
 
 
Stonebridge Update on the Preferred Securities Market, February 14th, 2018 
 
In light of recent market movements, we are providing this Q&A to answer questions that may be on the 
minds of investors. The 10-year Treasury yield has increased from 2.41% to 2.91% in the first month and 
a half of 2018, generating volatility in the fixed-income markets. Although it is unclear if interest rates 
will continue to trend higher, Stonebridge has viewed rising rates as the biggest market risk over the 
past couple years, so our portfolios are defensively positioned for this type of market environment. 
Below we provide our thoughts behind the preferred and hybrid securities market’s recent performance 
and demonstrate how different security structures are expected to perform in this market environment.  

2018 Preferred Securities Market Returns: 

 
 
What factors have contributed to the recent weakness in the preferred securities market? 
 
Market expectations of higher economic growth and potentially increasing inflation because of recent 
tax reform and less government regulation have contributed to rising interest rates. Interest rates in the 
10yr and 30yr part of the curve have risen sharply since the beginning of 2018 after remaining largely 
stable for most of 2017. The 10yr Treasury yield has risen by almost 50 basis points since year-end. In 
addition, a change in the leadership at the Federal Reserve (“Fed”) to Jerome Powell from Janet Yellen is 
viewed by many in the market as increasing the likelihood of tightening monetary conditions via short-
term rate hikes and further unwinding of the Fed’s prior asset purchase programs. While short-term 
interest rates have been rising for some time, this is one of the more rapid increases in longer-term 
rates that the market has seen for a few years. As the preferred securities market is perceived as a 
longer duration asset class, rising market interest rates creates pressure on prices of existing preferred 
securities, particularly fixed-for-life structures that are exposed to greater interest rate sensitivity than 
shorter duration variable or floating rate issues.   
  

ICE BofAML Index 
Ticker 

YTD  
Return* 

Core Plus Fixed Rate Preferred Securities P0P4 -2.92% 
Fixed Rate Preferred Securities P0P1 -2.51% 
U.S. Investment Grade Institutional Capital Securities CIPS -1.35% 
Contingent Capital - Hedged COCO -0.44% 
*YTD return is through 02/13/2018 
Source ICE BofA Merrill Lynch 



Why has the retail $25 par preferred securities market underperformed the $1000 par institutional 
market since Jan 1?   

The retail $25 par preferred securities market has experienced greater selling pressure than the 
institutional market partly because of differing investor behavior in the two markets. The move in 
interest rates has led to some retail market analyst recommendations to rotate out of the preferred 
sector, which has triggered some selling of preferred securities both directly from retail investors and 
indirectly via passive preferred exchange-traded funds (“ETFs”). In the $25 par retail preferred securities 
market, the passive ETFs account for the majority of trading volume in a security, so ETF outflows 
generally work to compound and magnify the selling pressure on individual $25 par preferred securities. 
In contrast the institutional $1000 par preferred securities market (historically known as a more efficient 
market than the retail preferred securities market) has experienced much less selling pressure and the 
passive preferred ETFs have minimal impact on the institutional market. We estimate the year-to-date 
decrease in market cap across the U.S. passive preferred ETFs through February 13, 2018 totals 
approximately $1.85 billion. This decrease reflects both price movements and outflows, with the 
majority from outflows.   
  
Why do the differences between the retail and institutional preferred securities markets matter? 

Preferred securities are generally considered fixed-income instruments and many preferred securities 
are affected negatively by rising rates. However, it is important to distinguish between different 
structures of preferred securities because the impact can vary significantly in different interest rate 
environments. The three main preferred security structures are fixed-for-life, fixed-to-floating, and 
floating rate. Fixed-for-life structures are the most interest rate sensitive and dominate the $25 retail 
par universe. In contrast, the $1000 par institutional universe is almost entirely composed of fixed-to-
float and floating securities whose sensitivity to rising interest rates is much lower and more 
manageable. Within the retail market, lower coupon fixed-for-life securities are among the most interest 
rate sensitive.    
 
