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A LT E R N AT I V E T H O U G H T S

REIT Preferreds: A DIFFERENTIATED INCOME STRATEGY
Overview
With some attributes of debt and some of equity—plus the unique operational structure of the
issuing companies—it’s no wonder REIT preferred shares are considered a niche investment. But
this often-overlooked market segment has offered a reliable source of income, and thanks to its
spread cushion, is well-positioned to navigate a changing interest rate environment relative to other
fixed income investments.
To better understand the potential for REIT preferreds to enhance portfolio yield, we’ll start by building
familiarity with the structure of preferred securities in general and REIT preferreds specifically, then
dive into performance patterns, interest rate considerations and comparisons to other asset classes.
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How Do Preferred Shares Work?
Where are preferred shares in the capital structure?
Preferred shares pay a stream of ﬁxed- or ﬂoa ng-rate dividends, much like the
coupon payments made on tradi onal bonds. As shown below, preferred shares
are junior to debt obliga ons and senior to common equity.
Typical Capitalization of a Publicly-Traded REIT

CREDITOR SENIORITY

Debt: 50%

Debt:
Secured Debt
Unsecured Senior Debt
Unsecured Subordinate Debt

Preferred Shares: 10%

Preferred Shares

Common Equity: 40%

Common Equity

Preferred Shares: 10%

For investors, preferreds act like bonds because of their income stream—but
because preferreds are subordinate to bonds, investors are compensated for the
addi onal risk. Compared to corporate bonds, yields on preferreds have been
higher and spreads wider. At the same me, preferred shares may not share in the
same upside poten al of common equity.
What type of companies typically issue preferred shares and why?
For the issuing company, preferred shares are a form of equity. As such,
preferreds can help the issuer reach regulatory capitaliza on targets.
Within the US preferreds market, the most ac ve issuers are in the bank,
insurance and REIT sectors1—sectors which are broadly characterized by big
companies with steady revenue streams and transparent cash ﬂows, making them
ideal candidates for issuance of preferred shares.
REITs also typically issue preferred shares when the costs of issuing debt are high.2
Addi onally, the perpetual nature of preferreds means the issuing REIT faces
reduced reﬁnancing risk, compared to issuing a tradi onal corporate bond with a
ﬁxed maturity.

1 As per sector weightings in the Wells Fargo Hybrid and Preferred Securities Aggregate Index (ticker: WAGG), a market cap-weighted index designed to track the
performance of non-convertible, $25 par preferred securities listed on US exchanges; https://www.wellsfargoresearch.com/Indices/Details/7
2 “An Analysis of REIT Security Issuance Decisions”, Walter I. Boudry, Jarl G. Kallberg and Crocker H. Liu, 2010; Cornell University, School of Hospitality Administration; http://scholarship.sha.cornell.edu/articles/271
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How big is the market?
The global universe of preferred securi es is approximately $973 billion.3
Wells Fargo Hybrid & Preferred Securities Aggregate Index
Life & Health Insurance,
8.10%

Asset Management &
Custody Bank, 7.76%

Electric Utilities, 9.44%
Property & Casualty
Insurance, 6.02%

Specialized REITs, 4.46%
Regional Banks, 9.98%

Consumer Finance, 4.33%

Multi-Utilities, 4.10%
Alternative Carriers, 3.92%
Integrated
Telecommunications, 2.79%
Reinsurance, 2.09%
Diversified Banks, 25.25%

Multi-line Insurance, 1.91%
Investment Banking &
Brokerage, 1.74%
Retail REITs, 1.08% Other, 5.52%

Office REITs, 1.50%

Source: wellsfargoresearch.com. Online data updated through 6/30/19.
Numbers may not add to 100% due to rounding.

The market for preferreds issued by US-based REITs is a compara vely small
slice of the overall global market for preferred shares. As shown below, the US
REIT preferreds market is comprised of approximately 130 issues and totals $22
billion. Diversiﬁed, retail, and specialized REITs are responsible for the bulk of the
issuance.4
REIT Preferred Market
Mortgage REITs,
12.91%

Hotel & Resort
REITs, 8.17%
Office REITs,
7.48%

REIT PREFERRED
MARKET CAP
Residential REITs,
7.53%

$22 billion USD
Diversified REITs,
17.05%

Industrial REITs,
2.31%

NUMBER OF ISSUES

126

Health Care REITs,
0.31%

AVERAGE ISSUE SIZE

$177 million USD
Retail REITs,
19.80%

Specialized REITs,
24.44%

Source: Wells Fargo, Bloomberg, Orinda Asset Management. As of 6/30/19.
Numbers may not add to 100% due to rounding.

