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The preferred and hybrid securities market continued to perform well in the second quarter of 2019 following its sharp recovery to start the year. The institutional
$1000 par market outperformed retail $25 par securities after lagging during the first quarter, while fund inflows increased in both markets. The European
contingent convertible market (CoCos) was the best-performing subset of the entire preferred and hybrid securities market, while long-duration securities also
continued to produce strong returns.

Central banks around the globe and in the United States became increasingly dovish and accommodative during the second quarter in response to the weakening
economic growth outlook and diminished inflation expectations both globally and domestically. The Federal Reserve (the Fed) signaled a willingness to cut
interest rates to boost inflation and combat uncertainties from global trade, which caused 10-Year Treasury yields to fall sharply. As financial markets are now
pricing in multiple rate cuts over the next year, the Treasury curve steepened while the 3-month/10-year part of the Treasury curve remained inverted. The
European Central Bank (ECB) also expressed its readiness to cut interest rates, expand its balance sheet and increase stimulus, including extending Targeted
Longer-Term Refinancing Operations (TLTROs) for banks.  

The dovish rhetoric from global central banks was positive for the entire preferred and hybrid securities market and helped spur fund inflows from investors seeking
yield. Meanwhile, market risks from BREXIT, Italian budget negotiations and Iran tensions in the Middle East were largely overshadowed. In the United Kingdom,
Theresa May resigned as Prime Minister while Boris Johnson became the presumptive replacement, but the market still believes that a no-deal BREXIT scenario is
unlikely. On the trade front, tensions and rhetoric between the U.S. and China increased significantly, with both sides unwilling to compromise on key aspects of
their dispute. However, the two countries were able to come to another “ceasefire” agreement at the end of the second quarter while negotiations continue.

Figure 1. Comparison of Fixed Income Asset Classes – Q2 2019

Source: Stonebridge Advisors LLC, ICE Data Services; *Dividend yield. Past performance is no guarantee of future results.
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ICE BofAML Fixed Rate Preferred Securi�es P0P1 BBB2 4.25 5.54% 3.02% 11.98%
ICE BofAML Core Plus Fixed Rate Preferred Securi�es2 P0P4 BBB3 4.36 5.88% 2.67% 11.67%
ICE BofAML US IG Ins�tu�onal Capital Securi�es2 CIPS BBB2 4.86 5.43% 4.09% 11.91%
ICE BofAML USD IG Con�ngent Capital2 COCU BBB3 3.58 6.06% 4.62% 11.39%
ICE BofAML US Corporate C0A0 A3 7.40 3.83% 4.35% 9.57%
ICE BofAML US Cash Pay High Yield J0A0 B1 3.54 6.33% 2.57% 10.16%
ICE BofAML US Current 10-Yr Treasury GA10 AAA 8.81 2.29% 4.23% 7.45%
ICE BofAML US Mortgage Backed Securi�es M0A0 AAA 3.83 3.50% 2.01% 4.32%
ICE BofAML US Municipal Securi�es U0A0 AA3 6.87 4.15% 2.34% 5.35%
S&P 500 SPX NA NA 1.88%* 4.30% 18.54%

1 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.

2 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
securities market. We also now use the ICE BofAML U.S. IG Institutional Capital Securities
Index (CIPS) to represent the $1000 par institutional preferred securities market. For Q1
2018, we changed the Contingent Convertible Index from CoCo to CoCu, the ICE BofAML USD
Investment Grade Contingent Capital Index. This index is 100% USD CoCo securities, which
we believe is a more representative sample of our investible universe than CoCo, which
contains multiple currencies.



STONEBRIDGE ADVISORS LLC  | AN AFFILIATE OF FIRST TRUST PORTFOLIOS L.P.

Preferred Securities |  Market Report

Issuance

• Robust second quarter retail issuance. The retail market continues to grow following the first quarter. Retail ended the second quarter with $5.6 billion
in net issuance, which is approximately $600 million higher than the first quarter. Unlike the institutional market, most retail issues were domestic names.
In addition, the retail market historically has been dominated by the fixed-for-life coupon structure; however, in the second quarter there was approximately
an even split between variable-rate and fixed-for-life coupon types.

