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The preferred and hybrid securities markets experienced

substantial volatility during the 4th quarter of 2016 largely

due to rising interest rates. The largest driver of the rise in

rates was the unexpected victory of Donald Trump in the

U.S. Presidential Election combined with Republican

success at keeping control of the U.S. Congress. This

outcome increased market expectations for tax reform,

fiscal stimulus, and reduced regulatory pressure on the

private sector. Higher rates were also supported by

improving economic and employment data, which in

December led the Federal Reserve (Fed) to both increase

short-term interest rates by 0.25% and signal the potential

for several more short-term rate hikes during 2017. All of

these changes could lead to stronger economic growth and

price inflation, in our opinion. During 4Q16, these events

led to a substantial rally in the U.S. equity markets, a sharp

rise in 3-month LIBOR and 10-year and 30-year interest

rates, a steeper interest rate curve, and a sharp rise in the

value of the U.S. dollar versus other major currencies.

Interest rates rose during the 4th quarter, with the 10-year

and 30-year Treasury rates increasing more than the short

end on fears of higher inflation, resulting in a steeper

interest rate curve. Three-month LIBOR increased during

the quarter by 0.15% (to 1.0%) as the Fed hiked its Fed

Funds reference rate in December. 10-year Treasury yields

increased by 0.84% (from 1.60% to 2.44%) during the

quarter while 30-year Treasury yields rose by 0.75% (from

2.32% to 3.07%). Within the quarter, interest rates rose

only modestly during October but shifted sharply higher

following the November 8th election.

In the preferred and hybrid securities space, the increase in

interest rates, combined with selling pressure from passive

index tracking preferred exchange-traded funds (ETFs), led

to the retail preferred securities market underperforming

the institutional hybrid securities market during the quarter.

In 4Q16, the total return of the retail preferred securities

market, as measured by the Bank of America Merrill Lynch

Core Plus Fixed Rate Preferred Securities Index (P0P4)*,

was -4.20%, while the institutional hybrid securities market,

as measured by the Bank of America Merrill Lynch U.S.

Capital Securities Index (COCS), returned -2.35%. This

resulted in performance for the full year 2016 of 1.40% for

the retail preferred securities market and 5.21% for the

institutional hybrid securities market. Finally, the European-

dominated contingent capital index (COCO) returned

4.41% for the full year 2016 with strong performance driven

by increased regulatory clarity and stabilizing credit for

many European banks.

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

Duration was a major driver of performance during the

quarter within the preferred and hybrid securities markets

and across fixed-income asset classes. Generally

speaking, shorter-duration asset classes, such as U.S.

high-yield bonds and U.S. mortgage-backed securities

outperformed, while longer-duration Treasuries and
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Index Ticker
Average 
Ra�ng

Effec�ve 
Dura�on+ 

4Q2016
Current Yield 

4Q2016
Total Return 

4Q2016
Total  Return 

2016
Total  Return 

2015
BAC-ML Core Plus Fixed Rate Preferred P0P4 BBB3 5.98 6.32% -4.20% 1.40% 8.52%
BAC-ML Preferred Stock Fixed Rate P0P1 BBB2 5.62 6.03% -3.81% 2.32% 7.58%
BAC-ML U.S. Capital Securi�es C0CS BBB2 5.80 5.85% -2.35% 5.21% 0.86%
BAC-ML Con�ngent Capital Index - Hedged COCO BB1 3.57 4.02% 0.52% 4.41% 6.90%
BAC-ML US Corporate C0A0 A3 6.91 3.90% -3.48% 5.30% -0.63%
BAC-ML US Cash Pay High Yield J0A0 B1 4.16 6.38% -0.10% 15.10% -4.55%
BAC-ML US Current 10 Yr Treasury GA10 AAA 9.01 2.07% -6.46% 0.21% 0.91%
BAC-ML US Current 30 Yr Treasury GA30 AAA 20.26 2.97% -13.40% 1.26% -3.20%
BAC-ML US Mortgage Backed Securi�es M0A0 AAA 4.83 3.46% -2.00% 1.64% 1.46%
BAC-ML US Municipal Securi�es U0A0 AA3 6.69 4.38% -4.55% -0.65% 3.55%
S&P 500 SPX NA NA 2.07%** 3.82% 11.96% 2.35%

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

*Please note that effective January 1, 2017, we will be using the Bank of America
Merrill Lynch Core Plus Fixed Rate Preferred Securities Index (P0P4), to repre-
sent 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
Bank of America Merrill Lynch Preferred Stock Fixed Rate Index (P0P1), that we
previously used given that P0P1 now has material exposure to the $1000 par
institutional preferred securities market. We continue to use the Bank of America
Merrill Lynch U.S. Capital Securities Index (C0CS), to represent the institutional
preferred securities market.
+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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municipal bonds underperformed. Within the retail and institu-

tional preferred and hybrid securities markets, longer-duration

securities showed substantial underperformance; however,

retail performance was sharply worse than institutional

performance during the quarter, as shown in Figure 2. The

underperformance of longer-duration retail securities was

driven by higher-rate risk within fixed-for-life securities which

dominate the retail market and index.

