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Annuity Income in the ‘Year of No Return’ 

Investing for income is harder than ever in 2015.  At the year’s halfway mark, few areas have generated 
positive total return in income-oriented investments.  Stocks have fared poorly as well, with the S&P 500 
total return up slightly over 1% and the Dow Jones Industrial Average almost flat over the same period.  
 
Rock-bottom interest rates and global market turmoil certainly make this a challenging environment in 
which to generate sustainable income.  Even so, at Kenjol we still see opportunity in carefully selected 
market niches.  This report discusses the challenging environment as well as some areas of opportunity 
today. 

Challenging Times for Income Investors  

U.S. investors are now in the seventh year of the Fed’s near-zero interest rate policy.  The Federal 
Reserve under Ben Bernanke and now Janet Yellen has obviously been in no hurry to change; they spent 
over two years making up their minds whether to “taper” off the quantitative easing program before 
actually doing it. 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
Now the Fed may be near a decision to lift rates slightly above zero.  The timing of the rate increase, 
which at the beginning of 2015 was expected to take place in June, is now expected to occur in 
September if not later.  Even when the Fed does begin raising rates, any increases will likely be small and 
slow.  We are still years away from seeing bank deposit or Treasury bills above 1% yields.  As the  
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following chart shows, the return on “risk-free” investments, represented by certificates of deposit 
(CD’s), has been minimal.  In 2006, $100,000 invested in a 6 month CD generated $5,240 in income.  
Under current Fed policies, that same $100,000 has generated significantly less income (only $130 
income in 2014). 

At the same time, positive economic signs have raised inflation expectations despite plunging oil prices.  
Inflation serves to reduce the “real” yield on income-producing assets.  If inflation reaches the 2% target 
the Fed thinks possible, then even a 3% nominal bond yield would be only 1% in real terms. 
 
In our past communications, we have made it clear that we believe that Barclays Aggregate Bond 
exposure should be avoided.  This includes many of the popular core or total return bond funds, 
including the Pimco Total Return fund.  The index, which has significant interest rate risk, posted a 
slightly negative return for the first half of the year (not even taking into consideration any inflation).   
 
Corporate and foreign bonds have offered little additional help.  Investment-grade corporate bonds 
delivered negative returns in the first half as businesses wrestled with lower energy prices and economic 
uncertainty.  Overseas, even long-term rates were close to zero in much of Europe even before the 
Greek crisis intensified in recent weeks.  Japanese rates are near zero, too.   
 
Some would say to look for income, or dividend, paying stocks including utilities and REITs.  However, 
given market expectations of higher interest rates, these have struggled as well.  
 
Consider the year-to-date total returns as of 6/30/15 for some notable dividend oriented equity ETFs, all 
with yields over 3%: 
 

 iShares Cohen & Steers REIT (ICF)  -6.07% 

 SPDR Utilities (XLU)    -10.70% 

 iShares Select Dividend (DVY)   -3.82% 
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Desperate for yield and price stability, some investors turned to other instruments that looked 
superficially attractive.  Tax-free municipal bonds looked safe (and many are), but some of the highest 
yielding muni funds padded their returns with bonds from Puerto Rico, Illinois and other troubled local 
governments.  The tax benefit of municipal bonds isn’t much help when their principal value is falling. 
 
“Stretching for yield” can amplify your risk in unpredictable ways.  This makes the task of earning 
attractive income even more difficult.  Fortunately, a few niches exist that we believe offer good 
prospects even in this year’s difficult environment.  

Income Opportunities in an Annuity Structure 

While annuity products bring many benefits, including the potential for tax-deferral and a death benefit, 
investing for income in today’s environment is no small challenge.  
 
Fixed-rate annuities offer consistent returns, but in many cases, rates today are not high enough to 
meet investor’s needs.  Some variable annuity products have limited investment lineups, and in many 
cases their only bond investment is an intermediate-term bond fund whose return has close ties to 
interest rates. 
 
However, not all variable annuity products are created equal.   Some companies like Jefferson National 
and Security Benefit offer well-diversified fixed income lineups.  So, even though some alternative 
income investments are not available, we believe it is possible to generate acceptable income within 
their variable annuity products.   
 
