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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.
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The preferred and hybrid securities market rebounded in the third quarter of 2018, with strong performance in the $1000 par institutional market and slight
gains in the retail $25 par market. This followed a quarter where the institutional market, including the European contingent convertible market (CoCos),
significantly underperformed the retail $25 par market. 

Fixed-income markets proved to be resilient in the face of continued headline risk across the U.S., Europe and Asia during the third quarter. Despite political
uncertainty within Italy, economic turmoil in Turkey, BREXIT negotiations and trade tensions between China and the United States (U.S.), credit spreads tightened
across the preferred and hybrid securities market as the global economy showed continued improvement. In the U.S., economic growth and labor market
strength led the Federal Reserve (Fed) to guide short-term rates higher by 25 basis points (bps), while stagnant inflation data and macroeconomic risks dampened
increases in longer-term yields. As a result, the U.S. Treasury yield curve continued to flatten while the Fed signaled that continued rate hikes should be expected.
In Europe, the new populist government in Italy agreed on a budget that called for increased deficits—although less than initially feared—while concerns
over Italy exiting the euro subsided. Meanwhile, interest rates remain accommodative in Europe as the European Central Bank (ECB) signaled its intentions to
keep deposit rates at all-time low levels through next summer as it winds down its quantitative easing program this year. 

Index Ticker
Average 
Ra�ng

Effec�ve 
Dura�on1 

3Q2018
Current Yield 

3Q2018
Total Return 

3Q2018
Total Return 

YTD
ICE BofAML Core Plus Fixed Rate Preferred Securi�es2 P0P4 BBB3 5.11 6.06% 0.06% 0.69%
ICE BofAML Fixed Rate Preferred Securi�es P0P1 BBB2 5.08 5.66% 0.19% 0.23%
ICE BofAML US IG Ins�tu�onal Capital Securi�es2 CIPS BBB2 4.98 5.65% 1.77% -0.57%
ICE BofAML USD IG Con�ngent Capital2 COCU BBB3 3.88 6.12% 2.60% -1.25%
ICE BofAML U.S. HY Instl Capital Securi�es HIPS BB1 4.44 5.92% 2.06% 0.22%
ICE BofAML U.S. Corporate C0A0 A3 7.01 4.01% 0.96% -2.19%
ICE BofAML U.S. Cash Pay High Yield J0A0 B1 4.00 6.33% 2.44% 2.50%
ICE BofAML Current 10-Yr U.S. Treasury GA10 AAA 8.52 2.91% -1.10% -3.75%
ICE BofAML Current 30-Yr U.S. Treasury GA30 AAA 19.46 3.10% -3.27% -6.55%
ICE BofAML U.S. Mortgage Backed Securi�es M0A0 AAA 5.14 3.59% -0.12% -1.02%
ICE BofAML U.S. Municipal Securi�es U0A0 AA3 6.79 4.35% -0.25% -0.51%
S&P 500 SPX NA NA 1.84%* 7.38% 10.56%
Source: Stonebridge Advisors LLC, ICE Data Services; *Dividend yield. Past performance is no guarantee of future results.

Highlights:
• Despite interest rate increases across the curve, IG and non-IG $1000 par institutional preferred and hybrid securities market (CIPS and HIPS) outperformed

most fixed-income asset classes during the third quarter (Figure 1). 
• Fund flows continued to drive performance in the $25 par retail market, as performance moved in tandem with creations and redemptions in passive,

retail-only exchange-traded funds (ETFs) (Figure 3). The $25 par retail market reached a year-to-date high level at the end of August as PFF, the largest
passive, retail-only ETF, saw almost $700MM of inflows in July and August. The market proceeded to sell-off throughout the end of the quarter as PFF
experienced over $450MM in outflows in September. 

• CoCo securities outperformed all other parts of the preferred and hybrid securities market during the quarter. This was due to strong earnings from the
European banks, reduced tail risk from Italy, limited new supply and attractive valuations at the end of the second quarter.
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Figure 3. Preferred Monthly ETF Flows vs Cumulative Retail Market Performance
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Figure 2. Performance by Effective Duration Bands-3Q2018.

Source: Stonebridge Advisors LLC, ICE Data Services. Past performance is no guarantee of future results.

New Issuance—An uptick in New Issuance in both Retail and Institutional Markets

• The interest-rate curve continued to flatten as the difference between the 2-year and 10-year Treasuries tightened to 25 bps from 33 bps during the quarter.
• Fundamentals within the U.S. and global banking system remain strong. Bank capital ratios, liquidity and leverage all show substantial improvement

compared to pre-crisis levels.
• The Alternative Reference Rates Committee (ARRC) and the New York Fed provided more clarity regarding their plans for replacing the London Interbank

Offered Rate (LIBOR)3. Also, the first deal referencing the Secured Overnight Financing Rate (SOFR) was issued in the third quarter.

