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Summary Heads of Terms (an example)

Assumptions:
o Total return: 10%
o Fixed coupon: 8%
o Convertible into sufficient shares to make instrument worth 100% [- 108% of face
value (TBD if underwriting required)]
Maturity: Perpetual

Coupon: As before, higher of fixed coupon or dividend link (125% of dividends paid on
ordinary shares)

Conversion premium: [25, or less TBD]% premium to the prevailing share price at issue
Conversion period: At any time after 3 years

Non-call period:

o Non-callable for [3 years and | month]

o Between the end of [year 3 plus | month] to year 5: callable at a price which
ensures an annual return of [10%]p.a. for the Government [(calculated based on
cash income paid to date only)], subject to the consent of the regulator and
replacement using junior core tier | capital only (i.e. equity)

o After year 5: callable at 100% of face value

Call mechanism if Issuer calls instrument for redemption [prior to 5 years]

* If called, the Government has 2 weeks to opt to convert into the underlying shares as
opposed to accepting the call price

* If the Government does not convert, the call price is paid in cash [3 days) following the
end of the 2 week period

* If the Government opts to convert the Issuer must deliver the call price in cash {3] days
following conversion but also then deliver the remaining conversion value owed which
has not been satisfied in cash, in the form of shares ("Net Share Settlement")

* In the event shares are required to be issued, the Issuer has the right for 30 days
following the conversion date to attempt to sell such shares on behalf of the
Government at a price equal to the Volume Weighted Average Share Price ("VWAP")
between such conversion date and the date on which the shares are sold

Sale of shares: Upon conversion at any other time, any shares to be delivered to the
Government shall be subject to a 30 day period in which the Issuer has the right to attempt
to sell the shares to the market and deliver cash proceeds to the Government. The price per
share (as previously envisaged) is to be determined by the VWAP from the conversion date
to the date at which the Issuer sells the shares



In reality, this is an unlikely scenario to occur but reflects the risk the Government
is taking when injecting capital. It is a market standard feature of tier one capital

o However, a reduced 3 year non-call period may increase the risk highlighted above,
given the current market backdrop

We suggest the following may be helpful:

i.  If the non-call period were to be reduced to 3 years, between years 3 and 5 the call
price should be 100% of par plus a cash top-up to ensure the Government has made
a [10%] annual return during that period
o For example, assuming an instrument with no conversion option (and an
average risk profile) for simplicity, if after three years only two out of three
[10]% annual cash coupons have been paid the call price to remove the
instrument would be c.[110]%

ii.  The instrument will not be callable until [I month) after the 3rd anniversary to
ensure the Government gets its 3rd annual coupon payment and, for example,
following a non-conversion period the Government is also able to convert into
equity and receive the shares if it wants to

iii.  Ina case where there is an equity link, once an Issuer call notice has been provided
to the Government, the Government can opt to receive the higher of the call price or
the market value of the shares at conversion split into:

a) the value of the call price, described in (i) above, paid in cash; and
b) the remaining value owed is payable in shares (to the extent the Issuer is unable
to sell the excess shares to the private market and deliver all of the conversion

value in cash)

C. Valuation considerations

= The “conversion premium” is the required increase in the share price for the underlying
shares to be worth more than the Government’s original investment (i.e. before upside is
received)

u  From a mathematical perspective a 3 year non-call period reduces the value of the
conversion option compared to a 5 year non-call period (all else held equal). However this
means (assuming an 8% coupon) the conversion premium can fall from ¢.31% to ¢.25% for
both instruments to be worth the same value (see slide B.| attached separately)

w  This reduction in value is because the point in time at which the Govemment could be
forced to convert (in an upside scenario) is brought forward (from 5 years to 3 years). The
Government is therefore forced to collect only 3 years of incremental coupons (over and
above the dividend yield paid on the shares), and loses the ability to collect 2 further years
of income while still continuing to participate in the equity upside (and ranking senior to
equity on the downside)

We conclude that a reduction in the non-call period to 3 years is on balance more

beneficial to the Government (if our adjustments in B. above are included) as it means:

= For the same fixed coupon as a 5 year non-call structure, the share price will have to
rise less for the Government to receive upside from the conversion option

® The Government can potentially exit at an earlier date

3-
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®  In our view, the key consideration for the Government is therefore not whether to require a
value differential/discount (compared to an instrument convertible at any time) but more
importantly to decide whether it is willing to relinquish flexibility to do the following
during the first 3 years:

i.  Receive shares and try to liquidate part/all of its position through a sale of the
shares to the market
ii. “Threaten" the Banks that it will convert in order to utilise its ability to vote should,
9 months after the injection for example, the Bank(s) in question have failed (or
refused even) to have acted in the broader interests of the economy
iii.  To the extent the Government actually wanted to obtain votes in the near term, it
would not be able to so (although we understand this is not intended anyway)

2. Reducing the Issuer non-call period

We have the following three observations/considerations:

A. Approval from the FSA

® A minimum 5 year non-call period is envisaged in the EC guidelines and has been a market
standard feature in a majority of other European tier one hybrid capital injections by
Governments (as highlighted on slide A.1) and other private market tier one hybrid issuance
prior to the credit crunch. It may not be simple for the regulator to accept a reduced call
period

