Rating Action: Moody's assigns A2 IFSR to Direct Line Group's UK
Insurance Limited
Global Credit Research - 27 Feb 2012
London, 27 February 2012 -- Moody's Investors Service has assigned a first-time A2 insurance financial strength rating (IFSR)
to UK Insurance Limited (UKI). The rating outlook is stable. UKI is the main (UK) operating subsidiary of Direct Line Insurance
Group plc ("DLG"), underwriting around 90% of DLG's business.
RATINGS RATIONALE
Moody's said that the rating reflects DLG's very strong position in the UK personal lines market, a relatively conservative
investment portfolio, good capitalisation, and low financial leverage. These strengths are off-set by relatively weak geographic
and business diversification, and the challenge of sustaining recent performance improvements within the very competitive UK
Motor market. DLG also has to execute a successful full divestment from its current owner, the Royal Bank of Scotland Group
plc (RBSG, A3 senior debt, on review for possible downgrade), by the end of 2014.
Moody's elaborated that DLG has an excellent market position. At YE10, it was the largest personal Motor and Home lines writer
in the UK, and its brands, especially Direct Line and Churchill, are very powerful. DLG's UK market share has been declining
recently as a result of exiting unprofitable business, the cessation of the Tesco Personal Finance (TPF) joint venture, and the
strong market growth in price comparison websites. However, going forward, we expect DLG's personal lines market position to
remain very strong.
DLG also has a relatively conservative investment portfolio. Currently, it has no exposure to equities, and the credit quality of the
fixed income portfolio is very good with no exposure to peripheral European sovereign debt. However, there is concentration
risk in the government bond portfolio via its significant proportion of UK gilts, and within the corporate bond portfolio there is
significant exposure to the banking sector. Going forward, there is some transition risk as DLG adopts an independent (of
RBSG) investment management and treasury function, and looks to reposition its investment portfolio.
Other credit strengths include low product risk given the preponderance of personal lines risks, and low financial leverage, with
financial debt currently confined to intra-group loans and overdrafts and other borrowings. We expect financial leverage to
remain relatively low going forward, but financial flexibility is somewhat constrained by DLG's lack of track record in accessing
capital markets as a result of its current ownership. Any hybrid capital issuance prior to divestment would be DLG's first test in
this regard, and RBSG's targeted commencement of its IPO of DLG in H2 2012, subject to market conditions, will also be a
major test of stand-alone financial flexibility.
Moody's views DLG's capital adequacy as good. Capitalisation improved in 2011 reflecting lower business volumes as a result
of discontinuing certain lines, and an increase in shareholders' equity of around 11% following the 3% decrease in 2010.
Moody's gross underwriting leverage metric has also improved and was relatively low at below 3x at YE11, and the estimated
IGD coverage ratio at YE11 is a high 306% (H1 2011: 254%). However, capital adequacy could weaken somewhat during 2012,
with potential dividend payments, subject to regulatory approval, negatively impacting equity.
In terms of credit challenges, Moody's said that it views DLG's business line diversification as relatively limited in light of the
preponderance of personal lines Motor and Home business, and geographically the book is dominated by UK business. Going
forward, geographic diversification could improve as DLG looks to grow organically its international business, but we expect the
proportion of UK business to remain very significant for the foreseeable future.
A further challenge is sustaining recent performance improvements and growing profitably. DLG's results were impacted in
2009, and especially 2010, by significant UK Motor bodily injury reserve strengthening, and in these years DLG reported very
high combined ratios for its UK Motor business. However, performance has significantly improved during 2011, with DLG
returning to profit and recording a Moody's return on capital metric of 7.5% (YE10: -6.3%), and reporting an improved overall
core combined ratio of 100% (YE10: 121%). The reported core UK Motor loss ratio also improved to 82% (YE10: 120%). The
UK Motor book benefited in 2011 from significant rate increases, new pricing models and engines, de-risking, exiting
unprofitable lines, claims systems improvements, and the non-repeat of 2010 reserve strengthening. Nevertheless, DLG is
heavily reliant for its profits on UK Motor which remains a highly competitive market and vulnerable to bodily injury claims
inflation, and which in recent years DLG has under-performed.
