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An Introduction

Pat Keene, Preferred Share Specialist

“Preferred Share” is a class of equity that ranks senior to common equity. Preferred shares are often described as a “hybrid”
security because they have both bond-like and equity-like characteristics.

Preferred shares are an important source of capital for Canadian corporations and financial institutions, and are popular among
income-oriented investors. In particular, investors are attracted to the relatively high and tax-efficient dividends that preferred
shares pay. In this publication, we take a closer look at the features and characteristics of the different types of Canadian
preferred shares.

Credit Ratings

As payment on preferred shares is not a legal obligation, they are generally viewed as higher risk investments than high-grade
bonds and guaranteed investment certificates (GICs). Consequently, it is important to consider an issuer’s financial strength
before making an investment decision. Investors typically rely on the analysis of two Canadian credit rating agencies for this type
of information. Dominion Bond Rating Service (DBRS) and Standard and Poor’s Rating Service (S&P) rank issuers’
creditworthiness with a rating system of “P-1” (highest) to “P-5” (lowest). Definitions of these ratings are provided in Figure 1. A
“high” or “low” designation is also used to denote relative strength within each rating category. For example, an issuer with a
P-2High credit rating is considered to be safer than one that is rated P-2 or P-2Low.

Preferred shares that are rated P-1 or P-2 are considered to be among the strongest entities. Companies with relatively stable
operations and revenue are typically granted such high ratings. Shares in this category are usually recommended for conservative
income-oriented investors. A P-3High or P-3 rating is acceptable, but is generally reserved for businesses that carry more debt, or
that are sensitive to changes in economic conditions. Generally speaking, preferred shares that fall into the P-3 category are not
recommended for conservative investors. Issues that are rated P-4 or lower are speculative and not recommended for investors
who rely on the income from their investments.

Figure 1: Credit Rating Definitions

Category Definition

P-1 Preferred Shares in this category are of superior credit quality, supported by strong earnings and balance sheet characteristics.
P-1 ratings generally correspond with companies whose senior bonds are rated AAA or AA.
P-2 Preferred shares in this category are of satisfactory credit quality. Protection of dividends and principal is still substantial, but

earnings, the balance sheet and coverage ratios are not as strong as P-1 rated companies. Generally, P-2 ratings correspond with
companies whose senior bonds are rated A.

P-3 Preferred shares in this category are of adequate credit quality. While protection of dividends and principal is still considered
acceptable, the issuing entity is more susceptible to adverse changes in financial and economic conditions. P-3 ratings normally
correspond with companies whose senior bonds are rated in the BBB category.

P-4 Preferred shares in this category are speculative. The degree of protection afforded to dividends and principal is uncertain,
particularly during periods of economic adversity. Companies whose preferred shares are rated P-4 will have a bond rating in the
BB category.

P-5 Preferred shares in this category are highly speculative. The ability of the entity to maintain timely dividend and principal
payments in the future is highly uncertain. The P-5 rating typically coincides with companies with bond ratings of B or lower.
Preferred shares rated P-5 often have characteristics that, if not remedied, may lead to default.

D This category indicates the shares are in arrears on paying either dividends or principal.

Member-Canadian Investor Protection Fund. Member of the Investment Industry Regulatory Organization of Canada. All figures in C$ unless otherwise noted
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Preferred Share Dividends

Preferred shares are usually issued with a $25.00 par value. The annual dividend (or “coupon”) is expressed as a percent of par
value (such as 4.50%) or a dollar amount (such as $1.13 per share). Dividends are usually paid quarterly.

Preferred share dividends are paid out after interest payments are made to debenture holders and other creditors, and before
dividends are paid to common shareholders. If a company were in financial distress, it would have to eliminate its common
dividend before it would be allowed to reduce or suspend preferred share dividends.

