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H I G H  G R A D E  C A P I T A L  S E C U R I T I E S  F U N D

A unique approach to diversify your IG 
corporate bond portfolio
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Abstract
The traditional investment grade (IG) fixed income portfolio comprises “core” 
investments in Sovereigns and Corporates with some smaller allocations to other 
sectors such as high yield and emerging markets. In this paper, we demonstrate that 
IG fixed-income investors could be well served by including an allocation to Capital 
Securities to their portfolios. Using historical data from 2010 to January 2025, we 
conclude that an optimal allocation to Capital Securities would amount to a weight 
of 20%, which would be an overweight relative to a market size of approximately 
10% of IG Corporates as of January 2025. By the means of moving regression 
analysis, we also show that IG EUR Capital Securities have the desirable properties 
of being an asset class that has delivered consistent positive alpha with a lower beta 
relative to IG EUR Corporates.

What are “capital securities”?
These are securities that are issued for “capital” purposes. In other words, they are assigned some 
“capital” quality by either regulators or rating agencies. For Financials, these are typically bonds 
that are issued as Tier1 and Tier2 capital of Banks and Insurance companies. For Non-Financials, 
the motivation for issuance is “equity credit” by rating agencies. Non-Financial Capital Securities 
are also referred to by the term “Corporate hybrids”. They are considered “hybrids” because they 
typically receive a 50% equity consideration from the rating agencies that helps the companies 
bolster their senior debt ratings by managing their leverage ratios. The issuers have to meet 
certain structural criteria to get the Capital consideration from regulators (EU law in the case of 
Banks) and from rating agencies. For example, as per EU law, Capital Securities issued by Banks 
need to have bail-in features and coupon deferability. Corporate hybrids are also deeply 
subordinated and have coupon deferral features. Due to the subordination features and loss 
absorption features either through coupon deferral or principal write-down, these bonds are 
notched down in rating from senior debt.

For institutional, professional, qualified and/or wholesale investor use only in other permitted jurisdictions as defined by local laws and 
regulations.
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Why add IG Capital Securities to your IG portfolio? 
Let’s consider a fixed income portfolio invested in IG Corporates, EU Sovereign debt, and Pan 
Eurozone High Yield. We investigate the effect of including EUR Capital Securities to this 
portfolio.

We have chosen the following Bloomberg indices to do the study:

• Bloomberg Euro Agg IG Corporates: LECPTREU Index

• Bloomberg Euro Agg Treasury: LEATTREU Index

• Bloomberg Pan-European Euro High Yield: I02501EU Index

• Bloomberg Euro denominated IG Capital Securities: I04425EU Index 

Source: From 2010 onwards, we have chosen to use data post the Global Financial crisis. See disclosures for index definitions.

From Exhibits 1A and 1B, it can be observed that the correlation of Capital Securities to IG Corporates is 
similar to the correlation between High Yield and IG Corporates.

We then went through an exercise of constructing efficient frontiers for two portfolios:

• A “traditional” fixed income portfolio comprised of three assets: IG Corporates, EU member 
states Treasury debt, and Pan-European High Yield.

• A second portfolio that adds Capital Securities to the “traditional” portfolio above.

Exhibit 1A: Correlation matrix 

Source: Bloomberg. Data dates range from 1 January 2010 – 24 January 2025. 

Exhibit 1B: Mean return/variance table

Euro IG Corp Euro Treasury Euro Capital 
Securities Euro High Yield

Euro IG Corp 1.00 0.75 0.49 0.48

Euro Treasury 0.75 1.00 0.32 0.20

Euro Capital Securities 0.49 0.32 1.00 0.58

Euro High Yield 0.48 0.20 0.58 1.00

Standard deviation Mean returns Returns/Standard 
deviation

Euro IG Corp 3.02% 2.58% 0.86

Euro Treasury 4.72% 1.99% 0.42

Euro Capital Securities 3.97% 4.39% 1.11

Euro High Yield 4.12% 5.70% 1.39

For institutional, professional, qualified and/or wholesale investor use only in other permitted jurisdictions as defined by local laws and 
regulations.

Let’s look at the correlation matrix of this group of assets:
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Source: Bloomberg. Data dates range from 1 January 2010 – 24 January 2025. 

From Exhibit 2, it can be seen that even a 5% allocation to Capital Securities improves risk adjusted 
returns as it shifts the efficient frontier to the left. The approximate optimal allocation to EUR Capital 
Securities is about 20% as seen in Exhibit 2 (at 20% allocation the yellow and unconstrained green lines 
converge).

From a sizing perspective, the size of the IG EUR Capital Securities universe (I04425EU) is €277B, while 
the IG EUR Corporate universe (LECPTREU) is €2,826B. Therefore, Capital Securities are about 10% of 
the IG Corporate universe.

