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Building our brands

Our mission: To make insurance
much easier and better value for our customers

Our strategy supports our aspiration o be the leading personal
and small business general insurer in the UK. Our cusfomers are
at the centre of everything we do, as we remain focused on
protecting an everchanging Britain.

Building
a culture
of great

service

Find out more
on page 18

7 1IN

Building our brands
by offering more

Find out more on page 22

Building our technology and
data capabilities

Find out more on page 20

www.directlinegroup.com



Group highlights

Providing stability for our
customers and shareholders

Profit before tax' Return on tangible equity? Combined operating ratio?
(£m) (%) Ongoing operations? (%)
N
&
Target
Nl At least 15%
9 <
(92}
3

16y 16y

£353.0m 14.2% QL%

Gross written premium! Total costs? Operating profit?
(Em) Ongoing operations (£m) Ongoing operations (Em)

923.7

403.5

16y Y

£3,274.1m £923./m £403.5m

Basic earnings per share' Dividend per share? Adjusted diluted earnings
([pencel (pence) per share? (pence)

21.2

16y

20.4p 24.6p 2120

Notes:
1. Results for the years ended 31 December 2015 and 31 December 2014 are based on continuing operations and exclude discontinued operations

2. See glossary on pages 189 and 190 and Alternative performance measures ("APM) in Appendix A on page 191 and Appendix B — Proforma results on page
194 presents the Group's results excluding the recent impact of the Ogden discount rate reduction

3. The Board is proposing a final dividend of 9.7 pence per share, making a total regular dividend for 2016 of 14.6 pence per share

Direct Line Group Annual Report & Accounts 2016
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We had a successtul 2016, absorbing a reduction in the discount rate
applicable to personal injury lump sum damages awards to minus 0.75%
and the Flood Re levy, while at the same time investing in the business
and making progress on implementing our strategy. Our investments in
our direct brands, competitiveness on price comparison websites and
oartnership capabilities are bearing fruit.

Financial highlights

Gross written premium for Ongoing operations’? up 3.9%
fo £3,274.1m (2015: £3,152.4m), driven by growth in

Motor and Home own-brand inforce policies (up 4.3%)

2016 resulis reflect the one-off impact of using the new
Ogden discount rate of minus 0.75%. Operating profit
from Ongoing operations of £403.5m [pre-Ogden
discount rate reduction®: £578.6m; 2015: £520.7m)
and profit before tax of £353.0m (pre-Ogden®: £570.3m;
2015: £507.5m). Return on tangible equity'? of 14.2%,
([pre-Ogden®: 20.2%; 2015: 18.5%)

Combined operating rafio’ from Ongoing operations of
Q7.7% (preOgden®: 91.8%; 2015: 94.0%), increased
as a result of the reduction in the Ogden discount rate,
partially offset by improved currentyear underwriting
performance and favourable weather claims. Adjusted
for normal weather and before the Ogden discount

rate change, the combined operating ratio was 93.5%,
towards the lower end of the target range of 93% to 95%

5.4% increase in final dividend per share to 9.7 pence per
share, (2015: 9.2 pence). Total dividends per share for
2016, including special interim dividend of 10.0 pence
per share paid in September 2016 following the approval
of the Group's partial infernal model ("PIM"), of 24.6
pence per share (2015: 50.1 pence)

The Group’s estimated Solvency Il capital coverage ratio?
post dividend is 165%, above the middle of the Group's
risk appetite range of 140% — 180% (pre-dividend: 174%)

Strategic and operational highlights

Direct Line Motor and Home new business growth at the
highest annual level since IPO, demonstrating the success of
the investment in brand, proposition and customer service

Total costs for Ongoing operations of £923.7m broadly
flat year on year before non-cash impairment charge of

£39.3m, after absorbing £24.1m Flood Re levy and

supporting growth in Motor and Home own brands

Extended Home and Private Insurance partnership with
RBS for a further three years, and implemented faster and
easier sales journeys using cloud-based technology making
connectivity and future change easier

Invested in innovation, including partnership with PSA
Peugeot Citroén for telematics extended for 4 more years,

introducer role developed with Tesla, and MOVE_UK

project brought into data collection stage

Received approval from the Prudential Regulation Authority
["PRA) to use the Group's Solvency Il PIM

Notes:

1.
2.

3.

See glossary on pages 189 and 190

See appendix A — Alternative performance measures on page 191
for reconciliation to financial statement line items

See appendix B — Proforma results on page 194 for the Group's results
excluding the recent impact of the Ogden discount rate reduction

Estimates based on the Group's Solvency Il PIM for 31 December 2016

www.directlinegroup.com 3
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Group at a glance

Protecting our customers

We have multiple brands, products and distribution channels.
Each enables our customers o choose the right cover to protect
their cars, homes, holidays, businesses and pets.

Our brands

Direct Line has maintained its brand heritage by
selling products direct fo cusfomers exclusively
by phone and internet. We target customers
with a high affinity to the brand, and focus on
providing a fast and straightforward service.

www.directline.com

Direct Line for Business 1Y .
Is an e>ften5|on of our direct line
Direct Line brand. It is our for business
direct commercial insurance —
brand for small businesses
that have straightforward
commercial insurance
requirements.

www.directlineforbusiness.co.uk

Note:

Churchill is a household

name. We market our
products by phone
and internet, including
PCWs. We target
cusfomers who have

a high affinity fo the
brand, and who need
an extra helping hand.

www.churchill.com

5.3

|

GreenFlag

Green Flag is our
roadside rescue and

recovery provider. We

sell it as a standalone
service and an
additional optional
product alongside
motor insurance.

www.greenflag.com

1. The Royal Bank of Scotland Group ple, including National Westminster Bank plc

Direct Line Group Annual Report & Accounts 2016

Privilege fargets
customers who mainly
buy through PCWs. We
focus on making sure
they experience a quick
service af the best price.

www.privilege.com

Privilege

NIG is our specialist
commercial insurance

brand. We sell our

products through brokers,

including an in-house
intermediary that
arranges RBS' and
NatWest commercial
insurance.

www.nig.com

Brand
Partners

Brand Partners is the
Croup's partnerships
arm. We specialise
in providing personal
lines insurance, and
roadside rescue and
recovery products

to some wellknown

brands.



Personal lines
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Motor

We are Britain’s leading personal motor
insurer measured by inforce policies!,
mainly represented through our highly
recognised brands Direct Line, Churchill
and Privilege, and also through our
pariners. We insure around one in

six insured cars on the road in the UK,

representing 3.9 million inforce policies.

£1,539.1m

Gross written premium

39m

In-force policies

106.3%

Combined operating ratio

149 1m

Operating profit

Commercial

Home

We are Britain’s leading personal home
insurer measured by inforce policies'.
We reach our customers by selling home
insurance products through our brands,
Direct Line, Churchill and Privilege,

and our partners — RBS, NatWest

and Prudential.

£834.4m

Gross written premium

3.4m

In-force policies

85.0%

Combined operating ratio

£166./m

Operating profit

Rescue and other
personal lines

We are one of the leading providers of
rescue and other personal lines insurance
in the UK?® with 7.9 million inforce
policies. This includes providing
roadside assistance and recovery for
customers through Green Flag, the UK’s
third-largest roadside recovery provider?.
We also offer customers protfection for
their pets and holidays and are the
second largest travel and the third
largest pet insurer respectively®.

£400.8m

Gross written premium

/Om

In-force policies

23.3%

Combined operating ratio

£459m

Operating profit

We protect commercial businesses through our brands, NIG,

Direct Line for Business and Churchill, and through our partners
RBS and NatWest. NIG sells its products exclusively through
brokers operating across the UK. Direct Line for Business
provides business, van and landlord insurance products direct

to customers. Churchill sells business, landlord and van

products direct fo customers and through price comparison

websites (“PCWs").

Notes:

8.7 %

Combined operating

ratio

£499.8m

Gross written premium

675k

In-force policies

£41.8m

Operating profit

1. Includes Direct Line, Churchill, Privilege and partner brands: RBS, Nationwide (home only), NatWest, Prudential and Sainsbury's © GIK Financial Research Survey
six months ending November 2016, 13,665 adults interviewed for motor insurance and 12,270 for home insurance

2. Mintel Vehicle Recovery — UK, September 2016

3. Minfel Pet Insurance — UK, August 2016 and Mintel Travel Insurance — UK, February 2016

www.directlinegroup.com 5



Market overview

Our changing environment

We operate in a dynamic environment, and the way we inferact

with customers is evolving. Changes inside and outside the industry,
including technology and regulation, are shaping customers’ expectations.
It is vital that we continue to serve customers and manage claims to the
highest standards.

Innovative companies offer
partnership possibilities

New technology has the power to create feature-rich insurance
apps and systems that can analyse vast amounts of data. These
developments support the possibility of more tailored insurance
products, as underwriting techniques evolve. Such innovations
are being partly driven by InsureTech and FinTech companies,
who are creating opportunities for partnerships with established
insurers. However, given the amount of private and confidential
information being generated, cyber security remains an
increasing focus for the insurance industry.

QQ 5 b n invested globally in FinTech
. companies during 2015!

Rising costs for insurers and customers

Customers’ motor premiums have been rising over the past
two years. Increasing claims costs have continued to push
premiums higher, with increases in Insurance Premium Tax
(“IPT") also contributing. Despite sustained declines in the
number of claims in recent years, average motor claim
payouts rose again in 2016, with an increase of over
2.5% as personal injury claims have escalated??.

Notes:

1. KPMG - The Pulse of Fintech [Converted fo GBP at 2015 12 month average — £1 = $1.52860]
2. Association of Brifish Insurers ["ABI") — Key facts 2015

3. ABI-Key Facts 2016

6 Direct Line Group Annual Report & Accounts 2016



Sharing economy and car automation

Changing habits offer opportunities and challenges

The new sharing economy is changing the way we live. Insurance products
must change to reflect this. For example, we will need more innovative products
than traditional buildings and contents insurance, as communal living and
shortterm rentals grow in popularity. Change will also affect motor insurance,
where increasingly autonomous cars may lead to significant reductions in severe
crashes and injuries and change the profile of claims. In the long term, the
industry will need to consider how best to provide cover as risk shifts from the
driver fo the vehicle.

Hodai 216ajpyg

" d
1.8 million ey

Brand investment pays off for insurers

Insurance brands that are well known and valued by customers? are
consistently amongst the most successful in the industry®. Brand strength ! ' !
and visibility is an important factor in consumers’ insurance acquisition - | L
process. Therefore, to generate new business, insurers must invest in their / | N /
brands to stay at the front of the public’s minds. Providing quality customer : > ~4
service and offering something above and beyond the average insurer 2

reaps its benefits, with the market cost of acquiring new customers up to
five times the cost of refention?.

O of consumers would use one insurer for all
0 of their insurance needs if quality customer

service and low prices were available®

Fa .

Regulation and legislation

The average bodily injury
claim cost following an
accident is®

£10255

Notes: 4. Digital Market Magazine — How can the insurance indusiry refain
1. Statista — Number of connected cars in the United Kingdom (UK) existing cusfomers?
from 2014 0 2020 5. Consumer Intelligence — Digifal Insurance World 2016
2. Hall & Partners 6. ABI - Key facts 2016
3. Deloitte Household and Motor Insurance Seminars 2016 7. Willis Towers Watson

www.directlinegroup.com  /



Business model

Creating value
for our customers

Our multi-brand, multi-product and multi-distribution channel business offers
different propositions fo distinct customers. We believe this approach
should enable us to generate value for customers and sustainable returns
for our shareholders.

AN
Read more about our brands on page 4
AN
Read more about our key performance indicators on page 24

A .
Read more about our risk management on page 26

L Rmme [
©

—
©

Managing

Servicing finances
Our people Costs N
Investment and -—
other income
Reinvest in the business ¢ Profit 4 Capital

Dividends > Our shareholders

Managing risk

8 Direct Line Group Annual Report & Accounts 2016
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Making insurance much easier and better value for our customers

Customers are at the centre of our business model. So our
mission is clear: we want to make insurance much easier and
better value for them. We aspire to give them products that
best suit their needs and exceptional service throughout their
relationship with us. VWe also strive fo adapt fo their changing
needs. From the moment customers choose our products, to the
time they claim or need fo resolve an event we treat every step
of the customer journey as an opportunity fo provide excellent
service and outcomes.

Our focused processes

Everyone, from our frontline staff to employees in support

and central functions, helps ensure we meet cusiomers’ needs.
Without our people, we could not generate value for customers
and sustainable refurns for our shareholders.

Our shareholders are a big part of our business model.

They invest in the business wanting fo achieve a good level of
refurn. So we aim to give our shareholders value by generating
sustainable business profits. We reinvest part of this profit in the
business, or add fo capital and, where appropriate, distribute
the rest to shareholders as dividends.

We aim to make it easy for our customers fo access

our products, and fo give them what they are looking for.
We want fo make sure they have appropriate cover fo
protect against the unexpected.

Customers can buy products online — including through
PCWs — by phone, and indirectly through our partners.

In our Commercial business, they can also buy our products
through brokers.

Each brand provides products for one or more insurance
segments: mofor, home, rescue, pet, fravel and commercial.
By tailoring the mix of distribution channels for each product,
we seek fo offer customers a blend of brands, products and
services that best suit their needs.

Our disciplined approach

Our business has been in operation for over 30 years, giving
us a deep insight info the risks we underwrite. This insight
enables us fo make our pricing more reflective of the risks we
underwrite. It also allows us fo invest substantially in data and
increase efficiencies. Again, this means we are better able 1o
sef accurate prices for the risks we underwrite.

Customers experience the value of their cover when they come
fo claim. So we aim fo seftle claims as quickly and easily as
possible by engaging closely with our customers. This helps us
demonstrate why our products and services are valuable, and
fo manage our claims costs.

We seek to make sure our business is well governed and
controlled. We manage our finances carefully and balance
this with targeting a suitable and susfainable return for

our shareholders.

We hold assets that exceed our expected liabilities as capital
fo allow us to absorb any unexpected losses that might occur.
We maintain a buffer that significantly exceeds our regulatory
capital requirements.

We prefer to adopt a conservative approach fo claims
reserving in order to hold sufficient funds to pay customer
claims. This may result in subsequent releases from these
reserves, which contribute to our annual profit.

We ensure our products meet regulatory standards and that
customers understand what they are buying from us. We also
aim fo price our policies accurately and invest our assefs
appropriately to minimise potential losses.

We fransfer insurance risk through reinsurance in our normal
business activities. External experts review our insurance claims
reserves regularly. We mitigate risks by implementing our
Group policies and minimum standards. These are reviewed
regularly fo ensure we are in line with the risk appetite that the
Board sefs.

www.directlinegroup.com 9



Chairman’s statement

Focused on creating

long-term value

Dear shareholders,

Mike Biggs

In 2016, the Group delivered profit before tax of £353.0
million (2015: £507.5 million). Before the reduction in the
Ogden discount rate to minus 0.75%, profit before tax was
£570.3 million. We achieved this resilient result through our
continued focus on the value, service and brand propositions
offered to our customers, on operating efficiency and on
underwriting discipline in competitive markefs.

Strategy

The Group's mission is fo make insurance much easier and
better value for our customers. The Board's role is to support
and challenge the Group's management to develop and
execute a sfrategy which is aligned with this mission, and
positions the business to take advantage of changes in
fechnology affecting vehicles, homes and how our customers
communicate with us, as well as delivering operating
efficiencies and fargetfing sustainable income streams.

The effective execution of our sfrategy requires a substantial
and continuing change agenda fo improve our core sysfems,
digital offering and the agility of the organisation.

Dividends

We aim fo increase the dividend annually in real terms, under
our progressive dividend policy (see page 110]. This aim
reflects the potential of the Company’s cashflow generation
and longferm eamings. We are recommending a final regular
dividend of 9.7 pence per share. If approved, the fotal regular

10 Direct Line Group Annual Report & Accounts 2016
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Returns to our shareholders
remain a key focus in this
challenging market
environment. Cumulative
dividends represent
approximately /2% of
the share price at the initial

public offering.

