
Preferred ShareS: Stay the CourSe 
A special report by the Portfolio Advisory Group

For Required Disclosures see page 5. 
Priced in CAD as of October 19, 2015, unless otherwise stated.  

OCTOBER 2015

Rajan Bansi – Head of Fixed Income Strategies 
rajan.bansi@rbc.com; RBC Dominion Securities Inc.



2   PORTFOLIO ADVISORY GROUP SPECIAL REPORT  |   December 2014
2   PORTFOLIO ADVISORY GROUP SPECIAL REPORT  |   December 20142   PORTFOLIO ADVISORY GROUP SPECIAL REPORT  |   October 2015

What’s Behind Preferred share Weakness?
2015 has been tough for preferred share investors as the S&P/TSX Preferred Share Index is down 18% YTD and 
has recently flirted with the lows of 2008. The lackluster performance of the preferred share market has been the 
result of: (1) lower interest rates that have dragged down the value of rate-reset preferred shares, (2) wider credit 
spreads, which have affected the prices of both rate-reset and perpetual preferred shares, and (3) fresh issuance 
of preferred shares on favourable terms that have been a headwind to previously issued securities.  

The GovernmenT of Canada 5-Year Yield TakeTh

Rate-reset preferred shares were first introduced to the market in 2008 and proved to be very popular with 
investors because of a dividend “reset” feature that serves as a buffer against higher future interest rates. 

Unlike perpetual preferred shares, which have a constant dividend for the life of the security, dividends of 
rate-reset preferred shares are periodically adjusted (reset) via a calculation that adds a pre-determined credit 
spread (unique to each security) to the prevailing yield of the 5-year Government of Canada (GoC) bond at a 
specified point in time (the reset date). Should the yield of the GoC 5-year bond be higher at the reset date than 
it was at the time the security was issued, then the future dividend of the security would be adjusted higher. 

The flipside is that if the GoC yield at the reset date were actually lower than it was at the time of issue, the 
dividend on a rate-reset preferred share would be adjusted lower. Rate resets now account for nearly two-thirds 
of the Canadian preferred share market. 

In 2008, when the first rate-reset preferred shares 
were issued, few investors would have expected 
interest rates, which were already near generational 
lows, to be even lower when the first reset dates 
arrived in 2013. Yet, this scenario has played out with 
many dividends resetting at significantly lower levels 
than the dividends on the security at the time of 
issue. The chart illustrates how the GoC 5-year bond 
yield has fallen nearly 275 basis points (bps) since 
2008, with over 40 bps of that occurring just in 2015. 

The value of a preferred share is driven in part by the 
income stream that it pays out. As a result, the lower 
resets have had a significant depressive effect on the 
value of most securities in this market. 
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Preferred shares: stay the Course 

We continue to believe the preferred share market will be a key source of portfolio income 
for individual investors; however, we would caution investors that the turbulence that has 
defined this market in 2015 could linger into 2016. We encourage long-term investors to stay 
the course despite recent share price performance, while patient investors with an appetite 
for risk that are underinvested in this space should consider taking advantage of compelling 
buying opportunities.
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“Wide-Spread” preSSure

The compensation investors require for the risk of 
owning a preferred share is represented by a credit 
spread. Risk aversion leads to wider credit spreads, as 
investors demand more compensation for assuming 
risk, while greater risk appetite leads to tighter 
credit spreads. Investors have demanded greater 
compensation for risk in Canada in 2015 amidst signs 
of a slowing economy that could remain sluggish for 
some time to come. In the upper chart we can see how 
investors in both the preferred share and corporate 
bond market have required greater compensation 
through higher credit spreads in response to a weaker 
Canadian economy.

GDP contraction in each of the first five months of 2015 
reflects the impact of lower commodity prices in Canada, 
and the likelihood that the manufacturing segment 
of the economy needs more time to fully benefit from 
lower interest rates and a weaker Canadian dollar. 

