
  1For Institutional, Professional, Qualified and/or Wholesale Investor Use Only in Permitted Jurisdictions as defined by local laws and regulations.

Insurance Quarterly:
Perspectives, challenges, and opportunities

The U.S. Federal Reserve’s (Fed) response to the crisis has been a 
vital factor driving the market’s impressive recovery over the last 
year. Yet, this current backdrop of easy conditions has many investors 
concerned about inflation and rising rates and has even drawn 
comparisons to the 2013 taper tantrum. 

In this issue of Insurance Quarterly, our strategists and portfolio 
managers offer their expertise in valuations, credit and interest rate 
risks, and offer a variety of opportunities for finding yield and value 
across the asset class spectrum.

First Quarter  |  2021

1 As of March 31, 2021.

Market Insights  
Investing through the pandemic
Contributor: Seema Shah, Chief Strategist - Principal Global Investors

The first quarter launched 2021 on a positive note. Risk markets ignored short-term 
economic setbacks and outperformed in anticipation of additional fiscal stimulus and 
widespread vaccine distribution. The equity market turnaround since COVID-19 lows has 
been astonishing, with the S&P 500 up 75%—the biggest 12-month increase since 1936.  

While markets stayed broadly optimistic in the face of challenging conditions, bouts of 
volatility arose during the quarter as a stronger global growth outlook triggered inflation 
concerns, driving up bond yields and raising questions around future central bank policy.   

The vaccine rollout and policy support continue to drive the global 
economic recovery.
• The vaccine rollout is proving successful in some developed markets, with the 

United States, United Kingdom, and Israel the standout performers. But low 
vaccination rates in other countries have enabled global COVID-19 infection rates 
to rise, with the spread of new variants once more strengthening the link between 
rising mobility and infections. 
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than 900 institutional 
clients worldwide1
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• Monetary and fiscal policy continue to support 
economies and drive risk market performance. 
The $1.9 trillion stimulus in the U.S. will likely 
supercharge consumer spending as households spend 
excess savings. Fiscal stimulus and re-openings are 
threatening inflationary pressure, raising concerns 
about Fed policies.

• The Fed’s response to the crisis has been a vital factor 
in the market’s impressive recovery over the last year. 
The central bank has strongly signalled an intention to 
keep rates on hold through the forecast period to 2024, 
thereby maintaining extremely easy accommodative 
conditions for the foreseeable future.

Economic data suggest a continuation of the 
strong rebound.
• Global GDP growth weakened in the first quarter, 

in line with renewed COVID-related restrictions. 
While services sectors have generally struggled, 
manufacturing has continued to thrive. As social 
restrictions are eased, pent-up demand should help 
drive a sharp recovery in economic growth.  

• The re-opening of the U.S. economy is already nudging 
along a rebound in leisure and hospitality—an area 
of the economy particularly hurt by the pandemic. In 
Europe, government furlough schemes have diminished 
the impact of slower economic activity on the labor 
market, but extended lockdowns are taking their toll.

• Europe has fared worse than the U.S. overall, 
potentially experiencing a first quarter contraction. 
Yet, most economic indicators suggest that European 
activity has likely troughed and should recover in the 
second quarter. 

Fiscal stimulus and re-openings are creating 
inflation pressure
• Inflation is largely anticipated to stem from the supply 

side of the economy. It typically takes a bit of time to 
rebuild inventories but, eventually, once the wheels 
have started moving, supply will rise sufficiently, and 
price pressures will once again ease.  Importantly, the 
transitory nature of this type of inflation means that 
that the Fed typically looks through such an increase 
and will not act upon it.

• The Fed’s response to the crisis has been a vital factor 
driving the market’s impressive recovery over the last 
year. No wonder then, that investors have become 
increasingly nervous that the rise in inflation may 
trigger a premature tightening in Fed policy. 

• Yet, the Fed has focused on the temporary nature 
of the inflation surge and has also emphasized their 
policy patience. As such, the central bank has strongly 
signalled their intention to keep rates on hold through 
the forecast period to 2024, thereby maintaining 
extremely easy accommodative monetary conditions 
for the foreseeable future. 