3 “The Case for Preferred Securities”, William Scapell, CFA, Cohen & Steers, Inc., June 2018
4 Wells Fargo, Bloomberg, Orinda Asset Management
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What Should I Know About How REIT Preferreds are Structured?
What is the maturity profile?
REIT preferreds are typically “perpetual”—meaning there is no set maturity
date—but the securi es are generally callable at par a er a speciﬁed number of
years. Call protec on is typically oﬀered for ﬁve years.
Preferreds issued with high coupons may trade above par un l they become
callable or shortly before—a concern for some investors. If an issue trades at
a premium to par, however, that doesn’t mean an investor will necessarily lose
money when the issue is called at par, due to the coupons he or she will receive
un l the call date.
For example, let’s say a $25 par preferred is trading at $26 with an 8% coupon
that is callable in two years. This security will yield just over 5.8% to the call date,
which represents 7.7% current yield for two years, and a roughly 4% one- me
loss. If all cashﬂows are discounted to the present, it would equal an IRR (internal
rate of return) of approximately 5.8%—which is what the yield to maturity (to the
call date, in this case) represents.
Of course, even if a preferred is currently callable, it may not be called
immediately. In that case, the investor enjoys an extended period of receiving
above-average coupons.
How do the dividends work?
Dividend payments are usually ﬁxed but can be ﬂoa ng or structured with
a ﬁxed-to-ﬂoa ng format. Dividend payments on preferred shares are not
contractual obliga ons for the issuer—an important point of dis nc on
compared to tradi onal corporate bonds. Dividends are paid at the discre on of
the issuer’s board of directors. As such, delaying or skipping a dividend payment
on preferred shares does not cons tute a default.
REIT preferreds, however, are almost always oﬀered as “cumula ve” securi es:
Dividend payments can be deferred, but must be paid to preferred security
holders in full before common shareholders receive any dividends. Preferred
shares issued by companies in other industries are typically non-cumula ve.
Do REIT preferreds typically offer any investor protections
(e.g., covenants)?
REIT preferreds commonly oﬀer protec on to investors in the event of a takeover
or leveraged buyout via change-of-control provisions. While REIT preferreds are
generally considered a non-vo ng share class, holders o en have the ability to
add board members a er a certain number of missed dividend payments—o en
referred to as an “equity light” vo ng provision.
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Here’s an example of a structure for a new REIT preferred issuance:
Issuer

Dividend

Maturity

Call Feature

Other Provisions

ABC Shopping
Center REIT

Quarterly – Fixed at 5.50%

Perpetual

Callable at par
after 5 years

•

Change of control provision: Holders
can convert preferred holdings into
common stock

•

Right to elect two additional directors
if preferred dividends are deferred for
six quarters

S&P Rating

A to ABBB+ to BBBBB to BBUnrated

% of REIT
Preferred
Universe

23%
32%
3%
42%

As of June 30, 2019.
Source: Wells Fargo Bank, Bloomberg.

Are shares rated by major credit agencies?
REITs can have credit agencies provide a ra ng for their preferred shares—just
like tradi onal corporate bonds—but roughly half of REIT preferreds are oﬀered
without ra ngs. Because issue sizes are typically small, many REITs choose to
forego the expense of the ra ngs process.
In terms of rela ve value, rated REIT preferreds carry an average current yield of
6.02%; for unrated REIT preferreds, the average current yield is 7.11%, as shown
below.
REIT Preferreds : Rated and Unrated
# of Issues

Dollars at
Recent Price

% of WHPSR

Wtd. Avg.
Strip Yield

$250 Million and Higher

19

$ 6,690,577,400

30.0%

5.60%

$150 - $250 Million

23

4,703,741,200

21.1%

5.75%

Up to $150 Million

13

1,425,819,600

6.4%

8.86%

Rated Subtotal

55

$ 12,820,138,200

57.5%

6.02%

# of Issues

Dollars at
Recent Price

% of WHPSR

Wtd. Avg.
Strip Yield

6

$ 1,850,287,484

8.3%

7.34%

$150 - $250 Million

17

3,197,109,806

14.3%

6.79%

Up to $150 Million

48

4,428,770,660

19.9%

7.25%

Unrated Subtotal

71

$ 9,476,167,950

42.5%

7.11%

126

$22,296,306,149

100.0%

6.48%

Rated

Unrated
$250 Million and Higher

Total Rated & Unrated

Source: Bloomberg and Orinda Asset Management; June 30, 2019.
Past performance is no guarantee of future results.
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How do REIT Preferreds Trade on the Secondary Market?
How are shares traded?
REIT preferreds are primarily listed and trade via exchanges, though some trade
over-the-counter.
How liquid are REIT preferreds?
The average monthly trading volume of REIT preferreds is $1.3 billion,
represen ng roughly 6% of the $22 billion market.5 By comparison, the US high
yield bond market tallies an average monthly trading volume of $224 billion,
represen ng roughly 19% of its $1.2 trillion market.6
Many market par cipants—including our team at Orinda Asset Management—
believe the rela ve ineﬃciencies of the secondary market for REIT preferreds
create opportuni es for experienced, ac ve managers to add value.

What are the risks of preferred shares in general, and REIT preferreds
in particular?
What are the most prominent risks?
As discussed above, preferred shares sit between common equity and debt in a
company’s capital structure. Senior to common equity in “liquida on preference”,
preferreds typically have no vo ng rights and, if not conver ble, none of the
unlimited upside available in stocks.
Preferreds pay a ﬁxed coupon like a bond, but lack the two structural features
that appeal to most bond investors: The certainty of a maturity and a senior
claim on a company’s assets. Preferreds are callable a er a term—meaning their
dura on extends when rates rise and the call op on becomes less valuable—but
the likelihood of a call may compress much of an investor’s upside from a decline
in rates.
Addi onally, preferreds can be illiquid, par cularly in mes of stress, and
companies may elec vely turn oﬀ coupons without default when cash is
constrained.

