is the level of expenditure between years 4 and 
10 not met by the natural investment income.  Share investments make up the balance of 
the overall portfolio.  Over time the portion in shares reduces and the portion in bonds 
initially increases and then reduces with cash in each case making up the balance. 
 
The graph highlights that the theoretical investment strategy changes each year, as the 
relative portions of future expenditure in the short-term bucket (0 to 3 years), medium-
term bucket (4 to 10 years) and long-term bucket (10+ years) changes.  Each investor will 
therefore need to realign their portfolio from time to time.  It is not crucial that it is done 
every year, but it is a good ideal to understand the theoretical strategy and if, after a 
period you find that you have too much in shares (or bonds), ask the question ‘has the 
share (or bond) market gone up over the last year?’.  If yes, it is a good idea to sell some 
shares (or bonds) and top up the bonds/cash.  If no, then it is best to wait another year 
and give the share (or bond) market time to recover.  If you set the strategy right initially, 
you can afford to wait 10 years before you have to sell shares.  The goal is not to keep 
your strategy right, but to be in a position where you can always meet your expenditure 
without being forced to sell an asset. 
 
The above graph looked at someone who is on the point of commencing their 
expenditure.  In many cases, an investor will be still several years off retirement and 
looking to build up the value of their investments.  If you are more than 3 years away from 
starting your expenditure, the theoretical level of cash is nil, unless the investor wants to 
hold it as an emergency fund or to dampen volatility (reduce the size of the downs).  
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The goal is not to 
keep your strategy 
right, but to be in a 
position where you 
can always meet your 
expenditure without 
being forced to sell an 
asset. 
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Likewise, if you are more than 10 years from starting to spend money, the theoretical 
allocation to bonds is nil.  Again, unless you want bonds to dampen the overall volatility.   
 
Of course, while we may plan not to start spending money from our investments for 10+ 
years, our circumstances (eg health or employment) may change and our expenditure 
patterns are bought forward.  In all cases we need to allow for the unexpected in setting 
our investment strategy – life does not always go to plan. 

mailto:mca@mcanz.co.nz

