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“Si vis pacem, para bellum (If you want peace, prepare for war)” - Latin adage.  
 
In today’s environment, where nearly $10 trillion of worldwide debt trades at a yield less than 
zero, the search for quality income producing assets is a prominent theme in global markets. At 
the same time, record low interest rates have encouraged corporations to issue debt to fund 
shareholder friendly activities - such as dividend increases and share buybacks, which has 
resulted in increased leverage metrics and a less credit worthy borrower across nearly all sectors 
of the market.  
 
In this quest for income from issuers with stable credit metrics, the preferred asset class is often 
overlooked. A lack of exposure to the asset class might be caused by a lack of understanding or 
expertise in the preferred market. For most money managers, an allocation to preferred 
securities means having a position which is not included in their benchmarks since most of the 
major fixed income benchmarks do not include preferred securities. The lack of focus on the 
asset class leaves it rife with opportunity for active management.  
 
What are Preferred Securities?  
 
The term "preferred securities" or "preferreds" applies to a relatively diverse group of 
investments which possess attributes of both debt and equity. Despite being less common than 
debt or common stock, preferreds are not new; in fact, the asset class’ origins trace back to the 
16th century in the United Kingdom. The history of preferred securities in the United States can 
be traced back to the 1850’s when the railroad industry began issuing these securities as a 
temporary way to expediently raise funds for construction projects. In the mid-1980s, banks 
began issuing preferreds to fill certain capital requirements, and today they are the largest 
issuers of these securities.  
 
Preferred securities are senior in the capital structure to common equity holders and, as such, 
have a senior or "preferential" claim on assets relative to holders of common equity. 
Additionally, dividends on common stock cannot be paid unless distributions on the preferreds 
are paid first. However, preferreds are subordinate to all forms of corporate debt, and unlike 
interest payments on bonds, the payment of a preferred coupon may be missed, skipped, or 
cancelled without triggering a default. 
 



The debt and equity characteristics actually vary by the exact structure, but in general, 
preferreds fall into one of three main categories: 

 Senior Notes, or Baby Bonds, are not technically preferreds; they are actually senior, 
unsecured bonds with a face value of $25 rather than the traditional bond par value of 
$1000. However, they are often included in the preferred sector because they trade like 
traditional $25 par preferreds and share some similar characteristics such as callability. 
Unlike other preferreds, issuers cannot skip or defer payments on senior notes without 
entering default. These bonds rank higher in the capital structure than Trust Preferreds 
or Traditional Perpetual preferreds.  

 Trust Preferreds (TRUPS) were introduced in the 1990s. These securities are junior 
subordinate obligations within the capital structure and ahead of common equity. 
Issuers can defer payments on these securities for a specified period without entering 
default. Many banks have redeemed these securities in recent years because they no 
longer qualify as Tier 1 capital for regulatory purposes.  

 Traditional Perpetual Preferreds are the main category of preferreds. These securities 
are typically perpetual instruments, meaning that they have no stated maturity date. 
Following the financial crisis, new regulations have required banks to issue these types 
of preferreds to fulfill certain capital requirements. This category will be the focus of this 
whitepaper.  

 
In addition to priority of payments, the exact position on the capital structure which a preferred 
occupies has ramifications for whether the coupon is characterized as a dividend or interest. 
Interest payments are financial obligations, while dividends are discretionary. The distinction 
between the coupon payment being considered as a dividend or as interest has tax implications 
for individual investors, as well as corporate investors, as coupons classified as dividends may 
receive favorable tax treatment.  
 
As with other senior debt obligations, senior notes are listed on the issuer’s balance sheet as 
part of long-term debt. Therefore, coupon payments are considered ‘interest payments’ and, as 
such, are taxed as ordinary income. Trust preferred securities also make ‘interest payments’ and 
therefore are taxed as ordinary income for both individuals and corporations. These securities 
do offer a tax advantage for the issuer as the payments are fully tax deductible. On the other 
hand, the coupon payments on many traditional perpetual preferreds issued by financial 
institutions are considered ‘dividends’ and therefore qualify for favorable tax treatment.  
 