• The rise in bond yields, stemming from the stronger 
economic outlook in the U.S., has raised concerns 
about a repeat of the 2013 taper tantrum. Yet there are 
several differences. The recent rise in bond yields has 
been mainly driven by the rise in breakeven inflation 
expectations – during the 2013 taper tantrum episode, 
breakeven rates actually fell. The rise in real yields 
during the current market turbulence is considerably 
smaller than during the taper tantrum and, in fact, 
are no higher than the levels reached last November. 
Moreover, real yields remain deeply in negative 
territory. Similarly, although financial conditions have 
tightened slightly, they are still extremely easy and do 
not pose a headwind to the economic recovery.  



  3For Institutional, Professional, Qualified and/or Wholesale Investor Use Only in Permitted Jurisdictions as defined by local laws and regulations.

Industry Insight  
Decisions on RBC loom for regulators 
Contributor: Sam Early, Actuary - Principal Financial Group

After years of proposals, negotiations, fits and starts, the 
National Association of Insurance Commissioners (NAIC) 
appears ready to make a final call to approve new risk-based 
capital (RBC) factors for bond investments. Somewhat less 
certain is a tag-along project to update RBC factors for real 
estate investments. The next few months will provide clarity for 
insurers as final decisions are made for 2021.

Bonds – Finish Line in Sight?

The NAIC’s Life RBC working group is weighing competing 
proposals for bonds. The American Academy of Actuaries 
(the Academy) has presented a crude update to the factors 
that has drawn criticism from industry interested parties. The 
Academy factors will lead to a material increase in required 
capital for most insurers and would hit insurers with the 
smallest portfolios hardest. A recent alternative proposal 
has been developed by Moody’s Analytics, with support from 
the American Council of Life Insurers (ACLI). The Moody’s 
factors will likely also lead to an increase in required capital, 
but at more modest levels. The Moody’s proposal is still under 
development and is up against a tight timeline for regulators 
to consider it. If Moody’s can get their proposal finished 
and convince regulators that they are an upgrade from the 
Academy’s, there is a good chance the Moody’s factors will be 
approved in 2021.

Real Estate – Is Now the Time?

ACLI has been pushing to reduce the RBC factors for real estate 
equity investments for several years, and regulators are finally 
listening to the proposal in early 2021. Principal and a group of 
peers have led the efforts to develop the proposal and advocate 
for its adoption. The proposal would reduce the RBC charge 
for directly held real estate on schedule A and for indirectly 
held real estate on schedule BA. The proposal also includes 

a reduction to the RBC charge for properties when market 
value exceeds book value, which creates a lower risk of loss. 
These changes are well supported by decades of real estate 
investment performance and would alleviate capital pressure 
on real estate investments.

While regulators are receptive in concept to the proposal, there 
are two primary forces working against it. First, regulators are 
hesitant to reduce capital requirements on real estate during 
the pandemic. Second, regulators are skeptical about relying 
on insurer’s reported statutory real estate market values, which 
receive very little scrutiny from regulators or examiners.

Outlook for 2021

Regulators continue to push to enact changes to the bond 
factors in 2021, hoping to put to bed a project that has dragged 
on for the better part of a decade. They also consistently 
state a desire to implement the real estate changes at the 
same time as the bond changes, as they will move in opposite 
directions for most companies. The question is whether enough 
regulators will be comfortable enacting lower charges for real 
estate during the pandemic, or if they will feel compelled to 
take the conservative approach and wait until they know more 
about the effects of the pandemic on real estate. Quite possibly, 
industry will have to keep working over the next couple years to 
get regulators comfortable with the real estate proposal.
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Spotlight on Portfolio Allocation Strategies 
Why middle market private high yield and why now? 
Contributor: Tim Warrick, CFA, Portfolio Manager - Principal Global Fixed Income

Are current market valuations really compensating investors 
for credit and interest rate risk? For many investors, this is a 
question regularly being asked. But what choice is there with all 
the central bank intervention and demand from yield starved 
global investors? There is a clear choice in middle market 
private high yield, an asset class that we believe many investors 
(specifically insurance companies) have a lower than optimal 
allocation. The generally predictable and long-term liability 
profile of insurance companies creates tremendous flexibility 
for investing in alternatives. In addition to being compensated 
for credit risk, investors should appropriately seek liquidity 
risk. After all, with a stable and long-term liability profile, 
having a significant allocation to higher yielding and return 
seeking assets that have lower liquidity than public securities 
should be very attractive. Middle market private high yield has 
proven time and again to deliver higher yield and return, lower 
volatility, and better default and loss experience than public 
alternatives.  

