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Financing Tools and the Life Cycle of the Firm

1}
;: Early phase Expansion phase % Public-to-Private
£

y Seed Start-up First Second Third Fourth Take

2 stage stage stage stage private
& stage

< Production Business Start of Scaling Standardi- Pre-IPO

5 3 concept start-up production zation Delisting
=23

=3 * Checking ideas| | - Market concept] | * Market * Market * Intematio- * IPO « Under
o P . Business « Further launch launch nalization preparation valuation

S = analysis development | | « First sales « Market « Acquisition « Acquisition

= - Market analysis| | Of products achievements leader

:’.’

Profit zone
Loss zone

— . . A

s s | R R  veuse o mesn

5z Fye:u:s 1ot E + Private equity bank + Private equity
g = R d g * Mezzanine cap. « Diversified * Mezzanine

o I + Business angeis « Business angels S shareholdings capital
w2 * Incubators « Strategic investors « Subsidies

Time

CorpFinCE

www.christianschopper.com © Copyright — Christian Schopper



CorpFinCE

www.christianschopper.com

Alternative Financing Techniques

Low Risk/ Return

Low Risk/ Return

Medium Risk/ Return

High Low Risk/ Return

Asset-Based Finance

Alternative Debt

“Hybrid” Instruments

Equity Instruments

« Factoring
+ Leasing

+ Purchase Order
Finance

* Warehouse Receipts

+ Corporate Bonds
+ Securitised Debt

+ Subordinated Loans/Bonds

+ Silent Participations
+ Participating Loans

+ Profit Participation Rights

+ Convertible Bonds
+ Bonds with Warrants
+« Mezzanine Finance

» Private Equity
« ‘enture Capital
» Business Angels

» Specialised Platforms for
Public Listing of SMEs

« Equity Derivatives

© Copyright — Christian Schopper




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)

—  Theinvestor 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

—  Theinvestor 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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* The private mezzanine
instruments are:
subordinated loans,
participating loans and
“silent” participations
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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 debtand / or ...

— ... atranche 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”

© Copyright — Christian Schopper
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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

— Inthe event of bankruptcy, providers of participating loans share in the results of the liquidation in
the same way as other loan creditors.

© Copyright — Christian Schopper 6




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

CorpFinCE
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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

© Copyright — Christian Schopper 8




Public Instruments for Mezzanine Finance

. Convertible bonds . Character of yield

— Fixed income bonds

—  Floating rate bonds

—  Profit bonds

—  Bonds with a zero coupon

. Option bonds

. Preferred stocks

. 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
CorpFinCE

www.christianschopper.com © Copyright — Christian Schopper 9



CorpFinCE

www.christianschopper.com

Mezzanine Finance vs Other Financing Techniques
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Senior Debt Private Equity
Typical structure | Revolving Debt Typical structure | Preferred Stock
Investment Short Term Investment Long Term
Horizon Horizon
R'SKRTO" erance LO“; Risk Tolerance High
Exp:ct:?; g‘on <10 % Return 35 %++
Current Coupon Floating Rate C Exp erc?non ]
Hidden Costs Personal urrent t-oupon n/a
Guarantees Hidden Costs Loss of Control
Customization | Rigid Standards Customization Flexible
Ability Ability Standards
Seniority/Security Senior Lien Seniority/Security Unsecured
Equity Dilution None Equity Dilution High
- Mezzan.ine Senior Loans
Typical structure Debt with
Warrants Subordinated
Investment Long Term Loans and
Horizon Participating loans
Risk Tolerance Medium
Return 18 — 25 % Convertible Bonds MEZZANINE
Expectation and Option Bonds
Current Coupon Fixed Rate Silent”
Hidden Costs None Participations
Customization Flexible
Ability Standards Preferred Stocks
Seniority/Security Junior Lien
Equity Dilution Low Common Stocks




Mezzanine Finance vs Other Financing Techniques (cont’d)

Senior debt Mezzanine Equity
Economic perspective Debt Equity Equity
Legal perspective Debt Debt Equity
Ranking Senior Contractually subordinated Junior
Taxation Debt interest deductible Debt interest deductible Tax on capital
Covenants Comprehensive restrictions Tracks senior, but looser None
Security Yes -1% ranking Yes -2" ranking No

Investor’s involvement in

No direct involvement

Moderate involvement; board

Direct involvement

management seats

Purpose Contractually specified Not specified Not specified

Term 4-5 years 5-10 years Open ended

Cost of funds + 255-350 hasis 150-300 basis points above

Interest Costs ‘ . None
points senior

Repayment Amortizing from cash flow Bullet* upon exit or at maturity None

Warrants None Almost always None
5-13% 13-25% >25%

Total Expected Return

* The payment for the principal is not made over the life of the loan, but rather as a lump-sum payment at exit or maturity
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Mezzanine Finance vs Other Financing Techniques (cont’d)

Senior Stretch Mezzanine Equity
Security Secured Partial Subordinated none
Ranking Senior First on Assets Second Third
Covenants Tight Tight Flexible none
Term Demand Term Term/Patient Patient
Coupon Coupon-Floating | Coupon-Fixed Coupon-Fixed Dividend
Rate Prime Prime Adjusted | Risk Adjusted | Market Adjusted
Equity Kicker none Success Fee Warrants Shares
Prepayment Yes Yes Fixed Period No
Penalties
Recovery (%) High Medium Low Low
Liquidity High Medium Low Right of Sale/
Shotgun