Exhibit 3A: Moving regression coefficient (three-year history), X: LECPTREU, Y: I04425EU
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Source: Bloomberg. As of 24 January 2025. See disclosures for index definitions. 

Regression analysis
We did a moving regression study between IG EUR Capital Securities (I04425EU) and IG EUR Corporates 
(LECPTREU) using a three-year moving window.

Methodology: At every point in time (daily), a regression using the past three years of log return history 
was run with IG EUR Corporates as the independent variable and IG EUR Capital Securities as the 
dependent variable. The resulting coefficient (Beta) and correlation are plotted.

IG Corp + Tsys + High Yield

With Cap Secs (unconstrained)

Cap Secs (10% max)

Cap Secs (5% max)

Cap Secs (20% max)

For institutional, professional, qualified and/or wholesale investor use only in other permitted jurisdictions as defined by local laws and 
regulations.
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Exhibit 3B: Moving correlation (three-year history), X: LECPTREU, Y: I04425EU

Source: Bloomberg. As of 24 January 2025. See disclosures for index definitions. 

Source: Bloomberg. As of 24 January 2025. See disclosures for index definitions. 

For institutional, professional, qualified and/or wholesale investor use only in other permitted jurisdictions as defined by local laws and 
regulations.

Exhibit 3C: Moving volatility (three-year history)
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Exhibit 3D: Moving regression alpha (three-year history), X: LECPTREU, Y: I04425EU

Observations from Exhibits 3A, 3B, 3C, and 3D:

• From Exhibit 3A, it can be observed that the IG EUR Capital Securities has a beta that is mostly <1 
relative to IG EUR Corporates. This beta has moved lower in recent years. This implies that on 
average, downward moves in IG EUR Corporates typically result in lower losses in IG EUR Capital 
Securities given the lower beta and positive alpha (intercept).

• From Exhibit 3B, it can be observed that IG EUR Capital Securities had become more closely 
correlated with IG EUR Corporates over time.

• From Exhibit 3C, it can be seen that the volatility (standard deviation) of IG EUR Capital Securities 
had moved lower relative to IG EUR Corporates, similar to the move in beta.

• From Exhibit 3D, it can be seen that IG EUR Capital Securities had a consistently positive alpha 
relative to IG EUR Corporates. Therefore, it had the desirable properties of being an asset class that 
delivers consistent positive alpha with a lower beta.

Source: Bloomberg. As of 24 January 2025. See disclosures for index definitions. 

For institutional, professional, qualified and/or wholesale investor use only in other permitted jurisdictions as defined by local laws and 
regulations.
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Historical performance discussion
Let’s compare historical performance for Capital Securities relative to IG Corps and Treasury debt.
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Exhibit 4: One-year performance history

Exhibit 5: Three-year performance history

Exhibit 6: Five-year performance history

Source: Bloomberg. As of 23 January 2025. See disclosures for index definitions. 

Source: Bloomberg. As of 23 January 2025. See disclosures for index definitions. 

Source: Bloomberg. As of 23 January 2025. See disclosures for index definitions. 

For institutional, professional, qualified and/or wholesale investor use only in other permitted jurisdictions as defined by local laws and 
regulations.
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Exhibit 7: Ten-year performance history

From Exhibits 4-7, it can be seen that IG Capital Securities have outperformed IG Corporates and EU 
Treasuries over the past 1, 3, 5, and 10 years.

For institutional, professional, qualified and/or wholesale investor use only in other permitted jurisdictions as defined by local laws and 
regulations.
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Source: Bloomberg. As of 23 January 2025. See disclosures for index definitions. 

Source: Bloomberg. As of 23 January 2025. See disclosures for index definitions. 

Source: Bloomberg. As of 23 January 2025. See disclosures for index definitions. 

Periods of drawdown

Exhibit 8: COVID-19
In periods of stress, Capital Securities can behave with “higher beta” with the index being down over -11% 
at the bottom of the sell-off relative to -8% for IG Corporates.

Over 2022, the loss in Capital Securities was similar to the loss in IG Corporates.
Exhibit 9: Increase rate increase, 2022
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The Principal High Grade Capital Securities Fund 
• The Fund is positioned as an IG portfolio of Subordinated Capital Securities denominated primarily in 

EUR. The objective is to pick up yield over IG Corporate portfolios by investing in IG Subordinated debt. 

• The Fund is diversified across the investment universe of Capital Securities via investments in Banks, 
Insurance, and other Corporates.

• There are no investments in Bank or Insurance Tier1 Capital: No CoCos or RT1s.

• The Fund has 55 unique names with 91 securities.