• Modest institutional issuance. The light issuance trend in the institutional market continued with net supply shrinking by $1.02 billion during the second
quarter. The second quarter saw a total of 11 new deals, led by CoCos from issuers in emerging market countries.  Additionally, there were refinancing
issuances from large U.S. banks, which included Goldman Sachs and Bank of America.  Lastly, 2Q19 witnessed a new institutional structure from Goldman
Sachs – a 5-year U.S. Treasury instead of the usual 3-month LIBOR3 back-end reset structure.  

• Net issuance to remain tight going forward. The second quarter ended with a net issuance of $4.5 billion, driven by the robust issuance in retail. We expect
U.S. and European bank issuance to remain light, as most new issuance will be for refinancing purposes.  Based on the strong performance of new issues in retail
and current valuations, the recent trend of new companies coming to the space may continue.  However, given the lack of issuance needs for frequent issuers in the
space, we expect net new supply to remain relatively tight going forward.

3The London Interbank Offered Rate (LIBOR) is a benchmark interest rate that banks charge each other for short-term loans.

Interest Rates & Central Bank Policies:

• Rates plummeted prior to dovish central bank statements in the second quarter. A combination of geopolitical risks (trade war escalations) and
global growth concerns (weakening economic data) drove the 10-year Treasury rate well below 2.20% before Fed Chairman Powell hinted at rate cuts in
early June, further driving the 10-year rate toward 2%. There were a number of small breaches below 2%, but the 10-year held just above 2% at the end
of the second quarter.  

• The Fed and ECB broadcasted easing biases in the second quarter, with both central banks signaling openness to taking active measures in the
upcoming board meetings. The Fed first opened the door to rate cuts in early June, and has since fueled market expected rate cut probabilities to 100%
as early as July’s meeting. At the end of the second quarter, market probabilities favored cuts of 25 bps in July and 50 bps by September. The ECB has
been even more dovish, signaling what may be a more dramatic easing campaign in September, possibly inclusive of a rate cut and additional quantitative
easing ahead of Mario Draghi’s scheduled departure in October as President of the ECB.

Highlights:

• Passive preferred and hybrid exchange-traded funds (ETFs) experienced over $1.4 billion of inflows during the quarter, while active preferred and hybrid
ETFs added over $400 million.

• The CoCo market (COCU) earned 4.62% during the second quarter of 2019, outperforming the institutional non-CoCo market (CIPS) by almost 55 basis
points (bps) and the $25 par retail market (P0P4) by almost 200 bps.

• The interest rate curve steepened during the quarter as the 2-year and 10-year Treasury yield spread widened to 30 bps from 14 bps during the quarter,
while the 3-month and 10-year part of the curve remained inverted.

• Current yield spreads of preferred and hybrid securities (P0P1) versus 10-year Treasuries (GA10) widened by 20 bps during the quarter.

• Fundamentals within the U.S. and global banking system remained strong. Bank capital ratios have almost doubled from pre-crisis levels, liquidity has
been significantly enhanced and asset quality is on a stable and still improving path.

Investment Outlook

Given the current environment as outlined below, we believe the fundamentals for outperformance of preferred and hybrid securities remains intact. The strong
and improving credit fundamentals of the underlying issuers may result in spread tightening and further capital appreciation within the asset class.  In addition,
the relatively high yields compared to other fixed-income asset classes, limited new supply and a low rate environment are supportive of the preferred and
hybrid securities market. As a result, we believe preferreds and hybrids have room for further appreciation along with attractive projected income.
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Macroeconomic & Geopolitical Trends:

• Despite equities at record highs, concerns about a global growth slowdown persist. Economic data was mixed in the second quarter following
stabilization in the first quarter. This led to a general lack of confidence in global growth trends, with the U.S./China trade war viewed as the primary
headwind. We observed a modest rebound in economic surprise indices, but inflation forward rates, key indicators followed by the market and central
banks, took major legs lower during the second quarter.

• Trade war headlines have been volatile, but risks really haven’t changed. U.S./China trade talks took a major step backwards during the second
quarter, only to get back on track during the Trump/Xi meeting at the G20 Summit. Despite all the volatility in the trade war headlines, we don’t see much
change relative to the beginning of the second quarter. Overall, we believe that the market continues to expect prolonged negotiations without a near-
term deal. 

• BREXIT concerns are getting pushed into the second half of the year. BREXIT concerns took a back seat during the second quarter, as the scheduled
exit of the U.K. from the European Union was pushed to October 31st. Boris Johnson is expected to be voted in as the next U.K. Prime Minister in late July.
Our base case expectation is for headline risk to increase later in the third quarter, as Johnson is likely to use the option of a no-deal BREXIT for leverage in
withdrawal agreement negotiations with the EU.

