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stock before they can be paid on the 
common stock. In a sale, liquidation 
or bankruptcy reorganization, the 
interests of  the preferred holders 
usually come ahead of  those of  the 
common stock holders, but behind 
the debt holders.

• Liquidity: Most preferreds trade on 
the NYSE or NASDAQ in round lots 
of  100 shares, making them easier to 
purchase than bonds, which trade in 
lots of  $5,000 to 10,000.

• Tax advantages: Currently, preferred dividends are taxed 
at an appealing 15%, but that rate—part of  the Bush 
tax reduction—is set to expire on December 31, 2010. 
In 2011, dividends of  all types will be taxed as ordinary 
income if  Congress does not act.

• Accumulation: Most, but not all, preferreds are cumula-
tive, meaning if  a full dividend is not paid each quarter, 
it accumulates indefi nitely until paid. No common stock 
dividends can be paid until preferred dividends in arrears 
are paid. Holders of  a cumulative preferred may not re-
ceive dividends for a quarter or even years. Then, should 
the fi rm’s fortunes improve, the cumulative dividends will 
be paid. Some investors buy “broken” preferreds. These 
securities pay no dividends, but trade at big discounts 
to par/stated value; investors will hold them until the 
arrearage is cured (not a certainty). The shares normally 
rebound once dividend payments resume.

Disadvantages

• Minimal voting rights: Preferred owners can rarely 

Anxious investors look-
ing to preserve wealth and 
pick up yield have increasingly 
focused on fi xed income. But 
it’s been a tough few years 
for yield-oriented investors—
interest rates are low and the 
world is awash in liquidity.

As a total return–oriented port-
folio manager, I’m constantly on the 
lookout for income vehicles that can augment our holdings in 
low-yielding common stocks. One solution: preferred stocks.

How They Work

Preferred stocks (“preferreds”) have been around for 
over a century. They represent a slice of  a company’s capital 
structure that is senior to the common shares, but subordinate 
to the debt (both secured and unsecured).

As with common stock, dividends aren’t guaranteed 
and must be declared by the board of  directors, usually on 
a quarterly basis. The dividend is usually a specifi c dollar 
amount per share or a percentage of  par/stated value. (Par/
stated values normally range between $25 and $50 per share.)

Unlike bonds, preferreds usually have no maturity date 
for when the principal is repaid. However, most can be called 
or redeemed by the issuer at a specifi c date and price.

Advantages

• Preferred status: Dividends must be paid on the preferred

Preferred Stocks: An
Overlooked Alternative
By John E. Deysher

Article Highlights
• Preferred stock offers priority to dividends, and dividends may accrue when not paid.

• Preferred stock offers minimal voting rights and exposes investors to both interest rate and credit risk.

• Stringent analysis of operating fundamentals, coverage ratios and balance sheet strength is required.
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elect directors. However, if  the 
fi rm wants to issue senior securi-
ties, merge, or fundamentally alter 
the fi rm’s fi nancial structure, the 
preferred owners usually have the 
right to vote on these matters.

• Callability: Almost all preferreds 
are callable at par/stated value at 
the issuer’s option, normally at a 
specifi ed price after a specifi ed 
time from issue date (usually fi ve 
years). In the declining interest rate 
environment of  recent years, many 
preferreds have been called, leaving 
holders with the challenge of  replac-
ing a high-dividend income stream. 
Companies are constantly looking 
to lower their cost of  capital, and 
refi nancing a high-cost preferred is 
one of  the most logical ways to do 
this.

• Interest rate risk: Like most fi xed-
income vehicles, existing preferreds 
will rise in price if  interest rates fall 
and decline in price if  interest rates 
rise. (The preferred’s vulnerability to 
a change in interest rates is similar 
to a bond with a longer maturity.) 
While there appears to be minimal 
evidence that rates are about to rise 
sharply, preferred owners should 
realize that risks increase as yields 
rise. Investors are best off  buying 
preferreds in a stable or declining 

interest rate environment and avoid-
ing them if  rates are about to rise.

