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How the End of Rate Hikes Could Set the 
Stage for Preferred Securities
Preferreds have delivered double-digit returns in six out of seven years following a 
negative total return, according to Cohen & Steers.

By Hannah Zhang 

Indicators are signaling a potential decline in 
inflation next year and an end to the Federal Re-
serve’s rate hikes by May. Cohen & Steers argues 
in new research that preferred securities could 
offer strong total returns in that scenario.

Preferred securities are fixed income products 
with equity-like traits. Many preferreds pay in-
vestors qualified dividend income that is taxed at 
a lower rate than interest. They are typically is-
sued by large financial institutions, utility compa-
nies, and real estate firms that don’t want to dilute 
their common equity shares.

In a report expected to be published on Mon-
day, Cohen & Steers found that preferred secu-
rities often have strong performance after rate 
hikes, outstripping other types of fixed income 
products like investment-grade and high-yield 
bonds. Since 1990, they have achieved an average 
12-month return of 12.7 percent after rate hikes,
compared to 10.2 percent for investment-grade
bonds and 9.9 percent for junk bonds, according
to the report.

In addition, for the same time period, Cohen 
& Steers found that preferreds delivered double- 
digit returns in six out of seven years following 

a negative total return. “With preferreds down 
nearly 13 percent in 2022 through November 
30, we anticipate an attractive rebound in 2023,” 
according to the report.

Cohen & Steers’ bullish outlook on the secu-
rities comes at a time when the overall fixed in-
come market is due for a comeback after the Fed-
eral Reserve signaled a slowdown in aggressive 
rate hikes. “This year is the worst since the glob-
al financial crisis in terms of performance,” said 
Bill Scapell, head of fixed income and preferred 
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Bill Scapell, Head of Fixed Income and Preferred Securities, 
Cohen & Steers.
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securities. “And if you believe that central banks 
are going to win, meaning that they are going to 
break inflation and bond yields are going to come 
down, then next year is going to be a very good 
year for fixed income.”

Preferred securities have many advantages over 
investment-grade and distressed bonds in the 
current market. According to Scapell, the aver-
age yields that preferreds offer to investors are 2 
percent higher than those offered by the rest of 
the corporate bond market. They are riskier than 
fixed income, as investors are paid out after bond-
holders when an issuer defaults. But because in-
stitutions issuing preferreds are in good financial 
shape now, their chances of defaults are low, ac-
cording to the report.

“The banking system and the insurance system 
are both highly capitalized now,” Scapell said. 

“They’ve been well regulated. They don’t take 
anywhere near the types of risks they used to take 
prior to the GFC.”

Preferreds also have tax advantages, according 
to Cohen & Steers. The dividend income paid by 
preferred securities is taxed at 20 percent, signifi-
cantly lower than the 37 percent tax for interest 
income earned by other types of fixed income 
products. In addition, preferreds offer diversifica-
tion benefits because they have a low correlation 
with stock markets and other fixed income prod-
ucts, according to the report.

“[For] an income investor, [preferreds] are ex-
tremely attractive because the rates are high, the 
quality is good, and you have the tax advantages,” 
Scapell concluded. “Whenever I see preferreds 
offering yields in this context, at least by histori-
cal standards, they have always done very well.”



 

 

Please see important disclosures and risks below. 

Data quoted represents past performance, which is no guarantee of future results.  

There is no guarantee that any market forecast set forth in this article will be realized. There is no 

guarantee that any historical trend referenced herein will be repeated in the future, and there is no way 

to predict precisely when such a trend will begin. The mention of specific securities is not a 

recommendation or solicitation to buy, sell or hold any particular security and should not be relied 

upon as investment advice. 

This article is for informational purposes and reflects prevailing conditions and our judgment as of the 

date of this material, which are subject to change. This material should not be relied upon as investment 

advice, does not constitute a recommendation to buy or sell a security or other investment and is not 

intended to predict or depict performance of any investment. This material is not being provided in a 

fiduciary capacity and is not intended to recommend any investment policy or investment strategy or 

take into account the specific objectives or circumstances of any investor. We consider the information 

in this article to be accurate, but we do not represent that it is complete or should be relied upon as the 

sole source of appropriateness for investment. Please consult with your investment, tax or legal 

professional regarding your individual circumstances prior to investing. 

Risks of investing in preferred securities. There are special risks associated with investing in the Fund. 

All investments involve risks, including loss of capital, and there is no guarantee that investment 

objectives will be met. In general, the risks of investing in preferred securities are similar to those of 

investing in bonds, including credit risk and interest-rate risk. As nearly all preferred securities have 

issuer call options, call risk and reinvestment risk are also important considerations. In addition, 

investors face equity-like risks, such as deferral or omission of distributions, subordination to bonds and 

other more senior debt, and higher corporate governance risks with limited voting rights. An 

investment in the Fund is subject to investment risk, including the possible loss of the entire principal 

amount that you invest. The value of these securities, like other investments, may move up or down, 

sometimes rapidly and unpredictably. The Fund may invest in below-investment grade securities and 

unrated securities judged to be below investment-grade by the Advisor. Below-investment grade 

securities or equivalent unrated securities generally involve greater volatility of price and risk of loss of 

income and principal, and may be more susceptible to real or perceived adverse economic and 

competitive industry conditions than higher-grade securities. The Funds' benchmarks do not contain 

below investment-grade securities.  

Contingent capital securities (sometimes referred to as "CoCos") are debt or preferred securities with 

loss absorption characteristics built into the terms of the security, for example a mandatory conversion 

into common stock of the issuer under certain circumstances, such as the issuer's capital ratio falling 

below a certain level. Since the common stock of the issuer may not pay a dividend, investors in these 

instruments could experience a reduced income rate, potentially to zero, and conversion would deepen 

the subordination of the investor, hence worsening the investor's standing in a bankruptcy. Some 

CoCos provide for a reduction in the value or principal amount of the security under such 

circumstances. In addition, most CoCos are considered to be high yield or "junk" securities and are 

therefore subject to the risks of investing in below investment-grade securities.  
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