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Preferred Equity: Overview

• Preferred equity is a separate class of stock entitling holders to certain 
preferences and rights over common stockholders

• Issuing preferred equity provides a capital raising opportunity for 
companies with limited/restricted capital or high-leverage metrics

• The terms of the preferred equity are flexible and bespoke

• Most preferred equity issued today is:

o issued to institutions in private placements, and 

o tailored to the circumstances, the issuer and the investor



• Preferred equity is an attractive investment because:

o Fixed income returns

o Less volatility than common equity

o Capital appreciation

o Down-side protection superior to common stock

o Potential protection with targeted governance rights

o Transaction or commitment fees that reimburse investor’s 
expenses

Gibson Dunn 10

Preferred Equity: Investor Benefits



• Preferred equity is an attractive source of capital to issuers when:

o Private equity is unavailable or unattractive

o There is limited market or demand for common equity

o Debt financing is less attractive or unavailable

o There are institutional or affiliated sources of capital 

Preferred Equity: Company Benefits

Gibson Dunn 11



• Provides flexibility

o Terms

o Debt-like features for investors while compliant with debt 
covenants

o Partial equity treatment for issuer (see S&P guidance in July 2019)

o May reduce dilution

• Has been a useful tool for companies in numerous industries, including 
energy, pharmaceuticals, telecommunications, and hospitality 
industries

o Registered offerings of retail marketed preferred stock/units far less 
common

Preferred Equity: Company Benefits (cont’d)
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• Potentially raise more capital than in PIPE of common equity

o Where there is a lack of market for public equity or extreme 
dilution at low stock price

• Potentially issued at cheaper cost of capital than private equity or 
common equity

• Current management can maintain control while raising large amount 
of capital

o Investor uses only targeted governance rights to protect 
investment

o Particularly relevant for asset development financing

• Terms customized to meet the needs of the issuer and investor

Preferred Equity: General Considerations

Gibson Dunn 13



• However…

o Coupon payments likely higher than debt

➢ PIK option may be important

o Cross-default provisions may cause issues

o Approval rights or other terms can limit flexibility when addressing balance sheet 
issues (e.g., refinancing debt or selling assets)

o Dilution of current investors if convertible

o Could have ratings implications on the capital structure if treated as a debt 
security

o Does not improve liquidity long-term

o Process is longer than a public offering
➢ Negotiating terms can be lengthy

➢ Obtaining consents may increase cost

➢ May involve registration of underlying common or stockholder vote (after the company 
receives the capital)

Preferred Equity: General Considerations (cont’d)
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• 20% Rule: Shareholder consent required if voting power of preferred stock sold at a 
below market price is greater than 20% of voting shares outstanding or if 
purchasers include officers or directors 

o Correct structuring may allow for capital raise above this limitation

o Employ “Bridge To Common”

➢ Investor receives convertible preferred that converts into:

• Preferred equity with negotiated characteristics automatically upon 
shareholder approval OR

• Common equity or preferred equity with 19.99% voting power, plus 
enhanced terms to the preferred equity if shareholder approval not 
received

• Shareholder approval may also be required if insufficient authorized and unissued 
shares available

• If preferred equity is convertible/voting, investor may be sensitive to owning 
greater than 5% or 10% of total outstanding common/voting power

Gibson Dunn 15

Preferred Equity: Special Public Company Considerations
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Cons:

• Investors may seek Restrictive 
Covenants or Governance Rights

• Dilution of Common if Convertible

• Cross-Default Provisions may cause 
Issues

• Coupon Payments may be Higher than 
Debt

• More Complicated Process than 
Common Issuance

• May Require Shareholder Approval 

Pros:

• Customization of Terms

• Avoid Dilution of Common at 
Issuance

• May be Available when Common is 
not Marketable

• Maintain Compliance with Debt 
Covenants

• Potential Cheaper Cost of Capital 
than Debt

• Relatively Quick Execution

Preferred Equity: General Considerations Summary



• Accounting

o Debt versus equity classifications and allocations under GAAP

o Embedded derivatives

o Beneficial conversion features

o Implications of transaction structure on future EPS and balance 
sheet reporting

o Note ASU 2020-06, which became effective for most public 
companies for fiscal years beginning after 12/15/21, subject to 
phase-in for SRCs, electing EGCs and private companies

