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Executive Summary

• Bond returns over the past decade has been exceptionally driven by price appreciation in a falling 
interest rate environment

• Interest rates are currently near historic lows, and past performance of bonds may not be indicative 
of future returns

•	 The	current	low	rate	environment	increases	the	importance	of	retirees	finding	alternative	sources	of	
return without taking on undue risk

• Fixed Indexed Annuities (FIAs) offer risk characteristics similar to bonds but with earnings and 
income tied to an equity index



Fixed Income at a Glance

As we embark upon a new decade, investors and advisors should reevaluate their expectations for 
fixed	income	returns.	The	past	10	years	of	returns	for	bond	investments	(bonds,	bond	funds,	and	bond	
ETFs)	have	been	exceptional.	Long-term	bonds	gained	+7.65%	annualized.1 Retirees expecting and 
planning	for	similar	returns	going	forward	may	be	at	risk.	

To appreciate why bond returns have been so strong in the past and what we might expect in the 
future, we need to better understand the three “sources” of bond returns: income, price appreciation/
depreciation,	and	reinvestment	of	income.

1. Income	from	a	bond	comes	from	the	fixed	coupon	payments	of	the	bond.	Coupons	are	
directly	related	to	the	level	of	interest	rates	when	the	bond	is	purchased.	

2. Price appreciation (or depreciation) comes from changes in interest rates which impact the 
value	of	bonds.	There	is	an	inverse	relationship	between	bond	prices	and	interest	rates.	As	
interest	rates	decline,	bond	prices	appreciate	(and	vice	versa).	

3.  Reinvestment of income is	a	relatively	minor	source	of	return.

These three performance drivers also apply to bond funds and bond ETFs with the following 
consideration:	price	appreciation/depreciation	is	more	impactful	in	a	fund	or	index.	Bond	funds	tend	
not to hold bonds to maturity, but rather they buy and sell bonds at various times, likely creating 
a	higher	return	than	cash	in	a	falling	interest	rate	environment.	Also,	over	time,	reinvestment	has	a	
compounding	effect.
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Traditional Fixed Income Investments:
Where Have We Been – Where Do We Go From Here? 

1		Source:	Bloomberg	Barclays	US	Aggregate	10+	Year	Total	Return	Index,	July	2010	–	June	2020.	



EXHIBIT 1: THREE SOURCES OF BOND RETURN
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Source: SBBI Yearbook, 2019.

Exhibit	1	breaks	down	the	cumulative	return	of	the	SBBI	US	Long	Treasury	Bond	Index	into	these	
three	sources	of	return	so	we	can	understand	their	relative	importance.	Over	the	past	four	decades,	
66%	of	the	index’s	return	was	driven	from	income,	31%	of	the	return	from	price	appreciation,	and	the	
remaining	3%	of	return	is	reinvestment	of	income.
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EXHIBIT 2: NEARLY 40 YEARS OF DECLINING INTEREST RATES 

Year-end 10-Year U.S. Treasury Interest Rate, 1980 – June 2020. Source: Board of Governors of the Federal Reserve System (US).
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Income	is	by	far	the	dominant	source	of	total	return.	Price	appreciation	over	this	timeframe	was	a	
significant	tail	wind,	largely	because	interest	rates	decreased	significantly	(boosting	bond	prices).	
Exhibit	2	shows	how	interest	rates	have	fallen	over	the	past	40	years.	

When	interest	rates	fall,	new	bonds,	reflecting	lower	interest	rates,	will	be	issued	with	lower	coupons.	
Older	bonds,	with	higher	coupons,	become	more	valuable.

The key takeaway is that income from coupon payments is the major source of bond return and any 
changes in interest rates (driving price appreciation or depreciation) are either a tail wind or head wind 
to	your	total	return.	We	have	had	a	major	tailwind	over	the	past	40	years.
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Source: Professor Aswath Damodaran, Stern School of Business, New York University. 

Forecasting Bond Returns: 

Looking Through the Windshield and Not the Rear-view Mirror

In	his	2018	white	paper,	“Fixed	Indexed	Annuities:	Consider	the	Alternative,”	Professor	Roger	Ibbotson	
of	the	Yale	University	School	of	Management,	wrote,	“For	bonds	to	continue	to	enjoy	the	same	amount	
of	capital	gains	going	forward,	yields	would	have	to	decline	significantly.	It	is	very	unlikely	bond	
investors	will	realize	as	high	a	return	from	capital	gains	in	the	coming	10	years	as	they	have	realized	in	
the	past	10	years.	In	fact,	if	rates	rise,	capital	gains	in	the	future	will	be	negative	(capital	losses).”	

It’s	critical	that	investors’	retirement	income	plans	account	for	the	potential	impact	of	significantly	less	
price	appreciation	from	bond	investments	over	the	next	decade.

