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EXECUTIVE SUMMARY
Mezzanine debt is often used in leveraged buyouts to enhance equity returns. In a company’s
capital structure, mezzanine debt is subordinated to senior debt obligations, but ranks ahead of
preferred and common equity. Partners Group has observed through its investment experience
that the asset class has exhibited remarkable resilience through the recent financial crisis.
Partners Group is convinced that mezzanine currently represents an exceptional investment
opportunity. As an introduction we observe:


Mezzanine debt in Europe outperformed nearly all asset classes during the financial market
crisis from 2007 to 2009



The peak to trough drawdown of the asset class during the crisis was 11% compared to many
other asset classes in the 50-60% range highlighting the relative stability of mezzanine loans
in the crisis



With 50% recovery rates given default, a mezzanine lender can realize default rates on over
half its portfolio and still not experience a loss of principal. This is due to high historical
recovery rates and high contractual coupon payments that generate significant interim cash
flows



With historical default rates peaking in the 12-13%1 range in 2008, and projected default
rates in the 2-4%2 range going forward, mezzanine currently represents a very attractive
risk/return profile for investors regardless of market direction



Relatively low leverage and historically high equity cushions in the capital structures of
leveraged buyouts today enhance the risk characteristics of an already stable asset class



High contractual coupons offer investors steady cash flow margins over variable base rates (in
Europe), as well as enhanced return potential through payment in kind interest



The performance of mezzanine throughout the market crisis, as well as the prevailing
attractive characteristics the market exhibits, suggest that mezzanine is currently one of the
most attractive asset classes

Exhibit 1: EU mezzanine vs. other assets Exhibit 2: EU mezzanine default breakeven
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INTRODUCTION
During the global financial crisis that emerged in the summer of 2007 and persisted through
2009, the vast majority of financial asset classes were significantly negatively impacted, including
public equities, commodities, hedge funds, as well as high yield and investment grade corporate
bonds and loans. However, the mezzanine debt asset class, although largely unnoticed in the
broader markets context, held up well during the credit crisis. Mezzanine debt, a form of
subordinated debt capital often used in leveraged buyout transactions ("LBOs") to enhance equity
returns, is the primary focus of this analysis. In this research series, we first compare the
development of various asset classes during the 24 month period starting in September 2007.
Second, we will focus on the characteristics of European mezzanine investments in order to
explain why these mezzanine investments have been able to partially decouple from the global
market turmoil. Finally, we will touch on some of the benefits of the mezzanine asset class that
have emerged in the current environment.
ASSET CLASS PERFORMANCE: HISTORICALLY RESILIENT DYNAMICS
To analyze the development of various asset classes during the recent crisis, the 24 month period
from September 2007 to September 2009 was chosen. Since there is very little public data
available for European mezzanine investments, Partners Group has analyzed the development of
a broadly diversified portfolio of loans in over 50 European companies ("Mezzanine Pool"), with
the largest exposure in any single company accounting for approximately 5% of the total
Mezzanine Pool exposure, as of September 30, 2009. In order to directly compare the
development of the Mezzanine Pool with the development of public indices, we have created an
index using the original Dietz method3. The following chart illustrates the development of the
various asset classes over the two-year time period.
Exhibit 3: EU mezzanine vs. other risk assets 2007-2009
Development of major asset classes from September 2007 to 30 September 2009

Government bonds
Corporate bonds
Mezzanine
High yield
Hedge funds
Commodities
Stocks

Source: Bloomberg and Partners Group. For commodities, we use the Goldman Sachs Commodities Index, for Euro IG corporate bonds we use the Merrill
Lynch EU Corporate Master Index (ER00). For high yield we use ML B rated high yield index, for stocks we use MSCI local currencies, and for hedge funds
HFRI FOF.

