
While the days of record low interest rates may be behind us, today’s 
income investors still face difficult choices. Persistently high inflation 
means real bond yields remain low despite central bank tightening.  
An inverted yield curve, with an uncertain future, leaves income-seeking 
investors wondering whether to take on more risk from either moving  
out the maturity spectrum or investing in debt from lower-rated issuers.

In this paper, we explore how the inclusion of Additional Tier 1 (AT1) 
contingent convertible bonds could potentially increase the overall yield 
of your fixed income portfolio, without compromising its overall volatility.

What are AT1s? 
AT1s are issued by European banks for regulatory purposes.  Given their subordinated 
position within the capital structure, they offer a higher yield than more senior debt 
from the same issuer. AT1s are callable securities which means they have relatively low 
interest rate risk.  These “hybrid” securities have become increasingly attractive for yield-
seeking investors as the asset class has matured with the current market capitalisation of 
US$235Bn.1

For illustrative purposes only. Source: Bloomberg as at 31 October 2023. Yields shown are yield-to-maturity except,  
for AT1 for which the yield-to-call is shown.

Example 
The table below shows the yields and ratings for senior and subordinated debt,  
and AT1 capital bonds for HSBC: 

    Rating Yield

Senior Debit A- 5.07%

Subordinated Debt BBB+ 5.19%

AT1 capital bonds BBB- 7.49%

Higher yield (and lower rating)  
because of subordination rather 
than issuer quality

Typical bank capital structure 

Senior secured debt

Senior unsecured debt

Subordinated debt

Tier 2

Common equity

Additional tier 1 (AT1) debt

Less credit risk

 
More credit risk
 
For illustrative purposes.

1  Source: Bloomberg, based on the amount outstanding in the Bloomberg Global Contingent Capital Index, 
as at 29 December 2023. 
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Innovative income assets can 
potentially improve an income 
portfolio’s risk-reward profile.

AT1s are high yielding securities 
often issued by investment  
grade companies. 
 
Investment grade ratings offer 
improved credit quality.

Higher yields… not necessarily High Yield
Although AT1s sit at the riskier end of the fixed income spectrum, and are lower rated 
than more senior debt, the majority of banks issuing them have investment grade ratings. 
Therefore, the higher yield offered by AT1s is purely driven by their subordination in the 
issuer’s capital structure, rather than the bank’s credit quality. 



Return vs Volatility 
Since an AT1 bond falls toward the bottom of the issuer’s capital structure, it would be among 
the first debt instruments to absorb losses in times of financial distress. This position on the 
‘hierarchy of loss absorption’ is what drives the higher yields (and lower ratings), where AT1 
holders are compensated for assuming additional risk.  
 
However, during volatile periods, such as at the height of the COVID-19 pandemic in March 
2020, “riskier” assets tend to be the most affected. Additionally, AT1s may be affected by 
idiosyncratic events such as the Credit Suisse AT1 write down in March 2023, which caused 
AT1 volatility to spike while US Treasury volatility was broadly unchanged. The chart below 
shows the 90-day rolling volatility for the perceived “risk-free” asset class of US Treasuries 
along with that for USD-denominated AT1s. During calm periods, the volatility of each asset 
class is broadly similar but, when markets become distressed, AT1 volatility experiences a 
much larger increase. 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
It’s therefore interesting to run some analyses to see if, even with the additional volatility, AT1s 
can improve the risk-reward characteristics of a diversified fixed income portfolio. The next 
chart shows the annual returns and volatility for the main USD-denominated fixed income 
asset classes over the last five years. We have also included a typical “core” fixed income 
portfolio comprising of 45% US Treasuries, 45% investment grade credit and 10% high yield. 
 
We see from this chart that this core fixed income portfolio offers the potential for similar 
volatility to US Treasuries, but with an improved return. The reason is that, while US Treasuries 
and investment grade credit are highly correlated, the addition of high yield helps to diversify 
the risk due to its much lower correlation to the other two asset classes. 
 
The analysis also shows that, while AT1s has the highest volatility, they also produced better 
returns than US Treasuries and US investment grade credit over this period. But, like high yield, 
AT1s also exhibit low correlations to higher rated debt which means that adding them to a core 
portfolio can further diversify risk.  This means that adding them as a satellite investment to a 
core fixed income portfolio can not only improve returns, they may also reduce risk.
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Source: Bloomberg, Invesco, based on daily index returns from 31 December 2018 to 31 December 2023. 
Past performance is not a reliable indicator of future returns. See chart below for proxies being used.

Return vs Volatility 

Source: Bloomberg, Invesco, based on daily index returns from 31 December 2018 to 29 December 2023. 
Past performance is not a reliable indicator of future returns. US Treasuries is represented by Bloomberg US Treasury 
Total Return Index, Investment Grade by Bloomberg US Corporate Total Return Index, High Yield by Bloomberg 
US Corporate High Yield Total Return Index, AT1 by Bloomberg Contingent Capital USD Total Return Index.
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AT1 yields are driven 
by subordination in the
capital structure, rather
than issuer quality.