• Credit risk: Deterioration in a 
company’s fundamentals could in-
hibit the ability to make preferred 
dividend payments. An issuer will 
eliminate a preferred dividend be-
fore it will default on its debt. Many 
preferreds are rated by Moody’s 
and/or Standard & Poor’s and inves-
tors should stick with preferreds that 
are rated investment grade (Baa/
BBB) or better. A ratings down-
grade is a sign that trouble may be 
brewing. To see how deteriorating 
fundamentals can hurt a preferred 
issue, take a look at the recent action 
in the preferred issues of  Freddie 
Mac, Fannie Mae and others. Losses 
were huge, as investors questioned 
their ultimate viability.

The Preferred Line-Up

Now that you know the preferred 
basics, let’s talk more about the types 
of  preferreds:

• Straight preferreds;
• Trust preferreds; and
• Convertible preferreds.

Straight Preferreds
These are your plain-vanilla issues, 

which pay a fi xed dividend on par/

stated value.
Take a look at the issues in 

Table 1. Most of  these are straight 
or trust preferreds taken from the 
www.quantumonline.com database. All 
are rated BBB or better and most are 
now callable. Issues that are currently 
callable typically trade at or below the 
call price. As noted above, you don’t 
want to pay a premium to the call price 
today only to have the issue called at 
a lower price tomorrow. The average 
yield is 7%, well above what most bank 
CDs and money funds are paying. The 
higher return is indicative of  higher risk 
including the credit and interest rate risk 
mentioned above.

Trust Preferreds
These preferreds are backed by a 

bond issue held in trust and they provide 
the increased safety of  bonds with the 
liquidity of  stocks. The bond interest 
fl ows to the preferred holder, making 
them tax deductible to the issuer but 
fully taxable to the preferred holder.

Trust preferreds come in two 
fl avors: those created by the company 
issuing the bonds, and those created by 
a broker-dealer using bonds it buys from 
the issuer for that purpose.

Company-issued trust preferreds 
are usually a bit riskier. They often have 
a provision allowing dividends to be 

Table 1. Sample List of Preferreds

 S&P When  Dividend Price* Yield
Issue Rating Callable Industry ($) ($) (%)

Axis Capital 7.2% Pfd A BBB now Insurance 1.81  22.60 8.0
BB&T Capital Tst VII 8.1% Trust Pfd C BBB Nov 2014 Banking 2.02 26.30 7.7
Bank NY Mellon Cap Tst V 6% Trust Pfd F BBB+ now Banking 1.50 25.00 6.0
DuPont 3.5% Pfd A BBB+ now Chemicals 3.50 68.00 5.1
Everest Re Capital Tst II 6.2% Trust Pfd BBB now Insurance 1.55 21.00 7.4
Goldman Sachs 6.2% Pfd B BBB now Investments 1.55 24.60 6.3
M&T Bank Capital Trust IV 8.5% Trust Pfd BBB Jan 2013 Banking 2.12 27.00 7.9
Metlife 6.5% Pfd B BBB now Insurance 1.62 24.00 6.8
Partner Re 6.8% Pfd C BBB+ now Insurance 1.70 23.00 7.4
Principal Financial 6.5% Pfd B BBB+ June 2015 Insurance 1.63 24.00 6.8
Renaissance Re 7.3% Pfd B BBB+ now Insurance 1.82 24.00 7.6
Simon Property 8.4% Pfd J BBB now Real Estate 4.19 59.00 7.1

*As of July 9, 2010.
Source: www.quantumonline.com.
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suspended for up to fi ve years under 
certain conditions.

Broker-created trusts (known as 
third-party trusts) don’t have this risk and 
are usually rated higher than company-
issued trusts.

Major issuers of  trust preferreds 
include many utility, industrial, fi nancial 
and communications fi rms. Denomi-
nations are usually $25 to $100 and 
redemption provisions can be tricky, so 
step carefully.

One advantage of  this particular 
type is that, upon liquidation, a trust 
preferred’s debentures generally rank 
as junior debt, ahead of  a company’s 
traditional preferred or common shares.

Convertible Preferreds
These provide the owner with the 

right to exchange a share of  preferred 
stock for a share (or shares) of  common 
stock in the same company based on a 
predetermined conversion or exchange 
ratio, which won’t change. Upon conver-
sion, the owner has the rewards and risks 
of  a common shareholder. (I am exclud-
ing discussion of  mandatory convertible 
securities, which are complicated with 
many special provisions and are most 
suitable for professional investors.)

