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Chairman’s statement

Good progress

towards targets

Mike Biggs, Chairman

“The Board is encouraged by the progress
made on the Group's transformation plan
and endorses management'’s actions to drive
efficiency in the current competitive markets.

“Over the longer term, the Board believes that
a continued focus on our strategic priorities
should generate sustainable value.”

Direct Line Group Annual Report & Accounts 2013

2013 represented another significant year for Direct line
Group. In the first full year of being listed on the london Stock
Exchange, the Group achieved the 2013 combined operating
ratio! ("COR") and cost targets set at the time of the initial
public offering (“IPO") in October 2012. This resulted in a
16.0% RoTE from ongoing operations?, ahead of its longerm
target. This has been achieved despite competitive market
conditions and demonstrates the improved levels of performance
the Group's transformation plan is delivering.

Our shareholders have also seen a 15.3% increase in

the share price fo 249.6 pence per share in the year o
31 December 2013. In addition, we paid shareholders
dividends totalling 16.2 pence per share during 2013.
As at the date of this report (25 February 2014) the share
price is 261.0 pence.

Strategy update

During 2013, the Group has continued to focus on delivering
the strategic plan established in 2010 1o transform Direct Line
Group info ‘Britain’s best refail general insurer’. Ve have
made good progress in 2013 across each of our sfrategic
priorities and have plans for further transformation in the future.

Llooking to 2014, we will continue fo focus on delivering for
our cusfomers, in particular by using technology to enhance
cusfomer experience. More defails of this and other sirategic
priorities can be found in the Chief Executive Officer’s review.

We continue to target a RoTE from ongoing operations?

of 15%. In addition, we have set specific targets for 2014
being a fofal cost base® of approximately £1,000 million
and a COR in Commercial of less than 100%. Overall,
we currently expect a COR for the Group of between 95%
and 97% in 2014. These assume a normal level of claims
from weather events and large losses.

Dividend and capital management

Through our progressive dividend policy, we aim fo increase
the dividend annually in real terms. The Board is recommending
a final dividend of 8.4 pence per share to shareholders.

If approved, the full year regular dividend of 12.6 pence

per share would represent a 5.0% growth on the pro forma
full year dividend* of 2012 {12.0 pence per share) and

is in line with this policy.



In addition, we paid a special interim dividend of 4.0 pence
per share in December and we are now declaring a second
special interim dividend of 4.0 pence per share. Both these
special interim dividends relate to itfems in 2013 that were not
expected at the start of the year. First, the sale of our closed
life insurance operation, Direct Line Life Insurance Company
Limited (the "Life business”), and secondly, better than expected
profit from the Run-off segment and the sale of Tracker. Due to
the one-off nature of these items, the Board believes it is
appropriate in this instance to return this capital to shareholders.

The Board considers that the Group is currently strongly
capitalised with a risk-based capifal coverage ratio at the
upper end of its risk-based capital coverage target range and
an A’ rafing with stable outlook from its credit rating agencies.

In determining this position, the Board has considered a
number of factors that may positively and negatively affect
the Group's capital position over the next 12 months. The
Board will continue to review this position as clarity improves
on these factors and the Group makes further progress with its
transformation plan. More defails can be found on page 42.

Relationship with RBS Group

Our ongoing relationship with RBS Group is principally sef
out in two key agreements, the Relationship and Transitional
Services Agreements. The Relationship Agreement sets out that
Direct Line Group is to carry on its business independently of
RBS Group and entfitles RBS Group to nominate a Directfor for
appointment fo the Board. The agreement will ferminate once
RBS Group holds less than 20% of Direct Line Insurance Group
plc (the “Company”) shares. Under the Transitional Services
Agreement, RBS Group will continue to provide IT and certain
other services to Direct Line Group for a transitional period of

up to 36 months following the IPO in October 2012.

Subsequent fo the IPO, RBS Group undertook two further
placings in 2013 of 551.6 million Ordinary Shares in the
Company. These represented 36.8% of the fotal share capital
and generated additional gross proceeds of £1,135.8 million
for RBS Group. Following the placings, RBS Group's shareholding
in the Company was 28.5%.

For information on our corporate
governance see p.50

For information on our risk management

see p.22

Board changes and effectiveness

Following RBS Group's reduction in its shareholding in the
Company to below 50%, and in accordance with the terms of
the Relationship Agreement, Mark Catton stepped down from
the Board on 26 April 2013. On 1 October 2013, Bruce Van
Saun stepped down from the Board to focus on other projects
for RBS Group and Mark Catton was reappointed. May | fake
this opportunity to thank Bruce for the insights and value he
brought to the Board during his time as a Director. | would
also like to extend this gratitude more generally to all of our
Non-Executive Directors for their dedication 1o the Group.

The Board and its Committees undertook formal evaluations

of their performance in 2013. The Company engaged the
services of an external facilitator, who met with me as
Chairman to agree the structure, scope and content of the
evaluations. The individual Directors were subject fo a review
of their effectiveness and | have met with each Director to
provide feedback on a oneto-one basis. Committee Chairs
also received feedback on the performance of the Committees.

Summary

| have been very impressed by the commitment of our
employees whenever our customers need their support. In a
challenging year, they have remained determined fo help our
customers get back on their feet after an accident or an event
in their lives. The Group is only as good as its people and
everyone has contributed fo this success, and | would like to
thank employees and senior management for everything that

has been achieved in 201 3.

Mn\\%

Michael N Biggs, Chairman

Notes:

1.

2.
3.
4

See note 1 on page 2
See note 3 on page 2
See nofe 2 on page 2

See note 5 on page 3
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Chief Executive Officer’s review

Investing in

our future

Paul Geddes, Chief Executive Officer

“Qur strategic progress and successful delivery
of our targets is a direct result of the hard work
demonstrated throughout the business. This has
enabled us to deliver benefits to our customers
and returns to our shareholders.”

Overview of financial performance

| am pleased that in 2013 we continued to make good
progress with our sfrategic priorities and financial targets,
while maintaining our disciplined approach to underwriting

in a highly competitive and deflationary marketplace in the
UK. We delivered an operating profit from ongoing operations
of £526.5 million, an increase of 14.2% compared to

2012 (£461.2 million); and tofal Group profit before

tax of £423.9 million (2012: £249.1 million).

With a COR of 96.1% we achieved our COR target of 98%
for 2013. This contributed to a RoTE of 16.0%, ahead of

our longterm target of 15.0%. While our results were helped
by higher reserve releases than expected, the momentum of
our fransformation and ‘selfhelp’ agenda continued fo create
benefits and opportunities. We took positive steps towards
reducing costs across the business and improving our operating
efficiency. Within other areas of our strategy, such as pricing
and claims, we continued to deliver sustainable benefits for
our cusfomers and shareholders.

Direct Line Group Annual Report & Accounts 2013

Delivering value for our customers

Our focus on improving our pricing capability and claims
infrastructure has particularly helped us to reduce prices for
UK motor cusfomers. In addition, we have been exploring
new ways in which we can innovate fo achieve better
outcomes for customers. Direct Line's heritage is rooted in

the revolution it unleashed by using the telephone to bypass
the traditional high street insurance broker model and provide
customers with more competitive products. That innovation
gave way fo the advent of PCWs, which emerged in response
fo the growing purchase of insurance via the infernet.

We are on the cusp of a new era, when growing customer use
of new technologies prompts them to seek a different experience
from their insurer, and where nimble providers can hamess
technology to offer both competitive products and more
personalised solutions. The strength of our data and brands,
together with the operational and financial fransformation of
our platform, leaves us well placed to help draw the road map
for this new age. For instance, we are piloting reaHime online
progress updates on car repairs, and we are offering telematics
technology to give customers instant feedback on the quality

of their driving, which can U|Hmote|\/, if The\/ drive well, improve
road safety and save them money.

We have also been working hard to reduce customer complaints
across the Group and for the second half of 2013 our
complaint volumes decreased by 19% compared to the same
period in 2012. This is a key area of focus for us. To ensure
we are tracking how well we are responding to our customers’
needs, we have infroduced a new key performance indicator
fo measure the volume of customer complaints across the Group.

We recognise that, while we have made improvements in
how we interact with our customers, we have not met all of our
aspirations to develop and differentiate our customer propositions
and brands. We have much to do fo meet the evolving needs
of our customers, but we are rising fo the challenge with
defermination and energy.

Delivering for our people

Our people continue to be the main driver behind delivering
better outcomes for our customers. Although we have had to
remove 3,200 roles since the sfart of our cost savings inifiatives,
fo ensure our organisation can operate in the most costefficient
manner, our consistent aim has been fo treat colleagues with
the utmost faimess and respect throughout redeployment or
redundancy processes. As we confinue to drive an agenda

of operational and cultural change through the organisation,
we remain committed fo investing in our people, which in

turn will help us to deliver the products and services that our
customers value.



Developing stand-alone systems

Ever since beginning our separation from RBS Group, we have
made significant investments to design and sfarted to build a
stand-alone IT infrastructure capable of supporting a multi-brand,
multi-product and multi-distribution channel business with

18 million inforce policies. Notwithstanding the complex
operational risk associated with this task, we aim for the
migration fo have made substantial progress by the end of
2014. Alongside the construction of a stand-alone IT platform,
we are continuing to develop our technological capabilities

by investing in other systems designed to improve customer
operations and business processes. The opening of our own,
state-ofthe-art data centres was a significant step forward

in advancing our technology initiatives in 2013.

Regulatory environment

We have continued to operate within a highly dynamic
and evolving regulatory landscape, particularly in the UK
motor insurance market where over the past two years a
number of reviews and initiatives have been announced
by the UK Government, the Ministry of Justice ("Ma)"), the
Financial Conduct Authority (“FCA"), and the Competition
Commission (“CC").

The Group confinues fo engage proactively in new or
emerging regulatory priorities. Good conduct is infegral to the
success of our business, which is why we decided to switch
the sale of our motor legal protection product fo opt in prior
fo the publication of regulatory guidance, and why we chose
to lay the foundations for DLG legal Services as an alternative
business structure, which should help shield our existing
cusfomers from potentially excessive third-party solicitor fees.

In December, the CC published the provisional findings of
its ongoing investigation into the UK private motor insurance
market. We confinue fo work with the CC, and have always
said we welcome the investigation, if it results in a level
playing field and the removal of market dysfunction, to the
benefit of our customers and consumers more broadly.

Strategic priorities for 2014

During 2014 we aim to progress further towards delivering the
remainder of the strategic financial targets we have set ourselves.
In particular, we aim fo deliver our farget of a total cost base'

of approximately £1 billion, as well as our Commercial
business achieving a COR? of less than 100%.

We will also continue to enhance our products and update
our infrastructure to ensure we sharpen our customer experience,
delivering what the customer has grown to expect, and doing
so sustainably for all of our stakeholders, be they our
customers, our people or our shareholders.

For more on our strategy see p.18

For more on performance rewards see our

remuneration report on p.76

Outlook

The UK motor and home markefs remain highly competitive.

In this trading environment, we will confinue fo prioritise
fargefing appropriate margins, even if this is af the expense of
premium or policy volumes. We continue fo progress inifiatives
supporting our strategic priorities in order to seek o improve
our competitive position and performance in the longer term.

For 2014, we aim to achieve a COR in the range of 95% to
Q7% for ongoing operations, assuming a normal level of claims
from weather events. Assuming underlying claims trends confinue,
a significant contribution from prioryear reserve releases is
currently expected, albeit at a lower level than in 2013.

I would like to thank our people for the continuous hard work
and dedication that they have demonstrated throughout the
year. This has enabled us to continue to deliver benefits to
our customers, shareholders, and wider stakeholders.

Lo

Paul Geddes, Chief Executive Officer

Combined operating
ratio® (%)

3]ppts improvement

QO.1%

Return on tangible
equity? (%)

160%

(KPI1)
® 13.4% pro forma in 20124

Notes:
1. See nofe 2 on page 2

2. This assumes a normal level of claims from weather-related
events and large losses.

3. See nofe 3 on page 2

&

See nofe 4 on page 2

©

See nofe 1 on page 2
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Our strategy

Delivering
our strategy

We continue fo transform

our business to move fowards
our ambition to be Britain’s
best retail general insurer.
Our strategy is based on

Distribution

Pricing

five key priorities.

Financial targets

15%

Return on tangible equity'

125% to 150%

capital coverage consistent with
credit rating in the ‘A’ range

2014 targets

£1,000m

Approximate total cost base?

less than 100%

COR for Commerecial division?

Guidance

Q5% to 9/ %

COR for ongoing operations*>
in 2014

Notes:

1.

Ok LN

See note 3 on page 2
See nofe 2 on page 2
See nofe 2 on page 17

See note 1 on page 2

We aim to improve our distribution
efficiency and effectiveness through
a focus on digital capability and
cusfomer value.

We seek to understand customers’
needs and provide them with products
that meet their needs, offer good value
and are straightforward to purchase.

We employ a multidistribution channel
model and look o optimise the mix of
these channels for each of our products
and brands. This includes selling our
products directly via the phone and
internet, through the UK's four largest
PCWVs, and via selected partners.

2013 progress:
® Reduced marketing spend, while
differentiating product offerings

® Developed and launched two
felematics propositions — black box
and smartphone app

® Invested in digital confent platform and
web tool analyfics

Priorities for 2014:

e Complefe the roll-out of our new
smartphone and fablet optimised
websites and leverage the new
digital platform

® To confinue fo develop and differentiate
the Direct line customer proposition

® To evolve our telematics propositions
based on customer feedback
and performance

This assumes a normal level of claims from weather events.
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We aim to leverage our substantial
data and the investments we have
made fo provide leading fechnical
and market pricing.

By enhancing our pricing capabiliies we
can improve the assessment of the risks
we are willing to accept and price these
more accurately. Our customers benefit
from this through more competitive prices.

2013 progress:
e launched updated technical pricing
models in Motor with further granularity

® Used improved rafing models
fo opfimise exposure in higher
premium segments

® Implemented enhanced renewal
management capabiliies in Motor
and Home

Priorities for 2014:
® 30 major programmes due to be

delivered in 2014
A number of specific pricing inifiafives
fo enhance trading capability on PCWs

* Use telematics experience and dato
fo support technical pricing



Claims

We aim to mainfain fop quartile
performance by achieving efficient
and effective claims management.

We have fundamentally redesigned

our claims operating model with simpler
processes in fewer sites, giving our
people more control and our customers
a beffer experience. By managing
claims through our own professional loss
adjusters and repairing cars through our
own accident repair centres, we aim fo
give customers the benefit of our scale
and strength.

We continue to invest in our capabilities
fo provide customers with a service that
is reliable and straightforward, with
improved fransparency at each step

of a claim.

2013 progress:

e Completed claims transformation in
Motor and Home with ClaimCenter
rollout and new operating model,
including the use of social networking
fechniques to combat fraud

® Making full use of our claims fulfilment
network to offer improved cusfomer
propositions, for example car
replacement service

¢ Laid the foundations for DLG
legal Services

Priorities for 2014:

e Continue to improve customers’
experience by rolling out further
claims initiatives, for example
using smartphone fechnology

e Further enhance claims leakage
and fraud identification

® Generate further efficiency

Notes:
1. See note 2 on page 2
2. See nofe 2 on page 17

Costs

We aim to improve efficiency throughout
the business o reduce costs, enable
faster decision making and improve
customer propositions.

