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Deep discounts and high yields 
represent uncommon value  
Preferreds today are trading at  
discounts to par value not seen since 
the global financial crisis. High-quality 
preferreds also offer some of the  
highest yields in fixed income, with 
6–9% income rates.

Regulatory tailwinds could be 
supportive of credit 
Recent bank failures were 
idiosyncratic, not symptomatic 
of issues underlying the banking 
sector. Resulting tighter regulations 
are expected to benefit preferred 
shareholders in the long run.

End of the Fed’s rate increases may 
be a powerful catalyst  
Preferreds have historically generated 
significantly above-average total 
returns after market corrections and 
after the end of rate-hiking cycles.

Preferred securities:  
Resetting for a new cycle
Recent bank turbulence and the end of the Fed’s rate-hiking cycle create 
what we believe may be an exceptional buying opportunity for preferreds
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Preferred securities: Resetting for a new cycle

The Federal Reserve’s determined efforts to tame inflation have created what 
we believe is a rare opportunity in preferred securities. The steepest rise in 
short-term interest rates since the Volker era, coupled with recent bank failures 
connected to the rate cycle, has put heavy pressure on preferred prices. As a 
result, the securities are trading at deep discounts to par value (Exhibit 1).

Historically, preferreds have traded, on average, around par value and often 
at a premium. But rising rates and uncertainty about the health of the banking 
sector have tarred issuers of these securities—across various sectors—with 
the broad brush of fear. We believe concerns are mostly unwarranted, 
considering the healthy fundamentals of the companies. 

With segments of the preferreds market currently trading, on average, around 
86 cents on the dollar—discounts not seen since the global financial crisis 
(GFC)—a substantial capital appreciation opportunity exists for investors, 
in our view. As we discuss in more detail below, catalysts include a calming 
of market fears around banks; a change in the interest rate cycle in coming 
months; and new, tougher bank regulation, which we think will supply a 
tailwind to bank credit in coming years.

EXHIBIT 1

Preferred securities offer deep 
discounts to par value

Deep discounts represent uncommon value

At April 30, 2023. Source: Bloomberg, Cohen & Steers. 
Data quoted represents past performance, which is no guarantee of future results. (a) Average since March 2003; average for contingent capital 
securities is since January 2014 inception. The information presented above does not reflect the performance of any fund or other account managed or 
serviced by Cohen & Steers, and there is no guarantee that investors will experience the type of performance reflected above. There is no guarantee that 
any historical trend illustrated above will be repeated in the future, and there is no way to predict precisely when such a trend will begin. See end notes for 
index associations, definitions and additional disclosures.
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High-quality preferreds offer some of the highest yields in fixed income
The capital appreciation opportunity aside, preferreds offer yields superior 
to other fixed income categories (and currently higher than their historical 
averages). Yields were recently 7.65% for investment-grade OTC securities, 
about 8.65% for contingent capital (CoCo) issues (BB weighted-average rating), 
and 6.35% for the much smaller investment-grade retail market (Exhibit 2). 

Given our view (shared by the market) that inflation will continue to trend 
lower, we believe preferred yields of 6–9% have great appeal for term fixed 
income allocations, representing equity-like long-term return potential— 
and made even more attractive by preferreds’ position above equity in the 
capital structure.

Income has traditionally been the most significant driver of bond returns, and 
quality preferred securities have historically out-earned investment-grade 
debt, leading to material outperformance for long-term investors. Unlike with 
high-yield bonds, preferreds’ high income potential does not come at the 
expense of quality (as most issuers are investment-grade companies).  

EXHIBIT 2

High income represents term value 

At May 15, 2023. Source: Bloomberg. 
Data quoted represents past performance, which is no guarantee of future results. The information presented above does not reflect the performance of any fund or other account managed or serviced by Cohen & Steers, and there 
is no guarantee that investors will experience the type of performance reflected above. There is no guarantee that any historical trend illustrated above will be repeated in the future, and there is no way to predict precisely when such a 
trend will begin. (a) Weighted-average credit rating from Standard & Poor’s. See end notes for index associations, definitions and additional disclosures.
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Preferred securities: Resetting for a new cycle

Despite what have often been dire headlines, we do not believe we are 
witnessing anything akin to the global financial crisis—far from it. Recent 
failures at a small number of specialized U.S. banks stemmed from poor 
management of quantitative easing excesses, which were exposed by the 
rapid change to quantitative tightening as central banks grappled with 
inflation. In contrast to the GFC, broad credit excesses are not an issue; nor 
is bank capital, which is far above historical averages and in keeping with the 
much higher regulatory requirements implemented following the GFC. 

