
Preferred Market Conditions

Although the preferred market benchmark had a seemingly unremarkable total return of 1.78% for the first quarter, that number belies 
what was one of the most turbulent quarters in some time. In January, the preferred market experienced its greatest one-month gain 
since the financial crisis and gave a good chunk of those gains back in March. The rally in January was due primarily to the end of tax-loss 
selling, which turned out to be a meaningful drag on market performance in late 2022 – probably more than realized at the time. Modestly 
favorable economic news in January, indicating at least marginal improvement on inflation, helped push Treasury yields lower and further 
supported a change in sentiment. Markets had a few false-starts in 2022 anticipating the Fed was nearing an end to the current rate cycle, 
and January 2023 turned out to be the latest bout of optimism.

While a preferred market recovery was a welcome change from 2022, much uncertainty remained, and investors continued to focus on 
the outlook for inflation, related Fed policy, and economic implications. Lower Treasury yields were mostly concentrated in the mid- to 
long-term parts of the curve, resulting in near-record levels of curve inversion (2s-30s) – an indication that markets believed the Fed was 
reasonably likely to overshoot with their rate hikes, and the economy was at risk of contraction.

Beginning in March, attention turned toward bank stresses. Silvergate Capital, a cryptocurrency-focused bank, entered voluntary 
liquidation in early March. Soon thereafter, two banks—Silicon Valley Bank (SIVB) and Signature Bank NY (SBNY)—entered receivership 
after investors became worried about unrealized losses in investment portfolios, and deposits at those banks made a quick exit. While 
well-capitalized by regulatory standards, these banks were unable to meet liquidity demands related to deposit outflows and regulators 
chose to close these institutions.

Actions by the Federal Reserve, Federal Home Loan Banks, and Treasury to provide liquidity to banks (backed by securities and loans) 
have stabilized U.S. bank balance sheets. To assist banks with non-deposit funding, the Federal Reserve, in partnership with Treasury, 
established a new Bank Term Funding Program that offers loans secured by qualifying securities at par value (rather than market value) and 
with no collateral “haircuts.” This facility supplements Discount Window borrowing, which accepts a broader array of collateral. In addition, 
the Federal Home Loan Banks (FHLB) expanded their lending to banks against qualifying mortgage loans. These actions calmed investors, 
reduced deposit flight, and enhanced bank liquidity. To be sure, borrowing from the Fed or FHLB is considerably more expensive than 
most deposits, but it should allow banks to absorb losses over time through reduced earnings and gradually rebuild capital where needed. 

Nevertheless, the decline in bank debt and equity prices came swiftly and given its concentration in banks, the preferred market saw 
significantly greater prices declines than other fixed-income asset classes in March, nearly but not quite offsetting January’s gains.

Outlook
By most measures, inflation continues to steadily decline. Energy and goods prices are down sharply from their peak last year, contributing 
to slowing headline inflation. However, services inflation remains sticky, with PCE and CPI core services excluding energy and housing 
down only slightly from their peak and still far higher than historical norms. Because services are two-thirds of consumer spending, this is 
a key concern for monetary policy. We expect goods inflation to return quickly to about 1%, but with employment and wage growth easing 
only gradually, we continue to think services inflation will come down slowly. If that is correct—and barring renewed banking turmoil—
inflation should slow enough to prompt a pause in rate hikes by the Federal Open Market Committee (FOMC), possibly starting at its next 
meeting in June, but not enough to persuade it to cut rates this year.

We continue to think the economy will enter a mild recession in the second half of 2023 and bring core PCE inflation down to around 3% in 
early 2024. From there, the FOMC should cut rates somewhat faster than the pace of disinflation until inflation reaches the Fed’s 2% target. 
However, we acknowledge a great deal of uncertainty over how quickly inflation will come down. If we are right, most of the impact on 
fixed-income markets from tighter monetary policy is behind us and intermediate- and long-term rates should move only modestly higher 
from current levels to reflect a slightly longer timeline to reach the Fed’s inflation target.

While we do not expect a wave of bank failures, recent events have certainly dented investors’ views of the banking sector. This bout of 
market turmoil resulted in significant weakness in regional and community bank preferreds, as investors worried about deposit flight 
expanding more broadly. Importantly though, concerns around financial institutions are not centered on credit risk in their portfolios. 
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If banks have sufficient liquidity (from deposits or other forms of borrowing) to hold those assets until they mature—or until interest 
rates decline significantly—they will not realize today’s mark-to-market losses. 

With time to fully examine bank balance sheets for liquidity and deposit flight risk, and with new public disclosure by many banks, 
the hope is that confidence in the banking system will be restored and it will become apparent that the distress caused by historic 
interest rate increases is bank specific and not systemic, which is our view. There have been a small number of banks with poor 
duration risk management and concentrated depositor bases that faced a market reckoning, but we are optimistic that the resolution 
and sale of First Republic Bank in late April marks the end of the severe period of stress. On this front, recent data is encouraging as 
Federal Reserve data showed that already failed banks comprised nearly three-quarters of emergency borrowing from the Fed as 
of May 4. This suggests deposit flight was more concentrated in the failed banks and has been relatively contained since the start 
of the crisis. More broadly, we know there are not serious credit or capital problems at most banks. Higher interest rates, especially 
if sustained for longer than markets expect, may lower earnings at banks with poorly positioned portfolios, but should not pose a 
systemic threat to the banking system. 

