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Following a year of strong performance in 2017 for the preferred and hybrid securities market, the first quarter of 2018 witnessed a notable increase in U.S.
interest rates and market volatility which helped drive modest negative performance in most equity and fixed-income asset classes. The positive momentum
from late 2017’s successful U.S. tax reform package continued into early 2018 for the equity market as the S&P 500 Index reached new all-time highs
throughout the first month. However, the strong start to the year was wiped out over the final two months of the quarter due to increased political uncertainty
regarding U.S. trade policy, as well as increased fiscal deficits, rising interest rates and inflation fears. Broader economic data during the quarter and full year
earnings for most companies were strong but those positives were partially ignored in the face of negative headlines and an increase in the Federal Reserve’s
(Fed) target Federal Funds Rate range by 25 basis points (bps). Even without the Fed’s action, short-term rates rose sharply during the quarter with 3-month
LIBOR1 increasing by 62 bps, from 1.69% at the end of December 2017 to 2.31% at the end of March. While longer-term interest rates also increased during
the quarter, they peaked in late February, only to trend lower in March, as an equity market correction led to a flight to quality. The 10-year U.S. Treasury note
ended the quarter at 2.74%, up 33 bps from 2.41% at year-end, showing that the curve continues to flatten as rates rise. In the credit markets, spreads
followed the equity markets wider after reaching recent tights in early February. The Bloomberg Barclays Investment Grade (IG) Index option adjusted spread2

ended the quarter at a spread of +109 bps, up from +85 bps on February 1.

Figure 1. Hybrid Preferred Securities Yield & Total Return Performance Relative to Other Indices.

First Quarter, 2018

Index Ticker
Average 
Ra�ng
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Dura�on3 

1Q2018
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1Q2018
Total Return 

1Q2018
Total Return 

4Q2017
Total Return 

1Q2017
ICE BofAML Core Plus Fixed Rate Preferred Securi�es P0P4 BBB3 4.38 6.11% -0.61% 0.45% 5.42%
ICE BofAML Fixed Rate Preferred Securi�es P0P1 BBB2 4.29 5.71% -1.00% 0.43% 5.21%
ICE BofAML US IG Ins�tu�onal Capital Securi�es CIPS BBB2 5.06 5.54% -1.84% 0.60% 3.54%
ICE BofAML USD IG Con�ngent Capital COCU BBB3 3.96 5.99% -2.17% 1.31% 3.06%
ICE BofAML US Corporate C0A0 A3 7.18 3.90% -2.20% 1.12% 1.42%
ICE BofAML US Cash Pay High Yield J0A0 B1 4.23 6.31% -0.94% 0.38% 2.71%
ICE BofAML US Current 10 Yr Treasury GA10 AAA 8.61 2.74% -2.39% -0.28% 0.78%
ICE BofAML US Current 30 Yr Treasury GA30 AAA 19.86 2.97% -3.89% 3.00% 1.27%
ICE BofAML US Mortgage Backed Securi�es M0A0 AAA 5.05 3.49% -1.21% 0.14% 0.46%
ICE BofAML US Municipal Securi�es U0A0 AA3 6.64 4.32% -1.15% 0.75% 1.39%
S&P 500 SPX NA NA 2.02%* -0.76% 6.64% 6.07%

Source: Stonebridge Advisors LLC, BofA Merrill Lynch Research, Bloomberg; *Dividend yield. Past performance is no guarantee of future results.
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1 The London Interbank Offered Rate (LIBOR) is a benchmark interest rate that banks charge each
other for short-term loans.

2 Option adjusted spread – Measures the yield spread of a fixed-income security vs a risk-free
rate of return, adjusting for the embedding options within the fixed-income security.

3 Effective duration – A measure of a fixed-income security’s sensitivity to changes in interest
rates reflecting the expected change in price given a 100 basis point rise in rates, including the
impacts of embedded options.

