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ABSTRACT  
This paper is about choice of Mezzanine capital structure, and mezzanine level security. Mezzanine debt 

capital generally refers to that layer of financing between a company's senior debt and equity, filling the 

gap between the two.  Structurally, it is subordinate in priority of payment to senior debt, but senior in 

rank to common stock or equity.  In a broader sense, mezzanine debt may take the form of convertible 

debt, senior subordinated debt or private "mezzanine" securities (debt with warrants or preferred equity). 
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INTRODUCTION 

Mezzanine Fund 

Mezzanine funds are termed loans used by companies that are cash flow positive, such loans are tailor-

made to meet the specific financial needs of a business to fund further growth through expansion projects, 

acquisitions, recapitalizations, management and leveraged buyouts (Giurcă, 2008). 

A term loan is comparatively the most uncomplicated type of a business loan; where you borrow a 

specific amount from the lender, and in return, agree to pay back the loan amount plus interest over a set 

period of time with various options of monthly repayments and buyout clause 

Lenders, usually banks or special institutions, make an assessment of the borrower‘s financial condition 

before lending the money. Major benefits of a term loan are flexibility in repayment, quick disbursal of 

funds and minimal documentation. 

 When mezzanine debt is used in conjunction with senior debt it reduces the amount of equity required in 

the business.  As equity is the most expensive form of capital, it is most cost effective to create a capital 

structure that secures the most funding, offers the lowest cost of capital, and maximizes return on equity.  

 

Meaning of Mezzanine Debt 

Mezzanine debt capital generally refers to that layer of financing between a company's senior debt and 

equity, filling the gap between the two.  Structurally, it is subordinate in priority of payment to senior 

debt, but senior in rank to common stock or equity.  In a broader sense, mezzanine debt may take the form 

of convertible debt, senior subordinated debt or private "mezzanine" securities (debt with warrants or 

preferred equity). 

Although it makes up a portion of a company's total available capital, mezzanine financing is critical to 

growing companies and in succession planning in recent years.  

The gap in funding between senior debt and equity is common for the following reasons:   

1) Accounts receivable, inventories and fixed assets are being discounted at greater rates than in the past 

for fear that their values will not be realized in the future;   

2) Many balance sheets now contain significant intangible assets, and,   
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3) As a result of defaults and regulatory pressure, banks have placed ceilings on the amount of total debt a 

company can obtain.    

While additional liquidity can be obtained from equity investors, equity is the most expensive source of 

capital.  Further, equity capital, by its nature, dilutes existing shareholders. As a result, mezzanine debt 

can be an attractive alternative way to obtain much needed capital. 

From a balance sheet perspective, mezzanine capital is a hybrid instrument that acts as a flexible bridge 

between pure equity and pure debt. It is thus able to remedy financial shortfalls that cannot be made good 

using the classic forms of corporate financing (Vasilescu Laura Giurcă, 2006). 

 
Mezzanine Fills The Gap Between Senior Debt And Asset Based Lending, And Equity 

 

 

 

 

 

  

 

 

 

 

Source: Fitch Ratings. 

CAPITAL STRUCTURES   
Capital structure refers to ‗the mix of debt and equity maintained by the firm‘ (Gitman and Zutter, 2012, 

p. 508). Romano (2000) categorised capital structure into four main parts: capital and retained profits, 

family loans, debt, and equity. Alternatively, Gibson (2002) suggests five types of source of finance, 

namely owner equity, family ties debt, trade credit, bank loan, and other debt or equity such as credit 

cards, venture capital, and government loans. On the other hand, Burns (2001) classifies sources of 

finance into two categories: long-term finance such as equity from private investment and other people‘s 

money, bank loans, leasing, and hire purchase, and short-term finance, for instance, bank overdrafts, 

short-term loans, and factoring. Marlow, (2003) categorized it into three types: private investment (e.g. 

personal monies and funds from friends and families), public investment (e.g. government loans, grants, 

and public equity finance) and private external finance (e.g. bank loans and overdrafts, asset finance and 

asset-based finance).    