22

Chairman

dividend of 14.6 pence per share will represent 5.8% growth
on 2015’ regular dividend {13.8 pence per share], which is
consistent with this policy.

In addition, we paid a special inferim dividend of 10.0 pence
per share in September 2016. The Board's ability fo return

a dividend fo shareholders is against the backdrop of o
challenging economic environment following the UK's EU
membership referendum and the recent reduction in the
Ogden discount rate. Whilst the day-o-day operations remain
unaffected, the Group continues to monitor the consequences
of the devaluation of Sterling, inflation, uncertain financial
markefs and the Ogden discount rafe reduction.

Linking remuneration to performance

We remain committed fo ensuring that executive pay is
aligned with the Company’s strategy of delivering longferm
shareholder value.

The Group achieved a refurn on tangible equity ("RoTE")

of 14.2% for 2016. However, a decrease of 9.4%

(2015: an increase of 39.9%) in the share price over the

year to 369.4 pence (2015: 407.5 pence) at 31 December
2016, together with dividend payments, provided a tofal
shareholder retum ("TSR") of minus 1% for the year (2015:
46.9%), which is reflected in the longterm incentive plan
["LTIP") outcome for 2016. This follows three consecutive years
of outperformance versus the benchmark (FTSE 350 excluding



Governance highlights

Leadership

Your Board seeks to ensure that decisions are of the highest
standard. It challenges sfrategic proposals, performance
delivery and management responsibilities. See page 53.

Effectiveness

The effectiveness of your Board's and its Commitfees’
performance is considered annually in an effectiveness
review. See page 59.

Accountability

Your Board provides shareholders with an assessment
of the Group's position and prospects. We monitor and
review the effectiveness of the Group's risk management
and infernal control systems. See pages 26 and 61.

Remuneration

Your Remuneration Commitiee ensures a close correlation
between creating value for shareholders, and remunerating
Executive Directors and senior executives appropriafely.
See pages 63 and 82.

Relationships with shareholders

Your Board maintains strong relationships and regular
interaction with our shareholders. Their continued support
for our strategic aims is important. See page 63.

investment frusts) meaning that shareholders, since the initial
public offering in 2012 ("IPO”), have received a TSR of 188%
compared fo the FTSE350 [excluding investment frusts) of 48%.
Since the IPO, the Group has delivered good results each
year, enabling the Board to declare cumulative dividends,
including special inferim dividends, equivalent to
approximately 72% of the IPO share price.

The Remuneration Committee has consulted our major
shareholders and other stakeholders, on our proposed
Directors’ remuneration policy on which shareholders will
be given the opportunity to vote at the forthcoming AGM.
More information on awards and our proposed Directors’
remuneration policy is provided in the letter from the Chair
of the Remuneration Committee on page 82.

Solvency I

In June 2016, the Group received approval from the PRA

for the use of a Group PIM to calculate its solvency capital
requirements ["SCR"). At 31 December 2016, the Group
held a capital surplus of approximately £0.92 billion above
its SCR. This was equivalent to a Solvency Il capital coverage
ratio of 165%, postdividend and taking into account the
impact of the new Ogden discount rate. The Board considers
the appropriate Group risk appetite range to be 140% to
180% of its SCR, which should enable the Group o meet

its operational, regulatory and rafing agency requirements.

IT Infrastructure

The Group has been making positive changes fo its IT
infrastructure, including working towards the implementation
and infegration of major IT systems which is inherently complex
and challenging. The Board's ongoing areas of focus include
developing future capability, and confinuing fo monitor risks
associated with IT systems” stability, cyber security, and the
infernal control environment.

Regulation, conduct and culture

We mainfain active relationships with our regulators through
constructive two way dialogue. Your Board promotes the
Group’s culture and oversees the Group’s conduct policy,
which aims to ensure that we achieve good cusfomer outcomes
and that our employees behave with infegrity. We also have
a Code of Business Conduct which sefs out standards that
our employees are required to observe. We recognise that
opportunities always exist to improve the services offered to
our cusfomers; and your Board has encouraged a range of
cusfomer experience inifiatives which are designed to deliver
increased levels of customer satisfaction.

Board and Committee membership changes

Succession planning remains a key area of focus for the
Board. In January 2016, Dr Richard Ward was appointed as
our Senior Independent Directfor. Following Priscilla Vacassin's
retirement from the Board in March 2016, a number of
changes were made to the chairmanship and membership

of the Board's Committees.

On 1 February 2017, | was delighted to welcome

Danuta Gray as a Non-Executive Director and Mike Holliday-
Williams as an Executive Director to the Board. Danuta brings
executive and non-executive experience from her previous
roles in a number of secfors, including financial services.
Mike's appointment reflects the importance of the Personal
Lines business fo the Group. Your Board will benefit from
closer inferaction with the Personal Lines business and from

the expertise that Mike will bring to the Board. My infroduction
to the Corporate Governance report and the Nomination
Committee report provide further information on these changes.

I would like to thank the entire Board for their significant
contribution, commitment and service; and look forward to
working with them in 2017 as the Group continues to build
on its strafegic priorities.

Employees

| would also like to thank our employees for their hard work,
initiative and commitment to our mission. Their positive energy
and dedication in supporting our customers helped our
business progress in 2016, and has put us in a sfrong position
for the future.

Mh\%

Michael N Biggs

Chairman

www.directlinegroup.com
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Chief Executive Officer’s review

Building on our success

What is your view on the Group's financial
performance?

It was a strong year, maintaining our record of strong financial
performance and underwriting discipline since our IPO, but
also with an added ingredient: growth. This is parficularly
gratifying because it shows that customers really like the new
propositions, the great value and the excellent service that our
brands are delivering, especially Direct Line.

The Group has hit nearly all its targets since
its IPO four years ago. To what do you attribute
this success?

We found the whole IPO process actually helped us get
really clear on our strategy and plans, and motivated the
whole team to deliver against them. In particular, the fact that
we have now given all of our colleagues three grants of free
shares helps everyone to care about the Company enough
fo change it. We listen to colleagues’ ideas, for example,
through the employee representative bodies and through

our Ideaslab scheme, and continue to invest in their training
and development. Al this has helped us to do hard things
like reducing our costs yet at the same time increase the
engagement of our colleagues and improve our service

to customers.

What do you believe will be the risks,
opportunities and challenges in 20172

As 2016 has shown, no one can predict the future. Everything
from the unpredictability of the weather, combatting new types
of fraud such as cyber attacks, the uncertainties of Brexit and
the change to the Ogden discount rate means we all have to
remain vigilant.

12 Direct Line Group Annual Report & Accounts 2016

Paul Geddes
Chief Executive Officer

@G

The fact that our own brands
have grown shows that
customers like the many
changes we have made

in recent years. In particular,

the success of Direct Line
has encouraged us to keep
innovating for our customers.

2

However, as 2016 revealed, we can do well in uncertain
times. We hold our head, know what we're trying to achieve,
and have experienced teams that are well prepared fo tackle
whatever the world throws at us. We also have to keep pace
with what cusfomers expect from technology. We expect
profound revolution with connected cars and homes; the risks
we cover; new sources of dafa; and new propositions for
customers. That's excifing.

In terms of regulation, we've actively lobbied Government
to make whiplash claims more efficient for customers and
ourselves. If we reduce costs, we can be in a position to
pass on savings fo customers, so we hope the Government
consultation will produce effective reform for the industry.

How do you feel the Group is progressing
towards its goal to make insurance much
easier and better value for our customers2

The fact our brands are growing is evidence that we're
doing the right thing. In a market that people believed was
commoditised and only about cheap prices, growing the
Direct line brand is the ultimate accolade. It shows customers
still value great products and service too.

Our TV advertising helps show where we believe our
propositions differentiate us from our competitors. Our people
have also received training on how to better understand and
empathise with customers to help meet their needs appropriafely.

Alongside this, we have improved both the sales and claims
processes for our customers. Improving the digital journey
through mobile devices, allowing customers to use their
smarfphones on more aspects of their claims and enabling
customers to amend their policies with no additional fees are
just a few ways we're making Direct line much easier and
better value for our customers.



This year saw many success stories. What were
the highlights for you?

Apart from the great success of Direct Line, we made good
progress on our other brands too. Churchill equals Direct Line
for customer recognition, and it has been great fo see how the
brand is so central fo the Brifish sense of identity. Launching a
"Bring Back Lollipoppers” campaign for schools also linked the
brand to improving road safety in a fangible way.

We have big ambitions for our Green Flag business, and we
think technology will continue changing what it means to be
good at rescue. So, we have infroduced an exciting service
called “Green Flag Alert Me", which fells drivers what's going
on in their cars via an app. And alongside this, the Green Flag
app enables people to easily let us know they have broken
down, where they are, and track the Green Flag unit coming
to help them.

Direct Line for Business has also seen strong growth, with policy
numbers rising by 6.4% over the year. We have ambitions of
ensuring the Company can do more for businesses in the future.

What is the Group's opinion on driverless cars?

We have an open-minded, optimistic affitude to new car
technology. However, there are two dangerous attitudes that |
sometimes hear in our industry. The first is that new technology
will remove the need for insurance because cars won't have
accidents at all, or that drivers will not be held responsible for
any accidents. | think that, for now, this remains in the realms
of science fiction. I's not the way legislation is shaped, it's not
the current reality, and it won't be for many years ahead.

However, a second and more dangerous view | hear is

that nothing will change. VWe believe fechnology will make
cars much safer and improve driver experiences. Usage,
ownership, prices, and how people choose to buy cars and
insurance will evolve. So, while | feel the market will remain
large, what it means to be an insurer can be expected to
change profoundly.

| believe we are thought leaders regarding what car
technology will mean. We talk to many groups, including
car manufacturers and technology companies. There are
also many strands to our work, such as developing the legal
framework for autonomous driving, through to becoming the
market leader for insuring safer cars. We are already giving
cusfomers discounts, for example, if their cars have features
such as autonomous emergency braking.

Reducing accidents can only be a good thing. | lost my best
friend in an accident so I'm absolutely behind it. Technology
might change how our business is configured. The market may
get smaller, so we'll need to win more of it. If we have the right
affitude; consider all the opportunities; and remain experts at
using data, helping our customers, and finding new partners,

| believe we can grow our market share.

What are your thoughts about 2016's
employee engagement survey “Dialogue”?

I'm delighted that our efforts on engaging and motivating our
colleagues continue to pay off. There is a risk that engagement
can suffer in organisations like ours that are undergoing rapid
change, seeking to improve their efficiency and lower costs.

We have seen quite the opposite, and the fact that 88% of
our people complete the Dialogue survey means it represents
all the various views across our business.
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The Dialogue approach enables over 900 teams to discuss
how they feel about the business, what's working well and
tackle what's not quite right. ‘Say it like it is" is a core value

of ours; whether it's through dialogue or through talking to our
employee representative body and other representative groups.

This year's survey showed that we now also have a record
number of colleagues we can identify as “champions” —
people who are both fully engaged and committed to the
Group. They want fo confribute to our success, something
which I'm able to see and feel when | visit our sites and falk
to individual teams. | believe it is our engaged colleagues
themselves who can drive the changes and efficiency
improvements in our business.

What do you feel unites and defines the

Group's people?

We are unique in that we are small enough as a business

that every person can make a difference, but also big enough
that we can invest in our people and support their growth

and progress. This investment is crucial and we have been
developing our frontline teams, managers and professional
technical teams to ensure that we have the best people, trained
to the highest standards that can ‘Do the right thing’ for our
customers, investors and other external stakeholders.

Supporting this are infernal initiatives such as our diversity
network alliance, external schemes such as the 2016 Women
in Finance charter, and several other associations that | am
proud we have joined. These are all helping us to chip away
at the ‘'male, pale, stale” image of insurance.

Every day, | see evidence of people bringing all of themselves
to work — | think this is because we are diverse, and value

the individuality and the unique strengths of each person.

This is backed up by our Dialogue results, where 90% of our
colleagues say that they feel they can be themselves at work.

This is important as it ensures we have the most falented

teams and truly represent the ever changing Britain we look

fo profect. | believe this further helps our people genuinely

care about their actions, whether that's in the way they treat
our customers, or how they help other parts of the Company to
be efficient and effective. Although there is even more we can
do in this area, diversity is something that unites and defines
us. Not only in the conventional sense, but also through striving
to have a powerful combination of people, with a rich diversity
of experience and thinking.

My thanks go 1o our people for their hard work and support
throughout the year. | am excited by their passion and by how
they work tirelessly to make insurance much easier and better
value for our customers.

Paul Geddes
Chief Executive Officer
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Our strategy

Focusing strategy to deliver now
and build for the future

Our mission is to make insurance much easier and better value for our
customers. Our strategy to achieve this is based on three strategic pillars:
great retailer, smart & efficient manufacturer and lead & disrupt the market.

We continue to invest in our key enablers to help grow and strengthen
these pillars, which we believe will help us with our ambitions of growing
sustainably and delivering af least a 15% RoTE.

Our mission

Make insurance much easier
and better value for our customers

Our strategic pillars

Great Smart & efficient ll Lead & disrupt
retailer manufacturer the market

Long-term ambition:
Sustainable growth

and at least 15% RoTE

Our key enablers Data & technology
Culture & capability
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Compelling brands, propositions and
customer experience fo meet diverse
and longterm customer needs

We aim to make it easy for our customers to access our
products and services af every stage of their journey. This
includes increasing online servicing for customer policies
and claims, and evolving telephone sales and servicing by
investing in next-generation customer systems. We focus on
fraining our confact centre employees fo understand and
respond better to our customer needs.

The differentiation of our brands remained a key focus in
2016. For Direct Line we have built strong foundations since
our 'reboot’ of the brand just over two years ago, infroducing
a succession of effectively marketed product enhancements.
This year we added a three-hour emergency plumbing service
for our Home Plus customers. Qur strong marketing and
branding is key fo clearly arficulating these enhancements to
our cusfomers so they want fo come directly fo us. The success
of our markefing to drive Direct Line growth was recognised
when we won the Gold Institute of Practitioners in Advertising
award for marketing effectiveness.

The strength of our Direct line brand is not limited to the
personal lines sector, with more small businesses looking
for reliable and easy to use direct insurance, Direct Line for
Business continued to grow strongly in the year, highlighting
the value of this brand asset.

Our effectiveness on PCWs via the Churchill and Privilege
brands has also increased, particularly in Home as we
improved the cusfomer journey. This contributed fo strong
new sales growth through this channel.

Our Churchill brand was strengthened with the launch of our
"lollipoppers’ campaign and we have recruited new Lollipop
men and women nationwide. We also relaunched our
Churchill Motor free rescue campaign, differentiating this brand
and leveraging our Rescue capabilities at the same time.

Our Green Flag brand continued to perform well. Green Flag's
app was enhanced with Green Flag ‘Alert Me' and 'Rescue
Me', providing the capability for rescue customers to monitor
the health of their car and to improve their rescue experience.

Continue to build the Direct line brand presence, offering a
differentiated and valued service and proposition not available
on PCWs. Further leverage our ‘Direct’ capabilities with our

small to medium-sized enterprise ["SME") commercial customers

and maintain our competitiveness on PCWs.

Smart & efficient
manufacturer
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Efficiency and flexibility to deliver
better claims and customer service
at lower cost

We aim to improve efficiency and effectiveness across the
organisation everyday. While we re-established our fraditional
partnership capabilities, we intend to establish ourselves as
the UK insurance pariner of choice for less traditional partners.

How we performed in 2016

Our underlying costs (excluding higher non-cash impairments
fo intangible assets than in recent years) were stable compared
to 2015, having absorbed the £24m Flood Re levy and

still supporting 4.3% inforce policy growth in our Motor and
Home own brands. Excluding the impairment, H2 2016 costs
were lower than H2 2015, primarily due to lower claims
handling expenses.

In our Parinerships, we extended our Home and Private
Insurance arrangement with RBS for a further three years and
our Travel insurance confract with Nationwide Building Society

until the end of 2018.

