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Restrictions on Dividends and Returns of Capital from
Subsidiaries

Our insurance companies are subject to limitations on the
payment of dividends and other transfers of funds to Prudential
Financial and other affiliates under applicable insurance law and
regulation.

Domestic insurance subsidiaries. Prudential Insurance is
permitted to pay ordinary dividends based on calculations
specified under New Jersey insurance law, subject to prior
notification to the New Jersey Department of Banking and
Insurance, or NJDOBI. Any distributions above this amount in
any 12-month period are considered to be “extraordinary”
dividends, and the approval of NJDOBI is required prior to
payment.

Prudential Financial, Annual Report
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“credit institutions need to establish dividend policies using
conservative and prudent assumptions in order, after any
distribution, to satisfy the applicable capital requirements.”

2.5% 7w (Capital Conservation Buffer) inoa nm> n%70 nwnTn
TIT2AT NN 72l Ll 7t 9 v noon Yux ,nmanmn un CET1
(12'0 '0211 7% 7yn NIYV'Y TWKRD) MXVN [INN DI'Y7 Ty

“Credit institutions which under the 2014 comprehensive
assessment have a capital shortfall that would not be covered by
capital measures by 31 December 2014....should in principle not
distribute any dividend.”

RECOMMENDATION OF THE EUROPEAN CENTRAL BANK
of 28 January 2015

on dividend distribution policies

(ECB/2015/2)

D0 RYD 2ONYY IR BURH PR MR Nt 9 .2017 .apna nwn ©



'011'95n NAYUNN Ny AT AN ]'\fll'?l'\

Bank’s dividend payout post the financial crisis

« Bank dividend payouts increased from 0.4% of assets in 2000
to 1.1% of assets in 2007.

« Through the first three quarters of 2008 they were still at 0.7%
of assets — that is, banks barely reduced their dividends in
the first fifteen months of the crisis.

« Acharya et al. (2009) argue that dividend payments represent
a transfer to equity holders from creditors (and taxpayers) in
violation of the priority of debt over equity.
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Federal Reserve — Division of Banking (2010)

« Supervisory Capital Assessment Program for Banking
Holding Companies (SCAP BHC) ensure that they hold
adequate capital under adverse conditions to maintain ready
access to funding, continue to serve as credit intermediaries,
and continue operations.

« Bank holding companies should consult with Federal Reserve
staff before taking any actions that could result in a diminished
capital base, including actions such as increasing dividends,
Implementing common stock repurchase programs, or
redeeming or repurchasing capital instruments more broadly
(planned capital actions).
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* Goodhart et al. (2010) show that introduction of dividend
restrictions is a favored regulatory action (compared to, for
example, quantitative easing) to stimulate interbank and credit
markets and it provides an improvement in the welfare of
borrowers and banks’ shareholders.

 Guntay et al. (FDIC WP 2015-5) claim that regulators’
discretionary dividend restrictions may cause a firm eager to
signal its health to issue a dividend only to demonstrate to the
market that the regulator approved of it doing so. These
regulator-induced dividend payments could reduce the loan
supply and potentially increase risk in the market.
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Basel lll vs. Previous Accords

* One weakness of both Basel | and Basel Il lies in their
dependency on capital rather than liquidity. Defaults across
asset classes become highly correlated during an economic
downturn, often occurring unexpectedly. In such scenarios,
what is needed is not only capital or assets, but also liquid
capital or assets.
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« HBQOS, formed by the 2001 merger of Halifax and the Bank of
Scotland, was one of the largest UK banking and insurance
businesses and UK's largest mortgage lender.

« On_1 October 2008, HBOS was unable to meet its liabilities as
they fell due and sought Emergency Liquidity Assistance from the
Bank of England. The Group’s liquidity shortfall reflected
underlying concerns regarding its solvency — concerns that turned
out to be justified. Lloyds Bank took over HBOS in Jan. 2009.

« HBOS sought to pay out what it considered to be excess capital
through dividends or share buybacks. HBOS committed to paying
out at least 40% of its earnings, and in 2007 announced that it
would increase its dividend pay-out ratio to 46% (This was not out
of line with other UK banks).

