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The US Federal Reserve (Fed) kickstarted the tapering of its quantitative easing
programme in November and is expected to resume its tightening monetary cycle
soon. While this may increase market volatility, preferred securities should remain
a compelling asset class in 2022. However, as we expect US rates to rise only
modestly, this probably won’t affect investors’ appetite for yield. As ever, we should
navigate any uncertainties with active management and credit selection while
considering environmental, social, and governance (ESG) factors.

Preferred securities:
From active management to
sustainable investing
Resilient performance despite market headwinds
News concerning record-high daily COVID-19 cases
and new variants, as well as rising US inflation and
Fed rate-hike expectations, have seen the US 10year Treasury yield surge over the year to date. Yet,
preferred securities, with their high-yielding buffer
and strong credit fundamentals, were resilient
against other major fixed income sectors during
these uncertain times. As of 30 November, preferred
securities posted a 1.91% return, while US high-yield
bonds and US investment-grade corporate bonds
posted returns of 3.42% and -0.78%, respectively1.
A positive environment for preferred securities
The outlook for preferred securities in 2022 looks
positive. The US economy has recovered nicely and
continues to improve. Fiscal policy has been
supportive and monetary policy is likely to remain so
in 2022. Importantly, we are not overly concerned
about inflation over the longer term and believe we
are still in a lower-for-longer interest-rate
environment. Plus, there remains substantial global
demand for yield, with US yields looking particularly
attractive. In turn, this should help maintain relatively
low rates. All of this results in a positive environment
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Source: Manulife Investment Management and Bloomberg, as of 30
November 2021. Returns in US dollar. Preferred securities = ICE
BofAML US All Capital Securities Index. US High Yield = ICE BofAML
US High Yield Index. US investment grade corporate bond = ICE BofA

for preferreds, with credit spreads remaining stable
and rates low.
Given the Fed started tapering in November, we
think it is inevitable that volatility will increase. During
this time, active management is going to become
increasingly important, and we have many tools at
our disposal to take advantage of volatility.
Our first tactic is to increase the weightings of fixed
to floating rate securities versus fixed for life
securities, which are substantially held in
preferred ETFs. These are sensitive to flows from
retail investors.
However, US$1000-par preferreds are held mainly
by institutions with relatively stable movements. In
addition, many US$1000 preferreds are fixed to
floating rate securities, whereby during the first five
years, the security will have a fixed coupon but then
float at a spread over a benchmark. This offers
investors some coupon protection, even in a rising
rate environment.
Another method is to lower the duration of the
preferred securities portfolio to mitigate the effect of
a rising rate environment. As rates bottomed out, we
began trimming the duration from over 7 years in
2018 to 4.16 years at present2.
Moreover, we take a proactive approach to sector
allocation and diversification, which a passive ETF
cannot do. Unlike many preferred funds and certainly

US Corporate Index. Past performance is not indicative of future
performance.
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Source: Manulife Investment Management, as of 30 November 2021.
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preferred ETFs with a significant weighting in the
financial services sector, we are currently far more
diversified with overweight exposures to the utilities,
energy, and communications sectors.
In addition to alpha generation, investors are
becoming increasingly conscious of sustainable
investing factors. As more information is provided
on the ESG practices of companies, analysis of
these factors has featured more prominently in our
investment process. ESG is an important element
that explains why we are significantly overweight in
the utilities sector.
Utilities demonstrate how improving
profiles can deliver outperformance

ESG

Utilities really are at the forefront of the energy
transition occurring in the US. 20 years ago, utilities
generated close to 50% of their electricity from coal
generation. Nowadays, more and more US states
have realised that one way to help fight against
climate change is to de-emphasise coal generation
and encourage renewables.
So, from an ESG standpoint, the utilities sector is
now one of the leading segments of the S&P 500.
Because US utilities are regulated, they earn a
regulated return on any investments they make in
transmission lines and generation. Since there is
pressure on states to reduce carbon dioxide
emissions, potential investments in renewable
energy are likely to be approved.
Our credit analysts spend a lot of time studying
ESG considerations and have developed a
proprietary ESG scoring system. We then
incorporate the scores into our relative value
analysis. Companies with improving ESG
profiles tend to outperform, particularly in the utilities
sector. We have identified several names that have
outperformed because of their renewables push has
helped boost their ESG scores. An example of this is
a Pennsylvania-based utility company.
We see tremendous value in the utilities preferred
space, as many of these securities are not trading on
their underlying fundamentals:

1. From an economic standpoint, the utilities sector
has limited exposure to the coronavirus.
2. Common equity valuation multiples among
utilities are at their lowest levels in a decade. We
believe the convertible preferred securities of
utility issuers will benefit as valuation multiples
rise.
3. Utilities earn a regulated return, depending on
what the state regulator allows. This could be
between 9% and 9.75%.
4. We believe that US President Biden will provide
incentives to encourage renewable energy
investments, resulting in even more visible
earnings and cash flows over the next few years.
The energy sector stands out amid a recovering
global economy
Under a scenario where the global economy
continues to improve, we expect recovery plays to
outperform. Energy would be a beneficiary of any
upturn. In fact, we’ve already seen this play out,
particularly in the energy space, as credit spreads
tightened significantly this year. Indeed, energy
credit spreads are expected to tighten further, as
many energy preferreds are still trading below preCOVID levels.
It is important to note that our preferred
energy names do not have direct commodity price
exposure, as they are midstream companies that
transport oil or gas in their pipelines. We hold a
favourable view, and this is based on two reasons:
1. Many of these companies are diversified into
different areas of the midstream space, such as
natural gas pipelines, gasoline pipelines, and
storage.
2. We believe natural gas has better long-term
growth prospects than oil. Since it is difficult to
build energy infrastructure in the US, this will
result in higher average natural gas prices and,
importantly, puts a greater value on existing
energy infrastructure.
Financial services should benefit from higher
rates
The financial service sector is expected to be another
beneficiary of the improving economic environment,
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given the solid fundamentals of banking and
insurance companies.
Higher interest rates are generally favourable for
these names. And as yields moved higher over the
past year, the earnings of financial services
companies have improved markedly. We also see
value in the sector because the market is not
recognising balance-sheet strength, and yields are
expected to remain stable.
Default rates should remain low
We think that very few, if any, preferreds will default
in 2022. Historical default rates among preferred
securities have been low3 primarily because issuers
are
generally
well-established,
high-quality
companies with solid balance sheets.

Conclusion
The economic environment should continue to
improve as the world becomes fully vaccinated. This
will result in further credit spread tightening, which
provides positive support for preferred prices. Most
investors do not realise that preferreds are less
interest-rate sensitive due to their callable features
and fixed-to-floating rate structures. In a transitioning
market, as the Fed begins to taper its asset
purchases, we believe that active management and
credit selection with a consideration of ESG factors
will be vital to the outperformance of preferred
securities.
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During 1990-2020, default rates for global high yield bonds and
preferred securities were 4.07% and 0.32% respectively. Source: Global
high yield bonds are sourced from Moody's Investor Services, as of 31
December 2020. Default rates for preferred securities for the periods of

