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Drafting and Negotiating Convertible Preferred Stock Provisions
Dividend and Liquidation Preferences

Priority Dividend Rights (right to dividends in priority to junior series/classes of stock)
 Cumulative and compounding:
 The holders of shares of the Series A Preferred Stock shall be entitled to annual
dividends in an amount equal to x% of (i) the original issue price of the Series A
Preferred Stock (as may be adjusted for stock dividends, splits and the like),
plus (ii) all dividends then accrued [or accumulated], prior to and in preference
to any dividend payment to the Common Stock.
 Cumulative, but not compounding:
 The holders of shares of the Series A Preferred Stock shall be entitled to annual
dividends in an amount equal to x% of the original issue price of the Series A
Preferred Stock (as may be adjusted for stock dividends, splits and the like),
prior to and in preference to any dividend payment to the Common Stock.
 Non-cumulative:
 No dividends shall be declared on the Common Stock until each share of the
Series A Preferred Stock has received a dividend equity to x% of its original
issue price, when, as and if declared by the Board of Directors.

6

Drafting and Negotiating Convertible Preferred Stock Provisions
Dividend and Liquidation Preferences

Participating Dividend Rights (right to share in dividends to common stock)
 Participating:
 After payment of the [priority dividend amount], any additional dividends shall
be paid to the holders of shares of the Series A Preferred Stock and the
Common Stock pro rata based on the number of shares of Common Stock then
outstanding, assuming conversion in full of all of the issued and outstanding
shares of the Series A Preferred Stock.
 When, as and if declared by the Board of Directors, dividends shall be paid to
the holders of shares of the Series A Preferred Stock and the Common Stock
pro rata based on the number of shares of Common Stock then outstanding,
assuming conversion in full of all of the issued and outstanding shares of the
Series A Preferred Stock.
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Drafting and Negotiating Convertible Preferred Stock Provisions
Dividend and Liquidation Preferences

Priority Liquidation Preference (right to liquidation proceeds in priority to junior
series/classes of stock)
 In the event of any Liquidation Event, the holders of shares of Series A Preferred
Stock shall be entitled to receive, prior to and in preference to any distribution of
the proceeds of such Liquidation Event (the “Proceeds”) to the holders of Common
Stock by reason of their ownership thereof, Proceeds in an amount per share equal
to the sum of the Original Issue Price for the Series A Preferred Stock, plus declared
but unpaid dividends thereon.
 In the event of any Liquidation Event, the holders of shares of Series A Preferred
Stock shall be entitled to receive, prior to and in preference to any distribution of
the proceeds of such Liquidation Event (the “Proceeds”) to the holders of Common
Stock by reason of their ownership thereof, Proceeds in an amount per share equal
to the sum of the Original Issue Price for the Series A Preferred Stock, plus accrued
but unpaid dividends thereon, whether or not declared.
 Can also provide for a multiple of the Original Issue Price.
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Drafting and Negotiating Convertible Preferred Stock Provisions
Dividend and Liquidation Preferences

Participating Liquidation Preferences (right to share in liquidation proceeds to
common stock)
 Non-Participating:
 Upon completion of the [Series A Preferred Stock’s priority preference]
distribution, all remaining Proceeds available for distribution to stockholders
shall be distributed to the holders of Common Stock pro rata based on the
number of shares of Common Stock held by each.
 Fully Participating:
 Upon completion of the [Series A Preferred Stock’s priority preference]
distribution, all remaining Proceeds available for distribution to stockholders
shall be distributed to the holders of shares of the Series A Preferred Stock and
the Common Stock pro rata according to the number of shares of Common
Stock (i) then held, with respect to holders of the Common Stock, and (ii) into
which the issued and outstanding shares of the Series A Preferred Stock are
then convertible.
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Drafting and Negotiating Convertible Preferred Stock Provisions
Dividend and Liquidation Preferences

