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Research Update:

U K Insurance Ltd. Ratings Affirmed At 'A' After
Insurance Criteria Change; Outlook Stable

Overview

e Following a review of U K -based non-life insurer UK Insurance Ltd.
(UKI') under our revised insurance criteria, we are affirmng our 'A
rati ngs on the conpany.

« The ratings reflect our view of UKI's very strong financial profile,
under pi nned by extrenely strong capital adequacy, and strong business
risk profile, which is based on its strong conpetitive position

» The stable outlook reflects our viewthat UKI will continue to maintain
its very strong capital and earnings profile while maintaining its strong
conpetitive position in the U K insurance narket.

Rating Action

On May 31, 2013, Standard & Poor's Ratings Services affirmed its "A insurer
financial strength and counterparty credit ratings on U K -based non-life
insurer UK Insurance Ltd. (UKI). The outlook is stable.

Rationale

UKI is the main operating insurance subsidiary of Direct Line Goup (DLG, and
is best known through its Direct Line brand. The ratings reflect our view of
the group's very strong financial risk profile, which is underpinned by
extremely strong capital adequacy and good earnings stream and its strong
busi ness risk profile based on its strong conpetitive position in the nature
and highly conpetitive U K non-life insurance market.

We conbi ne these factors to derive our anchor for UKI of "a'. This is the
| ower of two possible anchors; we chose the | ower option because of concerns
that capital adequacy nay be managed at a |lower levels after its sell off from
Royal Bank of Scotland G oup (RBS) and because of the execution risk inherent
in DLGs full divestnent fromRBS and the inpact it nmay have on UKl's

financial flexibility. That said, we delinked the ratings on UKI fromthose on
RBS under our group rating nethodol ogy after RBS's stake in UKI's issued
ordinary share capital reduced to 48.5%in March 2013. Therefore, the ratings
on UKI are no |onger affected by any changes in the ratings on RBS.

Most of DLG s business stens fromthe |large and mature U. K insurance narket,
where we consider industry and country risks to be internmedi ate. W do not
expect to change our assessnent of DLG s industry and country risk during
2013-2015 because its international presence outside the UK is limted. It
has international operations in Italy and Germany, but |acks scale in these
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markets. W do not expect DLG s international operations to grow naterially
over our five-year rating horizon. DLG s dependence primarily on the U K
mar ket sonmewhat constrains DLG s overall business risk profile, because its
| ack of material geographic diversity exposes UKI to cyclicality,
conpetitiveness, investnent climate, and possible legislative changes in its
si ngl e market.

UKI has a strong conpetitive position. It is one of the market | eaders in the
personal lines nmarkets in the U K and has about 9% overall nmarket share
(based on reported Association of British Insurers data). It also has strong
positions in the motor and home segments. |In our view, the group gains
sust ai nabl e conpetitive advantage through econom es of scale in pricing,

cl ai n8 nanagenent procurenent, and wi der costs. Historical clains data on such
a large scale also enables DLGto price nore accurately and has hel ped the
group inprove its operating performance since 2010. Market-| eadi ng brands and
direct distribution channels create naterial conpetitive advantages for DLG by
enabling it to lower its acquisition costs bel ow those of its peers.

UKI's capital and earnings are assessed as very strong. Its capital adequacy
is currently in the ' AAA' range but under our base-case scenario, we expect it
to gradually weaken to a 'AA'" level due to | ower |evel of retained earnings.
Qur capital and earnings viewis also limted by the remaining execution risk
of the full divestnment of DLG from RBS and the potential for this to reduce
prospective capital levels. In 2012, UKI's net conbined ratio was 98. 8% and
net income of £184 million. Qur base-case scenari o envi sages net conbi ned

(1 oss and expenses) ratios in 2013-2015 to be 97% 100% At the same tinme, we
expect the loss ratio to stabilize at around 66% net income to average over
£250 mllion, and the dividend payout ratio to be 55% In our view, UKl may
also find it difficult to achieve its targeted 15% return on tangible equity
as earnings nay fall due to an expected fall in ancillary inconme (such as
referral fees). Low interest rates may also cut into UKI's investmnment incone.

In our view, UKI's risk position is internediate. Wiile it benefits fromthe
diversity of its investnment portfolio and mninal exposure to enpl oyee
post enpl oynent defined benefits obligations, this is offset by cyclicality of
the U K notor market increasing the volatility of capital and earnings. W
observed this volatility in 2009-2010 when the conpany had to significantly
strengt hen reserves because of high industryw de increases in bodily injury
costs and soft market conditions.

More than 90% of UKI's investnment portfolio was concentrated in high-quality
bonds and cash and the wei ghted-average credit quality of the total portfolio
was in the ' AA" range as of Dec. 31, 2012. W expect UKI's managenent teamto
remain committed to its conservative investnent strategy.

UKI has adequate financial flexibility, in our view, thanks to its good
earnings stream extrenely strong |level of capital adequacy, |ow |evel of
financial |everage (17% as of Dec. 31, 2012), healthy Il evel of fixed-charge
coverage (7x), and the successful flotation and followon sale of 51.5%of its
shares in difficult market conditions. It also successfully issued junior
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subordi nated debt of £500 million. These positive factors are of fset by
continued execution risk arising fromthe sale of RBS s renunining stake. The
sale may affect DLG s overall franchise and its capitalization |evels.