Selected Accounting Considerations

Gibson Dunn 17



• Whether the instrument is recharacterized by statute or common law 
as a debt instrument is a material consideration for the company and 
holders

• Holders, in particular, will have an interest in timing of their income 
accruals and whether earnings are subject to withholding taxes

• A “change of control” for tax purposes could limit ability to use net 
operating losses (“NOLs”) and similar tax attributes (like tax basis in 
excess of fair market value (“FMV”)

Selected Tax Considerations

Gibson Dunn 18



2. Key Structuring Characteristics
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• The structure of preferred equity is highly negotiated, and the terms 
will be driven by the company and the investors. 

• Considerations in structuring preferred equity include:

Key Structuring Considerations

Gibson Dunn 20

o dividend payments

o liquidation preference

o redemption rights

o voting power and negative 
covenants

o board representation

o information rights

o conversion rights

o tag-along and drag-along 
rights

o preemptive rights



• Preferred stock may or may not provide for the payment of dividends.

• Issues relating to the dividend payment provisions include:

o dividend rate (e.g., fixed vs. floating rate, escalation)

o the frequency in which dividends will be paid 

o the form in which dividends will be paid (e.g., cash, payment-in-kind 
(PIK) of equity or other property)

o whether dividends are cumulative (i.e., accrues if the company does 
not or cannot pay) or non-cumulative (i.e., the dividend is lost if 
company does not pay)

o any restrictions on payments (e.g., prohibiting payment of cash 
dividends on junior preferred stock if dividends on senior preferred 
stock have not been paid for the current period and all past dividend 
periods).

Dividend Payments

Gibson Dunn 21



• Preferred equity is generally considered “preferred” in the context of a 
company’s liquidation.

o Without a preference, may be invalidated under state law.

• Therefore, before any distribution or payment can be made to the 
holders of common equity or any junior preferred equity, the preferred 
equityholders are entitled to be paid the liquidation preference plus 
any accrued and unpaid dividends.

o The initial liquidation price is generally the purchase price, but may 
be adjusted.

Liquidation Preference

Gibson Dunn 22



• The preferred equityholders may be entitled to receive an additional 
liquidation payment, depending on whether the preferred equity is 
“participating” or “non-participating.”

o Participating: After payment in full to the preferred equityholders, 
the preferred equityholders participate on an as-converted basis in 
the remaining assets along with the common equityholders.

o Non-Participating: After payment in full to the preferred 
equityholders, the preferred equityholders do not receive any 
additional payments and the remaining assets of the company are 
distributed among the common equityholders and holders of junior 
preferred equity.

Liquidation Preference (cont’d)
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• Preferred equity may be redeemable at certain times or events or non-
redeemable (“perpetual”).

• For non-convertible preferred, a holder may be able to select cash or 
stock as payment upon an optional redemption.

• Issues relating to redemption rights include:
o whether redemption is mandatory (i.e., at a certain time or upon the occurrence of 

certain events) or optional (i.e., the company has the right over a given period at a 
specified price)

o whether the redemption price is fixed or floating

o whether or to what extent a premium will be required

o the triggering events for optional redemption

o whether the company’s redemption obligation is phased over a number of years or 
capped in each year

Redemption Rights

Gibson Dunn 24



• Preferred equity may have full voting rights or only separate protective 
voting rights with respect to certain corporate actions.

