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Financing Tools and the Life Cycle of the Firm
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Alternative Financing Techniques
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Hybrid Instruments

A common feature of hybrid techniques and equity is that the investor accepts more 

risk and expects a higher return than with the other techniques

Some of the most commonly used hybrid instruments are:

• Subordinated debt (loans or bonds)

– The lender agrees that senior or secured creditors will be fully paid before any interest or 

principal is paid

• Equity-related debt (convertible debt or bonds with warrants)

– The investor receives (in addition to interest) a payment linked to the share price of the company 

in which the investment is made

– The difference between a convertible bond and a bond with warrants is that, in the latter case, 

the warrants (subscription rights) are separate from the bond and can therefore be traded 

separately

• Profit or earnings participation mechanisms

– The investor is compensated by a share of future earnings of the company, subject to the risk 

that earnings may not reach the required threshold
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Private Instruments for Mezzanine Finance

• A mezzanine facility typically includes several financing instruments (tranches) of 

varying degrees of risk and return

– The exact mix of instruments in a specific facility can be tailored to suit the risk/reward 

preferences of the issuer and the investors

• A simple mezzanine facility contains

– One or more categories of subordinated debt and / or …

– … a tranche in which the investor receives a “success fee,” i.e. a share of the firm’s earnings or 

profits and/or …

– … an equity-related tranche in which an investor receives a payment whose value is contingent 

upon a rise in the value of the company, usually reflected in the company’s share price, often 

called the “equity kicker”

• The private mezzanine 

instruments are: 

subordinated loans, 

participating loans and 

“silent” participations
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Private Instruments for Mezzanine Finance (cont´d)

Subordinated debt (junior debt)

• Unsecured loans with lender’s ranking behind that of providers of senior debt

• Payment under all conditions, subject only that senior debt holders must be paid in full 

before any payment is made to subordinated debt holders

• Principal is usually repaid in “bullet” form, i.e. at the end of the loan

• In some cases, payment in kind (PIK)

– Both interest and principal are paid at the loan’s maturity

– Generally carries a higher interest rate than one where interest is paid throughout the course of 

the loan

Sales or turnover participation rights

• Payment based upon the performance of the company, in terms of revenue, turnover, 

or earnings

• Can also take the form of PIK

• Profit-sharing loan

– Remuneration (interest) may vary

• Participating loan

– “Capital repayment” may vary

• Additionally, fixed interest payments can be included in the contract

• On the other hand, participating loans do not share losses

– In the event of bankruptcy, providers of participating loans share in the results of the liquidation in 

the same way as other loan creditors.
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Private Instruments for Mezzanine Finance (cont´d)

Profit participation rights

• Equity investments 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

– The owner of the profit participation right is not a shareholder of the company and is not entitled 

to ownership rights

– This means that he has no voting right in the company’s shareholders’ meeting and no right to 

attend these meetings

• Profit participation rights are not defined by law and can therefore to a large extent be 

negotiated and designed to suit the parties

– Can be designed to resemble borrowed capital by contractually agreeing on minimum interest 

payments which are independent of the company’s profits

– Profit participation rights can also resemble equity capital if they grant the right to participate in 

the company’s profits and/or liquidation proceeds
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Private Instruments for Mezzanine Finance (cont´d)

“Silent” participation

• Closer in legal form to an equity investment than subordinated or participating loans

• Equity stake in a company, but without assuming any liability to the company’s 

creditors

• Affects only the company’s internal affairs and is not apparent to outside observers

• Participation in profits or losses, involvement in the company’s management, 

supervision and information rights can be structured flexibly

• Silent investor participates in losses

– However, it is possible to remove this feature partially or completely

Equity “kickers”

• Compensated by receiving a payment that reflects the increased value of the company 

enabled by mezzanine finance

• The most common are warrants which give the holder the right to purchase a specific 

number of shares at a predetermined price

– The value of the warrant is the difference between the price at which a share of the company can 

be purchased by exercising the warrant (the strike price) and the market price

– In cases where no such basis for pricing the equity interest is available, the value of the equity 

warrant is determined using a valuation technique specified in the contract
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Public Instruments for Mezzanine Finance

• Convertible bonds 

• Option bonds

• Preferred stocks

• Character of yield

– Fixed income bonds

– Floating rate bonds

– Profit bonds

– Bonds with a zero coupon 

• Method of redemption

– Single-payment bonds

– Bonds payable in instalments

– Convertible bonds

– Callable bonds

• Guarantee

– Guaranteed bonds

– Debentures (unsecured)

• Country and currency

• Form

• Secondary tradability and other rights
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Mezzanine Finance vs Other Financing Techniques
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Mezzanine Finance vs Other Financing Techniques (cont´d)
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Mezzanine Finance vs Other Financing Techniques (cont´d)
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Moody´s: Guidance on Notching for Subordination
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Typical Mezzanine Covenants

Key negative covenants in mezzanine debt may include limitations on: 