Prior to the 2003 Jobs and Growth Act, tax considerations in the preferred securities market 
were only relevant for corporate investors whose coupon payments may have been eligible for 
the dividends-received deduction, or DRD. Corporations can deduct 70% of the income received 
on DRD preferreds from federal taxable income. The 2003 law did not change these tax 
considerations; however, it did reduce the tax rates on qualified dividend income (QDI), US DRD-
eligible preferreds as well as certain perpetual non-US preferreds paying QDI for individual 
investors. If a preferred security pays a QDI, then individual investors will pay a maximum tax 
rate of 20% on the preferred’s coupon payment. In contrast, income on other preferreds is 
taxed as ordinary income, at a maximum rate of 39.6%.  
  



The table below compares DRD and QDI: 

 
 

Franklin Street Partners does not provide tax guidance. Any information relating to tax status of 
preferred securities discussed in this whitepaper is not intended to provide tax advice. Please 
consult your tax advisor for specifics of Dividends-received deductions (DRD) and qualified 
dividend income (QDI).  

 

Two Markets: Exchange-Traded and Over-the-Counter:  
 
Many investors are unaware that there are actually two distinct trading markets for preferred 
securities. Preferreds can be issued at par values of either $25 or $1,000. The $25 par preferred 
sector is often referred to as the exchange traded market, and these securities pay quarterly 
dividends, designed with the ‘retail’ investor in mind. The vast majority of securities found in 
preferred Exchange Traded Funds (ETFs) are $25 par securities.  
 
On the other hand, the $1000 par market has traditionally catered to ‘institutional’ investors. 
The securities in this market trade similar to traditional debt instruments in the over-the-
counter, or OTC, market. Like bonds, $1000 par preferreds typically pay dividends semiannually.  
 
While investors are most familiar with the $25 par market, over three quarters of preferred 
securities are traded in the $1000 par market.  
 
Coupon Structure:  
 
A preferred typically has one of three possible coupon types: fixed-for-life, floating-rate, or 
fixed-to-floating. Regardless of the type of coupon structure, the actual rate is set at the time of 
issuance and in consideration of the risks at that time.  
 

1) Fixed-for-Life Rate: At issuance, a fixed-rate preferred's coupon is set based on the yield 
of the Treasury bond with a maturity matching the preferred's first call date, plus a yield 
spread above the "risk-free" Treasury rate. Therefore, the coupon reflects: 1) an interest 
rate component providing investors with compensation related to the time-to-maturity, 
and 2) a credit spread component, attributable to the credit risk of the preferred's issuer 
and market conditions. Once issued, the price of a fixed-rate security will rise and fall 
based on changes in interest rates or credit spreads.  
 

2) Floating Rate (floaters): This coupon structure offers an investment alternative with 
lower interest-rate sensitivity than typical fixed-rate bonds or preferreds. Floaters pay a 
coupon that resets periodically based on a market rate plus a predetermined margin or 
reset spread. The market rate is usually the London interbank offered rate (Libor) and 

DRD QDI

Beneficiary C Corporations Individuals

Form Deduction Income taxed at maximum statutory tax rate of 20%

Eligible securities US traditional preferreds US and foreign traditional preferreds 

Top tax rate
10.5% for general corporations, 

15% for property and causality insurance. 
20% top tax rate

Minimum investor holding period More than 45 days More than 60 days



the most common reset period is quarterly. The predetermined reset spread plus the 
Libor rate comprise the floater's coupon. The coupon payment changes as interest rates 
change: this is what reduces the floater's interest-rate sensitivity. So, floaters have very 
short durations (a measure of rate sensitivity). Investors accept lower and more variable 
coupon income in exchange for shorter duration.  
 