• Issues relating to granting voting rights include:

o whether the preferred equity carries a fixed number of votes per 
share/unit or a variable number of votes per share/unit

o whether the preferred equity votes as a separate class or together
as one class with the common equity

Voting Power and Negative Covenants

Gibson Dunn 25



• If preferred equityholders are granted protected voting rights, the 
affirmative vote of at least a majority or two-thirds of the outstanding 
preferred stock will be required for the company to engage in certain 
actions, such as:

o amending its organizational documents

o authorizing any senior or pari passu preferred stock

o change in control transactions or material acquisitions

o purchase or redemption of junior preferred equity or common equity 
unless the full dividend on all shares/units of the preferred equity has 
been paid

Voting Power and Negative Covenants (cont’d)

Gibson Dunn 26



• Investors making significant preferred equity investments may seek board 
representation. Alternatively, holders of preferred equity, voting as a 
separate class, may have the right to elect a specific number of directors.

o The number of seats is dependent on the size of the investment:

➢Sometimes one seat for 5-10% investment, two seats for 10-20%, 
and proportional representation for >20% investment.

o The company may grant a springing right for the investors to appoint 
additional directors if the company misses dividend payments or fails 
to timely redeem shares according to the terms of the preferred 
stock.

o Stock exchange voting-rights rules prohibit governance rights from 
being disproportionate from the size of investment.

Board Representation

Gibson Dunn 27



• Parties should be aware that a director appointed by the preferred 
stockholders may be deemed a representative of those investors, 
meaning that communication between the director and the preferred 
equityholders could be deemed to:

o violate fiduciary duties that a director owes to the other stockholders; 
or

o transmit confidential information, which limits the trading ability of 
the preferred stockholders due to insider trading laws.

• A common alternative to board designation rights is board observer 
rights.

• The company and investors may enter into confidentiality agreements 
that permit sharing of information.

Board Representation (cont’d)
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• Depending on the size of the investment, the investor may be granted 
information rights, which allow the investor (which is distinct from any 
directors it may have appointed) the right to access confidential 
information of the company on an ongoing basis (e.g., financial 
statements, projections, business plans, other information reasonably 
requested by the investor).

o Not all investors desire these rights, as the exercise of these rights 
ordinarily results in the investor holding inside information, which can 
then prevent the investor from trading.

Information Rights

Gibson Dunn 29



• Preferred equity may be structured as convertible into shares of a 
company’s common equity (or other securities) based on a specified 
conversion rate or formula.

• Conversion provisions often include anti-dilution adjustments, which 
provide for changes in the conversion price or conversion ratio if certain 
corporate events occur (e.g., dilutive equity issuances, stock splits).

• Issues relating to conversion rights include:

o conversion rate may be fixed (e.g., based on the initial purchase price) or floating
(e.g., based on the market price of the underlying common equity at the time of 
the conversion, typically with a conversion discount)

o conversion rate may be adjustable (e.g., if the market price of the underlying 
common equity falls below a certain price for a period of time)

o conversion may be optional or mandatory

Conversion Rights

Gibson Dunn 30



• Common equityholder consent may be required if:

o the preferred equity is convertible into, or if the voting power of 
the preferred equity is, greater than 20% of the voting power 
outstanding;

o shares/units of preferred equity are sold at a below market price to 
directors or officers of the company; or

o there are insufficient authorized and unissued shares/units of 
common equity for the conversion.

Conversion Rights (cont’d)

Gibson Dunn 31



• A “tag-along” provision is a right that provides the minority investors the 
right to join a transaction in which the majority equityholder is selling its 
equity, and the minority investors are entitled to receive the same price 
and conditions as the majority investor when the shares are sold.

• A “drag-along” provision is a right that provides the majority investors the 
right to sell the company without consent from minority shareholders.

Tag-Along and Drag-Along Rights

Gibson Dunn 32



• Preemptive rights for preferred equity typically provide that if the 
company subsequently issues additional equity securities, the preferred 
equityholder is entitled to purchase a number of new securities that 
maintain its existing ownership percentage, as calculated on a fully 
diluted basis.

• With respect to pre-IPO companies, almost always terminate prior to an 
IPO.

• Preemptive rights are not usually transferable and will terminate after the 
preferred equity is converted, exchanged or redeemed.

• Investors may seek inclusion of the preemptive rights in the company’s 
certificate of formation or certificate of designation (rather than as a 
covenant in the preferred securities purchase agreement.

