
The Government of Canada released its 
expected budget deficit for 2020 a shocking 
$381B that was 11.2% higher than its July 2020 
forecast. By 2021, the deficit is expected to reach 
$389B, so no improvement is anticipated in the 
near term. Many Canadians are worried that the 
budget deficit will either lead to higher taxes to 
repay the national debt, or inflation will finally 
take hold to inflate Canada out of its budget 
troubles. We are not experts on forecasting 
the Government’s affairs, but we think there is 
something in these budget deficit forecast that 
preferred share investors can use by reading the 
tea leaves. 

Looking at how the Government of Canada is 
financing its budget; we can see that the financing 
has come from issuing short-term securities. 
The Government is using short-term securities 
to finance the deficit simply because they are 
cheaper to use. Had the Government used 30-
year securities, the interest burden would have 
been four times larger in the near term. Using 
the short-term securities, the Government has 
slightly more cash at its disposal to deploy into 
the economy. 

When we examined the distribution of the term 
to maturity of securities, we wanted to look back 
to see if there was a signal we could see in the 
data. The signal we were looking for was any 
indication that the Government reduced its short-
term maturities in favour of long-term maturities 
right before the Bank of Canada (BoC) increased 
interest rates. Unfortunately until the 2008 
financial crisis the Government of Canada was 
reducing its debt no matter what the interest rate 
environment was. 
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The signal we are looking for in 2021 is an 
indicator that the Government starts to see 
positive changes in the environment and begins 
a shift to issuing long-term maturities. There is 
one example that we did find in 2017 of such a 
situation happening right before the BoC raised 
the overnight rate the Government started 
refinancing its short-term maturities with long-
term.  We believe this will be a signal to preferred 
share investors to start building up a long position 
in preferred shares because interest rates are 
rising. 

Many Canadians do not realize that the 
debt the Government is taking on is cheap 
compared to the older debt rolling off. Before the 
coronavirus pandemic, 2020 forecast showed the 
Government saving $4B of interest from the old 
debt that was being refinanced with new debt. If 
we use the current 30-year treasury rate of 1.3%, 
the Government could lock in $308B of new 
debt for 30-years without increasing our interest 
expense. This math highlights why we think the 
distribution of maturities is essential to track. 

In relation to the preferred share market, we 
have heard from many preferred share experts 
that the overall size of the preferred share market 
will shrink by 40% over the next five years. We 
did a deep dive into this statement and believe 
many big events would need to happen for the 
preferred share market to shrink by a full 40%. 

To start, we do expect the preferred share 
market to shrink by 17% over the next five years 
due to banks issuing Limited Recourse Capital 
Note (LRCN) to replace preferred shares. We 
would like to point out that after the next five 
years, banks will be returning to the preferred 
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share market because LRCNs can only be half 
of additional tier 1 capital. 

How experts anticipate that there will be an 
additional 23% of the preferred share market 
removed puzzles us. Yes, there will be company-
specific events that may affect the preferred 
share market, such as BCE starting a normal 
course issuer bid or Element Fleet Financial 
redeeming an expensive preferred share. 
However, these two individual moves, even 
when combined, only account for the preferred 
share market shrinking by almost 1%. So, are 
experts anticipating there will be 46 additional 
company moves to shrink the preferred share 
market the additional 23%?

More importantly, we think what needs to be 
looked into are the tailwinds for sectors that 
could see mass redemption like the LRCN 
replacement with banks. As such, the first area 
we looked at is the LRCN effect on life insurance 
companies. Many forget that life insurance 
companies can issue LRCNs. These entities are 
regulated by the Office of the Superintendent 
of Financial Institutions (OSFI). Using the same 
rule of only half of additional tier 1 capital can 
be replaced with LRCN this would see 7% of 
the preferred share market redeemed, leaving 
another 16% of the preferred share market to be 
redeemed. 