DLG s enterprise risk managenent (ERM and managenent and governance practices
are neutral factors for the ratings. DLG s nanagenent and governance is
satisfactory. W consider that the executive team headed by Paul Geddes, is
convincingly establishing a track record following a notable turnaround in
DLG s operating performance, successful issuance of junior subordinated debt
in April 2012, and oversubscribed flotation and subsequent foll owon sal e of
51.5% of DLG s shares. In our view, the managenent team has a very clear
strategy and focus on profitability, and is working hard to restore
performance to its strong historical |evels.

DLG s strategy appears to be well-thought-out and consistent with its

organi zational capabilities, taking into account market devel opnents. However,
the sustainability of the strategy has yet to be proven over the next two to
three years, particularly with regard to growh targets and the sustainability
of net conbined ratios. DLG s senior nmanagenent teamis relatively new, but

all nenbers of the team have extensive industry experience and an established
track record of achievenments in their previous jobs.

We consider DLG s ERM as adequate with strong risk controls, based on adequate
risk culture and strong overall risk controls. It has been inplenenting its
stand-al one framework since the first quarter of 2012.

In our opinion, DLG s risk culture is adequate, supported by a denonstrated
conmitment to risk managenent by the board of directors and a robust
governance structure that is being enbedded in the business through high-Ievel
control s docunents, risk comrttees, roles and responsibilities, and regular
reporting. The ERM function and the chief risk officer (CRO have significant
i nfluence. The franework still needs to be fully enbedded, however. W assess
overall risk controls at DLG favorably due to sound controls related to
underwriting and reserving risks. W also consider UKI's risk nodels
favorably. The reserve increases in 2009 and 2010 wei gh on our view of the
group's sound reserving process.

W view DLG s liquidity as exceptional. Its liquidity ratio is nore than 200%
based on the strength of avail able sources, mainly the group's regular inflow
of premiumincone and highly liquid asset portfolio.

Outlook

The stable outlook reflects our view that UKI will continue to maintain its
very strong capital and earnings profile, with a capital adequacy ratio at
least in the "A range, as neasured by our capital nodel. W al so expect it to
maintain its stable operating perfornmance, denonstrated by a net conbi ned
ratio of 97% 100% and its strong conpetitive position in the U K insurance
mar ket .

WWW.STANDARDANDPOORS.COM/RATINGSDIRECT MAY 31, 2013 4

1139811 | 300029687



Research Update: U K Insurance Ltd. Ratings Affirmed At 'A' After Insurance Criteria Change; Outlook Stable

W nay raise the ratings if the group's financial flexibility inproves as
execution risk inherent in DLG s full divestnment from RBS reduces, or when its
ERM framework is fully enmbedded. The latter should reduce the likelihood of
further unexpected reserve increases.

We could lower the ratings if the capital adequacy ratio neasured by our

capital nodel falls below the 'A" range, and earnings do not stabilize at the
current level, inline with the expectations outlined above.

Rating Score Snapshot

Fi nanci al Strength Rating Al St abl e
SACP a
Anchor a
Busi ness Risk Profile Strong
1 CRA I nternedi ate Ri sk
Conpetitive Position Strong

Fi nancial Risk Profile
Capital & Earnings
Ri sk Position
Financial Flexibility
Modi fiers

ERM and Managemnent
Enterpri se R sk Managenent
Managenent & Gover nance
Hol i stic Analysis

Very Strong

Very Strong

I nternediate Risk
Adequat e

0

0

Adequate Wth Strong Risk Controls
Satisfactory

0

Liquidity Except i onal
Suppor t 0
G oup Support 0
Gover nment Support 0
Related Criteria And Research
Related criteria
e Insurers: Rating Methodol ogy, May 7, 2013
e Goup Rating Methodol ogy, May 7, 2013
e Enterprise Ri sk Managenent, May 7, 2013

* Managenment And CGovernance Credit Factors For Corporate Entities And
Insurers, Nov. 13, 2012
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e Principles O Credit Ratings, Feb. 16, 2011

* Refined Methodol ogy And Assunptions For Anal yzing |Insurer Capital
Adequacy Using The Ri sk-Based | nsurance Capital Mdel, June 7, 2010

 Hybrid Capital Handbook: Septenber 2008 Edition, Sept. 15, 2008

Related research

e List O Issuers Wth Ratings Under Criteria Observation Due To S&P's New
I nsurers Rating Methodol ogy, May 7, 2013

e Standard & Poor's Assigns |Insurance Industry And Country Ri sk Assessnents,
May 7, 2013

Ratings List
Ratings Affirmed

U K I nsurance Ltd.
Counterparty Credit Rating

Local Currency Al St abl e/ - -
Fi nancial Strength Rating
Local Currency Al St abl e/ - -

Direct Line Insurance Group PLC
Juni or Subordi nat ed* BBB+

*Q@uaranteed by U K I nsurance Ltd.

Additional Contact:
Insurance Ratings Europe; Insurancelnteractive_ Europe@standardandpoors.com

Conpl ete ratings information is avail able to subscribers of RatingsDi rect at
www. gl obal credi tportal.com and at spcapitaliqg.com Al ratings affected by
this rating action can be found on Standard & Poor's public Wb site at

www. st andar dandpoors. com Use the Ratings search box located in the |eft
colum. Alternatively, call one of the follow ng Standard & Poor's nunbers:
Client Support Europe (44) 20-7176-7176; London Press Ofice (44)
20-7176-3605; Paris (33) 1-4420-6708; Frankfurt (49) 69-33-999-225; Stockholm
(46) 8-440-5914; or Mscow 7 (495) 783-4009.
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