Frank and Goyal (2005) suggest three sources of finance accessible to firms: retained earnings, debt, and 

equity. In addition, Rozali, (2006) categorized it into self financing, the government scheme, short-term 

loans from banks, medium term loans from banks, long-term loans, venture capital, and financing from 

non-bank financial institutions. Irwin and Scott (2010) classifies sources of finance into personal savings, 

personal and business bank loans, private and business credit cards, redundancy, remortgage family and 

friends, leasing, hire purchases, microfinance, grants and others.    

Senior Debt and Asset Backed 

Senior Subordinate debt 

Convertible Subordinated Debt 

Redeemable Preferred Stock 

Equity 

Mezzanine 
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Deakins, Whittam, and Wyper (2010) recommend two main categories of sources of finance: internal and 

external. An internal source of finance comprises of internal debt and internal equity. The main internal 

sources of finance for sole proprietors are as follows: retained earnings, personal finance (e.g. savings, 

credit cards, internal equity, sale of assets or inventories, working capital, and funds from family and 

friends) (Titman, Keown, and Martin, 2011). On the other hand, external sources of finance means funds 

obtained from an organisation from an outside source (Oxford Dictionary of Finance and Banking, 2008). 

It comprises of debt and equity. Debt consists of bank loans, bank overdrafts, foreign loans, leasing and 

hire purchases, trade credits, factoring, and loans from non-bank financial institutions. Financing with 

external equity is relatively expensive and may create problems of control and decision making. When 

seeking external finance, bank loans appear to represent most of the businesses‘ primary choices  

 

Companies with Efficient Capital Structures Employ A Number Of Capital Sources 

Typical Private Equity Structure (% of total Assets                          Expected Returns 

 30% – 60% 

         Senior Debt and Asset Backed (Stretch) Lending  

 Mezzanine 

 20% – 30% 

 Equity 20% - 30% 

 

Source: Management Magazine, Bond Capital. 

 

COMPANIES WITH EFFICIENT CAPITAL STRUCTURES USE A NUMBER OF CAPITAL 

SOURCES 

           Senior Stretch                         Mezzanine  Equity 

Security:       Secured Partial   Subordinated none 

Ranking:       Senior    First on Assets              Second     Third 

Covenants:    Tight Tight   Flexible none 

Term:            Demand Term    Term / Patient                          Patient 

Coupon:       Coupon – Floating       Coupon - Fixed             Coupon - Fixed                         Dividend 

Rate:              Prime   Prime Adjusted               Risk Adjusted              Market  Adjusted 

Equity Kicker: none Success Fee                  Warrants                                 Shares 

Prepayment      

Penalties:           Yes      Yes                              Fixed Period                             No 

Capital     

Providers:  Chartered Bank            Chartered Bank /         Private Capital                Private Capital 

  secondary lender   

Recovery %:    High      medium                           Low                                  Low 

Liquidity:        High medium      Low   Right of Sale / Shotgun       

                                                                                                     

Source: Fitch Ratings, Bond Capital 

 

13% - 25% 

 

13% - 25% 

 

25%+ 
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Statement of Problem 

In line with Salawu (2007) and Salawu & Agboola (2008) as stated in Owolabi & Inwang (2012); these 

studies revealed that for manufacturing firms in Nigeria, factors such as corruption, nature of financial 

markets, political atmosphere constitute major determinants of capital structure. Also for firms with a 

huge portion of their capital structure composed of external debt, their inability to pay back as at when 

due may be hindered by factors such as financial distress, bankruptcy threat, risk of default, solvency 

problem.  

However the bottlenecks associated with the accessibility of investment capital is humongous in the 

Nigeria experience especially for new small businesses still in the incubation stage coupled with high 

interest rate and lack of continuity in Government financial policies resulting from bumpy transmission 

from one administration to another. 