Technically, preferred share dividends are described as either “cumulative” or “non-cumulative.” Cumulative dividends, if
suspended, would accumulate and would have to be paid in full before common dividends could be reinstated. Non-cumulative
dividends, if suspended, would not accumulate. Notwithstanding these technical descriptions, a financially healthy company will
always pay dividends on schedule.

Dividend Tax Credit

Canadian issuers pay preferred share dividends out of after-tax earnings. Consequently, by the time shareholders receive their
dividends, the funds have already been subject to tax. To alleviate double taxation, individual investors are entitled to a dividend
tax credit. The effect of the tax credit is that the tax rate on eligible dividends is significantly lower than it is for interest income.
In Figure 2 we highlight the 2014 combined top marginal tax rates for individuals.

The “multiplier” equates interest income to eligible dividend income. For example, an investor in Alberta would have to earn
approximately $1.3231 of interest to be as well off after taxes as they would be earning $1.00 of eligible dividends.

Figure 2: 2014 Combined Top Marginal Tax Rates by Province

. Eligible Interest &
Frovince Dividends Income Multiplier
Alberta 19.29% 39.00% 1.3231
B.C. 28.68% 45.80% 1.3159
Manitoba 32.26% 46.40% 1.2638
New Brunswick 27.35% 46.84% 1.3666
Newfoundland and Labrador 30.19% 42.30% 1.2099
Nova Scotia 36.06% 50.00% 1.2788
Ontario 33.82% 49.53% 1.3113
Prince Edward Island 28.70% 47.37% 1.3547
Quebec 35.22% 49.97% 1.2948
Saskatchewan 24.81% 44.00% 1.3427

Note: The information in this Figure should be used for illustration purposes and should not be relied on for tax purposes.
Source: BMO Nesbitt Burns Enterprise Wealth Planning Group as of July 2014.

Redemption Feature

“Redemption” is the issuer’s privilege to buy back its shares at par value (or a small premium) on specified dates, usually
beginning five years after inception. Unlike a debt security, redemption of a preferred share is not mandatory.

Since all preferred shares are subject to redemption at some point, an investor should consider the “yield-to-redemption” prior to
making an investment decision. The yield-to-redemption calculation factors in the dividends received, plus any gain or loss
generated between the purchase date and the redemption date. If there is more than one redemption date, an investor should
consider the lowest possible yield, which is known as the “yield-to-worst.”

Since redemption of a preferred share by the issuer is not mandatory, a yield-to-redemption calculation is somewhat
hypothetical. An issuer’s decision to redeem a specific preferred share issue will depend on its re-financing options, credit
market conditions and investor demand. Preferred shares that are expected to be redeemed within a relatively short period of
time will trade close to their par value.
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Types of Preferred Shares

&

The following is a brief description of the four main types of Canadian preferred shares: Rate-Reset, Straight, Floating-Rate and
Retractable.

Rate-Reset Preferred Shares

At 61% of the total universe, the “reset” sector has become the largest segment of the preferred share market in Canada. In this
publication, we focus on a type of reset preferred share that became popular during the Credit Crisis, which is known as “Rate-
Reset”.

Rate-Reset preferred shares pay a quarterly dividend that is fixed for a specified period, usually five to six years. At inception, the
coupon is set at a rate that reflects the five-year Government of Canada bond yield at the time plus a specified credit spread.! The
spread is fixed for the life of the investment, and is called the “reset spread”.

Every five years, there is a “reset date”. At that time, the shares will either be called for redemption at $25.00 or the coupon will
automatically reset at the prevailing five-year Government of Canada bond yield plus the reset spread. If an issue is not redeemed,
holders have an opportunity to exchange their shares for a corresponding floating-rate series, as described in the following
paragraph.

Example:

ABC Corporation issued a rate-reset preferred share on September 31, 2014. The coupon rate was initially set at 4.00% ($1.00 per
annum), which equated to the five-year Government of Canada bond yield at the time (1.60%) plus a spread of 2.40%. The initial
4.00% coupon is fixed until the first rest date of September 31, 2019. At that time, if the shares are not called for redemption, the
coupon will automatically reset to the five-year Government of Canada bond yield plus 2.40%.