© Copyright — Christian Schopper
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Moody’'s: Guidance on Notching for Subordination

Guidance on Notching for Subordination

Security Class

Number of Notches
("+" greater than;
"." less than)

Reference Rating

If Sr. Unsecured or

Corporate Family Rating

is BaZ or higher

Secured Bonds
Sr. Unsecured
Sr. Subordinated
Subordinated
Ir. Subordinated
Preferred stock

+1

Sr. Unsecured
Sr. Unsecured
Sr. Unsecured
Sr. Unsecured
sr. Unsecured
Sr. Unsecured

Security Class

Number of Notches
("+" greater than;
"." less than)

Reference Rating

If Sr. Unsecured or

Corporate Family Rating

is Ba3 or lower

Secured Bonds
Sr. Unsecured
Sr. Subordinated
Subordinated
Ir. Subordinated
Preferred stock

+1

0

-2

-2
-2 or-3*
-3 or -4#

CFR or 5r. Unsecured
CFR or 5r. Unsecured
CFR or 5r. Unsecured
CFR or 5r. Unsecured
CFR or Sr. Unsecured
CFR or 5r. Unsecured

*“Junior subordinated debt is rated 2 notches below senior unsecured (or the corporate family rating), unless a

company has a substantial amount of senior subordinated or ordinary subordinated debt outstanding; then it is rated

3 notches below the senior implied rating.
#Ffreferred is rated one notch below the lowest rating assigned to any type of subordinated debt.

© Copyright — Christian Schopper
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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:

CorpFinCE
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Financial reporting
Maintenance of insurance

© Copyright — Christian Schopper
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Types of Firms Suitable for Mezzanine Finance

Mezzanine finance can use firms with
following characteristics
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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

© Copyright — Christian Schopper

(Young) High-growth companies

Established companies with emerging
growth opportunities

Companies undergoing transitions
and restructuring

Strengthening of capital structures

Leveraged Buy-Outs (LBOS)

15
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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 (honcumulative) where the
profitability of the bank would not support payment

© Copyright — Christian Schopper 16




Excursion: Hybrid Capital for Financial Institutions (cont’d)

The Basel Accord, or Basel |, sets criteria
for measuring capital adequacy
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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

© Copyright — Christian Schopper

The Basel Ill 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

17
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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”?
— Isthe 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 f@?anpy% htgzzl%hr%% g:rjg.g%igri)gration 18




Excursion: Contingent Capital for Financial Institutions

Cf
Citigroup T-DECSSM

Lloyds ECN

INGENT CAPITAL SECURITIES: SOME EXAMPLE:

Rabobank SCN

Rabobank 8.375%
perpetual non-cumulative
capital securities

Rabobank 8.40%
perpetual non-
cumulative capital
securiti

Bank of Cyprus convertible
enhanced capital securities

Credit Suisse Tier 1
buffer capital notes

Suisse Tier 2
buffer capital notes

Synovus tMEDSSM

Structure

A prapaid stock purchase
contract allowing tha
holder the right to pur-
chase a certain number of
shares of the company's
commeon stock, deliverable
in 3 yaars, plus a subor-
dinated amortising note
issued by company, with
scheduled final instalment
paid in 3 years.

Enhanced capital notes.

Sanior contingant notes.

Capital sacurities.

Capital sacurities.

Capital securities.

Tier 1 buffer capital
notes.

Tier 2 buffar capital
notes.

Tangible equity units, or
MEDS, each composad
of a prepaid stock
purchasa contract and
a junior subordinated
amortising note due 15
May 2013 issued by
Synowus, which has an
initial principal amount
of US$5.098197 per
amortising note and a
scheduled final instal-
ment payment date of

contract; 3 yaars for
amortising nota.

on optional rademption terms
of existing securities).

15 May 2013.
Securities offered | Single offering of DECS | Enhanced capital notes Sanior contingent notes. | Perpetual non-cumulative Parpatual non- Convartible enhanced capital Tier 1 buffer capital notes | Tier 2 buffar capital Singla offering of

units or option to create | (in exchange for existing capital securities. cumulative capital | securities. (issued by Credit Suisse | notes issued by Credit | tMEDS units.

a T-DECS unit If tha securities, including capital sacurities. Group AG for cashor in | Suissa Group (Guarnsay)

holder already possesses | securities, notes and prafer- exchangs for US$3.5bil- | | Limited and ievocably

a saparate purchase shares). lion of 11% and CHF2.5 | guaranteed on a subor-

contract and a saparate billion of 10% Tier 1 dinated basis by Cradit

amertising note. capilal notes issued in | Suisse Group AG.

2008

Offering format | Registered. Bearer of registared. Bearer o registored. Baarer o registared. Baarer of fegistered. | Registarad. Boarar of registarad. Baarer o ragistered. Registerad.

All-in coupon Rate on amortising notes. | Fixed premium between 1.5% | Fixed rate of 6.875%. | Initial rate of 8.375% up to Initial rate of 8.40% | Fixed rateof 6.50% for tha first | Initial rate of US$ 9.5% | Initil rate of US$ 7.875% | Rate on junior subordi-
o 2.5% above the interest (but excluding) the first reset upto (but excluding) | 10 interest payment periods or CHF 9.0%, as applica- | up to (but excluding) nated amertising notes.
rata or dividend rate of the data (26 July 2016); after this, the first resat date | (until 30 June 2016); after this | bla, up to (but excluding) | August 2016; after this
aisting securities. resat every five years based on (20 June 2017); after | resat every six months to 6 month | Cctober 2013, which is | reset every five years

the US Treasury benchmark this reset every fiva | LIBOR plus 3%. thafirst call date of the | based on the mid market
rate plus 6.425%. yaars basad on the US Tier 1 capital notes; attar | US dollar swap rata
Treasury benchmark this rasat every fiva years. | LIBOR basis, having a
rate plus 7.49%. five year maturity plus
5.22%.