 

Financial Theories of Capital Structures   

Capital structure theory was initiated by Modigliani and Miller (1958) who hypothesized that when there 

are no taxes, the market will be more efficient. They indicated that the firm‘s value does not depend on 

the amount of debts taken by the firm. The M & M model depends on two keys: arbitrage and borrowing 

on personal account. The former is a process ensuring that two firms varying only in their capital structure 

must have the same performance. The latter means that an investor raises a personal loan through a share 

that he/she held in a levered firm. He/she can sell the share, spend the proceeds in the unlevered firm, or 

increase his/her income without additional costs.    

In a further study, Modigliani and Miller (1963) introduced corporate taxes into the existing model and 

found that once this underlying assumption was relaxed, capital structure can become relevant because 

the value of firms increases. Modigliani and Miller (1963) affirmed that the firm‘s value does depend on 

the amount of debts employed by the firm. They considered the tax shield benefits associated with the 

debt used.   

In addition to the tax model of Modigliani and Miller (1963), Miller (1977) introduced personal taxes into 

the model (i.e. previously only corporate taxes). According to Miller (1977), firms may continue to utilize 

debt until the marginal investor‘s personal tax equals the corporate tax rate. This is because additional 

supply of debts may increase interest rates until the tax advantages of interest deduction are equalized by 

higher rates.   

 

Pecking Order Hypothesis of Capital Structure 

Pecking order theory was initially proposed by Donaldson (1961), who found that owner-managers prefer 

to finance investment using retained earnings instead of external funds, regardless of the size of the firm. 

Debt would be repaid if retained earnings exceeded investment needs. Alternatively, if external funds 

were required, external equity would be the last option chosen by the firms after the safest security and 

debt.    

Myers (1977, 1984) then developed a hierarchical pecking order of preferred sources of firm‘s finance. 

Accordingly, retained earnings are used whenever possible. Debt financing will be used if there are 

insufficient retained earnings. Alternatively, equity will be used in exceptional circumstances since it 

involves relatively high constraints in the management of the business. The debt tax shields encourage the 

use of debt as opposed to equity financing (Kemsley and Nissim, 2002) as a tax shield may reduce the 

income tax payments.   

The theory also affirms that following particular financing hierarchy will maximise the value of the firms 

(Myers, 1977, 1984; Myers and Majluf, 1984). The theory assumes there is no optimal debt-to-equity 

ratio. Firms will utilise all available internal funds before choosing an external finance, especially external 

equities, in order to avoid dilution of control of the firm (Holmes and Kent, 1991). However, in reality, 

some companies issue equity even when other sources are not fully exhausted (Baker and Wurgler, 2002).     

In terms of debt finance, banks were thought to be the most favourable external sources of finance. The 

main reason was because bank finance results in no loss of equity and little dilution of ownership control 

and, obviously, managers are concerned with independence (Read, 1998) and financial freedom (Bolton, 
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1971; Cressy, 1995). They do not want to lose control of their business and properties (Hamilton and Fox, 

1998). This situation mostly happens in small firms as external equity is considered as being a relatively 

uncommon source of financing in small firms. The main reason is that few owners have the means to 

absolutely own their firms, and small firms are less likely to share markets; thus, debt financing is a 

requirement for most SMEs (Batten and Hettihewa, 1999).   

 

Trade-off Theory of Capital Structure 

In contrast to pecking order theory, where there is no target debt ratio, trade-off theory assumes the 

existence of optimal capital structure. According to Myers and Majluf (1984), an optimal capital structure 

is determined by substituting equity for debt and vice versa until the value of the firm is maximised (e.g. 

trade-off the cost and benefits of debt).  It means firms trade-off between the financial distress derived 

from debt (i.e. when firms are unable to meet the interest and principal payments) and tax savings (Seifert 

and Gonenc, 2008). Thus, most of the firms would use a fair deal of debt to take advantage of tax 

deductibles (Myers, 1984). However, the firms would not utilise debt excessively to avoid the problem of 

bankruptcy (Myers, 1984).    

