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Research Update:

U K Insurance Ltd. Ratings Affirmed At 'A’
Following Review; Outlook Stable

Overview

e Follow ng our review of U K. -based non-life insurer UK Insurance Ltd.
(UKI), we are affirmng our 'A insurer financial strength and
counterparty credit ratings on the group

* W continue to regard UKI's financial risk profile as very strong.

Consi stent with our previous expectations, we forecast a gradua
reduction of capital adequacy to the 'AA" level in 2014-2015, froma
"AAA" | evel at year-end 2013.

e W continue to regard UKI's business risk profile as strong, reflecting
the group's strong conpetitive position despite challenges in growing its
busi ness profitably in the highly conpetitive U K. general insurance
mar ket .

» The stable outlook reflects our viewthat UKI will maintain at |east a
strong capital and earnings profile, alongside a strong conpetitive
position in the U K insurance narket.

Rating Action

On May 9, 2014, Standard & Poor's Ratings Services affirned its 'A insurer
financial strength and counterparty credit ratings on U K -based non-life
insurer UK Insurance Ltd. (UKI). The outl ook is stable.

Rationale

The affirmation follows our review of UKI, the main operating insurance
subsidiary of Direct Line Goup (DLG, and best known through its Direct Line
brand. The ratings reflect our view of the group's very strong financial risk
profile, which continues to be supported by very strong capital adequacy, a
good earnings stream and its strong business risk profile. UKI's strong

busi ness risk profile mainly reflects the group's strong conpetitive position
in the mature and highly conpetitive U K general insurance narket.

We conbi ne these factors to derive an anchor of 'a' for UKI. This is the | ower
of two possible anchors. Despite DLG s divestnent from Royal Bank of Scotl and
(RBS), we continue to assign UKI the | ower anchor because we renai n concerned
that the group may nanage its capital at |lower levels in future, albeit at

| east confortably at the '"A level. UKI continues to benefit froma strong
conpetitive position despite challenges in growing its share of the highly
conpetitive U K general insurance market. UKI is one of the |leaders in the
personal lines market in the U K, and has about a 10% share of the genera
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i nsurance narket (based on reported Association of British Insurers data). UK
has particularly strong positions in the motor and home insurance segnents.

W assess UKI's capital and earnings as very strong. The group's capita
adequacy was at the 'AAA" |evel as of Dec. 31, 2013, but under our base-case
scenario, we expect it to gradually weaken to a 'AA" level in 2014-2015 due to
| ower retained earnings. For exanple, in 2013, UKl announced two speci al
interimdividends, in addition to schedul ed and final dividend paynments.
Furthernore, we expect that increasing credit and market risk charges as the
result of planned investnments in infrastructure and hi gh-yield bonds wll
weaken capital further over 2014-2016. In 2013, DLG s net incone of £312
mllion and net conbined (I oss and expenses) ratio of 93% were well in excess
of our expectations. However, DLG s net conbined rati o was boosted by
significant reserve rel eases of about £400 million. Qur base-case scenario
envi sages a net conbined ratio of 97% 99% i n 2014-2015, and net incone in
excess of £185 nmillion in 2014 and in excess of £220 million in 2015.

In our view, UKI's risk position is internediate. Wile the group benefits
fromthe diversity of its investnment portfolio and m ni mal exposure to

enpl oyee post enpl oyment defined benefits obligations, this is offset by the
cyclicality of the U K notor nmarket, which increases the volatility of
capital and earnings. W expect UKI's nanagenment teamto remain comitted to
its conservative investnent strategy, despite some increased credit risk

t aki ng.

We continue to view UKI's financial flexibility as adequate, reflecting its
good earnings stream very strong, albeit reducing, capital adequacy; and
still low, but potentially increasing, financial |everage ratio. As of Dec.

31, 2013, DLG s financial |everage was 19% w th healthy fixed-charge coverage
of 9x. For 2014-2015, we expect |everage to be around 20% and fi xed-charge
coverage to be 6x-7x. As part of DLG s divestnment from RBS, the group has
denonstrated its ability to tap equity and bond markets. However, in our view,
it does not have as long a capital market track record as its conpetitors, to
whi ch we assign the highest financial flexibility assessment.

UKI's enterprise risk managenent (ERM and managenent and governance practices
are neutral factors for the ratings. UKI's nanagenment and governance is
satisfactory, and it has successfully executed key strategic priorities over
the past two years. W consider UKI's ERM as adequate with strong risk
controls, and it is becom ng nore enbedded in the organization. In particular
we think UKI has nmade strong progress in developing its internal risk nodels
and using ERMin various strategi c decisions since 2012.

Outlook

The stable outl ook reflects our viewthat UKI will continue to maintain at

| east strong capital and earnings, with capital adequacy at |east confortably
at the "A level. W also expect that UKI will rmaintain stable earnings, a

conservative investnment profile, and a strong conpetitive position in the UK
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i nsurance mar ket .

We could lower the ratings if capital adequacy falls belowthe 'A level, or
earnings materially fail to meet our expectations. W could also | ower the
ratings if UKI's |eading positions in nmotor and househol d i nsurance shrank
unexpectedly in a conpetitive market environnent.

We consider an upgrade to be unlikely, but we nmay raise the ratings if UKI

maintains its capital consistently at the 'AAA level, or if its ERM processes
strengthen further while it operates in a nmore conplex risk environment.

Rating Score Snapshot

Fi nanci al Strength Rating Al St abl e
SACP a
Anchor a
Busi ness Risk Profile Strong
1 CRA I nternediate Risk
Conpetitive Position Strong
Financial Risk Profile Very Strong
Capital & Earnings Very Strong
Ri sk Position I nternediate Risk
Financial Flexibility Adequat e
Modi fiers 0
ERM and Managenent 0
Enterpri se R sk Managenent Adequate Wth Strong R sk Controls
Managenent & Governance Satisfactory
Hol i stic Analysis 0
Liquidity Except i onal
Suppor t 0
G oup Support 0
Gover nment Support 0

I I CRA--Insurance industry and country risk assessnent.

Related Criteria And Research

Related criteria

e Insurers: Rating Methodol ogy, May 7, 2013
« Enterprise Risk Managenent, May 7, 2013
 Managenent And Governance Credit Factors For Corporate Entities And
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I nsurers, Nov. 13, 2012
* Refined Methodol ogy And Assunptions For Anal yzing |Insurer Capital
Adequacy Using The Ri sk-Based | nsurance Capital Mdel, June 7, 2010
e CGeneral Criteria: Use OF CreditWatch And Qutl ooks, Sept. 14, 2009
 Hybrid Capital Handbook: Septenber 2008 Edition, Sept. 15, 2008

Ratings List
Rati ngs Affirned

U K I nsurance Ltd.
Counterparty Credit Rating Al St abl e/ - -
Fi nanci al Strength Rating A St abl ef - -

Direct Line Insurance Goup PLC
Juni or Subor di nat ed* BBB+

*@uarantor: U K | nsurance Ltd.

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

Conplete ratings information is available to subscribers of RatingsDi rect at
www. gl obal creditportal.comand at spcapitalig.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 O fice (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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