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Market Recap
The preferred and hybrid securities markets performed

strongly in the second quarter of 2016 driven by a sharp

rally in Treasury prices in June. Signs of tepid economic

growth in the U.S., as well as a surprising referendum vote

in the UK in favor of leaving the European Union (known as

Brexit), contributed to the decline in interest rates globally.

The Brexit vote on June 23 led to a temporary increase in

financial market volatility, but this was mitigated by further

stimulus from central banks and investor realization that no

changes are likely to occur for an extended period. In the

preferred and hybrid securities space, the retail preferred

securities market rallied along with interest rates, while

institutional issues were more volatile. European and UK

names underperformed U.S. names due to Brexit. Total

return performance of the retail preferred securities market,

as measured by the Bank of America Merrill Lynch Fixed

Rate Preferred Securities Index, P0P1, in 2Q16 was 3.4%.

Retail securities performed better than institutional

securities during the period as measured by both the insti-

tutional hybrid index (C0CS) and the European-dominated

contingent capital index (COCO). The C0CS and COCO

indices generated total returns of 3.0% and 0.2%, respec-

tively, during 2Q16 and witnessed slightly greater volatility

than P0P1 late in 2Q driven by the Brexit vote. 

The retail preferred securities market performed strongly

throughout the quarter as large investor inflows, lower

interest rates, and limited issuance drove the P0P1 index

higher. Institutional market performance was also relatively

strong prior to the Brexit vote as the market anticipated that

the UK would remain in the European Union (EU) and

fundamentals for many European financial issuers showed

modest strengthening. Other risk assets such as U.S. high-

grade corporate bonds, U.S. high-yield bonds and U.S.

Treasuries mostly outperformed preferred and hybrid

securities during the quarter, while the preferred securites

market performed better than the U.S. mortgage-backed

securities and municipal bond markets.

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

Interest rates in the U.S. were relatively stable in April and
May as economic growth picked up and the market
factored in a hike of short-term rates by the Federal
Reserve (Fed) later in 2016. However, this sentiment
quickly dissipated in June as the economic data weakened
slightly followed by the Brexit vote. Overall, the entire U.S.
Treasury curve rallied during the quarter with the 10yr
Treasury ending the quarter with a 1.47% current yield,
0.18% lower, and the 30yr Treasury yield ending the
quarter at a 2.28% current yield, 0.28% lower. Rates have
continued to fall in early July and the yields on both the 10yr
and 30yr Treasuries are now below their all-time low points
since at least 1980. Lower interest rates have been
accompanied by a flattening of the entire yield curve. 

Figure 2. Performance by Duration Band.
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Return

FY2015      
Total  

Return
BofA ML Fixed Rate Preferred Securi�es P0P1 BBB2 4.17 5.81% 3.43% 5.09% 7.58%
BofA ML U.S. Capital Securi�es C0CS BBB1 5.86 5.91% 2.97% 3.75% 0.86%
BofA ML Con�ngent Capital Index-Unhedged COCO BB1 3.50 7.06% 0.21% -1.49% 3.62%
BofA ML Con�ngent Capital Index-Hedged COCO BB1 3.50 7.06% 1.40% -1.24% 6.91%
BofA ML US Corporate C0A0 A3 7.16 3.85% 3.50% 7.56% -0.63%
BofA ML US Cash Pay High Yield J0A0 B1 4.44 6.80% 5.78% 9.20% -4.55%
BofA ML Current 10 Yr U.S. Treasury GA10 AAA 9.21 1.47% 3.02% 7.95% 0.91%
BofA ML Current 30 Yr U.S. Treasury GA30 AAA 22.17 2.39% 7.33% 16.93% -3.20%
BofA ML US Mortgage Backed Securi�es M0A0 AAA 3.47 3.44% 1.12% 3.09% 1.46%
BofA ML US Municipal Securi�es U0A0 AA3 6.69 4.20% 2.72% 4.41% 3.55%
S&P 500 SPX N/A N/A 2.19%* 2.46% 3.84% 1.37%

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

+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.