Silicon Valley Bank (SVB), Signature Bank and First Republic Bank, which failed 
recently, shared certain characteristics. Notably, they experienced extreme 
deposit growth during the Fed’s quantitative easing phase—over 75% since 
2020—and had highly concentrated depositor bases. In addition, they invested 
their substantial deposit flows into longer-term securities when rates were 
low. As a result, although the securities purchased were high quality, the 
holdings fell in value when the rate cycle ferociously turned, creating an asset/
liability mismatch and (unrealized) capital weakness. 

Weakened bank supervision notably contributed to the banks’ failures, as 
GFC-era enhanced supervisory procedures were relaxed by Congress in 2018 
for all but the largest banks. Among the many material changes that followed, 
securities market-to-market rules were relaxed, allowing unrealized capital 
drawdowns to form even in available-for-sale books. In the case of the failed 
banks, those drawdowns were very large, materially impacting capital and 
leaving these institutions vulnerable. 

How we got here: Particular circumstances of 
failed banks are not likely to be repeated

Broad credit excesses are not an issue in the banking sector; 
nor is capital, which is far above historical averages.

We believe these particular characteristics of the failed banks are not widely 
shared in the U.S. banking system. For one, most banks experienced far 
smaller deposit growth in recent years, generally in the single- to low double-
digits. Just as important, most banks did not invest heavily in longer-dated 
securities when overnight rates were low. Consequently, they are well 
capitalized even net of securities marks.

As a general matter, deposits and overall funding across the broader banking 
industry are much more diversified than in the failed banks, with more stable 
deposit bases characterized by generally longer-term depositor relationships. 
With their first-quarter results, the majority of banks (including regionals) reported 
somewhat unremarkable deposit trends (1–3% increases or decreases)—nothing 
like the deposit outflows at the banks that failed. As well, other funding sources 
appear ample relative to uninsured deposits for most banks.



5

Credit Suisse was also an outlier
Turning to non-U.S. banking turmoil, we believe that Credit Suisse (CS) was 
also an outlier, but for somewhat different reasons. Unlike other large 
European banks, CS struggled in recent years with very weak profitability 
following large credit losses and litigation issues in 2021. With the unrelated 
failures of the U.S. banks further unnerving CS clients and investors, funding 
and franchise erosion became critical. Swiss authorities facilitated the 
merger of CS with UBS and took the unusual step of ordering a complete 
and permanent write-down of CS’s contingent capital securities. This raised 
investor concerns regarding CoCos generally.  

We do not view other large European banks as having anywhere near CS’s 
level of vulnerability. In fact, capital and funding in Europe’s largest banks 
are superior to those of many U.S. institutions. Whereas U.S. regulations 
were weakened in recent years, European banks were forced to maintain 
strong balance sheets; they continued to mark available-for-sale securities to 
market, prudently managing assets and liabilities. Also, unlike the U.S. banks 
that failed, European banks generally experienced only very modest deposit 
growth in recent years. Hence, they have not suffered from the excesses of 
quantitative easing, as the failed U.S. banks did.

Risk to bank earnings, but not to viability
While investor concerns are elevated, we believe the risks for most banks 
relate mainly to earnings, not viability. Hence, we believe the recent pressure 
on bank stocks seems more warranted than that on their preferreds.  

We note three bank earnings pinch points:

• Funding costs are likely to rise. Given heightened concerns, some 
depositors may move money out of deposits and into money market 
funds and other investments. Banks might switch some funding to costlier 
sources, such as bonds and CDs. So far, there has been only modest deposit 
loss; however, deposit “beta” has been rising—i.e., banks generally have had 
to pay more to retain their deposit levels.

• The FDIC estimates a $16 billion cost associated with the recent bank 
failures. To replenish the insurance fund, banks will have to pay higher 
assessments to the FDIC. These costs are quite meaningful, though they are 
likely to be spread out over several years.