We recognise the requirement to

keep costs down, whatever the market
conditions. We are also in the process
of updating our IT infrastructure which
should improve efficiency, offer us more
flexibility and enable us to enhance our
customers’ experience.

2013 progress:

® Achieved cost reduction target set at
the time of IPO and taken further steps
to improve efficiency throughout the
organisation, particularly in head office

® Built new data centres in conjunction
with Capgemini

® Started roll-out of new voice and
deskiop tools to improve efficiency
throughout the organisation

Priorities for 2014:

* Make substantial progress on the
migration of IT applications, reducing
dependency on RBS Group systems

® Build a low-cost selfservice digital
infrastructure

® Reduce fotal cost base! to
approximately £1,000 million

Commercial
and International

We focus our Commercial business on
targeting the growing SME and micro
segments, and are well positioned to
benefit as these custfomers move fowards
direct and edrading distribution channels.

We have 10 years of experience in ltaly
and Germany, two of Europe'’s biggest
motor insurance markets, and are now
reaching scale.

As the characteristics of our personal
and commercial lines businesses
increasingly come together, we aim

fo leverage our skills across the Group
particularly in the areas of technical
pricing, claims management, telematics
and flood mapping.

2013 progress:
® Full cycle eTrading platform launched
for Commercial

e Implemented ClaimCenter in ltaly
and for Commercial Motor

* Delivered efficiencies through
consolidation of underwriting centres
and separating trading activities

d |mproved proﬁtobihfy in |To|\/ with
a lower COR

e Significantly grew premiums
in Germany

Priorities for 2014:
e Achieve farget for COR of below
100% for Commercial division?

¢ Embed and extract value from
ClaimCenter and eTrade rollout

® Develop van proposition, including
telematics and Churchill brand

e Drive further efficiencies in International
® Implement a new rafing engine in lialy

® Mainfain progress in Germany with
over 9% growth in inforce policies

in January 2014
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Key performance indicators

Measuring our performance

We have defined eight key performance indicators that allow us to monitor
our performance against our strafegic priorities. In turn, these are supported
by further performance indicators monitored by management.

Combined operating
ratio’ (%)

31ppts improvement

Q0.1%

Definition

A measure of financial year
underwriting profitability
calculated by the sum of
claims, commissions and
expenses divided by nef
earned premium for ongoing
operations. This excludes
instalment and other
operating income and
investment return. A COR
of less than 100% indicates
profitable underwriting.

Aim

We aim fo make an
underwriting profit, and

in 2013 sef and achieved
a farget of a 98% COR.
For 2014, we are providing
guidance of a COR in the
range of 95% to 97% for
the Group. This assumes a
normal level of claims from
weather evenfs.

Notes:

1. See nofe 1 on page 2
2. See nofe 2 on page 2
3. See nofe 6 on page 3

Total cost base?
(£m)

£10319m

Definition

The cost of doing business,
including paying our people,
marketing, infrastructure and
IT. This includes the costs we
incur in handling claims, but
excludes any commissions
we pay to brokers or pariners
and restructuring and other
one-off costs.

Aim

We aim fo operate an efficient
and effective organisation

and are targetfing our fofal

cost base” for 2014 to be
approximately £1,000 million.
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Investment income
yield (%)

2.1%

Definition

The return generated by
investing the assets we hold.
These investments are held
fo pay out future claims and
fo support our capital base.
It is calculated by dividing
investment income (excluding
net realised gains) by
average investment assefs

under management ("AUM”).

Aim

We aim to maximise
investment income subject
fo the risk appetite set by
the Board. The invesiment
portfolio assets are currently
invested in credit and
sovereign debt securities,
cash and property.

Adjusted earnings per
share - diluted? (pence)

250p

Definition

We adjust earnings to
exclude restructuring and
other one-off costs, the result
of our Run-off segment and
other one-off items. These
adjusted eamings, which
reflect the ongoing operations,
are divided by the average
number of shares in issue
adjusted for dilutive potential

Ordinary Shares.
Aim

We have not set a target for
adjusted eamings per share
given the cyclical nature

of the insurance industry.
Growing earnings per share
is considered one indicator
of a healthy business.



For more information on our financial
performance see p.34

For information on our performance
rewards see our remuneration report
on p.76

Return on tangible
equity’ (%)

160%

® 13.4% pro forma in 20122

Definition

The refurn generated on the
capital shareholders have in
the business. This is calculated
by dividing adjusted earnings
by average tangible equity.

Aim
We have set a farget
fo achieve a 15% RoTE.

Notes:

1. See nofe 3 on page 2
2. See nofe 4 on page 2
3. See nofe 5 on page 3
4

Dividend per share®
([pence)

2006p

® 12.0 pence pro forma full year
dividend for 2012

Definition

The amount of cash paid
fo shareholders out of the
profit of the Group. The
comparative amount shown
excludes dividends paid
prior fo the IPO.

Aim
We have adopted a
progressive dividend policy

and aim to grow the dividend

in real terms each year. In
addition, we look to return

excess capital to shareholders

when appropriate.

Adjusted for final and second special interim dividends

Risk-based capital
coverage* (%)

148./%

Definition

A measure to show the level
of capital held compared
to the level that is required,
taking into account the risks
faced by the business.

Aim

We target risk-based capital
coverage of 125% to 150%
which is consistent with our
aim fo maintain a rating in
the ‘A’ range from our credit
rating agencies.

Complaints
(%)

0.32%

Definition

The number of complaints
received during the year as
a proportion of the average
number of inforce policies.

Aim

This measure indicates the
level of customer service
provided and over fime
we aim fo improve this.

Direct Line Group Annual Report & Accounts 2013
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Risk management

Managing risk

We have a robust and integrated risk management framework. This framework
sefs out and enables the monitoring of the responsibilities and accountabilities
for risk management and internal control for the whole business.

“Our risk and comp|icmce strategy is designed The Board has responsibility for setting and monitoring

o adherence to the risk strategy, risk appetite and risk framework.
fo support our gOGl to become Britain'’s best The Board has established a risk management model that

. . "
refail generol Insurer. separates the business's risk management responsibilities
José Vazquez, Chief Risk Officer info ‘three lines of defence’ as set out in the diagram below.

Our risk governance structure

Direct Line Group
Board

Board
Board Risk Committee
Executive Chief Executive Officer Risk Management Committee
1st line of defence 2nd line of defence 3rd line of defence
Risk ownership Oversight, challenge and support of st line Independent assurance
Personal Lines 2nd line function: Risk management tools: Group Audit
Comme.rC|a| Risk and Compliance High Level Controls and System
Intecrrqhonal of Governance document
. aims . . . ERM strategy
Chief Customer Office FunFrlons with 1.st.|<.1r.1d 2nd ERM Framework
_ Finance . ine responsibilities: Delegated authorifies
Chief Information Office Legal Group policies
Human Resources Company Secretarial Minimum standards
Communications Finance Risk appetite
Human Resources Advice and guidance
Assurance and monitoring
Notes:

1. The 1stline of defence is provided by line managers who are responsible for ownership and management of the risks to the achievement
of business objectives on a day-o-day basis.

2. The 2nd line of defence is provided by specialist control functions, including Risk and Compliance, which are responsible for the provision
of proportionate oversight of the business and related or emerging risks.

3. Group Audit delivers the 3rd line of defence through the provision of an independent view for the Board on the effectiveness of risk management.

The Chief Risk Officer is a member of the Executive and reports to the Chief Executive Officer, with a right of access to the Board Risk Commitiee
and the Audit Committee, assuring independence of the function. The Chief Risk Officer chairs the Risk Management Commitiee, which reviews
material policies for the effective management of risk across the Group.

Direct Line Group Annual Report & Accounts 2013



Managing risk in line with Group strategy

Group strategy development is the responsibility of
management and ultimately the Board.

Our sfrategic planning process aims to ensure that we have
developed a clear set of objectives and targets and have
identified the action plans necessary to deliver them. These
must be consistent with our overall objective of a 15% RoTE
and be delivered in line with our risk appetite. For information
on our strategy see page 18.

Delivering a strategic plan will, by ifs very nature, result in
taking risk. Management of this risk is therefore a key aspect
of the strategic planning process and it is important that the link
between strategy and its impact on capital is clear. We place
Enterprise-wide Risk Management "ERM”) af the very heart

of our approach.

We recognise that our longterm sustainability depends on
having sufficient funds to meet our liabilities as they fall due.
This protects our reputation and the infegrity of our relationship
with customers and other stakeholders. For information on our
allocation of capital by risk type see page 42.

Risk strategy and appetite

The risk appetite statements are expressions of the level of risk
we are prepared fo accept fo achieve our business objectives.
In order fo monitor whether we are within risk appetite, we
have aligned the statements to key business metrics, such as
volumes of business or levels of exposure. These metrics form
key risk indicators, which are both qualitative and quantitative
and forward and backward looking, and our risk profile is
monifored regularly using these indicators to ensure we remain
within appetite.

We have an appetite for general insurance risk, with a focus
on personal lines and commercial SME insurance in the UK
and direct mofor insurance in selected overseas counfries.

To support our primary acfivity of insurance, we have an
appetite for appropriate non-insurance risks.

Risk appetite should not be static and we are committed

to performing, as a minimum, an annual review of the risk
appetite to ensure it remains suitable fo support the Group.
Such a review was undertaken in the second quarter of 2013
and resulted in Board approval of the risk oppetite statements
outlined in the table. VWe would also review risk appetite if the
Group's strategy changed, ensuring risk management remains
aligned to the Group strategy.

The risk appetite statements are aligned with the Board's
strafegic risk objectives.

Over the last 12 months, fo help achieve these sfrategic
risk objectives, we have:

e Strengthened financial risk oversight by developing the
risk management function through tailored recruitment

® Enhanced the ERM framework to reflect our operation
as a sfand-alone Group

e Realigned risk management and oversight responsibilities
as part of the 'three lines of defence” model

e Increased our focus on customer conduct risks in line with our
Group objectives as well as with the objectives of the FCA.

Our ERM framework

Strategic risk objective Risk appetite statement

Maintain sufficient economic capital
consistent with the aim of achieving
a stand-alone credit rating in the

‘A range.

Maintain capital
adequacy

Stable and efficient
access to funding

and liquidity

Meet all cash outflow requirements,
including those that arise following
a 1 in 200 year insurance, market
or credit risk event.

Maintain stakeholder
confidence

No appetite for material risks leading
fo reputational damage, regulatory
or legal censure, fines or prosecutions
and other types of operational risk
losses associated with the firm's
conduct and activities.

ERM is the process of organising and confrolling the activities
of the whole Group so as fo ensure the Group remains within
risk appetite. To enable ERM we have developed a framework
comprising a number of components which are fundamental to
good risk management. These are set out in the graphic overleaf.

A central component of the ERM framework is our policy
framework, consisting of policies and minimum standards.
These inform the business how it needs fo conduct ifs acfivities
so as fo remain within risk appetite.

The policies cover the key risks to which we are exposed.
Policies are supported by minimum standards which sef out
the minimum level of risk management and other corporate
and personal behaviours that must be complied with. VWhere
appropriate, these minimum standards are in tumn supported
by detailed guidance documents.

We also employ a number of risk tools to manage and monitor
our risks, the output of which is tested and reported upon both
internally and externally.

Direct line Group Annual Report & Accounts 2013
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Risk management continued

Group strategy

ERM strategy

Risk appetite

Policy framework

Risk assessment

including MRA

Issues management

Notes:
MRA — Material risk assessment

Control environment
—

Our culture and ERM framework
are mutually supportive. Our culture
encompasses all risk management
activity and helps embed risk
management within our business.

Our ERM strategy supports our
Group strategy.

Group sfrategy, ERM strategy, risk
appetite and policy framework are
approved by the Board.

The ERM strategy is enabled using risk
management fools such as risk appetite
and the capital model.

Underpinning these tools are IRISS,

our specialist risk management software,
comprehensive risk management training
and communication.

certification

IRISS — Internal Risk Intelligence Software System facilitates a robust and consisfent approach to the way we capture risk information.

Our ERM framework has been made stronger during 2013
as a resulf of:

e The linking of risk strategy and govermnance to our risk
appetite and policy frameworks, documented in our High
level Controls and Sysfem of Governance document

® Improvements fo our infernal control environment self-
certification process

e The development of our Own Risk and Solvency
Assessment ("ORSA") which supports the achievement
of our strategic objectives

e The infroduction of a risk culture which helps our
understanding and measurement of how well risk

is embedded within the Group

The ERM framework: enhanced by an effective
risk and control culture

Risk culture is about how the principles, processes and tools
of the risk framework are applied in day-to-day behaviour.
A good risk culture is one where risk management is a
significant part of the way we work. Our Group values
align to the risk culture and seek fo promote proactive

risk management.

Our risk culture focuses on the key areas of strategy,
employees, promoting good governance, communication,
systems and reporting. We believe that the ERM framework
is made sfronger by the promotion of a good risk culture
across the Group.
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Solvency Il

Making use of Pillar I models, the PRA has developed the
Individual Capital Adequacy Standards Plus ("ICAS+") process
fo enable UK insurers to make use of capital models developed
under Solvency Il programmes.

The ICAS+ process will also enable firms to obtain feedback
on their progress towards Solvency II. U K Insurance Limited
has engaged with this ICAS+ process and has used the

new internal model for this purpose. This ICAS+ submission
included Pillar Il elements which are currently in development.
The Group's internal model produces Solvency |, Individual
Capital Adequacy and economic capital requirements for
the UK general insurance business.

The Group's risk management system, including the aufomated
risk management tool, is being embedded and the Solvency |I
data warehouse implementation is continuing fo progress. The
Group expects Solvency Il to be in force on 1 January 2016
with the Infernal Model Approval Process taking place in
2015. As a result, the risk management team is developing @
revised timeline for progress towards internal model approval
and engaging with the PRA about the Group's selfassessment
of its progress towards Solvency II.

In addition, the requirement under Pillar Il will result in
additional reporting requirements both to the PRA and to
external stakeholders. The Group continues to make progress
fo ensure all requirements will be met in line with developing
best practice.



Principal risks and uncertainties

Risks are always present in our business. The key role of the Risk function is to ensure that these risks have been identified and

measured and are monitored and reported throughout the business on an ongoing basis. The Risk funcfion also monifors changes

in these risks over time. VWe believe that these risks are broadly unchanged over the last 12 months.

Principal risks

Management and mitigation examples

Strategic risk

The external environment could put af risk our ability to
meet our sirategic objectives through the five key sfrategic
priorities of distribution, pricing, claims, costs and
Commercial and International.

® \We have agreed strategic targets which are monitored
and managed

e Risk assessment of projects designed fo enhance pricing and
claims capability

Our multi-channel approach provides diversification, which
mitigates this risk

® Monitoring of cost savings to ensure they remain on track

The Chief Executive Officer owns and manages this risk

Insurance risk: underwriting and pricing

We are subject to the risk that inappropriate business could
be written [or not specifically excluded) and inappropriate
prices charged.