Though volatility of public fixed income sectors, such as broadly 
syndicated leveraged bank loans and public high yield, was 
significant last year; and yields spiked in conjunction with 
the COVID-19 crisis, the ability for investors to meaningfully 
increase allocations was cut short. Even for those investors that 
did take advantage of the short-lived opportunity, valuations 
are now elevated by almost any measure. This rapid recovery 

in valuations was partly driven by market support from the Fed 
and other central banks. While public sectors often experience 
volatility that may or may not represent fundamental company 
and economic conditions, middle market private high yield 
valuations are consistently more stable, reflecting credit risk, 
a liquidity risk premium, and additional premium that is driven 
by the less efficient nature of the middle market direct lending 
asset class. This premium is also driven by the desire of private 
equity sponsors and borrowers to have certain and consistent 
access to capital through the relational lending offered by 
middle market direct lenders.       

Middle market private high yield proved to be resilient during 
the sharp COVID-19 downturn, significantly outperforming 
public high yield loans and bonds. The private high yield sector 
maintains a discipline to require reasonable compensation for 
the liquidity risk and credit risk through market cycles, whether 
cyclical or systemic. This market is not driven by broad market 
risks, or the binge and purge of liquidity that affects valuation 
(and creates excess volatility) for public market corporate loans 
and bonds. Ultimately the stability of capital sources drive 
liquidity. When the sources of capital ebb and flow, it could 
be argued the liquidity risk of public market sectors is often 
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mispriced and swings too rich and too cheap. The stability of 
capital for private middle market high yield may make it even 
more attractive than many may think. Flows don’t fluctuate 
dramatically compared to public markets, and in fact “dry 
powder” of committed capital continues to build in funds 
and institutional commitments through separately managed 
accounts. Not only is much of this capital from stable sources, 
such as insurance and pension liabilities, it is often required to 
be held in funds and investment vehicles for certain periods.  

Much of the yield premium for private high yield is a result of 
greater spread compared to public high yield loans and bonds. 
However, a considerable yield pick-up also is realized from 
LIBOR floors of typically 1%, and an average original issue 
discount (OID) of around two points, which are both standard 

in middle market loans. The OID plus additional call protection 
also supports the internal rate of return that we expect will be 
considerably higher than the going in yield. Another attractive 
feature that supports our expectation for strong performance 
compared to public alternatives is the lower leverage profile, 
with the equity contribution from private equity sponsors on 
leveraged buyouts averaging well over 50%. In addition, middle 
market private high yield is predominantly a first lien asset class 
with meaningful covenants. As we have all witnessed, nearly 
75% of the public loan market has shifted to covenant-lite while 
less than 2% of middle market loans are considered covenant-
lite (source: Refinitiv). There are many compelling reasons to 
believe this floating-rate asset class will continue to deliver 
strong risk-adjusted returns, including the ability to generate 
strong performance in a rising rate environment.
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In addition to this yield and return premium, the correlation benefit associated with the lower volatility, floating rate nature of the 
middle market private high yield asset class should improve investors’ efficient frontier (please see 4Q Newsletter). Even within 
the asset class there is an ability to benefit from inefficiencies and the relational nature of the direct lending market. Larger middle 
market loans tend to offer considerable yield and return pick-up (6.57%) compared to public alternatives during fourth quarter 
2020. The core and lower middle market opportunities ($100 million or less term loan facility) can provide further yield pick-up 
(7.44%), as there tends to be less competition and more required resources for origination and underwriting. During the quarter, the 
Principal Alternative Credit team realized an average yield of 8.60% on loans originated, underwrote and closed. These deals also had 
attractive risk profiles, all being first lien with at least two maintenance covenants, and average leverage around four times Senior 
Debt to EBITDA and 40% Loan-to-Value. In addition, this asset class is generally very efficient from a risk-based capital perspective.  
A majority of our loans are rated NAIC 3, with some carrying NAIC 4 and NAIC 2 ratings. 