Effec�ve Dura�on Band Weigh�ng 2Q 2016 TR Weigh�ng 2Q 2016 TR
0-3 years 37.28% 2.83% 22.58% 1.67%
3-5 years 25.82% 3.43% 19.60% 3.32%
5-8 years 27.63% 3.54% 39.17% 3.54%
8-12 years 9.04% 4.93% 16.95% 3.25%
>= 12 years 0.23% 4.51% 1.71% 3.56%
Grand Total 100.00% 3.43% 100.00% 2.97%

P0P1 C0CS

Source: Stonebridge Advisors LLC, BofA Merrill Lynch Research; Past
performance is no guarantee of future results.
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Driven by the rate rally and curve flattening in 2Q16, all duration
bands performed well in the leading preferred indices with
notable strength in longer-duration buckets, particularly in the
retail index (P0P1). Credit spread weakness in European banks
post the Brexit vote was more evident in the institutional index
(C0CS) and the COCO index due to higher weightings of
European names than the retail index. Overall, the retail
preferred market modestly outperformed the institutional
preferred market by over 46 basis points (bps) during 2Q16.
Strong growth in retail preferred ETF1 assets of 9.88% growth
in shares outstanding and a $2.7bn increase in market capital-
izations during the quarter helped push the overall retail
preferred market to historically high prices. 

Figure 3. Growth of Leading Preferred ETFs since 2013.

New Issuance Recap
New issuance volumes of USD preferred and hybrid securities
totaled $18.1 billion for 2Q16, which is about $7 billion lower
than 1Q16. Unlike past quarters, weakness in European bank
credit sentiment led to diminished issuance of institutional
fixed-to-floating rate hybrid structures. The second quarter
saw only $9.01bn of institutionally-targeted fixed-to-floating
rate structures, a drop of 41% versus the first quarter’s
$15.14bn. Retail issuance was $8.5bn during the quarter,
nearly identical to the amount issued in 1Q16 and well above
prior quarters. Redemptions totaled approximately $19.9
billion in the second quarter, which was substantially higher
than the 1Q16 redemption level after adjusting for distortions
caused by a $5bn General Electric preferred exchange in
1Q16. For the overall preferred market, redemptions
exceeded new issuance by $1.8bn – a fact that has supported
prices, particularly in the retail market. Low rates, particularly
in Europe, continue to drive strong European and Asian
investor participation in USD deals, driven by absolute yield
differentials and the relatively strong U.S. dollar.

We expect issuance in the preferred and hybrid securities
markets for the second part of the year to be subdued relative
to the first half. Large U.S. banks have issued most of what they
need to issue to reach optimal levels of preferred securities in
their capital structures. European financials, which had been
expected to dominate future issuance, particularly in the institu-
tional market, are now less likely to issue the same volumes
given credit spread widening and economic and political
uncertainty following the Brexit vote. 3Q16 issuance for Europe
may also be slowed because of summer holidays. While market
uncertainty due to the effects of Brexit may continue, lower
issuance should be supportive of preferred and hybrid
securities markets. 

Figure 4. Top 10 Retail and Institutional USD New Issues
for 2Q 2016 (by $ AMT).

Market Impact of Brexit and Lower Interest Rates
on European Financials

During 2Q16, continued declines in interest rates occurred in
Europe and Japan and spread to the U.S. following the Brexit
vote. Market concerns about uncertainty in Europe, coupled
with lower interest rates and a flattening yield curve environ-
ment, led to pronounced weakness in the equity prices of both
banks and insurers in 2Q16. Despite this, preferred and hybrid
securities issued by these financials showed only relatively
modest weakness as the initial sharp selloff post Brexit was fol-
lowed by a recovery, particularly in more diversified names with

ISSUER SECURITY DESCRIPTION ID COUPON
COUPON 

TYPE
PAR 

AMOUNT
DEAL SIZE 

($MM)
RETAIL
WELLS FARGO & COMPANY WFC 5 1/2 WFC/PX 5.5 FIXED 25 1,150
BANK OF AMERICA CORP BAC 6 BAC/PA 6 FIXED 25 900
NEXTERA ENERGY CAPITAL NEE 5 1/4 NEE/PK 5.25 FIXED 25 570
STATE STREET CORP STT 5.35 STT/PG 5.35 VARIABLE 25 500
REINSURANCE GRP OF AMER RGA 5 3/4 RZB 5.75 VARIABLE 25 400
ARES MANAGEMENT LP ARES 7 ARES/PA 7 FIXED 25 310
GOVERNMENT PROPERTIES IN GOVPIT 5 7/8 GOVNI 5.875 FIXED 25 310
DTE ENERGY CO DTE 5 3/8 DTJ 5.375 FIXED 25 300
TORCHMARK CORP TMK 6 1/8 TMK/PC 6.125 FIXED 25 300
PARTNERRE LTD PRE 7 1/4 PRE/PH 7.25 FIXED 25 294