Underwriting risk includes catastrophe risk arising from
losses due to unpredictable natural and man-made events
affecting multiple covered risks, particularly given the
concentration of our Home business in the UK.

® \We have set underwriting guidelines for all business transacted,
resfricting the types and classes of business that may be accepted

Pricing is refined through analysis of comprehensive data

e Cafastrophe reinsurance is purchased, limiting our exposure
fo large losses. We also purchase excess of loss cover on our
Motor portfolio, as well as other selected reinsurance covers

® We invest in enhanced external data fo mitigate exposures,
for example flood and individual underwriting risk
through Geospatial

The Managing Directors of each division own and manage

this risk

Insurance risk: reserving

Due fo the uncertain nature and timing of the risks fo which
we are exposed, we cannot precisely defermine the amounts
that we will ulimately pay to meet the liabilities covered by
the insurance policies written.

Reserving risk is our biggest risk, generated by our large
Motor portfolio. Reserving risk is heightened in the case of
periodic payment orders ("PPOs") because of their longterm
nature and is discussed further in the finance review on page
39 and in notes 2.1 and 3 o the consclidated financial
statfements on pages 120 and 123 respectively.

Reserving generates both upside and downside risk, with
the potential for outcomes to be in our favour, generating
reserve releases.

We estimate the technical reserves using a range of actuarial
and statistical fechniques. Projections of ultimate claims cost
involve assumptions across a range of variables, including
estimates of trends in claims frequency and average claim
amounts. These are based on facts and circumstances at

a given point in time

® We ensure that management's best estimate of reserves

is not less than the actuarial best estimate

e The Chief Financial Officer owns and manages this risk

Counterparty risk

We partner with many suppliers and the failure of any
of these fo perform their financial obligations in a timely
manner could result in a financial loss.

Our principal area of counterparty risk is our use of
reinsurance against underwriting risk, sometimes called
reinsurance risk or reinsurer default risk.

o We set credif limits for each counterparty

e Our reinsurance is purchased only from reinsurers that hold
a minimum credit rafing of ‘A-" at the time cover is purchased

e The business actively monitors broker credit exposures
e The Chief Financial Officer owns and manages this risk

Market risk

We are subject to the risk that, as a result of market
movements, we may be exposed to fluctuations in the
value of our assets or the income from our assets.

For the Group this includes: interest rafe risk, spread risk,
currency risk and property risk.

¢ \We manage and confrol our investment portfolio through:

— Investment strategy and guidelines proposed to the
Board by the Investment Commitiee and monitored

by the Asset and Liability Committee

— Diversity in the types of assets held, including by
geography, sector and credit rating

® \We use risk reduction fechniques such as hedging foreign
currency exposures with forwards and hedging foreign
interest rafes with swaps

e The Chief Financial Officer owns and manages this risk
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Risk management continued

Principal risks

Management and mitigation examples

Operational risk

We potentially face the risks of direct or indirect losses
resulting from inadequate or failed internal processes
or fraudulent claims; from systems and people; or from
external events.

In particular we have IT systems risk, including that we are
highly dependent on the use of RBS Group's information
technology, software, data and service providers.

Migrating IT systems away from RBS Group infroduces
different operational risks; there is increased likelihood
of system failure at the point that functions are moved
onto new infrastructure. Further, if the migration fails

fo stay on schedule, we will incur charges for remaining
on RBS Group IT infrastructure.

IT migration also infroduces people risk, as management
may be disfracted away from day-to-day activities.

Operational risk includes cyber risk, the risks relafing to
the use of computers, other IT and the storage of data.

Within this category, we also consider the risk of the
Group nof recruiting and refaining suitable talent. This risk
is particularly important during the Group's current period
of change.

® We have sirong operational processes and systems,

including fraudulent claims defection sysfems. Our risk,
business and capital strategies are infegrated

® \We maintain a robust internal control environment

We have developed a bespoke risk capture, management
and reporting system (IRISS)

® Ongoing migration of IT away from RBS Group on fo

a new enhanced plafform is continually monitored and
managed by experienced personnel

® We have strong recruitment processes to help our aim

of ensuring that the right people are recruited and placed
into the right roles

In addition to mandatory training, employees are encouraged
to use the large number of training tools available to enhance
their abilities

o Specific members of the Executive own and manage

the different aspects of operational risks

Regulatory risk

Regulatory risk arises if changes in law and regulations
are not identified or understood, or are inappropriately
and incorrectly interprefed or adopted.

In particular, Solvency Il regulations are currently being
introduced. Solvency Il requirements are sfill uncertain
and subject to the outcome of discussion between UK
and European regulators. The outcome and impact of
the ICAS+ process is also uncertain. These uncertainties
increase our level of risk.

Regulatory risk also includes the risk that business practices
are not efficiently modified following a regulatory change.
Further, there is a risk that current legal or regulatory
requirements are not complied with.

® We have a constructive and open relationship with

our regulators

In addition, we use specific risk management tools and
resources, such as our upstream risk feam, fo help manage
our exposure fo regulatory risk

* We exercise riskbased moniforing to ensure our resources

are used fo greatest impact

o The Chief Risk Officer owns and manages this risk

Conduct risk

We are subject fo the risk of failing to deliver the
appropriate tfreatment for our customers Throughouf all
stages of the cusfomer journey and the risk that our people
fail to behave with integrity.

This includes the risk that our organisational culture is nof
appropriate, with a failure to communicate the correct fone
from the top.

e Our organisational culture prioritises a consistent approach

towards customers and the inferests of customers are at the
heart of how we operate

® We have developed a robust customer conduct risk

management framework, fo minimise our exposure
fo conduct risk

e The Chief Executive Officer owns and manages this risk

Brand and reputational risk

We are dependent on the sirength of our brands, our
reputation with customers and disfributors in the sale of
products and services. We have entered into various
strafegic parterships that are important fo the marketing,
sale and distribution of our products.

Our brand and reputational risk is regularly reviewed through
our governance framework

® \We undertake substantial marketing activities to protect and

build our brands, and regularly measure their effectiveness

e Specific members of the Executive own and manage this risk
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Evolving risks

Risks can emerge and evolve over time, offen as a result of changes in the environment in which we operate. As part of our risk
management framework, we aim fo identify these risks as they first emerge, working efficiently to mitigate their pofential impact
on the business. Set out below are examples of current significant evolving risks and the way in which we monitor and mitigate

these risks.

Evolving risk details

Our actions

Insurance risk: claims costs
Bodily injury claims costs are a key source of uncertainty with several
regulafory, legal and market pressures facing the Group, including:

e Underlying trends in bodily injury claims frequency and average cost
per claim inflation

e The results of the Mo consultation into the discount rate used to value
certain types of bodily injury claim awards

® The propensity for large injury claims fo seffle as PPOs, and the inflation
and longevity assumptions used fo value PPOs

e The impact on claims costs of the MaJ consultation and Transport
Committee investigation info whiplash injuries.

® Monitoring claims costs to identify trends
in the setlement of bodily injury claims

Investigating proposed changes in
regulation and legislation and using risk
fora to discuss these changes and develop
a business response

Investigating assetliability matching
opportunities that would mitigate this risk

Regulatory risk: regulatory environment
The UK insurance market is subject to several regulafory reviews and potential
areas of focus which are sources of uncertainty, including:

e The CC invesfigation info aspects of the private motor insurance market

e The FCA's market study of general insurance add-on products

e The FCA's thematic review of complaints and claims handling

e The impacts of Flood Re and the proposed levy on home insurance premiums

There is also uncertainty around the way in which the FCA may apply the
principles underpinning behavioural economics to the insurance industry
and the impact that this has on our business.

The EU is currently developing new EU Data Profection Regulations which
will replace the UK Data Profection Act. This may impact our ability to use
and benefit from our stored data. Specifically, restrictions or bans on profiling
may impact our ability to identify the most appropriate products or solutions
for our customers.

The ltalian regulatory landscape is changing which could lead to greater
regulafory infervention.

Investigating proposed changes in
regulation and legislation and using risk
fora fo discuss these changes and develop
a business response

Regular contact with the regulator to ensure
the business is kept abreast of changes
in expectations

* \Where appropriate, participation in

lobbying

Strategic risk: business transformation and project delivery
The Group is carrying out initiatives to improve its operational efficiency
as part of the implementation of its business transformation plan.

There is a strategic risk of the potential failure to execute the plan, or that
the expected benefits of the plan may not be achieved on time or fo the
exfent fargeted.

There is also a large potential for upside risk should initiatives provide benefits
that are greater than those planned, or if the expected benefits are felt by the
business sooner than planned.

Uncertainties include the potential changes in the market around use of
PCWVs, changes in customer behaviour and the increasing use of telematics.

® Having a defailed transformation plan

* Monitoring of the project milesfones ensures
we remain on frack and enables us to make
adjustments where appropriate

® Ensuring that the projects are managed by
the right people with the ideal skills

e Using ‘lessons leamt” exercises to ensure
later projects are improved by our experiences

Risks can emerge over the very long term as a result of significant changes in the environment including fechnology, weather
patterns and socio-economic behaviours. Examples of these risks would include driverless cars, new types of competitor entering

the market and climate change.

A specific example of an emerging risk we have considered during 2013 is the failure of a competitor. A competitor failing
may lead to an industry levy which we would be subject to. This risk could also impact our relationships with both investors and
regulators, depending on the cause of the competitor's failure. There is also potential upside should the failure of a competitor

enable us fo increase the number of policies we issue.
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Operating review

Group performance

Achieved our combined operating ratio target of 98% and this contributed to a refurn

on tangible equity? 16.0%, ahead of our longferm target of 15.0%.

Operating profit from ongoing operations’ improved by 14.2% to £526.5 million (2012: £461.2 million) and COR' by

3.1 percentage points to 96.1% (2012: 99.2%). These were driven by an improved underwriting profit, including higher
prior-year reserve releases of £435.1 million (2012: £322.0 million), and were partially offset by lower invesiment refurn

and instalment and other income. A lower loss ratio!, reflecting our continued choice to focus on value of business over volume
and helped by pricing and claims efficiencies, together with lower costs contributed to the improved underwriting result and

COR. Benefiting from the capital actions taken in 2012 and the improved operating performance, the Group achieved

a RoTE for ongoing operations? of 16.0% (2012: 11.5% and pro forma® 13.4%). Total Group profit before tax delivered

of £423.9 million (2012: £249.1 million).

Summary income statement

For the year ended 31 December 2o£1n:: 202]%
Ongoing operations'
Gross wriffen premium 3,826.6 39906
Net earned premium 3,520.6 3,708.7
Underwriting profit 138.2 28.2
Instalment and other operating income 180.2 198.3
Investment return 208.1 234.7
Operating profit — ongoing operations' 526.5 461.2
Run-off segment 63.6 6.1
Restructuring and other one-off costs (140.5) (189.5)
Operating profit 449.6 2778
Finance costs (37.7) (28.7)
Profit on disposal 12.0 -
Profit before tax 423.9 249.1
Adjusted eamings per share — diluted [pence)? 25.0 21.8
Basic earnings per share (pence) 20.9 12.3
Return on tangible equity — ongoing operations? 16.0% 11.5%
Pro forma refurn on tangible equity — ongoing operations® n/a 13.4%
Refurn on equity — total Group 11.1% 5.7%
Ongoing operating profit by division'
For the year ended 31 December 20£lr: QOQ]an
Motor 347.7 261.8
Home 106.2 3.3
Rescue and other personal lines 46.5 84.4
Commercial 9.5 2.2
Infernational 16.6 19.5
Total 526.5 461.2
Notes:

1. See note 1 on page 2
2. See nofe 3 on page 2
3. See nofe 4 on page 2
4.  See note 6 on page 3
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Personal lines

“UK Personal Lines delivered good results within
a competitive market and a changing regulatory
landscape. We continue to develop compelling
customer propositions, deepen customer
relationships and enhance our capability.”

Tom Woolgrove, Managing Director of Personal Lines

Motor
Highlights

® Retained position as Britain’s leading personal mofor
insurer with a 14% share of inforce policies'

® Improvement in risk selection and claims capability
confributing fo reserve releases and reduced loss ratio

® COR improved significantly by 8.4 percentage points

® Operating profit up 32.8%, despite significant reduction
in other operating income

e [aid the foundations for DLG legal Services

Performance highlights

2013 2012
Inforce policies [thousands) 3,762 4,050
Gross writlen premium £1,421.1m £1,623.5m
Loss ratio 65.1% 74.6%
Commission ratio 2.5% 2.0%
Expense ratio 25.6% 25.0%
Combined operating ratio 93.2% 101.6%
Operating profit £347.7m  £261.8m

Market

In the UK, an economic recovery appears to have been faking
hold, and it is expected to gather pace?. Consistent with this,
car registrations recorded their highest monthly total for many
years in September®, while higher petrol prices are anticipated
from oil price inflation.

The motor insurance market in the UK was again highly
competitive, with another year of insurance premium deflation.
PCWV sales continue to rise and their media advertising
remains high. Customers are shopping around more and
there is a greater market focus fowards retention and cross-
selling products. There has also been a relatively benign
claims experience during 2012 and 2013, alongside the
posifive effects of a series of government interventions to
reduce the costs of bodily injury claims. In particular, a
package of reforms, including the legal Aid, Senfencing

and Punishment of Offenders ["LASPO") Act measures and the
banning of legal referral fees, were introduced during 2013.

These reforms are intended to reduce the average cost
of bodily injury claims, largely due to lower legal costs.
However, it is too early to say whether they will also have
a material benefit in terms of the frequency of bodily injury
claims. Furthermore, improved fraud defection capabilities

are expected to help reduce false declarations of driving
experience and convictions. Also, the FCA continues to review
all aspects of conduct risk through a series of thematic reviews,
including motor legal expenses insurance, which we, and our
distribution partners, confinue to engage with proactively.

Following the implementation of the EU Gender Directive,
some young drivers, parficularly males, have seen reductions

in premiums. The growth of telematics has supported this, as
drivers of all ages and genders are able fo receive discounts.
This follows insfallation of a device fo their car or the download
of a smartphone app, and the display of safer driving behaviour.

Performance

Given the highly competitive market, we continued to make
choices to optimise value and prioritise underwriting margin
over volume growth. Furthermore, the results reflected previous
actions faken to reduce risk and manage claims costs, which
together contributed to significant prioryear reserve releases.
We have enhanced our pricing engines, delivered claims
efficiencies and improved our customer propositions, including
the roll-out of telematics propositions. These have helped o
successfully manage the business through a period of
regulatory change.

Gross written premium of £1,421.1 million fell 12.5%
compared with 2012, as we mainfained pricing discipline.
Average premium per policy was down over the year by
approximately 7% due to market competitiveness, the channel
shift to PCWs and a reduction in risk mix, but also our focus
on value and refaining customers. VWe seek to pass on lower
premiums fo customers based on our observed claims experience
and during 2013 reduced motor prices by 3%. Inforce
policies were also slightly lower.

There was an improvement in underwriting result driven by the
attritional loss ratio and reserve releases, as a result of actions
taken on pricing and claims. These reserve releases, which
were higher than expected, were driven by both small and
large bodily injury claims. The expense ratio rose by 0.6
percentage points following reduced net eamed premium, which
more than offset the lower cost base. However, the significant
improvement in the operating profit was partially offset by
reduced other income, from the cessation of solicitors’ referral
fee income, and a lower investment return. In February 2014,
the Group sold ifs stolen vehicle recovery business, Tracker.
Operating loss from this business was £ 1.4 million in 2013.