We agreed an extension of our Home and Motor insurance
partnership with Prudential for a further two years. As part of
this, we will renew policies under the Prudential brand unfil
2019. We've also launched our first Affinity Partnership
scheme to offer access to Churchill-branded Home and Motor
policies to Prudential Group customers who do not currently
have such insurance with us. This parinership demonstrates our
ability to deliver tailored propositions fo meet the needs of our
pariners and their cusfomers.

The Group increased the number of accident repair centres
it owns to 18 in 2016 strengthening its ability to control
indemnity spend and improve cusfomer experience.

Our objectives for 2017

While we made good progress in esfablishing new pariners in
2016, we continue to be on the lookout for more opportunities
where our flexibility and expertise can benefit all stakeholders.

We mainfain a firm focus on improving the efficiency of the
business through cost efficiency programmes, while investing
in systems and capabilities to increase customer selfservice.

We are investing to further strengthen our application and
claims fraud capabilifies.
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Our strategy continued

Lead & disrupt
the market

Maximise existing growth
opportunities while creating and
driving future areas of value

We aim fo remain a leading competitor in our chosen markets
by providing quality propositions and value for money. Where
there are opportunities, we will look to launch new and
exciting products and services. These will aim fo put us af the
forefront of disruptive market changes.

How we performed in 2016

We continued to build on our strong market position by
identifying and investing in market developments we believe
can contribute to future growth.

We have extended our parinership with PSA Finance UK (part
of Peugeot Citroén| for a further four years. The partnership
has found success by packaging insurance with car finance to
create innovative mobility solutions for consumers, particularly
young or inexperienced drivers through the use of telematics
in the Peugeot Just Add Fuel and Citroen SimplyDrive offers.
Extending the parnership allows us fo creafe propositions
based on the technology being fitted to the car.

We are working with Tesla to understand the role advanced
technology and driving aids can play in enhancing road safety
and therefore insurance. In 2017, Tesla became an introducer
appointed representative to be able fo refer customers to

Direct Line to insure their Tesla.

In 2016, we formed a partnership called MOVE_UK

with the UK government, technology providers and car
manufacturers to accelerate the development, market readiness
and deployment of Automated Driving Systems ("ADS").

With ADS systems observing and recording in the background
while MOVE_UK vehicles are driven normally, this is a unique
opportunity fo learmn how ADS technology would respond in
real life situations.

In Commercial, we continued fo be recognised for our leading
capabilities in eTrade and direct Commercial insurance, both
of which are expected fo continue o grow.

Our objectives for 2017

New car fechnology centred on improving safety is emerging
at a fast pace and the Group aims to take a lead by
becoming the insurer of choice for the owners of the cars
equipped with such technology. We continue to look for new
partners and ways to help our customers benefit from these
new technologies.

In Commercial, we are looking to further leverage our strong
Direct Line brand and direct marketing capabilifies to disrupt
the small commercial customer segment.
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Data &
technology

Harness the power of technology
and the scale of our datfa

We aim to hamess the power of technology fo make things
easier for our customers and our people. By implementing
infegrated systems that are flexible and efficient, over time we
aim to reduce costs while improving customer interactions such
as selfservice. We also enjoy a wealth of data from being @
major insurer for a number of years, which we can use fo
make our business better for our customers.

How we performed in 2016

The ongoing areas of focus include developing future
capability, and managing risks associated with [T systems’
stability and cyber security. Technology remains at the heart
of our operations and the focus is on upgrading our IT systems
and capabilities, aimed at improving the digital offering,
cusfomer experience and operational efficiency. While
progress has been made in each of these three areas,
implementation and infegration of a range of new IT systems
is inherently complex and challenging. We remained focused
on odopﬁng the right copobi|iﬁes and will take the time
necessary fo do so.

We have made progress improving the performance of the
core infrastructure during the year, supporting our people in
performing their roles more effectively.

Our objectives for 2017

We will continue fo look to improve the performance and cost
effectiveness of our existing IT systems and work on developing
and building new [T sysfems.



Culture &
capability

Build on our people’s potential

We are continuing fo invest in our employees” skills. This will
help us to improve effectiveness and cusfomer experiences.
We aim to create excellent Group-wide employee engagement
by focusing on leadership and people management at all
levels. This has helped improve our employee engagement
metrics year on year.

How we performed in 2016

During the year we continued fo invest in employees’

skills to improve effectiveness and customer experience.
We are committed to broadening the diversity of our talent
pool and this year signed up to the Women in Finance
Charter, seeking to increase the number of women in senior
roles in the organisation.

In addition, we launched a new graduate scheme and
apprentice recruitment drive to build a stronger organic
falent pool.

We also launched a major new training programme for our
people, designed to help flex their approaches to improve
engagement with customers. Not only has this strengthened
our front office staff skills, as they handle customers in offen
difficult situations, but it has also strengthened the way our
people interact with one another.

This has in turn helped the engagement rate fo continue
fo improve through the year from an already improved level

in 2015.
Our objectives for 2017

We have a range of new inifiatives to build on our

people strategy focused on developing a high performance
culture based on diversity, continuous fraining and a focus
on the cusfomer.
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Our foundation of capital and
risk management

Our risk and capital management policy seeks to maintain an
appropriate level of capital and solvency for the risk appetite
agreed by the Board to support our business, while aiming
fo grow dividends annually in real terms.

During 2016, we received approval from the PRA fo use

the Group's PIM, successfully concluding a multiyear project.
We have embedded this model af the centre of the risk
management framework and now use it fo report our Solvency
Il capital coverage.

We have used the PIM to establish a clear capital target range
which provides additional security over the regulatory SCR.

We were well prepared for the UK's referendum on leaving
the European Union ("EU") and have actively managed the
impacts from the subsequent volatile financial markets. We are
a UK-based business underwriting risk within the UK, and the
day-o-day operations remain largely unaffected. We continue
fo monitor the consequences of the devaluation of Sterling and
uncertain financial markes.

We aim to further embed the use of our internal model within
the business and operational decision making. We recognise
the strategic value and competitive advantage strong risk
management can provide and continue to work to drive
ownership of risk management across the Group.
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Building
a culture of
great service

In order to constantly improve
our customer experience we
are investing in training and
development for our people.

4,000+

colleagues trained
in “Connect” since

its launch in 2015
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Providing the tools
for success

The Connect programme

was designed to challenge the
mindset of our organisation
and help our people with the
skills they need to have redl
conversations with customers.
The aim was fo connect them
to the vital role they play in
supporting people through
what can be difficult times.



Committed support

Because our people are our
biggest asset and have the
biggest impact on our

customers, we wanted this
cultural change to touch every
customer facing area of our
business. This includes contact
centres, accident repair centres,
offshore partners and suppliers.
This contributes fo our aim of
creating an effortless journey
for our customers.

www.directlinegroup.com
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Testing tomorrow’s cars

The three-year project is one
of the first of its kind in the
UK and aims to develop a
new method for validating
ADS and a data resource
that will help us analyse
and prepare for the impact
of ADS on three-year
vehicle insurance.




Buildin

our tecgnology

and data

capabilities

Embracing new technology
With ADS observing and

recording in the background
while MOVE_UK vehicles are
driven normally, it's a unique
opportunity to learn how ADS
technology would respond in
real life situations.

250+

data points monitored
in each car
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Building

our brands
by offering

more

We take pride in investing
in our brand propositions

to give customers

increased certainty around
the service they can expect

from their insurance.

Direct Line committing to providing
a plumber within

3 hours

day or night was an industry first
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Support around the clock

We identified escape of water as a costly
problem for both homeowners and insurers
and one that requires a quick remedy —

a burst pipe can result in 30 gallons of
water escaping in as litle as two minutes.

To tackle this, in 2016 we introduced our
commitment to providing an emergency

plumber within three hours of reporting an
uncontrollable leak for all Direct Line Home
Insurance Plus policyholders and those who
add ‘Home Emergency’ to their standard
Direct Line Home policy.




Available when our customers
need us

The commitment o a p|umber
arriving in such a short time frame
is a first for the insurance industry.

For water leaks that can be
contained by turning off the water
supply, Direct Line will still ensure
an emergency plumber is sent to
the property at a time convenient
for the householder.
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Our key performance indicators

Defining and measuring

our performance

These key performance indicators assess our performance
against our strategy.

AN
Read more about our rewards for performance on page 82. For definitions, see the glossary on pages 189 and 190

Return on tangible equity’
(%]

Target
At least 15%
&
N
16y
14.2%
. @)

Definition

Dividend per share?
(pence)

10.0

14.6

Basic earnings per share
(pence)

20.4

16y

Combined operating ratio

(%)

97.7

16y

24.6p

20.4p

P/ %

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

Aim

The amount of cash paid to
shareholders from the Group’s profit.

This is calculated by dividing the
earnings aftributable to shareholders
by the weighted average number
of Ordinary Shares in issue.

A measure of financial year

underwriting profitability. It is the sum
of the net claims, commissions and
expenses divided by net earned
premium. This excludes instalment and
other operating income, and investment
return. A combined operating rafio
("COR" of less than 100% indicates

profitable underwriting.

We aim to achieve at least a
15% RoTE.

Performance

We have a progressive dividend
policy and aim fo increase the
dividend in real ferms each year.
Additionally, we look to return
surplus capital o shareholders
when appropriafe.

We have not sef a target. However,
growing earnings per share is
considered an indicator of a healthy
business.

We aim fo make an underwriting
profit. For 2017, we expect to achieve
a COR in the range of 93% to 95%
for Ongoing operations, assuming

a normal level of claims from major
weather events and no further change
fo the Ogden discount rate.

See Finance review page 42

See Finance review page 42

Link to Directors’ remuneration

See Finance review page 42

See Finance review page 39

We base the long-Term Incentive Plan
["LTIP") awards parily on RoTE over
a threeyear performance period.

Notes:

We base LTIP awards partly on
relative TSR performance, which
includes dividends. Directors also
receive dividends on their beneficial
shareholdings and accrue these on
unvested LTIP awards.

1. See glossary on pages 189 and 190 and APM in appendix A on page 191

2. See note 3 on page 2
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This is a brood measure of eamings
and reflects the results of the Group
affer tax. We base part of the Annual
Incentive Plan {"AIP”) awards on profit
before tax and earnings per share is
closely linked to this.

We base part of the AIP awards on
profit before tax. COR is closely linked
fo this.



Total costs
(Em)

Capital coverage'

Total Group (%]

Net Promoter Score?
Direct Line brand (points)

£923./m 1650% 12Q] points

Definition
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Complaints
Principal underwriter® (%)

0.26

16y

0.26%

The cost of doing business, including
paying our people, markefing
expenses, and spending on
infrastructure and IT. This includes the
cosfs we incur handling claims, but
excludes any commissions we pay o
brokers or pariners, and restructuring
and other one-off costs.

Aim

A measure fo show the level of
capital held compared to the level
that is required, accounting for the
risks we face.

Net Promoter Score ("NPS") is an index
that measures the willingness of
customers fo recommend products or
services o others. It is used to gauge
customers’ overall experience with a
product or service, and the cusfomer’s
loyalty to a brand.

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

We aim fo reduce our expense

ratio during 2017, absorbing

our investment in future capability.
We also aim fo deliver a lower
commission rafio in 2017,
normalised for major weather events.

Performance

We target capital coverage fo the
Board's risk appetite range of 140%
fo 180% of our SCR. We also aim fo
maintain a rafing in the ‘A’ range from
our credit rafing agencies.

We aim to improve this to achieve
strong levels of customer loyalty and
retenfion rafes.

This measure indicates the level
of cusfomer service we provide.
We aim fo improve this over time.

See Finance review page 40

See Finance review pages 45 and 46

Link to Directors’ remuneration

Customer claims experience
programmes and improved
propositions have contributed o an
increase in our overall brand score.

While the proportion of comp\oinrs
received improved on 2015, we
recognise we have more fo do fo
reduce these.

Costs are considered and form
part of the gateway measures for

the AIP awards.

Notes:

Risk management within risk appetite,
which includes an assessment of
capital sfrength, and acs as a
gateway for the AIP awards and
underpin for LTIP awards.

The AIP awards include a weighting
to a balance of customer metrics,
including NPS.

The AIP awards include a weighting
to a balance of customer metrics,
including complaints.

1. Estimates based on the Group's Solvency |l partial infernal model for 31 December 2016 and 30 June 2016. Solvency Il capital coverage based on standard

formula for 31 December 2015

2. On an aggregated 12-months rolling basis, with 2013 rebased to 100

3. For the Group's principal underwriter, U K Insurance Limited; it excludes discontinued operations
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Risk management

Managing our risks

Our business is risk. So to ensure our strategy’s success, we must manage

risk effectively and efficiently.

Managing risk in line with our strategy

Management, and ultimately the Board, are responsible

for developing our strategy. Our strategic planning process
aims to ensure we have developed clear objectives and
targets, and identified the actions needed to deliver them,
including the management of risks. These clear objectives are
consistent with our overall long-term ambition of sustainable
growth and af least a 15% RoTE delivered within our risk
appetite. To find out more about our strategy, see page 14.

Our risk governance structure

The Board sets and monitors adherence fo the risk strategy,
risk appetite, and risk framework. It has established a risk
management model that separates responsibilities info
"Three Lines of Defence’.

Our First Line of Defence is responsible for owning and
managing risks to achieve our business objectives on a
day+o-day basis. The Second Line of Defence is responsible
for providing proportionate oversight, and challenging risks,
events and management actions. Group Audit is the Third Line

Our risk objectives and appetite

of Defence, providing an independent and objective
view of the adequacy and effectiveness of the Group's risk
management, governance and internal control framework.

The Group's governance sfructure is sef out in more defail
in the corporate governance secfion.

Risk appetite

Our risk appetite statements define the opportunities and
associated risks we are prepared to accept to achieve our
business objectives. The Group has recalibrated ifs risk
appetite range relating to the Solvency Il infernal model —
see the table below. To monitor whether the business remains
within risk appetite, we use key risk indicators ("KRIs").

We derive the KRIs from the risk appetite statements which
are used fo drive and monitor risk-aware decision-making.

These KRIs are qualitative and quantitative, and forward and
backward looking. We review our risk appetite statements and
KRIs annually, using outputs from the Infernal Economic Capifal

Model ("IECM).

Risk objective Risk appetite statement

Overarching risk objective

The Group recognises that its longterm sustainability depends on having sufficient economic

capital fo meet ifs liabilities as they fall due, thus protecting its reputation and the infegrity
of ifs relationship with policyholders and other stakeholders.

As part of this, the Group's appetite is for general insurance risk, focusing on personal lines
refail and SME insurance in the UK. The Group has appetite for non-insurance risks, as
appropriate, to enable and assist it fo undertake ifs primary activity of insurance.

1. Maintain capital adequacy

The Group seeks to hold own funds in the range of 140% to 180% of the internal model

SCR. The Group also seeks to maintain sufficient economic capital consistent with its
strategic aim of achieving a standalone credit rating in the ‘A’ range.

2. Stable and efficient access
to funding and liquidity

The Group aims to meet planned and unexpected cash outflow requirements, including those
requirements that arise following a one-in-200 years insurance, market or credit risk event.

