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In this note we answer some of the most commonly asked questions from investors on the current conditions in 
the preferred and hybrid securities market including causation for recent market performance, how it compares to 
other fixed income asset classes, and performance during past interest rate cycles.  We also address some 
misconceptions about the variable rate coupon structures that exist in the preferred and hybrid securities market.      

 

Preferred and Hybrid Market Securities Performance 
 
What has been the biggest driver of recent performance in the Preferred and Hybrid Securities Market? 
Through Oct 16

th
, 2018, the 10-Year Treasury yield has increased by over 75 basis points (bps) year-to-date (YTD), 

reaching the highest level in over 7 years.  This has put pressure on most fixed income asset classes including 
preferred and hybrid securities recently as this move higher in interest rates accelerated in September and 
October.   

 
Figure 1 

 
Source: ICE Data Services and Bloomberg 
*Return not annualized 
Past performance is not indicative of future results and there can be no guarantee historical trends will continue in the future. 

 
How has the Preferred and Hybrid Securities Market performed in past rising rate environments? 
The preferred and hybrid securities market has produced positive returns during every rising rate cycle since 1990.  
This includes 5 different cycles where the Federal Reserve (Fed) Funds Target Rate was guided higher, including 
scenarios where the 10-Year Treasury yield increased and decreased. 

 
 
 
 
 
 
 

 

Bond/Index Description Rating
Effective 

Duration

Current 

Yield

Total Return 

Sept 1 - Oct 16*

Total Return 

YTD

P0P4 ICE BofAML Core Plus Fixed Rate Preferred BBB3 6.16 6.21% -3.74% -1.72%

P0P1 ICE BofAML Preferred Stock Fixed Rate BBB2 5.81 5.78% -2.91% -1.75%

CIPS ICE BofAML US IG Instl Cap Securities BBB2 4.93 5.69% -0.69% -1.38%

COCU ICE BofAML USD IG Contingent Capital Index BBB3 3.79 6.18% -0.74% -2.08%

HIPS ICE BofAML US HY Instl Cap Securities BB1 4.36 5.97% -0.87% -0.72%

C0A0 ICE BofAML US Corp Master A3 6.91 4.04% -1.06% -2.91%

J0A0 ICE BofAML US High Yield Cash Pay B1 4.05 6.37% -0.08% 1.82%

GA10 ICE BofAML US Treasury Current 10 Yr AAA 8.47 2.93% -2.20% -4.44%

GA30 ICE BofAML US Treasury Current 30 Yr AAA 19.29 3.18% -5.67% -8.81%

M0A0 ICE BofAML Mortgage Master AAA 5.28 3.61% -1.18% -1.61%

U0A0 ICE BofAML Municipal Master AA3 6.84 4.38% -1.40% -1.27%



 

 

 
Figure 2 

 
 

Source: ICE Data Services and Bloomberg 
 
*The current rising rate cycle is ongoing. 
Preferred Securities are represented by the ICE BofAML Fixed-Rate Preferred Securities Index (P0P1).  Returns are calculated using 
monthly data starting in the period immediately prior to the Fed guiding the Target Rate higher and ending in the period 
immediately before the Fed guides the Target Rate lower.  Past performance is not indicative of future results and there can be no 
guarantee historical trends will continue in the future. 

 

 
How did $25 Par Retail Securities perform relative to Institutional Securities during the recent rate rise? 
Since the beginning of September, $25 par retail securities have underperformed investment grade institutional 
securities by over 300 bps (Figure 1) as 10-Year Treasury yields spiked by over 30 bps. 
 
Why have $25 Par Retail Securities underperformed recently? 
The $25 par retail market is comprised of over 70% fixed for life securities compared to only about 15% in the 
institutional market.  These securities tend to be more sensitive to rising interest rates than variable rate 
securities, and exhibit negative convexity when interest rates increase.   Furthermore, the largest passive retail 
ETFs, PFF and PGX, experienced over $1.5 billion in outflows since the beginning of September. 
  
Which part of the Preferred and Hybrid Securities Market would you rather own?  Retail or Institutional? 
Both parts of the market are important for a diversified portfolio and can offer value to investors.  As an active 
manager, Stonebridge can seek to take advantage of relative value and pricing inefficiencies across the entire 
preferred and hybrid securities market. 