Future coupon | N/A. A, A, NA. NA. N/A. NA. NiA. AL

adjustment

exposure

Term 3 years for purchase 10, 12 or 15 years (depending | 10 years. Perpatual. Perpetual. Perpetual. Perpatual. 30 years. 3 years for prepaid stock

purchasa contract; 3
‘yaars for Junior subordi-
nated amortising notes.

CorpFinCE
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Excursion: Contingent Capital for Financial Institutions (cont’d)

CONTINGENT CAPITAL SECURITIES: SOME EXAMPLES

Citigroup TDECSSM  Lloyds ECN Rabobank SCN Rabobank 8.375% Rabobank 8.40%  Bank of Cyprus convertible ~ Credit Suisse Tier | Credit Suisse Tier 2 Synovus tMEDSSM
perpetual non-cumulative perpetual non- enhanced capital securities buffer capital notes buffer capital notes
capital securities cumulative capital
securities
Callitedemption | Purchase contracts may | Early radsmption only atthe | Automatic and psrmanent | Loss absorption is triggered if Loss absorption is Early redsmption at the issuer’s | Early redemption only | Early rademption only at | Prepaid stock purchase
ba sattled carly at the op- | issuer's option and onlyon | write-down of ariginal ither: triggerad in the same | option, in whola but not in part, | at the issuer's option | tha issuar’s option ither: | contracts may be sattlad
tion of the holder prior to | a changs in tax or regulatory | principal amount to 25% | w Equity capital ratio cifcumstances as on or after 20 Juns 2016, subject | five years from the = On the first optional | Sarly a the option of
the mandatory satflement | treatmant. of par and automatic {equity capital divided by thosa for Rabobank | to the pricr approval of the Cantral | purchase or exchanga redemption date or on | the holder betore the
dats at the minimum redamption of write-down | risk weighted assats) falls 8.375% perpetual | Bank of Cyprus and provided that | (that is, no earlier than | any intarest payment | mandatory settlement
sattlement rate, subject amount plus accrued and | or ramains below 8%. non-cumulative capital | the convertibla enhanced capital | 2018) and in cartain date after this, in data at & specified sat-
1o adjustment, or at the unpaid interest one busi- | S securities. securities will be replaced by Tier | other circumstancas whole or in pet. tlement rate, subject to
fundamental change ness day after the second | ® o8 SR I MEL It loss absorption fs | 1 caPital of squal or batter quality. | with the approval of the | oo i 1 o | EdiUstment, orat the
aarly settlamant rate of two observation dates Swiss Financial Market fundamental changa
poty o e . thera has been such a triggerad, the issuer : oy regulatorytreatment | furdamenta chune
L"m‘:n;"i c I(:P:n:mg:' :p:rt - m”‘:‘n"::: s:”‘ significant reduction in the will cancel any accrued EF“I"N“’;"S“’V uthority or change in control, I“:é:;ﬂz’:ﬁ"m’m:
Py A issuers retained garnings hu;unptil_t:mlar;lst inwhols, but notin | [y SEERETRL S e
becoming a baneficial capital divided by risk or similar reservos causing and wnte-down the part.
il ahtod monts o the asignificant dstarioration provailing principal Issuer does not hava the
of the company’s commen Rabobank Group) falls in the issuers financial and amount of th capital option to settle early the
ek e on b 7%, oo e regulatory salvency pesition securities. prepaid stock purchase
or mergar or sale o all occurrence of an evantof | et (he equly capita ratio Issuer may redsem contracts
or substantially all of th default will temporarily - the capital securitiss, Amortising notes ars
company's assets). delay the write-down. near tam. in whola but not in not redeamable at the
If loss absorption is triggerad, part, on or after 29 option of the holdsr.
Purchase contracts also Issuar also has early fibnlviadvlti B 2017 et st
may be settiad early at radamption right (at par e o redoem the capital
the company’s opticn at plus accrued and unpaid | 2CCried but unpaid in ties on the first
the maximum sattlement interest) following a and writa-down the prevailing sacurities on the firs
rats, unless the closing withholding tax gross up | Principal amount of the capital 'd”;t'f‘”’"’&:"tzg
price of the common event or loss of tax de. | Securities. Daca:r:lh:; gm'l r
stock axceads 130% of ductibilty, in sach case | Issust may redsem tha capital e aditions
athreshold appreciation undar Dutch tax law. sacurities, in whole but not in bl
price for a certain pariod No holder put part, on or after 26 July 2016, -
) but must redeem the capital Issuer may redeam
the minimum settiemant sacurities on thefirst interest the capital securities,
rate is used. payment date on or after 26 in whole but not in
- January 2041 if certain condi- part, befora 29 June
'::E“""gi'l’;i;':::: o tions are met. 2017 on the occur-
e of a spacified
he holdar if the company Issuar may radssm the capital tax or capita evort
elacts to sattla purchasa sacurities, in whola but not in .
contracts early. part, befare 26 July 2016 on No holder put.
the occurrence of a specified
tax or capital svert.
No holdsr put.