According to Myers (1984), firms set the target debt ratio and move towards achieving it. In contrast to 

pecking order theory, this theory suggests that more profitable firms have a higher target debt ratio. This 

is because higher profitability firms ensure lower probability of bankruptcy, higher tax savings from debt, 

and higher overinvestment. Scott (1976) stressed that a trade-off between bankruptcy cost and the tax 

advantage of borrowing determines the optimal debt ratio of a firm. However, this effect can be 

insignificant due to the existence of non-debt tax shields (DeAngelo and Masulis, 1980) and personal 

taxes (Miller, 1977). Further, Eriotis, Vasiliou, and Ventoura-Neokosmidi (2007) who examine the target 

debt ratio based on the one-year lag of the debt ratio, found a positive association between target debt 

ratio and leverage.   

In addition, Fischer, Heinkel, and Zechner (1989) popularise a dynamic trade-off theory. This theory 

stresses the deviating debt ratio from the target, in a situation where the costs of adjusting the debt ratio 

are higher than the costs of maintaining sub-optimal capital structure. According to this theory, there is a 

negative association between profitability and leverage, since firms reflexively accumulate profits and 

losses and let the debt ratios deviate from the target.  

 

Corporate Benefits of Mezzanine Level Security 

The biggest benefit mezzanine debt provides is reducing the amount of equity required in the transaction.  

Mezzanine investors are looking for between 15 and 25 percent IRR (internal rate of return) compared to 

25 to 50 percent for equity investors, so it's more cost effective.  

While mezzanine debt is more expensive than bank debt, it is not as rigid.  Generally, it shares the same 

covenant package as a bank deal, but the measurement characteristics are looser.  For instance, if the 

maximum leverage of EBITDA on a bank deal is three and a half times, a mezzanine deal would be closer 

to four or five. Average debt in multiples of leveraged companies differentiates between bank debt as a 

multiple of EBITDA, and non-bank debt (often mezzanine debt) as a multiple of EBITDA. As a result of 

reduced senior debt levels initially, the use of mezzanine capital is more relevant. Typically, mezzanine 

lending includes both subordinated debt and an equity component.  The debt is issued with a cash pay 

interest rate of 12 to 18 percent and a maturity ranging from five to seven years with the ability of the 

borrower to buy out the debt earlier. The remainder of the required 15 to 25 percent all-in-return consists 

of warrants to buy common stock, which the investor values based on the outlook of the company, or 

incremental interest paid on a "pay-in-kind" or PIK basis.    

 

Mezzanine Exit   

Most mezzanine investments are taken out either through a change-of-control sale or recapitalization of 

the company.  Many mezzanine capital providers believe the IPO "home run" is a rarity.  While some 

mezzanine providers may look to invest in companies that represent strong IPO candidates, more 

frequently the mezzanine capital provider is bought out by the initial owner through a recapitalization 
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with inexpensive senior debt, through the accumulated profits generated by the business or through an 

acquisition of the company by a competitor.  The typical mezzanine transaction is for 5 to 8 years, with 

the possibility of early exit. 

 

STRUCTURE OF MEZZANINE LEVEL SECURITY 

Mezzanine financings can be completed through a variety of different structures based on the specific 

objectives of the transaction and the existing capital structure in place at the company. The basic forms 

used in most mezzanine financings are: subordinated notes and preferred stock. Mezzanine lenders, 

typically specialist mezzanine investment funds, look for a certain rate of return which can come from 

four sources: (each individual security can be made up of any of the following or a combination thereof):  

* Cash interest — A periodic payment of cash based on a percentage of the outstanding balance of the 

mezzanine financing. The interest rate can be either fixed throughout the term of the loan or can fluctuate 

(i.e., floa).   