The lower chart shows how these concerns have 
manifested themselves in the form of wider credit 
spreads in the rate-reset segment of the preferred share 
market. While credit spreads on perpetual preferred 
shares have widened over 100 bps in 2015, the move in 
rate-reset preferred shares has been nearly three times 
higher.

freSh “neW iSSue” SupplY

Preferred shares represent an important form of 
financing for Canadian corporate issuers. As investors 
have become more risk averse over the course of 
2015, issuers have responded with a number of 
enhancements on newly issued securities in order to make these issues more attractive to investors. The most 
recent enhancement—the advent of a dividend floor on certain newly issued rate-reset preferred shares—belies the 
lengths to which issuers have been willing to go in order to drive investor demand. 

Dividend floors guarantee that future dividends will never fall below the initial dividend. This feature has 
understandably proven to be popular with investors that have been affected by falling dividends on previously 
issued rate-reset shares as it effectively removes the risk that 5-year GoC yields decline. 

In addition to dividend floors, issuers have come to market with higher yielding perpetual and rate-reset preferred 
shares to enhance the attractiveness of new issues.

The net effect of these efforts has likely further weighed on the prices of existing securities, which do not have these 
enhanced features and/or dividend levels. 
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Average Credit Spread on a Basket of Rate Resets 
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Pendulum has sWung to extreme fear – stay the Course 
It is often said that financial markets swing on a pendulum between fear and greed. Using this analogy, we believe 
there is plenty of evidence to suggest that significant levels of fear have been built into the preferred share market 
over the past year.  

We encourage investors to stay the course with preferred shares despite this having been a very difficult year. 
Investors with the means and courage to invest in oversold segments of the market should look to add to select 
securities on an opportune basis.

The largest potential tailwind to rate-reset preferred shares is a reversal of the decline of the GoC 5-year yield. With 
the GoC 5-year yielding just under 0.85%, we believe the odds are tilted more towards rates rising over time as 
opposed to falling further. Recent economic data has been encouraging; although we believe that the full benefit of 
lower interest rates and a weaker Canadian dollar have yet to work their way through the economy. 

Both lower rates and a weaker loonie should also be a source of potential inflation in the Canadian economy once 
their full effect is felt. Since interest rates are a function of growth and inflation, the potential for both growth 
and inflation to tick higher could spark a modest uptick in yields. This would be a welcome tailwind for rate-reset 
preferred shares.

A second important tailwind is attractive valuations, which could prompt bargain hunting investors to step into 
the market. Many issues from quality issuers represent excellent sources of portfolio income at a time when 
government bond yields remain low and liquidity in parts of the corporate bond market is challenging. 

Preferred shares: stay the Course 
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This report is issued by the Portfolio Advisory Group (“PAG”) which is part of 
the retail division of RBC Dominion Securities Inc. (“RBC DS”). The PAG provides 
portfolio advisory services to RBC DS Investment Advisors. Reports published 
by the PAG may be made available to clients of RBC DS through its Investment 
Advisors. The PAG relies on a number of different sources when preparing its 
reports including, without limitation, research reports published by RBC Capital 
Markets (“RBC CM”). RBC CM is not independent of RBC DS or the PAG. RBC CM 
is a business name used by Royal Bank of Canada and certain of its affiliates, 
including RBC DS, in connection with its corporate and investment banking 
activities. As a result of the relationship between RBC DS, the PAG and RBC 
CM, there may be conflicts of interest relating to the RBC CM analyst that is 
responsible for publishing research on a company referred to in a report issued 
by the PAG.

Explanation of RBC Capital Markets Rating System 
An analyst’s “sector” is the universe of companies for which the analyst 
provides research coverage. Accordingly, the rating assigned to a particular 
stock represents solely the analyst’s view of how that stock will perform over 
the next 12 months relative to the analyst’s sector average. Although RBC 
Capital Markets’ ratings of Top Pick (TP)/Outperform (O), Sector Perform (SP), 
and Underperform (U) most closely correspond to Buy, Hold/Neutral and 
Sell, respectively, the meanings are not the same because our ratings are 
determined on a relative basis.