Wells Fargo Hybrid & Preferred Securities REIT Index as of 12/31/18.
US corporate bond daily trading volume data provided by SIFMA, from FINRA TRACE; 2017 YTD average daily trading volume of all US high yield corporate bonds
= 12.3bn, as of 5 December 2017; https://www.sifma.org/resources/research/us-corporate-bond-trading-volume/ . Average monthly trading volume = average daily
volume multiplied by 20. Size of US high yield corporate bond market data: “Credit Strategy Weekly Update,” J.P. Morgan, North American High Yield and Leveraged
Loan Research, 6 January 2017, https://markets.jpmorgan.com/?#research.na.high_yield ; as cited by http://www.peritusasset.com/2017/06/the-high-yield-marketmarket-size-ownership-funds-and-opportunities-3/

5
6
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Do any market mechanisms help offset these risks?
Li le credit protec on, minimal par cipa on in growing proﬁts, exposure to rising
rates but not to falling rates, and liquidity risks—do preferreds have anything
going for them? Fortunately, these concerns can be addressed in mul ple ways.
Higher Yields
The ﬁrst, most obvious risk mi ga on mechanism is that preferreds have paid
higher yields to compensate investors for bearing these le -tail risks. While some
may see these as “sucker yields”, many experienced investors believe every risk
has a price and there are no bad securi es, only bad prices. In fact, most ﬁxed
income investments entail tradeoﬀs between yield and embedded beneﬁts to the
issuer, like call op ons or coupon deferral.
Diversiﬁca on
A second approach to risk mi ga on is diversiﬁca on. Owning a por olio of
diﬀerent preferreds allows an investor to isolate and quaran ne idiosyncra c
risks from company credit or an unexpected call. Even the systema c risk of
movements in the yield curve can be addressed in the por olio context: Owning
direct hedges (such as swaps), indirect hedges (such as common stocks), or even
diversifying interna onally have the poten al to mi gate preferreds’ risk.
Do any attributes of REITs help offset these risks?
Structural protec ons can help prevent abuse or unwanted surprises—and REIT
preferreds are one area where many such protec ons are available. Mechanisms
range widely, from 5-year non-call protec on to change-of-control covenants
forcing a full redemp on at par if a leveraged or private party acquires the issuing
company.
Covenants are rare in preferreds, but REITs generally include a number of
bond-like covenants to sweeten the deal for investors. More importantly, REIT
preferreds are cumula ve, meaning skipped dividends must be paid in arrears.
This acts as a deterrent to coupon suspension, but in the case of a genuine
liquidity squeeze, it means companies must make investors whole once stressful
period is passed—which many issuers have historically done.
Notably, this structural feature is not permi ed by ﬁnancial services regulators
who require full cancella on of a bank or insurance company’s preferred
dividend (and possible principal write-down) for the instrument to qualify as
statutory equity capital. Some preferreds—more o en in the ﬁnancial sector—
have introduced a ﬂoa ng rate toggle, possibly as compensa on for these
structural risks. In a rising rate environment, issuers would be disciplined to fully
call Tier 1 equity instruments rather than pay ﬂoa ng interest.
REITs as preferred issuers: Dis nguishing a ributes
By nature, REITs have several a ributes that we believe dis nguish them as more
reliable counterpar es. First, REITs typically own hard assets which appreciate
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over long periods of me, pay ﬁxed recurring income streams, and hold their
value in a liquida on, unlike many industrial and ﬁnancial companies.
Further, tax law requires REITs to pay out 90% of their taxable income to common
shareholders in the form of dividends. Due to its seniority, a preferred dividend
must always be paid before a common dividend. Due to the long-term nature of
commercial real estate leases, it is unusual for a REIT not to have taxable income
for any period and therefore be exempt from paying common dividends.
Lastly, as we noted above, preferred shareholders are senior to common
shareholders in the capital structure.
In summary, REIT credit is posi oned to be more stable, more predictable
and less vola le than that of many other sectors of the preferred market.
Moreover, REIT preferred securi es themselves oﬀer several direct and indirect
structural protec ons that are very desirable from the point of view of preferred
shareholders—making them uniquely capable of oﬀse ng much of the innate
risk asymmetry of preferred stock.

How have REIT preferreds performed historically?
How do the historical returns look compared to other fixed income
investments?
REIT preferreds have historically been very compe ve to the broader universe
of preferred shares, the US high yield bond market, and the investment grade
corporate bond market.
For the 10-year period ended June 30, 2019, REIT preferreds have generated an
average annual return of 11.29%, comfortably outpacing the 8.38% return of
the broader preferreds market and surpassing the performance of US high yield
and investment grade corporate bonds, which respec vely returned 9.24% and
6.07%. The same pa ern of outperformance by REIT preferreds is also evident for
the ﬁve-year period, as shown below.
Historical Returns as of June 30, 2019
Compound
1-Year Return

Avg. Annual
3-year Return

Avg. Annual
5-year Return

Avg. Annual
10-year Return

REIT Preferred Shares

6.49%

4.61%

6.31%

11.29%

All Preferred Shares

6.08%

3.85%

5.86%

8.38%

US High Yield Bonds

7.48%

7.53%

4.70%

9.24%

10.72%

3.95%

4.08%

6.07%

Investment Grade Corporate
Bonds

Source: Bloomberg. Please see disclosures for indices used. Past performance is not a guarantee of future
results. Index performance is not indicative of fund performance. To obtain fund performance, call 925-253-1300
or visit www.orindafunds.com.
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How do the historical returns look compared to all preferred shares?
As shown below, REIT preferreds have historically outperformed the market for
all preferred shares.
REIT Preferreds vs. All Preferreds
350
300

REIT Preferred Shares
250
200
150

All Preferred Shares
100
50
0

Source: Bloomberg. Data from June 30, 2003 – June 30, 2019. Please see disclosures for indices used. Past
performance is not a guarantee of future results.

