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Market Recap
Despite market fears of increasing interest rates in the
U.S., the preferred and hybrid securities market performed
very strongly in the fourth quarter of 2015 compared to both
its earlier performance in 2015 and relative to other fixed-
income asset classes such as high-grade corporate bonds,
U.S. mortgages, U.S. Treasuries and high-yield bonds.
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 4Q15 and
for the full year 2015 was 3.5% and 7.6%, respectively.
While retail fixed-rate securities led performance, 4Q15
was also noteworthy in that both the institutional hybrid
index (Bank of America Merrill Lynch U.S. Capital
Securities Index, C0CS) and the European-dominated
contingent capital index (Bank of America Merrill Lynch
Contingent Capital Index, COCO) performed substantially
better than either 2Q15 or 3Q15. These indices generated
total returns of 0.2% and 3.7%, respectively, for 4Q15 and
0.86% and 6.9%, respectively for 2015.  

After spending several months signaling its intent to the
market, the U.S. Federal Reserve (the “Fed”) increased the
short-term Fed Funds target rate by 0.25% on December
15. This move was largely expected and, more importantly,
the Fed has signaled its intention to move rates higher in a
slow and measured pace as long as economic growth,
inflation and employment data support such moves. The
10-yr and 30-yr Treasuries did not move much following the
rate hike, with the 10-yr Treasury yield ending the quarter
only 0.23% higher at 2.27% and the 30-yr Treasury yield
only 0.15% higher at 3.0%. As expected, the curve has
flattened slightly which has been relatively supportive of
longer duration fixed-income investments.

The U.S. Federal Reserve’s desire to raise rates is in sharp
contrast to very accommodative monetary policy interna-
tionally, particularly in Europe, which we expect to continue.
In addition, during the past quarter, we have continued to
see an increase in macroeconomic risk driven by instability
in the Middle East, a European refugee influx, slowing
growth and equity market concerns in China, weakness in
commodity and energy prices, and broad concerns
regarding emerging markets. Deteriorating credit risk in the
energy and commodity sectors continued during the
quarter and led to spread widening in parts of the high-
grade corporate bond market as well as a fairly broad sell-
off in high-yield and emerging market credits. Year-end

selling pressure for tax reasons magnified some of these
market moves. Fortunately, energy, mining and emerging
market issuers have a fairly low weighting in the preferred
and hybrid securities market. Macroeconomic instability
has continued to rise in the first week of January 2016
leading to decreases in 10-yr and 30-yr Treasury yields as
investors look to reduce risk.  

The financials sector, composed mostly of banks and
insurance issuers, has the largest weighting in the
preferred and hybrid securities market and has benefited
from a stable to improving credit profile for most issuers.
Strong investor demand for preferred and hybrid securities
was partly driven by increased investor demand for
exposure to the financials sector, which is generally
perceived as lower risk and less volatile than sectors such
as energy and emerging markets. Moderate new issue
volumes and large redemptions in preferred securities also
helped support technical demand and prices, particularly in
the retail market. Credit spreads in the preferred market
tightened during 4Q15 to +368 basis points (bps) over the
10-year U.S. Treasury, reflecting the market’s safe haven
view of financials.

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

In 4Q15, unlike past quarters, the modest weakness in
longer duration Treasuries was accompanied by out-
performance of longer duration preferred securities, 
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Index TICKER
AVG. 

RATING
EFFECTIVE 

DURATION* 
4Q15 FY2015

BAC-ML Preferred Stock Fixed Rate P0P1 BBB2 4.77 3.46% 7.58%
BAC-ML U.S. Capital Securi�es C0CS BBB1 5.14 0.23% 0.86%
BAC-ML Con�ngent Capital Index - Hedged COCO BBB1 4.09 3.73% 6.93%

COCO BB1 4.09 2.79% 3.62%
BAC-ML US Corporate C0A0 A3 6.73 -0.56% -0.63%
BAC-ML US Cash Pay High Yield J0A0 B1 4.4 -2.09% -4.55%
BAC-ML US Current 10 Yr Treasury GA10 AAA 8.94 -1.44% 0.91%
BAC-ML US Current 30 Yr Treasury GA30 AAA 20.3 -2.09% -3.20%
BAC-ML US Mortgage Backed Securi�es M0A0 AAA 4.53 -0.06% 1.46%
BAC-ML US Municipal Securi�es U0A0 AA3 6.74 1.72% 3.55%
BAC-ML All US Conver�bles ex Mandatory V0A0 0.89% -2.89%
S&P 500 SPX 7.03% 1.37%