Outlook

The UK motor market remained highly competitive in the first
quarter of 2014 and gross written premium is expected to be
approximately 10% lower than the same period in 2013. We
confinue fo focus on protfecting underwriting margins, rather
than prioritise policy volumes. During 2014, we aim to develop
initiatives 1o support our strategic priorities further including the
rolling out of new customer websites, enhancing our frading
capability, evolving our telematics-based propositions and
confinuing fo evolve technical pricing sophistication.

Notes:

1. Direct Line Group including partner brands: RBS, NatWest, Nationwide,
Prudential and Egg © GIK NOP Financial Research Survey (FRS) 6 months
ending October 2013, 15,260 adults inferviewed for motor insurance.

2. Bank of England

3. Society for Motor Manufacturers and Traders
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Operating review continued

Home

Highlights
® Retained position as one of Britain’s largest home insurers
with a 17% share of inforce policies

e Confinued fo improve our technical pricing models,
which confributed to increased refention in 2013

e Customer initiatives rolled out, such as the claims’
home estimation tool

® Improvement in the COR by 2.8 percenfage poinfs fo
93.8%, following fewer claims from major weather events

Performance highlights

2013 2012
Inforce policies [thousands) 3,719 4,239
Gross written premium £943.1m £989.0m
Loss ratio 53.9% 58.4%
Commission ratio 19.6% 16.2%
Expense ratio 20.3% 22.0%
Combined operating ratio 93.8% 96.6%
Operating profit £106.2m £93.3m

Market

The UK housing market remained flat for the maijority of 2013,
and ongoing limited mortgage availability has caused an
increase in the number of people renting. Lower disposable
incomes have also driven price sensitivity. However, there
have been indications of a UK economic recovery.

Britain's home insurance market size has been stable, but
become more competitive, with new business premiums
reducing in the year?. PCWs' shares of sales are growing,
albeit from a lower base than Motor, and have facilitated the
growth of lesser known brands, as well as increasing price
competitiveness. Retail banking distribution arms continue to
review branch sales processes. Meanwhile, there is growth

in the adoption of new technology by customers, including
the use of mobile technology and online servicing. Providers
are maximising cusfomer value, increasing cross-selling activity
and retention capabilifies. A lack of morigage demand has
confributed to providers finding other routes fo source new
customers. In the flat housing market, the increase in the renfer
population is causing a decline in the demand for combined
building and contents covers.

The Association of British Insurers {"ABI”) and the UK
Government arrived at the Flood Re solution, which is intended
fo ensure the availability of affordable home insurance in the
highest flood risk affected parts of Britain. As with the motor
market, the FCA continues to review all aspects of conduct risk
through a series of thematic reviews, which we confinue to
engage with proactively.
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Performance

The Home business experienced another strong result in
2013, which benefited from lower weather claims than 2012,
despite the significant flooding and storm claims in December.
Customer retention improved on last year as we optimised
technicalpricing models. The product range was also
rafionalised from 30 products to three across the brand portfolio
to simplify the customer proposition. The number of policies
sold through the PCW channel increased by 8.0% on last
year. Promising inifial results have been experienced from

the launch of the Home estimation tool, which allows more
accurate assessment of claims fo facilifate speedier claims
adjustment and payment.

Gross written premium of £943.1 million declined by 4.6%,
reflecting competitive market conditions. Inforce policies fell
by 12.3% since the start of the year, mainly as a result of the
removal of Home Response® policies (around 420,000 from
cerfain packaged bank accounts no longer sold through
partners. Excluding this effect, the underlying inforce policies
were broadly similar yearon-year.

The loss ratio improved, reflecting fewer claims from major
weather events and continued reserve releases. On an
underlying currentyear affritional basis, it was in line with last
year at 51.3%. The commission rafio rose due to profitshare
payments reflecting higher profitability of partnership business,
mainly as a result of the lower loss rafio. Underwriting profit
improved on last year mainly due to the fewer claims from
major weather events. The expense rafio improved by 1.7
percentage points due to cost improvements across the Group.
Overall, operating profit improved by 13.8%, reflecting fewer
major weather events across 2013 in the UK.

Outlook

In a competitive UK home market, we continue to focus on
mainfaining our underwriting performance through further
pricing and claims initiatives. Adverse weather condifions
experienced in the fourth quarter of 2013 have continued in
the first quarter of 2014 resulting in further sform damage and
severe flooding. While it is foo early to assess with accuracy,
the Group's preliminary estimate for the cost of Home claims
from this event up to 22 February 2014 is in the range of £70
fo £90 million. This compares to an expectation in an average
year of £80 million of claims from major weather events.

Notes:

1. Direct Line Group including partner brands: RBS, NafVWest, Nationwide,
Prudential and Egg © GIK NOP Financial Research Survey (FRS) 6 months
ending October 2013, 15,922 adults inferviewed for home insurance.
Consumer Intelligence

Insurance policy giving customers access to vetted fradesmen for home
emergencies and repairs.



Rescue and other personal lines

Highlights

® New customer Rescue propositions and refreshed Green
Flag marketing campaigns

® Gross written premium broadly stable at £383.4 million
reflected rise in direct sales offset by reduced cross sales

® |oss ratio increased and operating profit reduced due to
the non-repeat of 2012 one-offs, primarily in the legacy
credifor book

e Completed sale of the Life business for £62 million
enabling payment of a special inferim dividend

Performance highlights

2013 2012
Inforce policies (thousands) 8,801 9,431
Gross written premium £383.4m £389.8m
Loss ratio 60.1% 509%
Commission ratfio 7.5% 6.0%
Expense ratio 24.8% 25.8%
Combined operating rafio 92.4% 82.7%
Operating profit £46.5m £84.4m

Market
The economic trends are the same as in the Motor and Home
operating reviews.

The roadside assistance market is similarly showing signs of
recovery, with the overall market size increasing. Three major
providers, including Green Flag, account for the maijority of the
market and competition is increasing, with service and price
being important aspects for customers. Products are bought
direct from providers, as part of linked motor sales, as part

of packaged bank accounts, and via PCWVs.

The pet population and market penetration rates remain stable;
however, average premiums have been rising. The premiums
increase in recent years is due fo higher claims severity,

driven by treatment and drug advances, while price
competition continues to increase. Insurance providers are
focused on recommendations by, and distribution through,
vets as an important channel fo customers; however, PCW
visits are gradually increasing. The travel insurance market

has been stable, and characterised by high volumes and
penetration rates, the latter being the uptake of insurance by
travellers. Medical claims represent the largest component of
claims severity and continue 1o grow, followed by cancellation
claims. Distribution is moving away from fravel agents and
brokers, with fravel insurance being offered through packaged
bank accounts and PCWs.

Performance

We focused on new Rescue customer propositions and

a refreshed marketing campaign, with Green Flag's one hour
response commitment, which aimed to differentiate the brand.
A positive contribution continued to be received from the pet
insurance line, while the fravel business experienced a loss due
to increased claims frequencies from packaged bank accounts.
In November, we completed the sale of the closed life
business for £62 million, and retured the proceeds of sale to
shareholders by way of a special inferim dividend in December.

Gross written premium of £383.4 million was broadly stable
to last year. This reflected increased direct sales of Green
Flag products offset by reduced linked sales. Pet gross
written premium increased by 3.7% from rate increases

and travel gross writien premium decreased by 0.8% driven
by volume decreases.

Underwrifing profit reduced to £27.9 million from last year
while the loss rafio increased 9.2 percentage points as 2012
benefited from positive one-offs relafing to legacy creditor
business. The expense ratio improved by 1.0 percentage
point due fo cost improvements across the Group, partially
offset by increased Green Flag marketing costs. Overall,
operating profit decreased to £46.5 million following the
non-repeat of certain one-offs, primarily in the legacy creditor
business, which benefited 2012. Of the total operating profit,
£38.1 million was delivered by Rescue and £6.4 million by
the closed Life business. The Rescue contribution was £9 million
lower than in 2012, due to the increased markefing spend
and the non-repeat of certain one-off items.

Outlook

Rescue and other personal lines continues fo represent an
opportunity fo create value for the Group, and meet customers’
broader insurance needs. Investment in distribution and
propositions will support further contribution, offset by the
disposal of the Life business, and lower Creditor premiums

as the business runs off.
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Operating review continued

Commercial

“With a continued focus on the SME sector,
we have improved our COR for the third
year running. We are on track to achieve a
sub-100% COR in 2014, helped by driving
our efficiencies and delivering improvements
in our underwriting.”

Jon Greenwood, Managing Director of Commercial

Highlights
® Confinued to grow in-force policies, particularly in
Direct line for Business

e Gross written premium up 8.9% to £474.5 million

® Confinued roll-out of NIG's broker eTrading platform
‘The Hub' to new products

* Continue fo rafionalise the back office, improve
efficiency and streamline the operating model

® Improvement in operating profit of £7.3 million, despite
adverse weather in the fourth quarter and a high level of
large losses

Performance highlights

2013 2012
Inforce policies [thousands) 583 466
Gross written premium £474.5m £435.6m
Loss ratio 62.3% 63.1%
Commission rafio 21.2% 21.6%
Expense ratio 23.3% 23.5%
Combined operating rafio 106.8% 108.2%
Operating profif £9.5m £2.2m

Market

UK economic growth has continued to strengthen in 2013
and optimism is increasing about the general business situation.
Inferest rates remain at low levels, reducing investment refumns.
There has been some evidence of insurers exiting historically
unprofitable business.

Insurers are also seeking fo reduce cosfs and there have been
instances of insurers reviewing their regional structures and
branch networks. Furthermore, there is a desire for brokers and
insurers to adopt efrading solutions for SME and micro-sized
businesses, in order to reduce costs and speed up the
underwriting process.

Performance

We continued to grow inforce policies, particularly in Direct
Line for Business. NIG's full cycle broker erading platform
"The Hub" continued to be rolled out across the year to new
products. Where business has been migrated fo the new
platform, broker take up has been encouraging. We have
established two online newspaper partnerships aimed towards
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small businesses and social media channels have been
infroduced to interact directly with customers. Proposition
development continues to be a strength for Direct Line for
Business, with a number of new initiatives launched. Furthermore,
fo streamline our operating model, we separated our frading
and operational functions, and restructured the regional
functions to enhance new business focus and improve efficiency.

Gross written premium increased by 8.9% compared fo 2012
due to the transfer of the van business from the Motor division
and growth in Direct Line for Business. In 2013, some
components of the portfolio were de-risked.

The COR improved by 1.4% to 106.8%; however, when
normalised for weather this would have been 103.7%,
showing good progress towards the 2014 target. The loss
ratio improved modestly by 0.8 percentage points to 62.3%
despite higher than normal claims relating to weather events,
the majority of which were in the fourth quarter, and a high
level of large losses. We confinued fo experience reserve
releases, similar to the level of 2012, but remain prudently
reserved. An improvement in currentyear loss ratio was led
by an improvement in the underwriting profit of £3.5 million.
A marginal improvement in the expense ratio of 0.3
percenfage points reflected cost improvements across the
Group. The regional restructure undertaken in Commercial
was implemented in the second half of the year and is
expected fo deliver cost savings in 2014. Overall, operating
profit increased by £7.3 million to £9.5 million for the year.

Outlook

Normalising the 2013 performance for claims from weather
evenfs, the division made progress towards its 2014 COR
farget of sub-100%. Actions taken during 2013 on pricing,
risk selection and the cost base are expected o continue

fo flow through in 2014 and the division’s target for this
year is unchanged. This assumes a normal level of claims
from weather-related events and large losses. Up to

22 February 2014, approximately £20 million of such

claims have been received.




International

“The International division has continued to
develop in line with our plans. We maintained
profit in ltaly and increased gross written
premium in Germany, where profitability
was affected by hailstorms.”

Jamie Brown, Managing Director of International

Highlights
® |nforce policies grew by 10.1% on 2012 and now
exceed 1.6 million

e Gross written premium, in local currency, grew by 4.9%
reflecting strong growth in Germany offset by a modest
decline in lialy

® Loss rafio improved marginally by 0.8 percentage points
despite £8 million of higher than normal hailstorm claims
in Germany

e Implemented ClaimCenter in ltaly and continue fo evolve
fechnology to deliver efficient digital platform

Performance highlights

2013 2012
Inforce policies [thousands) 1,610 1,462
Gross written premium £604.5m £552.7m
Loss ratio 77.3% 78.1%
Commission ratio 15.8% 12.1%
Expense ratio 10.8% 13.1%
Combined operafing ratio 103.9% 103.3%
Operating profit £16.6m £19.5m

Market

ltaly’s economy continued to decline in 2013. In 2014, it is
expected gradually to return to growth'. Household consumption

is stagnant' and the number of new car registrations is declining?.

The number of road accidents, injuries and deaths has
contributed to a reduction of claims frequency, which
has led to a decrease in average price of around 5%°.

Recent insurance sector reforms, especially the ending of a
requirement for policyholders to advise their insurer if they do
not wish fo renew their motor policies, together with the increase
in PCWs, has increased the level of switching. This increases
the potential market for Direct Line, while also increasing

the number of our customers who shop around af renewal.
Going forward, we expect growth in the number of customers
accessing insurance products via smarfphone and tablet devices.

The economic conditions in Germany are different, with the
recovery confinuing* and growth expected fo rise slightly
faster*. Household consumption continues fo strengthen and
the number of registered vehicles is rising, while petrol costs
decline*. Motor average premiums, which have risen over
the previous two years, are expected to remain stable, taking

account of claims inflation®. The severe hailstorms in June and
July 2013 may result in increased average premiums.

In ltaly, the use of telematics to collect information at the claims
stage is already fairly extensive. As a consumer proposition

it is confinuing fo develop. We have a number of pilots to
understand how best to operate in this area. In Germany,

the first infroduction has recently occurred.

Performance

We continue to focus on extracting value from the ltalian and
German businesses. Growth arose from Germany where we
benefited from positive market conditions allowing our efficient
platform to enable us to grow our share of yearend business
without significant additional cost. VWe remain cautious in ltaly
given the uncerfain economic environment and competitive
conditions. We implemented ClaimCenter in ltaly and continue
fo evolve technology to deliver an efficient digital platform.
ltaly, Germany and the UK continued fo share and leverage
best practice, for example on claims processes and telematics.

Inforce policies grew by 10.1% and gross written premium
increased by 4.9% in local currency terms. These were

driven by Germany where we expanded our share of business
renewing on 1 January 2013. PCWs, while still small in both
markets, continued fo grow their share of new business. Direct
Line is present on PCWs in both counfries.

