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FINANCE

I
s your company a middle market venture with revenues

ranging from $10 million to $100 million? Do you run a

business with a healthy cash flow? Need capital for expansion,

growth or an acquisition? Want to keep control of your company?

If so, you may be a candidate for mezzanine financing, a

sophisticated way to raise capital that is not widely known

among small business owners but often is a powerful

tool for growth.

Mezzanine capital has always been an important

element of financing for growing companies. Because

financial markets have tightened and debt multiples have

fallen to historic lows in recent years, however, mezzanine

financing has assumed a much more significant role in

the capital structure and continues to grow both in

popularity and sophistication. Today, mezzanine capital

has evolved into a highly structured and negotiated product

that comes in many variations. 

Debt or equity? 
Mezzanine capital is used whenever there is a financing

gap between equity and senior debt. Mezzanine financing, a

hybrid of debt and equity, is sandwiched between senior debt

and equity on a company’s balance sheet. Structurally, it is

subordinated, or “junior,” in priority of payment to senior

debt, but senior to common stock or equity. 

Typically, mezzanine financing is structured as a note with

an interest rate and a warrant to buy a number of shares in the

issuing company. Thus, mezzanine providers are in a sense both

lenders and investors. As lenders, they are concerned about the

stability of cash flow, high interest and debt service coverage

ratios, as well as the amount, amortization and collateral of the

senior debt that has a higher priority. But as equity investors,

they are equally interested in the “upside,” or the potential

ability of the company to achieve superior results and create

value for shareholders.

Structure and pricing 
Mezzanine capital is an unsecured form of financing that

is principally a loan relying on an “equity kicker” – usually a

warrant – to boost the return on the loan to compensate for

the greater risk inherent in a junior position to a senior lender.

The senior lender typically has collateral to back up his loan.

The mezzanine lender may only get a second position or none

at all on a company’s collateral. A mezzanine deal size typically

ranges from $1 million to $25 million. Typically, mezzanine

capital is priced to yield roughly an annual compounded internal

rate of return of 18% to 22%, depending on the risk associated

with the transaction. 

Mezzanine debt is typically issued with a cash pay interest

rate of 12% to 14% and a maturity ranging from five to seven

years. The remainder of the desired 18% to 22% all-in return

consists of warrants to buy common stock, which the investor

values based on the outlook of the company’s fiscal health.

Mezzanine investors usually hold warrants for far less than

50% of any one company. The fee for raising the money runs

between 2% and 3% of the transaction. 

Typical candidates
Companies considered “ideal” mezzanine

transactions have consistent historical cash flows,

a diversified base of customers, a proprietary

product, a market and/or a technology edge, an

experienced management team and a well-

capitalized balance sheet. Additionally, mezzanine

investors seek to invest in companies in which

the management team owns a sufficient equity

stake to ensure that the team is adequately

motivated to build a successful company. 

The largest use for mezzanine capital is in acquisition

financing, such as management and leverage buyouts. Other

uses of mezzanine financing include growth and expansion

capital, restructurings, divestitures and recapitalizations. 

Key advantages
The biggest benefit mezzanine debt provides company owners

is that it can reduce the amount of equity required in the

transaction, limiting the dilution of shareholders and lowering

the cost of capital. As a result, management teams generally

favor mezzanine investors that do not make control the driving

issue in negotiations. The cost of mezzanine capital (18% to 22%)

is significantly lower than the returns (25% to 35%) targeted

by equity investors. 

Interest on mezzanine debt is a tax-deductible expense, unlike

dividends on preferred or common equity. Additionally, mezzanine

capital can provide an increase in senior lending potential,

since most lenders regard mezzanine capital as quasi-equity.

Mezzanine investors may also invest in equity in addition to

providing subordinated debt. 

Mezzanine capital is usually a valuable financing alternative

for management seeking to raise capital in the later phases of a

company’s development and is not suited for start-up financing.

Nor is it a substitute of equity in companies that are not generating

a positive cash flow. Financial and operational stability are needed

to allow the current payment of a high coupon interest payment.
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