Recent Researches in Applied Economics and Management - Volume |

Securities as a M ezzanine Financing | nstrument

LIBENA TETREVOVA, JAN SVEDIK
Department of Economy and Management of Chemical and Food Industry
University of Pardubice
Studentska 95, 532 10 Pardubice
CZECH REPUBLIC
Libena.Tetrevova@upce.cz, Jan.Svedik@upce.cz, http://www.upce.cz/fcht/kemch.html

Abstract: This paper is dedicated to the problems of mezzanine financing in the form of securities, i.e.
convertible bonds, bonds with warrants and preferred stocks. The paper aims to summarize the theoretical
background of the mezzanine financing with regard to securities as a mezzanine instrument, and evaluate
utilization of these instruments in the practice of the Czech Republic. Firstly, it defines the term of mezzanine
capital in the alternative concept and identifies and characterizes its instruments. Then, the attention is paid to
the mezzanine instruments in the form of securities. It clarifies the problems of bonds in the general concept
and convertible bonds and bonds with warrants as specific mezzanine financing instruments. Analogically, it
explains the problems of stocks and preferred stocks. And finally, it documents the current situation in
utilization of mezzanine financing instruments in the practice of the Czech Republic on the example of
convertible bonds, bonds with warrants and preferred stocks.

Key-Words:securities, mezzanine capital, mezzanine instruments, corporate bonds, convertible bonds, bonds
with warrants, stocks, preferred stocks.

1 Introduction research, descriptive research, correlation research

The current fast changing economic world @nd structured interviews.

environment on the one hand puts increased

demands on entrepreneurial entities, and on the ) ) )

other hand also leads to development of a number of 2 M €zzanine Financing

innovations. These innovations affect all areas of The terms of the mezzanine financing, the
business activities, be it the areas of manufacturing, mezzanine capital, or in short just the mezzanine,
sales, organization, personnel, information or come from architecture, where a mezzanine means
finance. In view of the fact that the modern concept “an intermediate platform located between the floor
of plural corporate  objectives considers and ceiling of a room” [1]. Within this context, the
maximization of the corporate market value as the term mezzanine capital expresses the fact that “it is
top, complex target, the key innovations are those in inserted into a company’s capital structure between
the area of finance as they have a direct impact onthe “floor” of equity and the “ceiling” of senior
increasing the corporate market value. secured debt” [2].

In the area of finance, innovations are currently As it is apparent from the below mentioned, the
implemented mainly in the spheres of project mezzanine financing definition is based on this
financing, transaction  activities  (mergers, concept.
acquisitions, joint  ventures), or financial According to Silbernagel & Vaitkunas [19],
instruments. And the mezzanine financing mezzanine capital “generally refers to that layer of
instruments can be considered as an interestingfinancing between a company’s senior debt and
innovation in the area of financial instruments. equity, filling the gap between the two”.

The paper aims to summarize the theoretical Vasilescu [26] states that “mezzanine finance is a
background of the mezzanine financing with regard collective term for hybrid forms of finance which
to securities as a mezzanine instrument, and forms a bridge between the two main types of
evaluate utilization of these instruments in the finance; senior debt and pure equity financing”.
practice of the Czech Republic. According to Svedik & Tetrevova [21],

The authors of the paper used the following mezzanine capital presents “a hybrid form of
research methods: interpretative-theoretical funding that has both the features of debt financing

and the features of equity financing”.

ISBN: 978-960-474-323-0 34



Recent Researches in Applied Economics and Management - Volume |

See Table 1 for the basic characteristics of the and equity characteristics.
mezzanine capital in the context of the senior debt

Table 1 - Mezzanine Capital Characteristics in the Context of Senior Debt and Equity Characteristics

Characteristics || Senior debt | M ezzanine Capital | Equity
Security Secured Subordinated None
Ranking Senior Second Third
Covenants Tight Flexible None
Coupon Coupon - floating Coupon - fixed Dividend
Rate Prime Risk adjusted Market adjusted
Equity kicker None Warrants Shares
Prepayment penalties Yes Fixed period No
Capital providers Chartered bank Private capital Private capital
Recovery (%) High Low Low
Liquidity High Low Right of sale

Source: [19].