CorpFinCE
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Excursion: Contingent Capital for Financial Institutions (cont’d)

CONTINGENT CAPITAL SECURITIES: SOME EXAMPLE:

Citigroup TDECSSM  Lloyds ECN Rabobank SCN Rabobank 8.375% Rabobank 8.40%  Bank of Cyprus convertible  Credit Suisse Tier 1 Credit Suisse Tier 2 Synovus tMEDSSM
perpetual non-cumulative perpetual non- enhanced capital securities | buffer capital notes  buffer capital notes
capital securities cumulative capital
securities
Status/ Amortising notes are | Direct, unsacured and Unsecured and senior to | With respect to paymnt obli- Payment abligations | Direct, unsecurad and suborcinatad | Direct, unsecured and | Ditect, unscured and | The amortising notes
and junior obligations all subordinated capital | gations, the capital securitiss are the same as those | securities of the issuer and rank | subordinaled obligations | subordinated obligations | ara junior subordinated
to all senior indebted- | and rank at least pari passu | of the issuer, but rank | and coupons conslitute direct, for Rabobank 8.375% | pari passu without any preference | of tha issuer and rank | of th issuer and rank | obligations. They rank
ness and pari passu with | with all other subordinated | juniorto all unsubordi- | unsecured and subordinated perpatual noncumula- | among themselves. pari passu and without | pari passu and without | junior both in liqui-
all Junior subordinated | obligations, junior to all nated obligations. obligations and rank pari passu i capital SCUEs. | gt ke of | 3 Preference among | any proferanca among | dation and right of
indabtedness. unsubsrdinated obligations and without any preferance 2 . themsalves. themsalves. payment to all senior
convertible enhanced capital
and senior to all undated! among themsalves. iy indebtedness, and
::;??:;In::hwm andal With respect to payment obliga- « Are subordinated to the claims L:’;’;T;:‘g":'m"ﬂ,
- tions in the event of a bankpt- of craditors of the issuer who are:
&y, moeatarium or dissolution of N subordinated indebt-
the issuer, the capilal securities depositors or other unsub- edness, ather than
b iions ¢ ordinated creditors of the Junior subordinated
issuer; indebtedness that is
T ubeitate ang junor o subordinated creditors, designated as junior to
- except those creditors the amortising notes.
= Pari passu with the issuer's whose claims rank o are
obligations under the expressed to rank pari
guarantees and contingent passit with the claims
guarantees in relation to of holders of convertible
certain non-cumulative enhanced capital securi-
guaranteed trust preforrad Sies: and
sacuities and related .
prefemed securities and E:'H‘Li’s nf"ft;: ?:;S:r‘md
the most sanior ranking :
preferred squity sscurities = Rank pari passu with the rights
or prefarred o praferance and claims of holders of other
shares of the issuer. Junior capital subordinated is-
- Seni sues qualifying as Tier L capital
et including but not limited to
oot donantmy roeaigt issues of capital securities and
e e convertibla capital securities.
instruments ranking pari * Hava pricrty over the ordinary
passu with the depasitary sharsholders of th issuer.
receipt certificates and any
other instruments ranking
pari passu with these.
Optional deferral | Yes, but no laterthan | No. o, Interast payments are Interest payments are | Intarest payments are at tha issuer’s | Interst payments ara at | No. Yes, but no later than
of payments maturity data. at the issuer's discretion at the issuers discre- discration (not cumulative), but the issuer's discration two years after the
Sattioment of purchaso (not cumulative). tion {not cumulative). | mandatory cancellation of pay- | (not cumlative). maturity date.
contracts not defarrable. ments on breach of applicable Sattlement of prepaid
minimum solvency requiremants
" stock purchase con-
or insufficient distributable items; g
if interast payments are cancelled,
then no dividend payment cr any
other payment (redemption or
purchase) will be mada on ordinary
share capital or other discretion-
ary Tier 1 securities of tha issuer,
unless, or until interest payments
resume, subject to certain
excaptions.
Retirement of trust | N/A. A WA, NA. NA. WA NA. WA, NA.
preferted
Dividend payment | NA. Yes, if converted into ordinary | WA, N N Yes, if converted into ordinary | Yes, if converted into | Yes, if converted into | N/A.
shares and dividend declared. shares and dividend declared. | ordinary shares and | crdinary shares and
dividend declared. dividend declared.
Wandatory NA. No. W, N N No. No. Ho. NA.
dividend deferal
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Excursion: Contingent Capital for Financial Institutions (cont’d)

CONTINGENT CAPITAL SECURITIES: SOME EXAMPLE:!