* PIK interest — Payable in kind interest is a periodic form of payment in which the interest payment is 

not paid in cash but rather by increasing the principal amount of the security in the amount of the interest 

(e.g., a $100 million bond with an 8% PIK interest rate will have a balance of $108 million at the end of 

the period but will not pay any cash interest).   

* Ownership — Along with the typical interest payment associated with debt, mezzanine capital will 

often include an equity stake in the form of attached warrants or a conversion feature, similar to that of a 

convertible bond. The ownership component in mezzanine securities is almost always accompanied by 

either cash interest or PIK interest and in many cases by both.  

* Participation payout — Instead of equity, the lender may take an equity-like return in the form of a 

percentage of the company‘s performance, as measured by total sales or EBITDA as a measure of cash 

flow, or profits. 

Mezzanine lenders will also often charge an arrangement fee, payable upfront at the closing of the 

transaction. Arrangement fees contribute the least return and are aimed primarily to cover administrative 

costs and as an incentive to complete the transaction. 

In structuring a mezzanine security, the company and lender work together to avoid burdening the 

borrower with the full interest cost of such a loan. Because mezzanine lenders will seek a return of 14% to 

20%, this return must be achieved through means other than simply cash interest payments. As a result, 

by using equity ownership and PIK interest, the mezzanine lender effectively defers its compensation 

until the due date of the security or a change of control of the company.  

Mezzanine financings can be made at either the operating company level or at the level of a holding 

company (also known as structural subordination). In a holding company structure, as there are no 

operations and hence no cash flows, the structural subordination of the security and the reliance on cash 

dividends from the operating company introduces additional risk and typically higher cost. The advantage 

to the company is that the debt at the holding company level is not normally included in assessing the 

leverage or coverage ratios that constrain how much a company can borrow. 

 

Mezzanine Financing Instruments 
The most important mezzanine financing instruments include private placement instruments (private 

mezzanine) and capital market instruments (public mezzanine). The private placement instruments are the 

followings:  − subordinated loans (junior debt) are the most common form of mezzanine financing and 

they are unsecured loans where the lender‘s claim for repayment in the event of bankruptcy ranks behind 

that of providers of ―normal‖ loans (senior debt); − participating loans are normal loans, but rather than 

being fixed, their remuneration is contingent upon the results of the business. Despite sharing in profits, 

participating loans do not give rise to an ownership relationship; − the ―silent‖ participation is closer in 

legal form to a stockholding than are subordinated or participating loans. The distinguishing feature of 

this form of financing is that one or more persons take an equity stake in a company, but without 

assuming any liability to the company‘s creditors. The typical ―silent‖ participation affects only the 

company‘s internal affairs and is not apparent to outside observers. The capital market instruments 
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(public mezzanine) are the followings:  − profit participation rights are equity investments under company 

law that entitle the holder to rights over the company‘s assets (e.g. participation in profits or in the surplus 

on liquidation, subscription for new stock), but not to the right to be consulted on business decisions; − 

convertible Bonds/Bonds with Warrants give the holder, in addition to the usual right to fixed interest 

payments and repayment of principal, the right to acquire shares or other equity instruments of the 

company instead of accepting repayment of the bond. The specific form of a mezzanine financing 

instrument is classified first by its position between equity and debt in the balance sheet (equity vs. debt 

mezzanine), and second, by its tradability, which ranges from book instruments (private mezzanine) to 

those which can be traded on the capital markets (public mezzanine). The latter may be issued publicly or 

placed privately. Different risk-return profiles for the mezzanine investor can arise depending on how 

close the instrument is to pure debt or equity. So, taking into account the risk exposure and the return, the 

classification sca33le of the mezzanine instruments should start with ―pure‖ equity capital, bonds with 

warrants, convertible bonds, profit participation rights, participation loans and end with the ―silent‖ 

participation‖, subordinated loans and ―pure‖ debt capital.  The central feature of mezzanine capital is that 

mezzanine investors have a subordinated status in relation to other loan creditors in the event of 

bankruptcy, arrangements with creditors, or liquidation. This means that in the event of bankruptcy, the 

higher-ranking debt providers are generally paid first, followed by the mezzanine creditors. For this 

reason, mezzanine funds – although classified as debt for legal and tax purposes – are also described as 

―economic equity‖ or ―quasi-equity‖, because they represent liable equity capital from the point of view 

of the higher-ranking lenders. 