INSTITUTIONAL
HSBC HOLDINGS PLC HSBC 6 7/8 12/29/49 404280BC2 6.875 VARIABLE 1000 2,000
CITIGROUP INC C 6 1/4 12/29/49 172967KM2 6.25 VARIABLE 1000 1,500
EMERA INC EMACN 6 3/4 06/15/76 290876AD3 6.75 VARIABLE 1000 1,200
PRUDENTIAL PLC PRUFIN 5 1/4 12/29/49 LW1914032 5.25 FIXED 1000 1,000
AUST & NZ BANKING GRP/UK ANZ 6 3/4 12/29/49 05254HAA2 6.75 VARIABLE 1000 1,000
QBE INSURANCE GROUP LTD QBEAU 5 7/8 06/17/46 LW3771158 5.875 VARIABLE 1000 524
NOOR TIER 1 SUKUK LTD NOORBK 6 1/4 12/29/49 LW1364113 6.25 VARIABLE 1000 500
DEMETER (SWISS RE LTD) SRENVX 6.05 02/15/56 JK5952672 6.05 FIXED 1000 400
COBANK ACB COBKAC 6 1/4 12/29/49 19075QAC6 6.25 VARIABLE 1000 375
NATIONAL RURAL UTIL COOP NRUC 5 1/4 04/20/46 637432NK7 5.25 VARIABLE 1000 350

2Q16

Source: Stonebridge Advisors LLC, Bloomberg
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1Includes 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). 

Source:Shares outstanding from Bloomberg as of 6/30/2016. Includes shares in PFF, PGX,
PSK, VRP, PGF, and FPE (see footnote 1 below). 



SECURITIESReport

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

limited European exposure. In our opinion, the divergent price
action between the equity and preferred/hybrid securities mar-
kets makes sense, because the major impact of Brexit has
been increased uncertainty regarding future earnings levels of
financials, which is the focus of an equity investor. However, the
credit fundamentals of financials, which we believe are more
important to preferred and hybrid securities investors, in terms
of capital strength, liquidity and asset quality, remain much
stronger than in the past.  

The impact of Brexit, in the short run, creates political and eco-
nomic uncertainty that is likely to limit private sector investment
activity and M&A in the UK and Europe. Second order effects
could include increasing loan credit risks in the UK, and possi-
bly other European countries, as economic growth slows. An
offsetting positive factor is that we expect, and have already
seen, concerted monetary easing efforts from global central
banks. We believe that investment banking/wholesale focused
banks are likely to see more near-term pressure from Brexit
uncertainty than more traditional deposit-taking banks dominat-
ed by retail/consumer/small business lending franchises.
Traditional banks are likely to feel increasing net interest margin
pressure only to the extent that low rates and a flatter yield per-
sist for several years. In the insurance sector, we expect life
insurance companies will face greater pressure on investment
returns than property and casualty firms, but these impacts are
also very gradual as their investment portfolios reprice.

Despite the Brexit vote, it is unclear if, how or when the UK will
actually start the process of leaving the EU and negotiations
with the EU are likely to take several years. Following Brexit,
there are now increased fears of possible future political insta-
bility among some other EU nations. Ultimately, we believe that
negotiations between the UK and EU will result in what is best
for Europe as a whole. We believe it is in the EU’s self-interest
to avoid harming the UK, given the extensive trade flows
between the UK and the rest of Europe. As we look at the pre-
ferred and hybrid securities markets, we continue to focus on
those issuers that are well capitalized, well managed, and have
strong market positions in stable countries with attractive bank-
ing and insurance environments. In our opinion, most of the
larger banks and insurers that issue in the preferred and hybrid
securities markets have very diversified global businesses and
substantial financial flexibility to manage the risks while protect-
ing their credit profiles.