With regard to rating drivers going forward, Moody's said that the following DLG developments could put upward pressure on
UKI's rating: average return on capital through the cycle of at least 8% with combined ratio consistently below 100% and stable
reserving, sustained gross underwriting leverage of 3x or below, profitable development of non-UK businesses, successful
divestment from RBSG. Conversely, negative rating pressure could arise from: average return on capital through the cycle

below 6%, adjusted financial leverage in excess of 30%, earnings coverage below 6x, meaningful deterioration in capital
adequacy either from an economic or an IGD perspective.
The principal methodology used in this rating was Moody's Global Rating Methodology for Property and Casualty Insurers
published in May 2010. Please see the Credit Policy page on www.moodys.com for a copy of this methodology.
At YE11, DLG reported an operating profit of GBP 407 million (including non-core business), a core combined ratio of 100%,
core gross written premium of GBP 4,098m million, and equity of GBP 3,912 million.
REGULATORY DISCLOSURES
For ratings issued on a program, series or category/class of debt, this announcement provides relevant regulatory disclosures
in relation to each rating of a subsequently issued bond or note of the same series or category/class of debt or pursuant to a
program for which the ratings are derived exclusively from existing ratings in accordance with Moody's rating practices. For
ratings issued on a support provider, this announcement provides relevant regulatory disclosures in relation to the rating action
on the support provider and in relation to each particular rating action for securities that derive their credit ratings from the
support provider's credit rating. For provisional ratings, this announcement provides relevant regulatory disclosures in relation to
the provisional rating assigned, and in relation to a definitive rating that may be assigned subsequent to the final issuance of the
debt, in each case where the transaction structure and terms have not changed prior to the assignment of the definitive rating in
a manner that would have affected the rating. For further information please see the ratings tab on the issuer/entity page for the
respective issuer on www.moodys.com.
The rating has been disclosed to the rated entity or its designated agent(s) and issued with no amendment resulting from that
disclosure.
Information sources used to prepare the rating are the following : parties involved in the ratings, public information, and
confidential and proprietary Moody's Investors Service information.
Moody's considers the quality of information available on the rated entity, obligation or credit satisfactory for the purposes of
issuing a rating.
Moody's adopts all necessary measures so that the information it uses in assigning a rating is of sufficient quality and from
sources Moody's considers to be reliable including, when appropriate, independent third-party sources. However, Moody's is
not an auditor and cannot in every instance independently verify or validate information received in the rating process.
Moody's Investors Service may have provided Ancillary or Other Permissible Service(s) to the rated entity or its related third
parties within the two years preceding the credit rating action. Please see the special report "Ancillary or other permissible
services provided to entities rated by MIS's EU credit rating agencies" on the ratings disclosure page on our website
www.moodys.com for further information.
Please see the ratings disclosure page on www.moodys.com for general disclosure on potential conflicts of interests.
Please see the ratings disclosure page on www.moodys.com for information on (A) MCO's major shareholders (above 5%) and
for (B) further information regarding certain affiliations that may exist between directors of MCO and rated entities as well as
(C) the names of entities that hold ratings from MIS that have also publicly reported to the SEC an ownership interest in MCO of
more than 5%. A member of the board of directors of this rated entity may also be a member of the board of directors of a
shareholder of Moody's Corporation; however, Moody's has not independently verified this matter.
Please see Moody's Rating Symbols and Definitions on the Rating Process page on www.moodys.com for further information
on the meaning of each rating category and the definition of default and recovery.
Please see ratings tab on the issuer/entity page on www.moodys.com for the last rating action and the rating history.
The date on which some ratings were first released goes back to a time before Moody's ratings were fully digitized and
accurate data may not be available. Consequently, Moody's provides a date that it believes is the most reliable and accurate
based on the information that is available to it. Please see the ratings disclosure page on our website www.moodys.com for
further information.
Please see www.moodys.com for any updates on changes to the lead rating analyst and to the Moody's legal entity that has
issued the rating.
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