MM 1st Lien Term Loan Yields - Direct Lenders Only Direct Lenders MM Yield Premium (over Large Corp.)Large Corp. Term Loan Yields

Source: Refinitiv, S&P Global LCD as of 12/31/2020.
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Asset Class Perspectives 
Short duration stance benefitting emerging market debt  
Contributor: Damien Buchet, CIO-Total Return Strategy - Finisterre Capital

March remained in line with 2021 so far: higher core 
rates, stronger dollar, and firm developing markets 
equities. Resurgent COVID-19 and vaccination missteps 
are taking a particular toll on the EUR.   

What we’re keeping an eye on

China – United States relations - The tensions between 
Beijing and Washington that characterized the Trump 
administration will not be easily resolved as evidenced 
during the ill-tempered talks between the two countries’ 
respective senior foreign policy teams. 

Peru’s presidential election - Peru’s presidential election 
heads to a run-off in June between Pedro Castillo, a 
lesser-known extreme left candidate and Keiko Fujimori, 
daughter of late president Fujimori, whose own legacy is 
tainted by various corruption scandals.

Turkey’s Central Bank - President Erdogan abruptly 
fired the third Central Bank Governor in less than a year 
representing a huge credibility blow, given the fact that 
the appointment of the new Governor and Finance 
Minister just four months ago had led to a constructive 
change in policy direction and also led to the return of 
portfolio inflows, slowdown in dollarization, and positive 
performance in Turkish assets since November 2020. 

U.S. rates and global re-opening momentum - The 
U.S. has moved ahead of the western world in terms of 
vaccinations, providing upward momentum to activity 
indicators in the country. The U.S. has led global growth 

higher and it remains to be seen when Europe and 
then large emerging markets (EM) will get COVID-19 
under control and roll out vaccines to allow for their 
own economic rebound. As a result, we expect range-
bound markets with U.S. rates expected to move higher 
albeit at a slower pace than we have seen in first quarter 
2021. Markets will remain largely data-driven looking 
at better growth/jobs figures as a positive but inflation 
overshooting as a potential negative for risk assets. EM 
asset classes will remain hostage to the trade-off of 
COVID-19 spread against vaccinations in the rest of the 
world, looking for a path towards catching up with the U.S. 
on vaccinations and safe reopening. 

Looking ahead

We retain a short duration stance but have taken some 
profits after the sizeable move in U.S. rates. We remain 
cautious on EM currency given the potential for continued 
USD strength, but we are watching the EUR move in 
recent days as a bellwether of a potential chink in the 
USD armour. Likewise, we are focused on bottom-up 
fundamental carry and value opportunities across EM to 
buy on weakness such as steep local interest rate curves, 
selected sovereign and corporate high yield credits, 
and foreign exchange that benefits from economic 
normalization led by developing markets (RUB, INR, MXN, 
KRW, and CE3 economies). As ever, and maybe more than 
usual, we are focused on idiosyncratic improvement stories 
in the sovereign and corporate space. 

REAL ESTATE EQUITY 
Not to "D?" How about value-add real estate?  
Contributor: John N. Urban, Managing Director, Portfolio Manager - Principal Real Estate Investors

Spring and wider access to COVID-19 vaccines in the U.S. 
are leading to an uptick in economic activity, with a strong 
rebound in GDP expected this year. While interest rates 
are rising, many insurance companies still have an interest 
in the higher yields that alternative assets can generate, 
including equity real estate.

Last quarter we touched on the “D” word – Development 
investing. If that is not a fit for your firm, the next best 
higher yield alternative is to invest in value-add real estate, 
sometimes with operating partners, sometimes without, 
depending on the particular asset challenge.



