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Understanding Mezzanine Financing,
A Popular Way To Bridge The Funding Gap

Mezzanine deals are as popular as ever, and now mezzanine
lenders’ security interest can be protected with UCC insurance.

well-known and respected auso-

mobiie parts manufacrurer is

focused on an opportunity to

acquire a leading competitor,
which will firmly position the new
entity as a market leader of its
combined product line.

Each company has operated for
more than 13 vears under its current
ownership and management, each
believes it has a solid balance sheer and
hoth enjov positive cash flows. Both
have impressive production facilities,
and each firm’s product line comple-
ments the other’s customer fist, The
companies can eliminate certain
expenses once combined, and it appears
the purchase price is right.

To fund the acquisition, plant expan-
sion and to provide working capital, a
toan of 835 million is required. Because
the borrower does noe believe it is a
candidate to issue new stock through a
private placement to raise capizal, it
needs a loan facility. The problem, as it
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turns our, is that the borrower’s balance
sheet is not quite as solid as the
borrower represented, or as strong as the
lender had anticipated.

Particularly challenging for the asser-
based lender are the rather conservative
credit underwriting standards, recently
implemented to protect the bank during
todays uncertin economic dmes. Depsite
sufficient cash flow to
service the proposed
new debt, the bank is
able to loan only $25
mitlion, referring to
msufficient collatersl
as the basis for the
510 million shortfall
in required funding.
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So, where does a
qualified borrower with a proven track
record, strong management, a solid busi-
ness plan and healthy cash flow go when a
“credit crunch™ has become a factor?

Bridging the funding gap

Mezzanine financing can provide addi-
tional capital wo middle-marker businesses
in a way thats gaining understanding and
acceptance thraughout the capital
markets. [t is a powerful resource for
funding growth, often an important
compoenent of a farger financial structure,
frequently involving expansion, leveraged
buyouts and recapitalizatons.

Such funding oppormunities generally
represent a high-yield loan facility for
lenders and investors in so-called mezza-
nine funds, many that target transactions
in the $3 to $100 million range.

Essentially, mezzanine funding provides
subordinated debt financing with grearer

returns than tradivonal bank debt. The
rerm “mezzanine” can be related in the
context of 2 capital structure to the
phrase “in the middle.” Sometimes
referred to as “mezzanine capital,” it is
a form of junior debt that bridges the
gap between private equity investment
and the wradisional bank loan.

The mezzanine debt is senior 10 the
original equity but junior to the bank
loan, hence, viewed to reside in the
middle. Mezzanine financing is generally
used to fill the gap berween first mort-
gage financing and the equity pardcipa-
tion of the principals of the borrowing
entity. The mezzanine loan is often
viewed as “interim” financing and is
sometimes referred to as a “bridge.”

The mezzanine component generatly
represents well helow 30% of a mansac-
tion’ s capital struceure. With the loan-
to-value (LT'V) ratio of first mortgage
financing commonly limited by loan
agreement to 73% - which frequently
restricts further encumbrances in the
form of secand marigages - the addi-
tional mezzanine component can
contribute to an aggregate LTV of up 1o
95%. The 20% “differential” in this
cxample, serves as the equiry the
horrower or its principals can use to gain
access to additional capital vis-A-vis the
mezzanine foan facility.

The bridge then, is “new” capital
available to finance acquisitions,
growth, recapitalizations and working
-apital needs in a way that comple-
ments the underlying relationship with
the senior lender.

Mezzanine financing is most often
extended to the partners or equity
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halders of a horrowing entty, frequenty
a limited liabiliry corporation (LLC).
The partners or equity holders are also
commonly structured as LLCs, with the
lender taking a pledge of the party’s
g(uity INTErest a5 iIs security.

The pledge of the equity interest in
the LLC can be defined as cither invese
ment property or general intangible
(personal property) pursuant w Revised
Article 9 of the Uniform Commercial
Code (UCC). Tt can be insured for attach-
ment, perfection and priority similar to
traditional real estate tide insurance for
the real estaze portdon of the Joan.

Wy the bridge?

In the middle markets, companies
need to fund growth and expansion.
Many borrowers lack sufficient tradi-
tienal collateral to access necessary
capital and many highly qualified
investors are attracted to filling the gap
between debt and equity.

The domestic commercial and indus-
triaf loan market has been estimated to
exceed 51 trillion annually, and there
now may be as many as 185 mezzanine
funds with accrued torai commitments
since inception exceeding $35 billion.

To some mezzanine
financing for mid-markers gained in
popularity as the resulr of significant
reductions in the junk bond market that
led to the high-vield markets rargeting
“major” market transactions closer to
the 5130 million level. In the early “90s,
many insurance companies withdrew
from commercial lending. Mezzanine
funds filled the gap. Teday, many
mezzanine funds target the §3 to $100
million level for a single company.

