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Equity Units in the Utility Capital Markets:
Overview and Practical Advice

By Steven C. Friend and Patrick Jamieson*

In recent years, a number of utility issuers have looked to equity units to
meet their equity needs. The authors of this article explain how equity units
work, relevant tax and accounting issues, and considerations for closing an
equity units offering and for the subsequent remarketing.

In recent years, a number of utility issuers have looked to equity units to
meet their equity needs. An equity unit transaction is a mandatory convertible
product (typically having a stated amount of $50) that is initially in the form
of a corporate unit, consisting of (1) a purchase contract issued by the issuer and
(2) a fractional undivided beneficial ownership interest in a $1,000 principal
amount debt security of the issuer (although, as described below, the debt
“host” is not always debt). Interest on any host debt security will accrue at an
annual rate and typically will be paid quarterly until a successful remarketing
occurs. “Contract adjustment payments” also will be paid periodically with
respect to the underlying purchase contract.

One upside to the issuer is that it locks in cash proceeds and locks in a share
price of an equity offering today while avoiding the dilution from the offering
for a few years. In exchange for a high yield, investors face an unfavorable
asymmetry in terms of participating in stock price appreciation.1

Often the underlying debt security (often referred to as the “host”) will be
remarketed within three years after the initial issuance of the equity units. The
proceeds of the remarketing (often referred to as an “early remarketing period”)
are then used to fund the purchase of replacement debt (U.S. Treasury STRIPS
or “treasury portfolio”) within the equity unit. The treasury portfolio matures
on or just prior to the date that the holder of the equity units is required to
purchase the issuer’s common stock. Such purchase is calculated using an
agreed-upon formula determined at the time of initial issuance of the equity
units. The issuer will use the funds from the maturity of the treasury portfolio
in order to settle the purchase of the common stock.

* Steven C. Friend is a partner at Hunton Andrews Kurth representing issuers and
underwriters in a range of equity and debt offerings, with a significant portion of this work
concentrated in the energy and utility industries. Patrick Jamieson is an associate at the firm
representing issuers and underwriters in a range of capital markets transactions. The authors may
be reached at sfriend@huntonak.com and pjamieson@huntonak.com, respectively.

1 Fotios Tsarouhis, To avoid dilution, big US utilities turning to mandatory convertible issuances,
S&P GLOBAL MARKET INTELLIGENCE (Sep. 20, 2019).
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Issuers can choose between senior or subordinated debt or preferred stock as
the underlying host for the equity unit. In the past several years, a number of
utility issuers have utilized senior debt as the underlying host, including
NextEra Energy, Inc. (September 2019 and August 2016), The Southern
Company (August 2019), and DTE Energy Company (September 2016).
Other issuers have used underlying subordinated debt, including American
Electric Power Company, Inc. (March 2019), South Jersey Industries, Inc.
(April 2018), Dominion Energy, Inc. (August 2016), Black Hills Corporation
(November 2015), and Exelon Corporation (June 2014). Lastly, an issuer may
also use preferred stock, as Dominion Energy, Inc. did in their June 2019 equity
units offering, with each equity unit included an undivided beneficial interest
in 1/10th of a share of cumulative perpetual convertible preferred stock.

In the case of Dominion’s 2016 offering and Southern Company’s 2019
offering, both issuers structured their equity units offering with two different
series of underlying senior debt securities, each with a different maturity. In
those instances, each $50 equity unit included a 1/40 undivided beneficial
interest in each series of underlying senior notes, instead of a 1/20 undivided
beneficial interest in a single series of underlying notes like the other
transactions identified above.

TAX AND ACCOUNTING CONSIDERATIONS

Tax and accounting considerations play an important role in why an issuer
chooses to offer equity units. Such considerations also impact the holder of the
securities. Because of the analysis the issuer must conduct and the related
disclosure, issuers should start this process early, involving their internal and
external audit teams, as well their own counsel and counsel for the underwriters.