3
The original Dietz method (also known as 'Midpoint Dietz Method') calculates the time-weighted return r of a time period
and an investment with beginning/end of period value BV/EV and interim contributions C and distributions D. It is obtained by
the following formula: r = (EV – BV + D – C) / (BV + 0.5 × (C-D)). It assumes that all cash flows occur in the middle of the
period.
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The chart above illustrates that from September 2007, stock markets and high yield markets, as
represented by the MSCI World index and ML B Rated high yield index, respectively, moved in
parallel. Hedge funds, as represented by the HFRI FOF index, were able to largely withstand this
trend until the summer of 2008. Commodities continued to rally until the beginning of the
summer in 2008, but then significantly corrected with fears of an extended recession. European
government bonds showed slight signs of weakness in H1 2008, but then rebounded strongly.
The Mezzanine Pool showed stable development until late 2008. At this time, the spill-over effect
of the subprime defaults on the real economy impacted the revenues and earnings of underlying
companies, which led to defaults in certain companies whose industries were hit hardest by the
crisis. This effect has extended into 2009. However, due to active and successful involvement in
the restructuring of several of these companies, mezzanine lenders were able to protect the value
of their investments. As long-term investors, experienced mezzanine lenders have the knowledge
and expertise to handle and navigate the financial, legal and operational challenges that result in
economic down cycles. Moreover, the ownership control over their companies allows equity
sponsors to address such problems quickly and effectively.
As uncertainty and fear of the future subsided, asset prices started to rebound (this rebound
began in December 2008) with a recovery in the credit markets followed by recoveries in the
equity and commodities markets. With the benefit of recurring income generated from the
underlying portfolio, the Mezzanine Pool also began to recover in the course of Q2 2009.
In order to better illustrate the magnitude of the crisis, we also show the peak to trough relative
valuations (i.e. the depths of the value deterioration during the crisis) of the various asset classes
over the 2-year period below.
Exhibit 4: Drawdown from 2007 peak – EU mezzanine vs. other assets
Development of various asset classes for the time period September 2007 – September 2009
Government bonds
Corporate bonds
High yield
Mezzanine
Hedge funds

Stocks

Commodities

Source: Bloomberg and Partners Group. For commodities, we use the Goldman Sachs Commodities Index, for Euro IG corporate bonds we use the Merrill
Lynch EU Corporate Master Index (ER00).
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We observed that many asset classes showed a significant drop in value with the most significant
decline being in the commodities market, with more than a 60% decline in value from peak levels
followed by equity markets, which experienced a decline of over 50% from peak to trough. The
high yield market fell more than 40%. A number of hedge fund strategies dropped by over 20%.
On the other hand, the maximum drawdown on the Mezzanine Pool was only 11%, a strong
contrast to the declines in other asset classes. In the following section, we will outline the
characteristics of mezzanine investments in order to better understand the factors that helped
mezzanine to weather the storm better than many of the other asset classes.

ATTRACTIVE ASSET CLASS CHARACTERISTICS AND OUTLOOK
Borrower specific credit risk in mezzanine lending is generally realized through the failure of the
borrower to pay interest or repay principal resulting in default on its debt obligations. As such,
default represents the primary risk to a mezzanine debt investment. We analyzed the European
mezzanine market with respect to default, as well as recovery rates on principal subsequent to
default, and found that a mezzanine lender can experience default rates of up to 50% (based on
50% recovery rate assumptions) and still not experience a loss of principal (the originally
invested capital). If none of the defaults recover (0% recovery rate), mezzanine lenders may
experience default rates up to 30% and still not experience a loss for their principal investment
amount thanks to contractual yield payments. In the chart below we present the breakeven
default rates for a mezzanine lender investing in 2010 based on different recovery rate
assumptions4.
Exhibit 5: Break-even EU mezzanine default rates vs. recovery
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Source: Partners Group analysis based on S&P LCD European Mezzanine Review and Bloomberg 3M Euribor.

4
Analysis assumes a holding period for non-defaulting investments of 3 years, defaulting investments are in default after one
year and recovered amount is repaid one year later. Analysis does not include fees and assumes EURIBOR base interest rate
for 2010 – 2012 at a 2% floor.
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In July 2009, Moody's calculated a peak trailing twelve month global speculative grade debt
default rate of 12.7% and one year later in July 2010 that rate had dropped to 5.5%. Going
forward, Moody's predicts that one year default rates on speculative grade European issuers will
go to 2.4% by the end of 2010, and are expected to drop further to 1.1% by July 2011. In the
US, one year default rates in the high yield bond market (a proxy for US mezzanine) peaked at
13.7% at the end of 2009 and stand at 3.5% at the end of Q3 2010 and are forecast to go to 1%
by the end of 2010 according to Fitch. Considering the calculations and forecasts from Moody and
the US high yield market, for a mezzanine investor to lose money assuming no recovery at all on
defaulted investments, the cumulative three year default rate for a diversified pool of mezzanine
loans would need to exceed 30%. This implies an average one year default rate of slightly less
than 10% per year for three consecutive years, an event that has never occurred in the history of
speculative grade lending. This analysis highlights the significant resilience of the mezzanine
asset class with respect to exposure to corporate default risk.
We also analyzed historical data from the European mezzanine market and found that implied
break-even default levels (default rates mezzanine investors may experience and still not
experience a loss of the originally invested capital) in mezzanine debt portfolios would have been
at or near a 50% default rate going back to 2000 if we assumed the same 3 year hold period and
50% recovery rate.