Generally, the yield on a convert-
ible preferred exceeds the common 
stock yield.

Because of  the dividend, the con-
vertible preferred will usually decline less 
if  the common stock declines, providing 
a cushion on the downside. If  the com-
mon stock rises, the convertible will also 
rise because of  the conversion feature.

The convertible preferred provides 
the best of  both worlds—downside 
protection and upside potential. To the 
issuer, a convertible offers the chance 
to raise cash without giving away equity 
too cheaply, or paying a high interest 
rate on a bond.

The decision metrics on a convert-
ible preferred are fairly straightforward. 
Assuming you like the company on a 
fundamental basis, some key elements 
include:

Conversion value:
 conversion ratio × conversion price

Conversion premium:
 convertible market price –  
 conversion value
Yield pickup:
 convertible dividend – (common 
 dividend × conversion ratio)
Breakeven time:
 conversion premium ÷
 yield pickup

For example, say the convertible 
preferred of  Company X ($25 par) is 
trading at $33 and pays a $2.50 per 
share dividend for yield of  7.6%. The 
conversion ratio is 6.2—meaning each 
preferred share is convertible into 6.2 
shares of  common. The common stock 
trades at $4.80 per share and does not 
yield a dividend. Assuming you like the 
company’s fundamentals and the con-
vertible shares aren’t callable for several 
years, should you buy the convertible or 
the common stock? Here is the math:

Conversion value:
 = 6.2 shares × $4.80
 = $29.80
Conversion premium:
 = $33.00 – $29.80
 = $3.20
Yield pickup:
 = $2.50 – (0 × 6.2)
 = $2.50
Breakeven time:
 = $3.20 ÷ $2.50
 = 1.28 years

Generally, a breakeven time less 
than two years is very good. In the 
above example, a breakeven time of  1.28 
years means that the premium paid for 
the conversion feature is recouped in a 
little over one year. (In other words, an 
investor is compensated for the premium 
cost of  the preferred via the payment of  
dividends.) Once the breakeven point is 
passed, the investor has “paid for” the 
conversion feature in full and now earns 
the higher yield as long as he owns the 
convertible. Longer breakevens mean 
slower paybacks and a less attractive 
investment.

Should the investor at some point 
wish to “convert” his preferred shares 
to common, unless the conversion pre-
mium is small, it’s better to sell the con-
vertible and use the proceeds to buy the 

common. This is because the conversion 
premium is valuable and exercising the 
conversion feature directly eliminates the 
opportunity to monetize that premium. 
(The idea is that it is more profi table to 
take advantage of  the spread between 
the preferred and the common than 
to exercise the conversion feature of  
preferred stock.)

Evaluating Preferreds

Since a preferred holder lacks the 
enforceable claim to interest and prin-
cipal at maturity that is enjoyed by a 
bondholder, and the right to participate 
in residual profi ts enjoyed by the com-
mon stock holder (except for convertible 
holders), sound analysis is essential. The 
investor must demand an extra margin 
of  safety because of  the discretionary 
nature of  the dividend payment. Indeed, 
a generally profi table fi rm that incurs 
temporary losses is likely to suspend 
preferred payments, even though its 
cumulative profi tability is more than 
adequate to make the payments.

For that reason, for a proper evalua-
tion you need to focus on the following 
questions.

Do You Like the Company’s 
Fundamentals?

The focus here should be on the 
company’s profi tability, growth pros-
pects, fi nancial strength and manage-
ment depth. Profi tability allows dividend 
payments after any interest payments 
are made, so accurate analysis is criti-
cal. Size and competitive position are 
equally important as contributors to 
earnings consistency. The nature of  the 
industry is also important—growth and 
consumer products industries generally 
have better long-term prospects than 
cyclical or declining industries.

What’s the Capital Structure?
Preferreds with no bonds, notes 

or bank debt in front of  them in the 
capital structure usually do better than 
those with any type of  debt (which  is 
paid ahead of  the preferred).

Sometimes a company will have 
multiple classes of  preferred shares 



22 AAII Journal

outstanding, so make sure you know 
which ones are the senior securities. 
Even if  an issuer has no debt, or other 
preferreds senior to your preferred, it 
may have the right to issue new securi-
ties (convertible or straight) that would 
be senior to yours. The only way to fi nd 
out and protect yourself  is to read the 
prospectus!