Participating Liquidation Preferences (right to share in liquidation proceeds to
common stock)
 Capped Participating:
 Upon completion of the [Series A Preferred Stock’s priority preference]
distribution, all remaining Proceeds available for distribution to stockholders
shall be distributed to the holders of shares of the Common Stock and the
Series A Preferred Stock (as if such holders of shares of the Series A Preferred
Stock had converted their shares into shares of Common Stock in accordance
with the provisions of Section [x] until the holders of shares of the Series A
Preferred Stock have received, in addition to the amount of the [Series A
Preferred Stock’s priority preference], an amount equal to two times the
Original Issue Price for each share of Series A Preferred held by such holders.
Thereafter, the remaining Proceeds available for distribution to stockholders
shall be distributed ratably to the holders of shares of the Common Stock.
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Drafting and Negotiating Convertible Preferred Stock Provisions
Conversion Rights and Anti-Dilution Protection

Conversion Rights
 Voluntary Conversion:
 Each share of Series A Preferred Stock shall be convertible at the option of the
holder thereof, without payment of additional consideration, into fully paid and
nonassessable shares of Common Stock at any time after the date of issuance
of such share. The number of share of Common Stock into which one share of
Series A Preferred Stock is convertible is referred as the “Conversion Rate,”
which shall be equal to the Original Issue Price of the Series A Preferred Stock
divided by the Conversion Price. The Conversion Price shall initially be equal to
the Original Issue Price of the Series A Preferred Stock and shall be subject to
adjustment from time to time as provided for below.
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Drafting and Negotiating Convertible Preferred Stock Provisions
Conversion Rights and Anti-Dilution Protection

Conversion Rights
 Automatic Conversion:
 Each share of Series A Preferred Stock automatically shall be convertible,
without payment of additional consideration, into fully paid and nonassessable
shares of Common Stock at the then applicable Conversion Rate upon either of
(i) the closing of a [Qualified IPO] or (ii) the affirmative vote of the holders of a
majority of the then issued and outstanding shares of Series A Preferred Stock
voting together as a separate class. The number of share of Common Stock into
which one share of Series A Preferred Stock is convertible is referred as the
“Conversion Rate,” which shall be equal to the Original Issue Price of the Series
A Preferred Stock divided by the Conversion Price. The Conversion Price shall
initially be equal to the Original Issue Price of the Series A Preferred Stock and
shall be subject to adjustment from time to time as provided for below.
 Qualified IPO considerations:
 Size of offering
 Price per share
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Drafting and Negotiating Convertible Preferred Stock Provisions
Conversion Rights and Anti-Dilution Protection

Anti-Dilution Protection for Non-Economic Dilution resulting from stock splits, stock
dividends, reverse splits, etc.
 Adjustments are made to the Conversion Price to neutralize the effect of the
triggering event.
Anti-Dilution Protection for Economic Dilution resulting from a down-round financing
(a subsequent issuance of common stock equivalents at a pre-money valuation that is
lower than the post-money valuation of the prior financings)
 Full Ratchet Anti-Dilution Adjustment:
 If the corporation issues, on or after the Original Issuance Date, any “Additional
Stock” for a consideration per share less than the Conversion Price for the
Series A Preferred Stock in effect immediately prior to the issuance of such
Additional Stock, the Conversion Price for the Series A Preferred Stock shall be
adjusted to the amount of the per share consideration of the Additional Stock.
 Additional Stock is generally defined as Common Stock Equivalents,
subject to certain carve-outs.
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Drafting and Negotiating Convertible Preferred Stock Provisions
Conversion Rights and Anti-Dilution Protection

Anti-Dilution Protection for Economic Dilution resulting from a down-round financing
(a subsequent issuance of common stock equivalents at a pre-money valuation that is
lower than the post-money valuation of the prior financings)
 Broad-Based Weighted Average Formula Anti-Dilution Adjustment:
 If the corporation issues, on or after the Original Issuance Date, any “Additional
Stock” for a consideration per share less than the Conversion Price for the
Series A Preferred Stock in effect immediately prior to the issuance of such
Additional Stock, the Conversion Price for the Series A Preferred Stock shall be
adjusted as follows:
# of outstanding CSE + No. of new CSE issuable at ECP
NCP = ECP times ----------------------------------------------------------------------# of outstanding CSE + No. of new CSE actually issued
 Narrow-Based Weighted Average Formula Anti-Dilution Adjustment:
 Same as Broad-Based, but with additional carveouts to the
definition of Additional Stock
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Drafting and Negotiating Convertible Preferred Stock Provisions
Redemption and Voting Rights