 

Advantages and Disadvantages of Mezzanine Financing:  

Mezzanine financing is associated with a number of advantages for companies in traditional forms of 

financing. Among the advantages includes 

- Remedies financial shortfall and provides capital backing for implementing corporate projects; 

− improves the balance sheet structure and thus creditworthiness, which can have a positive effect on 

the company‘s rating and can widen the room for maneuver as regards financing  

− Strengthens economic equity capital without the need to dilute equity holdings or surrender 

ownership rights. Moreover, by raising mezzanine capital, stockholders can continue to act with 

greater independence than would be the case with the introduction of an additional equity investor, 

because mezzanine investors do not usually seek the right to be consulted and to participate of the 

investee company.;  

− tax-deductible interest payments and flexible remuneration structure;  

− Thus, the standard arrangement includes, in addition to an interest component, a 

Performa performance of the company, or an option to acquire or receive equity interests;  

− greater entrepreneurial freedom for the company and limited right of mezzanine investor 

to be consulted.  

 

Disadvantages of mezzanine finance for investors 
− The difficulty to exit early;  

− The wrong assessment of creditworthiness leads to lower returns 

− More expensive than conventional loan financing. Mezzanine capital should therefore be seen as 

complementary to traditional debt capital and appropriate only in cases where the funding 

requirement is larger than the amount that can be raised using conventional debt financing and equity 

resources;    

− Capital provided for a limited term only, in contrast to pure equity capital;  

− More stringent transparency requirements as regards accounting, controlling, and information policies  

− This form of financing is not appropriate for particular types of company and business phases. This 

applies first of all to the financing of start-ups or early stage companies. 
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The Current Reality of Mezzanine Financing 

Mezzanine lenders attempt to deal with some of the inherent risks with mezzanine loans by obtaining title 

insurance, entering into inter-creditor agreements, requiring non-consolidation opinions, setting up special 

purpose bankruptcy remote entities, and the like. Unfortunately, these actions often lead to expensive, 

inefficient and wasteful practices that end up compounding the problem, leading to further market 

imperfections and risks to the economy. The net result is that we now have overconfident lenders who 

over-lend at interest rates that do not adequately reflect all of the hazards inherent in these complicated 

financings. In recent times there are arguments for more prudent risk taking with many other non-

traditional financings, including mortgage securitizations and mezzanine financings. Other factors to 

consider include  (i) increased liquidity and availability of capital, (ii) high loan-to-value ratios and 

increased use of subordinated debt, (iii) riskier underwriting, weaker loan documentation and greater 

volatility, and (iv) a maniac devotion to short-term results over the long-term. All of these factors apply 

equally to the mezzanine loan market and signal that there will be an increased risk of defaults when the 

market goes down. 

 

CONCLUSIONS  

Mezzanine financing increases the range of financing options available to companies. In particular, 

companies with a good credit rating, but whose funding requirement is not large enough for a financing 

on the capital markets, can acquire greater room for maneuver by using this instrument. In this context, 

mezzanine should be understood as being complementary to traditional loan financing, and not a 

substitute for it. The use of mezzanine financing solutions can be especially appropriate in cases where 

the capital requirement exceeds the amount that can be raised with conventional financing instruments 

(equity and loans) because of a lack of borrowing capacity or insufficient equity resources. Due to their 

hybrid qualities, mezzanine funds are able to make good financing shortfalls between the maximum 

amount of debt capital available and the funding requirement as a complement to equity and loans.  
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