Using AT1s to diversify your portfolio 
AT1s can be a useful diversification tool as 
they exhibit low correlations with traditional 
fixed income assets such as government 
bonds and investment grade credit. 
Even with the sharp increase in volatility 
earlier this year, allocating a relatively small 
percentage of AT1s to a core fixed income 
portfolio could improve returns while 
reducing overall volatility.  

Source: Bloomberg, Invesco, based on 5 year daily returns to 29 December 2023.

Correlation table 

    UST IG HY AT1s

UST   1.00   

IG    0.84 1.00  

HY    0.09 0.52 1.00 

AT1s   -0.03 0.30 0.65 1.00

Credit rating of the diversified portfolio 
An important consideration is how the addition of AT1s affects the credit quality of the 
portfolio. The following tables show the average credit rating when AT1s are added  
to a core portfolio. 

 
Source: Bloomberg, HIS Markit, Invesco, as at 29 December 2023.

Asset Average rating

US Treasuries  AAA

USD Investment Grade  A-

USD High Yield  B+

USD-denominated AT1  BB+

Asset mix Average rating

100% Core  A+

90% Core, 10% AT1  A

80% Core, 20% AT1  A

70% Core, 30% AT1  A-

60% Core, 40% AT1  A-

50% Core, 50% AT1  BBB+

Conclusion 
Selecting the most suitable allocation between any variety of assets 
will depend on several factors, including the investment objective and 
risk tolerance. However, over the last few years AT1s have developed 
into an established asset class that can offer attractive risk-reward 
characteristics when added to a core fixed income portfolio, even in 
times of general or idiosyncratic market stress. 
 
Therefore, if you are looking for ways to increase overall yield without 
exposing your portfolio to considerably more risk, an allocation to AT1 
contingent convertible bonds may be worth consideration.

Further information 
Tel. +44 (0)20 8538 4900 
Email invest@invesco.com 
 
Portman Square House, 
43-45 Portman Square, 
London W1H 6LY 
 
etf.invesco.com 
 
Telephone calls 
may be recorded. 

Allocating even a small portion 
of a core fixed income portfolio 
to AT1s may improve portfolio 
outcomes.

Efficient frontier 
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Lower risk
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Source: Bloomberg, Invesco, based on daily returns from 31 December 2018 to 20 December 2022. 
See “Returns vs volatility” chart in the previous page for proxies being used. Past performance is not a reliable 
indicator of future returns.

http://etf.invesco.com


About Invesco ETFs 

As one of the world’s largest exchange-
traded fund providers, we constantly look 
for ways to keep investors at the forefront 
of ETFs. Our core fixed income ETFs have 
some of the lowest total costs in Europe, 
and we offer a unique range of innovative 
fixed income exposures. Besides products, 
our capital markets team can also work with 
you to trade our products more effectively. 
 
Contact us to see how we can help you. 
 

Investment risks 

The value of investments and any income 
will fluctuate (this may partly be the result  
of exchange rate fluctuations) and investors 
may not get back the full amount invested. 
 

Important information 

This marketing communication is exclusively for use by professional investors in Continental 
Europe as defined below, Qualified Clients/Sophisticated Investors in Israel and Professional 
Clients in Ireland and the UK.  
 
For the distribution of this communication, Continental Europe is defined as Austria, 
Denmark, Finland, France, Germany, Italy, Luxembourg, Netherlands, Norway, Portugal, 
Spain, Sweden and Switzerland. 
 
Data as at 31 December 2023 unless otherwise stated. By accepting this material, you 
consent to communicate with us in English, unless you inform us otherwise. This is 
marketing material and not financial advice. It is not intended as a recommendation to 
buy or sell any particular asset class, security or strategy. Regulatory requirements that 
require impartiality of investment/investment strategy recommendations are therefore not 
applicable nor are any prohibitions to trade before publication. 
 
Views and opinions are based on current market conditions and are subject to change. 
Issued by Invesco Investment Management Limited, Ground Floor, 2 Cumberland Place, 
Fenian Street, Dublin 2, Ireland, regulated by the Central Bank of Ireland. 
 
Switzerland: Issued by Invesco Asset Management (Schweiz) AG, Talacker 34, 8001 Zurich, 
Switzerland.  
 
Israel: Issued by Invesco Asset Management Limited, Perpetual Park, Perpetual Park Drive, 
Henley-on-Thames, Oxfordshire, RG9 1HH, United Kingdom.  This document may not be 
reproduced or used for any other purpose, nor be furnished to any other person other than 
those to whom copies have been sent. Nothing in this document should be considered 
investment advice or investment marketing as defined in the Regulation of Investment 
Advice, Investment Marketing and Portfolio Management Law, 1995 (“Investment Advice 
Law”). Neither Invesco Ltd. nor its subsidiaries are licensed under the Investment Advice 
Law, nor does it carry the insurance as required of a licensee thereunder. 
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