• Regulation is expected to become more demanding. New rules will 
likely involve the marking-to-market of securities portfolios as well as 
improvements to various facets of funding (discussed in more detail below). 
Stronger regulation will be more costly, forcing the banks to hold more 
capital and/or accept higher-cost (and more stable) funding sources.  

In the near term, pressure on bank earnings is bad for equity and preferred 
holders alike. However, strong bank regulation is typically very good for 
preferred holders and other creditors over time, as it improves the quality and 
stability of the organizations. Consider the years of beneficial “credit tailwinds” 
from strengthening bank regulation following the GFC. We expect a similar 
dynamic from this episode, and the probability of bank failures, particularly for 
large banks, appears highly remote. 
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Preferred securities: Resetting for a new cycle

An attractive entry point—and why details matter
As discussed above, we believe the failed banks had unusual characteristics 
that led to depositor panic (and ultimately their failures). Notably, they had 
both capital and funding weaknesses that played on each other, resulting in 
a confidence spiral.  Michael Barr, Vice Chair for Supervision at the Federal 
Reserve, wrote in his report on the failure of SVB: “This experience has 
emphasized why strong bank capital matters. While the proximate cause of SVB’s 
failure was a liquidity run, the underlying issue was concern about its solvency.” 

Most publicly listed banks, including regionals, are well-capitalized (even net 
of securities marks) and more conservatively funded. Accordingly, we believe 
broader fears will fade over time rather than worsening. Of course, we cannot 
discount the potential for further negative news flow, as a small number of 
regional banks share some of the characteristics we saw in the failed banks.  

While most banks are in good shape, clearly some are stronger than 
others. Differences among issuers are why details matter greatly. While we 
recognize that risks have risen, we believe very attractive entry points exist 
in depressed securities from many stronger banks. What is more, preferreds 
issued by insurance companies, utilities and other non-financials have also 
been pressured along with the broader market. This presents an attractive 
investment opportunity across the asset class, in our view. 

U.S. banking system reforms likely to be supportive of credit
We expect many measures to be taken to strengthen bank regulation and 
bolster the resiliency of the financial system. New rules will likely impose 
higher capital and liquidity requirements. Although bank stocks have come 
under pressure on the prospect (as reforms may weigh on profitability), we 
believe the remedies will be supportive of credit over the long term. Recall that 
coming out of the global financial crisis tighter regulations benefited creditors 
for many years, particularly preferred holders.

Possible new measures to be instituted include: 

Stringent standards applied to a broader set of banks
• The Fed could reevaluate the tailoring framework and expand rules for 

banks with $100+ billion of assets

Increased capital requirements
• Reduced reliance on internal bank models, more scrutiny of trading and 

operational risks

• A broader set of firms will be required to deduct certain unrealized losses 
from capital

• Greater frequency of stress tests and additional stressed scenarios 

Enhanced liquidity risk and interest rate risk management
• Standardized liquidity rules will likely apply to a broader set of firms

• The Fed will likely reevaluate the stability of uninsured deposits and all 
securities in liquidity stress tests

More long-term debt for certain regional banks
• Expanding the standard for loss-absorbing unsecured debt would improve 

funding profiles and protect depositors

New bank rules will 
likely result in higher 
capital and liquidity 
requirements, which 
could provide a powerful 
tailwind for preferred 
shareholders over time.
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At April 30, 2023. Source: Morningstar Direct, Cohen & Steers.
Data quoted represents past performance, which is no guarantee of future results. The information presented above does not reflect the performance of any fund or other account managed or serviced by Cohen & Steers, and 
there is no guarantee that investors will experience the type of performance reflected above. There is no guarantee that any historical trend illustrated above will be repeated in the future, and there is no way to predict precisely when 
such a trend will begin. An investor cannot invest directly in an index and index performance does not reflect the deduction of any fees, expenses or taxes. Preferreds are represented by 50% ICE BofA Capital Securities Index and 50% ICE 
BofA Fixed Rate Preferred Securities Index through 12/31/2016. Thereafter, it consists of 60% ICE BofA US IG Institutional Capital Securities Index, 30% ICE BofA Core Fixed Rate Preferred Securities Index, and 10% Bloomberg Developed 
Market USD Contingent Capital Index through 12/31/2018. Thereafter, it consists of 60% ICE BofA US IG Institutional Capital Securities Index, 20% ICE BofA Core Fixed Rate Preferred Securities Index, and 20% Bloomberg Developed Market 
USD Contingent Capital Index through 3/31/2022.  Thereafter, it consists of 55% ICE BofA US IG Institutional Capital Securities Index, 20% ICE BofA Core Fixed Rate Preferred Securities Index, and 25% Bloomberg Developed Market USD 
Contingent Capital Index. U.S. equities are represented by S&P 500 Index, an unmanaged index of 500 publicly traded large-capitalization U.S. stocks representing a variety of industries. U.S. bonds are represented by Bloomberg U.S. 
Aggregate Bond Index, a broad-based index that measures the investment-grade USD-denominated fixed-rate taxable bond market. See end notes for additional disclosures.

