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Preferred shares are a popular income investment as they pay dividends on
a quarterly basis. As preferred shares rank senior to common shares and
junior to debentures, dividends are paid only after the claims of debenture
holders are met, and before any dividends are paid to common shareholders.
A primary reason for issuing preferred shares is to help a company keep its
debt-to-equity ratio in balance. This is important because issuing too much
debt can jeopardize a company's financial condition and, in turn, its credit
rating. Moreover, preferred shares offer the issuer financial flexibility
because payments are not considered a legal obligation, as they are with
debentures.
Credit Rating
As dividend payments are not a legal obligation, preferred shares are
generally viewed as higher risk than high-grade debentures. As such, it is
important to consider an issuer's financial health as part of the investment
decision. Dominion Bond Rating Service (DBRS) and Standard and Poor's
Rating Service (S&P) provide credit ratings for most Canadian preferred
shares. These ratings, which range from 'P-1' (highest) to 'P-5' (lowest), are
defined in Appendix A on page 5.
Issues that are rated 'P-1', 'P-2' or 'P-3' are considered to be financially sound.
Financial institutions, pipelines and utilities are typically rated 'P-1' or
'P-2'. A 'P-3' rating is usually reserved for companies that are sensitive to
economic cycles. A 'P-4' rating is an indication of financial weakness and/
or high operating risk. All else equal, the weaker the credit rating, the higher
the yield.
Dividends
Most preferred shares have a stated par value of $25. The annual dividend
is expressed as a dollar amount (i.e., $1.30) or as a percent of par value (i.e.,
5.20%). Dividends are usually paid quarterly. Preferred share dividends may
be cumulative or non-cumulative. Cumulative dividends, if suspended due
to financial distress, will accrue and must be paid in full before common
dividends may be reinstated or before the preferred share may be redeemed.

Preferred Shares — An Introduction

page 2

Industrial companies and utilities usually pay cumulative dividends. Noncumulative dividends do not accrue, so holders are not entitled to unpaid
dividends if they are interrupted or suspended. Financial companies tend
to pay non-cumulative dividends.
Dividend Tax Credit
Preferred share dividends paid by Canadian corporations are paid out of aftertax earnings. Consequently, by the time investors receive their dividend
payment, it has already been subject to tax at the corporate level. To alleviate
double taxation, individual investors receive tax relief through the dividend
tax credit.
In late 2005, the Department of Finance proposed a change to the existing
dividend tax credit that would reduce the Federal tax rate on dividends to
14.5% from 19.6%. The table below compares top Federal marginal tax rates
for Canadian residents in the highest tax bracket assuming the proposed
change is passed into legislation.
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Redemption Privilege
Companies are permitted to buy back their shares according to a specific
redemption schedule. Redemption is the issuer's privilege and is not
mandatory. If interest rates fall substantially an issuer is more likely to
redeem a preferred share in order to refinance at a lower rate. This is a
disadvantage for shareholders who must reinvest the redemption proceeds
in a lower interest rate environment. If rates rise substantially an issuer is
unlikely to exercise their redemption privilege and the issue will remain
outstanding.
Retraction Privilege
Some preferred shares are issued with a retraction feature that allows the
shareholder to sell their shares back to the issuer according to a specific
retraction schedule. If interest rates are relatively high on the retraction date,

BMO

Nesbitt Burns

R

Preferred Shares — An Introduction

page 3

a shareholder is more likely to tender their shares and reinvest the proceeds
in a higher-yielding investment. If rates are low, they will likely hold their
shares for as long as possible.
Exchange Privilege
Certain issues allow a company to pay redemption or retraction proceeds
with their common shares instead of cash. This is known as an exchange
feature. If the issuer chooses to exercise this privilege, the number of new
shares is determined using the formula illustrated in Appendix B on page
6. While it is rare for a company to exercise an exchange privilege, it adds
an element of flexibility for the issuer if sufficient cash is not readily
available.
Purchase Fund
Issues that contain a purchase or sinking fund are gradually repurchased
and retired by the issuer according to specific terms. Under a purchase fund,
the issuer agrees to retire a specified amount of shares each year by making
purchases in the open market. Under a sinking fund, the company sets
money aside every year to gradually retire the entire issue. If purchases
cannot be made in the open market, the required number of shares will be
called for redemption. The impact of a purchase or sinking fund is that the
total number of shares outstanding gradually decreases. This reduces
marketability of the issue, but tends to support the share price.