Figure 2. Performance by Effective Duration Bands.

Overall Q4 Preferred ETF Assets Fall, but Actively
Managed and Floating Rate ETFs Continue to Grow
For the past several years, growth in passive index tracking

preferred ETF assets has supported the retail preferred

securities market. This trend reversed following the U.S.

election as increasing interest rates led to the first quarterly fall

in aggregate preferred ETF assets since 2013. The total assets

of the six widely followed preferred ETFs fell by $1.6bn, or 6%,

during 4Q16 after growing substantially each quarter earlier in

2016 (see Figure 3). Within the quarter, ETF assets, as a group,

grew through October, then fell post U.S. election. Of these six

ETFs, five are passive ETFs that track various preferred

indices. Outflows, measured by the number of shares

outstanding, were substantially smaller than the market value

decline which was also driven by lower prices. The size of these

ETFs relative to the market magnified the price deterioration

that the retail preferred securities market experienced during

the quarter. It is worth noting that two of the ETFs in the group

(FPE and VRP) experienced inflows during the 4th quarter,

likely because they are less interest rate sensitive and, in the

case of FPE, actively managed. On the other hand, the other

ETFs in the chart below are passively managed and purely

index funds with high concentrations of interest sensitive fixed-

for-life preferreds.

Figure 3. Growth of Leading Preferred ETFs since 2013.

New Issuance Recap
New issuance volumes of U.S. dollar preferred and hybrid

securities totaled $14.3 billion for the 4th quarter of 2016,

which is almost $24 billion lower than the 3rd Quarter. This 4th

quarter was the smallest issuance quarter over the past two

years. Following the recent quarterly trend, 71% of this new

issue volume was in the institutional $1,000 par market, 

predominantly fixed-to-floating rate securities and largely by

non-U.S. issuers. Many of these new issues (particularly from

Asian issuers) are targeted at foreign investors in U.S. dollar

(USD) securities and many are unavailable to U.S. domestic

investors. Approximately 29%, or $4.1 billion, of issuance in

4Q16 were retail structured issues, mostly fixed-for-life pre-

ferred securities. This was less than half of the volume of retail

issuance in each of the first three quarters of 2016. While the

fourth quarter is usually a seasonally low period for retail

issuance, the decline was more pronounced this year likely

due to the rise in interest rates during the quarter.

Redemptions totaled approximately $8.7 billion in the 4th

quarter, which is substantially lower than any quarter in the

past two years. In the retail market, issuance exceeded

redemptions, but only by $1.5bn. Many of the redemptions in

the retail market this year have been $25 par issues from

European banks who are replacing obsolete forms of Tier 1

capital with new issue contingent capital securities (CoCos) in

the institutional market. In the institutional market, new issues

exceeded redemptions by approximately $4bn. This was

down from the $18bn net institutional issuance seen in the 3rd

quarter. We believe although rising interest rates in the U.S.

are likely to depress new issuance volumes somewhat into

2017, non-U.S. issuers still find the U.S. dollar institutional
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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 12/31/2016. Includes shares in PFF, PGX,
PSK, VRP, PGF, and FPE (see footnote 1 below). 

Dura�on Bands Weigh�ng 4Q 2016 TR Weigh�ng 4Q 2016 TR
0-3 Years 24.48% -0.91% 18.28% -0.81%
3-5 Years 12.14% -3.54% 23.57% -2.30%
5-8 Years 28.20% -5.21% 38.77% -3.00%
8-12 Years 30.00% -8.23% 18.89% -2.37%
>12 Years 5.19% -7.45% 0.50% -5.35%
Grand Total 100.00% -4.20% 100.00% -2.35%

P0P4 C0CS

Source: Stonebridge Advisors LLC, BofA Merrill Lynch Research
Past performance is no guarantee of future results.
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market favorable because of the depth of investor demand

and relatively tighter credit spreads compared to EUR-denom-

inated securities.

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

Investment Outlook
Recent economic data in the U.S. and the results of the U.S.

election have increased market expectations for higher GDP

growth, lower unemployment, and the potential risk of rising

inflation. This has led to a relatively sharp upward move in U.S.

interest rates, a stronger U.S. dollar, and a stronger equity

market. Despite the shift in sentiment, economic weakness still

persists in the rest of the world. Market interest rates have

increased modestly in Europe and Japan, complicating

monetary policy outside the U.S. The Fed has responded by

increasing short-term rates in December and signaled for

further rate hikes in 2017 should U.S. economic data remain

supportive. While the direction of rates upward is not a surprise,

the speed and magnitude of the move since November 8th

appears larger than warranted given the still unknown degree

and timing of changes to U.S. fiscal, tax and regulatory policies

from the new U.S. administration, in our opinion. While we have

long anticipated, and positioned for, a rising-rate environment,

we believe there could be a pause in the near term given the

speed of changes experienced to date. While U.S. monetary

policy is clearly tightening, easy monetary stimulus remains the

norm outside the U.S. and we believe is likely to make further

U.S. interest rate increases measured and gradual. In this

overall low rate environment, credit spreads in general remain

fairly wide, supported by the stable credit fundamentals we see

in most issuers. Furthermore, we believe the historically wide

yield spreads of preferred and hybrid securities relative to both

U.S. Treasuries and other credit spread products should help

drive positive performance in the asset class (see Figure 5 on

next page).  