BAC-ML Con�ngent Capital Index - Unhedged

Source: Stonebridge Advisors LLC, BAC-ML Research

*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.
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particularly in the retail market. In our opinion, the probable
driver of this unusual behavior has been that retail investors
sold underperforming high-yield bond and emerging market
funds for credit and tax reasons and increased exposure to
relatively less volatile and higher rated preferred and hybrid
securities funds during 4Q15. In other words, changing investor
credit perceptions appeared to be more important than interest
rate movements in determining retail preferred performance
during 4Q15. Overall, the retail preferred securities market
sharply outperformed the institutional preferred securities
market by over 300 bps during 4Q15, which was partly driven
by a strong increase in retail preferred ETFs1 inflows from
$564m or 3% growth in Q3 to $1.9bn or 11% growth in 4Q15.
For the full year 2015, retail preferred ETFs inflows totaled
approximately $4.6bn, with the strongest growth occurring in
1Q15 and 4Q15.  

Figure 2. Performance by Duration Band.

New Issuance Recap
New issuance volumes of USD preferred and hybrid securities
totaled $23.0 billion for 4Q15, which is about $3 billion higher
than 4Q14. Favorable bond and equity market sentiment,
particularly early in 4Q15, led to strong issuance of institutional
fixed-to-floating hybrid structures. For the full year of 2015,
preferred and hybrid securities issuance was $89.4bn, or about
$6bn less than the full year of 2014. Approximately 87%, or
$20.2 billion, of issuance in 4Q15 were institutionally targeted
fixed-to-floating rate structures. Retail issuance was $2.7bn
during the quarter, a figure which has declined in each quarter
during 2015. Redemptions totaled approximately $19 billion in
the 4th quarter, up from $11bn in the 3rd quarter of 2015, but
roughly $5bn of this is accounted for by a General Electric
preferred exchange done in December. Redemptions continue
to heavily outpace new issuance in the retail preferred
securities market which has contributed to the strong relative
performance of retail vs. institutional issues. Low rates, particu-
larly in Europe, have caused increased European investor
participation in USD deals, driven by absolute yield differentials
and the relatively strong U.S. dollar.  

Figure 3. Top 10 Retail and Institutional USD New Issues 
for 4Q 2015 (by $ AMT).

Investment Outlook
With recent economic data in the U.S. showing modest strength
and low inflation while the rest of the world continues to show
weak growth, we expect that interest rates in the U.S. will
remain historically low despite continued moves by the Federal
Reserve to increase front end rates. Following its December
2015 increase in the Fed Funds rate by 0.25%, the market
expects several small increases in 2016 and gradual increases
in both the 10-yr and 30-yr Treasury yields. In this environment,
we continue to see attractive yields on preferred and hybrid
securities relative to other parts of the fixed-income market.
Part of this view is also driven by increased market and credit
risk in competing sectors such as energy, commodities, and
emerging markets debt. In contrast to those sectors, credit
fundamentals in the financials sector should continue to support
the preferred and hybrid securities market over the next year.
Most bank and insurance companies have strengthened their
capital ratios and reduced balance sheet risk in recent years,
partly because of increased regulatory supervision. We expect
this trend to continue in 2016. Yield spreads of preferred and
hybrid securities relative to both U.S. Treasuries and other
credit spread products remain wider than historical averages,
which we believe should help drive positive performance in the

ISSUER SECURITY DESCRIPTION ID COUPON
COUPON 
TYPE

PAR 
AMOUNT

DEAL SIZE 
($MM)