• As of 31 December 2024, the Fund has a yield-to-maturity of 4.42%, yield-to-call of 3.90, duration of 
4.11, and price of 100.65.

• From an industry perspective, the Fund has 49.74% in Banks, 20.61% in Insurance, and 24.85% in 
primarily Utilities and Energy companies as of 31 December 2024.

• 100% IG at the security level with an average rating of BBB+.

• The Fund is Europe centric with the only non-European investment being 3.84% in the U.S.. The 
countries invested in include UK, France, Netherlands, Sweden, Spain, Ireland, Denmark, Norway, 
Belgium, Italy, Switzerland, Germany, Finland, and Austria.

• We continue to look for opportunities to diversify the portfolio away from Financials by looking to 
invest in high quality hybrid issuance from Corporates.

Performance of the Fund
Exhibit 10: Inception-to-date performance of the Fund

From Exhibit 10, it can be seen that a “traditional” fixed-income portfolio of IG Corporates and EU 
Treasuries would have benefitted from an allocation to the Principal High Grade Capital Securities Fund.
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definitions. 

For institutional, professional, qualified and/or wholesale investor use only in other permitted jurisdictions as defined by local laws and 
regulations.

8



Classification: Company Confidential

Outlook
We would expect coupon income in our strategies to continue to be elevated despite a central bank 
easing regime.

• Our outlook for return in EUR Capital Securities is constructive despite several headwinds facing the 
Eurozone.

• Projected growth for the Eurozone in 2025 is anemic. This, along with other weakening economic 
indicators such as manufacturing and labor should allow the European Central Bank (ECB) to be more 
aggressive with rate cuts relative to the U.S. Federal Reserve.

• European Central Bank (ECB) rate cuts should help stimulate lending in the Eurozone which should be 
positive for Financials. Rate cuts should bolster underlying economies and support bank asset quality. It 
should also ultimately be supportive of valuation for Bank Tier2 and AT1.

• Credit is strong; non-performing loans (NPL) and inflation should be contained.

• The market is pricing in a steep yield curve as a result of ECB rate cuts. This should be supportive of 
bond prices as they roll down the yield curve. A steep yield curve should be constructive for demand for 
the product as we would expect capital to exit the short end of the curve and look for yield in strategies 
such as ours.

• Absolute yields are still near decade long highs despite recent spread tightening. Coupon income 
should continue to be elevated despite a Central Bank easing regime. Bonds that are callable in 2025 
were issued at a time when interest rates were lower than today and spreads higher. Therefore, these 
bonds should get called and replaced with higher coupons thereby growing income. This would position 
our strategies in the unique position of being able to grow coupon income in a Central Bank easing 
cycle.

• As a note of caution, credit spreads could come under pressure if European economies are stressed by 
the imposition of tariffs by the incoming Trump administration. A deflationary environment due to 
tariffs for instance, could result in spreads widening into lower rates. European economies will be faced 
with a difficult choice if the U.S. withdraws its support to NATO. Europe will be forced to spend more 
on defense, and this will affect fiscal balances. Consequently, the Eurozone will be forced to run fiscal 
deficits far more than its 3% limit. The ECB could help fund this by embarking on another asset 
purchase program. Such a scenario should be constructive for credit spreads and total return. 

• Given lower projected growth rates in the Eurozone, supply expectations for 2025 are mostly muted. 
Therefore, we do not expect there to be a supply driven drag on credit spreads.

For institutional, professional, qualified and/or wholesale investor use only in other permitted jurisdictions as defined by local laws and 
regulations.
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Appendix
Regression summary between X: LECPTREU Index and Y: I04425EU Index.

For institutional, professional, qualified and/or wholesale investor use only in other permitted jurisdictions as defined by local laws and 
regulations.

