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At the end of '08, some 70% of total U.S. invested assets -- $38.8 billion -- was in fixed-income securities. 

Approximately 5.2% was below investment grade, including 0.65% classified as either "problem, potential problem, or 

restructured." About 17% of the portfolio was in mortgage-backed securities. International investment operations of 

fully consolidated subsidiaries held $2.1 billion, or 64%, in fixed income, of which 18% is in government bonds. Of 

Principal's total invested assets, 19% was in commercial-mortgage loans, with 0.2% in the process of foreclosure. 

Some 83% of the loans had amortizing balloon-payment maturities. And 41% of the value of Principal's invested 

assets was in less liquid investments. 

In a recent report, Bank of America/Merrill Lynch analyst Edward Spehar assumed "depression-level credit losses" for 

Principal's portfolio, with assumptions for impairments on commercial-mortgage-backed securities "equivalent to or in 

excess of the worst underwriting year ever for the commercial whole-loan market" -- 1986. He also assumed that 

Principal couldn't refinance maturing debt and that the S&P would decline an additional 25%, all of which would cause 

a decline in Principal's risk-based capital ratio, a measure of its solvency, to 220% by Dec. 31, 2010, from 440% at 

the end of '08. And 55% to 60% of the current unrealized loss would materialize as a realized loss. Still, Spehar 

added, intracompany borrowings and an unused credit facility mean the RBC ratio in such a stressed scenario would 

fall to just 300%. By Sanford C. Bernstein's reckoning, rating agencies gave double-A rankings to companies that 

ended '08 with RBC ratios of 350% or above. 

The Bottom Line 

Principal's shares have rallied smartly this month, but they still trade at just a conservative book-value estimate near 14. Within a year, they 
could reach 22. 

"This suggests that economic book value under a stress-case scenario is $13 to $14 per share," Spehar says. "We 

think [Principal] is extremely compelling at 60% of economic book." He thinks its downside is "limited" because it's a 

desirable acquisition target, given its "extremely low valuation against a history of sector consolidation." 

At its recent price near 15 last week, the stock is sharply higher now than the $8.18 that it fetched when Spehar 

wrote his report at the start of the month. Still, to some believers there's plenty of upside. Kamath of Bernstein 

believes Principal shares will outperform the S&P 500 in the next six to 12 months by more than 15 percentage points. 

His target on the stock is 22 -- or 50% above last week's level.  

 