* As aresult, HBOS paid out around £11 billion in dividends and
share buybacks between 2001-2008, with the last payment made
on 12 May 2008 (£1.2 billion).

« Between 2008-2011 HBOS suffered a loss of £25 billion.
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« American International Group (AlG), the global insurance giant
with ~ $1 trillion in assets prior to the crisis, lost $99.2 billion in
2008, and rescued from bankruptcy owed to government bail-out.

* AIG nearly collapsed due to large CDS exposure, securities
lending and other ABS related transactions, causing losses and
triggering severe liquidity deficiency due to imminent collateral
calls.

« Conseco Inc. became the third-largest U.S. bankruptcy in history,
as the insurance and loan company sought Chapter 11 protection
from creditors. Conseco, which grew from a small company set up
In 1979 to become one of the largest U.S. home lenders and
personal insurers by the late 1990s, collapsed in 2002 under the
}Neiqht of debts caused by ambitious expansion and mounting bad
oans.

* First Executive Life Insurance Co. constituted the 12th largest
bankruptcy in US during the time period 1980-2005. One of the
largest insurance bankruptcy ever. Due to massive failed
Investments in junk bonds.
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 Equitable Life Assurance Society (Equitable Life), oldest life
Insurance company in the UK, which had £26 billion under
management, came close to collapse. It had allowed large
unhedged liabilities to accumulate in respect of guaranteed fixed
returns to policy holders without making provision for adverse
market changes. Due to the failure it closed to new business Iin
December 2000 and reduced payouts to existing members.
Policyholders lost half their life savings.

« A 2007 European report concluded that requlators had focused on
solvency margins and failed to consider the increasing risk of
accrued terminal bonuses.
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 HIH Insurance was Australia's second largest insurance
company. It was placed into provisional liguidation on 15 March
2001. The largest corporate collapse in Australia's history, with
estimated losses of up to $5.3 billion.

« HIH had $8 billion in assets. However, after offsetting debts and
potential insurance claims against the company, HIH was left with
net assets of only $133 million. The liquidators described HIH's
solvency as "marginal" and stated in their report that "an
extremely small movement (just 1.7%) in the value of assets could
move the balance sheet into net asset deficiency.

* This situation was reached due to aggressive acqguisitions of
iInsurance businesses, especially LBO life insurance acqguisitions.
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* In 2005 the German Federal Government enacted a reform of the
German Insurance Supervisory Law that provides better protection
of insured, extension of supervision applying to reinsurance
companies; and extension of the regulation which applies to
insurers’ holding companies. The reform partly reflects the
German government’s response to the collapse of Mannheimer
Leben AG in 2003.

« Mannheimer Leben was the first life company in the country to be
put into insolvency in more than 50 years. This was mainly due to
guaranteed life and annuity schemes, and relatively high
allocation into European equities. With the collapse, it was forced
to transfer its policies to industry-sponsored safety net Protektor
and pledge to repay hidden losses on the contracts over time.
Since then, Mannheimer has sold a 51% holding of Mannheimer
Health to locally based insurer Continentale and transmuted other
“hidden losses” into loans from Protektor, stabilizing its position.
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* Insurer Tokyo Mutual Life filed for court protection from creditors
at the end of 2000 after denied debt refinancing from banks.

« Factors being negative spread between returns promised to
policy holders and lower investment returns, coupled with soaring
number of policy cancellations amid public distrust concerning the
financial health of the insurance industry following the failures of
midtier insurers Chiyoda Mutual Life Insurance Co. and Kyoei
Life Insurance Co. in October, 2000.
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(2011)

Percentage of companies with Solvency Il ratio below 100%

aly

<10% W 10%-20% W -20%

Mote: Solvency Il ratio calculated for Top 20 groups per markat per LOB
Sowrce: Proprictary Bain & Compaony and Towers Watson QIS5 tool

D0 RYD 2ONYY IR BURH PR MR Nt 9 .2017 .apna nwn ©



NOIN'NA NIV NINAN v 1IN QTIV

(2015) 171021 TRIXNNA

Figure 2: Comparison of disclosed Solvency Il ratios
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Figure 2.14: SCR coverage ratio by country (in per cent; median, interquartile

range and 10th and 90th percentile)
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Source: EIOPA (sample based on 2600 solo insurance undertakings in EEA)

Reporting reference data: 30/06/2016
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Figure 2.14: SCR coverage ratio by country (in per cent; median, interquartile

range and 10th and 90th percentile)
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Source: EIOPA (sample based on 2600 solo insurance undertakings in EEA)

Reporting reference data: 30/06/2016
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Figure 8: Change in earnings per share and dividends per share: 31 December 2010 to 31 December 2015
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What does Solvency Il imply for insurers’
dividend policies?