The mezzanine financing characteristics shown « silent participation, which represents the form of
in Table 1 can be considered as the basic framework mezzanine financing that, unlike the previous
comprising the general features of this financial forms, is not of the debt character; silent
instrument. Particular characteristics are then given  participation is a property contribution into the
by the character of individual mezzanine finance company that is concealed from the public, its
instruments; see e.g. Anson, Fabozzi & Jones [3], providers have no direct liabilities towards the

Culp [7], Demaria [9], Jaeger et al. [13], or Yates & company creditors, but they share the potential
Hinchliffe [29]. . _ _ loss of the company.
We can differentiate two main types of The public mezzanine instruments include the

mezzanine finance instruments - private mezzanine following [10, 21, 27]:
instruments and public mezzanine instruments [22]. ,
Vasilescu & Popa [27] also call them mezzanine

financing private placement instruments and capital securities:
market instruments. For the public mezzanine ’

instruments, the European Commission [10] uses ® Ponds with warrants - bonds that are connected
the term equity related mezzanine finance with a separately tradable warrant, entitling the
holder of the bond to purchase the issuer’s stocks

convertible bonds - bonds that are exchangeable
for the issuer's stocks or other property

instruments. h " itios:
The private mezzanine instruments include the or 0_ er pr.oper'ysec.url Ies; o
following [10, 21, 27]:  profit participation rights - equity investments

connected with the preference rights to the
company’s assets, e.g. participation in profits or
subscription of new stocks, but no voting or
management rights; the typical form is
represented by preferred stocks.

The mezzanine financing instruments can also be
divided from the accounting point of view into the
equity mezzanine (mezzanine instruments that are
regarded as equity on the balance sheet of the
company), the debt mezzanine (mezzanine
instruments that are regarded as debt on the balance
sheet of the company) and the hybrid mezzanine
(mezzanine instruments that, from an accounting
perspective, consist of an equity component and a
debt component in the balance sheet) [15].

« subordinated loans (junior debt), which represent
unsecured loans; in the case of winding-up of the
company, the subordinated loans providers are
satisfied prior to the equity investors, but after
the senior debt providers;

* participating loans, which are the classical form
of a loan where, however, the vyield is not
specified in the form of a fixed or variable
interest, but in the form of a share in the profit; in
this case, the mezzanine providers have no right
to be involved in the company management, they
are also not responsible for its potential loss and
in the case of winding-up of the company they
have the same position as the other loan
creditors;
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3 Securities as a M ezzanine Financing volume of funds provided by a large number of
I nstrument creditors, which makes the required risk bonus

. decrease; moreover, the yields are tax deductible
3'_1 Bonds, Convertible Bonds and Bonds and it is possible to use the interest tax shield.
with Warrants ~ Another substantial advantage is the fact that the
Bonds represent a long-term, usually publicly sigckholders do not lose their control over the
tradable, debt security issued on a mass scale. Thiscompany activities, and also it is not often required
security confirms the issuer's commitment t0 {5 secure the bond in the form of pledges. This
reimburse the bond holder for the yields and redeem method  also  brings  clarification  of  the