Types of Preferred Shares
There are four different types of preferred shares: retractable, fixed rate, fixed
reset and floating rate as described below.
Retractable
A retractable preferred share offers the holder the privilege to return their
shares to the issuer for a specified price (usually par value) on a specified
date. A retractable share is valued primarily on its yield-to-retraction, which
is the return based on receiving dividends plus a capital gain or loss upon
retraction. A retractable preferred share is considered to be defensive as the
retraction feature lends price support in a rising interest rate environment.
In turn, the yield on a retractable preferred share is among the lowest in
the sector. In recent years, the new issuance of retractable preferred shares
has fallen dramatically as other types of preferred shares offer issuers greater
financial flexibility.
Fixed Rate ("Straight")
A fixed rate "straight" preferred share does not offer a retraction feature. It
pays a fixed dividend rate and is valued on its current yield (i.e., dividend /
market price). If the redemption date is approaching, an investor should
focus on the yield-to-redemption, which is the return based on receiving
dividends plus a capital gain or loss upon redemption.
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As redemption is the issuer's privilege and is not mandatory, a fixed rate
preferred share is considered to have a very long (or "perpetual") term. As
such it will be more sensitive to changes in interest rates than a retractable
preferred share (Chart 1). Given its sensitivity to interest rates, an investor
must be prepared to accept fluctuations in market value as rates change over
time. A fixed rate preferred share offers among the highest yield in the sector, appealing to investors who are highly income-oriented. In recent years,
the new issuance of fixed rate preferred shares has increased substantially.
Chart 1
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Fixed Reset
A fixed reset preferred share offers a fixed dividend for a specified number
of years (usually five) and thereafter is subject to reset every five years. As
there is no retraction privilege, a fixed reset preferred share is considered to
have a very long (or "perpetual") term. However, the periodic reset feature is
designed to minimize the impact of changes in interest rates over time, as it
brings the dividend into line with current market yields. As a consequence,
a fixed reset preferred share will outperform a fixed rate issue if interest rates
rise. This defensive feature appeals to an investor who is seeking a relatively
high yield, but who is concerned about rising interest rates.
Floating Rate
A floating rate preferred share pays a dividend that is based on Canadian
prime rate (prime). The dividend rate will range from 50% to 100% of prime,
depending on the particular issue. Because its dividend is linked to the
prime rate, a floating-rate preferred share tends to appreciate when rates
are rising, or anticipated to rise, and depreciate during periods of falling
rates, all else equal.

BMO

Nesbitt Burns

R

Preferred Shares — An Introduction

page 5

U.S. Pay
Some Canadian preferred shares are denominated in U.S. dollars. These
issues are listed on the S&P/TSX and pay U.S. dollar dividends. As the
issuers are Canadian entities, they are eligible for the dividend tax credit.
Income-oriented individuals who have U.S. dollars to invest enjoy the
benefits offered by U.S.-pay preferred shares.