3. Maintain stakeholder
confidence

The Group has no appetite for material risks resulting in reputational damage, regulatory or
legal censure, fines or prosecutions, and other types of non-budgeted operational risk losses

associated with Group conduct and activities. The Group will maintain a robust and
proportionate internal control environment.
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Our Enterprise Risk Management Strategy

and Framework Group strategy

This section sets out, at a high level, our approach fo setting
risk strategy and the Enterprise Risk Management Framework
["ERMF") for managing risks. It documents the high-level Risk appetite
principles and practices to achieve appropriate risk
management standards and demonstrates the inferrelationships
between components of the ERMF — see diagram.
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Policy framework

Reporting &
The ERMF gnobles us To run the business with the necessary Princip0| Fiske monitoring
understanding of our risks and controls, as well as having
appropriate oversight fo manage risks proactively. The ERMF

is aligned to the Three Lines of Defence model, and intends to
provide a coherent, robust, fitforpurpose, endto-end approach
for managing all material risks. Our policy framework is @
central part of the ERMF, and includes policies and minimum
standards. These inform the business about how it needs to
conduct activities fo remain within ifs risk appetite. Iden’rify

Risk management

Risk

The Board approves our strategy, risk appetite and policies,

and the Board Risk Committee ("BRC") approves the ERMF.

profile

Assess

Our risk culture

Our risk culture underpins our business and decision-making, Manage
and helps us embed a robust approach to managing risk.
Qur risk culture is demonstrated in the understanding and
businesswide use of the risk management systems and
processes and through risk-aware decision-making. The
Board is committed to promoting a culture of high standards Report
of corporate governance, business integrity, ethics, and
professionalism in all our activities. An annual assessment

of risk behaviours and attitudes ("ARBA") is undertaken jointly
by the Risk function and Group Audit and considers a range
of factors influencing risk culture.

Monitor

Principal risks and uncertainties

We assess robustly the principal risks facing us. Principal risks are defined as having a residual risk impact of £40 million or
more on profit before fax or nef assef value on a one-in-200 years basis, accounting for customer, financial and reputational
impacts. We believe our risk profile remained broadly unchanged over the last year.

Principal risks Owner Management and mitigation examples
Insurance risk Chief Financial * We estimate technical reserves using various actuarial and
o Underwrit Officer, Managing stafistical techniques. Management's best estimate of fotal
naerwriing Directors of reserves is set at not less than the actuarial best estimate
. X
Reserve Personal Lines e Third parties review our reserves
e Distribution and Commercial N L ,
_ Underwriting guidelines are set for all fransacted business,
* Pricing and pricing refined by analysing comprehensive data
* Reinsurance * Cafastrophe and motor excess of loss reinsurance limits our
exposure fo events and large losses
The risk of loss due fo fluctuations in the * We invest in enhanced external data to analyse and

timings, amount, frequency and severity

of an insured event relative to the . Weh ; o the latest data and frends. |
expectations af the time of underwriting. © NOVE Sl feserves using Ihe falest aald and frends. in

See pages 136 10 139 particular, the recent decision to reduce the Ogden discount
’ rate has been reflected in the estimate of reserves

mitigate exposures
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Risk management continued

Principal risks Owner Management and mitigation examples

Market risk Chief Financial * We manage and control the risks in our investment
Officer orffolio through:

e Spread P 9

e |nferest rate

* Property

The risk of loss resulting from fluctuations
in the level and vo|c1fi|H\/ of market prices
of assets, liabilities and financial
instruments. See pages 139 to 141.

— an invesiment sirategy approved by the Board;

— diversifying the types of assets; limits on the amount of
illiquid investments; tightly controlling individual credit
exposures; and risk-reduction fechniques, such as hedging
foreign currency exposures with forward contracts, and
hedging exposure to US inferest rates with swap contracts

Chief Financia

Officer

Credit risk

e Concentiration

e Counterparty defaulr

The risk of loss resulting from fluctuations
in the credit standing of issuers of
securities, counterparties and any
debtors to which we are exposed.

See pages 141 to 146.

Credit limits are sef for each counterparty and we actively
monitor credit exposures

We only purchase reinsurance from reinsurers with af least
an ‘A= rating

Specific members
of the Executive

Operational risk

* Information security

* T and business continuity

e Outsourcing

e Financial reporting

° Model

* Partnership contractual obligations
e Change

° Techno|ogy and infrastructure

The risk of loss due to inadequate

or failed internal processes, people,
systems, or from external events.

We have appropriate operational processes and systems,
including detection systems for fraudulent claims

We are working to improve the performance of our [T systems
while focusing on developing future systems capability. With
significant change underway, we are continuing to monitor
risks associated with our IT systems’ stability, cyber security,
and the internal control environment

Our risk management system is designed to enable us fo
capture risk information in a robust and consistent way

We monifor the performance of outsourced and offshored
activities

Regulatory and conduct risk Chief Risk Officer
. and Managing
e Compliance Director

e Conduct Personal Lines
The risks leading fo reputational

damage, regulatory or legal censure,

fines or prosecutions, and other

types of non-budgeted operational

risk losses associated with our conduct

and activities.

We mainfain a constructive and open relationship with
our regulators

We use specific risk management fools and resources
fo help manage our exposure to regulatory risk

Ouwr risk-based monitoring is designed to ensure we use
our resources effectively

We have a sfrong culture of considering customers’
perspectives; delivering the right outcomes for our customers
is central fo how we operate

Our robust custfomer conduct risk management is designed
fo minimise our risk exposure
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Principal risks Owner Management and mitigation examples
Strategic risk Chief Executive * We agree, monitor and manage performance against the
Officer plan and targets

e Strategy implementation

e Strategy formulation

The risk of direct or indirect adverse
impact on the earnings, capifal, or
value of our business, resulting from
the sfrategies not being optimally
chosen, implemented or adopted
fo changing conditions.

* We run an annual strafegy and 5-year planning process
which considers our performance, competitor positioning
and strafegic opportunifies

* We identify and manage emerging risks using established
governance processes and forums

We consider brand, reputational and polifical risk within the drivers of other risk types, such as regulatory and conduct,

operational and strategic risks.

Emerging risks

Our definition of emerging risks is newly developing or
changing risks that are often difficult to quantify, but may
materially affect our business. We have further defined
emerging risks as highly uncertain risks that are external to our
business. We record emerging risks within an Emerging Risk
Register. VWe report these to the Risk Management Committee
and BRC for them fo review, challenge, approve and feed info
the Board's strategic planning process. Our emerging risks
processes aim fo:

e achieve ‘first mover advantage’ by recognising risks and
associated opportunities early;

e reduce the uncertainty and volatility of our business’ results;

and

* manage emerging risks proactively.

We consider our main emerging risks fo be as follows:

Technological change in driving habits reduces
consumer need for motor insurance

New car fechnologies, such as crash-prevention technologies
and driverless cars, could significantly affect the size and
nature of the insurance market, and the role of insurers.

In addition to our porfnership with the Government on
Automated Driving Systems = MOVE_UK, the Group continues
fo consider new motor technologies as part of ifs pricing and
underwriting approach.

Changes to traditional insurance business models

New market enfrants and changes in consumer expectations
could result in significant changes to the structure of the general
insurance market, and require us fo update our business model.
Our strategy, aligned to our mission to make insurance much
easier and better value for our customers, is positioned to take
advantage of changes in fechnology and customer behaviours.

UK economy

The UK could enfer a prolonged period of reduced growth
following its referendum vote on EU membership, poTenTioHy
reducing insurance sales and the value of our investment
portfolio. Equally, the uncertainty surrounding the nature and
outcome of the Article 50 negotiations could have various
implications. In addition, whilst our operations are based
mainly in the UK, we have monitored and will continue to
monitor actual and potential implications including: changes
fo the value of Sterling which impact claims and non-claims
supplier costs; volafility in currency exposures and hedging
costs; inflation; recruitment and retention of people; potential
changes to direct and indirect tax; and the impact on our
capital position.

Climate change

Climate change could increase the frequency of severe
weather events in the UK, and particularly flooding claims
costs. We confinue fo monitor changes in claims experience
and consider weather frends as part of our pricing and
underwriting processes.

Potential future changes to the Ogden discount rate

The Ogden discount rate has recently been reduced to

minus O.75%, with an imminent consultation announced to
consider the methodology for sefting this discount rate and
therefore potentially leading to further changes fo the rate ifself.
We are moniforing the deve|opmem of the consultation and
analysing the implications on claims costs and the solvency
capifal requirement.
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Corporate social responsibility

Safer young drivers

While progressing our broad Corporate Social Responsibility strategy,
we have increased our focus on road safety as the area where we have
some of the clearest and strongest expertise in the UK. We are using our
position as Brifain's leading car insurer fo fry o inspire a generation of
safer young drivers and make a radical and measurable change fo the

level of young driver deaths.

Approach

Our Corporate Social Responsibility ("CSR") strategy helps us
put society’s inferesfs af the heart of our business. The strategy
has four strands. As shown in the graphic, they are "Helping
fo make our society safer’, ‘Proud to be here’, ‘Recognised
as part of our communities’ and ‘Reduce, Reuse and Recycle'.

We manage our sirategy through our CSR Advisory Group,
which comprises senior managers from across the business.
Qur sustainability team supports the Advisory Group. Individual
members of our Executive Committee are accountable for each
strand of the strategy. The CSR Committee’s role is to oversee
our approach. See page 72.

To help us understand, prioritise, and respond to the sometimes
competing needs of our different stakeholders across society,
we partner with several leading CSR organisations.

You can find more details of our approach on the Group's
website at www.directlinegroup.com, including our CSR
Charter, policy framework, performance against last year's
targets, and targets for 2017.

To find out more about our CSR Committee, see page 72

Helping to make our
society safer

Proud to be here

e
"’iii

Reduce, Reuse and Recycle

Fal

Recognised as part of

our communities
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Helping to make our society safer

We recognise that our products, services and operations affect
our many stakeholders so we seek to make our society safer for
everyone. Our current focus is on road safety. We believe we
can responsibly use our expertise and experience to reduce
deaths and life changing injuries on Britain's roads.

Safer young drivers

In December last year we launched Shotgun, a free
smartphone app that aims to reduce road deaths among
new young drivers.

In the UK, around half a million 17 to 25 year olds pass their
driving test each year. It is a significant rite of passage for
many young people, but it is also a time when young drivers
are at their most vulnerable. Our data shows that accident
rates among young drivers are, perhaps nof surprisingly,
enormously higher during the first year of driving, with one

in five young drivers having some form of accident during this
fime. Young drivers are also hugely overrepresented in the
most serious accidents.

There are various reasons why young drivers crash; these
include overconfidence, a natural human urge fo test personal
boundaries and take risks, and litfle experience of recognising
hidden hazards. Using road-safety data and our knowledge of
driver behaviour, we identified contextual speed [speed relative
to other safe road users) as a significant cause of fatal and
serious crashes involving young drivers. In particular, the first
1,000 miles for a new driver are critical; this is when the gap
between perceived and actual driving competence drives
much higher risk.

In response, we have set ourselves the ambitious goal of
cutting deaths in the first 1,000 miles to zero across the UK.
We will, of course, need to work with many other stakeholders
to achieve this goal.



The biggest barrier fo addressing this issue is that young drivers
often feel immune to the risks. Our goal of inspiring a generation
of safe and careful drivers sits af odds with many of the
motivations of new drivers. Young drivers, especially young men,
can be protisk and competitive. From our surveys, we found that
many believe that ‘most people drive faster than the speed limit’
and that ‘good driving means fravelling as fast as you can’.

To change behaviour, we must change this perspective.

Shotgun acts as the wingman for newly qualified drivers and
was developed with their direct input. Through GPS fechnology
on a user's smartphone, Shotgun uses the best of our telematics
capability to assess driving performance, evaluating
smoothness, contextual speed and a number of other factors

fo generate a score for each journey taken. Each user builds
up a personal score which is a core indicator of accident risk.
In turn, this score earns app users a place on the Shotgun
leaderboard, gamifying the experience and allowing users

fo compete with their peers. Shotgun reframes what it takes

to be a good driver, and explodes the myth that everybody
else is driving fast. The app also gives users detailed
feedback, highlighting what they have done well, and how
they could improve their driving score next fime. When users
hit pre-determined point thresholds, they unlock rewards.

This encourages drivers to use the app through 1,000 miles
and to improve their performance still further to eam ever more
valuable rewards.

We are working with various reward partners, including Boost
and Virgin Experience. Shotgun offers rewards which are
aftractive to a 17 to 25 year old demographic. Our research
showed we needed a range of reward options that appealed
to different tastes and to both urban and more rural users.

To launch the app we used the same leading-edge thinking
that won Direct Line a coveted Institute of Practitioners in
Advertising Gold award for Effectiveness. The Shotgun launch
represented a departure from traditional advertising, in a bid
fo engage the target audience using channels that are relevant.
This moves the fopic of road safety info a more social space,
with a particular focus on personal platforms like Instagram,
You Tube and Snapchat. The strategy was fo create content
in a range of formats, based on creative ideas that resonate
with the audience. These were seeded with carefully chosen
pariners fo build saliency and drive momentum. They are also
quite a bit edgier than our traditional markefing messages.

We put in place a communication plan for a diverse range

of audiences — young drivers, of course, were central but

also their parents as well as our own employees. Making sure
we capture all of these groups is critical. For our staff, our
approach has been to create awareness, build understanding
and drive engagement across the business. Ve want our
people to be proud of our shared belief that the know-how and
power of Direct line can be a real force for good in the UK.
We also want our employees to become active advocates for
this initiative in their local communities right across the country.

From our research and festing, we know we can engage
with this vulnerable audience and change both their attitudes
to driving and materially improve their driving behaviour,
making a real change in their chances of being killed or
injured on the roads.

shotgun

Powened by
direct line

During 2017, we are focusing on delivering against this
objective. We will run a series of affitudinal research studies
fo frack our users” affitude to driving. In addition, the Shotgun
app will give us a rich source of data allowing us to measure
improvements fo driving performance over time.

Road safety partners

During 2016, we worked with various partners to highlight
a range of road safety issues.

PACTS

In November, we launched our third Road Safety Dashboard
with the Parliamentary Advisory Council for Transport Safety
["PACTS"). This pioneering fool uses Department for Transport
statistics fo produce an index that ranks the road safety record
of individual parliamentary constituencies. MPs tell us they find
the tool valuable. In July, we also ran an event in Parliament af
which 33 parliamentarians signed up fo our pledge to improve
road safefty awareness. We also sponsored the PACTS Annual
Westminster Transport Safety lecture in the House of Commons
where policymakers and campaigners come together fo share
ideas and best practice.

Department for Transport

We continue fo engage proactively with the Department for
Transport on various fopics, including telematics technology,
driverless cars and road safety policy.

Brake

We maintained our partnership with road safety charity,

Brake, to produce a series of survey reports on driver behaviour
and attitudes. We released the results to the media fo raise
awareness of road safety issues and educate the public.

This year's reports have covered ‘drink driving’, ‘eafing and
drinking af the wheel’, "texting while driving’, ‘winter driving’
and 'speed awareness in urban areas’. Brake uses this
research for its wider campaigning, education, community and
professional engagement acfivities. We also sponsored Brake's
Parliamentarian of the Year Awards, which recognise Members
of Parliament who have campaigned on road safety issues.

www.directlinegroup.com
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Corporate social responsibility continued

A Reduce, Reuse and Recycle

We aim fo manage our operations sustainably and have
progressed well in reducing our impact on the environment.

Emissions

You can find information on Group-wide greenhouse gas
(“GHG") emissions in the chart below — and more details
of our emissions in the Directors’ report on page 112.

Energy use is the main cause of our emissions. In absolute
terms, we have reduced our emissions significantly after
rationalising and implementing an energy-savings plan
across our esfate. This covered location management,
airconditioning, heating and lighting, for instance. We are
targeting a 30% like-forlike reduction in the Group's energy
use by 2020 against a 2013 baseline.

We communicate the defails of a carbon management
programme through the Carbon Disclosure Project. Throughout
2016, 100% of the Group's electricity was purchased on a
green fariff.

Waste

We have further improved our systems for managing waste
and increased the percentage of waste we recycle at our UK
Accident Repair Centres to 61% from 54% in 2015 and at our
office sites to 42% from 40% in 2015. These figures exclude
paper waste which is 100% recycled. Including paper, we
recycled 80% of waste af our UK Accident Repair Centres and
78% at our offices in 2016. All of our office waste is diverted
from landfill, including recycling.

Suppliers

Our Ethical Code for Suppliers sets out our approach to
managing CSR related matters across our supply chain. We
support the aims of the Modem Slavery Act 2015 and are
committed to ensuring that modern slavery is not present in our
supply chain. We have extended our Ethical Code fo expressly
cover this commitment. In accordance with the Act, we publish
an annual statement on slavery and human trafficking on the
Group website at www.directlinegroup.com.