EXHIBIT 3

Preferreds’ performance has been strong following market corrections
Significant corrections and their aftermath

Though the recent volatility in preferreds has been unsettling, we believe a 
great deal of negative information is priced into the market. And while it can be 
difficult to identify troughs, we believe investors should remain grounded and 
focused on fundamentals.

As we outlined earlier, bank issuer fundamentals are generally solid. However, 
some issuers may still be vulnerable, underscoring the importance of both 
selectivity in securities and diversification across sectors.

History shows that preferred market corrections are typically followed by strong 
returns. For perspective, in the six market corrections going back to the global 
financial crisis, preferred securities meaningfully outperformed U.S. bonds 
in subsequent months, typically generating equity-like returns in the process 
(Exhibit 3). 

Returns 3 months after trough Returns 6 months after trough

Cause of the correction Peak Trough
Preferreds 
drawdown U.S. bonds U.S. equities Preferreds U.S. bonds U.S. equities Preferreds

Global financial crisis 5/8/2007 3/9/2009 -57.5% 1.2% 40.2% 68.8% 5.9% 54.6% 87.5%

European sovereign debt crisis 5/17/2011 10/4/2011 -7.8% 0.6% 14.3% 5.6% 1.0% 25.9% 12.7%

Taper tantrum 5/8/2013 8/19/2013 -6.9% 2.2% 9.2% 3.1% 3.1% 12.3% 6.7%

Period of rising interest rates 1/8/2018 12/27/2018 -4.9% 3.4% 13.3% 7.9% 6.4% 18.7% 12.3%

Covid-19 pandemic 2/20/2020 3/23/2020 -22.0% 4.8% 40.7% 24.1% 5.8% 46.0% 29.3%

High inflation and high rates 9/16/2021 10/21/2022 -17.4% 7.5% 6.3% 11.2% 7.3% 11.1% 6.2%

Banking distress 2/2/2023 3/20/2023 -11.6% ? ?

Average -18.3% 3.3% 20.7% 20.1% 4.9% 28.1% 25.8%

Average excluding GFC -11.8% 3.7% 16.8% 10.4% 4.7% 22.8% 13.4%

End of Fed rate increases may serve as a 
powerful catalyst
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Preferred securities: Resetting for a new cycle

Fixed income rallies have followed the end of rate hikes
After 10 rate hikes in a little more than a year, the Federal Reserve has signaled 
that the current aggressive tightening cycle is near an end. Investors have 
widely anticipated the decision amid moderating inflation and signs of slowing 
growth. Historically, whenever the Fed reaches the terminal rate, the long end 
of the maturity spectrum rallies materially, resulting in strong performance for 
fixed income—especially preferred securities (Exhibit 4).

It’s worth noting, once again, that these securities constitute a high-quality 
market, mainly composed of investment-grade issues. We believe that in its 
battle to bring down inflation, the Fed may go too far with tightening credit, 
and we see there is a strong possibility for a modest-to-average recession. 
Given this outlook, we believe it makes sense to stick to quality. 

At April 30, 2023. Source: ICE BofA, Cohen & Steers.
Data quoted represents past performance, which is no guarantee of future results. The information presented above does not reflect the performance 
of any fund or other account managed or serviced by Cohen & Steers, and there is no guarantee that investors will experience the type of performance reflected 
above. There is no guarantee that any historical trend illustrated above will be repeated in the future, and there is no way to predict precisely when such a trend will 
begin. See end notes for index associations, definitions and additional disclosures.