the nominal value in accordance with the stipulated management's view of the return on investments,
schedule. Bonds can be issued by various entities —5nd a successful issue and allocation of bonds
the state, municipalities, banks, or enterprises. improves the corporate image. In the case of
Bonds issued by entrepreneurial entities are called -onvertible bonds and utilization of the option in
corporate bonds. _ bonds with warrants, there is another advantage in
In practice, we can meet a number of different he form of obtaining an unpayable financial source.
types of corporate bonds from the point of view of ryrthermore, convertible bonds are also connected
the character of issue, where bonds are classifiedyith a lower interest rate in comparison with non-
according to the character of yield, the way of conyertible bonds, ie. lower cost of capital.
redemption, the guarantees, the country and However, financing through corporate bonds is also
currency of issue, the form, their transferability, connected with certain disadvantages consisting e.g.
their tradability, and other rights connecteq with the i, significant cost of issue, high investors’ demands
bond; see e.g. Brigham & Ehrhadt [4], Brigham & o the issuers credit rating, restricting conditions
Houston [5], Choudhry [6], De Spiegeleer & get py the bond holders, or the necessity of timely
Schoutens  [8], Megginson & Smart [16], yedemption of the yields and the principal sum
Megginson, Smart & Lucey [17], Yagi & regardless of the fact whether the company makes
Takashima [28]. , any profit or not. In the case of exchanging
As it has already been stated, convertible bonds ¢onvertible bonds for stocks and utilization of the
and bonds with warrants are considered as gption in bonds with warrants, there is another

mezzanine financing instruments, specifically the potential disadvantage in the form of an extended
public mezzanine; see e.g. Svedik & Tetrevova [21], control over the company.

Tetrevova [23], Tetrevova et al. [24].

Convertible bonds represent corporate bonds
connected with the right to exchange them for 35 qgcksand Preferred Stocks
stocks of the given issuer. Such an exchange can bea giqck represents a security certifying its holder's
performed either upon maturity of the bond, or on jonts and their ownership share in the corporate
the dates stipulated in advance. The exchange rate’property. Basically, stocks divide into common
as well as any potential surcharge, which can be ,cs and preferred stocks; see e.g. Gibson [11],
expressed e.g. in percentage of the nominal value or . -hner [12], Mayo [14], Ravid et al. [18], Svedik
in the percentage of the dividend, are also specified g Totrevova [’20]’ Tetrevova [23], Valach [2’5]_
beforehand. Common stocks are connected with the right to

Bonds with warrants represent corporate bonds . yicinate in the company management by taking a
connectgd WI.'[h the, right to obtain a certaln'number vote at the general meeting, to share the company
of the given issuer’s stocks as at the specified date y ot in the form of dividends and the liquidation
for the specme_d price. Howe_ver, by using the option 5iance in the case the company winds up. At the
the credit relationship resulting from the bonds does ¢, e time, they are also connected with the

not cease to exist, but the holder of bonds with , oterence right to newly issued corporate stocks.
warrants continues to receive the interest until the Preferred stocks represent a hybrid form of

maturity date of the bonds. Thus the issue of these funding as they have features of both stocks and

bonds leads not only to an increase in the volume of jops “As it has already been mentioned above, they
debts (until their maturity), but also an increase in 4o considered as one of the forms of the public

the equity in the case the option is used. mezzanine. They are characterized by the fact that,

f Uswg cqrporfatg bonfdi as a financial rs;ogrce IS, just as common stocks, they are connected with a
rom the point of view of the company as the iSsuer, spare in the company profit in the form of

generally connected with a number of advantages. i igends. However, the amount of the dividend is
By issuing bonds, it is possible to get a significant ¢, o4 and specified beforehand, which is why they
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resemble debts. Moreover, unless the profit is not The structured interviews with the
high enough to pay of all dividends, preference representatives of the Czech National Bank, the
stockholders are first to receive dividends, i.e. they regulator in the area of issuing securities, imply that
are preferred to common stockholders. Most in 2006 - 2012 entrepreneurial entities subscribed 5
preferred stocks are also connected with a specifiedissues of convertible bonds and 1 issue of preferred
cumulative obligation, which implies that the stocks in the Czech Republic. There were no issues
company shall also disburse all preference dividends of bonds with warrants within this period. For an
that were not disbursed in the past before it start to overview of the issuers of these securities, see Table
disburse dividends to common stockholders. 2.