Citigroup TDECSSM  Lloyds ECN Rabobank SCN Rabobank 8.375% Rabobank 8.40%  Bank of Cyprus convertible ~ Credit Suisse Tier 1 Credit Suisse Tier 2 Synowus tMEDSSM
perpetual non-cumulative perpetual non- enhanced capital securities buffer capital notes buffer capital notes
capital securities cumulative capital
securities
Conversion rights | Nona of the component | Automatically converted into | Not convertibls. Not convertible. Howsver, on Not convertible. Automatically converted into converted nverted | Nona of the compo-
sacurities ara convertible. | ordinary shares if core Tiar 1 the occurranca of a capital however, upon the | ordinary shares on a “contingsncy | into ordinary shares if | into ordinary shares it | nent securities are
ratio falls balow 5%. avent or Basal |1l capital event occurrence of a capital | event” or a “viability event”. sither: her: convertible.
(that is, the Dutch Cantral Bank event or Basal Il A contingency event occurs if the | = Credit Suisse's = Credit Suisse's report-
notfies the issust in writing capital avet, the reported Basal 11 od Basel 11l common
. " issusr gives notics that sith P
that the capital sacurities may issuar may substituta common squity Tier 1 | squity Ter 1 ratio falls
o longsr ba trested as Tier 1 or vary thaterms of | Before tha Basal Il adoption ratio falls balow 7%. balow 7%,
capital due to non-compliance the capital securitios date, its core ratio is below FIVIA deter FINMA detemins
with Dutch solvancy rules as 5o that they remain 5% or, on or after the Basel " inat Crod té"'””“’ "ttt Coed fg’“."‘
\ded to implement Basel regulatory compliant 11l adoption date, its common fodit Suissa it Suisse
11 the fssuer may substitte sacurities. equiy Tier 1 ratio s below the | requires public saclor | requires public sactor
o vary the tarms of the capital g minimum thrashold as it will be | SUpport to prevent it | support to pravent
ot P, determined. from becorming insol- | it from becoming
regultory compliant securitias. + On o aftor the Basel Il adop. | Vet bankruptorun- | insalvent, bankrupt
lon dite. tha Cantral Bank abla'to pay a material | or unable to pay a
of Cyprus detormines that tha amount ofits debts, | material amourt of ts
suar s i noncomplanca | <% oter simar dobts, e othar similr
with any requirad regulatory - g
capital adequacy ratio thresh- In addition, on tha occur-
olds specified in the applicable rence of a capital svent
banking regulations. or a tax evant, the issuer
A vibility event oceurs if: m:yh:;‘r:z':m:fﬁ‘:‘r’é
= The Central Bank of Cyprus butfor capital notes so
detarmines that the conver-
that they remain regula-
sion of Convertible Enhanced tory compliant sacurities.
Capital Securities (together with
other non-viability instruments
that pursuant to thair terms or
by other operation of law, ara
capable of being comerted into
squity) is required to improve
the capital adequacy and
financial position of the issuer
to pravent insolvency; or
= The Cantral Bank of Cyprus
detarmines that the issuer
requires axtracrdinary public
Sactor support to prevent it from
bacoming insolvent, bankrupt or
unable to pay a material amount
of its debts; or.
= Other similar circumstances
occur.
Convertible at the option of the
holder if a public offer for tha
issuer's shares or any other changs
of control event occurs on any date
from the issue date of convartible
enhanced capital sscuritiss for a
pericd of 60 calendar days at a
cartain specified change of control
conwersion prica.
Preemptive rights | No. Ho. He. No. No. No. No. Ho. No.
Dividend stopper | NiA. No. He. No. Ne. No. No. Ho. NiA
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Excursion: Contingent Capital for Financial Institutions (cont’d)

CONTINGENT CAPITAL SECURITIES:

SOME EXAMPLES

Yes, for underlying Prior to conversion, only at Voting rights for ordinary shares Vating rights for crdinary | Voting rights for ordinary | Yes, for underlying
common stock meatings of enhancad capital only on conversion. shares only on conversion. | shares only on conversion. | common stock.
note holders; on conversion,
woting rights for ordinary
shares.
Board rights No. Mo, No. No. No. No. No. Mo, No.
Mandatory stock “Yes, at 3 year mark Mo, No. No. No. No. No. Mo, Yes, at 3 year mark.
sale (purchasa contract (prepaid stock purchase
sattiement). contract settlement
data).
Amount of stock MNumber of shares of Amount of enhancad capital A MNiA. MNiA. Amount of convertible anhancaed Amount of Tier 1 buffer | Amount of Tier 2 buffar MNumber of shares of
issued common stock to ba notes dividad by tha applicable capital securities divided by the capital notes divided by | capital notes dividad by | common stock to ba
purchased under the conversicn price. applicable conversion price. the the purchased under the
terms of the purchase price. price. terms of the prepaid
contract (at a sattlamant stock purchasa contract
rate, subject to adjust- (at a sattiement rate,
ment, dependent on the subject to adjustment,
applicable market valus dapandant on tha ap-
of the commeon stock). plicable market value of
‘the commen stock).
Early exercise by Holder may elect to settle | N/A. A NiA. NiA. N/A. NA. WA Holder may elect to
holder purchasa contract early, sattlo the prapaid stock
in whola orin part. purchase contract early,
in whole or in part.
Optional No. WA A MNiA. MNiA. N/A. N WA No.
acceleration of
putiforward
Automatic No. WA A MNiA. MNiA. N/A. N WA No.
acceleration of
putforward
Fed capital Tier 1, up to 25%. Tier 2 hybrid debt for en- Tier 2 hybrid debt for sen- | Tier 1, up to 25%. Tier 1, up to 25%. Tier 1, up to 25%. Tier 1, up to 25%. Tier 2 hybrid debt for Tier | Tier 1, up to 26%.
treatment in US® hanced capital notes; core jor contingant notes. 2 buffer capital notes;
Tier 1 capital for ordinary cora Tier 1 capital for
shares. crdinary shares.
EU capital See balow™. Lower Tier 2 regulatory Not used by the issuer as See balow**. See balow ™. See balow™*. See below™*. See balow*. Sea below™*.
‘treatmant capital; cora Tier 1 capital it | regulatory capital.
comverted into ordinary shares.
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Excursion: Contingent Capital for Financial Institutions (cont’d)

