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A STRONG VINTAGE FOR EUROPEAN 
MEZZANINE DEBT 
David Wilmot, Joint Head of Mezzanine & Private Equity

The macroeconomic and fi nancial market turmoil experienced by 
most developed countries during the last 18 months has brought 
about some radical changes to the fi nancing environment for 
European leveraged buyouts (LBOs). David Wilmot, Joint Head 
of Mezzanine & Private Equity at Babson Capital Europe, argues 
that these changes have combined to play to the adaptability of 
mezzanine fi nance and to generate a highly attractive risk-return 
environment for mezzanine providers.

What are the features of mezzanine debt used in European leveraged buyouts?

Mezzanine debt, used in the fi nancing of European LBOs, is a high-
yielding secured asset class, ranking second in priority to senior debt. 
Mezzanine tranches can be provided via a wholly contractually-priced 
formula, involving a combination of cash and accrued payment-in-kind 
(PIK) interest, or on a warranted basis, where part of the remuneration is 
driven by a share in the equity value of the business upon exit. The latter 
is often referred to as an “equity kicker.” Some mezzanine providers also 
have the latitude to lend on a wholly-PIK basis which, in conjunction with 
the “bullet”1 repayment  characteristic of mezzanine, provides fi nancial 
sponsors with additional options in generating optimal fi nancing structures.

How does mezzanine debt help private-equity sponsors optimise capital structures 
for LBOs?

When executed well, mezzanine serves the shared objective of both 
borrowers and private-equity owners of businesses to establish a debt 
structure serviced by expected cash-flow patterns, with appropriate 
fl exibility in the event of underperformance by the company. At the same 
time, mezzanine debt provides additional funding capacity for sponsors 
at a cost of capital which should enhance the sponsors’ returns upon the 
successful sale of the business. During 2008-2009, banks retracted from the 
provision of senior debt on a take-and-hold basis as part of a fi nancing club of 
lenders using a broad senior and mezzanine debt underwriting strategy, and 
have gravitated towards a highly risk-averse approach to deal structuring. 
Against this backdrop, mezzanine is a potentially powerful instrument in 
providing solutions which can help withstand economic downturns whilst 
driving increased value for private-equity users of the product. 
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FIRM OVERVIEW

Babson Capital Europe Limited (Babson Capital 
Europe) is one of the leading investment 
managers of European senior secured and 
mezzanine loan funds. The fi rm is based in 
London and was established in 2000. Having 
made its fi rst investment in the European loan 
market in March 2001, to date Babson Capital 
Europe manages €6.7 billion across 17 loan 
vehicles and managed accounts on behalf of a 
broad range of institutional investors. The fi rm 
has a total of 52 employees, 25 of whom are 
dedicated to investment origination, analysis, 
monitoring and portfolio management.

Babson Capital Europe is focused on identifying 
value within the European loan universe through 
bottom-up fundamental credit research and 
technical analysis. The fi rm has one of the 
largest teams in the European loan market and 
extensive experience in fundamental analysis 
across the LBO debt space. This is refl ected 
in Babson Capital Europe’s consistently strong 
track record across a broad range of senior 
secured and mezzanine loan funds. 

1 A way to structure the repayment of a loan in which the borrower does not pay the principal over 
the life of the loan, but rather makes a lump sum payment at maturity.
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Do you see many LBO transactions in the current environment?

We are beginning to see more transactions again. In the fourth quarter of 2009 and into 2010, 
the European LBO market has been experiencing the start of a recovery in transaction activity, 
as both company vendors and private-equity investors have shown increasing preparedness to 
engage in M&A processes. Given the lack of investor appetite to fund acquisitions in such an 
uncertain environment, the restoration of some market confi dence has helped vendors to market 
quality businesses which had little or no demand during 2009. However, the return to a more 
vibrant environment appears to be assured in light of the €115 billion2 of uninvested European 
buyout capital available to private-equity sponsors. Increased convergence in price expectations 
between sellers and buyers of businesses is providing additional impetus to “deal traffi c”.