Ratings
Top Pick (TP): Represents analyst’s best idea in the sector; expected to provide 
significant absolute total return over 12 months with a favorable risk-reward 
ratio.
Outperform (O): Expected to materially outperform sector average over 12 
months. 
Sector Perform (SP): Returns expected to be in line with sector average over 12 
months. 
Underperform (U): Returns expected to be materially below sector average over 
12 months. 

Risk Ratings 
As of March 31, 2013, RBC Capital Markets suspends its Average and Above 
Average risk ratings. The Speculative risk rating reflects a security’s lower level 
of financial or operating predictability, illiquid share trading volumes, high 
balance sheet leverage, or limited operating history that result in a higher 
expectation of financial and/or stock price volatility.  

RBC CM - Distribution of Ratings 
For purposes of ratings distributions, regulatory rules require member firms 
to assign ratings to one of three rating categories −Buy, Hold/Neutral, or Sell− 
regardless of a firm’s own rating categories. Although RBC Capital Markets’ 
ratings of Top Pick/Outperform, Sector Perform and Underperform most closely 
correspond to Buy, Hold/Neutral and Sell, respectively, the meanings are not 
the same because our ratings are determined on a relative basis (as described 
above). 

R E Q U I R E D  D I S C LO S U R E S
RBC CM – Conflicts Policy
RBC Capital Markets Policy for Managing Conflicts of Interest in Relation to 
Investment Research is available from us on request. To access our current 
policy, clients should refer to https://www.rbccm.com/global/file-414164.pdf 
or send a request to RBC Capital Markets Research Publishing, P.O. Box 50, 200 
Bay Street, Royal Bank Plaza, 29th Floor, South Tower, Toronto, Ontario M5J 
2W7. We reserve the right to amend or supplement this policy at any time.

Dissemination of Research & Short Term Ideas
RBC Capital Markets endeavours to make all reasonable efforts to provide 
research simultaneously to all eligible clients, having regard to local time zones 
in overseas jurisdictions. Subject to any applicable regulatory considerations, 
“eligible clients” may include RBC Capital Markets institutional clients 
globally, the retail divisions of RBC Dominion Securities Inc. and RBC Capital 
Markets LLC, and affiliates. RBC Capital Markets’ equity research is posted to 
our proprietary websites to ensure eligible clients receive coverage initiations 
and changes in rating, targets and opinions in a timely manner. Additional 
distribution may be done by the sales personnel via email, fax or regular mail. 
Clients may also receive our research via third party vendors. Please contact 
your investment advisor or institutional salesperson for more information 
regarding RBC Capital Markets research. RBC Capital Markets also provides 
eligible clients with access to SPARC on its proprietary INSIGHT website. SPARC 
contains market color and commentary, and may also contain Short-Term 
Trade Ideas regarding the securities of subject companies discussed in this 
or other research reports. SPARC may be accessed via the following hyperlink: 
www.rbcinsight.com. A Short-Term Trade Idea reflects the research analyst’s 
directional view regarding the price of the security of a subject company in 
the coming days or weeks, based on market and trading events. A Short-Term 
Trade Idea may differ from the price targets and/or recommendations in our 
published research reports reflecting the research analyst’s views of the longer-
term (one year) prospects of the subject company, as a result of the differing 
time horizons, methodologies and/or other factors. Thus, it is possible that the 
security of a subject company that is considered a long-term ‘Sector Perform’ 
or even an ‘Underperform’ might be a short-term buying opportunity as a 
result of temporary selling pressure in the market; conversely, the security of 
a subject company that is rated a long-term ‘Outperform’ could be considered 
susceptible to a short-term downward price correction. Short-Term Trade 
Ideas are not ratings, nor are they part of any ratings system, and RBC Capital 
Markets generally does not intend, nor undertakes any obligation, to maintain 
or update Short-Term Trade Ideas. Short-Term Trade Ideas discussed in SPARC 
may not be suitable for all investors and have not been tailored to individual 
investor circumstances and objectives, and investors should make their own 
independent decisions regarding any Short-Term Trade Ideas discussed therein.

