FLAHERTY & CRUMRINE PREFERRED INCOME OPPORTUNITY FUND
To the Shareholders of Flaherty & Crumrine Preferred Income Opportunity Fund (“PFO”):
Your Fund wrapped up fiscal 2014 in solid fashion, earning 1.8% total return on net asset value (“NAV”)1
during the fourth fiscal quarter2. For the full fiscal year, total return on NAV was +17.3%. Total returns
computed on market price of Fund shares were even better—at 8.1% for the fourth fiscal quarter and 26.2%
for the fiscal year.
As seen in the following table, Fund returns over various measurement periods have been very good.
The table includes performance of two indices, Barclays Capital U.S. Aggregate and S&P 500, as proxies for
bond and stock markets, respectively. While neither is a benchmark for Fund performance, they provide
context for broad asset categories.
TOTAL RETURN ON NET ASSET VALUE
FOR PERIODS ENDED NOVEMBER 30, 2014
(Unaudited)
Actual Returns

Flaherty & Crumrine Preferred Income
Opportunity Fund . . . . . . . . . . . . . . . . . . . . . .
Barclays Capital U.S. Aggregate Index(2) . . .
S&P 500 Index(3) . . . . . . . . . . . . . . . . . . . . . . .
(1)
(2)
(3)

Three
Months

Six
Months

1.8%
1.0%
3.7%

5.0%
1.9%
8.6%

Average Annualized Returns
One
Year

Three
Years

Five
Years

17.3% 17.0% 17.6%
5.3% 3.0% 4.1%
16.8% 20.9% 16.0%

Ten
Years

8.4%
4.8%
8.1%

Life of
Fund(1)

9.5%
6.1%
9.5%

Since inception on February 13, 1992.
The Barclays Capital U.S. Aggregate Index is an unmanaged index considered representative of the U.S. investment grade,
fixed-rate bond market.
The S&P 500 Index is a capitalization-weighted index of 500 common stocks. The index is designed to measure performance
of the broad domestic economy through changes in the aggregate market value of 500 stocks representing all major industries.

Current performance may be lower or higher than the quoted past performance, which cannot guarantee future
results. In addition, NAV performance will vary from market price performance, and you may have a taxable gain or
loss when you sell your shares.

Preferred securities continue to benefit from gradually improving U.S. economic growth, low inflation
and low global interest rates. Inflation-adjusted U.S. gross domestic product (real GDP) expanded by 2.7%
over twelve months ending in September 2014, and we anticipate similar growth this year. Employment
gains are pushing up personal income, enabling households to reduce debt while still increasing
consumption moderately. Corporations are expanding investments while maintaining strong balance sheets.
Housing is recovering gradually. As a result, credit performance across most lending categories continues to
improve. At the same time, inflation remains low—and a recent plunge in oil prices should push inflation
even lower over coming months. Low inflation and ongoing labor market slack should keep monetary policy
accommodative for some time, although the Federal Reserve is likely to nudge short-term interest rates
higher in the second half of 2015.
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Following the methodology required by the Securities and Exchange Commission, total return assumes dividend reinvestment and
includes income and principal change, plus the impact of the Fund’s leverage and expenses.
September 1—November 30, 2014