Some floaters contain a Libor floor, which is commonly around 4%. This means that the 
security will pay either Libor plus the predetermined spread or the minimum coupon 
rate. The coupons on these securities are not yet floating because the low reset spreads 
and today's low Libor rates result in coupons that are currently well below floor levels. 
Therefore, until the Libor rate plus the spread reaches a level that exceeds the floor, 
these securities will actually have interest rate sensitivity.  
 
Additionally, given their low reset spreads and coupons, these investments have high 
spread sensitivity (although their interest-rate sensitivity is low). Libor is currently 0.85% 
but would have to rise above roughly 3.1% for rates on most floor coupon floaters to 
rise.  
 

3) Fixed-to-Floating Rate: These securities are initially issued with five or ten years of call 
protection. During this initial period, the preferred pays a fixed coupon until the call 
date. Beyond then, if the issuer does not call the security, the coupon rate adjusts 
quarterly at a markup over three-month Libor, as referred to as the ‘back-end spread.’ 
The back-end spread is set at issuance as the difference between the coupon for the 
fixed-rate leg of the security and the swap rate at the time of issuance for the maturity 
that matches the non-call period. Therefore, the coupon rate on a fixed-to-float 
preferred is a function of rate expectations, the market’s assessment of the issuer’s 
credit risk, and market conditions, at the time of issuance. A large percentage of the 
$1000 par market are fixed-to-floating securities.  
 
Below is an example of the coupon structure of a fixed-to-float rate preferred 

 
Source: Bloomberg. 11/07/2016 

 
This preferred was issued in March 2015 and will pay an annual coupon of 6.10% for the 
first ten years until March 17th, 2025 at which point the issuer will either call the security 
or the coupon rate paid will adjust to three month Libor plus 3.898%. The markup over 
Libor (in this example 3.898%) is the ‘back-end spread’, which is set at issuance as the 
difference between the coupon for the fixed-rate component (6.10%) and the swap rate 
at the time of issuance for the maturity that matches the non-call period. In this 
example, the 3.898% back-end spread resulted because the 10 year swap rate at the 



time of issuance was 2.20% (6.10% fixed rate – 2.202% 10 year swap rate = 3.898% 
back-end spread).  

 
Current Opportunity:  
 
In today’s market environment, preferreds offer many benefits and attractive features, 
including:  

 Appealing relative and absolute yields, and the potential for favorable tax treatment 

 Access to a fundamentally improving asset class with a desirable supply / demand 
imbalance 

 Potential to generate alpha due to inefficiencies in the asset class 

 Ability to mitigate interest rate risk 

 Diversification 
 
Attractive Yields:  
 
Preferred securities currently offer attractive yields relative to other asset classes as well as the 
potential for distributions to be treated as qualified dividend income. The chart below compares 
the yield paid before and after taxes for a variety of fixed income asset classes.  
 

 
Source: The yields in this example are based on the yield to maturity of the BAML fixed rate preferred security, BAML high yield 
master index, the BAML corporate master index, the Bloomberg/Barclays US Aggregate Index, the Barclays NC muni index yield to 
worst and the closing yield on the 10year treasury, as of 09.16.2016. State and local taxes are not included in this illustration. For 
individuals with income less than $400K, qualified dividend income is taxed at 18.8% and the marginal tax rate used was 38.8%. Both 
rates include the Medicare surcharge of 3.8%. For individuals with income exceeding $400K, qualified dividend income is taxed at 
23.8% and the marginal tax rate used was 43.4%. Both rates include the Medicare surcharge of 3.8%. 

 
Improving Fundamentals:  
 
The banking sector, which is the largest issuer in the preferred market representing nearly 75% 
of the issuer base, has undergone a spectacular improvement in credit fundamentals over the 
past 7 years, driven by new regulations.  
 



Following the financial crisis, regulators deemed that banks had entered the crisis 
undercapitalized, lacking liquidity and overleveraged. Regulators took the approach suggested 
by the Latin adage – “Si vis pacem, para bellum (If you want peace, prepare for war).” Under 
new rules in the Basel 3 Accord, the regulatory requirements that govern banks have become 
far more stringent. Furthermore, the largest institutions are held to still higher standards under 
Systemically Important Financial Institution (SIFI) rules.  
 