The prospectus supplement for the offering will generally describe an equity
unit debt host as treated for U.S. federal income tax purposes as either (1) a
variable rate debt instrument or (2) a contingent payment debt instrument. If
an issuer treats the underlying host as a variable rate debt instrument, a holder
will be required to take into account interest payments on such security at the
time the interest is paid or accrued in accordance with the holder’s regular
method of tax accounting. However, if an issuer treats the underlying host as a
contingent payment debt instrument, a holder would generally be required to
(A) accrue interest income based on a projected payment schedule and
comparable yield and (B) treat any gain recognized on a sale, exchange,
redemption or other taxable disposition of such security as ordinary income.
The disclosure typically describes the tax treatment as unclear and that the
issuer will treat the contract adjustment payments as taxable ordinary income.

In addition to including relevant disclosure regarding tax treatment in the
prospectus supplement, in our experience, an issuer will also request a letter
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from the lead underwriter (or lead underwriters) regarding the likelihood of
successful remarketing of the host and the valuation of each component of the
equity unit—(1) the purchase contract and (2) the applicable ownership
interest in the underlying host. Typically, per $50 equity unit, the purchase
contract is valued at $0, while the applicable ownership interest in the
underlying host is valued at $50. This representation letter, delivered to the
issuer, supports the issuer’s tax disclosure as well as issuer counsel’s tax opinion.
While each representation letter contains the same basic elements, each
underwriter may have its own form and different analysis, so it is important to
allocate ample time to preparing and negotiating such letters (and the associated
indemnity therein).

REGULATION M

Regulation M prohibits certain activities by distribution participants that
could manipulate the market for an offered security. A “distribution partici-
pant” under Regulation M includes any person who has agreed to participate in
or is participating in a distribution of securities, such as an underwriter. While
the issuer’s common stock underlying the equity unit is likely an actively traded
security for purposes of Regulation M (satisfying the average daily trading
volume exemption) and thus exempt from compliance with Regulation M, such
exemption does not flow up to the equity unit. Thus, the equity units are
subject to the restricted period pursuant to Rule 101 of Regulation M, which
begins on the later of five business days prior to the pricing date or such time
that a person becomes a distribution participant, and ends on the completion
of such person’s participation in the distribution.

CONSIDERATIONS FOR CLOSING OF EQUITY UNITS OFFERING

Once the transaction has successfully launched and priced, the issuer, legal
counsels and the underwriting syndicate must begin preparing for settlement
and listing of the equity units. Given the unique nature of this product and the
number of associated securities (i.e., the underlying host and the ability of
holders to create treasury units), special consideration should be given to the
settlement process with Depository Trust Company (“DTC”) and the lead
billing and delivering underwriter. Note that this process is typically handled by
the underwriter’s equity operations team. Early communication with the lead
underwriter’s operations team, DTC and the purchase contract agent (which
will issue the corporate units at closing) are crucial to avoiding any hiccups the
morning of closing.

The subsequent listing process for the equity units with the New York Stock
Exchange (“NYSE”) is similar to the process for other structured products. The
issuer should aim to have a completed application into the NYSE prior to
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closing so that trading of the corporate units can begin shortly after closing. In
our experience, assuming all deliverables with the NYSE are properly met,
trading will typically begin three business days after closing. In order to bridge
the several day gap between closing and the commencement of trading on the
NYSE, some offerings are assigned an over-the-counter (“OTC”) trading
symbol by Financial Industry Regulatory Authority (“FINRA”). This measure
is temporary. Once trading begins on the NYSE, the OTC symbol will be
“inactivated” by FINRA.

At pricing, the underwriters will obtain Committee on Uniform Securities
Identification Procedures (“CUSIP”) numbers for: (1) the corporate units; (2)
the underlying host; and (3) the treasury units. For the corporate units and
treasury units, the underwriters will obtain equity CUSIPs and for an
underlying debt host, the underwriters will need to obtain a debt CUSIP. At
settlement, only a closing for the corporate units CUSIP will occur, as the
remaining two CUSIPs will have a $0 balance at closing. It is important that the
CUSIPs for the underlying host and treasury units be set up correctly with
DTC at the time of initial issuance of the equity units.