Let’s assume that the five-year Government of Canada bond yield is 2.10% on the first reset date. The new coupon rate would be
4.50% (= 2.10% + 2.40%) and the dividend would be $1.13 for the next five years. If the five-year Government of Canada bond
yield was 3.00% on the first reset date, the new coupon rate would be 5.40% (= 3.00% + 2.40%) and the dividend would be $1.35
per annum for the next five years.

Holders of ABC’s rate-reset shares will have the opportunity to exchange their existing shares for a corresponding floating-rate
series whose dividend is based on the 90-day Canada T-bill yield plus the same reset spread.? For example, if the 90-day Canada
T-bill yield was 1.00% on the first reset date, the first quarterly dividend would equate to 1/4 of 3.40% (= 1.00% + 2.40%). A
shareholder would opt to exchange for the floating-rate shares if short-term interest rates were forecast to rise significantly, or if
they simply wanted some floating-rate exposure.

Reset Risk

Rate-Reset preferred shares are redeemable at the issuer’s option every five years on the reset date at $25.00. The decision to
redeem an issue or leave it outstanding will depend on the issuer’s financing options, credit market conditions and investor
demand. Specifically, if an issuer could raise funds at a lower cost (i.e., a lower credit spread), they would probably redeem the
existing shares and refinance. If refinancing was not in the issuer’s best interest, they would likely allow the existing shares to
reset at the fixed reset spread.

The ability for an issuer to allow these preferred shares to reset adds an element of risk, which we call “reset risk”. If an issue is
allowed to reset, it’s likely that its reset spread is considered low in the context of the market at the time. If an issue’s reset spread
is low, its market price will likely fall below par value.

! A credit spread is the yield differential on a corporate debt security or preferred share over the Government of Canada bond yield.
2 All rate-reset issues have the floating-rate option except for Fortis Series G (FTS.pr.G).
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Straight Preferred Shares

Straight preferred shares pay a fixed quarterly dividend, and are redeemable at the issuer’s option, as described on page 2. As
redemption is not mandatory, straight preferred shares are considered to have a very long term and are commonly known as
“perpetual”. Because longer-term fixed-coupon securities tend to be highly sensitive to changes in interest rates, investors who
buy straight preferred shares must be prepared for relatively high price variability when market yields rise or fall.

Straight preferred shares usually offer a high current yield® to compensate investors for the predictable volatility risk. Straight
preferred shares are not widely popular among individual investors, but issuers like the structure because they (a) can lock in a
fixed rate for a long period, and (b) don’t have to buy the shares back at any particular time. Companies with a relatively stable
business profile, such as banks, insurance companies, utilities and pipelines have been dominant in the sector for many years.
The issuance of straight preferred shares has declined markedly since 2008, as investors have gravitated to the more popular rate-
reset structure. Today, straight preferred shares make up approximately 31% of the Canadian preferred share universe.

Floating-Rate Preferred Shares

Floating-Rate preferred shares pay a dividend that floats with prime rate or Canada T-bill yields. Because its dividend is linked to
market interest rates, a floating-rate preferred share will appreciate when rates are rising (or anticipated to rise), and decline
during periods of falling rates, all else equal. The floating-rate sector is a small and relatively illiquid component of the Canadian
preferred share market, representing only 4% of the Canadian preferred share universe today.

Retractable Preferred Shares

Retractable preferred shares pay a fixed quarterly dividend. The holder of a retractable preferred share has the right to return
their shares to the issuer on a specified date (or dates) in exchange for par value. Retraction proceeds are usually paid in cash, but
certain issues allow repayment with the issuer’s common shares. The first retraction date is usually fixed at 5 to 10 years after
inception.