The COR remained broadly stable at 103.9%, with higher
than normal hailstorm claims in Germany which resulted in

a COR of 109.8%, offset by lower claims frequency in Italy
with a COR of 101.6%. The loss rafio in Germany similarly
reflects the £8 million of claims relating to the severe
hailstorms. A higher commission ratio was affributable o @
change in mix towards PCWs and pariners. Total operating
profit of £16.6 million was split £14.1 million from ltaly and
£2.5 million from Germany. Operating profit, in local currency,
was €20.4 million a decrease of 16.7% on the previous year

(2012: €24.5 million).
Outlook

In ltaly, more competitive market conditions and increased
customer switching during 2013 have lowered premium
growth expectations for 2014. With this more cautious stance,
we will continue to focus on creating value through improving
operating and pricing efficiency. Germany has once again
experienced a good start o the year, which has increased
inforce policies fo approximately 628,000 af the end of
January 2014. Following average premium rate increases over
the last two years, an increase in competition is now expected
to place pressure on average premiums.

Notes:

1. Instituto Nazionale di Statistica

2. Automobile Club ltalia

3. Associazione Nazionale fra le Imprese Assicuratrici
4. Bundesministerium der Finanzen
5

Gesamiverband der Deutschen Versicherungswirtschaft
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Finance review

Delivering performance

————

John Reizenstein, Chief Financial Officer

“In our first full year as a stand-alone listed
Group, we showed good progress towards
our fargets and delivered improved returns
to shareholders.”

Against a backdrop of competitive markets,
the Group made progress on its financial
targefs, achieving a COR for ongoing
operations' of 96.1% and a 16.0% RoTE?.
We mainfained a strong capital position,
with a conservative approach to reserving
and a high-quality investment portfolio.

Highlights

® Operating profit' of £526.5 million for 2013, up 14.2%
(2012: £461.2 million] and total Group profit before tax
of £423.9 million [2012: £249.1 million)

e Gross writien premium' 4.1% lower for 2013, reflecting
competitive market conditions in UK personal lines, partially
offset by growth in Infernational and Commercial
Combined operating rafio! of 96.1% for 2013, an
improvement of 3.1 percentage points against last year
(2012: 99.2%). This arises from improved underwriting and
lower costs

® Prioryear reserve releases for ongoing operations'

amounted to £435.1 million (2012: £322.0 million)

® Return on tangible equity? from ongoing operations of

16.0% for 2013 (2012: 11.5% and pro forma® 13.4%)

Net asset value per share of 186.6 pence and tangible
net asset value per share of 153.2 pence

e Final dividend proposed of 8.4 pence per share
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2013 2012
For the year ended 31 December £m £m
Ongoing operations'
Inforce policies (thousands) 18,475 19,648
Gross written premium 3,826.6 3,990.6
Net earned premium 3,520.6 3,708.7
Underwriting profit 138.2 28.2
Instalment and other
operating income 180.2 198.3
Investment refurn 208.1 234.7
Operating profit — ongoing
operations' 526.5 461.2
Run-off segment 63.6 0.1
Restructuring and other
one-off costs (140.5) (189.5)
Operating profit 449.6 2778
Finance costs (37.7) (28.7)
Gain on disposal of subsidiary 12.0 -
Profit before tax 423.9 2491
Tax (111.1) 64.8)
Profit affer tax 312.8 184.3
Of which is ongoing operations” 375.2 326.5
Key mefrics — ongoing operations!
Loss ratio 62.6% 671%
Commission ratio 11.2% 1%
Expense ratio 22.3% 23.0%
Combined operating rafio 96.1% 99.2%
Adjusted eamings per
share® — diluted (pence] 25.0 21.8
RoTE? 16.0% 11.5%
Pro forma RoTE? n/a 13.4%
Key metrics — total Group
Investment income yield 2.1% 2.0%
Investment refurn 2.5% 2.8%
Basic eamings per share (pence) 20.9 12.3
Net asset value per share (pence) 186.6 189.1
Tangible net asset value
per share (pence) 153.2 161.0
Dividend per share
— inferim (pence) 4.2 4.0
— final (pence) 8.4 8.0
— regular (pence) 12.6 8.0
— first special (pence) 4.0 n/a
— second special (pence) 4.0 n/a
— total (pence) 20.6 8.0
— pro forma® regular pence) n/a 12.0




Performance
Operating profit — ongoing operations

2013 2012
For the year ended 31 December £m m
Underwriting profit 138.2 28.2
Instalment and other operating income ~ 180.2 198.3
Investment refurn 208.1 234.7
Operating profit 526.5 461.2

Overall operating profit from ongoing operations' of

£526.5 million represented a 14.2% increase on 2012
(2012: £461.2 million). There was a significant improvement
in the underwrifing result, driven by higher than expected reserve
releases of £435.1 million (2012: £322.0 million), in part
due o management actions fo improve the risk profile of

the book and initiatives relating to claims, and despite poor
weather in the last quarter, fewer claims from major weather
events in Home in 2013. This more than offset a lower
investment refurn, lower instalment and other operating income
and higher than normal weatherrelated claims in Commercial
and Infernational.

In-force policies and gross written premium
Inforce policies — ongoing operations (thousands)

As at 31 December 2013 2012
Motor 3,762 4,050
Home 3,719 4,239
Rescue and other personal lines 8,801 9,431
Commercial 583 466
International 1,610 1,462
Total ongoing 18,475 19,648

Inforce policies for ongoing operations' decreased by

6.0% during 2013 1o 18.5 million. The fall related primarily
fo Rescue and other personal lines and Home. The Rescue and
other personal lines reduction arose mainly from travel policies
from packaged bank accounts. Home inforce policies fell
mainly as a result of the removal of Home Response” policies
(around 420,000) from certain packaged bank accounts no
longer sold through pariners. Excluding this effect, which had
litle impact on gross written premium, Home inforce policies

have decreased by 2.6% during 2013.

Notes:

1. Seenofe 1 on page 2
2. See nofe 3 on page 2
3. See nofe 4 on page 2
4

Ongoing operations, adjusted for finance costs excluding gain on disposal
of subsidiary and stated affer charging tox (using the standard rate of
23.25%; (2012: 24.5%))

See note 6 on page 3

ISS

See note 5 on page 3

7. Insurance policy giving customers access to vetted tradesmen for home
emergencies and repairs.

The fall in Motor inforce policies of 7.1% reflects the Group's
focus on mainfaining ifs underwriting discipline in a competitive
marketplace, particularly for new business. The reclassification
of van business to Commercial (around 70,000 inforce
policies) from 1 January 2013 represented 1.7 percentage
poinfs of the reduction.

International growth arose from Germany where the Group
has benefited from improved market conditions. Commercial
continued to grow inforce policies, particularly in Direct line
for Business and also benefited from the reclassification of
van business from Motor.

Gross written premium — ongoing operations

2013 2012
For the year ended 31 December £m $m
Moftor 1,421.1 1,623.5
Home 943.1 989.0
Rescue and other personal lines 383.4 389.8
Commercial 474.5 435.6
Infernational 604.5 552.7
Total ongoing 3,826.6 3,090.6

Gross written premium of £3,826.6 million fell 4.1%
compared with the prior year (2012: £3,990.6 million).
This reflects the impact of a competitive market, particularly
in UK motor, together with the Group's continued focus on
mainfaining its underwriting discipline.

Gross written premium for Commercial of £474.5 million
increased by 8.9% (2012: £435.6 million) due to the fransfer
of van business and growth in Direct Line for Business.

Infernational gross written premium of £604.5 million was
9.4% higher than the previous year (2012: £552.7 million)
as a result of strong growth in Germany more than offsetting
subdued frading in ltaly. Gross written premium in local
currency terms increased by 4.9%, broadly in line with

the growth of inforce policies.

Underwriting profit — ongoing operations

For the year ended 31 December 2013 2012
Underwriting profit (£ million) 138.2 28.2
Loss ratio 62.6% 671%
Commission ratfio 11.2% Q1%
Expense ratio 22.3% 23.0%
Combined operating ratio 96.1% 99.2%

The Group's COR for ongoing operations improved by

3.1 percentage points fo 96.1% (2012: 99.2%), resulting
in an increase in underwriting profit for ongoing operations
to £138.2 million (2012: £28.2 million).
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Finance review continued

The improvement was primarily the result of a 4.5 percentage
points reduction in the loss rafio. This arose from two main
factors: significant reserve releases partly due fo management
actions fo improve the risk profi\e of the book and initiatives
relating to claims; and despite poor weather in the last quarter,
fewer claims from major weather events in Home across the
year. In 2013, the Home division incurred approximately
£69 million of claims from major weather events [2012:
approximately £105 million). This was partially offsef by
higher than normal weatherrelated claims in Infernational
(German hailstorms in June and July 2013) and in Commercial
(storms and floods in the fourth quarter of 2013).

Currentyear attritional loss ratio — ongoing operations

For the year ended 31 December 2013 2012
Reported loss ratio 62.6% 67.1%
Prioryear reserve releases 12.4% 8.7%
Maijor weather events — Home! (2.0%) (2.8%)
Current-year attritional loss ratio 73.0% 73.0%

The Group views the trend in the currentyear attritional loss
rafio as a good indicator of underlying performance as it
excludes prioryear reserve movements and claims from major
weather events in the Home division.

Overall, the currentyear attritional loss rafio remained
unchanged af 73.0% in 2013, despite competitive market
conditions and higher than expected weatherrelated claims
in Infernational and Commercial.

Prioryear reserve releases — ongoing operations?

The commission ratio increased by 2.1 percenfage points

to 11.2% (2012: 9.1%), partly due to profitshare payments,

reflecting the higher profitability of partnership business in the
Home division. This is moin|\/ affributable to fewer claims from
major weather events.

The expense rafio improved 0.7 percentage poinfs fo

22.3% (2012: 23.0%), reflecting the benefits of cost reduction
initiatives and reduced parallel running costs, but these benefits
were partially offset by the effect of lower net earned premium.

Combined operating ratfio by division — ongoing operations

Reported basis

For the year ended 31 December 2013 2012
Motor 93.2% 101.6%
Home 93.8% Q6.6%
Rescue and other personal lines 92.4% 82.7%
Commercial 106.8% 108.2%
Infernational 103.9% 103.3%
Total ongoing 96.1% 99.2%

On a segmental basis, the COR improved in Motor, Home
and Commercial compared with 2012. Rescue and other
personal lines COR increased in 2013 as positive one-off
benefits in 2012 mainly from the creditor business were not
repeated. The Infernational COR remained broadly stable.

Currentyear attritional loss rafio by division
— ongoing operations

2013 2012
For the year ended 31 December 2013 2012 For the year ended 31 December £m £m
Motor 291.9 174.3  Motor 85.3% 85.4%
Home 43.3 374  Home 51.1% 51.3%
Rescue and other personal lines 9.0 239 Rescue and other personal lines 62.5% 57.2%
Commerciol 51.6 56.2  Commercial 74.1% 770%
Infernational 39.3 30.2  International 88.0% 86.9%
Total ongoing 435.1 3220  Total ongoing 73.0% 73.0%

Overall prioryear reserve releases from ongoing operations
increased to £435.1 million (2012: £322.0 million),
equivalent to 12.4% of net eamed premium (2012: 8.7% of
net eamned premium). Although the Group expects fo continue
fo see significant reserve releases, the overall level experienced
in 2013 is higher than would normally be expected. Assuming
claims trends continue, a significant contribution from prioryear
reserve releases is currently expected in 2014, albeit at a
lower level than in 2013.

Notes:

1. Home claims from major weather events, including inland and coastal
flooding and storms.

2. This excludes Run-off segment reserve releases of £52.1 million

(2012: £67.5 million).
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In Motor, the 8.4 percentage points improvement in COR
reflects management actions to improve the risk proﬁ|e of the
book as well as higher releases of reserves from prior years.
Reserve releases of £291.9 million in 2013 were driven
primarily by favourable bodily injury experience for recent
accident years, partly affributable to better risk selection
and benefits arising from the Group’s claims fransformation
programme. Assuming Under|ying claims trends continue,

a significant contribution from prioryear reserve releases

is currently expected in 2014, albeit at a lower level than
in 2013. The currentyear affriional loss ratio was in line

with 2012.



The Home COR improved to 93.8% in 2013 from 96.6%
in 2012. The improvement was almost entirely driven by
reduction in claims from major weather events. In 2013,
claims from major weather events fotalled approximately
£69 million compared with approximately £105 million

in 2012. The currentyear affritional loss ratio was in line
with the prior period, reflecting stable underwriting margins,
albeit in a more competitive operating environment. Reserve
releases were broadly in line with 2012.

The COR for Rescue and other personal lines increased

to 92.4% (2012: 82.7%). The 2012 result benefited from
posifive one-offs (relating primarily to the run-off of the legacy
credifor business| that were not repeated in 2013. The
performance was also affected by higher claims frequency on
the travel book and increased Green Flag marketing costs. The
Life business, which contributed £6.4 million to operating profit

in 2013 (2012: £8.1 million), was sold in November 2013.

The Commercial division improved its COR to 106.8% from
108.2% principally as a result of better underlying underwriting
performance and a lower expense ratio. The currentyear
attritional loss ratio improved despite higher weather-related
claims demonstrating the positive effect of recent management
actions. The division continues to experience significant reserve
releases. Excluding the impact of weather-related claims above
normal levels, the COR would have been approximately 104%.

Infernational COR in 2013 increased to 103.9% from

103.3% in 2012. The increase was due fo claims relating o
hailstorms in Germany in June and July. For 2013 as a whole,
weatherrelated net claims were approximately £8 million more
than expected. Reserve releases increased to £39.3 million
(2012: £30.2 million) although are not expected to continue
at these levels.

Total cost base!
(£m)

1,136.8
1,031.9

Staff costs
Amortisation and impairment

of other intangible assets

—

The expense ratio improved by 0.7 percentage points to 22.3%
due to a reduction in operating expenses compared with 2012,
partially offset by the impact of lower net earned premium.

® Depreciation

® Marketing
Other sundry operating expenses
RBS Group management fees

® Claims handling expense

Ongoing operating expenses of £786.4 million were reduced
by 8.0% from the prior year (2012: £854.8 million). The
reduction was principally due to the benefits from the Group's
cost savings plan announced in 2012, tight cost control and
the non-repeat of certain expenses under the historic RBS
Group recharge.

From 1 July 2012, the Group no longer paid a management
fee to RBS Group and this was replaced by directly paying
third-party suppliers for the majority of services that RBS Group
had previously provided. Consequently, expenses previously
reported under management fees are now reflected within their
relevant line items. The Group continues to pay RBS Group for
transitional [T infrastructure, the costs of which are included
within other operating expenses.

The Group is targefing a total cost base' of approximately
£1,000 million in 2014 and the total cost base! in 2013 of
£1,031.9 million showed good progress towards this target.

Instalment and other operating income — ongoing operations

2013 2012
For the year ended 31 December £m £m
Instalment income 117.8 125.4
Other operating income 62.4 729
Total ongoing 180.2 198.3
Breakdown of underlying other operating income
— ongoing operations

2013 2012
For the year ended 31 December £m £m
Solicitors’ referral fee income 6.9 211
Vehicle replacement referral income 15.7 17.2
Revenue from vehicle recovery and
repair services’ 31.8 259
Fee income from insurance
infermediary services 1.7 19
Other income 6.3 6.8
Total ongoing 62.4 729

Instalment and other operating income from ongoing
operations reduced by 9.1% from 2012. This was primarily
as a result of the cessation of solicitors’ referral fee income
from 1 April 2013 and lower instalment income.