In contrast, economic growth has slowed in Europe, Japan, China and many developing countries,
which has pushed down inflation and kept interest rates at extraordinarily low levels globally. U.S. fixedincome investments have benefitted as global investors remain on—in fact, have intensified—a global hunt
for yield. Although we expect U.S. interest rates to rise eventually in response to stronger domestic growth,
any rise will be tempered by these global developments. Falling energy prices and continued geopolitical
risks only reinforce that view.
Market conditions for preferred securities remain healthy. Low yields on competing securities have
attracted more investors to the space, resulting in consistent demand and reasonable levels of
liquidity. Supply of new issues from U.S. and foreign companies significantly surpassed 2013 levels. We
expect issuance will remain elevated in 2015, as issuers work toward future regulatory benchmarks and take
advantage of low interest rates to reduce overall capital expense. We continue to be constructive on the
market, as demand shows little sign of abating.
The Fund’s monthly dividend rate remains unchanged as we begin a new fiscal year. For some time,
conditions have been very favorable for leveraged funds like PFO. Leverage expense is low, while income
generated by the preferred portfolio is relatively high. Issuer redemptions of older high-coupon securities
have put pressure on income, but thus far proactive portfolio moves have lessened the impact. Our strategy
has been effective, but we may reach a point when the dividend rate cannot be maintained prudently,
especially after the Federal Reserve raises short-term interest rates.
In our last letter we anticipated further reducing the Fund’s allocation to foreign securities. We expect
that economic conditions in Europe will remain weak; in addition, new contingent capital securities issued by
European banks to replace older capital structures have yet to tempt us. We believe better opportunities
exist in domestic markets. From the beginning of fiscal 2014 to its end, foreign exposure dropped from
25.5% of assets to 17.1%.
The other important shift in the portfolio involved reducing exposure to rising interest rates. 52.3% of
portfolio assets are fixed-to-floating rate—securities with coupons that are fixed for an initial period, typically
five or ten years, and then float with interest rates (typically short-term rates) according to terms set at
issuance. This floating rate feature dampens price changes of the securities due to changes in interest rates,
as compared to securities with coupons that are fixed-for-life. Yields on these issues tend to be lower than
securities with fixed-for-life coupons, but we believe the tradeoff is prudent.
In the discussion topics that follow, we dig deeper into subjects mentioned here as well as others of
interest to shareholders. In addition, we encourage you to visit the Fund’s website, www.preferredincome.com
for timely and important information.
Sincerely,
The Flaherty & Crumrine Portfolio Management Team:
R. Eric Chadwick
Donald F. Crumrine
Robert M. Ettinger
Bradford S. Stone
January 9, 2015
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DISCUSSION TOPICS
(Unaudited)
The Fund’s Portfolio Results and Components of Total Return on NAV
The table below reflects performance of each element comprising total return for the Fund over both the
recent six months and the Fund’s fiscal year, including: (a) investing in a portfolio of securities; (b) possibly
hedging that portfolio of securities against significant increases in long-term interest rates; and (c) utilizing
leverage to enhance returns to shareholders. Finally, we compute the impact of the Fund’s operating
expenses. All parts are summed to determine total return on NAV.
Components of PFO’s Total Return on NAV
for Periods Ended November 30, 2014

Total Return on Unleveraged Securities Portfolio
(including principal change and income) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
Return from Interest Rate Hedging Strategy . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
Impact of Leverage (including leverage expense) . . . . . . . . . . . . . . . . . . . . . . . . . .
Expenses (excluding leverage expense) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
1
Actual, not annualized
Total Return on NAV

Six
Months1

One
Year

3.8%
N/A
1.9%
(0.7)%
5.0%

12.4%
N/A
6.2%
(1.3)%
17.3%

For comparison, the following table displays returns over the same time period on four indices compiled
by Bank of America Merrill Lynch, reflecting various segments of the preferred securities market. Because
these index returns exclude all expenses and the impact of leverage, they compare most directly to the top
line in the Fund’s performance table above (Total Return on Unleveraged Securities Portfolio).
Total Returns of Bank of America Merrill Lynch Preferred Securities Indices2
for Periods Ended November 30, 2014

BofA Merrill Lynch 8% Constrained DRD Eligible Preferred Securities IndexSM . . .
BofA Merrill Lynch Hybrid Preferred Securities 8% Constrained IndexSM . . . . . . . .
BofA Merrill Lynch US Capital Securities US Issuers 8% Constrained IndexSM . . . .
BofA Merrill Lynch 8% Constrained Core West Preferred & Jr Subordinated
Securities IndexSM . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
2