 
What could cause the market to sell off further? 
Sharp increases in long-term interest rates, continued outflows from preferred and hybrid securities funds, tax loss 
selling, or negative political and economic headlines all could create further short-term pressure on the fixed 
income markets.  As active managers we take a long term view on the market and try to take advantage of any 
opportunities arising from these short term moves.   
 
What could cause the market to recover? 
A stabilization in long-term interest rates, reduced or negative net supply, positive political or economic headlines 
out of Europe or the US, or a reduction in outflows from preferred and hybrid securities funds would all help to 
relieve short-term pressures on the fixed income markets. 

 

 
 
 



 

 

Preferred and Hybrid Coupon Structures 
 
What are the different coupon types in the preferred and hybrid securities market? 

The most common coupon types are fixed-for-life and variable rate (fixed-to-float, fixed-to-fixed, and floating 

rate). 

 

Which coupon types provide the most interest rate protection in a rising rate environment? 

Fixed-to-float, fixed-to-fixed, and floating rate securities all provide a component of interest rate protection.  All of 

their coupons are periodically recalculated based on a benchmark index. 

 

What are the differences between these 3 coupon types? 

Fixed-to-float securities are initially fixed and then reset the coupon rate at the first call date at a set spread over a 

benchmark index.   Fixed-to-fixed securities are initially fixed and reset the coupon rate at the first call date for 

another fixed period based on a spread over a benchmark index. Fixed-to-fixed are typically discreetly callable at 

each reset period thereafter.  Finally, floating rate securities reset the coupon rate at every coupon period. 

 

How long does it take for these coupon structures to recalculate their coupons? 

Fixed-to-float and fixed-to-fixed securities typically remain fixed for the first 5 to 10 years after issuance until the 

securities reach their first call dates.  At this point, the security is either redeemed or the coupon is recalculated 

based on the current rate on the benchmark index.  Floating rate securities typically recalculate their coupons 

quarterly. 

 

What information does a portfolio’s weighted average years to reset provide? 

The weighted average years to reset on a portfolio reflects the portfolio's positioning on the yield curve at a 

specific point in time.  As active managers we seek to position our portfolios in order provide the best risk/reward 

profile. 

 

Does the back-end reset spread matter? 

Yes.  The back-end spread, which is the spread that gets added onto the benchmark index rate when the coupon is 

recalculated, is a key factor in protecting against extension risk on a security.  Extension risk is the risk that a 

security will not be redeemed at its first call date.   

 

What back-end spread is optimal for investors on fixed-to-float securities? 

There is no way to generalize this because the back-end spread must be measured against the specific risks 

associated with that security structure and issuer credit quality among other factors.  When comparing across 

issuers, some securities with tighter back-end spreads than others may still be desirable investments.  However, 

within a single issuer, securities with higher back-end spreads will generally have the least extension risk.     

 

Why does extension risk matter?  Won’t the security benefit from rising rates if it floats? 

The reason a security extends is typically because the coupon rate is less than the rate the issuer would pay on a 

new deal.  As a result, the security is unlikely to appreciate initially from a price perspective when switching to a 

floating rate coupon, even in a rising rate environment.   

 

 

My portfolio is 5 years old so why aren’t more securities currently floating? 

As an active manager, Stonebridge seeks to provide a competitive income while protecting against the largest risks 

during every market cycle.  Less than 10% of the preferred and hybrid securities market is comprised of floating 

rate securities because the majority of these securities are redeemed at or around their first call date.  Also, as 



 

 

mentioned earlier, a security that extends typically has a coupon rate that is LESS than the rate the issuer would 

pay on a new deal. 

 

When would a floating rate security benefit from rising rates? 

It depends on the floating rate convention, but the majority of US preferred and hybrid securities have coupons 

that reset quarterly off 3 month LIBOR (London Interbank Offered Rate).  These will benefit each payment date 

from the front-end of the curve increasing since it will coincide with an increasing coupon rate.  However, the 

upside in price will typically be capped near par since the issuer will have an increased incentive to call the security 

as the coupon rate increases. 
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Please note:  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. 
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