What structures are likely to outperform in a rising rate environment? 

The structures that we think will be the least sensitive to interest rates are floating rate securities, fixed-
to-float securities, and high coupon near-call securities. The advantage of a fixed-to-float security is that 
it typically pays a fixed coupon for 5 to 10 years, giving the investor yield on the front-end, and then the 
security floats based on a spread to Libor or interest rate swaps, giving the investor interest rate 
protection on the back-end. During the initial fixed period, the securities are exposed to duration risk 
but they tend to exhibit more favorable convexity characteristics than similar fixed-for-life securities. 
This means the duration on a fixed-to-float security is generally more stable and responds more 
favorably to interest rate changes. The advantage of a high coupon near-call security comes from the 
likelihood that the issuer will call the security at par on the first call date because they can refinance it at 
a lower cost.   
 
What structures are likely to underperform in a rising rate environment? 

The preferred securities with the most interest rate sensitivity are those with a low coupon that is fixed-
for-life. These securities exhibit poor convexity characteristics, which means their duration will typically 
increase as rates rise, magnifying price declines as the call potential of the security vanishes. In past 
interest rate cycles, lower coupon fixed-for-life securities typically experience much larger prices falls 
compared to similar coupon fixed-to-floating rate securities because of this duration extension effect.    
  



Why have fixed-to-float securities in the $25 par market sold off as much as fixed-for-life securities? 

The primary reason is fund flows in passive ETFs. When a passive ETF experiences redemptions it 
essentially becomes a forced seller of a basket of all of the holdings equal to the redemption amount, 
regardless of valuation. This can cause security structures that should perform better in rising rates to 
sell off in line with longer duration securities. Just as in bullish market environments, indiscriminate ETF 
buying can cause securities to become overvalued, a bearish market environment can cause 
indiscriminate selling and create attractive relative value opportunities. Through active management, 
Stonebridge can take advantage of long-term opportunities caused by these short-term market 
inefficiencies. 
 
How might an active manager outperform in the current environment?   

The key to success in actively managing investment in the preferred securities space is to avoid the 
weakest issuers and issues from a credit and structural point of view. In the current market 
environment, the credit risk environment for most preferred issuers in the financial sector is stable to 
positive. Therefore, we believe that the biggest risk right now in the preferred securities market is 
exposure to rising interest rates. The easiest way to manage interest rate risk is to favor the least 
interest rate sensitive securities such as floating rate, fixed-to-floating and relatively high coupon, 
shorter call fixed-for-life securities. The security structures to avoid are lower coupon fixed-for-life 
securities, certain fixed-to-floating securities with low back-end reset spreads and negative yield to call 
securities that are trading at high premium prices but are likely to be called sooner than the market 
expects. These securities face a mixture of interest rate, credit spread, and call risks that make them 
potential underperformers in a rising interest rate environment.  
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All opinions expressed constitute judgements as of the date of release, and are subject to change without 
notice. There can be no assurance any forecasts will be achieved. The information is taken from sources 
that we believe to be reliable but we do not guarantee its accuracy or completeness.   
Index Definitions: 
P0P1 – ICE BofAML Fixed Rate Preferred Securities Index – tracks the performance of fixed-rate U.S. dollar denominated 
preferred securities issued in the U.S. domestic market. All holdings are investment-grade rated. 
P0P4 – ICE BofAML Core Plus Fixed Rate Preferred Securities Index – tracks the performance of fixed-rate U.S. dollar 
denominated preferred securities issued in the U.S. domestic market. This index is comprised of 100% retail securities and does 
not require securities to be investment-grade rated. 
COCO – ICE BofAML Contingent Capital Index – tracks the performance of investment grade and below investment grade 
contingent capital debt publicly issued in the major domestic and eurobond markets. 100% U.S. dollar hedged. 
CIPS –ICE BofAML U.S. Investment Grade Institutional Capital Securities Index – tracks the performance of U.S. dollar-
denominated investment grade hybrid capital corporate and preferred securities issued in the U.S. domestic market.   

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. 
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