EXHIBIT 4

Returns are particularly strong following rate-hiking cycles
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Historically, the end of rate-hiking cycles has seen yields in the bond market 
move materially lower relatively quickly, as central bankers respond to slowing 
economic conditions. 
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Tax-advantaged income for U.S. investors
For U.S. investors, the attractiveness of preferred securities is enhanced by 
favorable tax treatment. Many preferred securities pay qualified dividend 
income (QDI), which is taxed at just 20% for top U.S. earners (compared 
with 37% for interest income). For someone in the top tax bracket, a QDI-
qualified investment-grade preferred yielding 6.9% would have an after-tax 
yield of 4.9%, whereas an interest-bearing 8.5% high-yield bond would have 
an after-tax yield of just 5.0%. In order to earn a higher after-tax yield than 
investment-grade preferreds, investors need to go down five notches in credit 
quality to bonds rated “highly speculative.”

Institutions that file taxes as C-corporations in the U.S. may also garner tax 
benefits from preferred securities investments. Dividends issued directly 
from one tax-paying C-corp to another are generally eligible for the dividends 
received deduction (DRD) for the dividend recipient. This would include a 
taxable institution that owns the preferred securities of (and hence has an 
ownership stake in) a taxable C-corp. Eligible buyers normally receive the 
minimum deduction of 50% of the dividend. For a corporate investor with a 21% 
tax rate, the effective tax on preferred income may fall to just 10.5%—so a DRD-
eligible preferred paying 6.9% would have a taxable-equivalent yield of 7.7%.

At April 30, 2023. Source: ICE BofA, Cohen & Steers.
Data quoted represents past performance, which is no guarantee of future results. The information presented above does not reflect the performance 
of any fund or other account managed or serviced by Cohen & Steers, and there is no guarantee that investors will experience the type of performance reflected 
above. An investor cannot invest directly in an index and index performance does not reflect the deduction of any fees, expenses or taxes. Index comparisons have 
limitations as volatility and other characteristics may differ from a particular investment. The above is not intended to serve as tax advice. Investors should consult 
with their respective tax advisors prior to making an investment. (a) Yields shown on a yield-to-maturity basis. (b) Assumes taxation at the highest marginal U.S. 
federal income tax rates of 37% for taxable interest income and 20% for QDI, with an additional 3.8% Medicare surcharge on all tax rates. After-tax calculations 
assume preferred securities income is taxed at the respective qualified dividend rate and marginal tax rate on a 65/35 blended basis. All other securities reflect 
full taxation at the respective marginal rates based on income. State and local taxes are not included in these calculations. See end notes for index associations, 
definitions and additional disclosures.

EXHIBIT 5

Preferreds can offer tax-advantaged income to U.S. investors
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Preferred securities: Resetting for a new cycle

Preferred securities’ income, coupled with discounts to par value not seen 
since the global financial crisis, presents what we believe is an attractive total 
return opportunity for investors. The end of the Fed’s rate increases and 
more robust bank regulation may be powerful catalysts for the new cycle. 
But diversification and active management remain key in volatile markets. 
Active managers can potentially maximize returns by investing across sectors; 
looking deeper into fundamentals, valuation metrics and risks; and taking 
action as valuation opportunities present themselves.

Conclusion

Attributes of preferred securities

Generally the highest 
income rates available 
from investment-grade 
fixed income securities. 

High income rates  

Historically low 
correlations to stocks  
and bonds

Low correlations

Allows for a multi-sector 
approach, including 
obligations of banks, 
insurance companies, 
REITs and infrastructure 
companies

Multi-sector approach

Issuers of preferreds tend 
to be in highly regulated 
and/or stable-cash flow 
industries

Quality issuers

Value opportunities in 
below-investment-grade 
and non-rated issues

Value opportunities

Many structures have 
modest or low interest 
rate risk 

Low interest rate risk

Preferred securities’ wide 
yield spreads to other 
areas within fixed income 
indicate potential value

Wide yield spreads

Potential tax advantages 
for U.S. investors 
(individuals and 
C-corporations) through 
lower tax rates on  
dividend income

Tax advantage
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