Redemption Rights
 Redemption at the option of the holders
 Often subject to a time restriction (no redemption within the first five years)
 Often subject to the vote of a majority of the holders
 Redemption at the option of the company
 Often subject to a redemption premium
 General Considerations
 Corporate statutory restrictions against prohibited distributions
Voting Rights
 Right to vote with the common on an as-converted basis
 Right to board seats
 Protective provisions (separate class vote)
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Drafting and Negotiating Convertible Preferred Stock Provisions
Investor Rights Agreement

Additional Investor Rights






Registration rights
Preemptive/Participation rights
Information and audit rights
Voting agreements
Transfer restrictions (tag-along/co-sale rights, rights of first refusal, etc.)
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SELECTED TAX ISSUES IN
DRAFTING AND
NEGOTIATING
CONVERTIBLE PREFERRED
STOCK PROVISIONS
Strafford Live Webinar, May 8, 2014
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C230 DISCLAIMER
IRS Circular 230: To ensure compliance with requirements
imposed by the IRS, we inform you that any U.S. tax advice
contained in this communication (including any attachments) is
not intended or written to be used, and cannot be used, for the
purpose of (i) avoiding penalties under the Internal Revenue
Code, or (ii) promoting, marketing or recommending to another
party any matters addressed herein .
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KEY TAX ISSUES

Avoiding “phantom” dividends (including
related withholding tax issues)
Ensuring capital gains treatment on exit
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PHANTOM DIVIDENDS: IRC § 305
 General Rule of Section 305 : Stock dividends not taxable
 Example: Corporation X has 4 shareholders, each of which holds 100 shares of
common stock. If X distributes 100 additional shares to each shareholder, this is not
taxable under Section 305

 Exceptions :
 Elective receipt of cash or stock
 Disproportionate distribution (property to some, increase in proportionate ownership
to others)
 Distribution of common and preferred (to common stockholders)
 Distributions on preferred stock
 Distributions of convertible preferred stock

 Application to conver tible preferred stock
 Actual stock dividends: PIK dividends
 Deemed stock dividends: Section 305(c)
 Note: Because of U.S. withholding tax rules, this can present issue for issuer
as well as investor
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AVOIDING PHANTOM DIVIDENDS
 No tax under §305 if issuer does not have accumulated or
current earnings and profits
 §305 largely, but not entirely, avoided if stock is treated as
common, and not as preferred, for tax purposes
 Preferred stock “does not participate in corporate growth to any
significant extent” (Treas. Reg. § 1.305-5(a))
 Key feature indicating treatment as common stock is participation in
upside on liquidation
 Typical formulations: Full participation vs. “greater of” formulation

 Participation in dividends probably not necessary, but desirable and
generally acceptable to company
 Conversion feature is not taken into account
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DISPROPORTIONATE DISTRIBUTIONS
 Even if structured as common stock for tax, convertible preferred
still presents potential for phantom dividends under
“disproportionate distribution” rule (IRC § 304(b)(2))
 Example: Corporation X has two classes of preferred stock
outstanding, Series A preferred, which is treated as preferred for
tax purposes, and Series B convertible preferred which is treated
as common for tax. If X pays a cash dividend on its Series A, and
also distributes additional Series B shares to each Series B
shareholder, the stock distribution is taxable under Section 305.
 Transactions to note: interest payments on convertible debt; redemptions
treated as dividends under IRC § 302

 No plan necessar y if two distributions are within 36 months
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DEEMED DISTRIBUTIONS: IRC § 305(C)
 Section 305(c) creates deemed stock dividends that then can
be subject to tax under one of the Section 305(b) exceptions
 Categories
 Change in redemption price
 Change in conversion ratio (except pursuant to “reasonable” anti
dilution provision)
 Redemption premium
 Any transaction (e.g., recapitalization) having a similar effect