Greenhousegas
emissions’ (fonnes)

19,315

.14 6%

Note:

VW Proud to be here

Our people strategy supports our business strategy, ensuring
we have capable, skilled and engaged people that can help
make insurance easier and better value for our cusfomers.

We continue to focus on building pride in Direct Line Group,
encouraging and celebrating the strength of our workforce.
Various volunteer groups, such as our Employee Representative
Bodies and Local Co-ordination Teams, increase our
employees’ voice. Last year we invited employees to
participate in research to help shape their future way of
working. The research considered how the future working
environment, technology and culture could give our people
the tools they need fo live and work at their best.

We also invested significantly in a new Graduate Programme.
The Programme offers opportunities equally o existing
employees and new applicants and will help further drive

the pipeline of qualified, bright young people coming into

our business.

Employee feedback remains an important gauge of how

our inifiatives affect change. In 2016 our people managers
created over 900 action plans to improve their teams’
experience. Again this played a major part in significantly
improving our engagement score from 60% in 2015 to 73%.
The percentage of our employees who are proud to work for
the Group also increased from 80% in 2015 to 87%, while
81% tell others that the Group is a great place to work

(70% in 2015).

Diversity, inclusion and human rights

We continue fo work towards an environment based on
meritocracy and inclusion, where every employee can achieve
their full potential, whatever their background or situation.

Our diversity and inclusion practices are in line with the
Universal Declaration of Human Rights. Our Ethical Code
for Suppliers requires that all our suppliers adhere to the
core Infernational Labour Organisation standards.

1. This excludes discontinued operations, the Group’s former Infernational division. Total Group emissions for 2014 and 2015 were 28,759 and 23,143, respectively
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In 2016, the Group signed up to the VWomen in Finance
Charter. The Charter is a commitment by HM Treasury and
signatory firms to work together to build a more balanced and
fairer industry. Our pledge fo the Charter reinforces our other
initiatives such as our Diversity Network Alliance in promoting
diversity and inclusion in our business. The Group committed fo
increase female representation in senior management to 30%

by the end of 2019.

You can find the ratio of femaleto-male employees at

31 December 2016 in the charts below.

In 2016, the Group was proud fo be named in the OUTstanding
Power Lists. We started working with OUTstanding, a professional
network of executives commitied to diversity, alongside other
pariner organisations fo help shape our plans and bring new
ideas and thinking on diversity and inclusion.

Living wage
We comply with the principles of the Living WWage Foundation,
relating o our employees.

Recognised as part of our communities

We believe that our people’s feelings about working for the
Group are linked to our reputation in the community and we
therefore fry to align our approach fo giving more generally
with their inferests.

Volunteering and fundraising

We know that participating in fundraising and volunteering

is linked to higher engagement levels amongst our people.

In order to encourage our people o participate, therefore,

we run a network of Community and Social Committees which
are made up of local volunteers. These receive central funding
and support from the Group to support Group-wide national
appeals and create a programme of events and acfivities
based on the inferests of employees af their sites.

Gender diversity

of all employees

Male 112
@ female 32

Male 5,768
‘ Female 5,209

Gender diversity
of senior managers

Examples of activities include:

e 780 employees manning our call centres to take pledges
for appeals such as Stand Up to Cancer, Comic Relief and

Children in Need:;

* supporting national appeals such as the World's Biggest
Coffee Morning in aid of Macmillan and raising funds
during Movember for various men’s health charities; and

* organising quiz nights, fun runs, masquerade balls, fesfivals,
cake sales, sky dives, charity football matches and much
more to raise thousands of pounds for local causes.

We encourage all employees to volunteer individually or
as a team through our ‘One Day’ inifiative.

Our Employee Opinion Survey revealed that 33% of sfaff
volunteered or fundraised in company time last year. Our farget
for 2017 is to at least maintain this high level of engagement.

Matched giving and grants

In 2016, our employees donated £149,000 through our

payroll giving scheme and we donated a further £100,000
in mafched giving. We also provided £68,250 in grants fo
organisations for which our employees fundraise or volunteer.

Gender diversity
of Board of Directors

Male 7
@ female 3
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Operating review

Personal Lines

Motor

Highlights

o Britain’s leading personal motor insurer measured by
inforce policies

o Inforce policies increased by 4.5% with growth in own
brands inforce policies in each quarter

o Gross written premium increased by 9.4% with own brands
increasing by 9.3%

o CORincreased by 13.9 percentage points to 106.3%
primarily reflecting the increase in reserves following the
reduction in the Ogden discount rate

 Operating profit reduced to £149.1 million due fo higher
non-cash intangible asset impairments and the reduction
in the Ogden discount rate

Performance high|ights

2016 2015
Inforce policies [thousands) 3,873 3,707
Gross writfen premium £1,539.1m £1,406.7m
Loss ratio 74.9% 63.6%
Commission ratio 3.2% 2.6%
Expense ratio 28.2% 26.2%
Combined operating ratio 106.3% 92.4%
Operating profit £149.1m £338.0m

Performance

Motor inforce policies increased by 4.5% during 2016,
driven primarily by own brands. Overall, Motor gross written
premium increased by 9.4% in comparison fo 2015.

The market experienced high levels of shopping during
2016. The Direct Line brand was able to use this environment
fo continue to improve its competitive position, resulting in
strong new business growth. The comparatively high level of
persistency and affractive cusfomer base allowed the Group
fo reinvest some of that value back into propositions and price
competitiveness.

Motor average written premiums' increased by 6.3% in
2016 compared with an average increase of 5.2% in 2015.
As demonsirated by the improving currentyear loss rafio,

the Group was able to continue to write business at attractive
margins, as a result of successful pricing and a slightly
improved risk mix. Claims inflation remained at the fop of the
Group's long-term expectation of 3%-5%, driven by higher
damage costs.

The COR for the Motor division was 106.3% (2015: 92.4%),
including an 11.2 percentage points one-off increase due fo
the recent reduction in the Ogden discount rate. Prioryear
reserve releases were significantly lower at £123.5 million
(2015: £266.8 million), including a £139.8 million charge

in respect of the recent Ogden discount rate change.

Note:

The expense ratio increased due to higher non-cash intangible
asset impairments of £39.3 million. The commission rafio
remained broadly stable compared to 2015.

The currentyear afiritional loss rafio improved by 0.9
percenfage poinfs fo 84.1% (2015: 85.0%). Excluding the
impact of the recent reduction in the Ogden discount rafe,
the currentyear affritional loss ratio for Motor was 83.3% an
improvement of 1.7 percentage points compared to 2015.
Growth in average premiums, coupled with improving claims
trends in large bodily injury, were partially offset by higher
than expected damage inflation and the Group's investment
in new business growth.

Operating profit was £149.1 million, lower than 2015
primarily as a result of o one-off charge due to the reduction
in the Ogden discount rate of £150.3 million and higher
infangible asset impairments of £39.3 million.

Regulatory

On 27 February 2017, the Lord Chancellor announced a
reduction in the Ogden discount rate to minus 0.75% with
effect from 20 March 2017, which has led to an increase

in the amount of claims reserves necessary to be held by the
Group, specifically those that are sefled as lump sums by the
Courts. This follows a consultation process instigated by the
Ministry of Justice some years ago in connection with the rate
to be applied to personal injury lump sum damages awards

in sefiling such claims. The Group is committed fo ensuring
claimants receive appropriafe compensation and has made
appropriate provision in ifs claims reserves for the ruling, which
will apply to all open unsetiled claims. The Lord Chancellor’s
announcement referred o a consultation to consider options
for reform concerning the discount rate and accordingly has
left open the possibility of further changes to the process by
which the rate is set, and therefore to the rate itself. The Group
welcomes the consultation to consider options for reform, with
a view fo achieving a better and fairer framework for claimants
and defendants.

On 23 February 2017, the Government announced

measures fo reduce the volume and cost of soft tissue damage
‘whiplash’ claims and stated its expectation that this will see

a reduction in motor insurance premiums by £40 on average.
The measures include a fixed fariff for payment of injuries up to
24 months in duration. Further measures detailed in the paper
are still being considered. The Government is keen to infroduce
all changes to whiplash claims as a package in late 2018.
The Group has been calling for reform in this area for some
fime and confinues fo work with Government and industry
bodies on how the reforms should be implemented.

Outlook

The market was highly competitive and faced a number

of significant government policy and regulatory changes
during 2016 and 2017. In the face of these challenges,
we demonstrated our resilience and appeal to customers by
growing our own brand policies while maintaining overall
margins, which has continued into early 2017. We do nof
expect any material residual impact on 2017 Motor profit
as a result of adopting the reduction in the Ogden discount
rate to minus 0.75%.

1. Average incepted written premiums excluding IPT for total Motor for year ended 31 December 2016
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Home
High|ights

o Britain’s leading personal home insurer measured by
inforce policies

o Own brands inforce policies increased by 2.3%;
overall reduction in inforce policies of 1.2% primarily
due fo partnerships

o Gross written premium was 3.7% lower primarily due
fo partnerships, while own brands reduced by 0.9%

o COR improved by 7.2 percentage points to 85.0%

 Operating profit improved by 51.7 percentage points
fo £166.7 million reflecting lower claims from maijor
weather events

Performance high|ights

2016 2015
Inforce policies [thousands) 3,378 3,418
Gross written premium £834.4m  £866.3m
Loss ratio 40.7% 51.5%
Commission ratio 22.6% 20.9%
Expense ratio 21.7% 19.8%
Combined operating ratio 85.0% 92.2%
Operating profit £1667m  £109.9m

Performance

Inforce policies for Home own brands increased by 2.3% to
1.8 million over 2016, while partner inforce policies reduced
by 4.7%. Gross written premium was 3.7% lower than for
2015 primarily due fo parterships which were 6.2% lower,
while own brands experienced a smaller reduction of 0.9%.

Following a prolonged period of significant deflation,

the home market showed signs of some stability during the
second half of 2016. Home's average writien premium’
decreased by 3.9% in 2016 compared with 3.6% in 2015,
primarily due fo changes to tenure and distribution channel
mix including higher sales through the PCW channel. Home
market new business premiums improved during the year
after years of premium deflation. New business pricing for
the Group's Home own brands was sufficiently competitive
to allow the Home division to continue fo grow own brands
through web and aggregator channels.

In Home, the COR improved by 7.2 percentage points
primarily as a result of a lower loss rafio, which was 10.8
percentage points lower than 2015. The impact of major
weather events in 2016 was approximately £18 million
(2015: £90 million) and was lower than the normal annual
level of claims costs expected from major weather events of
approximately £70 million. Prioryear reserve releases, which
included some favourable development from the sforms in
late 2015, were higher than last year at £75.9 million
(2015: £41.9 million).

Note:

The currentyear atiritional loss rafio, excluding claims costs
from major weather events, was 2.0 percenfage points higher
than 2015. This was predominantly driven by a greater
proportion of new business sales compared to 2015 and

an increase in claims inflation.
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The expense ratio at 21.7% was 1.9 percentage poinfs
higher than in 2015 primarily due to the Flood Re levy.
The commission ratio at 22.6% was 1.7 percentage poinfs
higher than in 2015 as profit share due to partners was
higher as a result of the improved loss ratio performance.

Operating profit of £166.7 million improved by 51.7
percenfage points benefitting from lower claims costs from
major weather events and higher than expected prioryear
reserve releases.

The Group's partnership with Nationwide Building Society
was due fo terminafe in June 2017. These plans are currently
being reviewed which may result in the migration moving to
the second half of 2017, whilst the Group works with
Nationwide to ensure a smooth transition for customers. If this
is the case, the Group will continue to earn premiums written in

the second half of 2017 through to the second half of 2018.

The Group continued with its planned digital and proposition
investment in the successful RBS Home and Private Insurance
relationship. This will enable the Group to offer RBS customers
tailored products consistent across distribution channels.

The Group agreed an extension of its Home and Motor
insurance partnership with Prudential for a further two years.
As part of this, policies will be renewed under the Prudential
brand unfil 2019. The Group also launched its first affinity
partership scheme to offer access to Churchil-branded Home
and Motor policies for Prudential Group customers who do not
currently have such insurance with the Group. This partnership
demonstrates the Group's ability to deliver tailored propositions
to meet the needs of partners and their customers.

Flood Re

From 1 April 2016, Flood Re, the Government and industry-
backed scheme 1o provide affordable home insurance to
households at high risk of flooding, became operational.
The Group has supported Flood Re's formation and was
ready fo cede chosen risks fo Flood Re on its inception.

Outlook

The market remained competitive in 2016, although with
some signs of premium inflation on new business, following
several years of significant deflation.

There is evidence that claims inflation has been increasing
and has continued to run ahead of premium inflation. The
focus remains on balancing margin and volume with a view
fo delivering sustainable long term value.

1. Average incepted written premiums excluding IPT for Home own brands for year ended 31 December 2016
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Operating review continued

Rescue and other personal lines
Highlights

o Inforce policies for Rescue reduced by 7.3% primarily
as a result of lower partner volumes

o Gross written premium for Rescue and other personal lines
increased by 1.7% to £400.8 million primarily due to
Travel partnerships pricing

o CORincreased by 2.1 percentage points to 93.3%
o Operating profit reduced by 11.7% 1o £45.9m

Performance highlights

2016 2015

Inforce policies [thousands)
Rescue' 3,646 3,932
Other personal lines 4,234 4,356
Total inforce policies 7,880 8,288
Gross writfen premium £400.8m  £394.1m
Loss ratio 61.6% 59.9%
Commission ratio 7.2% 6.4%
Expense ratio 24.5% 24.9%
Combined operating ratio 93.3% 91.2%
Operating profit £45.9m £52.0m

Performance

Inforce policies for Rescue reduced by 7.3% to 3.6 million

in comparison fo the prior year through lower partner volumes.
The reduction in inforce policies for other personal lines of
2.8% across 2016 primarily reflected lower packaged bank

account volumes.

Gross written premium for Rescue and other personal lines
grew by 1.7% compared with 2015. Rescue gross written
premium remained broadly stable compared with 2015.
Green Flag performed well supported by competitive
propositions. Gross written premium for other personal lines
grew by 3.0% compared fo 2015.

Note:

The COR for Rescue and other personal lines was

2.1 percentage points higher than 2015 at 93.3%

(2015: ©1.2%). The Rescue COR was 83.4% (2015: 82.3%)
with a higher loss ratio reflecting changes in business mix and
investment in the network. The commission ratio of 7.2% was
0.8 percentage points higher than 2015, reflecting higher
partner profit share, while the expense ratio was stable

compared to 2015.

Operating profit reduced by 11.7% to £45.9 million.
Within Rescue and other personal lines, Rescue operating
profit was similar to the prior year at £42.8 million

(2015: £42.2 million).

The Group confinues to support RBS with rescue and travel
products sold to packaged account customers. The provision
of these services beyond the current confract ferm is subject
fo a markef review, in which the Group is participating.

Outlook

Rescue continued fo build its underlying capability to provide
an excellent customer experience. During 2016 sfrong
improvements in NPS underlined the progress being made
and Green Flag has a strong focus for 2017 to seek to further
enhance customer experience. The Group also continues fo
roll-out improvements in Pet and Travel fo enhance our service
while updating our customer propositions.

1. Rescue inforce policies have been revised to exclude partner postaccident vehicle recoveries
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Commercial

Highlights
o Commercial inforce policies grew by 3.1% with Direct line
for Business growth of 6.4%

o Gross written premium increased by 3.0 percentage points
fo £499.8 million. Direct Line for Business gross written
premium grew by 7.7 percentage points to £109.6 million

o COR reduced by 5.8 percentage points and operating
profit increased by £21.0 million with both benefitting
from lower claims costs from major weather events

Performance highlights

2016 2015

Inforce policies (thousands)
DL4B 433 407
NIG and other 242 248
Total inforce policies 675 655
Gross writfen premium £499.8m  £485.3m
Loss ratio 55.3% 62.7%
Commission ratio 19.5% 19.6%
Expense ratio 23.9% 22.2%
Combined operating ratio 98.7% 104.5%
Operating profit £41.8m £20.8m

Performance

Commercial inforce policy growth across 2016 was achieved
by increased sales through the Direct line for Business and
NIG. By 31 December 2016, there were more than
433,000 Direct line for Business inforce policies.