Dura�on Bands Weigh�ng 3Q2018 TR Weigh�ng 3Q2018 TR Weigh�ng 3Q2018 TR
0-3 Years 27.03% -0.35% 19.31% 1.25% 31.70% 2.05%
3-5 Years 25.50% 0.26% 36.78% 2.20% 38.81% 2.26%
5-8 Years 23.44% 0.19% 35.12% 1.69% 29.50% 3.47%
8-12 Years 23.49% 0.30% 8.10% 1.41% 0.00% 0.00%
>12 Years 0.54% -0.02% 0.69% 0.82% 0.00% 0.00%
Grand Total 100.00% 0.06% 100.00% 1.77% 100.00% 2.60%

P0P4 Retail Index CIPS Ins�tu�onal Index COCU Ins�tu�onal Index

Source: Total fund assets from Bloomberg as of 9/30/2018. Includes
shares in PFF, PGX, PSK, VRP, PGF, and FPE. P0P4 (ICE BofAML Core Plus
Fixed Rate Preferred Securities Index) represents the broad $25 par
retail market.

• A glut of new issuance in the retail $25 par and institutional $1,000 par markets. During the third quarter, both markets saw a substantial increase
in new issuance, surpassing the net and gross issuance in the previous two quarters. The increase was mainly driven by the institutional market, which saw
$13.3BN in net new issuance compared to -$7.06BN in 2Q18. For the first time this year the retail market saw positive net issuance, with an increase of
$3.06BN in 3Q18. Net issuance in the first two quarters was -$3.8BN, and -$5.6BN, respectively.

• New issues less attractive for retail investors. Although this quarter saw a flood of new issues in the retail and institutional markets, we believe most
of the attractive issues were in the institutional space. 94% of new institutional issues were structured as variable-rate securities, whereas 84% of new retail
issues were structured as fixed-for-life. The majority of new retail issues were low coupon, fixed-for-life securities with small deal sizes, and, in some cases,
the attractive new retail issues were structured with a K-1. 

• A pause in retail market shrinkage. The $25 par retail market saw a net shrinkage for the past few quarters but experienced an abrupt stop in the third
quarter. The retail market grew -2.1% in 4Q17, -8.4% in 1Q18, -2.9% in 2Q18, and finally a positive 1.4% in 3Q18. The shrinkage was largely driven by
redemptions of large, older issues and retail redemptions being replaced by institutional deals. 

• Issuance trend may subdue in the next few quarters. We expect a slowdown of both issuance and redemptions as most of the legacy deals that were
callable this year have been redeemed. Also, most banks have filled their AT1 buckets. Some large deals remain callable and may be partially called and
refinanced by smaller deals.

3The London Interbank Offered Rate (LIBOR) is a benchmark interest rate that banks charge each other for short-term loans.
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Figure 4. Top 10 Retail and Institutional USD New Issues for 3Q 2018 (by $ AMT).

LIBOR Update

Continued

Issuer Security Descrip�on
Coupon 

(%)
Coupon 

Type
Par 

Amount ($)
Deal Size 

($MM)
RETAIL
JPMORGAN CHASE & CO JPM 5 3/4 PERP 5.75 FIXED 25 1,696
BANK OF AMERICA CORP BAC 5 7/8 PERP 5.875 FIXED 25 854
AT&T INC T 5 5/8 5.625 FIXED 25 825
US BANCORP USB 5 1/2 PERP 5.5 FIXED 25 575
PRUDENTIAL FINANCIAL INC PRU 5 5/8 5.625 FIXED 25 565
DUKE ENERGY CORP DUK 5 5/8 5.625 FIXED 25 500
ENERGY TRANSFER PARTNERS ETP 7 5/8 PERP 7.625 VARIABLE 25 445
KEYCORP KEY 5.65 PERP 5.65 FIXED 25 425
BRIGHTHOUSE FINANCIAL IN BHF 6 1/4 6.25 FIXED 25 375
CMS ENERGY CORP CMS 5 7/8 5.875 FIXED 25 280

INSTITUTIONAL
BANK OF CHINA HONG KONG BOCHKL 5.9 PERP 5.9 VARIABLE 1000 3,000
BARCLAYS PLC BACR 7 3/4 PERP 7.75 VARIABLE 1000 2,500
CREDIT SUISSE GROUP AG CS 7 1/2 PERP 7.5 VARIABLE 1000 2,000
CREDIT SUISSE GROUP AG CS 7 1/4 PERP 7.25 VARIABLE 1000 1,500
VODAFONE GROUP PLC VOD 6 1/4 10/03/78 6.25 VARIABLE 1000 1,300
SOCIETE GENERALE SOCGEN 7 3/8 PERP 7.375 VARIABLE 1000 1,250
PRUDENTIAL FINANCIAL INC PRU 5.7 09/15/48 5.7 VARIABLE 1000 1,000
CENTERPOINT ENERGY INC CNP 6 1/8 PERP 6.125 VARIABLE 1000 800
ADIB  CAPITAL INVEST TWO ADIBUH 7 1/8 PERP 7.125 VARIABLE 1000 750
BNP PARIBAS BNP 7 PERP 7 VARIABLE 1000 750 Source: Stonebridge Advisors LLC, Bloomberg

There were several developments on LIBOR during the quarter. The current rate-setting mechanism for LIBOR will end by 2021 and the SOFR has been selected
as the replacement floating-rate benchmark for derivatives and cash products (bonds, preferred securities, etc.). The ARRC has been reconstituted this year to
ensure the successful implementation of the transition plan. During the quarter, MetLife and Wells Fargo both issued floating-rate notes with a coupon resetting
off of SOFR, the first two deals with that structure. This was a significant step in the transition from LIBOR to a more stable reference rate based on a robust un-
derlying market with significant volume. 