Investment Outlook
Recent economic data in the U.S. shows modest strength and
low inflation, while the rest of the world continues to show weak
growth with markets supported by accommodating monetary
policies. Post Brexit, U.S. rates have reached all-time lows and
we expect that they will remain “lower for longer” than we
expected even a few months ago. As overall rates have fallen,

credit spreads have widened as preferred yields have fallen
less than Treasuries. Despite Brexit-related volatility in 2Q16,
credit fundamentals in the financial sector remain relatively
stable and should continue to support the preferred and hybrid
securities markets over the next year, even if earnings and
margins weaken slightly. We also expect that the contingent
convertible (CoCo) related volatility during the period will lead
to modifications in European bank capital rules, reducing risks
of coupon stoppage, which should prove supportive to all
hybrid investors. We believe the historically wide yield
spreads of preferred and hybrid securities relative to both U.S.
Treasuries and other credit spread products and the low rate
environment should help drive positive performance in the
asset classes (Figure 5). 

For the remainder of 2016, we expect moderate new issue
activity and anticipate U.S. issuers preferring to issue in the $25
par retail market to lock in fixed coupons. Recent Brexit-related
volatility in Europe should also limit supply from that region and
ensure that any new issues in the institutional market are likely
to be attractively structured in terms of back-end reset spreads.
Most of new hybrid supply from Europe will be used to redeem
older hybrid issues by the same issuers that no longer count as
regulatory capital, so net new issuance should be modest to
perhaps even negative. Away from banks, we expect a larger
number of smaller issuers and issues to target both the institu-
tional and retail preferred securities markets for senior, subordi-
nated and preferred level structures. As lower rates and limited
supply have driven the retail preferred market to new highs, we
are becoming more selective in security selection despite the 
technical support provided by good investor demand, high
redemptions and limited issuance.  

Despite our expectation that rates will remain fairly low by
historical standards, we maintain our conservative stance on
interest rate risk by remaining overweight to less interest rate
sensitive securities than our benchmarks. We believe it is
prudent to maintain durations shorter than the benchmarks,
particularly if we can do so while paying income comparable to
or better than the benchmarks. We recognize, however, that as
the preferred and hybrid securities markets have appreciated,
the benchmarks duration has trended down to be closer to the
duration on Stonebridge-managed products. We believe the
quality of our managed products and stability of duration is
better than the benchmarks given our lower exposure to
negatively-convex securities (such as securities trading at
negative yield-to-calls and low coupon fixed-rate structures). As
a result, we believe our portfolios should show more resilience
in a market downturn and potentially outperform in a rising rate
environment.  

As a result, we continue to favor structures with good rate
protection and high current yields. In the institutional market, we
favor non-call 5-year and 10-year fixed-to-floats with high reset
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Figure 5. Historical Spread of Preferred Securities vs High Grade Corporate Bonds and the 10-year Treasury.

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.

margins. We believe high reset margins are important because
they potentially limit extension risk past the first call date but also
ensure better price performance should a security extend and
price off the reset margin. Fixed-rate securities with high current
yields that we believe the issuer could refinance at a substan-
tially lower cost of capital and that have attractive yield-to-calls
(varies depending on the call date) are also attractive. We also
like legacy Tier 1 regulatory capital securities issued by U.S. and
European banks that are likely to be called in the next few years
that have high current yields and also attractive yield-to-calls 
relative to senior debt securities in the same credits. Between
2016 and 2020, we expect to see many of these older Tier 1
securities get called and replaced with AT1 fixed-to-floating rate

CoCo securities, which are not issued in the $25 par retail
market. In the institutional AT1 CoCo market, we have been very
selective and own issues with high back-end reset protection
issued by banks with stable to positive credit profiles.  

Geographically, we maintain our largest core exposure to U.S.
issuers which are fundamentally stronger than most non-U.S.
peers. In Europe, despite the Brexit-related volatility, we have
focused our holdings on large and financially strong issuers with
attractive hybrid structures and limited extension risk. Our expo-
sure to the U.K. is moderate and focused on banks with stable
to improving credit profiles.

Preferred Securities are represented by the BofA Merrill Lynch 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 BofA Merrill Lynch US Corporate Index (COAO) which tracks the performance of US dollar denominated
investment grade corporate debt publicly issued in the US domestic market.
10-Year Treasuries are represented by the BofA Merrill Lynch Current 10-Year U.S. Treasury Index (GA10) which is comprised of the most recently issued 10-year U.S. Treasury
note.
Source: Merrill Lynch, 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.