This consistent outperformance can be explained by the primary drivers of total
return for REIT preferreds, which include:
1. Compara vely higher yields. REIT preferred issuances are o en small, unrated
and traded in a rela vely ineﬃcient secondary market. These characteris cs
mean investors can demand compara vely higher yields, boos ng the income
component of total return.
Yields as of June 30, 2019
6.56
5.87

4.07

YIELD

9

3.16

1.91

2.00

S&P 500

10-YR. TREASURY

CORPORATE
BONDS

REITS

HIGH YIELD
BONDS

REIT PREFERREDS

Source: Bloomberg. Please see disclosures for indices used. Past performance is not a guarantee of future results.
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2. Cumula ve dividends. Income is further boosted by the common requirement
that REITs make up any shor all in dividend payments. As shown in the REIT
Preferred vs. All Preferred chart on the previous page, the performance
of REIT preferreds began to markedly diverge from the performance of all
preferred shares around the me of the global ﬁnancial crisis. This divergence
can be a ributed to the cumula ve nature of REIT preferred dividends.
3. Investor-friendly rules. To receive preferen al tax treatment, REITs must
pay out at least 90% of their taxable income to common shareholders as
dividends—which means REITs are signiﬁcantly less likely to skip or delay
dividend payments, compared to other issuers of preferred securi es.
When have REIT preferreds sold off?
While REIT preferreds have historically posted a rac ve returns, the asset class
hasn’t been immune to selloﬀs. Here we take a closer look at drawdowns—both
within the REIT preferred space, and how REIT preferreds traded when other
market segments have been under pressure.
First, we’ll examine drawdowns in absolute terms: Periods during which REIT
preferreds declined by more than 5% between January 3, 2000 (the incep on of
the benchmark REIT preferreds index) and June 30, 2019. Because our goal is to
illustrate typical performance trends, our review excludes the ﬁnancial crisis; we
have dedicated a later sec on to a discussion of the ﬁnancial crisis.
As shown below, seven periods meet these drawdown criteria. On average, REIT
preferred shares declined 7.9% over 55 days and recovery to the prior peak lasted
117 days. Of note, drawdowns in REIT preferreds—especially sell-oﬀs greater than
10%—have historically been excellent entry points for pa ent investors.

REIT Preferred Drawdowns of 5% or greater
• Since January of 2000 there have been 7 REIT
Preferred sell-oﬀs of 5% or greater, averaging -7.9%.

 Drawdowns

 Recovery

• The sell-oﬀs averaged 55 days and the average
recovery took 117 days.

20%

13.30%

15%

11.89%

9.98%
10%

8.79%

8.02%
5.69%

6.51%

6.13%

5%
0%
-5%

-5.11%
-10%

-7.39%

-9.12%
-11.71%

-15%

Start:
4/1/04
Trough:
5/11/04
# Days Recovery: 106

-6.10%

-5.78%
-7.95%
-10.48%

7/17/11 Start:
5/12/13 Start:
1/05/16 Start:
10/23/16 Start:
12/29/17 Start:
8/31/18
Trough:
8/08/11 Trough:
8/19/13 Trough:
2/11/16 Trough:
11/14/16 Trough:
2/14/18 Trough:
12/24/18
# Days Recovery: 95 # Days Recovery: 252 # Days Recovery: 29 # Days Recovery: 136 # Days Recovery: 139 # Days Recovery: 63

AVERAGE

Start:

# Days Sell-Oﬀ:
55
# Days Recovery: 117

Source: Bloomberg. REIT Preferred Stock – Wells Fargo Hybrid & Preferred Securities REIT Index. Past performance is not a guarantee of future results.
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REIT preferreds can be impacted by nega ve sen ment surrounding the broader
market. As such, drawdowns are o en characterized by indiscriminate investor
selling despite posi ve REIT industry fundamentals. During the drawdown in early
2016, for example, the equity markets saw the worst start to a year as of midFebruary with the S&P 500 down just over 10% by February 11. The equity market
in China got things started with extreme vola lity as soon as the year started
declining over 22% in January. The sell-oﬀ spread from growing concerns over a
global slowdown and poten al problems with European banks.
How have REIT preferreds performed when other market segments have
declined?
Below we see thirteen periods during which the S&P 500 Total Return Index
declined by more than 5% between January 3, 2000 and June 30, 2019, excluding
the ﬁnancial crisis. On average, REIT preferreds outperformed the benchmark
US equity index by 14.06%. Furthermore, REIT preferreds on average posted a
posi ve return of 1.55% while US equi es sold oﬀ an average of 12.51%.
It’s important to note that the above-men oned average calcula ons are
impacted by an outlying period (September 4, 2000 – October 9, 2002), as shown
below. If we remove this outlier, we see that REIT preferreds outperformed the
benchmark US equity index by an average of 8.02%, with REIT preferreds pos ng
an average decline of 1.58% while US equi es sold oﬀ an average of 9.60%.
Performance of REIT Preferreds when S&P 500 declines 5% or more
January 3, 2000 - June 30, 2019 (excludes financial crisis)
39.01%