We do not know the individual credit ratings 
of each issuer of preferred shares and, run 
into the possibility that certain entities have 
excess capacity to take on debt. Therefore, we 
want to look at which issuers have access to 
the hybrid securities market. Hybrid securities 
come in different forms, they can be convertible 
bonds, or they can be junior subordinated issues 
with long maturities that have debt and equity 
characteristics. It would require preferred share 
issuers to issue $10.2B in hybrid securities 
to replace preferred shares to reach a 40% 
reduction. 

Here is why we do not think there will be a 40% 
reduction. First, the life insurance companies 

are not deemed to have to issue nonviable 
contingent capital (NVCC) preferred shares. We 
wrote about this in our LRCN initiation piece, 
explaining that we would first need OSFI to 
deem life insurance to require NVCC before 
LRCN replacement would occur. In 2019, 
OSFI announced their decision not to deem 
life insurance with NVCC. We think this is the 
most critical characteristic because LRCNs are 
cheaper capital than a significant amount of life 
insurance preferred shares, but yet life insurers 
are not issuing LRCNs. 

Second, the hybrid securities market 
availability is being over-estimated. We believe 
that preferred share issuers will only be issuing 
long-term hybrid securities, not convertible 
bonds. Most issuers of convertibles bonds are 
companies that are doing forward equity sales 
because their common equity is too cheap. 
Removing convertible bonds and financial 
issuers (banks and insurance would use LRCN), 
the overall size of the hybrid securities market 
is only $5.3B. It would mean that the hybrid 
securities market would need to triple in size 
for the preferred share market to shrink by an 
additional $10.2B. We do not think the interest in 
the hybrid securities market is large enough to 
handle the volume. 

As well, only the pipeline companies have ever 
accessed the hybrid securities market before 
leaving us to wonder if other preferred share 
issuers would even have access to the market. 
We performed the same analysis of looking at 
the cost of the preferred share relative to issuing 
a hybrid security and found that only $3.6B of 
pipeline preferred shares are more expensive 
than hybrid financing, this represents 5.8% of the 
market. 

From our analysis, we expect in a best-case 
scenario that only 17% of the preferred share 
market (LRCN replacement) will be redeemed. 
In our worst-case scenario, life insurance is 
deemed NVCC and pipeline companies issue 
hybrid securities reach a 29.8% reduction in the 
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market. Both situations are substantially lower 
than what the experts are forecasting. Long live 
preferred shares!
Preferred Share Index

The positive news in coronavirus vaccine 
developments can be seen in our capital structure 
yields in Figure 1. The riskier part of the capital 
structure, common equities yield compressed by 
0.32% since our November Preferred Allocations 
report. The rest of the capital structure’s yield 
compression fell in line with the risk that investors 
take, with preferred shares compressing 0.17% 
and corporate bonds compressing only 0.07%. 

Vaccine hopes are even noticeable in the short 
interest data we are tracking. In November, 
the amount of the ZPR ETF shorted actually 
increased by 13% from October, while in 
December, the short interest in ZPR is down 35% 
from November. We are at a level of short interest 
in ZPR that we had not seen since the end of 
June, right before the LRCN news came out. 
The data is clearly showing that preferred share 
investors agree with our November Preferred 
Allocation, wherein we described how moving 
forward, interest rates had in fact, reach the 
bottom. 

The positive short interest data is also reflected 
in the ETF flow of funds. Over the last month. 
there has been a positive $40.2M flow into 
preferred share ETFs. This takes the year-to-
date flow out of preferred share ETFs down to 
$248.4M. The negative flow in 2020 marks the 
worst year of flows for preferred shares in the rate 
reset error of fund flow. 

Looking at the preferred share index spread 
graph in Figure 2, we continue to see that 
preferred shares are undervalued but fast 
approaching the fair value line. Figure 3 has the 
future yield for the entire market, which shows 
a compression in yield of 1%, where the index’s 
compression in yield is expected to be 0.63%. 
Using the index’s compression of yield, preferred 
shares are now in the fair value region. From the 
future yield on the index if the preferred share 
index moves to its historical spread there is a 
13.3% upside. 

