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  Executive Summary 

Low rates will be with us for decades. If not quite as low as today... 

Interest rates in Australia and New Zealand are likely to remain at very low levels for 

decades. This is a consequence of low growth world-wide and very high levels of 

household debt in Australia and New Zealand. A return to interest rates of 4% to 5% 

would cripple the Australian and New Zealand economies; the Reserve Banks 

understand that and will not let rates rise that high as a result. Until the home-loan debt is 

repaid, interest rates will remain low on both sides of the Tasman. This will take decades. 

Having said that, there is room for a small increase in rates above today’s ultra-low levels. 

This has important consequences for how we construct portfolios today.  

 

The free ride on cash, bonds and TDs is over 

Until recently, cash, government bonds and TDs gave us everything we needed in a 

secure portfolio; security, liquidity, low or negative correlation to equities AND healthy 

real returns. The first three characteristics remain, the last is gone. The free ride is over. 

If we want to get positive real returns and genuine long-term security we need to accept 

some illiquidity and some volatility in our secure portfolios. We have to be far more 

nuanced in how we build the secure part of the portfolio.  

 

The Three Box Framework helps design better portfolios 

This framework differentiates between short-term requirements where funds need to be 

set aside to meet regular and ad-hoc cash flow needs, and the remainder of the secure 

portfolio where security and returns are the major requirements for inclusion in the 

portfolio.  

The Three Box Framework describes the required attributes of securities in every part of 

the secure portfolio and it identifies how much of the portfolio needs be invested to 

meet those different requirements. It identifies where volatility is a problem and where it is 

not. We make the crucial observation that volatility can be a very poor measure of risk.  

 

We identify which type of securities meet the different required attributes 

Once we know the attributes required in each Box, we can identify which types of 

securities are candidates for that Box. Generally, we find that shorter-term Boxes can be 

filled by cash, shorter term TDs and, in some instances, government bonds. In the 

remainder of the portfolio we have a huge variety of candidate securities - the one key 

requirement is that we must have a very high chance of getting our money back after 

five years, regardless of volatility along the way. 
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  We prefer low duration and high credit spreads 

The relative attractiveness of the candidate securities for each Box varies from time to 

time. The dominant considerations governing likely future returns are current interest 

rates, the outlook for interest rate movements and whether credit spreads are sufficient 

to cover credit risk over the medium-term.   

Today, all factors are dominated by the Covid-19 crisis and the fact that markets tend to 

over-react in the short-term - we believe that market expectations for future inflation are 

too low and expectations for future credit failures is too high. Accordingly, we expect 

that bond rates will rise by up to 1% over the coming two years and that credit spreads 

will moderate. As a result we prefer securities with low interest rate duration (sensitivity to 

moves in government bond rates) and longer credit duration, where we can lock in 

these credit spreads without locking in an exposure to rising government bond rates.  

 

Three Box portfolios should outperform by over 1.5% per annum over the next five years 

We look at two case studies where investors would expect to earn returns on secure 

portfolios of 1.9% per annum and 1.8% per annum higher than traditional cash and bond 

portfolios over the next five years. 

We note that returns on traditional secure portfolios have been boosted by falling rates 

in recent years. These low starting rates now represent a guarantee of low returns going 

ahead. 

We illustrate the output of the Three Box software that forms part of the subscription to 

the farrelly’s Dynamic Asset Allocation Handbook. 
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Cash rates to stay low for decades 

It is farrelly’s expectation that interest rates will stay low for decades due to low global 

growth and the very high level of household debt. 

Decades of low global GDP growth lie ahead 

GDP growth can be thought of as the growth in the number of workers plus the growth 

in productivity or the amount produced per worker. We can accurately estimate the 

growth in the working age population given that it is dictated by the known number of 

people born in the past 25 years  and likely birth-rates for the next ten years. That 

growth rate is going to be much, much lower than the previous 50 years. 

If productivity growth turns out to be as high as it has been in the past 50 years - and 

there are considerable doubts about that - we will end up with substantially lower 

global growth in coming decades. This is illustrated in these McKinsey estimates shown 

in Figure 1. 

