PREFERRED STOCKS

1. Preferred Stocks

Preferred stocks offer investors fixed yields or dividends. They can offer an investor a good source of income. A preferred stock is like a hybrid between a stock and a bond. Preferred stockholders have the first right to dividends. This means that common stockholders cannot receive dividends until preferred holders are paid. Preferreds can be identified in the newspaper stock exchange column with a "pf" suffix. A good quality bond is often a better choice than a preferred because it offers the investor a senior claim if the company fails. It has a fixed repayment date and usually a higher yield. 

Preferred stocks, like bonds, are sensitive to interest rate fluctuations. Because preferreds have fixed dividends, they compete with money markets. If interest rates increase, investors may switch from preferred stocks to money markets, or CDs if they pay higher rates. This will cause the price of a preferred stock to drop. As money market and CD rates drop lower than preferred yields, investors will get out of the CDs and money markets back into preferred stocks. This will drive the prices of preferred stock up. Thus the best time to buy preferreds is when their prices are depressed and interest rates are dropping. 

 

2.  Why Preferreds?

Preferreds are less volatile than common stocks; their price will not drop as fast as common stocks at the start of a bear market. Many preferreds increase in price on a day when there is a major sell off in the stock market. But preferreds will not appreciate as fast as common stocks in bull markets. Attractive preferred stock features include: 

· Preferreds have prior claims over common stock and often over senior claims, if a company fails. 

· Preferreds have fixed dividend rates. Dividends must be paid to preferred shareholders before common stockholders receive their dividends. 

· Top quality firm's preferred stock often pays an attractive and safe dividend. Look for preferreds that have paid out the dividend for many years, usually a sign of long-term stability. General Motors Preferred B stock has paid a dividend since 1930. 

 

3. Preferreds with Back Dividends

Most preferred stock dividends are cumulative. If a company is losing money and is unable to pay the dividend, the unpaid dividends accumulate (called "dividend arrears"). If the company continues to lose money, the dividend arrears pile up as a company liability and its common stock prices go down. Once the company returns to profitability, it must pay all the back dividends to the preferred stockholders. 

The best time to take advantage of this opportunity is when the company starts to turn around, or at the end of a recession and bear market. The investor should evaluate the company's annual report and other financial periodical (such as Standard and Poor's) to see if the firm has a chance of improving its condition. Be warned, if the company goes into bankruptcy, you will not receive the back dividends and the stock's value will drop even further. 

Note: Some preferred stocks are non-cumulative, which means that the company must pay dividends on the preferred before any common stock dividends—but if the company cannot pay the dividend, it does not accumulate. For this reason, these issues are not particularly attractive. 

 

4. Possible Call Features

Many preferred stocks have a call provision that allows the management to retire the stocks. Often a company will pay a premium over the issue price to retire the stock. The main reason that a company "calls" a preferred is an interest rate decrease. If the preferred pays 11 percent and interest rates drop to say 8 percent, to save money the company will call the preferred and reissue a new preferred with a lower interest rate. 

 

5.  When to Buy Preferred Stocks

The best time to buy preferreds are when their prices are depressed and yields are high. If you pay $80.00 for a 9 percent preferred stock with a $100 par value, your yield will be 11.25 percent. (Determine yield by dividing the price of the stock by its annual dividend. Here, yield = $9 / $80 = 11.25 percent). 

The following conditions offer the best opportunities to profit by buying preferred stock: 

· Buy when preferreds offer a high yield. 

· Buy when the price is depressed. 

· Buy when a preferred carries large dividend arrears; but only if the company's financial condition and earnings are improving. We do not recommended this strategy for risk-averse investors. 

 

6. Risks in Preferred Stocks

A preferred stock is not always a good investment if: 

· You can find a good bond that pays a higher yield. 

· It is a non-cumulative preferred. 

· It can be called. 

· It is selling above its call price. If you purchase at 108 and the preferred is called at 105, you will lose the difference. 