The negative correlation between the preferred 
share index spread over the 5-year yield, and 
WTI oil prices started to revert. Preferred share 
investors can see in Figure 4 that the two lines 
are now beginning to converge, a positive sign of 
momentum for the preferred share market.

Today
Common Equity 6.11%
Preferred Share 4.91%
Corporate Bonds 2.53%

Capital Structure Yields 
Figure 1

Source: Bloomberg, Capitalight.Co
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Illiquidity Spread
The Illiquidity spread remained relatively flat 

over the last month, but there is some exciting 
information within the data. We are now seeing 
what we think is an indication that institutional 
investors believe what we highlighted in our 
November Preferred Allocation about reaching 
the bottom in interest rates. We are seeing 
several LRCN’s yielding 3.6%, a significant 
compression from their initial issue yield. For 
example, the first LRCN started to trade at a 
4.14% yield. The 5-year yield is now 40% higher 
than when the LRCN was issued. Bank preferred 
shares have kept up their yield compression, 
but remember they are being elevated by the 
LRCN replacement trade, where the rest of the 
preferred share market has not been.

Capital Structure
In our November Preferred Allocations report, 

it appeared that preferred shares were lumped 

in with long-term corporate bonds based on their 
month-over-month return. It seems this trend 
changed in December, with preferred shares 
now the second-best performing structure in the 
month. This trend could be the sign of market 
rotation in the stock market from growth to value 
is finally happening in the fixed income universe.

 

Bond Proxy Stocks
The relative relationship between bond proxy 

stocks and preferred shares still shows that 
preferred shares are fairly valued. When we 
applied our future yield adjustment to the bond 
proxy stock and the preferred share relationship, 
the line in Figure 7 moves into the “Buy Bond 
Proxy Common Shares” region. Using the future 
yield with the current 5-year yield means that 
bond proxy stocks are slightly undervalued, 
but since we expect interest rates to normalize 
quicker, we actually find that each structure 
is fairly valued. The reason is that bond proxy 
stocks will decrease in value with a higher 5-year 
yield, and preferred shares will increase in value; 

Figure 5

Source: Bloomberg, Capitalight.Co
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Figure 4

Source: Bloomberg, Capitalight.Co
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the relationship is only undervalued for bond 
proxy stocks if interest rates stay at current levels.
Corporate Bonds

The rotation trade in the fixed universe seems 
to finally be unfolding, lagging the common 
equity rotation that we saw in the market after 
the promising news of the development of a 
coronavirus vaccine. If we use the future yield 
for the preferred share market, the graph will 
show that preferred shares are in the fair value 
range. Using the future yield, if we expect preferred 
shares to go back to their historical average spread 
to corporate bonds, there is a 3.1% upside. 

REITs
Preferred shares relative to REITs continue 

to be in the undervalued area after the large 
run-up in REITs valuations since the vaccine 
announcement. If we use our future yield for 
preferred shares, we find that just moving to the 

edge of the fair value region, there is a 5.0% 
upside, versus moving to the average historical 
spread, which shows a 15.7% upside.
Preferred Share Structure

We previously noted that we would not 
believe there was momentum in the preferred 
share market until floating rate and second 
reset preferred shares started to significantly 
outperform other structures of preferred shares. 
Preferred share investors can see we are 
beginning to see exactly that happen. We can 
clearly see that the momentum in structures that 
have coupon certainty has begun to slow down 
and the shift to exposure to preferred shares with 
more torque to higher interest rates has begun. 
We continue to like floating rate and second reset 
preferred shares and will pound the table once 
more, saying these are the two structures to best 
play a normalization in interest rates. 