To summarize our views, we believe the Federal Reserve’s cumulative tightening will succeed in slowing the economy and reducing 
inflation substantially in 2023. That should allow for rate cuts next year and alleviate concern over banks’ unrealized losses. Tighter 
lending standards and slower loan growth this year are likely to accelerate that process. In short, we expect that we are close to the 
end of this interest rate cycle and bank credit risk is reflected in significantly wider spreads. As the interest rate cycle turns, credit 
spreads should narrow and support price recovery on preferred securities.

Annual Compound Returns1 YTD 1-YR 3-YR 5-YR 10-YR S.I. 
BPRF2

S.I. 
BPRF.U3

BPRF - Brompton Flaherty & Crumrine Investment 
Grade Preferred  ETF (CAD-H) (2.7%) (10.3%) 3.9% - - 1.1% -

BPRF.U - Brompton Flaherty & Crumrine Investment 
Grade Preferred  ETF (USD) (2.8%) (10.8%) 4.1% - - - (0.1%)

BEPR - Brompton Flaherty & Crumrine Enhanced 
Investment Grade Preferred ETF (CAD-H) (4.4%) (15.9%) 5.0% (0.5%) 3.8% - -

ICE BofAML 8% Constrained Core West Preferred & Jr 
Subordinated Securities Index 1.8% (6.9%) 3.1% - - 2.5% 0.4%



(1) Returns are for the periods ended March 31, 2023 and are unaudited. The table shows the Fund’s compound returns for each period indicated compared with the 
ICE BofAML 8% Constrained Core West Preferred & Jr Subordinated Securities Index (“Preferred & Jr Subordinated Securities Index”), (the “Index”). The Preferred & Jr 
Subordinated Securities Index tracks the performance of US dollar denominated high grade and high yield preferred securities and deeply subordinated corporate debt 
issued in the US domestic market. Qualifying securities must be rated at least B3, based on an average of Moody’s, Standard & Poor’s and Fitch and have a country of risk 
of either the U.S. or a Western European country. The Index is calculated without the deduction of management fees, fund expenses and trading commissions, whereas 
the performance of the Fund is calculated after deducting such fees and expenses. Past performance does not necessarily indicate how the Fund will perform in the future. 
The information shown is based on Net Asset Value per unit and assumes that distributions made by the ETF on its units in the period shown were reinvested at Net Asset 
Value per unit in additional units of the Fund.
(2) BPRF inception date October 15, 2018. 
(3) BPRF.U inception date August 8, 2019. 

The benchmarks from ICE Data Indices, LLC (“ICE Data”) are used with permission. ICE Data, its affiliates and their respective third-party suppliers disclaim any and all 
warranties and representations, expressed and/or implied, including any warranties of merchantability or fitness for a particular purpose or use, including the indices, index 
data and any data included in, related to, or derived therefrom. Neither ICE Data, its affiliates nor their respective third-party providers shall be subject to any damages or 
liability with respect to the adequacy, accuracy, timeliness or completeness of the indices or the index data or any component thereof, and the indices and index data and 
all components thereof are provided on an “as is” basis and your use is at your own risk. ICE Data, its affiliates and their respective third-party suppliers do not sponsor, 
endorse, or recommend the Fund.

This document is for information purposes only and does not constitute an offer to sell or a solicitation to buy the securities referred to herein. The opinions contained in 
this report are solely those of Flaherty & Crumrine Incorporated (“F&C”) and are subject to change without notice. F&C makes every effort to ensure that the information 
has been derived from sources believed to be reliable and accurate. However, F&C assumes no responsibility for any losses or damages, whether direct or indirect which 
arise from the use of this information. F&C is under no obligation to update the information contained herein. The information should not be regarded as a substitute for 
the exercise of your own judgment. Please read the prospectus before investing. 

Commissions, trailing commissions, management fees and expenses all may be associated with exchange-traded fund investments. Please read the prospectus before 
investing. The indicated rates of return are the historical annual compounded total returns including changes in unit value and reinvestment of all distributions and do not 
take into account sales, redemption, distribution or optional charges or income taxes payable by any securityholder that would have reduced returns. Exchange traded 
funds are not guaranteed, their values change frequently and past performance may not be repeated. 

Certain statements contained in this document constitute forward-looking information within the meaning of Canadian securities laws. Forward-looking information may 
relate to matters disclosed in this document and to other matters identified in public filings relating to the Fund, to the future outlook of the Fund and anticipated events or 
results and may include statements regarding the future financial performance of the Fund. In some cases, forward-looking information can be identified by terms such as 
“may”, “will”, “should”, “expect”, “plan”, “anticipate”, “believe”, “intend”, “estimate”, “predict”, “potential”, “continue” or other similar expressions concerning matters that are not 
historical facts. Actual results may vary from such forward-looking information. Investors should not place undue reliance on forward-looking statements. These forward-
looking statements are made as of the date hereof and we assume no obligation to update or revise them to reflect new events or circumstances.
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