40%
30%
20%
10%

1.73%

1.39%

1.29%

0.56%

1.55%

0.73%

0%
-10%
-20%

-8.87%

-9.58%

-11.14%

-0.98%
-5.58%
-5.72%
-7.31%
-6.50%

-0.87%
-7.28%
-12.04%

-0.05%
-4.60% -5.52%

-12.71%

-2.72%
-10.10%

-8.90%
-12.51%
-19.36%

-30%
-40%
-50%

-47.41%

-60%
1/17/2000 - 3/26/2000 - 9/4/2000 - 4/2/2012 - 9/16/2012 - 5/21/2013 - 1/15/2014 - 9/18/2014 - 7/20/2015 - 11/3/2015 - 6/8/2016 - 1/26/2018 - 9/20/2018 2/25/2000 4/14/2000 10/9/2002 6/1/2012 11/15/2012 6/24/2013 2/3/2014 10/15/2014 8/25/2015 2/11/2016 6/27/2016 2/8/2018 12/24/2018

S&P 500 Total Return

REIT Preferreds

Average
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We observe a similar pa ern when examining periods during which US high yield
bonds sold oﬀ by more than 5%. As shown below, REIT preferreds outperformed
high yield bonds by an average of 6.85%, demonstra ng their ability to oﬀer
historically a rac ve returns.
Performance of REIT Preferreds when US High Yield Bond Market declines 5% or more
January 3, 2000 - June 30, 2019 (excludes financial crisis)
9.14%

10%

5%

2.64%
0.74%

0.29%

0%
-2.17%

-5%

-3.60%
-5.29%

-10%

-9.04%

-8.57%

9/13/2000 12/4/2000

3/8/2001 10/10/2001

-5.18%
-6.17%

-5.92%

-5.40%

-5.68%

-7.59%

-8.02%

-9.37%
-12.80%

-15%

-1.17%

-1.91%

-3.04%

-12.94%

5/6/2002 10/16/2002

3/8/2005 5/17/2005

5/24/2007 7/27/2007

7/26/2011 10/5/2011

High Yield Total Return

5/9/2013 6/25/2013

9/1/2014 12/16/2014

5/31/2015 2/11/2016

10/2/2018 12/26/2018

Average

REIT Preferreds

Lastly, we examine the performance of REIT preferreds when investment grade
corporate bonds declined by more than 3%. On average, REIT preferreds have
outperformed by 2.58%, another demonstra on of their historically a rac ve
returns.
Performance of REIT Preferreds when US Investment Grade Corporate Bond Market declines 3% or more
January 3, 2000 - June 30, 2019 (excludes financial crisis)
4.00%
2.48%
1.91%

2.00%

1.77%

0.00%
-0.38%
-0.96%
-2.00%

-4.00%

-4.01%

-1.81%

-1.78%

-1.84%

-3.87%

-0.43%

-1.07%

-3.24%

-3.64%

-3.87%

-3.45%

-3.06%
-4.21%

-4.54%

-5.41%

-6.00%

-4.49%

-4.19%
-4.26%

-4.39%

-5.70%
-6.44%

-6.47%
-8.00%

-9.43%

-10.00%

-12.00%
4/10/2000 - 11/7/2001 - 9/30/2002 - 6/15/2003 - 3/17/2004 5/12/2000 12/17/2001 10/21/2002 8/15/2003
6/14/2004

2/9/2005 3/28/2005

8/31/2005 6/23/2006

Inv Grd Corp Total Return

5/7/2007 6/12/2007

11/4/2010 12/15/2010

REIT Preferreds

5/2/2013 9/5/2013

4/19/2015 6/26/2015

9/6/2016 - 12/15/2017 12/16/2016 5/17/2018

Average
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How did REIT preferreds perform during the financial crisis?
Many areas of the market, including REIT preferreds, experienced extreme
vola lity during the ﬁnancial crisis. At the me, REIT preferred shares were widely
held in closed-end funds, which used leverage via the auc on rate preferred
market—a short term ﬁnancing method also used by many municipal en es.
In early 2008, the auc on rate preferred market stopped func oning as expected.
Eventually, many closed-end funds became forced sellers, which drove prices
lower and fed a cycle of addi onal forced selling. Some closed-end funds were
completely liquidated and shut down during the ﬁnancial crisis.
As shown below, REIT preferred shares declined 50.70% during the ﬁnancial
crisis, reaching a bo om in November 2008. In early 2009, when forced selling
stopped, the REIT preferred market started to see a rapid recovery. By the end of
September 2009, the market had returned to its June 2007 level.
Returns During Financial Crisis
June 29, 2007 – March 9, 2009
Total Return
for Full Period

Equivalent
Annualized Return

REIT Preferred Shares

-50.70%

-34.10%

All Preferred Shares

-64.51%

-45.71%

US High Yield Bonds

-27.87%

-17.52%

-4.10%

-2.44%

US Investment Grade Bonds

Source: Bloomberg. Please see disclosures for indices used. Past performance is not a
guarantee of future results.