4 Please note that effective January 1, 2017, we are using the ICE BofAML Core Plus Fixed Rate
Preferred Securities Index (P0P4), to represent the $25 par retail preferred securities market.
We believe that this index is a more accurate representation of the retail preferred securities
market than the ICE BofAML Fixed Rate Preferred Securities Index (P0P1), that we previously
used given that P0P1 now has material exposure to the $1000 par institutional preferred se-
curities market. We also now use the ICE BofAML U.S. IG Institutional Capital Securities Index
(CIPS), to represent the institutional preferred securities market.
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Overall, the preferred and hybrid securities market showed negative performance in each subset during the quarter. In 1Q18, the total return of the retail $25
par preferred securities market, as measured by the ICE BofAML Core Plus Fixed Rate Preferred Securities Index (P0P4)4, was -0.61%, while the institutional
$1000 par hybrid market, as measured by the ICE BofAML U.S. IG Institutional Capital Securities Index (CIPS), returned -1.84%. A key reason why $1000 par
institutional securities underperformed $25 par retail securities during the quarter was the supportive retail technical factors, such as net negative new retail
issuance and a change in the way one large passive exchange-traded fund (ETF), PFF, is now handling redemptions. Within preferred and hybrid securities,
contingent capital securities (CoCos), as measured by the ICE BofAML USD IG Contingent Capital Index (COCU), were the weakest relative performer, returning -2.17%.
This underperformance followed a very strong 2-year period for CoCos and was primarily driven by the negative effect of a few large new issues that priced at
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During the 1st quarter, longer-duration securities underperformed shorter-duration and floating-rate issues due to the rising-rate environment. The increase
in interest rates and volatility drove net redemptions among preferred ETFs in the 1st quarter compared to the substantial inflows throughout 2017. However,
within the group, the four passive preferred ETFs (PFF, PGX, PGF, and PSK) all experienced net outflows while the two ETFs in the group with substantially
higher exposure to institutional securities with a component of rate protection – FPE and VRP – saw continued asset growth during the quarter. In order to
better manage the outflows, PFF, the largest passive ETF, modified its policies to eliminate in-kind redemptions in favor of all cash redemptions. This change
in policy has increased the amount of cash PFF holds, which has provided a technical support to the retail $25 par market by reducing the selling pressure on
the underlying holdings from fund outflows. This contributed to the retail preferred securities market outperformance relative to the institutional securities
market in the first quarter despite the increase in interest rates.

Figure 3. Growth of Leading Preferred ETFs Since 2013.
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Source: Shares outstanding from Bloomberg as of 3/31/2018. Includes shares in PFF, PGX, PSK, VRP, PGF, and FPE (see footnote 5 below). 

During the first quarter of 2018, combined new issuance in the institutional $1000 par market and the retail $25 par market was in-line with gross issuance
in the first quarter of 2017. New issuance of U.S. dollar (USD) preferred and hybrid securities totaled $23.5 billion during the quarter, a decrease of $9.4 billion
from the fourth quarter’s unusually high issuance volume of $32.9 billion. Institutional securities accounted for 88% of the new issue volume with the majority
structured as fixed-to-floating securities. We also saw a continuation of the recent trend of energy companies issuing preferred and hybrid securities during
the first quarter. In the retail $25 par market, the $2.8 billion of total retail issuance was a 58% decrease from the previous quarter.

Figure 2. Performance by Effective Duration Bands-1Q2018.

Dura�on Bands Weigh�ng 1Q2018 TR Weigh�ng 1Q2018 TR
0-3 Years 37.52% -0.08% 24.59% -0.75%
3-5 Years 20.39% -0.41% 30.47% -1.53%
5-8 Years 24.34% -0.53% 32.36% -2.33%
8-12 Years 17.22% -3.25% 11.81% -3.06%
>12 Years 0.53% -3.25% 0.77% -3.53%
Grand Total 100.00% -0.61% 100.00% -1.84%

P0P4 Retail Index CIPS Ins�tu�onal Index

Source: Stonebridge Advisors LLC, BofA Merrill Lynch Research. Past performance is no guarantee of future results.