 

Low economic growth leads to low demand for capital which, in turn, should lead to 

lower-than-usual real interest rates globally. 

High household debt means cash rates in Australia and NZ will stay low regardless 

Even if rates elsewhere in the world surprise on the upside, interest rates will remain low 

in Australia and NZ regardless. This is due to the explosion in the level of household debt 

on both sides of the Tasman -  predominantly home loan related. 

In 1990, the level of household Australian debt was around 30% of the value of annual 

household income, today debt is around 140% of household income. That means a 1% 

interest rate increase today has five times the impact on the economy as it would have 

had back in 1990. It would have twice the impact today as it would have had in 2003 

when household debt to income was around 70%. 

What this means is that we can calibrate past interest rate tightening cycles to see how 

much of a rate increase would be required to dramatically slow the Australian 

economy. The answer works out to be around 1.5% to 2.0%. Any more would bring the 

economy to its knees.  

The RBA and RBNZ are acutely aware of this vulnerability. Interest rate hikes beyond 2% 

are simply not going to happen. 

Figure 1:  The long term outlook for global growth (G201) 

 1964-2014 2015-2065(f) Comments 

Employment growth 1.8%pa 0.3%pa Locked in by demographics 

Productivity growth 1.8%pa 1.8%pa Forecast probably optimistic 

Real GDP growth 3.6%pa 2.1%pa  

Source: McKinsey Global Institute (1. G19+ Nigeria); farrelly’s comments 

MARKET OUTLOOK 
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If we assume that cash rates rise 2% from their 2019 of 1.5% per annum, it implies peak 

cash rates in the next tightening cycle of 3.5% per annum. From there, rates should be 

eased to say, 1.5% to 2.0% per annum to re-start the economy. Compared to the 

experience of the past 40 years, cash rates should remain very low. 

 

Low, but not this low… 

While we firmly believe in the lower for longer theme for interest rates, we do not expect 

that they will remain quite as low as they are today. Baked into the current bond rates is 

the expectation that inflation will average around 1% per annum over the next decade. 

If inflation continues to run at close to 2%  then some time in the next five years we 

expect to see the market to build that expectation into bond prices and so we expect to 

see 10-year government bond yields closer to 2% at that time. 

If that proves to be the case, long duration assets will take a hit and shorter-term 

securities like TDs will be rolled over at better rates than prevail today. We take these 

expectations and use them to arrive at 5 year forecasts for a range of secure interest 

bearing securities that are shown in Figure 2 below. 

 

The free ride is over 

The most obvious observation to make from Figure 2 is that the traditional strategy of 

investing  the secure part of the portfolio in cash and bond funds will no longer deliver 

returns that even keep pace with inflation. The days of earning 4 to 5% per annum and 

getting liquidity and either price stability or some negative correlation benefits are 

behind us.  The traditional strategy can still deliver the latter benefits, but today, these 

benefits come at a considerable cost.  

The free ride is over. We need a new strategy. 

Figure 2: Expected returns for next 5 years for various securities 

Security type 
Current Yield 

to Maturity 

5 yr return 

(forecast) 
Comments 

Cash 0.25% 0.5% Includes impact of modest rate rise 

Short-term TDs 1.00% 1.6% Includes impact of modest rate rise 

5 year TDs 1.13% 1.1% Gov’t guaranteed in Aust 

5 year Annuities 1.74% 1.7% APRA regulated 

Government bonds 0.71% 0.4% Includes Global bonds (hedged) 

Diversified bond funds  1.01% 0.6% Average credit rating approx AA–  

Inflation-linked bond funds -0.2%+CPI 0.9% Assumes 2%pa inflation 

IG Credit Funds (A and BBB) 2.53% 2.4% Includes impact of credit losses 

Major bank Hybrids 3.76% 4.1% Suggest max 5% exposure per bank 

10 year annuities 2.18% 2.2%  

Lifetime annuity  5.58% 3.1%  Assume 40% assets test exemption 

Source: farrelly’s analysis 

MARKET OUTLOOK 
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The Three Box Approach to Building Secure Portfolios 

Because we can no longer get good real returns, liquidity and price stability all in the one 

place, we need to think about how much of our portfolio needs these particular 

attributes and how much of our secure portfolio does not. This is what the Three Box 

Approach does. In order to make these determinations, the Approach divides the secure 

part of the portfolio into three Boxes:  

• a Cash Flow Box;  

• an Investment Reserve; and; 

• a Long-term Box 

 

Each Box fulfils a particular purpose for the portfolio as a whole and requires assets with  

particular characteristics as a result. 