 Application to convertible preferred terms
 Accruing dividends
 _x liquidation preferences
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DEEMED DISTRIBUTIONS: IRC § 305(C)
 Example involving changes in conversion ratio:
X corporation has two classes of stock outstanding, Class A and B.
The Class B shares are conver tible into Class A shares at a 1 -to-1 ratio the
fir st year. Thereaf ter, the conver sion ratio gives the Class B shareholder s an
additional .05 shares of Class A stock each year. Accordingly, during the
second year, the conver sion ratio would be 1 .05 shares of Class A stock for
each share of Class B stock; during the third year, the ratio will be 1 .10
shares of Class A stock for each share of Class B stock , and so on. Cash
dividends are paid by the corporation annually on the Class A stock . At the
beginning of the second year, when the conver sion ratio is increased to 1 .05
shares of Class A stock for each share of Class B stock , a distribution of .05
shares of Class A stock is deemed made with respect to each share of Class
B stock , since the propor tionate interests of the Class B shareholder s in the
assets or earnings and profits of the corporation have increased
dispropor tionately to those of the Class A shareholder s . (Treas. Reg. §
1 .305-3(e), Ex. (6))
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DEEMED DISTRIBUTIONS: IRC § 305(C)
 Example involving redemptions (must be part of a plan of
periodic redemptions):
X corporation (X) has 10 shareholder s, each of whom own 100 shares
of X stock . Each year, each shareholder has the option of causing the
corporation to redeem up to 5% of his stock . Assume nine out of the 10
shareholder s elect to have five of their shares redeemed for cash, but that
shareholder A does not. A's propor tionate interest in the earnings and profits
and assets of X is increased, and he is deemed to receive a taxable
distribution of 5.25 shares . (Treas. Reg. § 1 .305 -3(e), Ex. (8))
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DEEMED DISTRIBUTIONS: IRC § 305(C)
 Example involving redemption premium:
On Januar y 1 , 2014, corporation (X) issues 100 shares of preferred
stock to C at $100/share. The stock is mandatorily redeemable on Januar y
1 , 2017 for $150/share. The $50 redemption premium is accrued by C over
the three year period ending on Januar y 1 , 2017. ( See Treas. Reg. § 1 .3053(e), Ex. (8))
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TAX TREATMENT ON EXIT
 Typical exit possibilities:
 Conversion
 Redemption

 Tax treatment upon conversion
 In general, should be a tax free recapitalization (IRC § 368(a)(1)(E))
 Possible application of 305(c) if (1) exchanged stock was treated as
preferred for tax, (2) had dividends in arrears and (3) FMV or
liquidation pref of new stock exceeds issue price of exchanged stock
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TAX TREATMENT ON EXIT
 Example involving recapitalization:
A corporation has both common and preferred stock outstanding, the
latter having an issue price of $100 per share. The corporation is four year s
in arrear s on dividends to the preferred shareholder s. In a recapitalization,
under §368(a)(1)(E), the preferred shareholder s exchange each share of their
existing preferred stock (including the right to dividend arrearages) for 1 .20
shares of new Class A preferred stock , which has a liquidation preference of
and is traded in the market at $100 per share immediately following the
recapitalization. Since the fair market value of 1 .20 shares of new Class A
stock is $1 20, which exceeds the issue price of the old preferred stock , the
preferred shareholder s have increased their propor tionate interests in the
assets and earnings and profits of the corporation. Thus, the preferred
shareholder s are deemed to have received a taxable distribution of $20 on
each share of the old preferred stock . (Treas. Reg. § 1 .305-5(d), Ex. (1))
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TAX TREATMENT ON EXIT
 Tax treatment upon redemption
 In general, should be treated as sale or exchange (and therefore
eligible for capital gains) if complete termination of shareholder’s
interest
 Possible dividend treatment if accrued dividends are declared or set
aside prior to redemption
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SUMMARY CONSIDERATIONS
 Ensure that convertible preferred stock is structured to qualify
as common stock for tax purposes where possible
 Watch for deemed distributions under Section 305(c) and
consider impact of interest payments on convertible debt
 On exit, avoid creating taxable dividends
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