Commercial gross writlen premium increased by 3.0% to
£499.8 million compared to 2015, reflecting growth in
Commercial direct, particularly landlord and van products.
Gross written premium for NIG and other increased by 1.7%
compared o 2015 in part reflecting premium rate increases.

The Commercial market has remained competitive during
2016, in particular in the broker channel. Overall premium
rates have s|ight|\/ lagged claims inflation albeit with variation
by class of business and channel. Commercial continued to
maintain ifs underwriting discipline and seek to balance the
retention of customers with premium rate inflation.

Hodai 216ajpyg

The Commercial COR of 98.7% was 5.8 percentage points
lower compared to 2015. This benefited from lower weather
related claims costs, which were offset by the impact of the
recent Ogden discount rate change.

Operating profit was therefore £41.8 million, an increase of
£21.0 million compared to 2015. The reduction due to the
recent change in the Ogden discount rate was £24.7 million,
of which £23.1 million relates to 2015 and prior accident
years. The currentyear attritional loss ratio was 9.2 percentage
points lower than 2015 due to lower weatherrelated claims
costs and over 1 percentage point of underlying improvement
due to better pricing and risk selection.

Regulatory

The Insurance Act went live in August 2016 with changes
applied to all of our product wordings across Commercial
along with new processes in the claims area fo ensure
alignment to the principles of the Act. 2017 will bring changes
from the Enterprise Act and the Commercial division is well
placed to support these changes.

Outlook

The Commercial division continued to develop both its direct
to customer and broker led operations. Direct Line for Business
continues fo invest in its proposition to fake advantage of the
growing direct Commercial insurance markef. Meanwhile,
NIG is consolidating its position in the broker market with

a focus on delivering effortless trading fo its broker partners
across both electronically and regionally fraded business.

www.directlinegroup.com 37



Finance review

Strong profits and
growth in own brands

John Reizenstein
Chief Financial Officer

Highlights
o Gross written premium for Ongoing operations'? up 3.9%

fo £3,274.1m (2015: £3,152.4m), driven by growth in

Motor and Home own brand inforce policies (up 4.3%)

o 2016 results reflect the one-off impact of using the new
Ogden discount rate of minus 0.75%. Operating profit
from Ongoing operations of £403.5m (pre-Ogden
discount rate reduction®: £578.6m; 2015: £520.7m) and
profit before fax of £353.0m (pre-Ogden®: £570.3m;
2015: £507.5m). Return on tangible equity! 2 of 14.2%,
([pre-Ogden®: 20.2%; 2015: 18.5%)

o Combined operating rafio’ from Ongoing operations of
Q7.7% (preOgden®: 91.8%; 2015: 94.0%) increased
as a result of the reduction in the Ogden discount rate,
partially offset by improved currentyear underwriting
performance and favourable weather claims. Adjusted
for normal weather and before the Ogden discount rate
change, the combined operating ratio was 93.5%,
towards the lower end of the target range of 93% to 95%

o 5.4% increase in final dividend per share to 9.7 pence per
share (2015: 9.2 pence). Total dividends per share for
2016, including special inferim dividend of 10.0 pence
per share paid in September 20106 following the approval
of the Group's partial internal model, of 24.6 pence per

share (2015: 50.1 pence

o The Group's estimated Solvency Il capital coverage rafio*
postdividend is 165%, above the middle of the Group's
risk appetite range of 140% — 180% (pre-dividend: 174%)

Notes:
1. See glossary on pages 189 and 190

2. See appendix A — Alternative performance measures on page 191

3. See appendix B — Proforma results on page 194 which presents the Group's results excluding the recent impact of the Ogden discount rate reduction

2016 2015
£m £m
Ongoing operations!
Inforce policies' (thousands) 15,806 16,068
Gross writtlen premium! 3,274.1 3,152.4
Net earned premium’ 3,000.6 2,020.8
Underwriting profit 70.1 175.2
Investment refurn’ 168.1 194.7
Instalment and other operating
income 165.3 150.8
Operating profit' — Ongoing 403.5 520.7
Run-off! 26.6 73.1
Restructuring and other
one-off costs (39.9) (48.7)
Operating profit 390.2 545.1
Finance costs! (37.2) (37.6)
Profit before tax 353.0 507.5
Tax (74.2) (108.3)
Profit from discontinued operations,
net of tax = 181.2
Profit after tax 278.8 580.4
Of which is Ongoing operations 293.0 385.3
Key metrics
Loss ratio! 60.9% 59.5%
Commission ratio’ 11.5% 10.9%
Expense ratio! 25.3% 23.6%
COR! 97.7% 94.0%
Investment income yield 2 2.5% 2.4%
Investment refurn! 2 2.6% 2.9%
Basic eamings per share (pence) 20.4 27.9
Adijusted diluted eamnings per
share'? (pence) 21.2 26.6
Retun on tangible equity!-? 14.2% 18.5%
Net asset value per share (pence) 1847 192.2
Tangible net asset value
per share (pence) 147.4 153.8
Dividend per share
— interim {pence) 4.9 4.6
— final [pence) 97 9.2
- regular (pence) 14.6 13.8
— first special (pence] 10.0 27.5
- second special (pence) - 8.8
— total (pence) 24.6 50.

4. Estimates based on the Group's Solvency Il partial internal model for 31 December 2016
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Performance
Operating profit — Ongoing operations

Gross written premium — Ongoing operations
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2016 2015 2016 2015
£m £m £m £m
Underwriting profit 70.1 175.2  Own brands 1,428.7 1,307.5
Investment return 168.1 194.7  Partnerships 110.4 9.2
Instalment and other operating Motor total 1,539.1 1,406.7
income 1653 150.8° Own brands 4047 408.4
Operating profit 403.5 520.7  Partnerships 4297 4579
In 2016, operating profit from Ongoing operations was HoCr;(e tﬁ:(]lh Nationwide and 8344 860.3
£403.5 million (preOgden: £578.6 millon; 2015: £520.7 Sm:zbjry,s alenwide d 5.5 91
million] primarily due to a lower underwriting result as the R 1631 163.3
Group has reflected an increase in ifs claims reserves for escue _ : '
the recent reduction in the Ogden discount rate, and lower Other personal lines 237.7 230.8
investment refurns. The underwriting profit was £70.1 million, Rescue and other personal lines 4008 394.1
(2015: £175.2 million), principally due to the recent Direct Line for Business 109.6 101.8
reduction in the Ogden discount rate, which led to lower NIG and other 390.2 383.5
prioryear reserve releases from Ongoing operations of Commercial 499 8 485 3
£266.7 million (2015: £378.9 million). This was partially Total Ongoing 32741 31524

offset by lower claims costs from major weather events.
Expenses include higher non-cash impairments than in
previous years of £39.3 million and the Flood Re levy of
£24.1 million. Investment retumn was lower primarily due
fo a reduction in unrealised property gains.

In-force policies — Ongoing operations (thousands)

Gross written premium of £3,274.1 million increased by
3.9% compared with 2015 (£3,152.4 million) primarily

relating to an increase in Motor own brands.

Underwriting profit — Ongoing operations

2016 2015
Underwriting profit (£ million) 70.1 175.2
Loss ratfio 60.9% 59.5%
Commission ratio 11.5% 10.9%
Expense ratio 25.3% 23.6%
COR 97.7% Q4.0%

At 31 December 2016 2015
Own brands 3,642 3,459
Partnerships 231 248
Motor total 3,873 3,707
Own brands 1,759 1,719
Partnerships 1,619 1,699
Home fotal 3,378 3,418

Of which Nationwide and

Sainsbury’s 719 719
Rescue 3,646 3,932
Other personal lines 4,234 4,356
Rescue and other personal lines 7,880 8,288
Direct Line for Business 433 407
NIG and other 242 248
Commercial 675 655
Total ongoing 15,806 16,068

Total inforce policies for Ongoing operations during 2016
reduced by 1.6% to 15.8 million (31 December 2015:
16.1 million). The fall primarily related to partner volumes in
Home and Rescue and other personal lines. Motor inforce
policies grew by 4.5% and Commercial by 3.1% across the
period. Own brands inforce policies during 2016 grew by
4.3% including a 5.3% increase in Motor.

Notes:

The COR for Ongoing operations of 97.7% (2015: 94.0%),
was 3.7 percentage points higher year on year primarily as
a result of the recent Ogden discount rafe reduction, partially
offset by lower weather losses. The loss ratio was 60.9%
[preOgden: 55.0%; 2015: 59.5%) which was higher by
1.4 percentage points compared fo 2015. The commission
rafio increased by 0.6 percentage points and the expense
ratio by 1.7 percentage points. Excluding the impact of the
recent reduction in the Ogden discount rate, the COR for
Ongoing operations improved fo 91.8% in 2016.

At the start of the year, the Group set 2016 COR guidance
for Ongoing operations in the range of 93% to 95%. This
assumed a normal level of claims from major weather events.
On this basis and excluding the recent Ogden discount rate
reduction, the Group achieved a normalised COR of 93.5%
which is towards the lower end of the Group's target range.
This also includes a non-cash intangible asset impairment

charge of £39.3 million.

Within the loss ratio, the currentyear attritional loss ratio
improved by 0.2 percentage points fo 69.2% (pre-Ogden:
68.8%; 2015: 69.4%) with improvements in Motor and
Commercial offset by a deferioration in Home and Rescue
and other personal lines.

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

2. See definifion in glossary on pages 189 and 190
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Finance review continued

The increase in the commission ratio of 0.6 percentage points
to 11.5% primarily reflected higher payments to partners,
particularly in Home, following lower claims costs as a result
of prioryear reserve releases and major weather events.

Loss ratio analysis by division — Ongoing

The Group's expense ratio increased fo 25.3%, predominantly
due to higher intangible asset impairments of £39.3 million

and the Flood Re levy of £24.1 million. Excluding the

impairment charge and Flood Re levy, the expense ratio would

have been 23.2%.

Rescue and other Total

Notes Motor Home  personal lines Commercial’ Ongoing
For the year ended 31 December 2016
Net insurance claims 4 1,001.7 332.0 243.0 250.5 1,827.2
Prioryear reserve releases 32 123.5 75.9 17.5 49.8 266.7
Maijor weather events n/a (18.0) n/a n/a (18.0)
Atfritional net insurance claims 1,125.2 389.9 260.5 300.3 2,075.9
Net earned premium 4 1,337.1 816.3 394.4 452.8 3,000.6
Loss rafio currentyear attritional 84.1% 47 8% 66.0% 66.3% 69.2%
Loss rafio — prioryear reserve releases (9.2%) (9.3%) (4.4%) (11.0%) (8.9%)
Loss rafio — major weather events — Home? n/a 2.2% n/a n/a 0.6%
Loss rafio — reported 4 74.9% 40.7% 61.6% 55.3% 60.9%
Commission ratio 4 3.2% 22.6% 7.2% 19.5% 11.5%
Expense ratio 4 28.2% 21.7% 24.5% 23.9% 25.3%
Combined operating ratio 4 106.3% 85.0% 93.3% 98.7% 97.7%
For the year ended 31 December 2015
Net insurance claims 4 794.8 435.1 231.6 275.8 1,737.3
Prioryear reserve releases 32 266.8 41.9 13.6 56.6 378.9
Maijor weather events n/a (©0.0) n/a n/a (©0.0)
Attritional net insurance claims 1,061.6 387.0 245.2 332.4 2,026.2
Net earned premium 4 1,249.3 845.0 386.4 440.1 2,020.8
Loss rafio currentyear attritional 85.0% 45.8% 63.5% 75.5% 69.4%
Loss rafio — prioryear reserve releases (21.4%) (5.0%) (3.6%) (12.8%) (13.0%)
Loss ratio — major weather events — Home? n/a 10.7% n/a n/a 3.1%
Loss rafio — reported 4 63.6% 51.5% 50.9% 62.7% 50.5%
Commission rafio 4 2.6% 20.9% 6.4% 19.6% 10.9%
Expense ratio 4 26.2% 19.8% 24.9% 22.2% 23.6%
Combined operating ratio 4 92.4% 92.2% 91.2% 104.5% 94.0%
The movement in the currentyear affrifional loss ratio is @ Total costs
key indicator of underlying accident year performance as 2016 015
it excludes prioryear reserve movements and claims from major Notes £m gm
Weother events. The Group's currentyear oﬂrlﬁgnol loss ratio Staff costs 4065 207 5
|mpro{:/ed by 10.2 percentage points fo 69.2% in QQ] 6 (QQ] 5: Other operafing expenses 2778 2613
69.4%) with improvements in Motor and Commercial partially _
offset by a deterioration in Home and Rescue and other personal Markefing Ize 178
lines. Excluding the impact of the recent reduction in the Ogden Amorfisqﬂon Ohd impairment
discount rafe, the currentyear afiritional loss ratio for Ongoing of other infangible assets 26.7 67.4
operations improved to 68.8% in 2016. Depreciation 30.1 30.7
By division, the COR improved in Home and Commercidl, Total costs 9237 884.7
mainly as a result of benign weather compared to 2015. The Operating expenses 11 759.3 689.1
COR deteriorated in Motor due to the recent Ogden discount Claims handling expenses 9 164.4 195.6
rafe change and an infangible asset impairment charge of Total costs 9237 884 7

£39.3 million.

Prioryear reserve releases for Motor were significantly lower at
£123.5 million (2015: £266.8 million), including a £139.8
million charge in respect of the recent Ogden discount rate
change. Home prioryear reserve releases increased to £75.9
million (2015: £41.9 million) due to some favourable
development from the storms in late 2015.

Notes:

1. Commercial attritional loss ratio includes weather costs

Total costs for Ongoing operations were £923.7 million
for 20106, ofter non-cash infangible asset impairments of

£39.3 million and the Flood Re levy of £24.1 million

[2015: £884.7 million). The non-cash impairment charge
is in respect of intangible assets previously capitalised on the
balance sheet and primarily relates to ongoing IT projects
which aim to enhance the Group’s digital offering, customer

experience and operational efficiency.

2. Home claims for major weather events, including inland and coastal flooding and storms
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Consequently, the Group's expense ratio increased fo 25.3%
(2015: 23.6%). Excluding the impairment charge and Flood
Re levy the expense rafio would have been 23.2%. The
reduction in claims handling expenses was largely due to
lower staff costs and other operating costs being allocated

to claims and a reduction in claims handling provision.

On 16 January 2017 the Financial Services Compensation
Scheme announced that it would raise a supplementary levy of
£63 million on general insurers to compensate policyholders
of the Enterprise and Gable insurance companies. The
Group's share of the levy, approximately £5 million for 2017,
will be charged to operating expenses in Q1 2017.

Instalment and other operating income — Ongoing
operations

Investment yields g

2016 2015 cg
Investment income vyield? 2.5% 2.4% _é
Investment refurn? 2.6% 2.9% S

The investment income yield in 2016 was 2.5%, an increase
on the yield achieved in 2015. Actions to diversify the
portfolio including investment in commercial real estate loans,
subordinated financial debt and global credit, have helped
offset yield pressure from low UK interest rafes. The Group
currently forecasts an investment income yield of 2.4% for
2017 on the basis of current market conditions given the
confinuing low inferest rate environment.

Operating profit — Ongoing operations

2016 2015

£m £€m

Motor 149.1 338.0
Home 166.7 109.9
Rescue and other personal lines 45.9 520
Commercial 41.8 20.8
Total Ongoing 403.5 520.7

2016 2015
£m £m
Instalment income 107.1 100.1
Other operating income:
Vehicle replacement referral income 14.1 12.5
Revenue from vehicle recovery
and repair services! 19.3 15.5
Other income 24.8 22.7
Other operating income 58.2 50.7
Total Ongoing 165.3 150.8

Instalment and other operating income from Ongoing
operations of £165.3 million increased 9.6% on the prior
year [2015: £150.8 million). Instalment income increased
by £7.0 million compared to 2015, primarily as a result of
higher Motor volumes. Other operating income increased by

£7.5 million in 2016 to £58.2 million (2015: £50.7 million).