The Cash Flow Box is there to meet day-to-day living expenses and must therefore hold 

securities that are liquid and have little or no volatility. Cash and short-term TDs are ideal.  

The purpose of the Investment Reserve Box is to fund ad-hoc purchases of assets to 

facilitate portfolio rebalancing, or to take advantage of opportunities that arise from 

time to time. Assets in this Box need to be liquid but, unlike the Cash Flow Box, assets can 

be volatile, particularly if that volatility is negatively correlated with the equity markets.  

Figure 3:  The Three Box Approach to Building Secure Portfolios 

Box Purpose 
Investment            

characteristics 
Amount allocated 

Cash Flow Box Meet day to day    

living expenses 

Security 

Liquidity 

No volatility 

18 months to 2 years’ 

cash flow 

Investment 

Reserve Box 

Reserve to fund re-

balancing and un-

planned purchases of 

assets. 

Security 

Liquidity 

Negative correlation 

with equities a bonus 

Enough to rebalance 

portfolio in event of a 

33% downturn1 

Long-term Box Maximise returns giv-

en security 

Long-term security 

(Liquidity, volatility,   

equity correlation not 

important) 

Remainder of the      

secure portfolio 

Note 1. Amount in Investment reserve = NAA risk weight-Risk weight now+(1-NAA risk weight) x Risk 

weight now x fall of 33%.  NAA = neutral weight to risky assets 

THRRE BOX APPROACH 
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Finally, the Long-Term Box is unlikely to be needed for cash flow purposes and so can be 

invested in the most attractive secure opportunities available. Security is viewed over a 

horizon of five years or longer. The idea is that if the Long-Term Box was filled with 

securities and sealed, when the Box is opened at the end of that five years, the only 

surprises would be good ones. Volatility just doesn’t matter. Long-term TDs, annuities, BBB-

rated securities and Government bonds are all candidates for the Long-Term Box.  

THRRE BOX APPROACH 

Figure 4 : Three Box candidate securities 

Box  Security type Comments 

Cash Re-

serve 

 

Cash Liquid, stable but very low returns 

Short-term TDs (3 to 18 months) These should be staggered so that one matures every three 

months so there is always a minimum of 3 months in cash 

Re-

investment 

reserve 

 

Cash  

Short-term TDs (3 to 18 months) If easily breakable or if rebalancing carried out in a stag-

gered fashion, Dollar Cost Averaging style 

Government bonds Great correlation characteristics – these tend to rise when 

equities fall giving a rebalancing bonus 

 Bond funds with average credit rating 

of AA– or better 

Most funds of this nature are dominated by government 

bonds and very highly rated securities and, as such, gave low 

equities correlation 

Long-term 

secure 

portfolio 

Cash If no better alternative - which is rare 

TDs up to 5 years When rates are attractive. See the Figure 5 or the Handbook 

for the most attractive maturities at any time 

 

Government bonds Generally will not be the most attractive candidate for the 

long-term portfolio 

Inflation-linked bond funds Can be very volatile 

 Bond funds with average credit rating 

of BBB or better 

Can be quite volatile and have high correlation with equities 

during down-turns. Historically, credit spreads have always 

been more than enough to cover any credit losses on well 

diversified portfolios over periods of 5+ years 

 Major bank Hybrids Very volatile but low risk of conversion. Major banks only. 

Generally limit exposure to 5% to any one bank and hold until 

maturity. See Sheep in Wolves Clothing. 