EURIBOR (line)

Default break-even (bars)

Exhibit 6: Historical break-even levels on EU mezzanine default rates w/EURIBOR

Default break-even

EURIBOR

Source: Partners Group analysis based on Q3 2010 S&P LCD European Mezzanine Review and Bloomberg 3M Euribor (year end for '00-09) assuming a
recovery rate of 50%. The value for EURIBOR rates at the end of 2010 is a reflection of the EURIBOR floor of 2% that is often prevalent in current
mezzanine transactions.
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We observe that the current break even rates are among the highest in recent history, with the
notable exception of 2008 where significantly higher base EURIBOR interest rates pushed breakeven levels to their peaks due to higher coupon cash flows. However, considering the current rate
environment, current break-even rates are as attractive as have been observed in over a decade.
Default rates and recovery rates on subordinated debt are typically significantly influenced by the
amount of leverage senior to the mezzanine debt in the capital structure. As such, we looked at
the leveraged loan market and summarized the level of senior debt leverage in Europe and the
US over time in the following table:
Exhibit 7: Senior leverage levels in US and EU
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Source: S&P LCD Global Leveraged Loan Review Q3 2010.

Senior leverage levels in Europe peaked in 2007 prior to the credit crisis and hit a decade low
in 2009. The first three quarters of 2010 have seen a marginal rebound from the 2009 low,
however, current senior leverage remains well below peak levels and are reflective of the more
conservative levels seen earlier in the decade. As a corollary to lower leverage levels, we also
observe that equity contributions/cushions have increased significantly post financial crisis. The
following chart details the historical development of equity cushion levels of leveraged issuers
over the past decade.
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Exhibit 8: Equity cushion levels in US and EU
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Source: S&P LCD Global Leveraged Loan Review Q3 2010.

More conservative use of senior leverage in the capital structures of leveraged debt issuers as
well as larger equity cushions beneath the mezzanine debt combine to suggest that default rates
should remain at levels well below the peaks seen in 2008-2009.
In addition to more conservative capital structures, higher coupon income (from both cash and
paid-in-kind or "PIK" interest) has a significantly positive effect over time on total mezzanine
return (and recovery in the case of default). Current margins over variable base rates in the
European mezzanine market are higher today than they have been at any time in recent history
and serve to further enhance the return profile of the asset class today. The chart below
illustrates the historical development of mezzanine coupon margin over base rates over the past
decade:
Exhibit 9: EU mezzanine contractual spread over base rate (cash + paid-in-kind)
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Source: S&P LCD Global Leveraged Loan Review Q3 2010.

At 11.1% the total cash + PIK coupon spread over the floating base rate is at a recent
historical high as of the end of Q3 2010, and provides investors with very attractive risk
adjusted return potential when combined with the downside capital protection discussed
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above. This attractive return potential is before any concurrent equity participation which has
been a traditional feature seen in the mezzanine lending environment, and which has the
potential to further enhance the profile for the mezzanine asset class.
Lastly, given the significant activity in the global high yield bond market, we compared newly
issued US and European high yield bonds for the year to date October 2010 with a portfolio of
over ten global mezzanine investments made by Partners Group during the same period. The
analysis focused on the average underlying company leverage levels and contractual returns
for each portfolio. We found that the average total net debt to EBITDA multiple ("Net
Leverage") of the newly issued global high yield portfolio exhibited a lower Net Leverage level
of 3.9x than the mezzanine portfolio which had average total Net Leverage of 4.9x. However,
we found that the average coupon on newly issued high yield bonds is 8.33% compared to the
average coupon in the mezzanine portfolio of 13.48%. When considering the return per unit of
leverage for each portfolio to control for differences in contractual coupons it can be pointed
out that the mezzanine portfolio returns 2.8% per unit of leverage in the current market, while
the newly issued high yield bond portfolio returns 2.1% per unit of leverage, suggesting the
mezzanine portfolio produces attractive risk adjusted returns compared to the high yield
market. Bearing this attractive comparison to public bonds in mind, and combining that with
other attractive features of mezzanine debt including more robust covenant protections and
typical contingent control rights of private market lenders in cases of financial stress, this
further serves to enhance the relative value proposition of mezzanine debt.
In addition to the favorable capital structure positioning, high contractual and relative returns
which we discussed above, several other characteristics and dynamics specific to mezzanine
debt contributed to the resiliency of the mezzanine asset class during the crisis. Stable
ownership characteristics, enhanced protection rights and more robust control over the
documentation process also contribute significant support and stability to the asset class.