Insurance companies are responsible for their own dividend pay attention to this in their ORSA. Where needad, DNE will
policies as part of their overall capital policies. DNB believes consider the UFR impact in assessing an insurer’s capital
that insurers would do well to take account of the impact of  and dividend policies. Insurance companies have a statutory
the UFR. - which forms part of the actuarial interest rate - obligation to seek DNB's approval before distributing

and other adjustments. In the context of adequate risk dividends If they fail to meet their solvency requirements or
management under Solvency I, insurers are also expectedto  foresee noncompliance within the next twelve months.

DeNederlandscheBank

EUROSYSTEEM
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"It Is also fundamental that market analysts and investors
understand that Solvency Il adjustments and transitional
measures are a legitimate part of the regime. Transitional
measures do not distort the solvency reality: they are
designed to ensure a smooth transition to the new regime,
avoiding disruptions in the market and allowing a certain
period for companies to fully recognize the impact on old books of
contracts that have been underwritten in a different regulatory
framework.

Especially within the context of the low interest rate environment,
it is important that while using the transitional measures, firms will
continue to take the necessary steps to restructure their business
models.”

Gabriel Bernardino

Chairman of EIOPA

European Insurance Conference
London, 2 June 2015
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"For the benefit of investors, let me be crystal clear: when we consider
whether or not firms are in a position to pay dividends, one of the main
guantitative yardsticks we will use is capital levels after the benefit of
transitionals. Now, investors taking a close interest may be concerned
about the capital strain firms using the TDTP* may face as the transitional
benefit unwinds over 16 years. They are right to have an eye to that, but |
would like to point out that there will be some off-setting benefit in the form
of the release of the risk margin as the back book rolls off — it will be up to
firms to set out this picture for analysts and investors, but it is the net
adjustment we should be focused on."

Sam Woods

Executive Director of Insurance Supervision, Bank of England
At the Association of British Insurers

London, 9 July 2015

* Transitional Deduction from Technical Provisions
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. The possibility of increased risk appetite

. The possibility of more aggressive growth in the volume of operations and
consideration of possible changes to the business strategy

. The possibility of increasing the share of dividend payments

. The possibility of excess capital payout (capital reduction)

. The payment of dividends within the target range of 30-50% of consolidated net

250-300% :p'::; profit of the Triglav (payout ratio of 30-50%)
* Maintenance of the applicable risk appetite
2L . Room for growth in the volume of operations in line with the applicable business

strategy
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200-250%

150-200%

< 150%

(Twn)

Analysis of possible measures to prepare a capital adequacy improvement plan
Assessment of possible selective reduction in the volume of operations

Changes to the plans for expanding operations

The possibility of reducing the share of dividend payments (a lower payout ratio)

The preparation of the plan and the implementation of measures aimed at improving
capital adequacy

The implementation of measures for selective reduction in the volume of operations
Strict limitation of the expansion of operations

Reduction in the share of dividend payments

Assessment of the possibility of issuing subordinated capital instruments
Implementation of the restructuring plan

No dividend payments

Consideration of the possibility to increase capital
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(TwnT)

Figure 5: Comparison of disclosed capital management frameworks
Summary capital management and solvency target

Aegon Target range of 140% - 170% at group level

Targeting 1 75% SCR coverage.
Risk appetite capital limited to 40% of own funds calibrated to a 1/30 year event

Allianz > 160%: dividend policy threshold

> 140%: will pay a cash dividend. Risk appetite is to be above 120%

AXA Target range of 170% - 230%

Optimal target range 185% - 220%.

Storebrand Target of greater than 130%

Source: Company disclosure and EY analysis
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