Many	industry	leaders,	including	the	legendary	Jack	Bogle,	founder	of	Vanguard	Group,	and	Princeton	
Professor	Burton	Malkiel,	have	demonstrated	that	current	interest	rates	are	the	single	most	important	
factor	in	forecasting	a	bond’s	return	over	the	following	decade.	Exhibit	3	demonstrates	the	accuracy	of	
this	relationship	by	plotting	the	then-current	10-year	U.S.	Treasury	yield	with	the	subsequent	10-year	
annualized	return	of	a	10-year	constant	maturity	U.S.	Treasury	bond.	The	dark	blue	line	(current	yield)	
represents	a	forecast.	The	light	blue	line	represents	the	realized	return.	As	you	can	see,	current	yield	
has	historically	been	an	excellent	indicator	of	future	returns.	

Based	upon	this	relationship	and	considering	the	current	10-year	Treasury	bond	is	yielding	0.55%,	
a	reasonable	forecast	of	bond	returns	over	the	next	10	years	(making	no	assumption	for	changes	in	
interest	rates)	is	0.55%.

EXHIBIT 3: FORECASTING LONG-TERM BOND RETURNS
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Managing Expectations

Current	conditions	indicate	that	fixed	income	investors	could	receive	much	lower	income	and	total	
return	than	they	might	have	expected	based	on	recent	experience.	A	retiree	who	has	the	greater	share	
of	his	or	her	portfolio	invested	in	fixed	income	may	be	at	a	significant	disadvantage	if	bonds	perform	
as	forecasted	and	the	portfolio	cannot	generate	enough	income.	That	risk,	combined	with	the	decline	
in	defined	benefit	pension	plans,	the	uncertain	future	of	Social	Security,	and	rapidly	increasing	life	
expectancies,	means	that	finding	additional	sources	of	guaranteed	income	is	critical.

Investors must do everything they can to grow and protect their assets as they approach retirement, as 
well	as	be	properly	positioned	and	invested	in	appropriate	investment	solutions.	Considering	alternate	
asset	classes	and	investment	products	is	very	important.

Fixed Indexed Annuities as an Alternate Asset Class 

A	fixed	indexed	annuity	(FIA)	is	a	contract	issued	by	an	insurance	company.	In	exchange	for	your	
premium, the insurance company provides the opportunity for growth based in part on the performance 
of	underlying	indices	while	protecting	your	money	from	downside	market	risk.	Typically,	the	index	of	
the FIA will have some equity exposure, but FIAs are not stock market investments and do not directly 
participate	in	any	equity	investments.

Today’s	uncapped	FIAs	are	designed	to	provide	the	principal	protection	and	consistent	income	
expected	from	a	traditional	fixed	income	investment	while	also	allowing	for	earnings	tied	to	an	equity	
benchmark.	Since	equities	have	historically	outperformed	bonds,	having	earnings	tied	to	an	equity	
index	may	be	an	attractive	option	going	forward.	The	equity-indexed	earnings	of	an	FIA	may	also	
provide	crucial	protection	of	a	retiree’s	income	from	inflation.	Unlike	an	equity	investment,	though,	the	
initial	FIA	investment	(as	well	as	any	appreciation)	will	not	be	lost	due	to	negative	market	performance.	
In addition, a rider may be added to many FIAs that guarantees a source of future income for the 
remainder	of	the	annuitant’s	life,	something	a	traditional	fixed	income	investment	cannot	do.
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Summary 

The	environment	for	traditional	fixed	income	investments	will	be	challenging	and	uncertain	over	the	next	
10	years.	One	thing	that	is	certain,	however,	is	that	investors	are	unlikely	to	receive	the	equity-like	returns	
that	bonds	have	provided	this	past	decade.	As	an	alternative	to	a	traditional	fixed	income	investment,	
investors	may	consider	adding	a	fixed	indexed	annuity	to	their	overall	portfolio	allocation.

         Takeaways

• Bond returns are mostly driven by the income provided by the bond coupon and any 
appreciation/depreciation due to changes in interest rates

• Interest rates are currently near historic lows, and past performance of bonds may not be 
indicative of future returns

•	 The	current	yield	of	the	10-year	Treasury	bond	is	0.55%,	which	is	a	reasonable	forecast	of	
performance	over	the	next	10	years

• Investors nearing or in retirement with heavy bond allocations designed to reduce risk may 
actually	be	at	increased	risk	for	insufficient	retirement	income	and	capital	losses

• Fixed Indexed Annuities (FIAs) offer principal protection similar to bonds but with earnings and 
income tied to an equity index

• An FIA with an income rider also provides a source of guaranteed future income for the 
annuitant’s	life

•	 FIAs	may	be	an	attractive	alternative	to	consider	vs	traditional	fixed	income	investments	(bond	
portfolios, bond funds, and bond ETFs)
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Annexus is the leading independent product development provider of fixed indexed annuities, indexed universal life insurance, and 
index-based wealth management solutions. Annexus partners with industry thought leaders, leading insurance carriers, and some 
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This paper represents the opinion of Annexus. It is not intended to be a forecast of future events, a guarantee of future results, or 
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not be deemed an offer or sale of any securities or other investment products and should not be relied on for such purpose. The user of 
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future performance. No representation is made as to the accuracy of the assumptions made within, or completeness of, any modeling, 
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