Because settlement of equity units is somewhat uncommon (compared to
other “plain vanilla” debt securities or equity), other last minute issues may
arise. One item we encountered on several transactions is a request from DTC
that the issuer provide an attestation form regarding Section 871(m) of the
Internal Revenue Code of 1986, as amended. Section 871(m) (which was
initially effective in 2017) generally treats “dividend equivalents” under certain
contracts as U.S. source dividends that are subject to withholding for non-U.S.
persons. Although the issuer already intends to treat contract adjustment
payments as subject to withholding, DTC may nonetheless request a rider from
the issuer at closing.

Because of the U.S. federal income tax treatment of an equity unit as two
components, with interest payments on the underlying debt host treated as
interest and contract adjustment payments treated as ordinary income (thus
subject to withholding in a manner similar to dividends), we have also
encountered some confusion with Euroclear. Because ongoing payments on the
equity units are derived from these different components, we have received
clarification requests from Euroclear on how such equity units should be
classified in the Euroclear system.

CONSIDERATIONS FOR THE REMARKETING

Until the remarketing of the underlying host, the host CUSIP and the
treasury unit CUSIP will likely retain a zero balance (or minimal balance).
Issuers can run into trouble at the time of a remarketing when such host CUSIP
is not DTC eligible, lists incorrect interest payment intervals (e.g., quarterly
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instead of semi-annual) or has been dormant for a long enough time such that
DTC has temporarily put a “chill” on the CUSIP on its system. In these
instances and others, both issuer’s and underwriter’s counsel will work with
DTC to make the necessary updates on DTC’s system for proper settlement of
the remarketing. In some instances, an issuer may be asked by DTC’s General
Counsel’s office to provide a letter from the issuer requesting such a change to
the information on DTC’s records with respect to such CUSIP.

Despite being approximately three years out from the time of initial issuance
of the equity units, proper planning for the remarketing is crucial at the time
of initial issuance. The remarketing (and settlement thereof ) must not occur
within the issuer’s black-out period, as standard deliverables (comfort letters,
legal opinions, etc.) are required at the time of closing. And the issuer will also
want to ensure it has adequate time to conduct an optional remarketing
(discussed below) during an ideal window.

At the time of issuance of the equity units, the issuer agrees to enter into a
remarketing agreement to remarket the underlying host. Such optional
remarketing will sometimes require a remarketing agent to use its “commer-
cially reasonable efforts” to obtain a set price for the underlying host. Such
language is important. The issuer’s tax counsel will likely want considerable
efforts to be made in order to ensure a successful remarketing. At the same time,
it is beneficial to have some flexibility built into the remarketing procedure in
the event that the remarketing period chosen by the issuer turns out to be a
particularly bad time to market the host for sale.

Settlement for the remarketing is a multi-step process. The parties involved
will benefit from a detailed funds flow memo prepared well in advance of
closing that includes step by step instructions for each wire and the responsi-
bilities of each participant (issuer, remarketing agent, trustee, purchase contract
agent, and collateral agent).

The first step of the remarketing closing is the settlement of the treasury
portfolio. The remarketing agent will settle on its prior purchase of the treasury
portfolio and deliver the treasury portfolio via “DWAC” (Deposit/Withdrawal
At Custodian) to the collateral agent. At the same time, the remarketing agent
will allocate the funds from investors for the remarketed underlying host for
such treasury portfolio purchase. Before the trustee (or transfer agent) can
transfer the remarketed underlying host to the remarketing agent, however, the
purchase contract agent must receive the pledged host from the collateral agent.
The issuer must also separately pay any accrued interest (or dividends) on the
underlying host. All of these steps need to occur quickly, as multiple DWAC
closings will need to occur. While DTC’s DWAC system closes at 5:30 p.m.
(ET), the remarketed securities must be transferred to the remarketing agent’s
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account at DTC earlier in the day so as to permit ample time to allocate the
remarketed securities to the new investors.

PRATT’S ENERGY LAW REPORT

36