Credit:

• Credit fundamentals remain strong. We believe global bank fundamentals will remain strong in 2019. Revenue and earnings trends are back to pre-
financial crisis levels for most major U.S. and European banks, while average equity capital ratios have generally doubled during the same time period.
Furthermore, bank leverage has dropped by about 50% in the past decade. Asset quality remains on a stable and still improving path across the majority
of issuers of preferreds and hybrid securities, and the average credit rating of issuers is A- at the senior debt level.

Market Structure:

• LIBOR Update — There were no notable regulatory developments on LIBOR during the second quarter, as regulators continue to solicit feedback from
market participants on several key initiatives for a smooth transition. The LIBOR subject drew extra attention earlier in the year, as a few news and research
outlets published commentary on the LIBOR language in prospectuses of certain preferred securities, most notably those of Citigroup. Citigroup has indicated
publicly on several occasions that utilizing the less favorable contractual dividend reset language would likely result in significant investor backlash and
potentially drive up their overall cost of funds. Such comments were encouraging for preferred securities investors.

• New U.S. Preferred Security Structures — As we get closer to the proposed LIBOR end-date, we’ve seen an increasing number of preferreds use a
non-LIBOR based back-end reset index, most notably the 5-year Treasury yield. Additonally, preferreds issued with LIBOR-based back-end resets have
included more concrete replacement language, setting out a waterfall for selecting the rate to use if LIBOR is no longer quoted. In our opinion, the shift to
5-year Treasuries is a positive as it eliminates any uncertainty surrounding LIBOR, but there will likely be a variety of new structures as issuers test the
market’s preference for the security structure.

Preferred and Hybrid Valuation:

• Preferred & hybrid securities screen well relative to other asset classes. Relative valuations in the preferred and hybrid market should be supported
going forward by high-quality underlying credit, attractive duration profile and high current yields compared to other asset classes (see Figure 1 for
comparison). 

• The Fed may be sowing the seeds for curve steepening in the latter half of the year. While the 10-year rate has dropped toward 2%, the 2-year
U.S. Treasury rate finished the second quarter at 1.75%. This led to ~10 bps of steepening in the 2-year/10-year curve during the second quarter. Three-
month LIBOR fell by almost 30 bps to 2.32% during the second quarter, leaving the 3-month LIBOR/10-year U.S. Treasury curve inverted by ~30 bps. If the
Fed follows through with rates cuts, we see the potential for curve steepening during the second half of the year, particularly if economic data improves. 
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The information presented is not intended to constitute an investment recommendation for, or advice to, any specific person. By providing this information, neither First Trust
nor Stonebridge are undertaking to give advice in any fiduciary capacity within the meaning of ERISA, the Internal Revenue Code or any other regulatory framework. Financial
advisors are responsible for evaluating investment risks independently and for exercising independent judgment in determining whether investments are appropriate for
their clients.

The second 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.

10 Westport Road • Wilton, CT 06897 • (203) 762-0004
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Figure 2. Average Yield-to-Call (%)

Source: Bloomberg, Stonebridge Advisors LLC. Retail and Institutional Preferred composites represent preferreds of U.S. G-SIB and large regional banks. The CoCo composite represents
US$ CoCos of non-U.S. banks. Composites include issues with at least three years remaining to the first call date.
Past performance is not indicative of future results.

• Yield to call better in $1000 par, particularly European CoCos, over $25 par securities. As a result of the recent move higher in the market, we
generally see more opportunities in institutional $1000 par securities than the retail $25 par exchange-traded securities due to better yield profiles, as
well as more favorable security structures and characteristics. Figure 2 illustrates the incrememental yield pickup in European CoCos and institutional $1000
par bank preferreds over retail $25 par bank preferreds on a yield-to-call basis. That being said, we continue to see individual opportunities in $25 par
exchange-traded securities, but believe there is generally more upside potential in the institutional $1000 par market. 

• Investors are not being properly compensated to move into longer-duration securities. We prefer intermediate and short-duration preferred
and hybrid securities over longer-duration securities as we do not believe investors are getting compensated to move further out on the yield curve. Longer-
duration securities tend to be less liquid and have less favorable security structures, while generally not offering additional yield over similar quality
intermediate and shorter-duration securities.