  7For Institutional, Professional, Qualified and/or Wholesale Investor Use Only in Permitted Jurisdictions as defined by local laws and regulations.

Value-add investing 
is focused on buying 
assets that need some 
attention, typically 
some combination of 
improving a property due 
to age, functionality or 
cosmetic issues, leasing 

a property up to a higher level or bringing capital to 
the table to rescue distressed ownership situations. 
While we did not see widespread distress in commercial 
real estate markets as a function of COVID-19 (outside 
of particular property sectors), Principal Real Estate 
Investors is still seeing value-add opportunities in the 
apartment, office (need to be selective), data center and 
life science sectors, among others. We expect to see 
levered returns in the high single digits to low double 
digits for these opportunities. We see very few real value-

add opportunities in the industrial sector given robust 
investor demand for that property type.  

If this type of property strategy seems to be a fit for 
your portfolio needs, there are two main ways to access 
these opportunities in the private market equity real 
estate world. First is by acquiring direct ownership of 
the properties either with or without a joint venture 
operating partner. This generally means a historical cost 
accounting profile is used which is helpful in protecting 
against GAAP losses in a downturn. However, it also 
results in a GAAP depreciation charge against operating 
income and appreciation is not recognized until sale. 
Alternatively, investing through a fund generally brings 
fair value accounting with both income and appreciation/
depreciation flowing through above the line. 

Real Estate Private Debt 
Commercial mortgages continue to provide strong upside for life insurers   
Contributor: Christopher Duey, Senior Managing Director, Debt Portfolio Management - Principal Real Estate Investors

Per the American Council of Life Insurers (ACLI), overall 
commercial real estate lending volumes by life insurance 
companies posted a sharp rebound in fourth quarter, 
increasing 67% from third quarter levels and rounding 
out 2020 at approximately $46.8 billion. Although this 
level was down sharply from 2019 levels, the industry did 
enter 2021 at a relatively good pace as borrowers took 
advantage of low interest rates and life companies opened 
the year with new allocation targets.  

One challenge to volume levels continues to be the lack of 
investment sales activity within the commercial real estate 
sector, thus forcing life companies to focus on refinance 
opportunities to meet their goals. With positive progress 
on the vaccination front and a stronger economic forecast, 
investment sales activity should pick up throughout 2021, 
thus presenting an even broader opportunity set for life 
companies. Although treasury yields did steepen during 
the quarter, mortgage spreads did adjust, thus keeping 
overall interest rates attractive to borrowers. For lenders, 
spreads still provide strong values relative to corporate 
bonds.

Lenders continue to venture outside of core strategies to 
enhance both yields and overall volume. Two common 
non-core strategies are bridge lending (transitional 

properties) and construction lending. For us, we tend to 
barbell our core lending with our construction lending 
program, which provides a nice bump in spreads and 
strong relative values. With our construction program, 
we focus on multifamily and industrial product, the two 
property sectors that continue to exhibit the strongest 
market fundamentals. We also tend to focus on the 
markets and regions that are forecast to provide strong 
economic activity and growth.

Historically, most life companies were active in the four 
primary property types: multifamily, industrial, office, and 
retail.  In addition, some life companies would provide 
financing on hotels. With the post COVID-19 strain 
impacting tenant demand, many lenders have reduced 
their demand for office, retail, and hotel loans.  In an 
effort to broaden our investable universe, we are actively 
researching and enhancing our knowledge around 
several niche property types to identify which ones 
provide the most attractive risk and return profile. These 
niche property types include life sciences, self storage, 
manufactured housing, data centers, senior housing, and 
mixed use. We have invested at some level in several of 
these niche strategies in the past with good success and 
will likely look to increase our activity in the future.    