5  Includes iShares U.S. Preferred Stock ETF (PFF), PowerShares Financial Preferred Portfolio (PGF), PowerShares Preferred Portfolio (PGX), PowerShares Variable Rate Preferred Portfolio (VRP),
SPDR Wells Fargo Preferred Stock ETF (PSK) and First Trust Preferred Securities and Income ETF (FPE). 

New Issuance—Smaller New Issue Market dominated by Institutional Issues, Retail Market Shrinks

a concession to secondary issues without any redemptions. Despite this performance, the preferred sector outperformed most other fixed-income asset classes
such as 10yr and 30yr Treasuries, IG Corporate Bonds, Municipal Bonds and U.S. Mortgage Backed securities and performed in line with U.S. High-Yield securities
and U.S. Equities. Over the course of the first quarter, longer-term interest rates widened considerably, but some of this negative effect was offset by credit
spread tightening. During 1Q2018, the current yield spread of the preferred securities market, as measured by P0P1, over 10-Year Treasuries, measured by GA10,
declined from 329bps to 297bps after reaching a low point of 290bps in early February.
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Investment Outlook
Despite increased volatility and market weakness in the first quarter, we continue to believe that good earnings in the Financials sector, low inflation and solid
GDP growth globally should be supportive of performance in the preferred and hybrid securities markets in 2018. We believe the preferred and hybrid securities
market will continue to be positively supported by its attractive yields compared to other fixed-income asset classes and wide credit yield spreads relative to U.S.
Treasuries. We will continue to position our strategies through active management to protect against the largest risks in the market, including geopolitical events,
potential increases in interest rates or an unexpected increase in new issuance supply.  
While geopolitical risks, such as tension with North Korea and continued civil unrest in the Middle East, is still present, there is market consensus that these
problems are unlikely to materialize into market-disrupting events. Some new risks have appeared in the form of U.S. trade policy and an expansionary U.S.
fiscal agreement, which have pressured the equity market, but we believe they will have limited impact on the credit and preferred securities market. Despite
these various nascent risks, Stonebridge believes that expectations for continued global economic growth and strong fundamentals within the preferred and
hybrid asset class should outweigh the potential negatives. 

Source: Stonebridge Advisors LLC, Bloomberg

Continued

Redemptions during the period totaled approximately $10.1 billion during the 1st quarter, of which $6.7 billion were $25 par securities and $3.4 billion were $1000
par securities. This compares to issuance of $2.8 billion in the $25 par market, resulting in a $3.9 billion net decrease in the size of the retail market. This accounted
for the largest quarterly decrease in ETF preferreds in several years. In contrast, the institutional market grew by a net $17.2 billion during the first quarter, which
was a fairly large increase when compared to the $31 billion of net issuance in the full year 2017. In general, we continue to expect that large international $25 par
issues will be redeemed over the next 12-18 months, while the majority of new $25 par issues will likely be smaller deals from lesser known or unrated domestic
U.S. issuers. For the rest of 2018, our outlook is for more subdued net new issuance levels to continue to lead to an increase in the size of the institutional market
relative to the retail market and also provide a technical support to secondary prices.
Rising interest rates in early 2018 have led to more attractive new issue coupons compared to 2017. However, the tightening we have seen in credit spreads
has resulted in new issue fixed-to-float structures that are often less attractive than secondary issues. In particular, the continued use of LIBOR based back-
end pricing, combined with relatively low reset spreads, increases extension risk compared to older structures with more back-end spread protection. Given
these developments we believe it is increasingly important that investors pay attention to structures when selecting securities within the preferred and hybrid
securities market. Furthermore, with the UK Financial Conduct Authority announcing that the current LIBOR rate-setting mechanism will end by 2021, we
believe that the benchmarks utilized in certain fixed-to-float structures need to be more closely scrutinized. With that said, our belief is that whatever changes
occur to LIBOR will be done in a manner that minimizes market disruptions. The base case, in our opinion, is that a reasonable market-based replacement for
LIBOR will be created and adopted since over $300 trillion worth of securities and derivatives reference LIBOR. Also, it should be noted that each individual
deal already has mechanisms in place for an alternative LIBOR rate to be determined. We are actively encouraging issuers and underwriters to shift toward
fixed-to-floating rate new issues with Swaps or Treasury-based reset structures which we believe would provide greater protection to investors.

