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Preferred Shares: High-Yielding but Pricey 

These securities, which have characteristics of stocks and bonds, 
have drawn flocks of investors seeking yields around 6%. 
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What’s not to love about preferred shares? These securities, which have characteristics of both bonds and 
stocks, pay yields of around 6%—more than the average junk bond—and are typically issued by large, well-
capitalized, investment-grade-rated financial institutions. Payouts are usually taxed as qualified dividend 
income, allowing investors to keep more of what they earn. 

There’s one problem, however: They are getting expensive. 

Investors have flocked to the asset class as the hunt for yield has gotten tougher and made their high fixed 
coupons look all the more tempting. The largest preferred exchange-traded fund, iShares U.S. Preferred Stock 
(ticker: PFF), has swelled to almost $19 billion, nearly 10% of the $200 million U.S.-listed preferred market. 

Many of these securities now trade at premium prices, even ones that are callable at par in the next few years. 
Preferreds aren’t always called after reaching their call dates, but the price of the security typically falls close to 
par by then, says Nat Beebe, portfolio manager at Ulland Investment Advisors, which specializes in preferreds. 

When buying individual preferreds, it is important to make sure the yield-to-call isn’t negative, which could 
result in a loss. But index funds, which buy the whole market, often have little choice in the matter, says Jay 
Hatfield, CEO at Infrastructure Capital Management. “That’s an example of an index doing stupid things you 
wouldn’t do,” he says. His firm runs the InfraCap REIT Preferred ETF (PFFR), which has a feature that 
excludes preferreds that have a yield-to-call of less than 3%. 
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Closed-end preferred funds, which employ leverage and earn yields of 7% or more, have boasted double-digit 
returns for two years in a row and many now trade at a premium to net asset value. That prompted UBS 
closed-end strategist Sangeeta Marfatia to downgrade the funds she covers to Hold from Buy this month. “We 
don’t see a lot of upside potential in the second half of the year,” she says. UBS also lowered preferreds to 
Underweight in its asset-allocation model, warning that a steeper yield curve could cause preferreds to fall in 
price, and outflows from ETFs could exacerbate the selloff. 

EXPECTATIONS THAT the Federal Reserve will raise rates again this year have been falling lately, but the 
Fed is still expected to start unwinding its massive balance sheet, which could cause longer-term rates to rise, 
warns Beebe. A spike in 10-year Treasury yield could hammer preferreds. 

“We’re playing defense,” he says. That means taking profits in higher-yielding preferreds and moving into ones 
priced close to par. For example, Discover Financial Services 6.5% coupon and TCF Financial 6.45% coupon 
have call dates in December, but he thinks they may not get called. Both are priced just over $25. The yield-to-
call is positive, so “downside is limited,” Beebe says. 

Another option: choose a mutual fund that can tap the far larger institutional market for preferreds, including 
ones issued in foreign markets and fixed-to-float preferreds, which can reset to higher rates after a given 
period if rates rise. “We have a much bigger pond to fish in,” says William Scapell, who manages Cohen & 
Steers’ crop of preferred funds. 

Some closed-end funds that own preferreds with other high-income securities remain attractive. Marfatia still 
has a Buy recommendation on John Hancock Tax-Advantaged Dividend Income (HTD), which has about 50% 
preferreds. 

Preferreds are still a good value relative to other fixed-income securities, says Krishna Memani, chief 
investment officer at OppenheimerFunds. “They provide a decent amount of current income,” he notes. “But 
they’ve had a really good run and expecting them to appreciate in price from here is probably unlikely.”   
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