Before getting into what we believe to be a viable 
opportunity, we’d first like to cover the landscape of 
investment choices available in one specific variable annuity 
product.  
 
Jefferson National, which offers a low cost product with a 
diverse investment lineup, had only three bond funds that 
delivered over a 5% rate of return in the year ended June 30, 
2015.  All three are long-dated Treasury funds and all are 
down measurably in 2015 as rates have risen. 
 
In addition to long-term bonds, other fixed income 
investment categories within the Jefferson National annuity product (as an example) are bank loans, 
emerging market debt, foreign bond, government bonds, high yield bond, inflation protected bond, 
intermediate-term bonds, mortgage-backed bonds, multisector bonds, nontraditional bonds, and short-
term bonds. 
 
These offer a variety of ways to generate income in different market conditions.  We monitor all of them 
but currently we see the most opportunity in high yield bonds.  
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Tactical High Yield Strategy 
Our Kenjol tactical high yield strategy also has the ability to make money in periods of rising rates.  The 
high yield sector is one of the few fixed income niches to deliver positive returns over previous periods 
of rising rates. 
 
High yield has historically proven itself less sensitive to interest rate changes.  The key factor is default 
risk of the issuing companies.  We use high yield funds with diversified portfolios so occasional defaults 
will have minimal impact.  
 
To further control risk, Kenjol utilizes a tactical overlay.  Our strategy remains invested when prices are 
rising, but can move to the sidelines and sit in cash if yields rise enough to generate negative price 
movement. 
 
Spreads (compensation for risk) over Treasury yields are currently quite attractive.  As of June 30th, the 
spread was +5.5% versus a current default rate of 1.9%.  The historical spread is +5.9% with a 3.9% 
default rate. 
 
High yield has been one of 2015’s best-performing fixed income sectors.  Through June 30th, the U.S. 
Corporate High Yield Index rose 2.5%.  
 
Within our tactical high yield strategy, we also consider multisector bonds, which tend to have a 
predominant allocation to high yield but also allocations to other fixed income categories, as well as 
bank loans, which are below-investment grade bonds that offer floating-rate interest exposure.  Floating 
rate exposure is beneficial when rates rise, as the yield on the loans adjusts higher. 

Conclusion 

As you can see, while today’s environment is challenging, opportunities exist to investing outside of core 
or total return fixed income, which we believe to be risky and offer flat or negative real returns over the 
coming years. 
 
If you would like to discuss today’s challenges and potential opportunities further, please contact us at 
any time by phone at 512-506-9395 or e-mail at discovery@kenjol.com. 
 
 
 
 
 
 
 
 

 

 

IMPORTANT DISCLOSURE INFORMATION: Please remember that past performance may not be indicative of future results. Different types of investments 
involve varying degrees of risk, and there can be no assurance that the future performance of any specific investment, investment strategy, or product 
(including the investments and/or investment strategies recommended or undertaken by Kenjol Capital Management, LLC), or any non-investment related 
content, made reference to directly or indirectly in this commentary will be profitable, equal any corresponding indicated historical performance level(s), be 
suitable for your portfolio or individual situation, or prove successful. Due to various factors, including changing market conditions and/or applicable laws, the 
content may no longer be reflective of current opinions or positions. Moreover, you should not assume that any discussion or information contained in this 
commentary serves as the receipt of, or as a substitute for, personalized investment advice from Kenjol Capital Management, LLC. To the extent that a reader 
has any questions regarding the applicability of any specific issue discussed above to his/her individual situation, he/she is encouraged to consult with the 
professional advisor of his/her choosing. Kenjol Capital Management, LLC is neither a law firm nor a certified public accounting firm and no portion of this 
commentary content should be construed as legal or accounting advice. If you are a Kenjol Capital Management, LLC client, please remember to contact Kenjol 
Capital Management, LLC, in writing, if there are any changes in your personal/financial situation or investment objectives for the purpose of 
reviewing/evaluating/revising our previous recommendations and/or services. A copy of the Kenjol Capital Management, LLC’s current written disclosure 
statement discussing our advisory services and fees is available upon request. 

 


