FLAHERTY & CRUMRINE PREFERRED INCOME OPPORTUNITY FUND
To the Shareholders of Flaherty & Crumrine Preferred Income Opportunity Fund:
Your Fund continues to benefit from strong markets, active management, and efficient use of leverage.
During the third fiscal quarter1, total return on net asset value2 was +7.6%. Since the fiscal year began on
December 1, 2011, total return on NAV was an eye-popping +22.8%. Total return based on market price of
Fund shares for the comparable periods was +8.9% and +21.2% respectively.
Conditions in the preferred market have been, and remain, positive. Redemptions of securities have
significantly outpaced new issues, leaving many investors scrambling to find replacements. In addition, it
appears that fixed-income investors are increasingly turning to preferred securities, attracted to relatively
high yields.
Since June 1, redemptions of preferred securities totaled roughly $44 billion. Redemptions of trust
preferred securities issued by U.S. banks accounted for almost $34 billion. As discussed in the past, over
the coming years certain important regulatory benefits of trust preferreds available to banks will be phased
out as a result of Dodd-Frank reform legislation. Changes in regulatory treatment of preferred securities and
historically low current interest rates made many older issues ripe for redemption.
New issue activity has been robust, but the amount of new issuance, almost $29 billion since June 1,
has fallen well short of redemptions. Of this amount, only $6.5 billion was issued by U.S. banks in the new
form of qualifying Tier 1 capital. This is largely as expected—most banks have chosen to build up capital by
retaining earnings and issuing common stock. The balance of new issues came from a variety of industries,
including insurance ($3.6b), other finance ($5.5b), REIT ($5.7b), foreign banks, ($2.0b) and miscellaneous
industrials and energy ($5.7b).
Fundamental credit quality has improved steadily since the financial crisis, despite sluggish economic
growth. As preferred investors, we focus primarily on an issuer’s balance sheet to ensure the company’s
ability to meet its obligations. From our perspective, corporate balance sheets are healthier now than at any
time in recent memory. Of course, not all companies are thriving. The ongoing European crisis has strained
issuers in that region. However, our approach of owning preferred securities issued by strong, diversified
European companies paid off recently—this segment of the portfolio (13% as of August 31st) was the Fund’s
top performer during the quarter.
Leverage is an essential component of Fund strategy. We expect the cost of leverage to be below the
yield on the Fund’s investment portfolio, providing a boost to income available to shareholders. In addition,
leverage magnifies the principal change of securities in the portfolio. With leverage, if total return (the sum of
income plus principal change) on portfolio holdings is positive (negative), total return on net asset value of
the Fund will be even higher (lower) than an unleveraged portfolio. The Fund’s leverage has worked exactly
as expected and helped produce this year’s excellent returns.
While we welcome strong performance for the Fund, shareholders should understand that the decline in
preferred securities’ yields in the years since the financial crisis, if they persist, will put downward pressure
on Fund income over time. The Fund continues to have holdings in bank trust preferred securities that will
1
2

June 1, 2012—August 31, 2012
Following the methodology required by the SEC, total return includes income and principal change, plus the impact of the Fund’s
leverage and expenses.

likely be redeemed (approximately 7.4% of its total net assets as of August 31, 2012) and which have a
weighted average current yield of approximately 8.04% as of August 31, 2012. New issue preferred
securities have been coming at yields in the range of 5.20-6.25%. We are working hard to reinvest proceeds
from called issues into attractive securities, but in most cases, yields on those securities are lower than the
called securities.
On the flip side, the Fund’s cost of leverage has remained low, as the Federal Reserve has increased
its monetary accommodation. In addition, the Fund increased its dollar amount of leverage as preferred
securities’ values increased while its percentage amount of leverage remained at around 33% as of
August 31, 2012. Both have helped support the Fund’s distributable income per common share. However,
leverage costs cannot drop much further. At some point, the lower yield on preferred securities—again, if
they persist—will reduce Fund income. While the distribution rate probably will be lower at some point in the
future, we believe preferred securities offer attractive total return potential and the Fund will continue to offer
a competitive distribution rate.
As always, we encourage you to visit the Fund’s website www.preferredincome.com for a more in-depth
discussion of conditions in both preferred markets and the broader economy.
Sincerely,

Donald F. Crumrine
Chairman

Robert M. Ettinger
President
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