Principal Real Estate 
Investors is still 
seeing value-add 
opportunities in the 
apartment, office, 
data center, and life 
science sectors
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Real Estate 
CMBS: Spreads end quarter relatively flat after major rate sell-off 
Contributor: Marc Peterson, CFA, Chief Investment Officer-CMBS - Principal Real Estate Investors

It was a tale of two halves for CMBS spreads during 
first quarter 2021. Spreads initially rallied as rates were 
selling off through mid-February but then leaked wider 
with spreads softer in the secondary market and a weak 
print on the last deal of the quarter from Credit Suisse. 
This spread performance came during a period of much 
lower conduit CMBS issuance. Conduit issuance ended 
the quarter at $5.9 billion which was 49% lower than 
the first quarter 2020. Higher yields and less supply did 
act as a tailwind for spreads through mid-February, but 
spreads retraced the move tighter to end the quarter 
flat to marginally wider except for BBB-. The move wider 
in spreads reflected weakness in broader fixed income 
markets as fund flows turned negative when 10-year 
interest rates moved from 1.10% mid-February to 1.74% 
to end the quarter.

Even with this move in 
spreads during the second 
half of the quarter, CMBS 
yields continue to offer 
an attractive spread 
premium to similarly 

rated corporate bonds which continues to help drive 
demand for CMBS as investors look for attractive yield 
opportunities. This yield advantage also comes during a 
period where the outlook for the fundamental recovery 
of commercial real estate improved, and delinquency 
rates trended lower as investors looked past the second 
wave of COVID-19 into a post-vaccine environment late 
2021 and 2022.

There was an update from the NAIC providing guidance 
for the risk-based capital criteria for 2021. The new 
criteria would move from comparing the intrinsic price 
of a security to the investor’s book price to comparing 
the intrinsic price to specified breakpoints for each 
NAIC rating. This change would be expected to limit 
the number of NAIC 3 and 4 rated securities that were 
driven by high premium book prices under the current 
method. The changes are out for comment and have not 
been finalized but this would be a positive change for 
insurance companies that hold CMBS.

 1Q21 1/1 - 2/12 2/12 - 3/31 QTD

AAA -7 +13 +4

AA- -22 +25 +3

A- -38 +43 +5

BBB- -65 +50 -15

Source: JPMorgan as of 3/31/2021.

CMBS yields continue 
to offer an attractive 
spread premium 
to similarly rated 
corporate bonds
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Source: JPMorgan, Trepp as of 3/31/2021.
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Municipal Debt 
Taxable muni bonds - A resilient source of high-quality credit
Contributors: Nick Pierce, CIPM, Director-Alternative Credit Operations - Principal Global Fixed Income; Andrew Dion, Managing Director 
and Chief Operating Officer - Principal Global Fixed Income; Garrett Schmid, Product Specialist - Principal Global Fixed Income

The volatility of rates in 
the first quarter of 2021 
resulted in sub-optimal 
returns for fixed income 
securities, but just as with 
the COVID-19 crisis in 
2020, this tumultuous time 
proved again that taxable 

municipal bonds can weather these inevitable storms 
better than other fixed income asset classes.  

Taxable munis are most commonly compared to U.S. 
investment grade corporates, but the advantages of 
taxable munis over investment grade (IG) continue to  

 
demand attention; one specific differentiator of note is 
the rate of credit migration in the two asset classes. 

Investors in high quality corporate credit witnessed  
$79 billion of A rated bonds downgraded to BBB in the 
first quarter of 2021, and $60 billion of debt migrating 
from AA to A. This leaves only $91 billion of AAA and 
$510 billion of AA index eligible debt in IG corporates. 
AAA and AA rated investment grade credit now 
represents only 8% of its index making taxable municipal 
bonds a logical fit for investors that are looking for highly 
rated debt with lower historic ratings migration.

The resiliency of taxable munis can be seen in their 
relative returns in the first quarter 2021. 

Taxable municipal 
bonds may be a 
logical fit for investors 
that are looking for 
highly rated debt with 
lower historic ratings 
migration

Source: Bloomberg as of 3/31/2021.

The swift and sharp upward movement in the 10-year 
treasury rate hit longer duration asset classes like taxable 
munis harder than shorter dated indexes, but the resiliency 
of the taxable muni market is evident as trading in the first 
quarter continued to be orderly (remember, taxable munis 
are dominated by institutional buy and hold investors and 
has relatively low retail investor participation), and spreads 
continue to be range bound to tighter in spots. Further, 

issuance trends remain elevated even in the face of rising 
rates, with $33 billion of issuance in the quarter, which was 
the highest start to a year since 2010.