Seniority Spread
Perpetual preferred shares have broken 

through the resistance at the fair value region 
that we previously saw last month. Perpetual 
preferred shares as a group now yield on a tax-
equivalent basis 7.13%, the lowest level since 
September 2018. Investors are finally realizing 
the value of the tax-efficient income of perpetual 
preferred shares since the long-term bond index 
was yielding 4.3% in September 2018 compared 
to 3.9% today. For preferred share investors only 
looking for income, we think investors should 
start considering minimum floor coupon preferred 
shares instead of perpetual preferred shares. 
Minimum floor coupon preferred shares have the 
best characteristics of perceptual and rate reset 
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preferred shares. This means minimum floor 
coupon preferred shares value will not decrease 
with a rise in interest rates, where perpetual 
preferred shares will. 
Rate Resets

Based on their current spread, rate 
reset preferred shares continue to appear 
undervalued. Looking further at rate reset 
preferred shares, future yield rate resets are now 
in the fair value range. Using the future yield, 
if rate resets were to move from their historical 
spread to the 5-year yield, there would be a 20% 
upside on a spread analysis.

The momentum we have seen in the preferred 
share market is highlighted with rate resets now 
pricing in a 0.67% 5-year yield, which 0.17% 
higher than the market yield. We continue to 
see the LRCN effect on the rate reset market. If 
we split out bank rate reset preferred shares on 
their own, the group is pricing in a 0.87% 5-year 
yield; a slight increase from 0.69% in November. 
The remaining rate reset universe, excluding 
banks, are then pricing in a 0.33% 5-year yield, 
up from 0.11% in November. The amount of 
preferred share issues trading below their roll 
yield value has dropped from 42% in November 
to 24% in December. This drop translates to 
32% of non-bank rate resets trading below their 
roll yield value, creating significant opportunities 
for investors but a shrinking opportunity when 
compared to the month-over-month change. The 
preferred shares that are trading below their roll 

yield value are the ones that will see their share 
price rip higher when interest rates begin to 
normalize.

In Figure 13 the cost of insurance graph is 
another momentum indicator for the preferred 
share market. We are seeing the lowest cost 
of insurance since the start of the coronavirus 
pandemic. For preferred share investors, this is 
a good thing. It means investors are rotating out 
of the coupon certainty of minimum floor coupon 
preferred shares and accepting the interest rate 
risk of standard rate reset preferred shares. At 
this time, we would recommend moving from 
perpetual preferred shares into minimum floor 
coupon preferred shares because minimum 
floor coupon preferred shares are interest rate 
agnostic due to their structure. The average 
expected return for minimum floor coupon 
preferred shares is 4.9%, with a yield of 5.3%.

Figure 11
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Floating Rate
Looking at Figure 14 we see a reversal in the 

trend of the fixed versus floating-rate graph. 
A run-up has occurred in 20% of the floating 
rate preferred share market because of BCE’s 
normal course issuer bid (NCIB), which has 
compressed floating rate yields. If we remove 
the BCE floating rate preferred shares, the 
graph would be flat month-over-month, which 
we see as a better indicator for the floating-rate 
preferred share market. We still love floating rate 
preferred shares at these levels; if we see even 
one interest rate increase, the chart would be 
deep into the own floating-rate preferred share 
region. Floating-rate preferred shares have the 
most torque to higher interest rates and are the 
best way of playing normalizing interest rates. 

We continue to view floating rate preferred 
shares as a substitute for minimum floor coupon 
preferred shares; floating-rate coupons are at 
their lowest points and have a free option on 
higher interest rates in the future. For investors 
who own rate-reset or floating rate preferred 
shares that will reset in the next two months, we 
provide a new analysis at the bottom to assist 
with investor’s decisions on whether they should 
convert their shares or not. 

Our proprietary model, similar to rate resets, 
are now pricing in a 3-month Treasury yield of 
0.19%, slightly higher than the market yield of 
0.12%. Prime-linked securities are also pricing 
at 2.71%, higher than the market rate of 2.45%. 

For the first time in our analysis, the prime rate 
priced in is higher than the market rate because 
40% of these floating rate preferred shares are 
BCE, which recently caught a bid on the NCIB 
that was announced. 
Conclusion

In our November Preferred Allocations report, 
we called a bottom in the preferred share 
market, and so far from all of our indicators, it 
would appear to be true. We are seeing what 
we thought would play out in the preferred share 
market, and for that reason, we are continuing to 
stick with the adjustments we made in November 
for our weightings, seen in Figure 15. 