C INGENT CAPITAL SECURITIES: SOME EXAMPLE:

Citigroup T-DECSSM  Lloyds ECN Rabobank SCN Rabobank 8.375% Rabobank 8.40%  Bank of Cyprus convertible  Credit Suisse Tier 1 Suisse Tier2  Synovus tMEDSSM
perpetual non-cumulative perpetual non- enhanced capital securities  buffer capital notes  buffer capital notes
capital securities cumulative capital

Replacement No. Ho. No. Howewer, therais | No. No. No. Mo Ho. Ne.

capital covenant/ a negative pledge that

negative pledge so long as any senior

contingent notes remain

outstanding, tha issuer

undertakes not to secura

any of its other indebted-

ness, whather presant or

future, which is both:

= Represented by
bonds, notes of other
securities which have
an initial maturity
axcaading 2 years and
which ara for the time
being, or are intended
to be, quoted, listed,
ordinarily dealt in or
tradad on any stock
exchange or ovar-the-
countar of cther similar
sacurities market.

= Not domestic indabt-
edness (indabtednass
of the issuer which
is denominatad or
payable (at the option
of any party) in Euro
unless 50% or more
of this in aggregate
principal amount

is initially offerad
or sold outsida The
Netharlands).

Taxtreatment | TDECS treated as UK: treated as convertible | The Natherlands: traatad | The Netherfands: treatad a5 The Cyprus: i i tobe tobe MEDS troated s

(issusn) units consisting of two | debtfor UK tax purposés. | as debt for Dutch tax | debt for Dutch tax purposes; treated s 00N | s, yncier currnt law, convert. | delemined. detemined. units consisting of
separate financial instU- | 15, under current law, purposes; infersston | interest on capital sscurities is Duteh tmx purposss; | i o e eutios | USs under cument law, | US: unclear ifandior | U0 separat financial
ments: an amortising ancad capital notes senior contingant notes is | tax deductible. intersst on capital would be treated as convertible | Tier 1 buffer capital what portion is treated as | "STUMents: a junicr
nota (traated as a dabt tax deductible. sacuriies is tax a ; subordinated amrtsing

would be traated as convert- US: under currant law, the equity and payment on convartibla | notes would batraated | debt or equity or another
inetrument beering o | bl equityand payment on | US: unclear if andior | capital securtis lkaly would deductible. enhancad capital socurities likly | as convertibo oquity | instrument for Ustax | 1o e asa deb
original Issued discou anced capital notes likely | what portion is treated as | be treated as squity and pay- US: under curent law, | would be treated as dividends for | and payment on Tier purposes. Instrument baaring
(OID) for US tax pUrpases) | uo.1q b trazted as dividends | debt or aquity or ancther | ment on the capital securities the capital securities | US tax purposes. 1 buffer capital notes for US tax purposas);
and a purchasa contract | o5 o purposes. instrument for US tax likely would be treated as Jikaly would be treated Jikaly would be treated and a prapaid stock
(lreated as a prepaid purposas. dividands for US tax purposas. as equity and payment as dividends for US tax purchasa confract
forward contract on on the capital seeurr purpos (traated as a prapaid
common stock for US tax s kel wai be forward contract on
purposas). e ot common stock for US
0ID on an amertising for US tax purposas. tax purposes).
note is tax-deductible. 01D on 3 junior subordi-
No gain or loss on sat- Dt amorting note s
tiement of a purchase -
contract. No gain or loss on sette-
No deduction for ment of 3 prepaid stock
dividends on underlying purchase contract.
common stock. No deduction for
dividends on underlying
commn stock.
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Excursion: Contingent Capital for Financial Institutions (cont’d)

~——
c INGENT CAPITAL SECURITIES: SOME EXAMPLES
Citigroup T-DECSSM | Lloyds ECN Rabobank SCN Rabobank 8.375% Rabobank 8.40%  Bank of Cyprus convertible Credit Suisse Tier | Credit Suisse Tier 2 Synovus tMEDSSM
perpetual non-cumulative perpetual non- enhanced capital securities  buffer capital notes  buffer capital notes
capital securities cumulative capital
securities

Tax treatment Generally no withholding | UK: both issuers (LBG Capital | The Natherlands: gener- | The Natherlands: genarally no Same as for Rabobank | Cyprus: generally no withholding | Switzorland: generally | Switzariand: generally | Generally nowithhold-

(holders) tax on payments madein | No 1 plc and LBG Capital | ally no withholding tax on | withholding tax on intsrast. 8.375% perpatual | taxon inierest. n taxon | no twcon | ingtax on payments
respect of an amortising | No 2 plc) are incorporated in | interest. US: If US issuer: non-cumulative capital | s, i Us issuer. interest. interest. mada in raspect of a
nle. ;‘;ﬂ?%;g::ﬁg&t’:‘f US: unclaar i andlor what | » 20% withholding tax on securities. » 30% withholding taxon pay. | US: I US Esusr: US: unclear if and/or !i”m"::"‘i:‘n"g“’:ﬂgm“