What is the default rate for REIT preferreds?
Given their negligible history of defaults, credit losses associated with REIT
preferreds have historically been considerably lower rela ve to other highyielding debt investments.
From the period 2000 to 2017, the REIT preferred market experienced an average
annual default rate of 0.89% of the outstanding issuance versus 3.17% for high
yield. The average recovery rate for REIT preferred issues was 49% compared to
42% for high yield. Addi onally, approximately half of all REIT preferred defaults
were concentrated in sub-prime mortgage REITs which failed during the ﬁnancial
crisis and no longer exist in their prior form.7

7

JP Morgan, Moody’s Investor Services, Bond Investors Association
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How correlated are REIT preferreds to other asset classes?
As shown below, REIT preferreds have historically oﬀered low correla on to other
major asset classes.
It’s important to note that, while REIT preferreds oﬀer a rac ve longer-term
diversiﬁca on poten al, there’s no such thing as a free lunch. During bouts of
interest rate sensi vity—such as the 2013 “Taper Tantrum”—many asset classes
sold oﬀ in lockstep and saw correla ons ck up, including REIT preferreds.
Correlation to REIT Preferreds
as of June 30, 2019
One
Year

Three
Years

Five
Years

Ten
Years

All Preferred Shares

0.88

0.92

0.91

0.84

US High Yield Bonds

0.53

0.54

0.53

0.59

Investment Grade Corp Bonds

0.12

0.41

0.39

0.56

S&P 500 Index

0.42

0.38

0.36

0.39

Source: Bloomberg. Please see disclosures for indices used. Past performance is not a guarantee
of future results.

How volatile are REIT preferreds?
In terms of vola lity, REIT preferreds have been compe ve with other major
asset classes. While REIT preferreds have had a slightly higher standard devia on
compared to high yield and corporate bonds, it’s important to note that the
ﬁnancial crisis had a bigger impact on REIT preferreds. If you consider pre- and
post-crisis averages, you’ll note that REIT preferreds compare more favorably.
In our view, it is equally informa ve to consider pre- and post-crisis averages as
well as standard devia on within the context of average annualized returns. From
this perspec ve, we see REIT preferreds have delivered a rac ve risk-adjusted
returns over a 10-year period.
Standard Deviation vs.
Average Annualized Returns

Standard Deviation
as of June 30, 2019
Pre-Crisis
(6/30/03–
6/30/07)

Post-Crisis
(12/31/09–
6/30/19)

One
Year

Five
Years

Ten
Years

REIT Preferreds

6.98%

5.20%

6.92%

2.84%

5.26%

All Preferred Shares

6.53%

5.44%

6.77%

5.22%

6.11%

US High Yield Bonds

4.49%

5.04%

6.32%

3.89%

5.05%

Investment Grade
Corporate Bonds

3.14%

3.92%

4.28%

4.11%

4.25%

Average Annualized Return (%)

10 years ended June 30, 2019
REIT Pfds

12
US HY
Bonds

10
8

All Pfds

US IG
Bonds

6
4
2
0
0

2

4

6

8

Standard Deviation (%)

Source: Bloomberg. Please see disclosures for indices used. Past performance is not a
guarantee of future results.

Source: Bloomberg. Please see disclosures for indices used.
Past performance is not a guarantee of future results.
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What happens to REIT preferreds when interest rates rise?
What is the duration profile of REIT preferreds?
When it comes to dura on—an important measure of a security’s sensi vity
to changes in interest rates—the structure of a preferred security is especially
important.
At ﬁrst blush, investors may think a preferred security with a ﬁxed coupon
and perpetual maturity would be saddled with a high dura on and substan al
interest-rate risk. The dura on proﬁle of REIT preferreds, however, is quite
diﬀerent, due to the call op ons commonly embedded within the securi es.8
Callable bonds and preferreds embed an op on (typically available a er 5 years)
for the issuer to redeem the bond or preferred stock early at par. When that
op on is in-the-money—that is, when the security is trading at a premium—we
tend to assume it will be exercised and thus the ﬁnal maturity of the preferred is
its call date.
Of course, this assump on is vulnerable to changes in interest rates: As rates rise,
the op on value falls and is less likely to be exercised. This means that dura on
extends just when we don’t want it to—a property called nega ve convexity.
For this reason, many investors aim to be very conserva ve in their assump ons
about which preferreds may be called.
A theore cal dura on model may include a binary op on tree to evaluate the
probability of a call. For illustra on purposes, below we show a calcula on of the
modiﬁed dura on of a preferred security with 50% chance of a call in 5 years and
50% chance of never being called.
Modified Duration Calculation
Quarterly pay perpetual maturity security with 5-year call protection

50% chance of a call in 5 years

50% chance of never being called

•
•
•
•

•
•
•
•

Assumed maturity date: Dec. 31, 2022
7% coupon rate and 7% yield
Modified duration = 3.912
Weighted value = 1.956

Perpetual maturity
7% coupon rate
Modified duration = 15.286
Weighted value = 7.643

Weighted average modified duration = 9.599
For illustrative purposes only, does not indicate actual outcomes. The scenarios illustrated reflect a typical preferred
security at issuance with five years call protection from the date of issue, a 7% coupon, and issuance at par.

8
Duration differs from maturity proportionally to the coupon. Duration is calculated as the present value cash-weighted term to maturity. A zero-coupon bond’s
duration is its final maturity. For a coupon bond, even a perpetual preferred, the duration is much shorter than that. A 10% perpetuity has infinite maturity, but
only 11 years’ duration at issue. As the coupon rate goes higher, the present value of the cash flows received early in the term are substantially more important
than the term to maturity, and the duration shrinks.
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What do spreads currently look like?
REIT preferreds are currently trading at spreads comfortably above long-term
averages. As shown below, the spread over the US 10-year Treasury stands at 456
basis points (bps), 91bps wider than the average pre-crisis spread of 365bps.
Interest Rate Risk Spread to 10-year Treasury