The new rules have focused on making the banking system more stable by requiring banks to 
increase the level and quality of bank capitalization, reduce funding risk and reduce balance 
sheet risk. One key measure that regulators focused on to test the level and quality of a bank’s 
capitalization is the common equity tier 1 capital ratio (or CET1 ratio), which measures common 
equity (stock) as a percentage of risk-weighted assets. For investors in preferred securities this is 
also a key measure. Since preferreds sit above common equity on the capital structure, the 
additional common equity capital is beneficial for the preferred investor. The result today is 
that banks common equity ratios are the highest they have been since 1940.  

 
Source: Federal Deposit Insurance Corporation (FDIC) and Barclays Research.  

 
The improvement in the CET1 ratio is actually greater than it appears as risk weights attached to 
the asset side of the ratio have increased while certain intangibles have been deducted from 
equity. 
 
As much as bank capital has grown to date, banks around the globe will continue to retain 
capital, enhancing the buffer below preferreds as effective capital minimums continue to 
increase through 2018. This is just one of a myriad of new requirements imposed on banks 
designed to make them safer. As a creditor, the harsh new regulatory environment is a positive. 
In fact, it could be argued that preferred security holders benefit the most from the new 
regulations, because they are the lowest in the creditor’s portion of the capital structure.  
 
Interestingly, while bank balance sheets are in much better condition relative to before the 
crisis, the credit rating of preferred securities is actually lower. Before the financial crisis, the 
vast majority of the preferred market was investment grade. In its wake, rating agencies cut the 
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senior ratings of many financial institutions and increased the credit notching between senior 
and preferred ratings, effectively cutting the preferred ratings even more. One reason why even 
senior bank debt ratings suffered so much after the financial crisis is that rating agencies have 
changed their methodologies to diminish any expectations for sovereign support in times of 
crisis. Even after the model change, the credit fundamentals of some banks are strong enough 
that an upgrade back to investment grade for their preferreds in the future might be possible. 
While rating agencies are notoriously slow to provide credit upgrades even amid significant 
fundamental improvements, some upgrades have already occurred.  
 
In summary, the new rules have focused on making the banking system more stable by requiring 
banks to increase the level and quality of bank capitalization, reduce funding risk and reduce 
balance sheet risk. Combined, these factors have resulted in a large cushion of safety for 
preferred securities relative to pre-financial crisis, despite the lower current credit rating.  
 
Positive Supply and Demand Technicals:  
 
As discussed in the section above, banks have been required by regulators to increase the 
amount of capital, both common equity and preferred capital, and in the case of preferreds, 
improve the ‘quality’ of this type of capital. Many of the old preferred structures did not qualify 
as capital under the new, stricter, rules and banks have therefore spent the past several years 
issuing new preferreds and replacing old, non-compliant, preferreds.  
 
In 2014 and 2015, U.S. banks issued a total of $55 billion of preferred securities to comply with 
the new requirements. However, new issue supply is expected to decline as banks are close to 
having issued enough preferreds to meet their regulatory requirements. Current estimates are 
for U.S. banks to issue less than $10billion of new supply over the next 3 years. Meanwhile, 
demand for preferred securities should remain strong due to their attractive yield creating an 
attractive supply / demand dynamic.   
 
Inefficient Market:  
 
The existence of the two separate markets ($25 par and $1000 par) can lead to pricing 
discrepancies providing an opportunity to earn additional yield for the same credit (issuer) and 
capital structure risk. Below is an example of two Citigroup preferreds, one which has a $25 par 
value and trades on an exchange and a second with has a $1000 par value and trades over the 
counter.  
 



 
Source: Bloomberg. Data as of market close August 3rd, 2016.  