Can you illustrate how mezzanine debt would be used in an LBO transaction? What are the benefi ts?

Despite the easing of some of the credit-policy strictures which some of the banks have had to 
operate under, the level of senior debt offered can present a signifi cant obstacle to deal execution. 
In mid-market transactions, for example, senior debt is often limited to 3-3.5x EBITDA, which 
is generally insuffi cient when sponsors are contemplating entry multiples of 7x and above, 
and mezzanine debt can bridge the “fi nancing gap.” I will give you an example which assumes 
that the sponsor acquires a business 
making €20 million in EBITDA, for a 
price of €160 million plus €10 million 
in fees, and exits after three years at 
an EV of €256 million (reflecting a 
fl at transaction multiple of 8x, with 
EBITDA at €32 million). The example 
sets out two debt-funding scenarios - 
the fi rst being an all-senior structure, 
and the second including mezzanine 
debt with a corresponding reduction in 
the equity contribution (see Figure 1).

Assuming senior debt costs of EURIBOR 
+ 500 bps and mezzanine debt pricing 
at EURIBOR + 1300 bps, and allowing 
for corporate tax and capex outfl ows, 
the respective cash proceeds realised by 
the equity providers are €190.1 million 
in the senior-plus-mezzanine case and 
€218.3 million in the senior-only case. 
Clearly, the lower equity contribution in 
the senior-plus-mezzanine case drives 
a higher multiple of 2.4x and IRR of 
33.4%, compared to corresponding 
levels of 2.2x and 29.7% in the senior-
only case. In addition to underlining 
the utility of mezzanine to sponsors, 
this example serves to illustrate the 
attractive combination of risk and 
return available to mezzanine providers 
in the current environment.

FIGURE 1: LBO COMPANY - DEBT STRUCTURE3
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2 Source: Preqin “Dry Powder - Buyout Funds by Region Focus”, as at January 2010 
3 Source: Babson Capital Europe Limited (illustrative example)

FIGURE 2: LBO COMPANY - CASH FLOW3
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How does the current investment opportunity compare to the height of the market?

The new vintage of mezzanine debt provides great opportunities for return generation. 
Current spreads of approximately 1300 bps compare with a market low of 780 bps in the 
third quarter of 2007. In addition, the advent of two- and three-year non-call protection 
has increased expected cash multiples, which in the past had been undermined by the 
use of minimal prepayment fees, effectively amounting to free call options for borrowers. 
Recently, the up-front and running cash element of returns has also been strengthened 
by increased arrangement fees and the establishment of LIBOR floors on a number of 
transactions. The use of equity warrants on some transactions provides the latitude to 
participate in added returns at exit with the sponsor. 

Do you also see more conservative capital structures along with better returns? 

We do. As returns have improved, we have seen a reduction in leverage to 4-5x 
EBITDA, compared to 6.5-7.5x and above at the top of the market. It follows that equity 
contributions have increased, thereby adding to the protection for the mezzanine’s “in 
the money” position. Given the cautious approach now demonstrated by banks and the 
reduced number of non-banks with “dry powder” available to invest in primary mezzanine 
assets, we expect this situation to be maintained for some time. 

You mention the pick-up in new LBO transactions. Are there any other sources of deal flow which 
you expect to provide investment opportunities?

Yes. Mezzanine tranches should have an important role to play in the inevitable balance-
sheet restructurings which lie ahead in the LBO arena. There are many instances of 
high-quality businesses which have inappropriately structured debt packages, with a 
high level of debt maturing over the next few years. We expect that the mobilisation of 
mezzanine debt will provide an important lifeline to companies which need time to focus 
on executing business plans with a more flexible structure. Again, mezzanine provided 
in this kind of situation should offer attractive returns to investors, whilst providing a 
creative solution to difficult problems for borrowers and private-equity sponsors.

