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Are preferred shares still preferred?
Thomas Garretson, CFA – Minneapolis

Credit market and interest rate risks are in focus this week as the Fed surprised with its plans to
sell its corporate bond holdings. But amid those risks we look to a seemingly unlikely place—the
preferred share market—and ask whether it can still provide portfolio income, as well as defense, in
this environment.

While the facilities provided a much-needed backstop for markets
during the depths of the pandemic, the actual purchases were
quite minimal, with just $5.2 billion in individual investmentgrade corporate bonds and $8.6 billion of investment-grade
and high-yield ETFs ultimately ending up on the Fed’s balance
sheet. Put simply, we see this as a non-issue since the market no
longer requires the Fed’s backstop (corporate bond purchases
had already ceased at the end of 2020) and because selling
approximately $15 billion worth of securities is barely a drop in
the bucket for a U.S. corporate bond market that now exceeds
$10 trillion.
Additionally, while this development was a bit of a surprise for
markets, we don’t think this is a precursor to a near-term tapering
of the Fed’s ongoing purchases of Treasuries and mortgagebacked securities. We still see tapering beginning early next year
and we don’t expect that the Fed will sell those holdings into the
market, as it’s doing with its corporate bond holdings.
But at a time when valuations in credit markets are at historically
rich levels—reflecting optimism around the economic outlook—
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the Fed’s exit may put a focus on risks in credit markets. So how
should investors be thinking about those risks within their fixed
income portfolios, and where do we see opportunities at the
moment in a still-low-yield world?

Hybrid preferred securities
The U.S. preferred share market is broadly split into two
segments. There’s the retail investor-focused $25 par fixed-rate
coupon market that many may be familiar with that are issued
by a wide variety of firms. Then there is the more institutional
investor-focused $1,000 par fixed-to-floating rate coupon market,
typically called hybrids, which are primarily issued by financial
firms, and to a lesser extent, energy companies.
But our focus is on the hybrid market at the moment due to
the unique coupon structure that we find attractive in this
environment, and because they are largely issued by banks, a
sector that we expect to outperform relative to the S&P 500.
Hybrids can also be a natural hedge against many of the
concerns that investors harbor at the moment:
Worried about higher inflation? Should higher inflationary
pressures persist, that will likely manifest itself in higher yields.
But hybrids are uniquely positioned to benefit from higher yields,
and banks tend to perform well in higher inflationary periods.
Worried about higher interest rates? If higher inflation fuels
higher yields, then the fixed-to-float coupon structure should
provide some defense. The coupon is fixed for a period of five
or 10 years after which it becomes a floating rate coupon at a
predetermined spread to various reference indexes, if not called
by the issuer. Most recent new issues in the space will float off
of 5-year or 10-year U.S. Treasury note yields—meaning that
investors could benefit from higher rates down the road. This
structure also has a lower duration—or interest rate sensitivity—
than most investors typically associate with preferred shares.
Worried about credit risks? As noted, higher inflation, higher
yields, and steeper yield curves are all generally positive for
financial services earnings, which should support balance sheets
and the credit profiles of companies which issue these securities.
On top of that, last week S&P upgraded the credit outlooks for
many of the U.S. banks and consumer-focused lenders to positive,
reflecting improving industry-wide trends.

With little upside left, what’s the downside?
To be sure, valuations across the broad investment spectrum are
quite rich at the moment. Therefore, we believe these securities
are a way to add income and some defense to portfolios as
total returns will be modest at best over the near term, so most
investors are likely to be more focused on potential downside
risks.
And since preferred shares are uniquely exposed to the two major
risk factors for fixed income investors—interest rates and credit
quality—the downside risks shouldn’t be ignored.
But as the chart shows, the past decade has only seen about four
periods of notable selloffs due to either sharply higher Treasury

Selloffs for preferred shares typically modest and
short-lived
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yields, such as in late 2016, or due to stock market corrections,
as in 2018. But the period that may be most relevant at the
moment would be the “taper tantrum” from 2013 when interest
rates spiked following surprise talk from the Fed about ending
its third quantitative easing program. We don’t expect a similar
scenario this time around as the Fed nears a similar point of
withdrawing accommodation because Fed policymakers have
been much more transparent and vocal in communicating their
plans. But it does show how the hybrid structure outperformed
fixed-rate preferreds in that episode, dropping by only 5.5 percent
compared to nearly 10 percent for the fixed-rate variety.
Most investors may not think of turning to the preferred share
market for defense during a time of heightened risks around
higher inflation and rates. However, in a challenging yield
environment, we believe thinking outside of the box can lead to
outsized portfolio performance.
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UNITED STATES

Oil marches higher as other key commodities fade

Alan Robinson – Seattle
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Broad stock indexes failed to push to new highs
during the shortened trading week as traders booked
solid year-to-date profits ahead of the typically quieter
summer months. Average monthly trading volumes have
declined this year, with May volumes in the S&P 500 Index
down 16% from the January peak and volumes for the first
week of June down another 9% from May. Some traders
cited uncertainty over the key monthly jobs report to be
released on June 4 as another reason for caution.
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An exception to this subdued trading trend was
found in a selection of “meme” stocks, such as Bed
Bath & Beyond (BBBY), AMC Entertainment (AMC), and
GameStop (GME), that traded with extreme price swings
during the week. These typically heavily shorted stocks
apparently benefited from short-term traders moving out
of cryptocurrency trades.
n

In the wake of strong Memorial Day weekend travel
trends, RBC Capital Markets, LLC Energy Strategist
Michael Tran reiterated his view that this summer is
shaping up to be one of the most constructive for
gasoline demand in a decade, with automobile and
aviation fuel demand near new highs. Oil has continued
its steady move higher, even as other key commodities
peaked in May after climbing steadily during the year (see
chart).
n

