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Mezzanine Debt
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B Understanding Mezzanine Debt
« Features of Mezzanine debt
« An example of a mezzanine investment
« Global appetite and opinion
B Assessing its attractiveness as an investment for insurance companies
« Proposed framework for assessing investment performance
« Comparing portfolios expected return relative to market risk SCR to be held

« Adjusting investment performance for the amount and cost of capital to be held

B Conclusion
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B Loan with equity upside
« Sits between traditional equity and senior debt
« Given this position it targets equity-like returns with debt-like risk
« The equity like returns are achieved through subordination and equity
participation (implemented in the form of a preference share or warrant
structure)
« The debt like risk is achieved through contractual protections afforded under

the loan agreement (covenants, step-in rights, security etc.)
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[] Solution orientated capital for a specific purpose
« Recapitalisations (changing the mix of debt vs. equity)

* Leveraged buyouts

« Management buyouts
« Growth capital

« Acquisitions

« Shareholder buyouts

« Refinancing

« Balance sheet restructure

Source Prudential Capital Group
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Portion of Expected
the capital return
structure

20% 25%

Mezzanine

Senior debt S0% 8-13%
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Corporate All-in Return Exposure to Comprehensive Covenants Alignment of Valuation Board
Structure Upside Security Interest Uncertainty Involvement
E;'(;’;V >25% 100% No No Yes Yes, at Exit Yes
(<]

No, exit valuation
multiple is
predetermined
upfront

Mezzanine 15% - 257 Up fo 25% of Always (at least

2nd ranking)

Debt (>Jibar + 6.00% equity
k1074 plus equity) upside

Comprehensive Yes (observer)

. 9,5% = 13% t
Semsoor?Debt (ibar + 250 - i A:::IZZSS Comprehensive No Not Applicable No
° 550bps)
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Although each transaction has the potential to be unique below the main high
level characteristics of return are highlighted
« Contractual return (usually linked to 3m Jibar) split between cash pay and Payment in
Kind (PIK) component
« Cash Pay = paid on a regular basis (typically quarterly)

« PIK=paid only if there is surplus cash — otherwise it is rolled up to the end of the

fransaction

« Performance based (Equity upside)

« Various mechanisms can be used in which the investor acquires a synthetic equity

stake in the company
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. Observations
Original
Investment Yrl Yr2 Yr3 Yrd Yr5 ) _
= Contractual interest, enforceable downside
16.4% IRR protection, and equity related upside
gty el = GAldL, 75t = The equity kicker is typically structured as
PIK interest at exit = R6,41m . . . .
a self liquidating instrument
Final cash interest income =R2,75m
Principal repayment = R32m = Unlike private equity, mezzanine
Fee Interest investments have a definitive exit date
R0O,32m Income R2,47m R2,56m R2,66m
R2,37m
[ [ | [
Principal Investment R32m
Aggregate Cash Flows R'000 Pct of Flows
Value of Equity Kicker 11,756 38%
® Original Investment Fee mCash Pay Interest ®PIK Interest Paid B Equity PIK Interest at exit 6,407 21%
Cash Interest 12,814 41%
60% - 70% of investment returns are contractual Total Non-Principal Cash Flows 30,977 g
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Investor views on Strategies presenting the best Risk / Return Profile Mezzanine - Net IRR Deviation from Median
60% Benchmark
50% 48% a0% 35%  35%
40% 30%
30% 27% 20%
0,
23% 21% 21%
20% 10% 8% 8%
oaw 2% 3% 3% I I % le 1% 1%
10% % % % — m W W N . . .
2% ° ? 0 “ - “ - - o o o o o 5
N o T 8 49 g 4 ¢ ¥ < 3 3 I F
0% _— © : ; : 2] =} =} = [} o) ) g
£ 2 2 g § &b & E 2 £ &
Senior Mezzanine Unitranche Distressed Special Consumer CLOs BDCs ; 1 S n 3, ? e " = e Q 5
w 1 L 1 Ln
- (o]

Debt Situations Lending

«  Mezzanine funds saw record fund raising success in 2017 with c. $31bn raised in this format
«  48% of international investors believe it offers the best risk return profile in the private debt space

« Thisis supported by the actual performance of the investments

Source Preqin Investor Interviews, June 2017
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Advantages

« Natural diversifier to existing portfolios
» Flexibility of terms and conditions

« EqQuity-like returns

« Debt-like risk profile

« Alignment of interests

Disadvantages

o . Complexity of asset class

« Resourcing in order to contribute meaningfully as an investor
* Expertise (consequence of flexibility)
* Lack of liquidity

* High investment costs
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n Assessing investments using a SAM framework (&)SOCIETY

Expected
return

Economic risk

In order to assess the following:

1. Expectedreturn

2. Economic risk (proxied through the SAM model) — implied capital to be held

3. Cost of the capital that needs to be held against the investment strategy

Capital is a scarce resource so we must ensure it is deployed effectively (whether it is used for investment porifolios or other business activities)
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«  We use the market risk SCR module to determine the capital to be held
against various investments
« We assume the following:
« Capital held against the investment strategy earns the risk free rate
« The cost of this capital is c. 14.5% across the industry
« The implication being there is a drag on returns which the gross return
needs to be adjusted for when assessing investment performance
« The final framework for adjusting these returns for the amount and cost of

capital is follows:

