
ref er ence shares are hy -
brid capi tal in stru ments 
with both debt and eq -
uity fea tures. Pref er ence 

shares are gen er ally cu mu la tive
with re spect to divi dends, which
re quires all ar rears to be paid to
pref er ence share hold ers bef ore the 
dis tri bu tion of any divi dend to the
com mon share hold ers. Moreo ver,
pref er ence shares are also typi -
cally non- voting to avoid pref er -
ence share hold ers' di rect con trol
over op era tions of the is su ing
firm.

Pref er ence share hold ers are
ranked jun ior to debt be cause rela -
tive to debt hold ers, pref er ence
share hold ers have lim ited le gal re -
course in the event of an omit ted
divi dend and such omis sion does
not auto mati cally force the com -
pany into de fault. Con versely, as

pref er ence 
share hold -
ers gen er -
ally have a 
prior claim 
to both
earn ings

and as sets com pared to or di nary
share hold ers, they rank above
com mon eq uity hold ers. 

For the is suer, pref er ence
shares' issue is ad van ta geous be -

cause its non- recourse na ture al -
lows, in pe ri od of fi nan cial stress,
a de gree of pay ment flexi bil ity that 
con ven tional debt in stru ments do
not of fer. In ad di tion, non-
 convertible pref er ence shares do
not di lute eq uity hold ers' con trol
or claim to higher divi dends in
case of en hanced fu ture earn ings.
The main ad van tage for in ves tors
of pref er ence shares is the pri or ity
over com mon share hold ers in
case of liq ui da tion. Moreo ver, to
ac count for the higher risk due to
their sub or di na tion to all credi tors, 
pref er ence shares are gen er ally is -
sued at a higher af ter tax yield ba -
sis than debt.

Se cu ri ties & Ex change Com -
mis sion of Paki stan has re cently
al lowed com pa nies to is sue dif fer -
ent classes of shares af ter a pe ri od 
of more than thirty years. Tak ing
ad van tage of this amend ment, re -
cently two com pa nies from the
leas ing sec tor
have di ver si fied
their capi tal base
through is sue of
pref er ence shares. 
JCR-VIS is of the
opin ion that the rat ings of pref er -
ence shares are im por tant for
high light ing the dif fer ent risks as -
so ci ated with pref er ence shares.
Pref er ence shares' jun ior po si tion
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to debt and the in abil ity of its hold -
ers to force bank ruptcy in the
event of a passed di vi dend cre ates 
vari ous risks for the in ves tor. First
there is the risk of a dis rup tion in
the divi dend stream.  Sec ond, in
the event of a dis rup tion, there is a 
risk that the is suer will not re sume 
pay ments, or in case of cu mu la -
tive pref er ence shares, clear ar -
rears.  Even if ar rears are cleared,
there is the risk that they will be
ex changed for ad di tional, pos si bly 
il liq uid se cu ri ties.  Fi nally, there is
the risk of bank ruptcy.

Rat ings of pref er ence shares
meas ure the rela tive risk that the
com pany will be able to make
pay ments against divi dends and
prin ci pal re demp tion as so ci ated
with spe cific pref er ence share is -
sues.  The rat ings re flect the prob -
abil ity that an is suer un der stress
may choose to forego or de lay a
pre scribed divi dend.

Divi dend is con sid ered passed
or omit ted if it was not de clared ei -

ther in the amount 
or in the pe ri od
pre scribed. Divi -
dend im pair ment

cov ers both sce nar ios: divi dends
passed and de fault. De fault on
pref er ence shares oc curs when:

1. The firm is forced into bank -
ruptcy.

2. Con trac tual ob li ga tions (such
as sink ing fund pay ments or
prin ci pal re demp tion) are not
met.

3. Pref er ence sharehold ers are
forced to ex change the is sue
with one of lower eco nomic
value.

The fi nan cial analy sis per -
formed for pref er ence shares rat -

ings is vir tu ally the same as that
used to rate debt. Fixed charge
cov er age and capi tali za tion ra tios
are cal cu lated treat ing pref er ence
share ob li ga tions as debt. A firm's
abil ity to pay divi dends de pends in 
large part on its ca pac ity to gen er -
ate long run prof its and on its
earn ings vola til ity. An in abil ity to
gen er ate suf fi cient af ter tax prof its 
or a great de gree of vola til ity in
earn ings would in crease the like li -
hood of dis tressed situa tions in
which pref er ence share divi dends
will be missed (passed).

Since the vari ous li abili ties of a 
com pany gen er ally share the
same prob abil ity of de fault, dif fer -
ences in their rat ings are de ter -
mined by their rela tive pri or ity of
claims. For suc ces sive lay ers of
pri ori ties, the rat ings for the claims 
hav ing the high est pri or ity are de -
ter mined and each sub se quent
layer of sub or di na tion is rec og -
nized with a cor re spond ing lower
rat ing. This cri te ria is ap plied
through out the cor po rate sec tor.
How ever, tak ing into ac count the
two rat ing per spec tives i.e. time li -
ness and re cov ery po ten tial, the
de gree of notch ing dif fers for in -
vest ment grade and specu la tive
grade com pa nies. JCR-VIS places
more em pha sis on time li ness for
in vest -
ment
grade
rat ings,
while for
non- investment grade rat ings, ad -
di tional weight is given to re cov -
ery. There fore, for in vest ment
grade com pa nies, an is suer's sen -
ior un se cured debt is gen er ally
rated one notch lower than its se -
cured debt and its sub or di nated
debt one notch be low its sen ior
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debt. Sub se quently, the pref er -
ence share is rated one notch be -
low sub or di nated debt. How ever,
for be low in vest ment grade is su -
ers, notch ing for dif fer ences in pri -
or ity of claim is of ten wider as the
risk of de fault in creases more rap -
idly as we go down the rat ing
spectrum. 

Fur ther more, if there is a sub -
stan tial amount of pref er ence
shares out stand ing, its rat ing may
vary greatly from the debt rat ing
as the com pany has less ca pac ity
to pay divi dends and debt serv ice
than debt alone. In fact, a large
per cent age of pref er ence shares in 

the capi tal 
struc ture
can ac tu -
ally drag

down a com pany's debt rat ing.
Even though a com pany un der
du ress can stop pay ing the divi -
dends on pref er ence shares to
avoid de fault, the bur den of the
pref er ence shares in creases the
risk that the com pany will face
such a fi nan cial cri sis. The com -
pany will pay divi dends as long as 
pos si ble, which may greatly im -
pair its fi nan cial strength or use
funds that oth er wise could be
used to pro tect the firm's com peti -
tive po si tion. 

As an in de pend ent and un bi -
ased third party opin ion, the rat -
ings may be used by mar ket
par tici pants as a fac tor in the
valua tion of se cu ri ties and the as -
sess ment of the risk of the par ticu -
lar is sue. Rat ings are not
rec om men da tions to buy and sell,
but as an in di ca tor of the is suer's
abil ity to meet the terms of the is -
sue, they are an im por tant ele -
ment in the pref er ence shares
in vest ment de ci sion.
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Fa heem Ah mad has di verse ex pe ri -
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