3

Six
Months3

One
Year

4.3%
4.7%
2.8%

14.5%
14.4%
11.3%

3.3%

12.6%

The Bank of America Merrill Lynch 8% Constrained DRD Eligible Preferred Securities IndexSM (P8D0) includes investmentgrade, fixed or fixed-to-floating rate, preferred securities of U.S. issuers that qualify for the corporate dividend received
deduction with issuer concentration capped at a maximum of 8%. The Bank of America Merrill Lynch Hybrid Preferred
Securities 8% Constrained IndexSM (P8HO) includes investment-grade, fixed or fixed-to-floating rate, U.S. dollar-denominated
taxable preferred securities of both U.S. and foreign issuers structured for retail investors with issuer concentration capped at
8%. The Bank of America Merrill Lynch US Capital Securities US Issuers 8% Constrained IndexSM (C8CT) includes investmentgrade, fixed or fixed-to-floating rate, $1,000 par securities of primarily U.S. issuers that receive some degree of equity credit
from the rating agencies or their regulators with issuer concentration capped at a maximum of 8%. The Bank of America Merrill
Lynch 8% Constrained Core West Preferred & Jr Subordinated Securities IndexSM (P8JC) includes U.S. dollar-denominated
investment-grade or below investment-grade, fixed rate, floating rate or fixed-to-floating rate, retail or institutionally structured
preferred securities of U.S. and foreign issuers with issuer concentration capped at 8%. All index returns include interest and
dividend income, and, unlike the Fund’s returns, are unmanaged and do not reflect any expenses.
Actual, not annualized
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The BofA Merrill Lynch 8% Constrained Core West Preferred & Jr Subordinated Securities IndexSM is a
recently created preferred securities index that most closely matches the Fund’s investable universe based
on its investment guidelines. It aggregates together most securities found in the other three investmentgrade preferred securities indices and also includes (a) a greater percentage of U.S. dollar-denominated
securities issued by foreign companies (27% as of November 30, 2014) and (b) below investment-grade
preferred securities (35% rated below investment-grade by Moody’s, Standard and Poor’s and Fitch as of
November 30, 2014. The Fund is currently permitted to invest up to 30% of its portfolio in foreign securities
and up to 25%; of its portfolio in securities rated below investment grade by all three of these rating
agencies.
During fiscal 2014, the Fund’s total return on NAV significantly exceeded the returns on all the named
BofA Merrill Lynch indices because of the Fund’s use of leverage. While leverage can reduce returns during
periods of adverse market conditions, during the recent fiscal year it enhanced price returns and its low cost
increased the Fund’s distributable income.
Total Return on Market Price of Fund Shares
While our focus is primarily on managing the Fund’s investment portfolio, our shareholders’ actual
return is comprised of the Fund’s monthly dividend payments plus changes in the market price of Fund
shares. During the twelve-month period ending November 30, 2014, total return on market price of Fund
shares was 26.2%.
Historically, the preferred securities market has experienced price volatility consistent with those of
other fixed-income securities. However, from mid-2007 through 2010, preferred-security valuations,
including both the Fund’s NAV and the market price of its shares, moved dramatically when there was
significant volatility throughout financial markets. The chart below contrasts the relative stability of the Fund’s
earlier and more recent periods with recent volatility in both its NAV and market price. Virtually all fixedincome asset classes experienced increased volatility over this period.

Flaherty & Crumrine Preferred Income Opportunity Fund (PFO)
NAV and Market Performance on a $1,000 Investment through 12/31/2014
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In a more perfect world, the market price of Fund shares and its NAV, as shown in the chart on page 4,
would track more closely. If so, any premium or discount, calculated as the difference between these two
inputs and expressed as a percentage, would remain relatively close to zero. However, as can be seen in
the chart below, this often has not been the case. The Fund began fiscal 2014 with its market price at a
discount to NAV, but ended the fiscal year with its market price at a premium to NAV. As a result, the total
return earned on market price was greater than the total return on NAV.
Although divergence between NAV and market price of a closed-end fund is generally driven by supply/
demand imbalances affecting its market price, we can only speculate about why the relationship between
the Fund’s market price and NAV has not been closer.