The benefit of a retraction feature is that it tends to support the share’s price as long as the issuer is financially sound. However,
payment on a retraction date is not a legal obligation. As such, if an issuer was unable to meet a retraction deadline due to
financial distress, the value of the shares would fall substantially and shareholders would likely suffer a significant loss. If that
happened, the shareholders would have no legal recourse by which to claim their retraction proceeds.

In the past, retractable preferred shares were the most prevalent type of preferred share in the marketplace. However, companies
prefer to issue shares that are not required to be bought back within a specified time period. Consequently, the issuance of
retractable preferred shares has declined markedly in the past decade, and the structure only makes up 4% of the Canadian
preferred share universe today.

Factors that Affect Preferred Share Prices

Several key factors that affect secondary market prices for preferred shares are: interest rates, credit markets, issuer
fundamentals and liquidity, as described below.

Interest Rates

All fixed-rate securities are sensitive to interest rate movements to some degree, and preferred shares are no exception. Normally,
we look for an inverse relationship between interest rates and preferred share prices, with longer-term issues experiencing the
most volatility. Straight preferred shares, whose dividends are fixed for relatively long periods, are considered to be the most
interest sensitive type of preferred share. Figure 3 highlights the price movement of a typical straight preferred share between
mid-1998 and late-2013 when it was called for redemption at par value.

® The dividend divided by the market price.
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Figure 3: Straight Perpetual Preferred Price vs. 30-Year Canada Bond Yield
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Credit Markets

Credit market conditions are reflected in the yield differential (the “credit spread”) between Government of Canada bonds and
corporate debentures and preferred shares. Typically, spreads will narrow during periods of economic prosperity and widen
during periods of uncertainty. The most dramatic recent example of this was seen during the 2008 Credit Crisis when credit
spreads spiked to unprecedented levels. The loss of confidence felt by investors during the crisis caused the prices of most
preferred shares to plummet. Figure 4 highlights the variability in the spread on a generic single-A rated corporate debenture
over the past 17 years.

Figure 4: Five-year A-Rated Canadian Corporate Indicative Credit Spread
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Issuer Fundamentals

Income-oriented investors are concerned about the safety of their capital and income, and prefer minimal price volatility.
Consequently, they tend to seek out the highest quality issues in the marketplace and will pay more for them. If an issuer’s
fundamentals begin to deteriorate, the market price of its preferred shares will come under downward pressure along with its
common shares.

Liquidity

The $61 billion market capitalization of the Canadian preferred share market is relatively small compared to approximately $400
billion for the Canadian domestic corporate bond market. Issue size typically ranges from $100 million to $400 million. Smaller
issues with lower trading volumes tend to exhibit more price variability over time than large liquid issues.

Conclusion

Income-oriented investors are attracted to the quality, relatively high yield and tax efficiency that preferred shares offer. Liquidity
in the preferred share market is limited however, and investors must consider the creditworthiness of the issuer prior to making
an investment decision. Depending on their requirement for income and their risk tolerance, investors may find that placing
preferred shares selectively in an income portfolio consisting of bonds, debentures, GICs and high dividend yield common
equities can help enhance returns without adding undue risk.
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General Disclosure