What’s the Call Risk?
As mentioned above, almost all 

preferreds may be called at a certain 
price (usually par/stated value) after a 
certain date. Make sure you don’t pay a 
premium to par, only to have the issue 
called away shortly at par. Generally, 
an issue approaching a call date will 
trade close to its call price. Sometimes 
a preferred will trade at a premium to 
call price up to and beyond its call date. 
This indicates investors are betting the 
issue won’t be called, usually because the 
company lacks the cash to do it.

A convertible preferred may trade 
at a signifi cant premium to the call price 
because of  the value of  the conversion 
feature. For example, if  the Company 
X common mentioned above was trad-
ing at $12 per share instead of  $4.80, 
the conversion value of  the convertible 
preferred would be $74.40 (6.2 × $12). 
Thus, the price of  the convertible pre-
ferred would be driven by its conversion 
feature rather than its dividend.

Indeed, many issuers “force” the 
conversion of  a preferred to common 
by calling the preferred at par or stated 
value. Continuing with the above ex-

ample, if  Company X called the convert-
ible at par value of  $25 a share while 
the market price is $33, my guess is they 
wouldn’t have many takers. Convertible 
holders would either convert to com-
mon or sell their convertible shares to 
someone who would. In either case, the 
issuer succeeds in replacing a high-cost 
preferred with low-cost common shares.

Is the Yield in Line With the Risk?
The old saying “there’s no free 

lunch” applies to preferred investing. 
If  a yield appears too good to be true, 
it probably is.

Preferreds that have exceptionally 
high yields normally have them for a 
reason. Investors doubt the yield is sus-
tainable because of  fundamental issues 
and have priced the security accordingly, 
usually to refl ect a looming dividend cut 
or declining credit quality.

Is There a Sinking Fund?
The presence of  a sinking fund pro-

vides an extra measure of  protection to 
a preferred holder by requiring the issuer 
to set aside cash (usually a percentage 
of  consolidated income) for the express 
purpose of  paying the dividend.

Again, such important details are 
normally buried in the prospectus.

Preferred Closed-End Funds

Investors who don’t want the re-
sponsibility of  building and maintain-
ing a portfolio of  individual preferreds 
might want to look at closed-end funds. 

There are both straight and convertible 
closed-end funds that offer the benefi ts 
of  diversifi cation, professional manage-
ment and economies of  scale.

Many also trade at less than un-
derlying net asset value, providing the 
opportunity to buy a dollar’s worth of  
assets at a discount.

[For more information on closed-
end funds please see “Rodney Dan-
gerfi eld Investing: Closed-End Fund 
Opportunities” by John Deysher in 
the April 2007 AAII Journal, available 
at AAII.com.]

Table 2 notes some reasonable 
closed-end fund offerings.

Conclusion

Preferred stocks occupy a unique 
position in a fi rm’s capital structure and 
can provide attractive dividends and 
important tax advantages.

Convertible preferreds offer the 
upside of  the underlying common and 
the downside protection inherent in 
the dividend.

Buying high-quality, highly rated 
preferreds at steep discounts to par/
stated value during times of  market 
turmoil can provide robust total returns.

There are numerous preferreds 
available, most of  which trade on 
an exchange or NASDAQ (see 
www.quantumonline.com for a compre-
hensive listing). Another dedicated site is 
www.preferred-stock.com, but a portion 
is subscription based. Prospectuses may 
often be found on the EDGAR portion 
of  www.sec.gov.

However, few preferreds are fol-
lowed by Wall Street fi rms, and all are 
vulnerable to interest rate and credit 
risks.

Stringent analysis of  operating fun-
damentals, coverage ratios and balance 
sheet strength is essential, as are patience 
and a long-term outlook.

Happy hunting. 
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Table 2. Preferred Closed-End Funds

  Estimated  Market Discount/
 Price Dividend Yield Cap Premium
Fund (Ticker) ($) ($) (%) ($ Mil) (%)

Ellsworth Fund (ECF) 6.50 0.28 4.2 87 –12.8
Bancroft Fund (BCV) 15.00 0.60 4.1 80 –13.2
Putnam High Income Fund (PCF) 7.70 0.48 6.3 130 –0.5