This signiﬁcant spread cushion—and the implied room for ghtening—can help
REIT preferreds withstand increases in interest rates. On a total return basis,
the combina on of dividend income plus spread ghtening can help oﬀset the
nega ve consequences of price declines due to a rising interest rate cycle.
What has happened during past periods of rising rates?
While past performance isn’t an indicator of future returns, it can be helpful to
examine how REIT preferreds have performed during historical episodes of rising
rates. Performance during each individual period depends heavily on why rates
are rising and how quickly they are rising.
During protracted periods of rising rates, REIT preferreds have produced an
average return of 5.26%, as shown below. It’s important to note this average
calcula on is impacted by an outlying period for REIT preferred returns
(December 18, 2008 – June 10, 2009), as shown on the next page. If we remove
this outlier, we see that REIT preferreds have produced an average return of
2.32% during periods of rising rates.
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Periods of Rising Rates: REIT Preferred Performance
10-yr. Treasury
Low Rate

10-yr. Treasury
High Rate

Difference

REIT
Preferred
Returns

Start

End

November 7, 2001

April 1, 2002

4.22%

5.44%

1.22%

5.40%

June 13, 2003

May 13, 2004

3.13%

4.85%

1.72%

1.18%

June 2, 2005

May 12, 2006

3.89%

5.19%

1.30%

2.99%

December 18, 2008

June 10, 2009

2.08%

3.98%

1.90%

34.66%

November 27, 2009

April 5, 2010

3.21%

4.01%

0.80%

16.23%

October 6, 2010

December 15, 2010

2.41%

3.53%

1.12%

1.31%

July 25, 2012

February 13, 2013

1.43%

2.05%

0.62%

4.61%

October 23, 2013

December 31, 2013

2.51%

3.04%

0.53%

-3.06%

February 2, 2015

June 10, 2015

1.68%

2.50%

0.82%

-0.04%

July 8, 2016

December 16, 2016

1.37%

2.60%

1.23%

-4.16%

September 7, 2017

November 8, 2018

2.05%

3.24%

1.19%

-1.29%

Average

5.26%

Source: Bloomberg. REIT Preferred Shares – Wells Fargo Hybrid & Preferred Securities REIT Index. Please see disclosures for indices used.
Past performance is not a guarantee of future results.

How do REIT preferreds stack up against other non-traditional fixed income
investments, in terms of returns, volatility and relative value?
Compared to a leveraged loan or other non-traditional bond strategy,
how do REIT preferreds look?
In our current investment environment—characterized by a historic mul -year
bull run in bonds—many savvy asset allocators are seeking eﬀec ve means to
diversify exposure within the ﬁxed income por on of their por olios. As such,
many investors are exploring “non-tradi onal” ﬁxed income opportuni es,
including US high yield, leveraged loan, “core plus” and unconstrained bond
strategies.
REIT preferreds, which are o en an overlooked slice of the non-tradi onal ﬁxed
income market, stack up compe vely against the other alterna ves.
REIT Preferreds vs. Non-traditional Fixed Income
10 years as of June 30, 2019
Annualized
Return

Standard
Deviation

11.29%

6.92%

1.00

All Preferreds

8.38%

6.77%

0.84

US High Yield Bonds

9.24%

6.32%

0.59

Leveraged Loans

6.17%

3.98%

0.55

REIT Preferreds

Correlation to
REIT Preferreds
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What about REIT preferreds vs. US high yield bonds?
We believe it’s worthwhile to take a closer look at REIT preferreds compared
speciﬁcally to US high yield bonds. REIT preferreds are well-posi oned for
three key reasons: The ability to generate compe ve returns with comparable
vola lity, the poten al for be er credit quality, and a rac ve rela ve value.
First, over the long term, REIT preferreds have delivered a similar return to
high yield—and, depending on the me period analyzed, have exhibited similar
standard devia on characteris cs.
Annualized Returns as of 6/30/19
5-year

10-year

15-year

Since Inception
(1/31/00)

High Yield

4.70%

9.24%

7.58%

7.17%

REIT Preferreds

6.31%

11.29%

7.53%

9.32%

Standard Deviation as of 6/30/19
High
Yield

REIT
Preferreds

Since Inception (1/31/00 – 6/30/19)

9.17%

11.29%

Post-Crisis (12/31/09 – 6/30/19)

5.05%

5.26%

Pre-Crisis (1/31/00 – 6/30/07)

5.73%

4.13%

Second, as illustrated below, credit losses associated with REIT preferreds have
historically been lower rela ve to high yield investments with a be er recovery
rate. In fact, in 2018 there were no defaults within the REIT preferred market.
Avg. Annual Default Rate

Average Recovery Rate

2000 – 2017

2000 – 2017

4.00%

3.17%

50%

49%

48%

3.00%

46%

2.00%
1.00%

44%

0.89%

42%

42%
40%
38%

0.00%
REIT Preferred

High Yield

REIT Preferred

High Yield
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Lastly, REIT preferreds oﬀer a rac ve rela ve value. As noted below, high yield
bonds have a ghter spread to its average compared to REIT preferred securi es.
Dividend Yield Spread
REIT
Preferred
Stock

High
Yield
Bonds

6.56%

5.87%

456

387

Pre-Financial Crisis*

365

517

Post-Financial Crisis**

462

487

411

503

45

-116

6/30/19 Yield
6/30/19 Spread
Historical Spread

Weighted Avg. Spread
Variance to Average

Source: Bloomberg.
*Pre-Financial Crisis (1/31/00 - 6/30/07). **Post-Financial Crisis (12/31/09 - 6/30/19).
Past performance is not a guarantee of future results.