Instalment income, representing inferest charged on insurance
premiums paid by instalments, of £117.8 million reduced by
£7.6 million compared with the prior year (2012: £125.4 million)
as a result of lower inforce policies in Motor and Home and
changes to business mix.

In February 2014, the Group sold ifs sfolen vehicle
recovery business, Tracker. In 2013, Tracker's revenue was
£18.4 million (2012: £18.2 million) which was included
in the above. Operating losses from the business were
1.4 million (2012: £3.9 million).

Notes:
1. See note 2 on page 2

2. Vehicle recovery includes postaccident and pay on use recovery and
vehicle tracking. Repair services constitute the provision of non-insurance
related services.
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Finance review continued

Investment return

Reconciliation of operating profit

Total Group Ongoing operations 2013 2012

For the year ended 31 December £m £m

For the year ended 2013 2012 2013 2012

31 December £m £m £m £m  Ongoing operations 526.5 461.2

Investment Run-off segment 63.6 6.1

neome 188.6 199.3 175.5 1799 Restructuring and other one-off costs (140.5) (189.5)

Net realised and

unrealised gains 32.5 82.5 32.6 54.8 Total Group 449.6 2778

Total investment Run-off

return 221.1 281.8  208.1 234.7  The Run-off segment made a profit of £63.6 million in 2013
compared with a profit of £6.1 million in 2012. Similar fo the

Investment yields — total Group ongoing operations, the Run-off segment also benefited from
higher prioryear reserve releases from the recognition of

For the year ended 31 December 2013 2012 improved claims experience, in particular relating fo large

Investment income yield’ 2.1% 20% bodily injury claims. Going forwgrd, itis cyu.rrenﬂy expecfed
that the Run-off segment will contribute positively to operating

Investment refurn? 2.5% 2.8%  profif, albeit af a lower level than in 2013.

The tofal investment return reduced to £221.1 million compared
with 2012, due fo a decrease in realised gains and lower
investment income resulting from lower AUM.

During 2013, the investment asset base decreased by 8.5%

to £8.6 billion. Key reasons for the reduction include the
repayment of the £258.5 million Tesco loan note and investment
outflows resulting from a net reduction in insurance liabilities.

Investment income was £188.6 million, a 5.4% decrease on
2012, as a result of a lower average invesiment asset base, which
was partially offset by an increase in invesiment income yields.

Net realised and unrealised gains recognised in 2013

were £32.5 million compared with £82.5 million in 2012.
Redlised gains in 2012 reflected significant portfolio restructuring
actions. Total realised gains at 31 December 2013 were

£58.8 million net of deferred tax (2012: £158.8 million).

The investment income yield on the total portfolio for 2013
was 2.1% (see page 41), an improvement on 2012 driven
primarily by management actions to increase the credit and
property weighting within the farget investment mix.

Operating profit — ongoing operations

2013 2012
For the year ended 31 December £m £m
Motor 347.7 261.8
Home 106.2 @3.3
Rescue and other personal lines 46.5 84.4
Commercial 9.5 2.2
Infernational 16.6 19.5
Total ongoing 526.5 461.2

In the year ended 31 December 2013, all divisions were
profitable, with all except Rescue and other personal lines
and International improving profit versus 2012.

Notes:
1. Investment income yield excludes nef gains

2. Invesiment refurn includes net gains
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Restructuring and other one-off costs

Restructuring and other one-off costs for 2013 fell to

£140.5 million [2012: £189.5 million] as a result of the
non-repeat of costs associated with separation and divestment
from RBS Group. This includes £60.2 million relating to IT
migration and £80.3 million relating to the Group's cost saving
initiatives. The Group currently expects that restructuring and
other one-off costs in 2014 will be approximately £80 million.

Finance costs
Finance costs increased to £37.7 million (2012: £28.7 million),
primarily reflecting a full year of inferest on the £500 million of

long-term subordinated debt issued in April 2012.

Gain on disposal of subsidiary

On 8 Ocfober 2013, the Group announced an agreement
with Chesnara plc for the sale of the Life business. Total
sale proceeds of £62.3 million, which include a pre-closing
dividend of £23.0 million, represent 85% of the embedded
value of the business at 30 June 2013. The sale completed
on 28 November 2013 and the profit on disposal was
£12.0 million.

Taxation

The Group has an important responsibility to its stakeholders to
manage ifs tax position effectively to ensure that the Group is
fully compliant with all laws and regulations; and to meet all ifs
obligations as both a contributor of taxes and a collector of
taxes on behalf of the tax authorities.

The effective tax rate for 2013 was 26.2% (2012: 26.0%)
compared with the standard UK corporation tax rafe of
23.25% (2012: 24.5%). This is driven primarily by earnings
from the International operations which are subject to higher
corporation tax rafes, remeasurement of deferred tax asset,
disallowable expenses, nontaxable disposal of subsidiary,
and adjustments to provisions in respect of prioryear fax.

Profit for the year and return on tangible equity
Profit for the year amounted to £312.8 million
(2012: £184.3 million), an increase of 69.7% on 2012.

RoTE from ongoing operations increased to 16.0% (2012: 11.5%
and pro forma 13.4%] as a result of both the improved operating
result and the capital actions taken to improve the efficiency of the
Croup's capital posifion.



Earnings per share

Basic earnings per share of 20.9 pence increased 69.9%
(2012: 12.3 pencel, reflecting the improved operating profit
from ongoing operations and the Run-off segment, and @
decrease in Restructuring and other one-off costs. Diluted
earnings per share were 20.8 pence (2012: 12.3 pencel.

Adjusted basic eamings per share, which excludes the Run-off
segment, Restructuring and other one-off costs and gain on
disposal of subsidiary, increased by 15.1% to 25.1 pence
(2012: 21.8 pence). Diluted adjusted earnings per share
were 25.0 pence (2012: 21.8 pence).

Dividends

The Board is proposing a final dividend of 8.4 pence per
share making a tofal regular dividend for 2013 of 12.6 pence
per share. This represents 5.0% growth over the pro forma'
2012 regular dividend and is in line with the Group’s aim

fo grow dividends annually in real terms.

In addifion, the Board is also declaring a further special interim
dividend of 4.0 pence per share, in addition fo the 4.0 pence
per share paid in December 2013. This second special interim
dividend reflects the better than planned performance in the
Run-off segment and the proceeds from the recently announced
sale of Tracker. Both these items are considered to be one-off
in nature and as a result the Board believes it is appropriate

in this instance fo return this capital to shareholders.

Cash flow

Net cash used by operating activities before investment of
insurance assets reduced to £307.0 million (2012: £9266.0
million). This reflected a reduction of cash used by operations
of £226.7 million (2012: £731.4 million) and reduction of
toxes paid of £80.2 million (2012: £232.4 million). The
reduction of cash used by operations resulted from an increase
in frade and other payables and in payments of current and
prioryear claims, parfially offset by a decrease in insurance
and other receivables.

Cash generated from investment of insurance assets reduced fo
£433.0 million in 2013 (2012: £2,004.8 million). Proceeds
on the disposal and maturity of availableforsale financial
assets reduced to £3,147.8 million (2012: £4,021.6 million)
and investment balances held with credit institutions decreased
by £209.3 million (2012: £844.6 million). For 2012,
amounts primarily reflected the funding of dividend payments
to RBS Group of £1,000.0 million prior to the IPO, and

investment porifolio resfructuring.

Overall, net cash generated from operating activities totalled

£126.0 million (2012: £1,038.8 million).

Net cash used by investing activities of £145.3 million
(2012: £154.2 million), primarily comprised £115.5 million
purchase of intangibles relating to ongoing software investment

(2012: £96.6 million).

Dividends paid amounted to £242.7 million

(2012: £1,000.0 million) with the 2012 balance representing
payment of dividends to RBS Group prior fo the IPO.

The Group repaid borrowings during the year representing
the Tesco loan note of £258.5 million with the 2012
repayment (£246.4 million) representing loans with RBS Group.
Following these, net cash used by financing acfivities tofalled
£544.7 million (2012: £774.5 million).

Note:
1. See nofe 5 on page 3

Overall, cash and cash equivalents decreased by £564.0 million
(2012: £110.1 million increase) across the year to £853.2
million (31 December 2012: £1,417.5 million) representing
the rebalancing of the investment portfolio including the
reduction of cash holdings.

Net asset value

2013 2012
For the year ended 31 December £m £m
Net assets 2,790.0 2,831.6
Goodwill and other infongible assets ~ (500.1) (421.5)
Tangible net assets 2,289.9 2.410.1
Net asset value per share (pence) 186.6 189.1
Tangible net asset value per share
[pence) 153.2 161.0

The net asset value at 31 December 2013 was £2,790.0 million
(31 December 2012: £2,831.6 million] with tangible net asset
value of £2,289.9 million (31 December 2012: £2,410.1 million).
This equates fo 186.6 pence and 153.2 pence per share
respectively as at 31 December 2013 (31 December 2012:
189.1 pence and 161.0 pence, respectively).

The reduction in net assef value and tangible nef asset value
principally reflects the payment of the final 2012, inferim and
first special interim 2013 dividends, a reduction in the level of
unrealised gains in the debt securities portfolio, and increased
investment in infangible assefs offset by profit for the period.

Significant accounting policies

Except as disclosed in nofe 1 to the consolidated financial
statements, the same accounting policies and basis of
recognition and measurement have been followed in the
consolidated financial statements as applied in the Group's
previous annual audited financial statements for the year

ended 31 December 2012.

Where new or revised sfandards have been adopted in the
year, these have not had a material impact on the Group's
financial statements.

Financial management

The Group’s longterm sustainability depends on having sufficient
funds to meet its liabilities as they fall due. This profects the
reputation of its brands and the integrity of the Group's relationship
with customers and other stakeholders. The principal financial
risks that are present in the Group are reserving, market risk
connected fo the invesiment portfolio and counterparty risk.

Reserving

Estimation of claims reserves is a central aspect of financial
management. Insurance is inherently uncertain, requiring the
use of judgement in estimating the ultimate claims liability.

The factors that must be considered when assessing the level
of outstanding liabilities include class of business, timeliness of
nofification of claims, validity of claims made against a policy
and validity of the amount of the claim. At any time there is a
range of possible outcomes at which the claims reserves could
uliimately seftle and, as time passes, the uncertainty surrounding
likely claims settlement reduces. The uncertainty is greater for
bodily injury claims due to the time it takes for these claims to
seffle. This is particularly true for PPOs awarded to seftle some
bodily injury claims, in which annually indexed payments
could be awarded over the lifetime of the injured party.
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Finance review continued

Given this uncertainty, the Group adopts a conservative
approach fo the assessment of liabilities. This conservative
approach is supported by hisforical claims reserve releases.
These can be observed in the gross and net ultimate claims
cost development friangles shown on pages 153 and 154.
The triangles demonstrate that, for all accident years, the
esfimated ultimate claims cost has reduced over time from
the year of first validation. Reductions in ultimate claims cost
have fluctuated over the period, with the accident years from
2003 to 2006 and 2010 showing the largest decreases.
The 2009 accident year has shown the lowest reduction;
this followed a significant increase in claims relating to motor
over the 2009 and 2010 financial years, in response to the
marketwide adverse development in bodily injury claims.
This resulted in part from the rise of claims management
companies, an increase in nowin nofee litigation, and

an increase in the number of PPOs.

Actuarial reviews are carried out quarterly, with over 95% of all
claims reserves being reviewed at least annually. Actuarial best
esfimates are produced internally, and are subject to independent
external review at least annually. Reserves are based on
management's best estimate set by the Group, which will be at
least equal fo the actuarial best estimate af a legal entity level.
The Group will set reserves informed by a range of actuarial
outputs including percentiles and scenarios. It will consider the
level of historical variability inherent in the claims data and
other short- and longterm risks not reflected in the actuarial data.

Claims reserves net of reinsurance

2013 2012
For the year ended 31 December £m om
Motor 2,606.3 3,026.6
Home 398.1 403.8
Rescue and other personal lines 77.4 771
Commercial 637.9 588.3
Infernational 438.2 4297
Total ongoing operations 4,157.9 4,525.5
Run-off segment 682.2 856.4
Total Group 4,840.1 53819

Investment portfolio

The Group's investment portfolio comprises primarily of invesiments
in sovereign debt securities, investment grade fixed income
securities and cash. The strategy ensures adequate liquidity is
always available to meet customers’ claims, particularly in periods
of stress (for example, natural disasters). It is also designed to
ensure that asset and liability durations maich closely where possible;
and that risk is diversified and refurn maximised relative fo the
Group's risk appetite and capital allocated fo invesiment risk.

During 2013, key achievements included:

e Undertaking a major asset and liability management study
on U K Insurance Limited, which reconfirmed liquidity
requirements and proposed some changes fo the current
asset mix to deliver a better overall risk adjusted return

* Transferring the management of 'AAA’ fixed-income credit
in-house to improve the overall cost effectiveness of the
operating model

® Increasing the benchmark allocation to investment grade
credit and the sub-allocation to ‘BBB' rated assets
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e Invesfing info externally managed securitised credit, with the
focus on investment info the highest-quality debt tranches and
having a well-diversified range of collateral types and pools
backing such investments

e The continuing selective purchase of assets for the UK
commercial property portfolio. The asset brings portfolio
return diversification and longferm returns to support
inflationdinked liabilities

Investment portfolio as at 31 December 2013
(%

)
® Corporate debt securities 57.4%
Supranational 4.3%
Local government 1.6%
® Securitised credit 2.7%
® Sovereign 16.3%
/ Cash and cash equivalents 15.1%
Investment property 2.6%

Investment porifolio as at 31 December 2012
(%]

%

Derivatives are permitted for risk management purposes within
the investment porifolio. These include interest rafe swaps to
change the liability to a floating basis on the debt issuance
and US Dollar credit mandates and forward currency contracts
fo manage currency risk.

Total debt securities are £7,045.3 million (2012: £7,164.3 million),
of which 12.9% are rated as 'AAA" and a further 70.5% are
rated as 'AA" or ‘A", Corporate, local government and
supranational debt securities account for 63.2% of the portfolio.

® Corporate debt securities 47.9%
Supranational 5.6%
Local government 2.9%

® Securitised credit 0.5%

® Sovereign 19.7%
Cash and cash equivalents 22.0%
Investment property 1.4%

The total value of the investment portfolio as at 31 December 2013
was £8,557.6 million, 8.5% lower than as at 31 December

2012. AUM provide adequate access fo liquidity, with 15.1%
of the funds held in cash and cash equivalents at the year end.

The duration as at 31 December 2013 of total investment
assets was 2.0 years, with the breakdown being: UK 1.9 vears;
ltaly 3.3 years; and Germany 2.4 years (2012: 1.8 vears;
UK 1.7 vears; lialy 2.8 years; and Germany 2.5 years).

The internally managed gilt and "AAA’ credit portfolios have
intentionally been held at a shorter duration than benchmark
given the expectation of improvements in the inferest rate
environment. In addition, to minimise further interest rate risk
the Group has increased ifs investment allocation to floafing
rate instruments, for example securitised credit. The US credit
portfolios have been swapped fo a floating basis since
inception in 2012.

Investment property holdings shown as at 31 December 2013
comprised 20 properties. The primary sector exposures are
industrial warehouses (26.5%) and supermarkets (19.7%).