We believe perpetual preferred shares will 
provide strong returns over the next year with a 
low-rate environment, but we believe preferred 
share investors should start positioning for the 
long-term. For investors who want to maintain a 
certain portion of their portfolio in a structure that 
provides coupon certainty, we would recommend 
transitioning perpetual exposure to minimum 
floor coupon preferred shares. 

Rate reset preferred shares have equal weight. 
We would like to stress that we are only equally 
weighting instead of overweighting these shares 
because of the large amount of overvalued bank 
rate reset preferred shares. Investors should 
be underweighting bank rate reset preferred 
shares and overweighting every other sector, as 
highlighted in the rate reset section. Specifically, 
we recommend investors start positioning their 
portfolio in second reset preferred shares. 

Figure 14
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We also recommend floating-rate preferred 
share to an overweight position. Floating rate 
preferred shares provide significant torque to 
higher interest rates. Floating-rate preferred 
shares are an excellent option to hedge duration 
risk in investors’ fixed income portfolios. 
Preferred share investors should ignore BCE 
preferred shares right now unless they are 
looking for a quick trade. Since the NCIB was 
announced, BCE preferred shares are up 16.5% 
compared to 6.1% for the preferred share index. 

The floating rate returns should be slightly 
higher, but due to the NCIB by BCE, our 
valuations for the group are being affected by 
the new buyer in the market. 

In Figure 17, we list the sectors that look the 
most interesting to us. We still believe that 
the sector that will most likely see an NCIB 
announced will be in Energy. At the current 
price level of preferred shares in the Energy 
sector, many can be bought back with debt 
without affecting a company’s credit rating. As 
a reminder, only 50% of a preferred share’s par 
is considered debt in a credit rating report. This 
means buying back preferred shares at 75% 
of par value or lower should not affect credit 
ratings.

In Appendix 1, we show all of the rate resets 
preferred shares that will reset in the next 3 
months. We ran our analysis to help determine 
when it is better to lock in the 5-year rate and 
when it is better to switch to the floating rate 
preferred share counterpart. Our scenario 
assumptions are that the BoC starts to increase 
the overnight rate around mid-2023, slowly 
raising the overnight rate to 1.25% by the end 
of 2025. For preferred share investors, this 
interest rate scenario’s effect on the dividend 
is equivalent to locking in a 0.57% 5-year yield 
today. What the 0.57% 5-year hurdle rate means 
is that if you are bullish on interest rates, and if 
the 5-year yield is less than 0.57% today, then 
preferred share investors should investigate 
converting into the floating rate series. If on the 
other hand, you are bearish on interest rates, 
and if the 5-year yield is over 0.57%, it is better 
to lock in the 5-year yield. 

Stay safe, everyone!!!!

-0.50% 0% 0.50%
Perpetuals 24.41% 17.61% 10.84%

Rate Reset on Index -24.23% -11.93% 0.37%
Rate Reset not on Index -19.11% -6.08% 6.94%

Floating Rate -29.89% -13.26% 10.26%

Overnight Rate
Expected Return Distribution

Figure 16

Source: Bloomberg, Capitalight.Co

Figure 17

Source: Bloomberg, Capitalight.Co

Sector Weighting
Banks Under

Insurance Equal
Energy Over
Utility Equal

Brookfield Over
Telecom Equal

Relative Preferred Share 
Sector Weight Versus 
Preferred Share Index
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Appendix 1

Company Symbol DBRS 
Rating

Reset/Call 
Date Price Spread Current 

Yield
5-Year Yield to 
Maintain Yield

Reset Yield 
Based on 

Current 5-Year 
Yield

INNERGEX RENEWABLE ENERG INE.PR.A 1/15/2021 $14.65 279 6.16% 0.82% 6.16%
WESTCOAST ENERGY INC W.PR.K Pfd-2L 1/15/2021 $25.30 426 5.19% 0.99% 5.19%