 Annuities (including lifetime annuities) Can provide greater than 5 year maturities if rates are attrac-

tive.  

Life-time annuities can be extremely attractive for investors 

affected by the assets test. 
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What securities are attractive now? 

As markets fluctuate different types of securities vary in relative attractiveness. If we see 

government bond yields getting close to our target of 1.9% per annum, we will become 

enthusiastic buyers of a number of long duration assets. Today we are less enthusiastic.  

On the other hand, credit spreads are generally at attractive levels given the markets on-

going wariness about the Covid-19 impacts. Figure 5 outlines our recommendations now. 

Figure 5: Recommendations as at August 2020 

Decision Security type Comments Rec 

Cash Reserve    Cash But as little as feasible. The remainder in short-term TDs INVEST 

 Short-term TDs (3 to 18 

months) 

Current short-term TD rates are generally well in excess of 

those available from Cash accounts. 

INVEST 

Re-investment 

reserve 

Cash Very low returns expected for at least 2 years INVEST 

 Short-term TDs (3 to 18 

months) 

Current short-term TD rates are generally well in excess of 

those available from Cash accounts. 

INVEST 

 Government bonds Expected 5 year returns are very low - Avoid despite the 

strong correlation characteristics 

AVOID 

 Bond funds with aver-

age credit rating of 

AA– or better 

Marginally better than government bonds - but not much. AVOID 

Long-term se-

cure portfolio 

Cash Better alternatives exist AVOID 

 TDs up to 5 years Rates near the bottom of the cycle - avoid longer dated 

TDs 

INVEST in 1 

year TDs 

 Government bonds Low long-term returns expected AVOID 

 Inflation-linked bond 

funds 

Should produce low returns but better than nominal bond 

returns.  

MAYBE... 

 Bond funds with aver-

age credit rating of 

BBB or better 

Reasonable longer-term characteristics but should suffer 

some short-term pain if and when govt bond yields in-

crease.  

MAYBE... 

 Major bank Hybrids Attractive spreads now and no exposure to rising bond 

yields. Banks very well capitalised and are highly unlikely to 

suffer catastrophic credit losses during the Covid-19 reces-

sion. Hold maximum allowable weight. 

INVEST up to 

your limit 

 Annuities (including 

lifetime annuities) 

Rates close to the bottom of the cycle. Avoid. 

Life-time annuities are the exception for assets test affected 

investors. Longer-term returns likely to be exceptional after 

factoring Assets Test advantage.  

INVEST only if 

Asset Tests 

benefits apply 

THRRE BOX APPROACH 
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Case study 1 

Assets : $600,000 

Spending : $30,000 pa : 5 % of portfolio value 

Required exposure to secure assets : 45% 

 

 

Notes 

1. The expected return on this portfolio over the next five years is 2.5% per annum 

compared to the expected return of 0.6% per annum on a traditional secure 

portfolio. We assume that the Lifetime Annuity will attract a 40% Assets Test Relief. 

2. The traditional portfolio appears to be performing well; it has returned 3.3% over 

the past year. It will not produce anything like those returns over the next 5 years. 

3. The new portfolio provides much higher returns while meeting all the investors 

requirements for cash flow, liquidity and security. 

4. These calculations are performed by the Three Box Assistant software which forms 

part of the subscription to the farrelly’s  Dynamic Asset Allocation Handbook. 

 

 

 

CASE STUDIES 
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  Case study 2 

Assets : $2,000,000 

Spending : $40,000 pa 

Required exposure to secure assets : 30% 

 

Notes 

1. The expected return on this portfolio over the next five years is 2.4% per annum 

compared to the expected return of 0.6% per annum on a traditional secure 

portfolio.  

2. The traditional portfolio appears to be performing well; it has returned 3.6% over 

the past year. It will not produce anything like those returns over the next 5 years. 

3. The Three Box portfolio provides much higher returns while meeting all the investors 

requirements for cash flow, liquidity and security. 

4. These calculations are performed by the Three Box Assistant software which forms 

part of the subscription to the farrelly’s  Dynamic Asset Allocation Handbook. 
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