RBC CM Conflicts Disclosures 
In the event that this is a compendium report (covers six or more subject 
companies), RBC DS may choose to provide specific disclosures for the subject 
companies by reference. To access RBC CM’s current disclosures of these 
companies, please go to https://www.rbccm.com/GLDisclosure/PublicWeb/
DisclosureLookup.aspx?EntityID=1. 

Such information is also available upon request to RBC Dominion Securities, 
Attention: Manager, Portfolio Advisory Group, 155 Wellington Street West, 17th 
Floor, Toronto, ON M5V 3K7.

The Global Industry Classification Standard (“GICS”) was developed by and is 
the exclusive property and a service mark of MSCI Inc. (“MSCI”) and Standard 
& Poor’s Financial Services LLC (“S&P”) and is licensed for use by RBC. 
Neither MSCI, S&P, nor any other party involved in making or compiling the 
GICS or any GICS classifications makes any express or implied warranties or 
representations with respect to such standard or classification (or the results 
to be obtained by the use thereof), and all such parties hereby expressly 
disclaim all warranties of originality, accuracy, completeness, merchantability 

As of September 30, 2015

Rating Count Percent Count Percent
Buy [Top Pick & Outperform] 958 54.40 281 29.33
Hold [Sector Perform] 701 39.81 118 16.83
Sell [Underperform] 102 5.79 4 3.92

Investment Banking Serv ices 
Prov ided During Past 12 Months

Distribution of Ratings - RBC Capital Markets, LLC Equity  Research
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The information contained in this report has been compiled by RBC Dominion 
Securities (“RBC DS”) from sources believed by it to be reliable, but no 
representations or warranty, express or implied, are made by RBC DS or any 
other person as to its accuracy, completeness or correctness. All opinions and 
estimates contained in this report constitute RBC DS’ judgment as of the date of 
this report, are subject to change without notice and are provided in good faith 
but without legal responsibility. This report is not an offer to sell or a solicitation 
of an offer to buy any securities. 

Additionally, this report is not, and under no circumstances should be construed 
as, a solicitation to act as securities broker or dealer in any jurisdiction by any 
person or company that is not legally permitted to carry on the business of a 
securities broker or dealer in that jurisdiction. This material is prepared for 
general circulation to Investment Advisors and does not have regard to the 
particular circumstances or needs of any specific person who may read it. RBC 
DS and its affiliates may have an investment banking or other relationship 
with some or all of the issuers mentioned herein and may trade in any of the 
securities mentioned herein either for their own account or the accounts of 
their customers. RBC DS and its affiliates may also issue options on securities 
mentioned herein and may trade in options issued by others. Accordingly, RBC 
DS or its affiliates may at any time have a long or short position in any such 
security or option thereon. Neither RBC DS nor any of its affiliates, nor any other 
person, accepts any liability whatsoever for any direct or consequential loss 
arising from any use of this report or the information contained herein. This 
report may not be reproduced, distributed or published by any recipient hereof 
for any purpose. 

RBC Dominion Securities Inc.* and Royal Bank of Canada are separate corporate 
entities which are affiliated. *Member-Canadian Investor Protection Fund. RBC 
Dominion Securities Inc. is a member company of RBC Wealth Management, a 
business segment of Royal Bank of Canada. ®Registered trademarks of Royal 
Bank of Canada. Used under licence. ©2015 Royal Bank of Canada. All rights 
reserved.

D I S C L A I M E R

and fitness for a particular purpose with respect to any of such standard or 
classification. Without limiting any of the foregoing, in no event shall MSCI, 
S&P, any of their affiliates or any third party involved in making or compiling 
the GICS or any GICS classifications have any liability for any direct, indirect, 
special, punitive, consequential or any other damages (including lost profits) 
even if notified of the possibility of such damages.
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