Adjusted Return = Gross Return — SCR capital as a percentage of assets x (14.5% - risk free%)
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Expected return vs. Market Risk SCR

21%
18% ¢ 100% Private equity
3 15% 50% Mezz 50% Private Equity
=
0,
E 12% ©100% Mezz
% 9% 100% HY 50% HY 50% Mezz
< 100% IG .
§ 6%
3% :
o
0%
0% 10% 20% 30% 40% 50% 60%

Market Risk SCR (% of portfolio)

We see how various investment strategies have differing:
* Investment returns
* Required SCR capital to be held against them

Next we apply our framework with the intention of adjusting for the differences in capital held
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(1) O, H
100% IG 100%HY 50% HY 50% Mezz 100% Mezz >0% Mezz 50% Private ;0 private equity

Equity
SCR Market Risk
Return over 3m Jibar
Estimate total return

Estimated Risk free rate

Estimated cost of capital

SCR Capital Drag

Adjusted Return

We use this to make certain observations on the relationships
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(1) O, H
100% IG 100%HY 50% HY 50% Mezz 100% Mezz >0% Mezz 50% Private ;0 private equity

Equity
SCR Market Risk
Return over 3m Jibar
Estimate total return

Estimated Risk free rate

Estimated cost of capital

SCR Capital Drag

Adjusted Return

There is a significant increase in capital as we move up the risk spectrum (as expected)
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(1) O, H
100% IG 100%HY 50% HY 50% Mezz 100% Mezz >0% Mezz 50% Private ;0 private equity

Equity
SCR Market Risk
Return over 3m Jibar
Estimate total return

Estimated Risk free rate

Estimated cost of capital

SCR Capital Drag

Adjusted Return

There is an increase in adjusted return as we move up the risk spectrum (as expected)
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50% Mezz 50% Private

100% IG 100%HY 50% HY 50% Mezz 100% Mezz 100% Private equity

Equity
SCR Market Risk 6.0% 13.3%

Return over 3m Jibar 1.8% 3.9% 8.5% 13.1% 15.6% 18.1%
Estimate total return 8.7% 10.8% 5.42% 20.0% 22.5% 25.0%
Estimated Risk free rate 7.2% 7.2% 7.2% 7.2% 7.20% 7.2%
Estimated cost of capital 14.5% 14.5% 14.5% 14.5% 14.5% 14.5%
SCR Capital Drag 0.2% 0.4% 1.0% 1.4% 2.3% 3.6%

Adjusted Return 8.4% 10.4% 14.4% 18.6% 20.2% 21.4%

Additional 7.34% of capital for an additional 4.34% adjusted return when moving from HY towards mezzanine debt
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50% Mezz 50% Private

100% IG 100%HY 50% HY 50% Mezz 100% Mezz 100% Private equity

Equity
SCR Market Risk 13.3% 19.5%
Return over 3m Jibar 1.8% 3.9% 8.5% 13.1% 15.6% 18.1%

Estimate total return 8.7% 10.8% 15.42% 20.0% 22.5% 25.0%

Estimated Risk free rate 7.2% 7.2% 7.2% 7.2% 7.20% 7.2%
Estimated cost of capital 14.5% 14.5% 14.5% 14.5% 14.5% 14.5%
SCR Capital Drag 0.2% 0.4% 1.0% 1.4% 2.3% 3.6%
Adjusted Return 8.4% 10.4% 20.2% 21.4%

Additional 6.15% of capital for an additional 4.14% adjusted return when moving totally into mezzanine debt
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50% Mezz 50% Private

100% IG 100%HY 50% HY 50% Mezz 100% Mezz Eqult 100% Private equity
auitv

SCR Market Risk
Return over 3m Jibar 1.8% 3.9% 8.5% 13.1% 15.6‘V 18.1%
Estimate total return 8.7% 10.8% 15.42% 20.0% 22.5% 25.0%

Estimated Risk free rate 7.2% 7.2% 7.2% 7.2% 7.20% 7.2%

Estimated cost of capital 14.5% 14.5% 14.5% 14.5% 14.5% 14.5%

SCR Capital Drag 0.2% 0.4% 1.0% 1.4% 2.3% 3.6%
Adjusted Return 8.4% 10.4% 14.4% 18.6%

Additional 17.85% of capital for an additional 1.2% adjusted return when moving from mezzanine debt totally into Private equity
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Cumulative Capital vs. Cumulative Adjusted Return
60% 350%

0,
50% 300%

250%
40%

200%
30%
150%

20%
100%

10%

50%

0% 0%
100% IG 100%HY 50% HY 50% Mezz 100% Mezz 50% Mezz 50% Private Equity 100% Private equity

e Cumulative SCR Market Risk (LHS) e Cumulative Return (LHS) === Cumulative Return/Cumulative Risk (RHS)

The relationship is not a simple one - i.e. additional risk may not always be justified by the additional return (when factoring in capital

considerations) - particularly as total risk is increased meaningfully
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* Unpacked a potential new investment opportunity highlighted the nature and risks

associated with it

«  We have then developed a simple framework to compare various investments in this

space

 We note that both expected return, capital and adjusted returns to seem to reflect

increases in perceived investment risk as expected however it is a complex relationship

 We note that the asset class has the potential to add value to an insurers investment

porifolio and would recommend additional research be carried out in this space
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