No gain or loss on set- oncad ool s il | PoMton i baed s dabt payments on the capital ments on convert . 30% withhelding | What portion is traated as * -
tomant of apurchasa | H1eR SRR TR LT | o cauityorancthe nsitu- | cgcurites, reduced rate i capilal securities; reducad rale | Lax on payments on | 96Dt or equity or another | No gain or loss on sat-
contract. exchange, som enhanced | V10T US @Xpurposes. | tax trealy applies soversigns iFtax treaty applies; soversigns | Tier 1 buffer capital | instrument for US tax | timant of a prapaid
30% withholding tax on | capital notes may be deemed may benafit from statutory may benefit from statutory notes; reduced rata | PUIposEs. stock purchase contract.
dividands on underlying | “deaply discounted securi axemption. axemption. if tax treaty applies; 30% withholding tax on
common stock; reduced | the disposal of which (includ- = Payments to US corporates = Payments to US corporates sovereigns m dividends on undarlying
rate if tax treaty applies; | ing transfer, redem ption of generally eligibla for the generally aligible for the DRD; benefit from statutory common stock; reducad
soveraigns may banefit | conversion) could be taxed as DAD; payments to US in- payments to US individuals exemption. rata If tax troaty ap-
from statutory exemption. | income. dividuals generally eligibla generally eligible as QDI. = Paymentsto US plies; sovereigns may
US: if US issuar than: asab No gain or loss on conversion. W’gﬁgl’:‘;ﬁg‘gg‘ ::;‘:xg‘;lm statutory
= 30% withholding tax on If forsign issuer: IF foraign issuer: payments to US
payments on enhanced = No US withholding tax on » No US withhalding tax on individuals generally
capital notes. payments. payments. eligible a5 QDI.
= Reduced rata if tax treaty = Payments to US corporates = Payments to US corporates not | Nogain or loss on
applies. not aiigible for the DRD; e o o DD, .
s to US individuals cligihia far the DRD payments | conversion.
= Soweraigns may benefit payman to US individuals generally t orel
from statutory sxemption. Eenerally digible s a0 aligibla as QDI if issuar is a relgn jssuer:
issueris a qualified issuer. = No US withholdi
Payments to US corporates qualified ssts Lot on paymante.
generally eligible for the i
dividends recaived deduc- - ;{Sfms e
tion (DRD); payments to US s
individuals generally sligible eligibla for the DRD;
as qualified dividend income paymants to US
@, individuals gener-
ally eligibla as GD! if
No gain or loss on conversion. issuer is a qualfied
If foraign issuer: issier
= No US withholding tax on = Mo gain or loss on
payments. comversion.
= Payments to US corporates
not aligible for tha DRD.
= Payments to US individuals
genarally eligible as DI if
issuer is a qualified issi
= No gain or loss on
conversion.
Moody's treatment | Basket C or Basket D. BaZ if guaranteed by Lioyds | NA. NiA. NiA. NiA NA. A Basket C or Basket D.
TSE Bank; Ba3 if guarantoed
by Lieyds Banking Group.

SEP teatment | 100% up to 33% of BE if guaranteed by Lloyds | N/A. NiA. NiA. NiA. NA. NiA. 100% up to 33% of
adjusted common equity | TSB Bank; BB- if guaranteed RCE.
(ACE). by Licyds Banking Group.

Balancesheet | Equity as topurchass | Debt as to anhanced capital | Dabt. Equity. Equity. Dabt as to convertible enhancad | Debt as to Tier 1 buffer | Dabt s to Tier 2 buffer | Equity as to prapaid
contract; debt as to notes; equity as to ordinary capital sacuritias; equity as to capital noles; equity as | capital notes; equity as | stock purchase con-
amortising notes. shares. ordinary shares. toordinary shares. o ordinary shares. tract; debt as to junior

subcrdinated amortising
notes.
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Excursion: Contingent Capital for Financial Institutions (cont’d)

~—
c INGENT CAPITAL SECURITIES: SOME EXAMPLES
Citigroup TDECSSM  Lloyds ECN Rabobank SCN Rabobank 8.375% Rabobank 8.40% Bank of Cyprus convertible Credit Suisse Tier 1 Credit Suisse Tier 2 Synovus tMEDSSM
perpetual non-cumulative perpetual non- enhanced capital securities buffer capital notes buffer capital notes
capital securities cumulative capital
securities
Dilution Yos. Hot unless/until converted. | No. Yes. Yes. Mot unless/until convertad. Mot unless/until Not unless/until Yes.
converted. nverted.
Stock price effect | Difficult to assess. Not discernable. Hot discarnable. Not discemable. Mot discemable. Not discemable. Not discemable. Not discernable. Difficult to assess.
Antidilution Yes. Adjustmants for Yes. Ajustments to conversion | Nona. None. None. Yes. Adjustments to conversion | Yas. © Yes. o Yes. for
adjustments increases in cash prica for a consolidation, price for a consolidation, reclas- | conversion price fora | conversion pricafora | increase:
dividands; dividends or | raclassification or subdivi- sification or subdivision of the consolidation, raclas- | consolidation, reclas- | dividends; dividends
distributions in common | sion of the ordinary sharas, ordinary shares, capitalisation of | sification or subdivision | sification or subdivision | or distributions in
stock or other property; | capitalisation of profits, profits, capital distributions or of the ordinary shares, | of the ordinary shares, | common stock of other
issuance of stock pur- | capital dislributions or cash cash dividends, rights issues or | capitalisation of profits, | capitalisation of profits, | property; issuanca of
chasa rights; certain self | dividends, rights issues or other adjustment which affects | capital distributions or | capital distributions or | stock purchasa rights;
tenders; or subdivisions, | grant of other subscription the ordinary shares. cash dividends, rights | cash dividends, rights certain self tendars; or
splits or combinations. | rights o other adjustment issues or grant of other | issues or grant of other | subdivisions, splits or
which affects the ordinary subscription rights or | subscription rightsor | combinations.
shares. other adjustment which | other adjustment which
affects the ordinary affects the ordinary
shares. shares.
Other covenants | Normal and customary | Normal and customary Normmal and customary | Nermal and customary Normal and customary | Normal and customary Normal and customary | Normal and customary | Normal and customary
markat-driven. market-driven. market-driven. market-driven. market-driven. market-driven. markat-driven. market-driven. market-driven.
Listing Listed. Listed. Listad. Listed. Listed. Listed. Listed. Listed. Listed.
Investor profila | Institutional; Tier 1 Institutional. Institutional. Institutional; Tier 1 buyars. Institutional, Tier 1 | Institutional. Institutional. Institutional. Institutionals Tier 1
biyers. buyers. buyers.
Potential stock | Negative. WA, 1WA, NA. N/A. N/A. N/A. NiA. Negative.
price impact on
Established No. Ho. Ho. Ne. No. No. No. No. No.
product