Investment return — Ongoing operations

2016 2015

£m £m

Investment income 164.5 165.6
Net realised and unrealised gains 3.6 29.1
Investment return — Ongoing 168.1 194.7

The tofal investment return for Ongoing operations decreased
to £168.1 million compared to £194.7 million in 2015.
The decrease is primarily as a result of lower net realised and
unrealised gains. Invesiment income remained broadly stable,
at £164.5 million compared with 2015, despite lower
average assefs under management ("AUM”| of £6,581.0
million (2015: £6,818.7 million) and a reduction of 25
basis points by the Bank of England in the UK base rate
during the year. These downward factors were partially
offset by portfolio actions.

Net realised and unrealised gains for Ongoing operations
of £3.6 million were significantly lower than the comparative
period (2015: £29.1 million) primarily due to lower
unrealised property gains, which were £4.1 million for the

year (2015: £24.2 million).

Notes:

All divisions were profitable in 2016, with Home and
Commercial reporting significant improvements in operating
profit compared to 2015. This was partially offset by a
decrease in Motor, due to the recent reduction in the Ogden
discount rate and a higher level of intangible asset
impairments, and in Rescue and other personal lines.

Reconciliation of operating profit

2016 2015
£m £m

Operating profit — Ongoing
operations 403.5 520.7
Run-off 26.6 /3.1
Restructuring and other one-off costs (39.9) (48.7)
Operating profit 390.2 545.1
Finance costs (37.2) (37.6)
Profit before tax 353.0 507.5
Tax (74.2) (108.3)
Profit from discontinued
operations, net of tax - 181.2
Profit after tax 278.8 580.4

Run-off

The Run-off segment generated a profit of £26.6 million in
2016 (preOgden: £68.8 million; 2015: £73.1 million).
The reduction in the result followed lower prioryear reserve
releases from large bodily injury claims in comparison to the
previous year, primarily as a result of the recent reduction in
the Ogden discount rafe.

1. Vehicle recovery includes postaccident and pay-on-use recovery. Repair services constitute the provision of non-insurance related repairs services

2. See glossary on pages 189 and 190
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Finance review continued

Restructuring and other one-off costs

Restructuring and other one-off costs for 2016 of £39.9
million (2015: £48.7 million) primarily reflected the costs
associated with the exit of the Group’s Brisfol property and
relocating fo a smaller site. Over the fouryear period 2015

to 2018, the Group expects cumulative restructuring and other
one-off costs to be substantially offset by the operating profit
from the Run-off segment.

Finance costs

Finance costs remained stable at £37.2 million
(2015: £37.6 million).

Taxation

The effective tax rate in 2016 was 21.0% (2015: 21.3%),
which was higher than the standard UK corporation tax rate
of 20.0% (2015: 20.25%), primarily due to disallowable
expenses. Based on current information, the Group expects
the effective tax rate to be broadly in line with the UK
standard fax rate.

Discontinued operations
On 29 May 20135, the Group completed the sale of its

Infernational division, which comprised ifs ltalian and German
operations, to Mapfre, S.A. Accordingly, this division is
treated as discontinued operations. The gain on disposal

of £167.1 million is included in profit from discontinued
operations of £181.2 million in 2015. Operating profit

for 2015 includes £29.9 million of realised net gains on
divisional availablefor-sale (“AFS”) investments reclassified
through the income statement on disposal. Further details on
discontinued operations are presented in nofe 5 fo the
consolidated financial statements, see page 152.

Profit for the year and return on tangible equity

Profit for the year amounted to £278.8 million (pre-Ogden
£452.6 million; 2015: £580.4 million), following the one-off
gain on disposal of the Group's Infernational division in 2015
and lower underwriting profit as a result of the recent reduction
in the Ogden discount rate, partially offset by an improvement
in the underlying underwriting performance in 2016.

RoTE was 14.2% due to lower profit after tax as a result of
the reduction in the Ogden discount rate (preOgden: 20.2%;
2015: 18.5%).

The Group reiterates its ongoing target of achieving at least a
15% RoTE. Following a review of the approach fo the Group’s
Directors’ remuneration policy, the Remuneration Committee is
proposing that the level of RoTE required for the March 2017
longferm incentive plan awards to vest be increased from the
current range of 14.5% to 17.5% to a range of 15.0% to
18.0%. This will ensure that awards will only vest in full if
significant value has been delivered fo shareholders.

Earnings per share

Basic eamings per share was 20.4 pence (2015: 27.9
pence| reflecting the decrease in profit affer tox.

Adjusted diluted earnings per share! from Ongoing operations
were 21.2 pence (2015: 26.6 pence] reflecting the decrease
in operating profit.

Note:
1. See glossary on page 189 and 190 and appendix A on page 191
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Dividends

The Board is proposing a final dividend of 9.7 pence per
share making a total regular dividend for 2016 of 14.6
pence per share. This represents 5.8% growth over the 2015
regular dividend and is in line with the Group's aim to grow
the regular dividend annually in real terms, see page 110 for
the Group's dividend policy. The final dividend will be paid
on 18 May 2017 to shareholders on the register on 17
March 2017. The exdividend date will be 16 March 2017.

Cash flow

Net cash generated from operating activities before investment
of insurance assets totalled £35.0 million (2015: £42.1
million). This reflected a decrease in cash generated from

operations to £117.1 million (2015: £149.3 million), offset

by lower faxes paid.

The net cash used by investing activities of £125.6 million
[2015: £190.8 million generated from investing activities)
the movement primarily reflects the proceeds on sale of
discontinued operations in 2015.

Dividends paid amounted to £450.6 million (2015: £666.0
million] resulting in net cash used by financing activities of

£528.4 million (2015: £722.0 million).
Overall, cash and cash equivalents increased by £208.4
million (2015: £14.0 million increase) across the year to

£1,110.8 million (31 December 2015: £202.4 million).

Net asset value

2016 2015
At 31 December £m em
Net assets 2,521.5 2,630.0
Goodwill and infangible assets (508.9) (524.8)
Tangible net assets 2,012.6 2,105.2
C|osing number of shares 1,365.1 1,368.7
Net asset value per share (pence) 184.7 1922
Tangible net asset value per share
(pence) 147 .4 153.8

The net asset value at 31 December 2016 was £2,521.5
million (31 December 2015: £2,630.0 million) with a
tangible net asset value of £2,012.6 million (31 December
2015: £2,105.2 million). The decrease since the beginning
of the year reflected the payment of dividends, offset by the
profit in 2016 and an increase in AFS investment reserve.

Financial management

Accessing sufficient funding as liabilities fall due is central to
the Group's long-term sustainability. The Group's integrity and
brand reputation for customers and other stakeholders relies on
this sustainability. The Group's key financial management risks
are reserving for insurance liabilities, and market risk
connected to the investment portfolio.

Reserving

Financial management includes the central aspect of estimating
claims reserves. Uncertainty is an inherent part of insurance,
and requires judgement when assessing claims liabilifies.



The Group considers the class of business, the length of time
to nofify a claim, the validity of the claim against a policy,
and the claim value. Claims reserves could setile at a range
of outcomes, and sefflement certainty increases over time.
However, for bodily injury claims, the uncertainty is greater
due to the length of time taken to settle these claims. Annuity
payments for injured parties also increase this uncertainty.

The Group seeks to adopt a conservative approach fo
assessing liabilities, as evidenced by the favourable
development of hisforical claims reserves. Reserves are based
on management’s best estimate, which includes a prudent
margin that exceeds the internal actuarial best estimate. This
margin is made in reference fo various actuarial scenario
assessments and reserve distribution percentiles, and considers
other short and long-erm risks not reflected in the actuarial
inputs, as well as management's view on the risks and
improvements in relation fo the actuarial best estimate.

Following the Lord Chancellor’'s announcement on 27
February 2017 of a reduction in the Ogden discount rate to
minus 0.75%, the Group has assessed ifs liabilities in light of
the reduction in the rate. The Ogden discount rafe primarily
affects the value of large bodily injury claims in the Motor,
Commercial and Run-off divisions, and as a result also impacts
reinsurance recoveries and the propensity for claims to seftle
as periodic payment orders (‘PPO"). As a result, the Group
has made provision within ifs claims reserves for a reduction

in the Ogden discount rate fo minus 0.75%. The impact of this
on the income sfatement for the year ended 31 December
2016 is shown in Appendix B on page 194 and has reduced
operating profit from Ongoing operations by £175.1 million
and profit before tax by £217.3 million.

The Group's prioryear reserves releases were £290.1 million
(2015: £449.3 million) after £205.2 million of strengthening
due fo the recent reduction in the Ogden discount rafe.
Excluding the change in the Ogden discount rafe, the releases
have arisen as a result of good experience in large bodily
injury claims and PPOs. Home prioryear reserve releases
increased to £75.9 million (2015: £41.9 million) with the
increase coming mainly from favourable development on the
December 2015 weather events.

Prior fo the recent reduction in the Ogden discount rafe, the
Croup established claims reserves at an assumed Ogden
discount rate of 1.5%, compared with the rate then in force

of 2.5%. This differential resulted in lower currentyear profits,
with a small and diminishing prioryear reserve release in the
Group's reported profits as claims seffled. The Group will now
hold claims reserves at the new Ogden discount rate pending
the outcome of the consultation and so the timing difference
between current and prioryear profit recognition will no longer
exist. The net impact of this change in approach on current-
year profit is expected o be small.

Following the Group's normal actuarial review process, the
Group reduced its margin during 2016 due fo improved
claims experience, particularly in large bodily injury claims,
not yet recognised in the actuarial best estimate. The Group
continues fo hold a significant margin above the actuarial best
estimate and its overall reserving strength has been maintained
following the recent reduction in the Ogden discount rafe.

Llooking forward, the Group expects to continue to sef its
initial management best estimate for future accident years
conservatively. Over time, the proportion of the Group's
underwriting profit affributable to current year is expected

fo increase, including due fo targeted improvements in the
expense and commission ratio. Assuming current claims frends
continue, the contribution from prioryear reserve releases is
expected fo remain significant, albeit it is expected fo reduce
over time.

Claims reserves net of reinsurance

2016 2015
At 31 December £m £€m
Motor 2,084.2 2,125.9
Home 298.1 387.7
Rescue and other personal lines 72.8 79.3
Commercial 607.0 627.3
Total Ongoing 3,062.1 3,220.2
Run-off 326.2 3824
Total Group 3,388.3 3,602.6

For details relating fo the sensitivity for changes in the assumed
Ogden discount rate and the discount rate used in relation fo
periodical payment orders see note 3.3.1 of the consolidated
financial statements.

Reinsurance

The objectives of the Group's reinsurance strategy are fo
reduce the volatility of earnings, facilitate effective capital
management, and fransfer risk outside the Group's risk
appetite. This is achieved by transferring risk exposure through
various reinsurance programmes:

o Catasfrophe reinsurance to profect against an accumulation
of claims arising from a natural peril event. The retained
deductible is at £150 million, and cover is purchased
annually on 1 July, up to a modelled one-in-200 year loss

event of £1,250 million (2015: £1,350 million).

» Mofor reinsurance fo protect against a single or an
accumulation of large claims which renews on 1 January.
The refained deductible is af an indexed level of £1 million
per claim, providing a substantial level of protection
against large motor bodily injury claims.

o Commercial property risk reinsurance fo protect against
large individual claims with a retained deductible of
£4 million which renews annually on 1 October.

Taxation

The Board recognises that the Group has an important
responsibility o ifs stakeholders to manage ifs tax position
effectively. The Board has delegated day-fo-day management
of taxes to the Chief Financial Officer. The Audit Committee
provides oversight.

These arrangements are intended to ensure that the Group
complies with applicable laws and regulations, and meets
its obligations as a confributor of taxes and a collector of
taxes on behalf of the tax authorities; and manages its tax
affairs efficiently, claiming reliefs and other incentives,
where appropriafe.

www.directlinegroup.com
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Finance review continued

Investment portfolio
The investment strategy is designed to deliver several
objectives, which are summarised below:

 To ensure there is sufficient liquidity available within the
investment portfolio to meet stressed liquidity scenarios
determined by the Risk funcfion

o To match PPO and non-PPO liabilities in an optimal manner

o To deliver a suitable risk-adjusted investment return
commensurate with the Group’s risk appetite

Asset and liability management

The following table summarises the Group's high level
approach to asset and liability management.

liabilities Assets Characteristics

Inflation linked

More than 10 years, Property and

for example PPOs  infrasfructure debt or floating
Short and medium  Investment-grade Key rate
term — all other credit, shortterm high  duration
claims yield and maftched
subordinated
financial debt
Tier 2 sub-debt Commercial real Floating

[swapped fixed o esfate loans and cash

floafing)

Investment-grade Fixed or floating
credit, cash and
government debt

securities

Surplus — tangible
equity

Asset allocation and benchmarks

The current strategic asset benchmarks for the Group are
detailed in the following table:

Benchmark Actual  Benchmark Actual
holding holding holding holding

At 31 December 2016 2016 2015 2015
Investment-grade 58.0%  59.1%  54.0%  59.5%
credit
High yield 60%  62%  60%  4.8%
Investment-grade 4.0% 1.3% 4.0% 0.2%
private placements
Credit 68.0%  66.6%  64.0%  64.5%
Securitised credit = = 5.0% 5.2%
Sovereign 8.0% 5.2% 2.0% 6.5%
Total debt securities ~ 76.0%  71.8%  78.0%  76.2%
Infrastructure debt 6.0% 51% 6.0% 4.8%
Commercial real 3.0% 1.2% 3.0% -
estate loans
Cash and cash 90%  16.9% 70%  13.9%
equivalents
Investment property 6.0% 5.0% 6.0% 5.1%
Total 100.0% 100.0% 100.0% 100.0%
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At 31 December 2016, total investment holdings of
£6,581.0 million were 3.5% lower than at 31 December
2015, reflecting dividends paid offset by operating cash
flows. Total debt securities were £4,724.5 million (31
December 2015: £5,194.4 million), of which 6.1% were
rated as 'AAA” and a further 63.8% were rated as ‘AA’ or

'A’. The average duration at 31 December 2016 of total debt
securities was 2.3 years {31 December 2015: 2.3 years|.

At 31 December 2016, total unrealised gains, net of tax,
on AFS investments were £92.1 million (31 December 2015:
£5.4 million).

Decisions were faken fo exit securifised credit during
Q3 2016. In addition the Group sold two investment
properties in 2016.

In 20106, the Group delivered a robust investment result
against a background of increased financial market
uncertainties and further yield compression for much of the
year. Investment in three new mandates commenced, with

two fully funded to benchmark holdings (subordinated financial
debt and global credit). The commercial real estate loans
mandate is expected fo be fully funded to its benchmark

holding by the end of 2017.

Investment risk is, in part, mitigated by the following
characteristics of the investment portfolio:

s All holdings within the short duration US Dollar high-yield
portfolio have a credit rafing of BB or B. The Group's
strategy does not generally permit any debt securities

to be held below B-.

s The infrastructure debt portfolio is made up of UK assets
only, which are purchased via the secondary market post
the construction phase of the project concerned. The
portfolio is weighted heavily fowards social infrastructure
with 89% of the yearend porifolio invested in projects
across this sector (36% in healthcare, 48% in education
and 5% in other).

o The investment property portfolio consists presently of 24
UK-based properties. The Group's strategy does not permit
any overseas holdings. The portfolio is predominantly
based in the South East and invested mainly in the prime
rather than secondary) sector of the market.