Disclaimer
A widespread health crisis such as a global pandemic could cause
substantial market volatility, exchange trading suspensions and closures,
and affect portfolio performance. For example, the novel coronavirus
disease (COVID-19) has resulted in significant disruptions to global
business activity. The impact of a health crisis and other epidemics and
pandemics that may arise in the future, could affect the global economy
in ways that cannot necessarily be foreseen at the present time. A health
crisis may exacerbate other preexisting political, social, and economic
risks. Any such impact could adversely affect the portfolio’s performance,
resulting in losses to your investment
Investing involves risks, including the potential loss of principal. Financial
markets are volatile and can fluctuate significantly in response to
company, industry, political, regulatory, market, or economic
developments. These risks are magnified for investments made in
emerging markets. Currency risk is the risk that fluctuations in exchange
rates may adversely affect the value of a portfolio’s investments.
The information provided does not take into account the suitability,
investment objectives, financial situation, or particular needs of any
specific person. You should consider the suitability of any type of
investment for your circumstances and, if necessary, seek professional
advice.
This material, intended for the exclusive use by the recipients who are
allowable to receive this document under the applicable laws and
regulations of the relevant jurisdictions, was produced by, and the
opinions expressed are those of, Manulife Investment Management as
of the date of this publication and are subject to change based on market
and other conditions. The information and/or analysis contained in this
material has been compiled or arrived at from sources believed to be
reliable, but Manulife Investment Management does not make any
representation as to their accuracy, correctness, usefulness, or
completeness and does not accept liability for any loss arising from the
use of the information and/or analysis contained. The information in this
material may contain projections or other forward-looking statements
regarding future events, targets, management discipline, or other
expectations, and is only as current as of the date indicated. The
information in this document, including statements concerning financial
market trends, are based on current market conditions, which will
fluctuate and may be superseded by subsequent market events or for
other reasons. Manulife Investment Management disclaims any
responsibility to update such information.
Neither Manulife Investment Management or its affiliates, nor any of their
directors, officers, or employees shall assume any liability or
responsibility for any direct or indirect loss or damage or any other
consequence of any person acting or not acting in reliance on the
information contained herein. All overviews and commentary are
intended to be general in nature and for current interest. While helpful,
these overviews are no substitute for professional tax, investment, or
legal advice. Clients should seek professional advice for their particular
situation. Neither Manulife, Manulife Investment Management, nor any
of their affiliates or representatives is providing tax, investment, or legal
advice. This material was prepared solely for informational purposes,
does not constitute a recommendation, professional advice, an offer, or
an invitation by or on behalf of Manulife Investment Management to any
person to buy or sell any security or adopt any investment strategy, and
is no indication of trading intent in any fund or account managed by
Manulife Investment Management. No investment strategy or risk
management technique can guarantee returns or eliminate risk in any
market environment. Diversification or asset allocation does not
guarantee a profit or protect against a loss in any market. Unless
otherwise specified, all data is sourced from Manulife Investment
Management. Past performance does not guarantee future results.

1990-2017 were sourced from Wells Fargo. Starting from 2018 default
rates for preferred securities were calculated by Manulife Investment
Management based on ICE BofA US All Capital Securities Index.
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Manulife Investment Management
Manulife Investment Management is the global wealth and asset
management segment of Manulife Financial Corporation. We draw on
more than a century of financial stewardship to partner with clients across
our institutional, retail, and retirement businesses globally. Our specialist
approach to money management includes the highly differentiated
strategies of our fixed-income, specialized equity, multi-asset solutions,
and private markets teams, along with access to specialized, unaffiliated
asset managers from around the world through our multimanager
model.
These materials have not been reviewed by and are not registered with
any securities or other regulatory authority, and may, where appropriate,
be distributed by the following Manulife entities in their respective
jurisdictions. Additional information about Manulife Investment
Management may be found at manulifeim.com/institutional.
Australia: Hancock Natural Resource Group Australasia Pty Limited,
Manulife
Investment
Management
(Hong
Kong)
Limited. Brazil: Hancock
Asset
Management
Brasil
Ltda. Canada: Manulife Investment Management Limited, Manulife
Investment Management Distributors Inc., Manulife Investment
Management (North America) Limited, Manulife Investment
Management Private Markets (Canada) Corp. China: Manulife
Overseas Investment Fund Management (Shanghai) Limited
Company. European Economic Area and United Kingdom: Manulife
Investment Management (Europe) Ltd., which is authorized and
regulated by the Financial Conduct Authority; Manulife Investment
Management (Ireland) Ltd., which is authorized and regulated by the
Central Bank of Ireland Hong Kong: Manulife Investment Management
(Hong Kong) Limited. Indonesia: PT Manulife Aset Manajemen
Indonesia. Japan: Manulife
Investment
Management
(Japan)
Limited. Malaysia: Manulife Investment Management (M) Berhad
200801033087 (834424-U). Philippines: Manulife Asset Management
and Trust Corporation. Singapore: Manulife Investment Management
(Singapore) Pte. Ltd. (Company Registration No. 200709952G). South
Korea: Manulife
Investment
Management
(Hong
Kong)
Limited. Switzerland: Manulife IM (Switzerland) LLC. Taiwan: Manulife
Investment Management (Taiwan) Co. Ltd. United States: John
Hancock Investment Management LLC, Manulife Investment
Management (US) LLC, Manulife Investment Management Private
Markets (US) LLC, and Hancock Natural Resource Group,
Inc. Vietnam: Manulife Investment Fund Management (Vietnam)
Company Limited.
Manulife Investment Management, the Stylized M Design, and Manulife
Investment Management & Stylized M Design are trademarks of The
Manufacturers Life Insurance Company and are used by it, and by its
affiliates, under license.
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