© Copyright — Christian Schopper

26




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

CONTINGENT CAPITAL SECURITIES: SOME EXAMPLE:

Citigroup FDECSSM  Lloyds ECN Rabobank SCN Rabobank 8.375% Rabobank 8.40%  Bank of Cyprus convertible Credit Suisse Tier 1 Credit Suisse Tier 2 Synovus tMEDSSM
perpetual non-cumulative perpetual non- enhanced capital securities  buffer capital notes  buffer capital notes
capital securities cumulative capital
securities.
Advantages = No near-term rollover | = Not dilutive. = Not dilutive. = Not dilutive. = Not dilutive. = Not dilutive. = Not dilutive. = Not dilutive. = Noneartem rollover
(summary) Hsk”eﬁ"ﬂﬂ:mi = Littla to no stock price = Littla to no stock price | = Little to no stock price = Littletonostock | = Little to no stock price impact. | = Little to no stock = Littla to no stock risk! "?fmﬁ:m:tg
exposura abou impact. impact. impact. rica impact. rica impact. rice im| expasure abol
detarioration. " ’ P price Imp = Appeals to hybrid/Tier 1 price Imp price mpact. dsterioration.
= Appels to hybrid = Appeals to hybrid = Appeals to hybrid/Tier 1 = Appeals to hybrid investors. = Appeals to hybrid/Tier | = Appeals to hybrid

= Appeals to hybrid/Tier | jpyastors, invastors. investors. Tier 1imuestors. | w Favowable rating agency squity | 1 investars. investors. = Appeals to hybrid!

1 investors. Tier 1 investors.
) = Favourable rating agency = Favourable rating treatment. = Favourable rat-

= Invantors retain squity treatment. agency equity + Payment deforl ing agency equity = Imientors retain
downsida exposure. oayment cafaral regtment. g weatmant. downside xposure.

= Payments partially tax : = Paymant defarral. = Payment defomal. = Payments partially
daductible. tax deductible.

= Favourable rating agan- = Fawurabla rating
cy equity nt. agency equity

= Payment deferral. treatment.

» Provides same level of = Payment defarral.
safety and soundness = Provides same level
as 3 mandatory con- of safaty and sound-
vertin stress scenario. ness as a manda-

tory convert in stress
scenario.
Disadvantages * Dilutive. « Possibla dilution ifcora | = Unclear whether such | = Less parmanant than stock = Less parma- = Possibla dilution if cora Tier 1 | = Possibladilution if | = Possibla dilution if | = Dilutive.
(summary) = Nogative stock price Tier 1 ratio falls balow 5%. an instrument issued alternatives. nent than stock ratio falls balow 5%. cora Tier 1 ratio falls cora Tier 1 ratio falls = Megativa stock prica
impact. = Only recaives lower after 12 September | o | imited Tier 1 capacity with alternatives. = Limited Tier 1 capacity with Fed. below 7%. balow 7%. impact.

= Lass permanent than 2 regulatory capital 221“*;“‘::::”2' Fed. = Limited Tier 1 ca- = Uimited Tier 1 capac- | = Only receives lower | o Lags parmanent than

other alternatives. treatment. e pacity with Fed. ity with Fed. Tier 2 ragulatory €ap- | gther alternatives.
after Basel 111 comes tal treatment.
= Unclear whather such an : p g
into effact; if not,
instrument issued after 12 = Unclear whether such
then such instruments :
September 2010 would lssusd on of befors 12 an instrument issued
quality for Tier 2 treatment | gopynv o0y after 12 Saptamber
after Basel |1l comes into foely 2010 would qualify
ba progressively “de-
affact; if not, then such . for Tier 2 treatment
recognisad” betwean
instruments issued on 2013 and 2022 after Basel IIl comes
or befora 12 Saptember . into effact; if not,
2010 will be progressively | = Negative parception in then such instru-
“de-recognised” batween the market. ments issued on or
2013 and 2022. = Less permanent than bafore 12 Saptember
« Nogative parcaption in the | Stock alternatives. 2010 will be progres-
markat. sively “de-recognised”
batwean 2013 and
2022.
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