 
While the issuer is the same and the call date and back-end spread levels of the two securities 
are very similar, an investor who purchased the $1000 par security, in this example, would have 
earned an additional 1.22% yield annually to the respective call dates. At other times, the $25 
par market might be more attractive than the $1000 par market. Some of the discrepancy is the 
result of investors being unaware that the $1000 par market exists. In addition, many large 
Exchange Traded Funds (ETFs) only own securities in the $25 market and flows into and out of 
these ETFs will have a greater impact on the $25 par market.  
 
Interest Rate Protection:  
 
Most investors would generally not think of preferreds as a good hedge to higher interest rates. 
However, the interest rate sensitivity of a preferred security is largely the result of its structure. 
Prior to the mid-2000s most preferred securities were perpetual with fixed rate coupons which 
made them very sensitive to moves in interest rates. However, as discussed above, the 
preferred market today has a variety of coupon structures. Floating rate coupons have very little 
interest rate sensitivity as their coupons reset on a quarterly basis. Fixed-to-floating rate 
structures have limited interest rate sensitivity due to either being called by the issuer either 
five or ten years after issuance, or switching to a floating rate coupon structure. Therefore, the 
interest rate sensitivity of a fixed-to-floating preferred is based almost entirely on the length 
remaining on the fixed rate period, which is generally less than 10 years.  
 
History can be used as a guide as well. In 2013, the 10year US Treasury yield increased from 
1.65% in late April to 3% by the end of the year. Despite this sharp increase in rates, The BAML 
Capital Securities Index, which is comprised mostly of institutional over-the-counter (OTC) fixed-
to float preferred securities, posted a total return of 4.9%.  
 
Income is also a form of defense against interest rates moving higher and as discussed, 
preferreds have some of the highest yield levels in the marketplace today. Since total return is a 
combination of income and price return, the significant income advantage of preferreds 
provides a cushion that enhance returns and dampen total-return volatility over time.  
 
Lastly, banking sector profitability should benefit from an increase in interest rates due to an 
increase in net interest margins. 

Issue C Series K C Series A

Par Value $25 $1,000

Coupon Rate 6.875% 5.95%

Call Date 11/15/2023 1/30/2023

Back-end Spread 3month Libor +4.13% 3month Libor +4.07%

Price $29.34 ($117.36) $103.54

Yield to Call 4.08% 5.30%

Payments Non-Cumulative Non-Cumulative

Maturity Perpetual Perpetual

Rating Ba2/BB+ Ba2/BB+

CUSIP 172967341 172967GD7



 
Diversification:  
 
Preferreds offer diversification from not only common equity but also from more traditional 
fixed income securities. The chart on the next page shows the correlation of preferred securities 
to other asset classes and fixed income sectors.  
 

 
Source: Bloomberg. 11/01/2006 – 10/31/2016. The following indices were used Preferred Index – BofA Merrill Lynch Preferred 
Securities Index; U.S. Corporate – Bloomberg Barclays US Corporate Bond Index; U.S. Aggregate – Bloomberg Barclays US Aggregate 
Index; U.S Corp High Yield – Bloomberg Barclays US Corporate High Yield Bond Index;  Municipal Bond – Bloomberg Barclays 
Municipal Bond Index; 3 month US Treasury Bill – BofA Merrill Lynch US 3-month Treasury Bill Index; U.S. Treasury – Bloomberg 
Barclays US Treasury Index; US Treasury 7-10 year – Bloomberg Barclays US Treasury 7-10year Index; S&P 500 Index.  

 
Conclusion:  
Preferred securities are an often overlooked asset class which currently offer a very attractive 
risk/return profile in a sector with strong and improving fundamentals and a favorable 
supply/demand balance. Given the inefficiencies which exist in the market, investors can benefit 
from taking an active approach to managing preferred securities.  
 
 
 
 
 
 
 
 
This document is not to be construed as an offering or intended as a recommendation to buy or 
sell securities and is being provided for informational purposes only.  These points represent the 
opinions of the author, and as such, should not be construed as investment advice.  Results 
shown are purely historical and are no indication of future performance.  Past performance is not 
intended to be, and is not to be construed as, an indication of likely future results.  Past 
investment performance should be only one of several factors when engaging an investment 
manager.  