Asset and liability management
Asset and liability management influences the Group’s investment strategy through the matching of assets and liabilities, for further
information please see the table below:

Liabilities Asset Characteristics
long term >10 years  PPOs Property, infrastructure debt'  Inflationary linked or floating
Short and medium term All other claims Invesiment grade credit Key rate duration matched
Debt Tier 2 sub debt (swapped fixed fo floating) Securitised credit and cash Floating
Surplus Tangibles Invesiment grade credit, cash  Fixed or floafing

and government debt securities

Note:
1. Infrastructure debt is a new asset class which the Group plans fo invest in 2014.

Asset allocation and benchmarks

UK Cermany ltaly

Current Current Current
benchmark 2013 2012 benchmark 2013 2012 benchmark 2013 2012
holding ~ Year end Year end holding ~ Year end Year end holding  Year end Year end
Credit’ 63% 63% 54% 88% 81% 6/% 100% 100% Q3%
Securitised credit? 6% 2% - 12% 19% 17% - - -
Sovereign 19% 18% 21% - - 8% - - -
Total debt securities 88% 83% 75%  100%  100% 92%  100%  100% 93%
Cash3# 7% 14% 23% Min €35m €61m 8% Min €45m €47m 7%
Investment property 5% 3% 2% - - - - - -
Total 100% 100% 100% 100% 100% 100% 100% 100% 100%

Asset studies for the UK portfolio resulted in the infroduction of securitised credit as a new asset class in 2013. The benchmark
holding for fixed income credit was increased during the year from 60% to ©3%. Further investment properties were acquired
during the year to bring the holding closer to the allocated level. Following an asset liability management review, the Group
plans fo sfart investing into infrastructure debt in 2014.

Investment holdings and yields — total Group

2013 2012
As at 31 December Asset allocation Income Asset allocation Income
Corporate debt securifies® 4915.8 128.7 4,483 4 1219
Supranational 365.7 6.5 521.8 8.8
Local government 134.5 2.9 2711 2.7
Credit 5,416.0 138.1 5,276.3 133.4
Securitised credit® 229.8 1.1 45.2 3.4
Sovereign 1,399.5 30.7 1,842.8 38.8
Total debt securities 7,045.3 169.9 71643 175.6
Cash and cash equivalents® 1,288.9 7.3 2,002.5 19.3
Investment property 223.4 11.4 1289 4.4
Total Group 8,557.6 188.6 93557 199.3
Corporate debt securities® 57.3% 2.7% 479% 29%
Supranational 4.3% 1.5% 5.6% 1.7%
Local government 1.6% 1.5% 29% 1.4%
Credit 63.2% 2.6% 56.4% 2.7%
Securitised credif® 2.7% 0.8% 0.5% 2.1%
Sovereign 16.4% 1.9% 19.7% 1.6%
Total debt securities 82.3% 2.4% 76.6% 2.4%
Cash and cash equivalents® 15.1% 0.4% 22.0% 0.8%
Investment property 2.6% 6.5% 1.4% 4.4%
Total Group 100.0% 2.1% 100.0% 2.0%

Notes:

Credit in lialy allows a maximum holding of €25.0 million of Buoni del Tesoro Poliennali, lialian government debt securities and as at 31 December 2013
this stood at £24.1 million.

2. Pfandbrief holdings in the German portfolio are overweight as a result of legacy holdings, which are in the process of being run down.

3. Awaiting investment info securitised credit and property (UK)

4. During the year the cash holdings for the Infernational business was set fo a minimum holding for liquidity purposes rather than as a percentage of AUM.

5. Asset allocation at 31 December 2013 includes investment portfolio derivatives, which have been netted and have a mark-o-market value of £39.8 million,
split £37.7 million in corporate debt securities and £2.1 million in securitised credit (31 December 2012: £7.8 million in corporate debt securities).

6. Net of bank overdrafts and including term deposits with financial institutions with maturities in excess of three months.
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Finance review continued

Capital management

Capital management policy

The Group seeks fo manage its capital efficiently, maintaining
an appropriate level of capitalisation and solvency, while
aiming fo grow ifs dividend annually in real terms.

In determining the appropriate level of capitalisation and
solvency the Group considers capital on a number of metrics,
including risk-based capital, regulatory capital and rating
agency capifal. The Group fargets holding capital in the range
of 125% to 150% of risk-based capital and holding capital

sufficient to maintain a credit rafing in the ‘A’ range.

Where the Board believes the Group has capital which is
surplus to requirements, for example if it had an expectation
that the risk-based capital coverage would be significantly
above the 125% to 150% target range for a prolonged
period, it would look to return capital to shareholders.

Risk-based capital

For ifs principal UK general insurance underwriter, U K
Insurance Limited ("UKI"), the Group uses ifs own risk-based
capital model to defermine the level of capital required to
operate within its risk appetite. The internal model is calibrated
to a 99.5% confidence inferval and considers both earned
business and future business written over a one-year period.
Furthermore, the model allows for uncertainty on this business

until ultimate settlement. This approach is consistent with the
ICA methodology sef by the PRA.

For UKI, the maijor part of its required capital is held against
reserve risk (approximately 46%) followed by underwriting
risk (approximately 27%) and operational risk (approximately
13%). The high level of reserve risk reflects the size of the
claims reserves still held against business written when the
Group's premium base was larger, including the Run-off
segment, and the Group's exposure fo PPOs which carry

a high capital requirement.

Capital allocated by risk type -
U K Insurance Limited (%)
® Reserving risk 46.2%
‘ Underwriting risk 26.7%
® Operational risk 12.9%
©® Market risk 6.2%
Counterparty risk 8.0%

The Group’s International entities, in ltaly and Germany, hold
capifal in excess of that required by their local regulators.
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Current capital position and outlook

The Board considers the Group is currently strongly capitalised
with a risk-based capifal coverage ratio at the upper end of ifs
risk-based capital coverage farget range and an ‘A’ rating with
stable outlook from its credit rating agencies.

In determining this position, the Board has considered a
number of factors that may positively and negatively affect the
Group's capital position over the next 12 months. In particular,
the Group's UK regulated general insurance underwriters are
currently going through the new ICAS+ process with the PRA
fo assess the Group's future individual capital guidance.

The ICAS+ process will also enable firms to obtain feedback
on their progress fowards Solvency Il. This process is more
involved than previous years and includes a detailed
assessment of the Group's infernal risk-based capital model.

In addition, the introduction of Solvency Il from 2016 and
changes to capital requirements and reporting are sfill being
confirmed, especially in the area of longterm guarantees.

During 2013, the Group updated its investment target asset
mix and in 2014 is developing further its asset and liability
management solutions for longer tail insurance liabilities.

This includes investing in infrastructure debt. As these changes
take affect, it is expected that there will be an increase in the
capital allocated to market risk. Furthermore with current bond
yields remaining low, the Group expecis to continue o see its
level of unrealised bond gains reduce as bonds mature and
are reinvested.

The Group continues fo invest in ifs operations and is likely to
see an increase in infangible assets that may not qualify fully
towards the Group's capital base.

Taken together the Board believes that it is appropriate to
maintain capital af the upper end of its risk-based capital
coverage range. The Board will confinue fo review this position
as clarity improves on the factors mentioned above and the
Group makes further progress on its fransformation plan.

Dividends

In relation to 2013, the Group has paid, or is recommending,
dividends amounting to £308.7 million and 20.6 pence per
share. This consists of a regular dividend of 12.6 pence per
share, representing 5.0% growth on the pro forma 2012 full
year dividend, and two special inferim dividends totalling 8.0
pence per share. The regular dividend is consistent with the
Group's policy fo aim fo raise dividends annually in real terms.

The two special inferim dividends relate o specific items in
2013 that the Board considers to be one-off in nature — the
disposal of its closed Life business and the higher than planned
profit in the Run-off segment. Tofal dividends are equivalent to
98.6% of posttax profit. The regular dividend represents
50.4% of posttax profit from ongoing operations.



Capital position and leverage

The Group is well capitalised with key capital metrics

The table below sets out the Group's financial leverage ratio:

within the Group’s risk appetite and significantly above 2013 2012
regu\ctory minima. As at 31 December £m £m
Shareholders” equity 2,790.0 2,831.6
2013 2012
As at 31 December £m ¢m  Undated subordinated loan! - 258.5
Consolidated statutory Subordinated dated notes 486.6 5290
solvency copital Total financial debt 486.6 7875
Shareholders' equity 2,790.0 28310 oyl capital employed 3,276.6 3,619
Goodwill and other o 5 o o
infongible assefs (500.1) 421.5) Financial leverage ratio 14.9% 21.8%
Regulatory adjustments 6.2 (73.5)  Notes:
. . 1. Repaid in] 2013. Following th t of the undated
Total Tier 1 COprCIl 2,296.1 2,336.6 sjgs;d.mlgleogﬁ;yn, the Hnonocsj\\/\/\lggerofg;eg?%m;nooproioir:noasosis,
Lower Tier 2 COpiTOP 496.9 495 5 \e;ﬁ)tﬁEgvtebzg(:o]t%d;%?ordmofed loan, as at 31 December 2012
Regulotory od]ustmems (28.9) (23.7) 2. Tofal financial debt as a percentage of total capital employed.
Total regulatory capital 2,764.1 28084 The Group’s leverage rafio remains conservative with
a financial leverage of 14.9% at 31 December 2013
Insurance Group Directive (“IGD") (31 December 2012: 21.8%). The main change during
A A 2013 was the repayment of the Tesco loan note in January.
2
ICD required copital 947.9 10050 Excluding this the leverage ratio at 31 December 2012
IGD excess solvency 1,816.2 1,803.4  would have been 15.7%.
IGD coverage ratio 291.6% 2794%  credit ratings
Riskbased capital coverage ratio 158.7% 151.4%  Standard & Poor's and Moody's Investors Service provide
‘ A . insurance financial strength ratings for U K Insurance Limited,
Rlsk—bosed COP‘TO‘ coverage ratio the Group's principal UK general insurance underwriter. U K
lodjusted for final and second Insurance Limited is currently rated ‘A’ (strong) with a stable
special interim dividends) 148.7% 145.4%

Notes:

1. Includes that element of the subordinated dated notes applicable for

regulatory capital purposes.

2. Based on the IGD for the Group and 2012 adjusted fo include the capital
requirement for Direct Line Versicherung AG acquired on 2 April 2012.

The above regulatory numbers are estimated, based on

preliminary regulatory returns for 31 December 2013.

At 31 December 2013, the Group had an esftimated risk-based
capital coverage ratio of 158.7% (31 December 2012: 151.4%)
which reduces to 148.7% after deducting the recommended
final and second special interim dividends (31 December

2012: 145.4%). On an IGD basis, the coverage is 291.6%

(31 December 2012: 279.4%).

outlook by Standard & Poor's and ‘A2’ [good) with a stable
outlook by Moody's.
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Corporate social responsibility

Fmbedded in
Oul VO

Jane Hanson, Chair of the Corporate Social
Responsibility Committee

“During 2013, the Corporate Social
Responsibility Committee has overseen the
development of the Group’s approach to CSR,
taking care to embed it in Direct Line Group's
core purpose and values. This ensures CSR is
relevant fo every employee, creating a clear
value chain — doing the right thing builds trust,
trust builds reputation, and reputation builds

value — and weaving it info business processes.

"This approach reflects the way the Group and
| believe our customers want us to do business,
and ensures our strategy mirrors the themes
of empowerment and trust which the Board
actively leads in the Group's relationships
with its stakeholders.

“Against the backdrop of a challenging operating

environment, | am pleased to report that good
progress has been made in establishing solid

foundations to enable us to live up to our broad

responsibilities as Britain’s leading personal
lines motor and home insurer.”
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UesS

Our approach and priorities drive a clear
value chain; doing the right thing builds
frust, trust builds reputation, and reputation
builds value.

Approach and priorities

Working in partnership with the businessled charity Business
in the Community (“BitC"], we were able to make exciting
headway in rolling out our corporate social responsibility
["CSR") inifiatives. Blending input from employees at all levels,
representing a wide range of stakeholder interests, together
with BitC's expertise in the issues material to our business,
we advanced our CSR programme through four key strands
— susfainable business practices, employee experience,
community, and energy and environment. These strands
confinue fo provide the framework for our CSR activity,
against which our key performance targets and sustainability
metfrics are tested and monitored. An absolute priority for the
Group is to sustain a high rate of employee engagement,
and we were pleased that in spite of the significant amount
of continuing change in the business, 7 1% of our employees
reported themselves as favourably engaged in our Employee
Opinion Survey conducted in October.

Governance

To ensure the delivery of our CSR programme, we have
established a robust governance structure, with clear roles
and responsibilifies. This comprises the CSR Committee,

see page 70, which has complete oversight of our strategy,
policy and programme, and a CSR Advisory Group, formed
of senior managers and chaired by a member of the Executive
Committee, which leads CSR within the business. The Group
Communications team has functional responsibility for
executing the strategy and managing the CSR programme on
a day+oday basis. In addition, a clear policy framework has
been developed and, in keeping with best practice, our
policies are published on our website.

Sustainable business practices

Our products, services, business processes and supply chain
have a tangible impact on each of our many stakeholders.
By aiming to embed CSR in all our enterprise’s activity, we
hope to deliver better outcomes for our customers and our
wider stakeholders across society.



Working with Government

The Department for Environment, Food and Rural Affairs has
cited flooding as one of the key risks facing Britain. As one

of Britain’s largest home insurers, we want o help address

this risk. In June 2013, the UK Government and the ABI
published a Memorandum of Understanding on flood insurance,
which Direct Line Group played a key role in negotiating, as
well as preparing for the creation of Flood Re. This is a vital
step in seeking fo make insurance affordable and accessible
fo high risk customers. We are pleased the UK Government
has made significant commitments to help prevent and mitigate
the effects of flooding, most notably not to reduce spending

on flood defences.

The industry has compromised to reach agreement and,
although there remain a number of issues that need to be
overcome, it is committed fo continuing fo work closely with
the UK Government with the objective of ensuring these can
be resolved. In the meantime, we will meet our flood-related
commitments fo our cusfomers under the existing Statement
of Principles.

In June 2013, we hosted a debate in Westminster to discuss
the topical issue of insurance for young drivers. Young drivers
aged between 17 and 24 represent 12% of licence holders,
but account for 25% of all UK motor accidents where someone
is killed or seriously injured. As a result, this demographic
group of moforists face higher insurance premiums. The debate
brought together Members of Parliament, national and trade
press, road safety practitioners, academics and frade bodies
to discuss how to improve road safety among young drivers.
Ideas included a graduated driver’s licence, a minimum
learning period, a lower tolerance limit to alcohol, and
restrictions on passenger numbers and nighttime driving.

We encourage the Government fo release ifs Young Driver
consultation paper.

A number of our Executives are actively involved in various
industry bodies, including the ABI, FCA Practitioner Panel

and Financial Ombudsman Service ("FOS”) Insurance Industry
Steering Group; and Tom Woolgrove was elected President
of the Chartered Insurance Institute. This involvement informs
our policy insights.

We recognise that there is a general concern that lobbying
can have an inappropriate influence on government policy
and therefore we engage only in public policy debates that
have an impact on our business or our stakeholders. VWe do
not support party political interests or make political donations.