Preemptive Rights

Gibson Dunn 33



• Other negotiated provisions of preferred equity issuances include:

o whether the use of proceeds will be limited to certain corporate 
purposes

o whether the investor will be subject to a standstill

o whether the investors will be locked up from transferring the 
preferred equity for a period of time following the date of issuance

o whether the investors will receive registration rights

o whether the investment will include an equity “kicker” (e.g., 
warrants)

o whether the investor’s expenses will be reimbursed and/or whether 
the investor will receive a placement fee

Other Terms
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3. Rating Agency Treatment of

Preferred Equity
35



• It is desirable from the issuer’s perspective if the rating agencies classify 
the preferred stock as equity, even if it provides debt-like benefits to the 
holders.

• Rating agencies typically assess the characteristics of the instrument and 
the business prospects of the issuer and, based on those factors, will 
consider a portion of the instrument as equity and a portion as debt

Rating Agency Treatment of Preferred Stock
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Debt Equity

Regular cash payments in the form of interest Dividends, regular or irregular

Legally guaranteed return of amount borrowed Residual interests in the assets

Higher priority in liquidation Lesser priority in liquidation 

Stated maturity date No maturity date

No voting rights Voting rights

Positive and/or negative covenants No covenants



• S&P established its framework for assessing the equity-like features of 
hybrid instruments in its July 2019 guidance, which was updated on 
March 2, 2022 (“Hybrid Capital: Methodology and Assumptions”):

o An instrument may be considered to have high, intermediate, or no 
equity content, depending on the degree to which a hybrid 
instrument has equity-like features.

o The assessment first focuses on the terms and conditions.

➢The key principles underpinning S&P’s view of a hybrid 
instrument’s equity content are (a) its ability to absorb losses or 
conserve cash, if and when needed; and (b) its availability to 
absorb losses or conserve cash, based on the hybrid instrument 
or its replacement remaining outstanding for a sufficiently long 
period.

Rating Agency Treatment of Preferred Stock (cont’d)
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o The assessment also assesses issuer intent in determining whether 
the hybrid instrument would be available for loss absorption or cash 
conservation, if and when needed.

➢The hybrid instrument will be classified as having no equity 
content if there is material uncertainty regarding whether the 
issuer will (a) keep it (or its replacement) outstanding for a 
sufficiently long period and (b) use it to absorb losses or conserve 
cash when needed.

➢S&P considers factors including, but not limited to, public 
statements regarding replacement, as well as its view of the 
issuer’s capital strategy, and the issuer’s past behavior concerning 
hybrid issues.

Rating Agency Treatment of Preferred Stock (cont’d)
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Rating Agency Treatment of Preferred Stock (cont’d)
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4. New Developments Expected in Light of

Market Conditions
40



• In certain industries the market conditions are conducive to preferred stock

o Volatility in equity values are offset by bond-like nature of preferred stock

o Common equity may be undervalued

o Low trading prices mean common stock issuances are dilutive

o PIPE context can provide cash quickly to reduce debt

• Attractive to a broader base of potential issuers

o We may continue to see a wider diversity of companies issuing preferred equity, not 
just the usual suspects (e.g., energy)

• Provide immediate liquidity to issuer and provide bond-like instrument (with additional 
protections) to investor

• Structuring and execution trends reflecting urgent liquidity needs

o Condensed deal timelines to compete with public markets ~2-3 weeks 

o Placement with previous or current sponsor backers

o Placements contingent on or completed alongside bank amendments

o Terms of preferred stock will reflect this context (see next slide)

Developments in Challenging Market Conditions
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• Key terms:

o Convertible to provide option for upside when equity markets strengthen

o Increased use of downside protection features, like redemption or forced 
conversion

o Percentage of market cap at 10-20%

o 1-3 private equity or hedge fund investors; not broadly marketed

o Investor receives board seats, subject to ownership requirements

o Use of proceeds is to enhance liquidity

o Perpetual or matures 3-5 years

o Noncallable for at least 3-5 years

o Forced conversion after 3 years

o Option to pay interest in-kind or cash

o Change of control mandatory redemption

Expected Trends
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Thank you.

Email or call with any questions.
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