The information and opinions in this report were prepared by BMO Nesbitt Burns Inc. Portfolio, Action & Research Team (“BMO
Nesbitt Burns”). This publication is protected by copyright laws. Views or opinions expressed herein may differ from the views and
opinions expressed by BMO Capital Markets’ Research Department. No part of this publication or its contents may be copied,
downloaded, stored in a retrieval system, further transmitted, or otherwise reproduced, stored, disseminated, transferred or used, in
any form or by any means by any third parties, except with the prior written permission of BMO Nesbitt Burns. Any further
disclosure or use, distribution, dissemination or copying of this publication, message or any attachment is strictly prohibited. If you
have received this report in error, please notify the sender immediately and delete or destroy this report without reading, copying or
forwarding. The opinions, estimates and projections contained in this report are those of BMO Nesbitt Burns as of the date of this
report and are subject to change without notice. BMO Nesbitt Burns endeavours to ensure that the contents have been compiled or
derived from sources that we believe are reliable and contain information and opinions that are accurate and complete. However,
BMO Nesbitt Burns makes no representation or warranty, express or implied, in respect thereof, takes no responsibility for any
errors and omissions contained herein and accepts no liability whatsoever for any loss arising from any use of, or reliance on, this
report or its contents. Information may be available to BMO Nesbitt Burns or its affiliates that is not reflected in this report. This
report is not to be construed as an offer to sell or solicitation of an offer to buy or sell any security. BMO Nesbitt Burns or its affiliates
will buy from or sell to customers the securities of issuers mentioned in this report on a principal basis. BMO Nesbitt Burns, its
affiliates, officers, directors or employees may have a long or short position in the securities discussed herein, related securities or in
options, futures or other derivative instruments based thereon. BMO Nesbitt Burns or its affiliates may act as financial advisor and/or
underwriter for the issuers mentioned herein and may receive remuneration for same. Bank of Montreal or its affiliates (“BMO”) has
lending arrangements with, or provides other remunerated services to, many issuers covered by BMO Nesbitt Burns’ Portfolio,
Action & Research Team. A significant lending relationship may exist between BMO and certain of the issuers mentioned herein.
BMO Nesbitt Burns Inc. is a wholly owned subsidiary of Bank of Montreal. Dissemination of Reports: BMO Nesbitt Burns Portfolio,
Action & Research Team’s reports are made widely available at the same time to all BMO Nesbitt Burns investment advisors.
Additional Matters TO U.S. RESIDENTS: Any U.S. person wishing to effect transactions in any security discussed herein should do so
through BMO Capital Markets Corp. (“BMO CM”) and/or BMO Nesbitt Burns Securities Ltd. (“BMO NBSL”) TO U.K. RESIDENTS:
The contents hereof are intended solely for the use of, and may only be issued or passed onto, persons described in part VI of the
Financial Services and Markets Act 2000 (Financial Promotion) Order 2001.

Member-Canadian Investor Protection Fund. Member of the Investment Industry Regulatory Organization of Canada.

BMO CM and BMO NBSL are Members of SIPC. ® BMO and the roundel symbol are registered trade-marks of Bank of Montreal,
used under license. If you are already a client of BMO Nesbitt Burns, please contact your investment Advisor for more information.
Company Specific Disclosures

For Important Disclosures on the stocks discussed in this report, please go to:
http://researchglobal.bmocapitalmarkets.com/Public/Company_Disclosure_Public.aspx

The authors of this report (or their household members) directly or beneficially own securities of this issuer: None.

Ratings and Sector Key

BMO Capital Markets uses the following ratings system definitions:

= OP = Outperform — Forecast to outperform the analyst’s coverage universe on a total return basis;

= Mkt = Market Perform — Forecast to perform roughly in line with the analyst’s coverage universe on a total return basis;
=  Und = Underperform — Forecast to underperform the analyst’s coverage universe on a total return basis;

= (S) =speculative investment;

=  NR = No rating at this time;

= R=Restricted — Dissemination of research is currently restricted.

Prior BMO Capital Markets Rating System (January 4, 2010 — April 5, 2013):
http://researchglobal.bmocapitalmarkets.com/documents/2013/prior_rating_system.pdf

Other Important Disclosures

For Other Important Disclosures on the stocks discussed in this report, please contact your BMO Nesbitt Burns Investment
Advisor or go to http://researchglobal.bmocapitalmarkets.com/Public/Company_Disclosure_Public.aspx or write to Editorial
Department, BMO Capital Markets, 3 Times Square, New York, NY 10036 or Editorial Department, BMO Capital Markets, 1 First
Canadian Place, Toronto, Ontario, M5X 1H3.

Technical Analysis Disclaimer
Recommendations and opinions contained herein are based on Technical Analysis and do not necessarily reflect fundamental

recommendations and opinions and may relate to companies which, in some instances, are not followed on a fundamental
research basis.
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