OWNERSHIP STRUCTURE

Mezzanine debt is typically provided and held by a concentrated group of specialized
institutional lenders, in many cases only one or two. These lenders tend to be stable, longerterm institutional investors that are relationship driven and have previous experience providing
debt to trusted equity sponsors and management teams. Furthermore, mezzanine lenders
often enhance their returns by purchasing equity investments in the deals or negotiating
warrant positions in the companies. On the one hand, this enables mezzanine investors to
participate in the upside of the investment case whereas on the other hand, mezzanine
investors enjoy significant downside protection due to the equity in the capital structure. As a
closely held private debt instrument, there is typically limited or no trading in the mezzanine
asset class. As a result, the asset class tends to exhibit lower price volatility. Generally, a lack
of secondary market liquidity in an asset class is not viewed by investors as favorable.
However, when taking into consideration the nature of the underlying investor class of
traditional mezzanine lenders, the liquidity profile of mezzanine debt has proven to be
advantageous when market stress is at its worst. This results from the longer lockup periods
on the capital provided to mezzanine funds than the maturities on loans that they provide.
Accordingly, mezzanine lenders are able to focus their investment and divestment decisions
entirely on credit fundamentals of the underlying companies. Thus, traditional mezzanine
lenders are less likely to be focused on technical capital flows from other market participants in
need of liquidity, which further reduces price volatility.
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CONTROL AND PROTECTION RIGHTS

As a private debt instrument, mezzanine is governed by a subordinated credit agreement with
the borrower as well as an intercreditor agreement with the senior lenders. At the time these
agreements are negotiated, mezzanine lenders may place added emphasis and importance on
the controls and protections afforded to them by the subordinated credit agreement. Two of
the primary controls of the subordinated credit agreement that have been instrumental for
lenders are the sections and clauses known as covenants and events of default. Covenants are
typically implemented in the following forms:


Financial maintenance covenants are requirements placed on the borrower to maintain
certain levels of financial performance, typically on a quarterly basis. Examples of financial
covenants include maximum leverage ratios, minimum interest coverage and fixed
charge/debt service coverage ratios, maximum capital expenditures and minimum EBITDA,
with levels set close to the borrower’s business plan metrics



Negative covenants are prohibitions or restrictions imposed on the borrower that shall
prevent the borrower from taking certain actions and often restrict the ability for cash and/
or assets to leak out of the company. Examples of negative covenants include restrictions
on the borrower’s ability to incur additional debt, restrictions on liens, payments (including
dividends), asset sales, the issuance of securities, intercompany loans, investments, capital
expenditures, mergers and acquisitions and amendments to constituent agreements



Affirmative covenants require increased levels and frequency of disclosure of information.
Examples of affirmative covenants include reporting requirements, delivery of other
financial information and compliance certificates. Other affirmative covenants include the
maintenance of insurance and hedging arrangements, maintenance of business lines and
properties and use of the proceeds of the loan

Covenants serve as control mechanisms for mezzanine lenders in situations where a company
may be under-performing or having financial difficulties, thereby allowing mezzanine lenders to
monitor and engage the borrower and equity sponsor. In a case of a covenant breach, certain
rights for lenders are triggered. Mezzanine lenders actively address the problem with the
equity sponsor to provide solutions in a timely manner, before the situation can worsen. In
many cases, mezzanine lenders provide sponsors with a certain flexibility which can allow
borrowers to work through temporary challenges. In more dire situations, the equity sponsor
and mezzanine lender work together to devise a plan and set a course for more substantive
modifications to give the company time to work out its problems. In return, the mezzanine
lenders receive certain concessions, such as increased pricing, amendment fees, tighter
ongoing or new covenants and reporting requirements and other provisions. If all modifications
and addressed problems could not be solved in a pre-defined time horizon, most of the lending
contracts additionally allow lenders to trigger their change of control rights and in fact take
over control of the company allowing them to benefit from all future economic upside.
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CONCLUSIONS

Mezzanine debt has proven to be one of the most resilient asset classes in the financial crisis
between 2007 and 2009. Investors in mezzanine debt enjoyed a significantly less severe
drawdown from the peak, and as such, exposed lenders to much lower levels of volatility.
Based on our observations through this time period with regard to volatility our conclusion is
that on a risk adjusted basis, mezzanine debt is one of the most attractive investments in the
market. The primary characteristics which have enabled the mezzanine debt asset class to
achieve this attractive profile include: high contractual yields, relatively low default rates, high
recovery rates given default, favorable ownership dynamics, and greater control of protective
legal documentation.
Our outlook for the asset class remains positive due to the persistence of the characteristics
outlined above, which are further enhanced by current market conditions. Relatively low levels
of leverage combined with high equity cushions from equity sponsors effectively decrease
default risk. In addition, average coupon rates are as high as they have been in over a decade.
Higher contractual returns on mezzanine debt combined with projected default rates near 12% in the coming year is likely to generate one of the most favorable backdrops to the
mezzanine lending environment we have experienced in recent history, and to create one of
the most attractive investment opportunities in the financial markets today.
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