Given LIBOR’s future uncertainty, deals issued since 4Q2017 have included mechanisms to determine the floating-rate benchmark rate if LIBOR is no longer
quoted. Accordingly, this has brought focus onto the contract language in securities issued prior to 4Q2017, which typically do not have a mechanism to determine
a floating-rate benchmark rate in the absence of LIBOR. This is unlikely to be addressed until there is clarity on how SOFR will be converted to a LIBOR equivalent.
Once that is determined, ARCC should provide recommended contract language for setting the calculation method of the floating-rate benchmark if LIBOR is
no longer quoted, which could potentially be incorporated into legacy securities. We also anticipate an industry standard to be established for determining the
equivalent rate for LIBOR products through an adjustment to the SOFR quoted in the market, leaving open the possibility for an index provider to apply that
same adjustment to SOFR and present a rate on LIBOR after 2021. Overall, there is still a long way to go, but significant progress was made during the quarter
to ensure a smooth transition to a new floating-rate benchmark. 

Investment Outlook
We continue to believe that good earnings in the financial sector and stable economic conditions globally should be supportive of performance in the preferred
and hybrid securities markets through the fourth quarter of 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 its relatively 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, which includes geopolitical events, potential interest-rate
increases and unexpected increases in new issuance supply. 

Geopolitical Events:
• Headline risks in Europe remain a wild card. Italian budget discussions, Turkey currency woes and BREXIT are all on the minds of investors. Although

we believe none of these issues will result in lasting turmoil for the preferred and hybrid securities market, more headlines could create further volatility
in the market. Nonetheless, we believe that the fundamental and structural characteristics of the European financial hybrids that we own are strong from
both a credit and relative value perspective. Furthermore, much of the headline risk is priced into the European additional tier 1 CoCos and they are trading
at a discount to U.S. bank preferred securities. 

• Expect a muted impact from trade wars and other geopolitical events. Higher tariffs imposed globally will likely result in slower economic growth.
The impact of this is likely not to be felt until 2019, but we could begin to see signs of weakness in the fourth quarter. Geopolitical developments involving
the Korean peninsula, Venezuela, and the Middle East could present risks to the global economy. These issues are not likely to materialize into market-
disrupting events for preferreds and hybrid securities, but slower growth could dampen earnings in the future.
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Figure 5. Historical Spread of Preferred Securities vs Investment Grade Corporate Securities and the 10-Year Treasury.

9/30/1997–9/30/2018
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: ICE Data Services, 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.

The third 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

Continued

U.S. Treasury Yield Curve & Interest Rates:
• U.S. Treasury yield curve to shift higher but remain flat. We continue to believe that U.S. interest rates should broadly continue to shift higher and

the Treasury yield curve is likely to remain relatively flat through the end of 2018. Short-term rates are likely to increase because of Fed normalization,
while stronger economic growth and some inflation pressures are likely to slowly push longer-term rates higher overall, with some possible bouts of short-
run tightening in response to equity market volatility. U.S. fiscal policy and recent tax and regulatory changes have the potential to boost economic growth,
but we believe this impact is likely to be muted and slow given offsetting political and trade uncertainty and the high likelihood that changes will be
phased in over time. We believe that with a flat interest-rate curve, the best total return and risk profile will be achieved by overweighting short- to
intermediate-term securities in the current environment. 

Preferred and Hybrid Securities Valuation:
• Net new supply to remain subdued. Despite the surprise pick up in issuance in the third quarter, the preferred and hybrid securities market has benefited

from subdued net new issuance year-to-date in 2018. We are not anticipating a significant amount of new issuance in the fourth quarter, which should be
supportive of the market. We will continue to be very selective on new issues as the majority of the new issuance has not provided much, if any, concession
to the secondary market. 

• Yields and spreads remain attractive. Absolute yields and yield spreads of preferreds and hybrid securities relative to U.S. Treasuries and other credit-
spread products remain at attractive levels and may provide a cushion against rising interest rates (Figure 5). Based on our analysis, which includes the
assessment of security structure, relative yields, and credit, the CoCos generally offer the best relative value, followed by other institutional $1000 pars and
then retail $25 pars. Nonetheless, through active management we continue to attempt to identify the best securities in all parts of the preferred and hybrid
securities market to construct balanced portfolios that we believe will lead to long-term outperformance. 

P0P1 Average Spread 421 bps
C0A0 Average Spread 213 bps

6/30/2007 — 9/30/2018

P0P1 Average Spread 267 bps
C0A0 Average Spread 155 bps

9/30/1997 — 6/30/2007

P0P1 vs GA10 Average Spread 351 bps
9/30/1997 — 9/30/2018
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