Flaherty & Crumrine Preferred Income Opportunity Fund (PFO)
Premium/Discount of Market Price to NAV through 12/31/2014
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Based on a closing price of $11.55 on December 31st, and assuming its current monthly distribution of
$0.073 does not change, the annualized yield on market price of Fund shares was 7.6%. In our opinion, this
distribution rate measures up favorably with most comparable fixed-income investment opportunities. Of
course, there can be no guarantee that the Fund’s dividend will not change based on market conditions.
Economic and Interest Rate Recap and Outlook
2014 was an eventful economic year. An unusually cold and snowy winter got the U.S. economy off to a
weak start as real GDP fell by 2.1% in the first quarter. It rebounded strongly thereafter, however, posting
average growth of 4.8% over the following two quarters. Job growth accelerated, and unemployment fell.
Consumer spending and business investment improved. Government spending swung from a drag on
growth to a mild positive. The Federal Reserve ended its securities purchase program and is moving closer
to raising short-term interest rates. U.S. economic growth appears—finally—to have moved to a higher
plane. Surprisingly, long-term Treasury bond yields fell by more than 100 basis points in 2014.
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After rising sharply in the second half of 2013, we expected long-term rates to come down a bit in 2014,
but we were surprised by the magnitude. If one ever needs evidence of global interconnectedness of capital
markets, 2014 was a good example. While U.S. economic growth accelerated as the year progressed, it
slowed in Europe, Japan, China and a number of developing countries. Monetary policy eased globally and
appears poised to become even easier in 2015. Moreover, inflation slowed, and a recent drop in oil prices is
likely to pull inflation down even more. Global yields fell to new lows.
Credit conditions in the United States generally improved, and we expect further gains in 2015.
Progress in Europe (excluding the United Kingdom) was much slower, however. Although there are credits
we like in Europe, we think overall credit conditions in the United States remain more favorable.
At the same time, geopolitical risks proliferated last year. Russia’s annexation of Crimea and support for
breakaway factions in eastern Ukraine rekindled Cold War fears. Islamic State made extensive and brutal
advances in Iraq. With two deadlines already passed, Iran has yet to reach a nuclear agreement with the
West. And North Korea is finding new ways to solidify its status as a rogue nation. The United States is a
rock of political and economic stability by comparison.
With the U.S. dollar strengthening and yields still relatively high, foreign investors poured money into
U.S. fixed income investments—and many U.S. investors decided to keep money at home rather than seek
alternatives abroad. Lower yields and higher prices were a result and provided a welcome tailwind to the
Fund’s portfolio of preferred securities.
Looking ahead, we believe sturdier U.S. economic growth in a range of 2.5-3.0% will prompt the
Federal Reserve to raise short-term interest rates—probably in the second half of 2015. However, sluggish
global growth and stubbornly low inflation are likely to keep the Fed circumspect. We expect the Fed to raise
the federal funds rate by 25 basis points only once per quarter, or perhaps even less frequently. This is in
contrast to prior episodes of monetary tightening, when the Fed typically raised rates twice as fast.
Normally, such a path of tightening would result in gradual increases in long-term yields. However,
unless factors that pushed interest rates down in 2014 reverse in 2015, which we do not anticipate, U.S.
yields probably will remain lower than what we would normally expect for a given level of economic growth.
This suggests that U.S. intermediate- and long-term yields should increase in 2015, but only modestly. With
credit conditions in the U.S. still improving, preferred securities with attractive spreads and intermediate
duration should fare well, and the Fund’s portfolio is positioned accordingly, as we describe in more detail
below.
Preferred Market Conditions
As interest rates fell and economic growth improved last year, many investors turned to the preferred
market for yield, and prices appreciated significantly. Retail investors, who sold large amounts of preferred
securities in the second half of 2013, returned to the market—buying newly-issued $25 par preferred
securities, as well as preferred-focused closed-end, mutual and exchange-traded funds in 2014. After
performing poorly in 2013, retail-oriented $25-par securities were generally among the best-performing
preferreds in 2014.
Lower interest rates also attracted corporate bond investors to preferred securities. The broader
corporate bond market generally trades at a “spread” to Treasuries, and falling interest rates usually mean
lower corporate bond yields. Those lower yields caused institutional bond investors to take a deeper look at
the preferred market, where many investment grade companies issue higher-yielding and moresubordinated securities. As the preferred investor base expanded, prices rose.
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Robust demand also spurred new issuance in 2014. Traditional corporate bond investors were attracted
to fixed-to-floating rate securities with a short five-year fixed-rate period. U.S. issuers, mostly financial
institutions, wasted little time bringing those preferreds to market, with coupons typically around five percent.
This class of five-year fixed-to-floating rate preferreds saw enormous growth with close to $10 billion in new
issuance versus just over $1 billion in 2013.
The contingent convertible (“CoCo”) market that we discussed in our last semi-annual report continued
to evolve in 2014. European & U.K. banks remain primary issuers, and Asian banks emerged as new
adopters. Although rapid, CoCos’ growth spurt was expected, as financial institutions across the globe
rushed to meet higher regulatory capital requirements under Basel III. The surge of new CoCo issuance
bolstered our belief that U.S. banks were better capitalized going into 2014 and continue to be more prudent
investments. The Fund kept its wait and see approach on the nascent CoCo market.
While preferred prices generally rose in 2014, their ascent was not entirely smooth, and preferreds did
follow the broader market for the most part. The aforementioned low-coupon, five-year fixed-to-floating rate
securities noticeably underperformed when markets were weak, as corporate, especially high-yield, bond
investors sought to reduce risk or meet redemptions during those periods. We tend to be cautious with
vogue trends in preferreds, because these fads tend to come and go. Nevertheless, the momentum and
tone of preferred securities remained positive moving into 2015.
The Fund’s Preferred Portfolio
The Fund’s investment portfolio reflects our view of preferred market conditions, the economic outlook
here and abroad and, most importantly, fundamental credit quality. As a result, we currently favor U.S.
financial companies and structures designed to be less price sensitive to changing interest rates.
Since the financial crisis, credit metrics at financial institutions in the U.S. have improved measurably,
due largely to stricter regulation. In general, the sector is significantly better capitalized and financial
statements are more transparent than at any time in memory. As preferred investors, we focus on the
amount of common equity capital supporting bank assets (since common equity is the only capital junior to
preferred stock). On average, this measure has more than doubled since late 2008. Foreign financial
institutions, facing slower-growing economies (and a regulatory structure only Rube Goldberg could admire),
lag their U.S. counterparts in building capital.
Against this backdrop, the Fund reduced exposure to foreign securities, largely European banks, and
increased exposure to U.S. banks. Foreign holdings fell to 17.1% as of fiscal 2014 year-end, down from
25.5% in the prior year. Bank exposure increased by 8.7% to 48.5% over the same period. These shifts
reflected our evolving views on credit conditions and relative value in the preferred market.
By fiscal year end, the Fund had increased exposure to fixed-to-floating rate preferred securities to
52.3% from 44.5% at last year end. This strategy resulted in better performance compared to benchmark
preferred indices when interest rates rose in 2013, but resulted in underperformance in 2014, as rates fell. If
we had known long-term interest rates would fall as much as they did during 2014, we would have held onto
some of those long-duration fixed-for-life preferreds longer than we did. Nonetheless, we think fixed-tofloating rate preferreds offer more attractive risk-adjusted returns than most fixed-for-life issues, especially
for a leveraged fund. As shown above, total return on Fund’s net asset value for fiscal 2014 was very good.
Of course, there were numerous other, smaller changes in the portfolio. We anticipate more going
forward, as we adapt to an ever-changing investment environment—and an increasingly globalized one.
7