Outsized cash flows into mutual funds pushed valuations 
near historical tights for tax-exempt munis and as such we 
believe taxable munis are a more attractive investment at 
this time, especially for P&C insurers.

First Quarter 2021 Returns
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High Yield Debt 
Robust new issue volumes in high yield 
Contributors: Jeffrey Stroll, Chief Investment Officer & board member - Post Advisory Group

2021 got off to a positive start in high yield with the Bloomberg 
Barclays US Corporate High Yield Index grinding higher in each 
month of first quarter 2021, finishing the quarter with a total 
return of 0.85%. Investor optimism about significant progress 
in vaccinations and the passage of a nearly $2 trillion stimulus 
package was enough to overcome somewhat weaker technicals 
and rising treasury rates. 

Similar to fourth quarter 2020, the optimism in the market 
was primarily expressed in lower rated credits, as CCC-rated 
credits returned 3.58% versus B-rated credit returns of 1.16% 
and BB-rated credit returns of -0.15%. Similarly, the industries 
most heavily impacted by COVID-19 related concerns, such 
as airlines, leisure, and retailers were the strongest gainers 
during first quarter 2021. In addition, an approximate 20% 
increase in oil prices boosted the energy sector, with Oil Field 
Services posting particularly large gains. At the other end of the 
spectrum, utilities, supermarkets, wirelines, and wireless all had 
negative returns in first quarter 2021.

With 10-year treasury yields rising 82 bps to 1.74% during the 
quarter, spread compression was a significant factor in driving 
returns, as the OAS on the Index tightened by 50 bps to  
310 bps, a new post-Global Financial Crisis quarter-end low; 
CCC spreads tightened 110 bps, B spreads tightened 46 bps, 
and BB spreads tightened 38 bps. It is worth noting that 
the leveraged loan market, which has many of the same 
fundamental credit drivers as the high yield bond market 
without the same interest rate risk, outperformed high yield. 
The S&P/LSTA Index returned 1.78% in first quarter 2021.

In spite of the generally bullish sentiment, technicals were 
slightly weaker, as high yield mutual funds saw outflows each 
month and totalled $10 billion for the quarter. Meanwhile, 
gross/net new issue volumes were robust, totalling $159 billion 
and $36 billion, respectively. Thus, the high yield market was 
able to absorb a relatively large volume of new supply amid 
mutual fund outflows and rising treasury rates and still post 
positive returns for the quarter. Technicals were better in the 
leveraged loan market, with loan mutual funds seeing quarterly 
inflows for the first time since fourth quarter 2018, totalling 
$11 billion and the CLO bid returning with CLO AAA liabilities 
tightening approximately 20 bps in the quarter, improving the 
arbitrage opportunity for CLO equity investors.

High yield materially 
outperformed other fixed 
income assets classes in first 
quarter 2021: Barclay’s IG 
Index -4.65%, Barclay’s EM 
USD Index -3.23%, S&P 10-year Treasury Bond Total Return 
Index -6.96%. Recent economic data has been supportive of 
credit fundamentals, and reports on the most recent stimulus 
checks suggest that they may give the already elevated 
personal savings rate another boost which is further good news 
for the health of consumers. Add in continued progress in the 
vaccine rollout and optimism about economies reopening, and 
we believe many of the potential headwinds facing the market 
one quarter ago are somewhat less concerning. On the other 
hand, we believe the risk of rising interest rates is an ongoing 
challenge, particularly given relatively tight spread levels, so 
careful credit selection is as paramount as ever. 

Partnering with insurance investors is a key strength of Principal Global Investors. From our own insurance company 
heritage, Principal Global Investors has grown into a global investment manager with more than $550.6 billion in assets 
under management, and more than 900 institutional clients globally (as of March 31, 2021). Forty-eight of those 900 
clients are external insurance companies. They trust Principal Global Investors to manage more than $13.7 billion in 
assets, ranging from private real estate debt and equity, to specialized debt and equity strategies. 