®  However, we believe the following arguments should be taken into account by the regulator
when making this decision given there are merits (outlined below) to having a shorter 3 year
non-call period:

1. The Dutch regulator was willing to accept that a core tier one instrument could
be callable at anytime, at 150% of face value; given the call option was subject
to the consent of the regulator. One could further speculate that the regulator

took comfort that:
a. This instrument would only ever be replaced with equity, an even better

form of core capital

b. The injection(s) were viewed as a one-off direct investment by the
Government and would therefore not set a precedent for any further tier
one capital instruments issued to the private market

ti.  The EC specifically highlights the Dutch instrument in the final remarks on
page 11 of their paper on "The recapitalisation of financial institutions in the
current financial crisis"

. Although not directly relevant to the EC guidelines, the US capital injection had
a 3 year non-call period (a Global precedent in the absence of a European one)

B. Return considerations

#  As with all tier one instruments there is a risk that afier 5 years the instrument has failed to
pay any yield for a some/all of the period because the banks had insufficient distributable
reserves (for example) and the instruments are then redeemed at par (e.g. refinanced with
equity), having paid no return during the period

3
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Memorandum

Rothschild
6 January 2009

[DRAFT FOR DISCUSSION]
BBl ROTHSCHILD
Danish Ministry of Finance

Conversion rights and Issuer call feature

The below memo addresses two separate issues/questions:
1. The implications for the Government of a delayed conversion start date 3 years after issue
2. Reducing the non-call period on the hybrid instrument to 3 years instead of 5 years

We would like to highlight that both issues are separate and are not inter-conditional or
interlinked in any way. Each feature should be considered on a stand alone basis.

We have also suminarised our conclusions in the form of a summary heads of terms at the end
of this memo.

1. Conversion start date delayed until end of year 3

It is possible to delay conversion by the Government, for example, until the 3rd anniversary
from issue. The implications are two fold:

A. Impact from a mathematical modelling/valuation perspective

m  Technically there is negligible impact on the value of the conversion option if one delays
conversion for the first 3 years given that derivative models will assume it is economically
rationale for the Government to hold/sell the instrument (as opposed to convert it) even if
there is a substantial rise in the share price

» This is because the instrument has (a) a higher coupon than the dividend received
on the underlying shares, and (b) relative downside protection (compared to shares)
given a senijor position in the capital structure

o The model therefore always assumes that investors will not convert until forced to
do so (i.e. when the instrument is called by the Issuer for redemption)

s However, the derivative model does not account for the fact that the instruments:
i.  Will likely be of a significant size in both nominal terms (i.e. DKKm) and relative
terms (compared to the market capitalisation of the Bank)
ii.  Are unlikely to be listed or tradable (although this can potentially be resolved)
iii.  Will be less liquid than the shares even if the instruments were to be listed / traded

B. Practical reduction in flexibility

s Even if the Government were able to convert the instrument before 3 years it would still
likely have substantial difficulty in selling all of the Shares at an acceptable price
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Fra:

Uirik Nedgaard (DEP)

Sendt: 7. januar 2009 17:59

Til:
Cc:

‘Ljungberg, Henrik'
Lon IB Project Horizon; Peter Brixen; Kristian Vie Madsen (FT); Lotte Aakjeer Jensen (DEP)

Emne: SV: Project Horizon - Comments on Package

Thanks for your comments.

For clarification purposes, are banks restricted in the number of time they can access the programme (we
assume not but the document is not explicit on this point)?; They have to apply before june 30th,

U Irik

On what basis is the target post capital injection Tier 1 Capital Ratio calculated (transition rules or fully
implemented Basel Il)? Moreover, how was the target of 12 per cent determined?: Fully implemented
Basel Il. It is implicitly determined from the new financial stability report from the central bank. It
includes a number of stress-scenarios that usggets that a capital injection of this size would be
sufficient to ensure that no banks will violate the capital requirements over the next two years,

The upper limit, for recapitalisation, of 3 per cent of risk weighted capital for banks with Tier 1 Capital
Ratio of at least 9 per cent is somewhat higher than the EU guidance on recapitalisation of "sound"
banks (up to 2 per cent). Would you foresee any issues with this and/or have you had any discussions
on this point?; Good point.

The pricing of recapitalisation is said to be on average 10 per cent, how is that determined and what is
the anticipated spread between, for example, a large listed Group 1 bank with liquid stock and a
smaller bank with limited / no liquidity? | guess this is what we expect you guys to come up with a
proposal forll

Furthermore, it is not clear, from the text, that the average expected return of 10 per cent consists of
two components (the cash coupon and the theoretical option value of the call feature) and that the
composition may vary considerably between institutions. This would help clarify how you plan to
compensate for unlisted banks not offering equity upside; and

We appreciate the difficulties in linking the recapitalisation to lending volumes. However, you may want
to consider using the conversion option as a carrot / stick for banks perceived not to comply with the
implicit terms of the recapitalisation (maintain / increase lending volumes). Useful suggestions, but the
government is trying to avoid being evaluated on the impact on lending
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