Differently from common stocks (and the same as in

the case of debts), preferred stocks are not Table 2 - Public Mezzanine Instruments in the
connected with any voting rights. Their holders Practice of the Czech Republic

could only acquire these rights in the case no | vear of | ssuer Type of security
dividends are distributed. Furthermore, preferred |_isue

stocks are also characterized by the fact that in the| 2006 | coNsTRUCT A&D, as. convertible bonds
case of winding-up of the company, their holders | 2006 | V.K.INVEST, a.s. convertible bond
have the preference right to share the liquidation | 2007 | CONSTRUCT A&D, as. convertible bonds
balance before common stockholders. Also, these| 2010 | ORRERO as. convertible bond
stocks can be, just as debts, payable on a specifieq 2011 | ORRERO as. convertible bonds
date for a price specified beforehand. 2012 Spa Resort Udoli Bratrouchov a.s preferred stogks

Using preferred stocks as a financial source is Source: Own.
favourable for a company for several reasons. The
basic advantage is the fact that the volume of the Table 2 shows that company CONSTRUCT

capital can be significantly increased without the A&D, as., which deals with production and
necessity of extending the voting rights, i.e. the assembly of vehicle security systems, _su_bscrlbed
control over the company. Another substantial WO issues of convertible bonds within the
advantage is the fact that if the company disburses monitored period. The first issue was subscribed on
no preferred stock dividends, the consequences for © May 2006 and it was payable on 31 December
the company are not as significant as with failing to 2008. The issue consisted of 33 pieces of

pay the interest on debts. Moreover, these dividends COnvertible bonds with the nominal value of
are lower compared to common stock dividends, CZK500,000, i.e. the total volume of the issue was

and they do not rise in the case of an increase in CZK16.5 million. The second issue was subscribed
profits. On the other hand, funding through ©n 10 January 2007 and it was payable on
preferred stocks is, from the point of view of the 31 December 2008. There were 48 pieces of
company, also connected with certain disadvantagesconvertible bonds in the nominal value of

consisting mainly in considerable cost of issue and CZK500,000, i.e. the total volume of the issue

also in higher maintenance cost of the given capital @mounted to CZK24 million. In both cases, the

form compared to debts, as dividends are not tax bonds were issued with a fixed interest rate of 4%
deductible expenditure and so it is not possible to P-&. and they were paper bearer bonds.

use the tax shield. Another thing that can also be  Another issue of convertible bonds was
considered as a disadvantage is the fact that in theSubscribed by the estate agent of V. K. INVEST, a.s.

case of a decrease in profits, it is still necessary to ©n 1 June 2006, payable on 1 June 2010. 21 pieces
disburse a stable amount of dividends. of convertible bonds were issued with the nominal

value of CZK1 million, i.e. the total volume of the
issue was CZK21 million. These bonds had a fixed

. . interest rate of 7% p.a. and they were in the form of
4 Convertible Bonds, Bonds with a paper bearer bond.

Warrants and Preferred Stocks in the The last two issues of convertible bonds were
Czech Republic issued by company ORRERO a.s., dealing with
Let's now pay our attention to the current situation Production and sale of cheeses. The first issue was
in utilization of the public mezzanine instruments, subscribed on 10 March 2010 and was payable on
i.e. mezzanine in the form of securites — 30 June 2013. It contained 15,747 pieces of
specifically convertible bonds, bonds with warrants convertible bonds with the nominal value of

and preferred stocks in the practice of the Czech CZK5,000, i.e. the total volume of the issue
Republic. amounted to CZK78.735 million. The second issue
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was subscribed on 15 June 2011 and payable on 30convertible bonds and bonds with warrants, another
June 2013. 5,248 pieces of convertible bonds were reason is the potential possibility of extending the
issued with the nominal value of CZK5,000, i.e. the control over the company, in the case of preferred
total volume of the issue reached CZK26.24 million. stocks also impossibility of using the tax shield.

In both cases, the issuer opted for a floating interest

rate corresponding with the average Lombard rate of

the Czech National Bank for the twelve months References:
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