Finally, Fund leverage is a factor in portfolio construction. Because leverage magnifies portfolio risk, we
may choose to invest in securities with lower yields, but superior risk characteristics. Use of leverage permits
greater latitude to make decisions based on a security’s risk/reward profile while generating income
available for distribution to shareholders. This is not always the case, but when we can meet the Fund’s
income objective with less portfolio risk, we try to take advantage of it.
Monthly Distributions to Fund Shareholders
Regular readers may find the following quite familiar, as we wrote about it at this time last year.
However, it is still relevant and bears repeating. When it comes to projecting income available to
shareholders in future years, the elephant in the room is the expected cost of leverage. Use of leverage is
an important part of the Fund’s strategy for producing high current income, and we could not produce the
Fund’s current level of income without it. Leverage costs, which for the Fund are currently 3-month LIBOR
+0.75%, reset quarterly, remained low throughout 2014—much as we expected. We are, however, another
year into economic recovery in the United States and, therefore, closer to an eventual rise in short-term
rates. Although we still expect any rise to be gradual, higher cost of leverage would have a negative impact
on distributable income.
Looking into 2015 and beyond, with potentially higher leverage costs, there are two questions that
shareholders might ask.
If you expect the cost of leverage to increase, why not remove leverage from the Fund?
The answer is twofold. First, so long as the cost of leverage is below income earned on the portfolio—
which in the case of the Fund, has almost always been the case—income available to shareholders will be
higher with leverage than it would be without leverage. Second, following the same logic, removing leverage
today would result in a material reduction in the current dividend rate given current wide spreads between
yields on preferred securities and cost of leverage. So even if leverage costs increase, benefits to
distributable income over time can still be substantial as long as leverage costs do not exceed portfolio yield.
If you think short-term rates are going to increase, why don’t you hedge the cost of leverage?
In general, hedging is done for two reasons: first, to reduce absolute exposure to a particular risk; and
second, to reduce volatility associated with a particular risk. When considering a hedge against a rise in
short-term rates, one has to weigh cost versus benefit. If we knew exactly when rates would rise and by how
much, then we could evaluate the explicit costs and determine if it would be a winning trade.
Since we don’t know the exact timing or magnitude of higher short-term interest rates, a hedge is really
another investment decision—one in which we would be betting that the cost of a hedge now (in the form of
higher leverage costs today) will be lower than the actual cost of leverage (unhedged) over the hedge’s
timeframe. In other words, the Fund’s distributable income would be lower today if we were to hedge the
cost of leverage very far into the future. This is because today’s upward-sloping yield curve means the
market already expects rates in the future to be higher, so that expected cost is reflected in hedging cost
today.
We acknowledge this is complicated, but to simplify: hedging the cost of leverage today would result in
lower income today—and may or may not result in improved return (relative to no hedge) in the future. This
is because hedging today costs money.
We are not opposed to hedging leverage costs in the right context, but we acknowledge that a hedge is
a bet on the timing and magnitude of rate increases relative to the market’s pricing of these risks. There are
8