Considering its subordinated ranking, does mezzanine debt have any downside protection should 
a business run into difficulties? 

Although every situation is unique and there can be situations in which the mezzanine 
lenders face legal and practical obstacles, European mezzanine debt benefits from some 
important downside-protection features. The interplay of maintenance financial covenants 
and asset security provides the opportunity to engage with financial sponsors at a relatively 
early stage in the case of performance downturn. In most cases, this enables mezzanine 
providers to have an influential “seat at the table” in restructuring discussions. This 
position is strongest when the mezzanine debt is at least partly covered by reasonable 
estimates of corporate value and the likelihood of this being the case is enhanced in the 
current low-leverage environment. In some jurisdictions, mezzanine creditors can, if the 
situation demands it, address more radical solutions to restructuring situations - such as an 
equity control strategy, which brings with it the potential for an above-par return at exit.

What is your outlook for mezzanine debt?

In conclusion, we see the current vintage as one where mezzanine will be utilised to “do its 
job” of adapting itself to solving specific financing problems and generating additional returns 
for financial sponsors. Mezzanine has a clear role to play in an exciting market environment, 
and an asset vintage which should offer an attractive risk/return combination for investors.
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DISCLOSURE

IMPORTANT INFORMATION: This Document is issued by Babson Capital 
Europe Limited (“Babson Capital Europe” or the “Company”) and is designed 
for investment professionals only and should not be passed to or relied upon by 
private investors. This Document may not be reproduced or circulated without 
prior permission. No statements or representations made in this Document 
are legally binding on Babson Capital Europe or the recipient.

It should be noted that unless otherwise mentioned, the views contained in 
this Document are those of Babson Capital Europe. These views may no longer 
be current and may have already been acted upon by Babson Capital Europe.

NO OFFER: The Document is for information purposes only. Information on 
specifi c securities is included for information purposes only. The Document 
does not constitute an offer to sell, or the solicitation of an offer to purchase, 
securities in any jurisdiction. Babson Capital Europe only supplies information 
on certain products and services and does not provide investment advice based 
on individual circumstances. This Document is not, and must not be treated 
as, investment advice, investment recommendations, or investment research. 

The information contained in the Document should not be construed as 
either projections or predictions. The Company makes no representation 
or warranty, express or implied, regarding the accuracy, completeness or 
adequacy of the information. Past performance is not a reliable indication of 
future performance. The value of any investment and the income from it can 
you down as well as up and you may get back less than you invest. Where 
appropriate, changes in the currency exchange rates may affect the value of 
your investment. 

Before making any investment decision, it is recommended that you seek 
independent investment, legal, tax, accounting or other professional advice as 
appropriate. Babson Capital Europe accepts no duty of care to you in relation 
to investments. 

OTHER RESTRICTIONS: The distribution of this Document is restricted by 
law. No action has been or will be taken by Babson Capital Europe to permit 
the possession or distribution of the Document in any jurisdiction other 
than the UK where action for that purpose may be required. Accordingly, the 
Document may not be used in any jurisdiction except under circumstances that 
will result in compliance with any applicable laws and regulations. Persons to 
whom the Document is communicated should inform themselves about and 
observe any such restrictions. 

Any service, security, investment, fund or product outlined in this document 
may not be generally available to or suitable for you or available in your 
jurisdiction. It is your responsibility to ensure that any service, security, 
investment, fund or product outlined is available in your jurisdiction before any 
approach is made regarding that service, security, investment, fund or product. 

INFORMATION: Babson Capital Europe is authorised and regulated by 
the Financial Services Authority in the United Kingdom (ref  no. 194662) 
and is a Company registered in England and Wales (No. 03005774) whose 
registered address is 61 Aldwych, London, WC2B 4AE. For further information 
about Babson Capital Europe Limited please visit our website at www.
babsoncapitaleurope.com or call Bettina Covac on +44 (0)20 3206 4587.  