Figure 4. Top 10 Retail and Institutional USD New Issues for 1Q 2018 (by $ AMT).
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Figure 5. Historical Spread of Preferred Securities vs Investment Grade Corporate Securities and the 10-Year Treasury.
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Preferred Securities are represented by the ICE BofAML Fixed Rate Preferred Securities Index (P0P1) which tracks the performance of fixed-rate U.S. dollar-denominated preferred
securities issued in the U.S. domestic market. 
Investment Grade Corporate Securities are represented by the ICE BofAML US Corporate Index (COAO) which tracks the performance of U.S. dollar denominated investment grade
corporate debt publicly issued in the U.S. domestic market.
10-Year Treasuries are represented by the ICE BofAML Current 10-Year U.S. Treasury Index (GA10) which is comprised of the most recently issued 10-year U.S. Treasury note.
Source: BofA Merrill Lynch Research, Bloomberg, Stonebridge Advisors LLC
Past performance is not indicative of future results and there can be no guarantee historical attractive spreads will continue into the future.

The information presented is not intended to constitute an investment recommendation for, or advice to, any specific person. By providing this information, First Trust is not
undertaking to give advice in any fiduciary capacity within the meaning of ERISA and the Internal Revenue Code. First Trust has no knowledge of and has not been provided
any information regarding any investor. Financial advisors must determine whether particular investments are appropriate for their clients. First Trust believes the financial
advisor is a fiduciary, is capable of evaluating investment risks independently and is responsible for exercising independent judgment with respect to its retirement plan clients.

Although interest rate volatility increased in the first quarter, Stonebridge continues to believe that U.S. interest rates should broadly continue to rise and the
Treasury yield curve is likely to remain relatively flat in 2018. Short-term rates are likely to increase because of Fed normalization, while stronger economic
growth is likely to slowly push longer-term rates higher overall with some possible bouts of short-run tightening in response to equity market volatility. We
have long anticipated, and positioned for, a rising rate environment, and we continue to hold the view that this process will be gradual. U.S. fiscal policy and
recently-enacted tax and regulatory changes have the potential to boost economic growth but we also believe this impact is likely to be muted and slow given
political uncertainty and the likelihood that any changes will likely be phased in over time.   
The preferred and hybrid securities market has benefited from a subdued level of new issuance in early 2018. As spreads tightened even as interest rates
increased, the first quarter saw weaker security structures come to market in the form of higher initial coupons but weaker back-end reset structures. The
underperformance of these securities with weaker back-end reset structures that were issued in late 2017 and early 2018 drove investors to be more selective
on new issues, resulting in better new issue concessions towards the end of the quarter. At Stonebridge, we continue to be highly selective in terms of our
choice of securities both in terms of issuer credit and issue structure as new issuance comes to market.
The stable macro-economic backdrop globally, good corporate earnings and strong creditworthiness, particularly within financials, continue to support a
selective risk-on environment. Stable to gradually increasing rates, moderate issuance and the strong demand for yield continue to be supportive of the
preferred and hybrid markets, in our opinion. At Stonebridge, we continue to focus on protecting the principal of our investors and, as such, we believe it is
prudent to protect investors against a potential rise in interest-rates through actively managing rate risk. 

The first quarter performance for the Taxable Preferred Composite and the Tax-Advantaged QDI Preferred Composite are
available upon request by contacting Stonebridge Advisors LLC at 203-762-0004.
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