Conclusion
REIT preferreds are a unique market with several idiosyncratic features. As we’ve shown here,
this often-overlooked investment can offer a reliable source of income and the opportunity
for higher risk-adjusted returns, thanks to its relatively inefficient market structure. As with
all investments, however, the benefits come alongside certain compromises—in the case
of REIT preferreds, the typical tradeoffs are bouts of volatility, interest rate sensitivity, and
limited liquidity.
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INDICES USED:
REIT Preferred Stocks – Wells Fargo Hybrid & Preferred Securities REIT Index.
All Preferred Stocks – Wells Fargo Hybrid & Preferred Securities Aggregate Index.
S&P 500 – S&P 500 Total Return Index.
U.S. High Yield Bonds – Bloomberg Barclays US Corporate High Yield Total Return Index.
U.S. Investment Grade Bonds – Bloomberg Barclays US Corporate Total Return Index.
10-Yr U.S. Treasury – Bloomberg Barclays US Government 10 Year Term Index Total Return.
10-Yr U.S. Treasury Yield – US Treasury Yield Curve Rate T Note Constant Maturity 10 Year.
Corporate Bonds – Bloomberg Barclays US Corporate Bond Index.
REITs – MSCI U.S. REIT Index.
ONE CANNOT INVEST DIRECTLY IN AN INDEX.

The fund’s investment objectives, risks, charges and expenses must be considered carefully before investing. The statutory and summary
prospectuses contain this and other important information about the investment company, and may be obtained by calling 925.253.1300
or by visiting www.orindafunds.com. Read carefully before investing.
Some of the risks involved in investing in Real Estate Investment Trusts (REITs) include a general decline in the value of real estate, fluctuations in
rental income, changes in interest rates, increases in property taxes, increased operating costs, overbuilding, changes in zoning laws, and changes
in consumer demand for real estate.
Mutual fund investing involves risk. Principal loss is possible. The fund can make short sales of securities, which involves the risk that losses in
securities may exceed the original amount invested. The fund may use leverage which may exaggerate the effect of any increase or decrease in the
value of portfolio securities or the Net Asset Value of the fund, and money borrowed will be subject to interest costs. Investments in smaller and
medium companies involve greater risks such as limited liquidity and greater volatility. Investments in foreign securities involve greater volatility and
political, economic and currency risks and differences in accounting methods. These risks are greater for emerging markets. Investments in debt
securities typically decrease in value when interest rates rise. This risk is usually greater for longer-term debt securities. Investment by the Fund in
lower-rated and non-rated securities presents a greater risk of loss to principal and interest than higher-rated securities. The Fund may use certain
types of investment derivatives such as futures, forwards, and swaps. Derivatives involve risks different from, and in certain cases, greater than the
risks presented by more traditional investments. Investments in asset backed and mortgage backed securities include additional risks that investors
should be aware of such as credit risk, prepayment risk, possible illiquidity and default, as well as increased susceptibility to adverse economic
developments. To the extent that a Master Limited Partnership’s (MLP’s) interests are all in a particular industry, the MLP will be negatively
impacted by economic events adversely impacting that industry. The risks of investing in an MLP are generally those involved in investing in a
partnership as opposed to a corporation. Exchange Traded Funds (ETFs) are typically open-end investment companies that are bought and sold
on a national securities exchange. When the Fund invests in an ETF, it will bear additional expenses based on its pro rata share of the ETF’s
operating expenses, including the potential duplication of management fees. The risk of owning an ETF generally reflects the risks of owning the
underlying securities it holds. Rule 144A securities carry the risk that the trading market may not continue and the Fund might be unable to dispose
of these securities promptly or at reasonable prices and might thereby experience difficulty satisfying redemption requirements. The risk exists
that the market value of Initial Public Offering (IPO) shares will fluctuate considerably due to factors such as the absence of a prior public market,
unseasoned trading, and the small number of shares available for trading and limited information about the issuer. The purchase of IPO shares may
involve high transaction costs. IPO shares are subject to market risk and liquidity risk. The Fund is non-diversified, which means that there is no
restriction on how much the Fund may invest in the securities of an issuer under the 1940 Act. Some of the risks involved in investing in Real Estate
Investment Trusts (REITs) include a general decline in the value of real estate, fluctuations in rental income, changes in interest rates, increases in
property taxes, increased operating costs, overbuilding, changes in zoning laws, and changes in consumer demand for real estate.
Opinions expressed as those of the Fund are subject to change, are not guaranteed, and should not be considered investment advice.
The Orinda Funds are distributed by Quasar Distributors, LLC.
FOR INSTITUTIONAL INVESTORS ONLY. NOT FOR DISTRIBUTION TO THE PUBLIC.

Orinda Asset Management LLC is an independent, privately-held asset management firm that specializes in offering liquid alternative
investment strategies to the professional investment adviser community. The firm was founded by a group of seasoned investment
professionals with significant experience in the financial services industry. The partners bring complementary skills, with significant
experience in the identification and selection of outstanding alternative investment managers, as well as in investor education, client
servicing, and the distribution of specialized mutual and private fund offerings.
Orinda Asset Management’s primary objective is to meet clients’ demands for attractive long-term risk-adjusted returns across the
range of market environments, while employing disciplined, focused investment approaches and diligent risk management practices. The Firm’s business is predicated upon the principle that over time, its clients’ success translates into the success of the Firm.
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