While we believe this tailwind should continue
to benefit Energy sector stocks, some consumer
companies have less to cheer, according to commentary
from business leaders presenting at RBC Capital Markets’
annual consumer conference. Freight and transportation
costs were cited as a major profitability headwind by
consumer company CEOs, who expect this pressure to
persist into 2022.
n

A number of other post-pandemic consumer themes
were addressed during the conference. While the “back
to normal” trend should renew consumer spending in
activities that were off limits in 2020, some “stay at
home” spending habits are proving to be stickier than
expected. Management teams expect structurally higher
demand for “home centricity” products and services in the
garden, remodel, furnishings, and home cooking areas.
Additionally, demand for activewear remains very strong
even as consumers shop more for “going out” apparel.
n

CANADA
Carolyn Schroeder & Richard Tan, CFA – Toronto

The last of the Big Six Canadian banks reported
quarterly results earlier this week, and it was a clean
sweep with earnings coming in ahead of consensus
expectations across the board. The favourable results
were primarily driven by better-than-expected credit
n
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provisions, and some banks released reserves back
into earnings. As we head into the back half of the year,
we believe there are a number of catalysts that can
push stock prices higher, including an improving credit
environment, a pickup in loan growth, stronger net
interest margins, and the potential for easing capital
restrictions. On average, the group’s capital ratio
strengthened by 30 basis points sequentially to 12.8%
as of Q2 2021. If capital restrictions are lifted, we believe
many banks will take advantage of share buybacks.
Dividend increases are also a possibility but more likely
a 2022 scenario, in our opinion. Overall, we believe the
setup for Canadian banks remains attractive.
Canadian real GDP rose 5.6% (annualized) in Q1
2021, below consensus expectations of 6.8%, following
a 9.3% increase in Q4 2020. Despite weak household
spending on services due to the COVID-19 threat over the
winter months, the Canadian economy proved resilient
through the third wave of the virus and containment
measures. Federal government supports remain largely
in place, and have ostensibly put a floor under household
incomes. In Q1, household disposable incomes were
running almost 11% above pre-shock (Q4 2019) levels and
households added another CA$47 billion of savings in the
quarter. Overall, it appears that meaningful household
purchasing power remains in place to support a
relatively quick recovery in spending as the virus
containment measures ease. Preliminary information
from Statistics Canada indicates an approximate 0.8%
decline in real GDP in April, the first decline since April
2020 as COVID-19 lockdowns were extended in some
regions of the country.
n
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EUROPE
Frédérique Carrier – London

Indian equity market outperformed the region
Total return (year to date)
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European economic data continued to surprise
on the upside. The IHS Markit Eurozone Composite
Purchasing Managers’ Index (PMI) reached 57.1 and the
IHS Markit Eurozone Services PMI extended to 55.1, both
marginally higher than consensus expected. The recovery
in manufacturing has been evident for some time, and
it is encouraging to see the pickup in the services
sector. RBC Capital Markets points out that the latter also
translated into an increase in hiring, with the employment
sub-index reaching its highest level since early 2019.
n

We expect the European Central Bank (ECB)
to remain dovish at its June 10 policy meeting and
keep guidance for its Pandemic Emergency Purchase
Programme unchanged for Q3. While the recovery is
unfolding at a very encouraging pace, it is still in its
infancy. Moreover, ECB officials still see rising inflation
pressures as transitory. RBC Capital Markets expects
the ECB staff forecasts to show inflation remaining
unchanged and below the 2% target at the end of the
forecast horizon, which extends to 2023. Finally, we
believe the ECB will want to honour its pledge to keep
financial conditions loose as its rhetoric has turned
substantially more dovish over the past 10 days,
indicating, in our view, its reluctance to change tack at
this stage.
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ASIA PACIFIC
Jasmine Duan – Hong Kong & Nicholas Gwee, CFA – Singapore

Asia Pacific equity markets have traded higher
during the week led by the ASEAN countries (Southeast
Asia). Japan and China markets traded lower after a
strong finish in late May. Meanwhile, the MSCI AC Asia
Pacific Index is again attempting to break the resistance
level at US$210.
n

India’s Q1 GDP was stronger than expected (+1.6% y/y
vs. +1.0% y/y Bloomberg survey). Despite the beat,
economists are increasingly pessimistic about Q2
growth prospects following the latest wave of COVID-19
cases with the emergence of the Delta variant. As of May
31, India had recorded 28 million COVID-19 cases, second
only to the U.S., and 329,100 deaths. The near-term
economic outlook is weighed down by declining
household incomes and jobs, and limited room for further
stimulus support on the back of rising debt. Despite these
headwinds, India’s Nifty 50 Index is trading at an all-time
high, outperforming the MSCI AC Asia Pacific Index by
more than 5% YTD. We maintain our neutral view on
Indian equities as we believe the prospects of earnings
improvement have been largely priced in, and the
market’s valuation is more balanced relative to the
broader emerging markets.
n
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China will allow couples to have a third child after
census data showed a continuous decline in birth
rates. China scrapped its decades-old one-child policy
in 2016, replacing it with a two-child limit, which has
failed to lead to a sustained upsurge in births. China’s
declining birth rate means the population may soon
begin shrinking. Because of the demographic slowdown,
Bloomberg Economics estimates the population of the
world’s most populous country could peak before 2025.
Notwithstanding the potentially limited impact from the
new policy, the news has boosted the share prices for
“third child” related stocks. Those of toy maker Goldlok
Holdings (002348 CH), infant and maternity merchandise
maker Jinfa Labi Maternity & Baby Articles (002762 CH),
and milk powder maker Beingmate (002570 CH) have all
risen more than 10% during the week.
n
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