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Mezzanine Overview 

 

Why Mezzanine? 

Mezzanine financing is a hybrid financial instrument that combines elements of both debt and equity, 

offering businesses flexible funding options for expansion, acquisitions, or restructuring. This 

financing structure typically sits between senior debt and equity in a company’s capital stack, offering 

lenders higher returns in exchange for increased risk, given its subordinate position to senior debt. The 

versatility of mezzanine financing allows it to be structured in several different ways, depending on the 

needs of the business and the goals of the investors. Below is an overview of the primary types of 

mezzanine financing. 

1. Subordinated Debt 

Subordinated debt is a common form of mezzanine financing, where the lender provides a loan that 

ranks below senior debt in priority for repayment in case of default or liquidation. While subordinated 

debt typically comes with a fixed interest rate, the interest rates are generally higher than those on senior 

debt to compensate for the increased risk. For example, a company raising mezzanine financing through 

subordinated debt may offer an interest rate of 12-15%, compared to a 5-7% rate on senior loans. The 

key benefit for companies is that subordinated debt does not dilute ownership while providing critical 

capital. 

2. Unsecured Debt 

Another type of mezzanine financing is unsecured debt, where the loan is not backed by specific assets. 

Unlike traditional loans that require collateral, unsecured mezzanine debt is riskier for the lender but can 

be advantageous for companies that do not have significant assets to pledge. To compensate for the lack 

of security, lenders typically demand higher interest rates and may include equity participation options. 

Unsecured debt is often used in high-growth sectors like technology, where companies may be rich in 

intellectual property but lack tangible assets to offer as collateral. 

3. Convertible Debt 

Convertible debt is a hybrid form of mezzanine financing that starts as a loan but includes the option for 

the lender to convert the debt into equity in the company at a later date, usually at a pre-agreed price. 

This type of financing is attractive to lenders because it provides both downside protection (through the 

loan structure) and upside potential if the company’s value increases. For instance, if a company 

experiences significant growth, the lender may opt to convert the debt into equity and benefit from the 
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appreciation in the company's stock. Convertible debt is especially popular in industries with high 

growth potential, such as biotech or technology startups. 

4. Equity Warrants 

Mezzanine financing can also involve equity warrants, where the lender receives the right (but not the 

obligation) to purchase equity in the company at a later date, often at a predetermined price. These 

warrants are typically issued in addition to a loan and provide the lender with a potential equity upside 

while retaining the security of the debt. For example, a lender providing mezzanine financing to a 

company for an acquisition might receive warrants that allow them to purchase shares in the company 

at a discount if the company goes public or experiences substantial growth. This option aligns the lender's 

incentives with the company's long-term success. 

5. Payment-in-Kind (PIK) Debt 

Payment-in-kind (PIK) debt allows borrowers to defer interest payments by making them with 

additional debt or equity rather than cash. In PIK structures, interest accrues over time and is added to 

the loan principal, creating a balloon payment that is due at the end of the loan term. PIK loans are 

attractive for companies that need capital but are cash-constrained, as they allow businesses to delay 

cash outflows while still accessing critical funds for growth. While PIK loans can be expensive due to 

compounding interest, they are useful for companies with longer investment horizons or cyclical cash 

flows. 

6. Preferred Equity 

While technically equity, preferred equity is often used in mezzanine financing structures because it 

shares many characteristics with subordinated debt. Preferred equity holders receive fixed dividends and 

have a priority claim on assets ahead of common equity holders but behind senior debt. However, 

preferred equity generally does not have voting rights, meaning the company retains control while still 

providing investors with an attractive return. Preferred equity is often used in real estate transactions or 

private equity buyouts, where steady cash flows are expected to service dividends. 

7. Revenue Participation Agreements 

In some mezzanine financing structures, lenders may participate in the company’s future revenue growth 

rather than receive a fixed interest payment. These revenue participation agreements (RPAs) are 

structured so that the lender receives a percentage of the company’s revenue for a set period of time or 

until a certain multiple of the original loan is repaid. This option is ideal for companies with strong 

revenue growth potential but uncertain profits, as it allows them to secure funding without the immediate 

pressure of paying large interest expenses. 

 

 



       

          

 

 

8. Bridge Mezzanine Financing 

Bridge mezzanine financing is a short-term solution designed to provide interim funding until a 

company can secure more permanent financing, such as equity or long-term debt. Companies often use 

bridge mezzanine financing during acquisitions, pre-IPO stages, or restructuring events. This form of 

financing is typically higher cost and may involve equity conversion features to compensate for the short 

duration and higher risk. It is an excellent option for companies needing capital quickly to close a deal 

or make a strategic acquisition. 

Conclusion 

Mezzanine financing offers a wide array of flexible options that combine the advantages of debt and 

equity, providing businesses with the capital they need while offering lenders attractive returns. Each 

type of mezzanine financing has unique benefits, tailored to different financial goals and company needs, 

such as maintaining control, accessing unsecured capital, or providing equity upside to investors. The 

legal structure behind mezzanine financing ensures that both borrowers and lenders are protected, with 

clear definitions of priority in case of liquidation and options for converting debt into equity. For 

businesses aiming for expansion or acquisition without giving up significant control or taking on 

excessive risk, mezzanine financing remains a powerful and adaptable financial tool. 

 