· Further: 

· Preferreds offer less protection against inflation than common stock. 

· Preferreds do not participate in earnings increases unless they are "participating preferreds." 

· Preferreds have lower appreciation potential for capital gains than common stock. 

 

7. Warrants

Common stock warrants are an option or right to buy common stock at a specified price within a specified period of time. They can be identified in stock listing on the financial page by a "wt" suffix. 

A warrant is the equivalent of a "long-term call option." They allow an investor a longer time, perhaps ten years, to exercise the stock-purchase option, where call options expire within a few weeks, or months, at most. With a call option, you bet that the stock will increase in the short-term; with warrants you bet that the price will increase in the long term. Some warrants never expire; you have forever to buy the common stock at its warrant price. Also warrants are issued by companies where options are not available. 

A warrant's value is the common stock's price less the warrant's option price. For example, if the warrant option price is $5 and the common stock price is $10, the warrant is worth $5—because you can buy a $10 stock for $5. However, if the warrant option price is more than the common stock's current price, the warrant is worthless—until and unless the stock price moves above the warrant option price. 

 

8. Some Additional Notes on Warrants

· The longer the life before expiration, the higher its value. 

· The higher the stock's price, the higher the value of the warrant. 

· The higher the stock's beta or volatility, the higher the value of the warrant. 

· When interest rates are high, warrant values usually increase. 

· If a warrant has a call provision, it lowers its value. 

· The lower the exercise price, the higher the potential value of the warrant. 

It is very important to determine the expiration date of the warrant; warrants with long lives are the safest plays. The company should have good long-term growth prospects, because you are hoping that the stock value will increase in the future. Like options, warrants are speculative; investors should not use them unless they thoroughly understand them. 

 

9.  Convertibles

A convertible security is a bond or share of preferred stock whose holder has an option to convert it into a stated number of shares of common stock. 

A company issues convertibles for two basic reasons: (a) it does not want to dilute the value of the common stock by issuing new common shares; and (b) it does not want to issue bonds because interest rates are high. The convertible allows the company to secure more funds at a lower rate. Investors are willing to purchase the lower-yielding convertible because they hope the company's stock will go up. 

The holder of a convertible can exchange it for common stock shares if he feels it is to his advantage. When a company issues a convertible debenture (bonds or preferred), it specifies the conversion ratio; i.e., the number of shares of common stock that will be issued for each convertible share. 

For example, say XYZ company issues $20 million in 25-year, 10 percent convertible debentures, with a conversion ratio of 20 shares of common for each $1,000 convertible bond. That means that when one exchanges his convertible for 20 shares of stock, he will pay $50 per share. 

Suppose the stock price at the time of the convertible's issue is $45. That means the convertible buyer pays $100 extra, or a 10 percent premium, for the privilege of being able to purchase stock at $50 a share in the future. He is gambling that the future stock price will go above $50. 

Convertibles trade at a premium over the stock price because they yield 2 to 5 percent more than common stock dividends. If XYZ stock price increases from $45 to $65, the value of the convertible bond becomes 20 x $65 = $1300. If the stock price falls, the convertible's price goes down. 

Before considering convertibles, think about the following: 

· Buy only issues rated "BB" or higher. 

· Buy only if you think the company has a good stock that will go up in the future. 

· Find out what the call provisions are; timing is critical with conversions. 

· Avoid convertibles floated in late stages of a bull market. They generally fare poorly. 

 

10. Advantages of Convertible Securities

· Convertibles usually do not drop as much as the stock does in a bear market. 

· The company continues to pay the income no matter what happens to the stock. 

· In case of default, convertibles offer the safety of a bond or preferred stock. 

· Allows investors to receive income and participate in an appreciating stock. 

 

11. Disadvantages of Convertible Securities

· Convertibles usually yield less than the company's bond or preferred stock. 

· Many convertibles are issued by companies with questionable credit ratings. Often convertibles are their last resorts for financing. 

· It is difficult to predict when to convert to common. 

 