RETAIL
SOUTHERN CO SO 6 1/4 SOJA 6.25 FIXED 25 1,000
US CELLULAR CORP USM 7 1/4 UZC 7.25 FIXED 25 300
ENDURANCE SPECIALTY HLDG ENH 6.35 ENH/PC 6.35 FIXED 25 230
MAIDEN HOLDING LTD MHLD 7 1/8 MH/PC 7.125 FIXED 25 165
PROSPECT CAPITAL CORP PSEC 6 1/4 PBB 6.25 FIXED 25 160
AMERICAN FINANCIAL GROUP AFG 6 AFGH 6 FIXED 25 150
TARGA RESOURCES PARTNERS NGLS 9 NGLS/PA 9 VARIABLE 25 125
TRAVELCENTERS OF AMERICA TA 8 TANP 8 FIXED 25 100
GRAMERCY PROPERTY TRUST GPT 7 1/8 GPT/PA 7.125 FIXED 25 88
BLUEROCK RSDTL GR REIT BRG 8 1/4 BRG/PA 8.25 FIXED 25 72

INSTITUTIONAL
CHINA CONSTRUCTION BANK CCB 4.65 12/29/49 JV1710997 4.65 VARIABLE 20 3,050
GENERAL ELECTRIC CO GE 4 12/29/49 369604BM4 4 VARIABLE 1000 2,778
BHP BILLITON FIN USA LTD BHP 6 3/4 10/19/75 QJ2018126 6.75 VARIABLE 1000 2,250
GENERAL ELECTRIC CO GE 4.1 12/29/49 369604BN2 4.1 VARIABLE 1000 2,073
MEIJI YASUDA LIFE INSURA MYLIFE 5.2 10/20/45 585270AA9 5.2 VARIABLE 1000 2,000
CITIGROUP INC C 6 1/8 12/29/49 172967KD2 6.125 VARIABLE 1000 1,500
GENERAL ELECTRIC CO GE 4.2 12/29/49 369604BP7 4.2 VARIABLE 1000 1,094
BHP BILLITON FIN USA LTD BHP 6 1/4 10/19/75 QJ2018118 6.25 VARIABLE 1000 1,000
US BANCORP USB 5 1/8 12/29/49 902973AY2 5.125 VARIABLE 1000 750
DEMETER (SWISS RE LTD) SRENVX 5 3/4 08/15/50 QJ6582267 5.75 VARIABLE 1000 700

4Q15

Dura�on Bands Weigh�ng 4Q 2015 TR FY 2015 TR Weigh�ng 4Q 2015 TR FY 2015 TR
Eff Dur[0 - 3] 33.10% 1.77% 4.07% 34.31% -0.72% -2.82%
Eff Dur[3 - 5] 11.14% 2.45% 3.94% 8.80% 1.01% 3.18%
Eff Dur[5 - 8] 42.74% 3.78% 7.67% 38.61% 0.61% 1.51%
Eff Dur[8 - 12] 12.79% 5.76% 12.82% 16.31% 1.07% 3.77%
Eff Dur[ >=12] 0.23% 2.83% 10.93% 1.97% 0.55% 4.20%
Grand Total 100% 3.46% 7.58% 100% 0.23% 0.86%

P0P1 C0CS

Source: Stonebridge Advisors LLC , BAC-ML Research
Source: Stonebridge Advisors LLC, Bloomberg

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). 



SECURITIESReport

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

asset class (Figures 4 & 5). During 4Q15, preferred and hybrid
securities’ credit spreads tightened slightly, reversing the
modest widening we saw in 3Q15 due to market volatility.  

While we believe the market has largely priced in the risk of
modestly rising rates in 2016, this environment has created an
investor preference for fixed-to-floating rate structures with less
duration and convexity risk. One benefit of slightly wider credit
spreads is that the backend reset spreads on new fixed-to-
floating issues are more attractive and should limit potential
extension risk, in our opinion. In 4Q15, several new institutional
fixed-to-floating issues priced with very attractive backend reset
structure relative to older issues. Most new issuance has been
met with strong demand, as buyers have been mostly long-term
investors in search of yield and attractive structures, and many
of the new issues offer a component of rate protection. The
weakness in the high-yield bond market has also led to
increasing demand from conservative, yield-oriented investors
attracted to higher-rated and more stable hybrid securities from
financial issuers.  