TC ENERGY CORP TRP.PR.C Pfd-2L 1/30/2021 $10.35 154 5.47% 0.72% 4.89%
POWER FINANCIAL CORP PWF.PR.P Pfd-2H 1/31/2021 $11.83 160 4.87% 0.71% 4.41%

BROOKFIELD RENEWABLE PAR BEP.PR.G Pfd-3H 1/31/2021 $24.84 447 5.54% Mininum Floor Coupon 5.54%
BANK OF NOVA SCOTIA BNS.PR.Z Pfd-2H 2/2/2021 $25.00 134 2.06% 0.72% 1.83%
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Preferred Share Sectors
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Nick desktop, preferred share indexes folder, new bank yield index, 
Sheet 1 – Column G
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Overvalued

Last date: December 4, 2020

Bank Preferred Shares Minus Preferred Shares Index

Sources: Bloomberg, Capitalight.co

Nick desktop, preferred share indexes folder, new bank yield index, 
Bank vs CPD tab – Column G
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Bank vs Insurance Preferred Shares

Sources: Bloomberg, Capitalight.co

Nick desktop, preferred share indexes folder, new bank yield index , the 
graph is on Bank vs insurance tab column G

Percentage difference between Bank Preferred Shares 
minus Insurance Preferred Shares

Own Bank Over Insurance 
Preferred Shares

Own Insurance Over 
Bank Preferred Shares 

With speculators entering the bank 
preferred share space, there is no longer 
a trade-off between banks and insurance 
preferred shares, as we are now in the fair 
value range.  

Banks and Insurance
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Insurance Preferred Shares Spread

Sources: Bloomberg, Capitalight.co

Nick desktop, preferred share indexes folder, new insurance yield index 
, the graph is on the bottom of sheet 1 tab – Column G
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Nick desktop, preferred share indexes folder, new Insurance yield index, 
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Preferred Share Sectors
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Energy vs Utility Preferred Shares

Sources: Bloomberg, Capitalight.co

Nick desktop, preferred share indexes folder, new energy yield index , 
the graph is on the energy vs utility tab. 

Percentage difference between Energy Preferred Shares 
minus Utility Preferred Shares 

Own Energy Over Utility 
Preferred Shares

Own Utility Over Energy 
Preferred Shares 

Investors can switch into Energy preferred 
shares from Utility preferred shares for a 
yield pickup and better capital appreciation 
opportunities. Each sector has the same credit 
rating, meaning for no additional risk, investors 
can have a better return. Enbridge Inc. and TC 
Energy are considered Energy preferred shares 
in our index. Investors should proceed with 
caution, as the oil price effect may affect the 
credit quality of some energy issuers. If it does 
affect the credit quality for a particular issuer, 
we would not recommend switching over to 
Energy from Utilities.
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Preferred Share Sectors
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Brookfield Companies Preferred Shares Spread

Sources: Bloomberg, Capitalight.co

Nick desktop, preferred share indexes folder, new Brookfield companies 
yield index , the graph is on the bottom of sheet 1. Column G
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Telecom Preferred Shares Spread

Sources: Bloomberg, Capitalight.co

Nick desktop, preferred share indexes folder, new telecom yield index , 
the graph is on the bottom of sheet 1 Column G
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Telecom Preferred Shares Spread

Sources: Bloomberg, Capitalight.co

Nick desktop, preferred share indexes folder, new telecom yield index , 
the graph is on the bottom of sheet 1 Column G
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Nick desktop, preferred share indexes folder, new telecom yield index , 
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As a reminder, Telecom has a larger proportion of floating-rate preferred shares than 
other sectors, which affects our spread graph because the graph is a point-in-time 
spread, not a forward spread. 

Brookfield Companies
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Nick desktop, preferred share indexes folder, new Brookfield companies 
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