times when the market’s expectations of future rates make this a worthwhile bet, or when risk reduction
offered by hedging is particularly valuable, but we don’t feel this is true today. Funds that have hedged over
the past couple years have missed out on quite a bit of distributable income without yet providing protection
since short-term interest rates haven’t yet risen.
We would like our shareholders to understand that we are not currently hedging the cost of leverage,
and are unlikely to do so unless the market’s expectations (and therefore, hedging costs) change. As a
result, shareholders are receiving more income today (and have received more over the last several years)
in exchange for potentially lower income and returns in the future. Given the current cost of hedging, we
have so far decided it is best to take short-term rates as they come.
Federal Tax Advantages of 2014 Calendar Year Distributions
In calendar year 2014, approximately 68.9% of distributions made by the Fund was eligible for
treatment as qualified dividend income, or QDI. For taxpayers in the 15% marginal tax bracket, QDI is taxed
by the federal government at 0% instead of an individual’s ordinary income tax rate; for taxpayers in the
25%-35% marginal tax brackets, QDI is taxed at 15%; and for taxpayers in the 39.6% marginal tax bracket,
QDI is taxed at 20%.
For an individual in the 28% marginal tax bracket, this means that the Fund’s total distributions will only
be taxed at a blended 19.0% rate versus the 28% rate which would apply to distributions by a fund investing
in traditional corporate bonds. This tax advantage means that, all other things being equal, such an
individual who held 100 shares of common stock of the Fund for the calendar year would have had to
receive approximately $99 in distributions from a fully-taxable bond fund to net the same after-tax amount as
the $87.60 in distributions paid by the Fund.
For detailed information about tax treatment of particular distributions received from the Fund, please
see the Form 1099 you receive from either the Fund or your broker.
Corporate shareholders also receive a federal tax benefit from the 30.4% distributions that were eligible
for the inter-corporate dividends received deduction, or DRD.
It is important to remember that composition of the portfolio and income distributions can change from
one year to the next, and that the QDI or DRD portions of 2015’s distributions may not be the same (or even
similar) to 2014.
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