Source: Bloomberg. Data dates range from 1 January 2010 – 24 January 2025. 
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Spectrum Asset Management, Inc. is an affiliate of Principal Global Investors. Spectrum is a leading manager of institutional and retail preferred securities 
portfolios.
Risk considerations 
Investing involves risk, including possible loss of principal. The market value of debt securities is affected by changes in prevailing interest rates and the 
Fund may be exposed to credit risk by investing in debt securities. Default risk and liquidity risk associated with investment in below investment grade 
securities. Contingent Convertible Securities risk is due by the substantially greater risk that these instruments may have compared to other forms of 
securities in times of credit stress and may result in a material loss to the Fund. Currency hedging may reduce but will not remove risk. Hedging will incur 
more transaction costs and fees which will affect overall return.
Important information
Information derived from sources other than Principal Global Investors or its affiliates is believed to be reliable; however, we do not independently verify or 
guarantee its accuracy or validity. This material contains general information only and does not take account of any investor’s investment objectives or 
financial situation and should not be construed as specific investment advice, recommendation or be relied on in any way as a guarantee, promise, forecast 
or prediction of future events regarding an investment or the markets in general. The opinions and predictions expressed are subject to change without 
prior notice. Any reference to a specific investment or security does not constitute a recommendation to buy, sell, or hold such investment or security, nor 
an indication that Principal Global Investors or its affiliates has recommended a specific security for any client account.
Subject to any contrary provisions of applicable law, Principal Global Investors and its affiliates, and their officers, directors, employees, agents, disclaim any 
express or implied warranty of reliability or accuracy and any responsibility arising in any way (including by reason of negligence) for errors or omissions in 
this document or in the information or data provided in this document.
Past performance is no guarantee of future results and should not be relied upon to make an investment decision. 
This material may contain ‘forward looking’ information that is not purely historical in nature. Such information may include, among other things, 
projections and forecasts. There is no guarantee that any forecasts made will come to pass. Reliance upon information in this material is at the sole 
discretion of the reader.
Indices represented 
• Bloomberg Euro Aggregate Corporate Total Return Index Value Unhedged EU (LECPTREU) is a benchmark that measures the corporate component of 

the Euro Aggregate Index. It includes investment grade, euro-denominated, fixed-rate securities. 
• Bloomberg Euro-Aggregate Treasury Index (LEATTREU) is a benchmark that measures the Treasury component of the Euro-Aggregate. The index 

consists of euro-denominated, fixed-rate, investment grade public obligations from member states of the European Union.
• Bloomberg Euro High Yield Index (I02501EU) measures the market of non-investment grade, fixed-rate corporate bonds denominated in Euro. Inclusion 

is based on the currency of issue, and not the domicile of the issuer. The index excludes emerging market debt.
• Bloomberg Capsec Euro Denominated Total Return Index Unhedged EUR (I04425EU) represents Euro-denominated Capital Securities.
This document is issued in:
• Europe by Principal Global Investors (Ireland) Limited, 70 Sir John Rogerson’s Quay, Dublin 2, D02 R296, Ireland. Principal Global Investors (Ireland) 

Limited is regulated by the Central Bank of Ireland. Clients that do not directly contract with Principal Global Investors (Europe) Limited (“PGIE”) or 
Principal Global Investors (Ireland) Limited (“PGII”) will not benefit from the protections offered by the rules and regulations of the Financial Conduct 
Authority or the Central Bank of Ireland, including those enacted under MiFID II. Further, where clients do contract with PGIE or PGII, PGIE or PGII may 
delegate management authority to affiliates that are not authorised and regulated within Europe and in any such case, the client may not benefit from 
all protections offered by the rules and regulations of the Financial Conduct Authority, or the Central Bank of Ireland. In Europe, this document is 
directed exclusively at Professional Clients and Eligible Counterparties and should not be relied upon by Retail Clients (all as defined by the MiFID).

• This document is marketing material and is issued in Switzerland by Principal Global Investors (Switzerland) GmbH. The name of the Swiss 
representative is ACOLIN Fund Services AG, Leutschenbachstrasse50, CH-8050 Zurich. The name of the Swiss paying agent is Banque Cantonale de 
Genève,17, quaide l’Ile, 1204 Geneva. Investors can obtain free of charge the prospectus, trust deed, the key investor information document (KI ID), and 
the annual and semi-annual reports from the representative in Switzerland. The current document is intended for information purposes only and shall 
not to be used as an offer to buy and/or sell shares.

• United Kingdom by Principal Global Investors (Europe) Limited, Level 1, 1 Wood Street, London, EC2V 7 JB, registered in England, No. 03819986, which 
is authorised and regulated by the Financial Conduct Authority (“FCA”).

The product promotes environmental and/or social characteristics as referenced in Article 8 of the Sustainable Finance Disclosure Regulation (EU) No. 
2019/2088 (“SFDR”). Please refer to the required pre-contract disclosures contained in the relevant prospectus or offering memorandum (as applicable) or 
on our website. More information can be found at https://www.principalAM.com/about-us. 
This material is not intended for distribution to or use by any person or entity in any jurisdiction or country where such distribution or use would be contrary 
to local law or regulation.
Principal Global Investors, LLC is the Investment Advisor to the Fund and has appointed Spectrum Asset Management, Inc as the Sub-Investment Advisor.
© 2025 Principal Financial Services, Inc. Principal®, Principal Financial Group®, Principal Asset Management, and Principal and the logomark design are 
registered trademarks and service marks of Principal Financial Services, Inc., a Principal Financial Group company, in various countries around the world and 
may be used only with the permission of Principal Financial Services, Inc. 
Principal Asset ManagementSM is a trade name of Principal Global Investors, LLC
MM14355-01 | 02/2025 | 4264454-052025
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