• Incurrence of debt (limit on indebtedness)

• Restricted payments

• Liens (security interest granted over an item of property)

• Change of control transactions

• Asset sales

• Affiliate transactions

Affirmative covenants may include those relating to: 

• Financial reporting

• Maintenance of insurance
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Types of Firms Suitable for Mezzanine Finance

Mezzanine finance can use firms with 

following characteristics

• Operationally and financially stable

• Sustainable and consistent business 

model

• Positive operating cash flow

• Strong management; 

• Insufficient senior financing

• Insufficient collateral

• High leverage

• (Not a) Turnaround situation

• (Young) High-growth companies

• Established companies with emerging 

growth opportunities

• Companies undergoing transitions 

and restructuring

• Strengthening of capital structures

• Leveraged Buy-Outs (LBOs)
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Excursion: Hybrid Capital for Financial Institutions

Hybrid instruments for banks usually include the following characteristics: 

• they are unsecured, deeply subordinated and generally the most junior instrument in 

the issuer’s capital structure (like preferred securities); 

• they are available to participate in losses without the bank being obliged to cease 

trading (unlike conventional subordinated debt); 

• they are fully paid-up (unlike callable capital); 

• they do not have any voting rights and thus is non-dilutive to existing shareholders 

(unlike common shares); 

• they are perpetual but may be called at the initiative of the issuer after a minimum 

period (say 5 years) with prior consent of the supervisory authority when replaced with 

same or better quality capital or when the capital position is not weakened as a result 

of such action 

• although the capital instrument may carry an obligation to pay interest, it could allow 

service obligations to be deferred (cumulative) or cancelled (noncumulative) where the 

profitability of the bank would not support payment
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Excursion: Hybrid Capital for Financial Institutions (cont´d)

The Basel Accord, or Basel I, sets criteria 

for measuring capital adequacy

• Tier 1 capital includes:

– Common stock

– Non-cumulative perpetual preferred

stock

– Disclosed reserves

– Minority interests in the equity 

accounts of consolidated subsidiaries.

• Tier 2 capital includes:

– Undisclosed reserves

– Asset revaluation reserves

– General provisions/loan loss reserves

– Hybrid (debt/equity) capital 

instruments (like mandatory 

convertible debt and cumulative 

perpetual preferred stock)

– Term subordinated debt

– Intermediate term preferred stock

The Basel III framework emphasises …

• … that Tier 1 capital must help a bank 

remain a going concern

– Must be subordinated to depositor and 

general creditor

• including subordinated creditor claims

– „Cannot be secured or guaranteed

– Must be perpetual with no incentives 

to redeem

– Must have fully discretionary non-

cumulative dividends

– Must be capable of principal loss 

absorption (including a mandatory 

conversion to common shares or 

principal writedown at a pre-specified 

trigger point)

– Cannot hinder recapitalisation

– Instruments that do not qualify as Tier 

1 may still constitute Tier 2 capital if

• Having a minimum original maturity of 

at least five years with no incentive to 

redeem

• Being callable only by the issuer after 

a minimum of five years with prior 

supervisory approval
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Excursion: Hybrid Capital for Financial Institutions (cont´d)

Ratings considerations

• Hybrid securities receive varying degrees of “equity content” from rating agencies 

based on their features and their anticipated effect on the issuer’s capital structure

• Historically, rating agencies viewed hybrids favourably, because hybrids were believed 

to have some of the loss-absorbing features associated with common equity securities

– … whereby the analysis of the hybrid security is separate and distinct from the rating agency 

analysis of the issuer’s overall credit rating

• In 2005, Moody’s published its “Tool Kit” relating to its methodology for analysing

hybrid securities featured a continuum of five baskets, from the A basket, which is 0% 

equity and 100% debt, to the E basket, which is 100% equity and 0% debt

• During the financial crisis, a revision was implemented considering the following:

– Does the hybrid absorb losses for a “going concern”?

– Does the hybrid absorb losses for a “gone concern”?

– Is the loss absorbing hybrid there when needed?

• As a general matter, hybrids that absorb losses for a going concern are generally 

eligible for D basket classification, …

• … while hybrids that absorb losses for a gone concern, depending on maturity, are 

generally eligible for a C basket classification
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Excursion: Contingent Capital for Financial Institutions
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Excursion: Contingent Capital for Financial Institutions (cont´d)
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Excursion: Contingent Capital for Financial Institutions (cont´d)
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Excursion: Contingent Capital for Financial Institutions (cont´d)
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Excursion: Contingent Capital for Financial Institutions (cont´d)
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Excursion: Contingent Capital for Financial Institutions (cont´d)
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Excursion: Contingent Capital for Financial Institutions (cont´d)

25



www.christianschopper.com © Copyright – Christian Schopper

Excursion: Contingent Capital for Financial Institutions (cont´d)
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Excursion: Contingent Capital for Financial Institutions (cont´d)
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