Despite the volatility of select banking names in Europe during

2016, such as Deutsche Bank, credit fundamentals in the global

financial sector remain stable and should continue to support the

preferred and hybrid securities market over the next year, in our

opinion. The recent increase in interest rates is a credit positive

for both bank and insurance companies due to potentially higher

net interest margins and investment portfolio returns. We believe

the potential modification of the Dodd Frank Act in the U.S.

would also probably be a small credit positive for U.S. banks. In

European financials, the volatility we saw earlier in 2016 led to

modifications in European bank regulatory capital rules, which

reduced risk of hybrid coupon interruptions and helped support

performance from European hybrids in the latter part of the year.

In Europe, we also expect that the legal costs of settling large

legacy mortgage and financial conduct cases are abating. Some

of the major banks have settled or are expected to settle with

regulators for penalty amounts that are easily manageable given

solid capital ratios and improving earnings.  

We expect issuance in the preferred and hybrid securities mar-

ket for 2017 to be subdued relative to 2016 and more heavily

driven by non-U.S. issuers. Large U.S. banks have issued

enough to reach target levels of additional tier 1 (AT1) in their

capital structures, although they and other issuers may oppor-

tunistically issue in the $25 par retail market to lock-in relatively

low fixed coupons. We believe European and Asian financials

and non-financials may continue to support the institutional

hybrid issuance volumes. Most of the 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.

Additionally, we expect wide spreads in the institutional market

make it likely that any new fixed-to-floating rate securities would

be attractively structured in terms of back-end reset spreads.  

Given the outlook for rising interest rates in 2017, we have

maintained our conservative stance on interest rate risk by

ISSUER SECURITY DESCRIPTION ID COUPON
COUPON 

TYPE
PAR 

AMOUNT
DEAL SIZE 

($MM)
RETAIL
AXIS CAPITAL HLDGS LTD AXS 5 1/2 AXS/PE 5.5 FIXED 25 $550.00
KEYCORP KEY 6 1/8 KEY/PI 6.125 VARIABLE 25 $500.00
CAPITAL ONE FINANCIAL CO COF 6 COF/PH 6 FIXED 25 $500.00
PUBLIC STORAGE PSA 4.9 PSA/PE 4.9 FIXED 25 $350.00
NATIONAL RETAIL PROP INC NNN 5.2 NNN/PF 5.2 FIXED 25 $345.00
DTE ENERGY CO DTE 6 DTY 6 FIXED 25 $280.00
PEOPLE'S UNITED FIN INC PBCT 5 5/8 PBCTP 5.625 VARIABLE 25 $250.00
NUSTAR ENERGY LP NSUS 8 1/2 NS/PA 8.5 VARIABLE 25 $226.50
PS BUSINESS PARKS INC PSB 5.2 PSB/PW 5.2 FIXED 25 $189.75
ASHFORD HOSPITALITY TRUS AHT 7 3/8 AHT/PG 7.375 FIXED 25 $155.00

INSTITUTIONAL
ING GROEP NV INTNED 6 7/8 12/29/49 AL2981127 6.875 VARIABLE 1000 $1,000.00
HUISHANG BANK HSBANK 5 1/2 12/29/49 AL0690902 5.5 VARIABLE 1000 $888.00
BNP PARIBAS BNP 6 3/4 12/29/49 05565ACA9 6.75 VARIABLE 1000 $750.00
DNB BANK ASA DNBNO 6 1/2 12/29/49 QZ8551595 6.5 VARIABLE 1000 $750.00
ENBRIDGE INC ENBCN 6 01/15/77 29250NAN5 6 VARIABLE 1000 $750.00
LI & FUNG LTD LIFUNG 5 1/4 12/29/49 QZ9975546 5.25 FIXED 1000 $650.00
CHARLES SCHWAB CORP SCHW 4 5/8 12/29/49 808513AP0 4.625 VARIABLE 1000 $600.00
SOUTHERN CO SO 5 1/2 03/15/57 842587CY1 5.5 VARIABLE 1000 $550.00
PNC FINANCIAL SERVICES PNC 5 12/29/49 693475AQ8 5 VARIABLE 1000 $525.00
M&T BANK CORPORATION MTB 5 1/8 12/29/49 55261FAH7 5.125 VARIABLE 1000 $500.00

4Q16

Source: Stonebridge Advisors LLC, Bloomberg
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Figure 5. Historical Spread of Preferred Securities vs High Grade Corporate Bonds and the 10-year Treasury.

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.

remaining overweight less interest rate sensitive securities than

our benchmarks. With the potential for further rate volatility, we

believe it is prudent to maintain durations shorter than the

benchmark, particularly if we can do so while paying income

comparable to or better than the benchmark yield. We believe

the quality and stability of our 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-for-life structures). As a result, we

believe our portfolios should continue to show more resilience in

a market downturn and potentially outperform in a rising rate

environment.

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 U.S. 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.