Appendix A — Preferred Share Rating Scale
Dominion Bond Rating Service
P-1 Superior quality. Supported by strong earnings and balance sheet
characteristics. Generally corresponds to companies whose senior
bonds are rated 'AA' to 'AAA'.
P-2 Satisfactory quality. Protection of dividends and principal is still
substantial, but earnings, balance sheet, and coverage ratios are not as
strong as P-1 rated companies. Generally corresponds to companies
whose senior bonds are rated 'A'.
P-3 Adequate quality. While protection of dividends and principal is still
considered acceptable, the issuer is more susceptible to adverse
changes in financial and economic conditions, and there may be other
adversities present which detract from debt protection. Generally
corresponds to companies whose senior bonds are rated in the higher
end of the 'BBB' category.
P-4 Speculative. The degree of protection afforded to dividends and
principal is uncertain, particularly during periods of economic
adversity. Generally corresponds to companies whose bonds are rated
'BB' to the lower end of the 'BBB' category.
P-5 Highly speculative. The ability of the issuer to maintain timely dividend and principal payments in the future is highly uncertain.
Generally corresponds to companies whose bonds are rated 'B' or lower.
May have characteristics that, if not remedied, may lead to default.
Standard & Poor's Rating Service
P-1 Highest quality. The issuer's capacity to meet its financial commitment
is extremely strong.
P-2 Adequate quality. Exhibits adequate protection parameters. Adverse
economic conditions or changing circumstances are more likely to lead
to a weakened capacity to meet financial commitments.
P-3 Somewhat speculative. Less vulnerable to non-payment than other
speculative issues, however, faces major ongoing uncertainties or
exposure to adverse business, financial, or economic conditions that
could lead to inadequate capacity to meet financial commitments.
P-4 Speculative. More vulnerable to non-payment than P-3 rated obligations, but the issuer currently has the capacity to meet financial
commitments. Adverse business, financial, or economic conditions will
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likely impair the issuer's capacity or willingness to meet financial commitments.
P-5 Highly speculative. Currently vulnerable to non-payment and dependent upon favourable business, financial, and economic conditions in
order to meet financial commitments. In the event of adverse business,
financial or economic conditions, the issuer is unlikely to have the capacity to meet financial commitments.

Appendix B — Exchange Feature
Preferred shares that allow the issuer to pay redemption and/or retraction
proceeds with their common shares in lieu of cash are known as
exchangeable preferred shares. The number of common shares to be distributed is determined by the following formula:
The preferred share cash redemption price (plus declared and unpaid dividends) is divided by the greater of $1.00 and 95% of the weighted average
trading price of the common shares during a specified 20 business day period.
Example: Westcoast Energy 8.08% Cumulative First Preferred Share Series 2 was redeemed on October 29, 2001. The issuer chose to pay redemption proceeds with
their common shares instead of $25 cash per preferred share. The average weighted
trading price for Westcoast common for the 20 day period between September 27,
2001 and October 25, 2001 was $41.28. When shares were distributed on
October 29, 2001 Westcoast common was trading at $41.90.
Preferred shareholders received 0.6375 Westcoast Energy common shares
calculated as follows:
$25.00
0.95 x $41.28
$25.00
$39.22
= 0.6374 Westcoast Energy common shares
Redemption value of the common shares:
0.6374 x $41.90
=$26.70
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RT11240 (05/06)
General Disclosure
The information and opinions in this report were prepared by BMO Nesbitt Burns Inc., and BMO Nesbitt Burns Ltee/Ltd’s Investment
Strategy Group (“BMO Nesbitt Burns”). Harris Nesbitt Corp. (“HNC”) is an affiliate of BMO Nesbitt Burns. BMO Nesbitt Burns and HNC are
subsidiaries of Bank of Montreal.
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, HNC or their affiliates will buy from or sell to customers the securities of issuers mentioned in this report on a principal
basis. BMO Nesbitt Burns, HNC, their 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, HNC or their 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 Financial Group”) has lending arrangements with, or provides other remunerated services to, many issuers covered
by BMO Nesbitt Burns’ Portfolio Services Group. A significant lending relationship may exist between BMO Financial Group and certain of
the issuers mentioned herein.
Dissemination of Reports
BMO Nesbitt Burns Investment Strategy Group’s reports are made widely available at the same time to all BMO Nesbitt Burns Investment
Advisors. Please contact your Investment Advisor for more information.
Additional Matters
TO U.S. RESIDENTS: HNC and/or BMO Nesbitt Burns Securities Ltd., affiliates of BMO Nesbitt Burns, furnish this report to U.S. residents and
accept responsibility for the contents herein subject to the terms as set out above. Any U.S. person wishing to effect transactions in any
security discussed herein should do so through HNC and/or BMO Nesbitt Burns Securities Ltd.
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.
BMO Nesbitt Burns is a Member of CIPF. HNC is a Member of SIPC.
® BMO and the roundel symbol are registered trade-marks of Bank of Montreal, used under licence.
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