600,000

new car parts saved through our ‘repair not
replace’ initiative

Innovation

We believe that ultimately customers determine our future.
That is why we are investing in technology to help give our
cusfomers the products and services they want and need.

We have developed an Optimum Repair Process ["ORP”).
ORP is a new, environmentally sustainable approach fo
modern vehicle crash repair, which cuts waste and emissions
by encouraging the practice of ‘repair, not replace’. This
dramatically reduces the volume of new parts used. ORP
has been supported by our research partner, Thatcham,
which provides technical training courses for vehicle

amage assessors.

On average, it used fo take 10 days and 16 hours' labour

fo complete a repair. In working time, a vehicle could be in

a body shop for 64 hours awaiting repair, preventing other
cars from being serviced. Much of that time was wasfed
waiting for parts. The repair industry had become accustomed
fo replacement rather than repair, creating an overreliance on
expensive new parts and the accompanying deskilling of many
technicians. This, in tumn, increased both repair times and
costs, which affected customer satisfaction.

As a result of ORP. we are using around 200,000 fewer new
car parfs per annum.

Telematics

In response fo improving fechnology and customer interest,
during the year Direct Line launched various telematics
propositions. This technology allows us to gather information
about customers’ driving, recording speed patterns and distance
travelled, which can be connected to the types of roads used
and at what fime. It also monitors braking and comering to
build up a picture of a customer’s driving style so that we can
better assess each person’s individual risk. This should lead to
greater pricing granularity for drivers opting for telematics.

For higher risk moforists, such as young drivers between
the ages of 17 and 24, who tend to pay higher premiums,
telematics provide a way for these customer groups to pay
only for how they drive, rather than also pay for how other
drivers behave on the roads.

Direct line Group Annual Report & Accounts 2013

45

odau o1Bsypug



46

Corporate social responsibility continued

Above all else, we believe the use of telematics technology
encourages safer and more considerate driving, which will
uliimately lead to safer roads for all. It is an excellent way
of encouraging drivers o manage their speed — one of the
biggest causes of collisions on European roads.

Other initiatives

Other initiatives to make things better and easier for our
cusfomers include piloting the capability fo use smartphones
to send us live footage of their home claims so we can setile
their claim far quicker. Smartphones can also be used to give
claimants a live view of progress on their car repair as it
moves through the accident repair centre process.

Supply chain

Last year, we began a significant piece of work to ensure

we were properly managing the risks and improving the
sustainability of our supply chain. We reviewed and
republished our Ethical Code for Suppliers and reworked

the selection criteria and contract terms for new suppliers.

Our focus in 2014 is on developing our supplier management
programme. We were also proud to sign up fo the Prompt
Payment Code advocated by the Department for Business,
Innovation and Skills, which is aimed specifically at alleviating
the pressure of delayed customer payments on smaller
businesses that fend to be more vulnerable fo experiencing
cash flow problems. Signatories to the code commit to pay
suppliers on time [the default period being within 30 days),
give clear guidelines on payment procedures, and encourage
lead suppliers to adopt the code in their own supply chains.

Living Wage

While not accredited to the living Wage Foundation, we
ensured that all our employees were paid at or above the
Living Wage. We are also factoring the Living Wage info
contract renewal discussions with external suppliers.

Responsible investment

During the year, we sef out our approach fo responsible
investment. The asset classes in which we invest are cash,
government and corporate debt securifies, and commercial
property. We do not hold equities or have direct equity
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invesiments and are therefore unable to use share ownership

fo influence other companies. Although we do not set ethical
parameters for our asset managers regarding the issuers in
which they can or cannot invest, we have, however, committed
fo mandating only those external asset managers who
demonstrate a strong commitment to using their market
leverage to support social, environmental and ethical ("SEE”)
objectives. We favour those managers with an active, ongoing
demonstrable engagement in local or global SEE initiatives
and expect, at a minimum, our managers fo be signatories!

to the UN Principles of Responsible Investment. We will meet
with each of our asset managers annually to review in detail
the initiatives they have taken and successes accomplished.

Employee experience

Our focus continues to be on our people strategy, to build the
future capability required to achieve our strategic objectives
and fulfil our people. We are committed fo strong employee
engagement, which we believe underpins the quality of service
we offer our cusfomers.

Engagement

We continue fo transform our business. Since the sfart of our
cosf saving initiatives there has been a reduction of 3,200
roles. VWhile necessary in order to sustain our business in a
highly competitive market, such initiatives inevitably impact
on the engagement of our employees. In line with our values,
we have worked hard to ensure that as much information as
possible was communicated, confirmed that our redundancy
ferms would remain unchanged during this initiative, and fully
consulted our employee representatives.

Anyone af risk of redundancy had access to our redeployment
support and where redundancy resulted, individuals had
access to both redeployment and outplacement support.

Clearly this was a very difficult time for those leaving the
business, but also unsettling for those remaining. Not
surprisingly, it had an impact on morale, as evidenced in this
year's Employee Opinion Survey, although it was pleasing that
overall engagement remained high at 7 1% relative to historical
resulfs. This survey also showed that there is a high degree of

Note:

1. One fund manager was selected before this new policy was adopted and
our approach is to encourage them to move towards becoming signatories
in due course.

"




employee understanding of the strategic direction in which
the business is travelling and how individual roles relate to
that journey. At the same time, despite the significant amount
of business change, our employees have maintained a strong
customer focus and still want fo make a positive difference

fo the experience we give our customers.

Recognition

Recognition is an important element of engagement. The
Group has established a number of initiatives to recognise

the efforts and contribution of our employees. These range
from formal reward arrangements to informal recognition
programmes. Examples of the latter include our Service

Awards, which were relaunched in 2013, fo recognise

loyalty; and our Excellence Awards, which recognise employees
for outstanding service, innovation, relationship building or
leading by example. We also run a Chief Executive Awards
programme. These awards recognise those individuals who
clearly demonstrate behaviours in line with our corporate
values, which are af the very heart of our culture and
demonstrate the great things our people do for each other,

our cusfomers, and our business every day. Last year, there
were a record 6,000 nominations. Those shortlisted attended
an awards event where the entertainment was provided by
our own people, in the form of ‘Direct Lline Group’s Got Talent'.

Development

Our leadership Framework sets the expectation for leaders at
all levels. We believe everyone can show leadership in their
role. With the help of our employees, we have created @
framework which outlines the behaviours, personal qualities,
skills and knowledge needed for individuals to be successful
in their role. The leadership Framework is specific to Direct
Line Group and helps drive the performance of our people.

For our people managers, there was significant focus this
year on creafing an environment where continuous and
flexible development opportunities were made available.
This challenged the traditional learning methodologies,
reducing the dependency on facetoface delivery, and has
been built around a selfdirected leaming model where the
emphasis is on the job development.

Over 1,000 people in our Claims business have been
supported in embracing new ways of working to provide
them with the skills and knowledge to handle claims in

a more pro-active and efficient way.

Diversity

As a Group, we actively celebrate the diversity of our
employees. Our Diversity Network Alliance aims to represent
the full range of populations within our business and seeks

to ensure we have a workforce reflective of society and our
cusfomer base. The network is sfill in ifs infancy, but we remain

hopeful of encouraging 10% of our workforce to become
members by the end of 2014.

Last year, the network had a particular focus on gender and
working families. The ratio of female to male employees

as at 31 December 2013 is shown in the charts along with
a year on year comparison by headcount.

Gender diversity of all employees

® Male 49.0%
® Female 51.0%

Gender diversity of senior managers

® Male 77.5%
® Female 22.5%

Gender diversity of Board members

©® Male 66.7%
® fFemale 33.3%

Gender diversity

2013 2012
As at 31 December Female Male Female Male
Directors 3 6 3 7
Senior managers 34 nz 38 141
Employees 6,510 6,256 /578 /257

Our andlysis has shown that we need to increase the number
of female applicants for senior management positions and we
shall look at ways in which we might achieve this in 2014.
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Corporate social responsibility confinued

Human rights

Our diversity and inclusion practices are in line with the
Universal Declaration of Human Rights and we continue fo
work fowards an environment that is based on meritocracy and
inclusion, where all employees can develop their full potential,
imespective of their age, belief, disability, ethnic or nafional
origin, gender, gender identity, marital or civil partership
status, political opinion, race, religion or sexual orientation.

Our Employee Opinion Survey indicated that 89%

(2012: 92%) of respondents felt that we provide a working
environment that is inclusive and accepting of differences
in cultural backgrounds and lifestyles.

Through our Ethical Code for Suppliers we adhere fo the
core International Llabour Organization standards.

Recruitment

We are actively supporting a range of initiatives to help
alleviate youth unemployment, a confinuing legacy of the
financial crisis. During 2013, we joined the UK Government's
Wage Incentive scheme and will recycle any funds received
into schemes to help young people into work. We have also
provided partner funding to an online resource and careers
platform for 11 to 24 year olds, enfifled Plofr, which helps
the young get info employment through supporting internships
and mentoring. Additionally, we are working with Generation
Talent, a joint initiative between the UK Government and BitC,
to tackle the issues surrounding youth unemployment and fo
support young people info work.

Community

Our aim is fo build Britain's best refail general insurer.
We recognise that achieving this aim requires us to play
an active role in our local communities.

207

of employees volunteered or fundraised
in company fime
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Volunteering

Aligned to our core business, our focus is on Making Communities
Safer through improving road safety and reducing crime and
anti-social behaviour. In 2013, we worked with four charities
focused on these themes: Brake, RoadSafe, Catch22, and The
Prince’s Trust. Activities undertaken included: Community Space
Challenges, which brought together our employee volunteers
with young people to improve neglected community spaces;
Speedwaich programmes, where we worked with local police
and councils; and "Walking Buses’, which encourage children
to walk to their school in an organised and safe environment.
We also sponsor Brake's Giant Walking Bus initiative, which
this year saw 70,000 children from 350 schools march for

safer streets while they walk fo school.

Best CSR Initiative

Our initiative, ‘Get into Car Repairs’, won ‘Best CSR Initiative’
at the Brifish Insurance Awards 2013. Record levels of youth
unemployment mean the young miss out on vital work
experience, which may hold them back throughout their
careers. It also creates the risk of a rise in anti-social behaviour
and crime, which has a direct impact on our business and
wider society. ‘Get into Car Repairs’ had a posifive impact on
the lives of a group of disaffected unemployed young people
in VWakefield, Yorkshire, where one in three 16 to 24 vear
olds are unemployed. It gave 15 young people firsthand
experience of repairing cars in a body shop at our local
accident repair centre. They also received training on CV
writing and interview techniques, as well as soft skills such

as communication and feam building.

&/

employees fook pledges for Comic Relief

and Children in Need

For Comic Relief and Children in Need, 675 employees were
proud fo offer their time to take calls from the public wanting to
pledge donations. At a local level, our Community and Social
Committees also arranged and coordinated a significant
amount of charity activity.

According to our Employee Opinion Survey, last year,
26% of our staff volunteered or fundraised in company time.




Supporting employees

We align our charitable giving with the interests of our
employees in two ways. We mafch employee donations

up to £50 per month through our Give As You Earn scheme
("GAYE"); and we provide individual grants of £250 to
organisations for which our employees regularly volunteer

or raise funds in their own time. In 2013, we donated
£115,000 through GAYE and a further £48,500 in granfs.
Our employees also undertake their own fundraising af work,
typically for local causes, but also for major fundraising events.

Strategic partnerships

Now that our volunteering programme is established, our
focus is on supporting our network of Community and Social
Comnmittees to develop their relationships with local charities
and authorities. Centrally, we will focus on two strategic
partnerships. The first is a continuation of our well-established
partnership with Brake, with whom we plan a series of
campaigns on road safety issues, for example on the
infroduction of 20 mph speed limits in cerfain urban environments.
The second is with Groundwork, who deliver local community
projects, improving community spaces and getting people
back info work. We will look to work with them on programmes
to help 16 to 24 year olds, nof in employment, education or
fraining, onto schemes which give skills and work experience,
principally through social enterprises.

Energy and environment

We aim fo manage our operations in a susfainable way.

We seek to reduce waste and make efficient use of resources;
and we aim fo cut emissions, as part of the transition to a low
carbon economy.

Emissions

We have established historical data records on energy use
which has helped us better understand trends in our associated
greenhouse gas ["GHG") emissions. Group-wide GHG
emissions in 2013 were 30,624 tonnes of carbon dioxide
equivalent ("CO,e"), of which 95.1% related to our UK
operations. Emissions are calculated in accordance with the
Greenhouse Gas Protocol and include Scope 1 and Scope

2 emissions. More details on our emissions are given in the
Directors’ report on page 100.

Our emission data has been externally verified by Ecometrica.
The verification statements can be found on the Group's
website (www.directlinegroup.com ).

During 2013, 94.9% of the Group's purchased electricity
was from renewable sources on green tariffs purchased from
CGDF Energy and SSE in the UK, and LichiBlick and Natursfrom
in Germany.

British Independent Utilities ("BIU") was appointed as our
Energy Partner fo advise us on procuring the energy supply for
our offices and accident repair centres from 2014. Part of the
agreement is for BIU to work with us to reduce our power and
gas consumption over the next three years, through environmental
surveys and improvement plans for our buildings. We have sef
a fargef of a 10% reduction in our gas and electricity usage by
the end of 2016, against our 2013 annual consumption figures.

In 2014, we are targeting a reduction of 3% of our UK GHG
emissions measured by tonnes of CO,e.

Waste

We retendered our waste management services confract,
excluding paper, for our main office sites and appointed

SITA as provider in October. SITA has already significantly
increased the percentage of our general office waste we
recycle. Our longerferm aim is fo increase recycling year on
year and eliminate waste fo landfill by 2016. Iron Mountain
collects and recycles 100% of our waste paper. In 2013,

we generated 1,355 tonnes of waste from our main office
sites of which we recycled 55%. SWR collects waste from
our accident repair centres. In 2013, these centres generated
1,085 tonnes of waste of which 86% was recycled or reused.

500,000

litres of water per annum saved at our
head office in Bromley

Resource use

Through our deskiop and prinfing transformation programme
we are replacing our old hardware. This is expected to bring
a significant reduction in both energy and paper use. Last year,
we consumed some 416 tonnes of copier paper. Our default
office paper has a 100% recycled content.

We are currently establishing an accurate measure for our
water usage for the Group.

We have a number of local inifiatives to improve our
environmental performance, supported by a network of
environmental champions. For example, we have made changes
fo the way in which we consume water in our resfrooms in
Bromley, resulting in a significant saving of half a million litres
of water annually.

Charlton House was appointed as our new catering
supplier in 2013. Significant in their selection was their
sustainability credentials, including a commitment fo healthy
eating, a focus on sourcing local and seasonal produce,
and membership of the Red Tractor Scheme (an industry
recognised Kitemark covering animal welfare, food safety
and environmental protedion).

Business travel

We continue to seek ways fo reduce business fravel,

including better use of technology for video and conference
calls, as well as enabling colleagues to work more smartly.
We appointed a new fravel management company, Capita
Travel and Events, in October 2013 and will work with them
fo establish a baseline for reporting future travelrelated emissions.
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