Contact your Principal representative for more information on these and other product solutions.

Recent economic 
data has been 
supportive of credit 
fundamentals.  
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Risk considerations 

Investing involves risk, including possible loss of principal. Past performance is no guarantee of future results. Equity markets are subject to many factors, 
including economic conditions, government regulations, market sentiment, local and international political events, and environmental and technological 
issues that may impact return and volatility. International and global investing involves greater risks such as currency fluctuations, political/ social 
instability and differing accounting standards. Risk is magnified in emerging markets, which may lack established legal, political, business, or social 
structures to support securities markets. Emerging market debt may be subject to heightened default and liquidity risk. Fixed-income investment 
options are subject to interest rate risk, and their value will decline as interest rates rise. Risks of preferred securities differ from risks inherent in other 
investments. In a bankruptcy preferred security are senior to common stock but subordinate to other corporate debt. Potential investors should be aware 
of the risks inherent to owning and investing in real estate, including value fluctuations, capital market pricing volatility, liquidity risks, leverage, credit risk, 
occupancy risk and legal risk.

Important Information

This material covers 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, a 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. Information presented has been derived from sources believed to be accurate; however, we do not 
independently verify or guarantee its accuracy or validity. 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 the investment manager or its affiliates has recommended a specific security for any client 
account. Subject to any contrary provisions of applicable law, the investment manager 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 the information or data provided.

This material may contain ‘forward-looking’ information that is not purely historical in nature and 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.

The information in this report should not be considered investment, legal, accounting, or tax advice. Appropriate counsel or other advisors should be 
consulted for advice on matters pertaining to investment, legal, accounting, or tax obligations and requirements. 

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.

This document is intent for use in: •The United States by Principal Global Investors, LLC, which is regulated by the U.S. Securities and Exchange Commission. 
Europe by Principal Global Investors (EU) Limited, Sobo Works, Windmill Lane, Dublin D02 K156, Ireland. Principal Global Investors (EU) Limited is regulated 
by the Central Bank of Ireland.  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”).  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). The contents of the document 
have been approved by the relevant entity. Clients that do not directly contract with Principal Global Investors (Europe) Limited (“PGIE”) or Principal Global 
Investors (EU) Limited (“PGI EU”) 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 PGI EU, PGIE or PGI EU may delegate management 
authority to affiliates that are not authorized 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 Dubai by Principal Global Investors LLC, a branch registered in 
the Dubai International Financial Centre and authorized by the Dubai Financial Services Authority as a representative office and is delivered on an individual 
basis to the recipient and should not be passed on or otherwise distributed by the recipient to any other person or organization. This document is intended 
for sophisticated institutional and professional investors only. •Singapore by Principal Global Investors (Singapore)Limited (ACRAReg.No.199603735H), 
which is regulated by the Monetary Authority of Singapore and is directed exclusively at institutional investors as defined by the Securities and Futures 
Act (Chapter 289). This advertisement or publication has not been reviewed by the Monetary Authority of Singapore. •Australia by Principal Global 
Investors (Australia) Limited (ABN 45 102 488 068, AFS Licence No. 225385), which is regulated by the Australian Securities and Investments Commission. 
This document is intended for sophisticated institutional investors only. •Switzerland by Principal Global Investors (Switzerland) GmbH. •Hong Kong 
SAR (China) by Principal Global Investors (Hong Kong) Limited, which is regulated by the Securities and Futures Commission and is directed exclusively 
at professional investors as defined by the Securities and Futures Ordinance. •Other APAC Countries, this material is issued for institutional investors 
only(or professional/sophisticated/ qualified investors, as such term may apply in local jurisdictions) and is delivered on an individual basis to the recipient 
and should not be passed on, used by any person or entity in any jurisdiction or country where such distribution or use would be contrary to local law or 
regulation.

© 2021 Principal Financial Services, Inc.  Principal, Principal and symbol design, and Principal Financial Group 
are trademarks and service marks of Principal Financial Services Inc., a member of the Principal Financial Group. 
Principal Global Investors leads global asset management at Principal®.
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