For 2016, we expect a larger portion of new issues to be
generated by non-U.S. issuers, particularly European banks
issuing Contingent Convertible securities (Cocos) to meet AT12

regulatory capital requirements. We believe much of this new
AT1 Coco 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. We
expect new preferred issuance by the largest U.S. Banks,
which have been very active since 2013, is likely to drop by as
much as 50%, given that most banks have limited need for
additional AT1 capital.  Away from banks, we expect a larger
number of smaller issuers and issues to target both the institu-
tional and retail preferred markets for senior, subordinated and
preferred level structures. In the $25 par retail securities
market, we expect to see a continuation of the recent trend of
redemptions and relatively modest issuance. While increasing
interest rates have generally been negative for the fixed-for-life
dominated retail preferred market, the technical support
provided by good investor demand, high redemptions and
limited issuance is a strong offsetting factor, in our opinion.   

Despite our expectation that rates remain fairly low by historical
standards, we have maintained our conservative stance on
interest rate risk by continuing to increase our exposure to less
interest rate sensitive securities. We believe it is prudent to
maintain durations shorter than the benchmark, particularly if
we can do so while paying income comparable to the
benchmark yield. We recognize, however, that as the preferred
and hybrid securities market has appreciated, the benchmark
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

benchmark, 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-callable 5-year and 10-year fixed-to-floats with high
reset margins. High reset margins are important not only
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 substantially 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
from the same issuers. During 2016, we expect to see many of
these older Tier 1 securities get called and replaced with AT1
fixed-to-floating rate Coco securities.  

In terms of geographic exposure, we see U.S. bank names as
safe havens but continue to see European bank and insurance
names as attractive, given their wider yields and attractive
hybrid structures. In Europe, we remain selective in terms of
issuers, and we favor banks and insurers with good credit and
business fundamentals which are located in the stronger
European markets such as the UK, Netherlands, France,
Germany, Spain and Switzerland. We continue to have very
little exposure to emerging markets issuers and are selective
with respect to European banks with large emerging markets
businesses. We also expect increased hybrid securities
issuance by insurance companies who desire to boost their
regulatory and rating agency capital ratios. Many insurance
issues have attractive fixed-to-floating structures with good
reset spreads and are often more senior in the capital structure
than preferred stock. In 2016, we expect new issuance volumes
will shift further toward the institutional market and non-U.S.
names and are likely to shrink compared to 2015. We also
expect that limited retail preferred supply, strong demand and
stable fundamentals are likely to keep retail preferred
valuations high but fairly stable as long as interest rates do not
rise too quickly.  Despite the uncertainty around the outlook for
U.S. rates, we believe that a slowly growing U.S. economy,
stable to improving corporate credit, and limited supply continue
to be supportive of the preferred and hybrid securities markets.

Figure 4 and 5 on the following page.

2AT1 - Additional Tier 1 Capital Securities
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Index TICKER
AVG. 

RATING
CURRENT 
YIELD (%) OAS**

EFFECTIVE 
DURATION

BAC-ML Preferred Stock Fixed Rate P0P1 BBB 5.92 158 4.77
BAC-ML Preferred Stock Adjustable Rate P0A0 BBB+ 4.75 N/A N/A
BAC-ML U.S. Capital Securities C0CS BBB 6.18 268 5.14
BAC-ML Contingent Capital Index COCO BB+ 6.79 448 4.09
BAC-ML US Corporate C0A0 A- 4.14 173 6.73
BAC-ML US Cash Pay High Yield J0A0 B+ 7.38 686 4.40
BAC-ML US Current 10 Yr Treasury GA10 AAA 2.25 N/A 8.94
BAC-ML US Current 30 Yr Treasury GA30 AAA 3.00 N/A 20.30
BAC-ML US Mortgage Backed Securi�es M0A0 AAA 3.55 21 4.53
BAC-ML US Municipal Securi�es U0A0 AA- 4.33 16 6.74

Source: Stonebridge Advisors LLC, BAC-ML Research
**OAS – Option Adjusted Spread. A measure of the spread compen-
sation a fixed-income investor receives - including the impacts of
embedded options - for risks other than interest-rate risk, including
credit risk and liquidity risk.

Figure 5. Historical Spread of Preferred Securities vs High Grade Corporate Bonds and the 10 year Treasury.

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 (C0A0) 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.

The fourth 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.
. 

Figure 4. Comparison of Preferred Securities to Other Fixed-Income Asset Classes as of 12/31/15.
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