Although mezzanine debt may
represent less than 5% of all private
equity fundraising, it is viewed by many
as a lower risk profile than venture
capital or leveraged buyour (LBO)
funds. The credit crunch that began in
the late 19%90s resulted in tightened
crediz standards, but has not led two
increased losses in this portion of credit
struceures. And accordingly, the pricing
structure has not increased substan-
tially, making mezzanine financing both
ateractive and affordable.

degree,

Building the bridge

Targeted gross returns for lenders and
investors are in the high teens to low
rwenties, and equity kickers or conver-
sion rights are commonly factored into

this expecration. Generally, mezzanine
loans are interest-only at prime plus two
to four points, often payable every six
months with an average mawrity of five to
seven vears, The loan costs to the
borrower, including legal and accoundng
fees, may equal 3% of the loan amount,
exclusive of any additonal fees.

Unlike many banks seeking an early
return of principai, mezzanine lenders
generaily focus on the relatonship’s
overall yield, hence the attraction of
future equity participation.

Tvpically the exit strategy for the
mezzanine lender is the borrower going
public, an equity issuance, or the
borrowering entity being sold or other-
wise refinanced. When one of these
events take place, the lender gets back
principal, interest and any capital gains
on the sale of the stock generated from
excercising conversion rights.

Because many senior lenders view
mezzanine financing as having strength-
ened the balance sheet of the borrower
by adding capital that 1s junior to their
foan, an opportunity exists for asset-
based lenders to benefit from the popu-
larity of mezzanine financing, and the
strength and impressive expertise of
many of the major plavers undenwriting
and funding mezeanine loans.

The names of many of the prominent
mevzanine lenders reads hke the “Who
Who” of American capitahism success.
Amang the leading, and very recogniz-
able, names are Merrill Lynch, Morgan
Stanlev, Bear Stearns, Greenwich
Capital, Lehman Brothers, Goldman
Sachs, Capital Trust, Deursche Bank,
Credit Suisse First Boston, JP Morgan,
MONY and GMAC, 1o name justa few.

Strengthening the bridge

The mezzanine market segment i3
commonly linked to the commercial real
estates markets, with a pledged equity
interest closely gied to income-
producing real property. The property s
often a hotel, office building, aparoment
complex or development project with
similar charscteristics.

As a result, underlying concerns to
mezzanine lenders involve declining real
estate vaiues, aggressive low interest rate
lending by traditional lenders, buyers
who may have overpaid for a property
and general economic factors.

These fundamental market conditions
contribute to impact property rent growth
and future revenue streams. Naturally, any

new debt can be a strain on a property
and expose the investument to increasing
vacancies and declining rents, Highly
leveraged assets may be difficuit to refhi-
nance or even sell,

A major development providing
additional provecrion to mezzanine
lenders is the availability of “dtle insur-
ance” covering the pledge of a
membership interest in a partership or
LLC, which, as mentioned, may be
either investment property or a general
intangible, according to Revised Article
9 of the UCC. The mezzanine lender’s
abitity 1o enforce the validizy and
priority of its security interest can be
both complex and challenging.

Perfecton of a security interest in the
ownership of a parmership or LLC can
be sccomplished by: filing the appro-
priate UCC-1 financing statement in the
appropriate jurisdiction, taking posses-
sion of the collateral if the interest is
certificated or otherwise subject to 2
control agreement such as a deposit
account, or control if the security
mrerest s deemed mvestment property.
Control is generally considered the
strongest method of perfecting the secu-
rity interest in a pledge of 2 parmership
or LLC membership interest.

In some cases, the mezzanine lender
may improve its position by how it reats
its security interest in the pledged collar-
eral. At the request of the mezzanine
lender, & parmership or LLC can “opt
in” o UCC Ardcle 8 and elect to have
Its mrerest treateck as securities.

Perfection would then be by three-
way control agreement between the
horrower, lender and the parmership or
LLC. in addidon wo the use of a control
agreement, filing a LCC-1 financing
statement is always recommended.

Awtachment, perfection and priority
of the mezzanine lender’s security
interest over other secured or inter-
vening parties can be insured by the use
of UCC insurance, available from the
nation’s largest title insurance under-
writers.

This form of insurance has been
widely embraced by leading mezzanine
lenders primarily for the benefit of
shifung the responsibility for the proper
perfection of the lender’s security
interest in the collateral to a large insur-
ance company for relatively modest
costs, and for the value a second set of
eves such insurance underwriting
FEPresents. o

Copyrighy < 2003 Zackie Publcanons ing. Al Rights Resened