Derivatives are permitted only for risk mitigation and

efficient portfolio management within the investment portfolio.
Derivatives used include inferest rate swaps, for example to
hedge exposure to US Dollar inferest rate movements, and
forward currency contracts fo hedge assets denominated in
foreign currency back to Sterling. Separately, interest rate
swaps have also been used to change the interest rate liability
on the Group's debt issuance fo a floating rate basis.



Investment holdings and yields — total Group

2016 2015
m Allocation Income Yield Allocation Income' Yield
Investment-grade credit? 3,888.3 104.9 2.6% 4,060.0 108.7 2.7%
High vield 409.9 17.8 4.8% 3274 12.6 4.0%
Private placements 85.1 1.4 2.9% 13.5 0.1 2.0%
Credit 4,383.3 124.1 2.8% 4,400.9 121.4 2.8%
Securitised credit? - 35 2.0% 350.8 6.0 1.6%
Sovereign? 341.2 8.9 2.3% 442.7 12.7 1.8%
Total debt securities 4,724.5 136.5 2.8% 5,194.4 140.1 2.6%
Infrastructure 337.0 7.8 2.4% 329.6 4.4 2.2%
Commercial real estate loans 797 1.0 2.6% - - -
Cash?* 1,110.8 4.2 0.4% Q473 6.7 0.8%
Investment property 329.0 18.4 5.1% 347.4 17.9 5.4%
Total Group 6,581.0 167.9 2.5% 6,818.7 169.1 2.4%

Capital management
Capital management policy

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

As has been its practice, where the Board believes the Group
has capital which is expected to be surplus to the Group's
requirements for a prolonged period, it would intend fo return
the excess fo shareholders.

In future, the Board has decided that in the normal course

of events it will consider whether or not it is appropriate to
pay a special dividend only once a year, alongside the full
year results. In doing this, the Group will harmonise its major
capital management decisions with ifs planning process and
its fullyear earnings.

Solvency I

Solvency Il is the new solvency framework implemented on

1 January 2016 as the capital adequacy regime for the
European insurance industry. It established a sef of EU-wide
capifal requirements and risk management standards with the
aim of increasing protection for policyholders. The Group is
regulated by the PRA on both a Group basis and, for the
Group's principal underwriter, U K Insurance Limited ["UKI"),
on a solo basis.

At 1 January 2016, the Group (including UKI) assessed its
capital requirements using the standard formula. UKI had its
IECM approved for use by the PRA in June 2016, and this
now forms part of a Group-wide PIM, which has been in use
from the same date.

Notes:

The Board has considered the risk appetite range of the Group
under its Solvency Il PIM and considers that the appropriate
range, which should enable it to meet its operational,
regulatory and rating agency requirements, is 140% to 180%
of its SCR.

In its results, the Group has estimated its Solvency Il own
funds, SCR and Solvency Il capital coverage rafio as at

31 December 2016. The Group will formally submit its final
Solvency Il Solvency Financial Condition Report (“SFCR")

in May 2017 to the PRA, and expects fo continue fo update
the assumptions and implement model changes untfil then.
Therefore, the final estimates may differ from those presented
in this report.

Solvency ratio sensitivity analysis

The following table shows the Group's solvency ratio
sensitivities estimated based on assessed impact of scenarios
as at 31 December 2016.

Impact on
Scenario so|vency ratio
Motor premium ratfe reduction of 10% (14 pts)
One-off catastrophe loss equivalent to the
1990 storm (9 pts)
One-off catastrophe loss based on extensive
flooding of the River Thames (9 pts)
100bps increase in credit spreads (8 pis)
100bps decrease in inferest rates (7 pts)

1. Investment income for the year ended 31 December 2015 relates to continuing operations

2. Asset allocation at 31 December 2016 includes invesiment portfolio derivatives, which have been netted and have a markto-market liability value of £5.8 million

included in investment grade credit (31 December 2015: markto-market liability value of £45.7 million of which £40.4 million included in invesiment grade
credit and £5.3 million in securitised credit]. This excludes derivatives that have been used to hedge interest on subordinated debt and operational cosﬁ

3. Securitised credit was disposed of during 2016

flows

4. Net of bank overdrafts, includes cash at bank and in hand and money market funds with no notice period for withdrawal (31 December 2015: also included

money market funds with maturities greater than three months
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Finance review continued

Capital position

At 31 December 2016, the Group held a Solvency Il capital
surplus of approximately £0.92 billion above its regulatory
capital requirements. This was equivalent fo an estimated capital
coverage ratio of 165%, postdividend. Excluding the impact of
the recent reduction in the Ogden discount rate to minus 0.75%,
the capital coverage ratio would have been approximately
189% postdividend. Other than the effects of the Ogden
discount rate change, which increased the SCR by £0.08
billion, the SCR remained largely siable in the second half of
2016, since the Group was approved fo use ifs PIM. In the first
half of 2016, the Group's SCR fell from £1.68 billion to £1.37
billion, largely as a result of the transition from the standard
formula to the PIM. The SCR calculation fully recognises the new
Ogden discount rafe of minus 0.75%, but does not take info
account any implications of uncertainty around the future rate.
The Group's capital coverage is as follows:

Reconciliation of IFRS shareholders’ equity to
Solvency Il own funds

31 December 30 June
At 2016 2016
Solvency capital requirement
(< billion) 1.42 137
Capital surplus above solvency
capital requirement (£ billion) 0.92 1.14
Capital coverage ratio post-
dividend 165% 184%

The following fable splits the Group’s own funds by tier on a
Solvency Il basis.

31 December 30 June
2016 2016
At £bn £bn
Shareholders’ equity 2.52 2.67
Goodwill and intangible assets (0.51) (0.54)
Change in valuation of technical
provisions (0.04) 0.11
Other asset and liability
adjustments (0.1¢) (0.20)
Foreseeable dividends (0.13) (0.20)
Tier 1 capital 1.68 1.84
Tier 2 capital 0.62 0.60
Tier 3 capital 0.04 0.07
Own funds 2.34 2.51
Movement in own funds
2016
£bn
Own funds as af 1 January 2016 2.47
Change in risk margin from Group standard
formula basis to Group PIM at 1 January 2016 (0.09)
Ogden discount rate impact (0.19)
Mark to market movement 0.12
Capital generation 0.49
Capital expenditure (0.12)
Capital distribution (0.34)
Own funds as at 31 December 2016 2.34

31 December 30 June

2016 2016

At £bn £bn
Tier 1 capital before foreseeable

dividends 1.81 2.04

Foreseeable dividends (0.13) (0.20)

Tier 1 capital 1.68 1.84

Tier 2 capital 0.62 0.60

Tier 3 capital 0.04 0.07

Own funds 2.34 2.51

Tier 1 capital affer foreseeable dividends represents
approximately 72% of own funds and 118% of the Group's
estimated SCR. Tier 2 capital relates solely to the Group's
subordinated debt issued in 2012, which has a market value
of £0.62 billion. The Group also recognises a deferred

tox asset of £0.04 billion as Tier 3 capital. Therefore, the
Group's Tier 2 and 3 capifal is within the limits estoblished
by Solvency Il of up to 50% of the SCR in Tier 2 and 3

combined, and 15% for Tier 3 alone.

Note:

1. Total financial debt as a percentage of total capital employed
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During 2016, the Group's own funds reduced from £2.47
billion to £2.34 billion. The Group generated £0.49 billion
of Solvency Il capital, excluding the effects of the Ogden
discount rate change, offset by £0.12 billion of capital
expenditure and capital distribution of £0.34 billion, including
the 2016 interim and final ordinary dividends and special
interim dividends. Mark to market gains, as lower interest rafes
and credit spread fightening increased the value of the bond
portfolio, were offset by a change in the basis of the risk
margin calculation following approval of the Group's PIM.

Leverage

2016 2015
At 31 December £m £m
Shareholders” equity 2,521.5 2,630.0
Financial debt — subordinated
guaranteed dated notes 539.6 521.1
Total capital employed 3,061.1 3,151.1
Financial-leverage ratio' 17.6% 16.5%

The Group's leverage continues to be conservative. During
2016, the leverage increased from 16.5% to 17.6% due
primarily fo the increase in value of the subordinated
guaranteed dated notes and a reduction in shareholders’
equity, following the reduction in the Ogden discount rafe.



Credit ratings

Standard & Poor’s and Moody's Investors Service provide
insurance financialstrength ratings for UKI. UKl is currently
rated ‘A’ (strong) with a stable outlook by Standard & Poor's,
and 'A2" [good) with a stable outlook by Moody's.

Outlook

The Group's markets were highly competitive and faced

a number of significant government policy and regulatory
changes during 2016 and in early 2017 In the face of these
challenges, the Group demonstrated both its resilience and its
appeal fo customers by growing its own brands policies while
mainfaining overall margins, which has continued info early
2017. The Group does not expect any material residual
impact on 2017 profit as a result of adopting the reduction

in the Ogden discount rafe to minus 0.75%.

The Group aims fo reduce its expense ratio during 2017,
absorbing its invesiment in future capability. The Group also
aims to deliver a lower commission ratio during 2017,
normalised for major weather events: this will in part reflect
changes in its distribution channel mix. Over the longer ferm,
the Group aims to achieve further reductions in both the
expense and commission rafios.

Hodai 216ajpyg

For 2017, the Group fargets achieving a COR in the range
of 93% to 95% for Ongoing operations, assuming a normal
annual level of claims from major weather events and no
further change to the Ogden discount rate. In addition, the
Group reiferates ifs ongoing farget of achieving af least a

15% RolE.

Statement of the Directors in respect of the Strategic report
The Board reviewed and approved the Strategic report on pages 1 to 47 on 6 March 2017.

By order of the Board

L A~

Paul Geddes John Reizenstein
Chief Executive Officer Chief Financial Officer
6 March 2017 6 March 2017

www.directlinegroup.com 47



Chairman’s introduction

Corporate
Governance

Mike Biggs
Chairman

Dear shareholders and other
stakeholders

Our commitment to good corporate governance

On behalf of the Board, | am pleased to present the Corporate
Governance report for the year ended 31 December 2016.

A maijor focus of the Board and mine as Chairman continues
fo be on maintaining high standards of corporate govemnance,
which we seek to achieve through the Group's robust
governance arrangements.

The Corporate Governance report sefs out the Direct Line
Group framework, which we believe enables effective decision
making and management of the risks in the markets in which
we operate. Matters Reserved for the Board and the role of
the Board’s Committees are core elements of this framework.
The Corporate Governance and Committee reports highlight
the areas of focus, challenge and supervision for the Board
and its Committees during 2016.

Succession planning and Board changes

Succession planning has been an area of focus for the Board
in 2016. The Board recognises the importance of succession
planning and understands the need to have leaders who reflect
the Group's culture and values. Gender diversity is also

Our Code of Business Conduct

Dealing with

customers

We shall treat customers
fairly, openly and honestly,
and operate an effective
complaints process to address
any perceived departure

from these standards.

Business practices
We shall engage in honest,
professional and ethical
conduct and maintain effective
procedures fo prevent
confidential information

being misused.
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The Board recognises the
imporfance of succession
planning and understands
the need to have leaders
who reflect the Group's
culture and values.

22

considered an important matter by the Board and its
Nomination Committee. The Board has female representation
of 30% and the Board remains committed fo improving this
position when the appropriate opportunity arises.

During 2016, the Nomination Commitiee reviewed the Board's
expertise and experience and engaged an external consultant

in the search for new candidates. The Board's Nomination
Committee oversaw the selection and appointment of Richard
Ward as Senior Independent Director. Following Priscilla
Vacassin's retirement from the Board in March 2016, a number
of changes were made fo the chairmanship and membership of
the Board's Committees. | am pleased fo report that Danuta Gray
was appointed as a Non-Executive Director and Mike Holliday-
Williams was appointed as an Executive Director on 1 February
2017. Having previously held executive and non-executive roles
in a number of sectors, including financial services, Danuta brings
vast experience to the Board whilst Mike's appointment reflects
the importance of the Personal Lines business fo the Group.

The Nomination Commitiee report on page 76 confains further
information on the Board's approach to succession planning and
Board and Committee changes.

Effectiveness and Evaluation

As Chairman, my objective is to develop and lead an effective
Board for the benefit of our shareholders. In 2014 and 2015,

we evaluated the performance of the Board and its

Dealing with

employees

We shall maintain a working
environment that attracts,
motivates and retains employees,
and is infolerant of any type of
discrimination, harassment

or victimisation.

Dealing with
shareholders and

other stakeholders

We shall seek to maximise
shareholder value over time,
recognising that wealth
generated also benefits
cusfomers, employees and the
communities where we operafe.



Committees internally. During 2016, our Board evaluation
was externally facilitated by Professor Rob Goffee of london
Business School. The review focused on the Board's role and
composition; the relevance, flow and quality of information,
and the Non-Executive Directors’ balance of knowledge, skills
and expertise. The findings have equipped us to continue fo
improve the leadership of the Group. You can find further
details on page 59.

Executive Remuneration

The debate in the UK over Executive remuneration remains a
valid topic for discussion and confinuous evaluation. The Group's
remuneration policy remains aligned with our strategic priorities
and the interests of our shareholders. As required by legislation,
the policy will be put forward for adoption by shareholders at our
forthcoming AGM. Details of the consultation process undertaken
by the Remuneration Committee can be reviewed on page 80
and the revised remuneration policy proposed is defailed on

pages 100 to 109,

UK Corporate Governance Code

The Board is committed to the principles of the UK Corporate
Governance Code issued by the Financial Reporting Council
the “Code”). | am pleased to report that we have complied
with all of the principles of the 2014 edition of the Code
which applied to the financial year under review. You can
find further explanation and details on pages 53 1o 63.

Culture and values

The Board is responsible for securing the longerm success

of the Group. The Board aims fo deliver this success by creating
an open culture that encourages the Group fo make decisions
that are best for our stakeholders. | believe that the values and
the Code of Business Conduct set by the Board are central to

the Group's culture. Our Code of Business Conduct governs the
way we freat our stakeholders, and our values determine our
behaviours. Together, these elements reflect the way we do
business with the objectives of delivering longterm sustainable
shareholder value and of ensuring our Group's longterm success.

Our shareholders

Communication with shareholders is exiremely important fo us.
By maintaining dialogue with you, we aim to ensure that your
concerns are mef and our objectives are understood. | would
like to thank you for your support and look forward to
discussing the Group's progress with you at our forthcoming

AGMon 11 May 2017,
Yours sincerely

Michael N Biggs

Chairman

Dealing with
communities and

the environment

We shall contribute to the

social and economic wellbeing
of those communities where we
are an employer, and encourage
employees fo participate in
projects and inifiafives fo
strengthen those communities.

Dealing with suppliers of
goods and services and

business partnerships
We shall maintain the highest
possible standards of integrity in
business relationships with suppliers
and partners by freating them
honestly and with respect, and
avoiding compromising offers of
gifts and hospitality.

Our values

/ Do the right thing

For our people, our customers, our shareholders and our wider
stakeholders; make decisions based on what is right, not what
is easy; demonsfrate personal and professional integrity; do
what's right for the long-term sustainability of our business.

7
| Aim higher

Strive to be the best in every area of the business; be

ambitious, courageous and innovative; relentlessly challenge

and improve; seek and embrace change; leam from our

mistakes; persevere, always deliver our promises and don't

setile for second best.

),{ Work together

Collaborate across all levels and functions; leverage the

skills, knowledge and experience, irrespective of hierarchy,

fo deliver the best possible results; develop relationships based

on frusting each other, partnerships and win-wins; recognise
and celebrate success.

\@ Take ownership

Treat it like it's OUR business; take the inifiative, if you can
see a better way, go and make a difference; take decisions,
be accountable for your actions in whatever role you perform;
take responsibility for your personal development

and performance.

v o oL ts s
&— Say it like it is
Be real, authentic and true to yourself; have adulHo-adult
conversations with all audiences; listen, seek to understand
and respect diversity of views; be open, call out issues we
see; share information and keep things as simple as possible.

‘\
—  Bring all of yourself to work

Be the best you can be, the real and whole you; celebrate
our diversity of skills, experiences and persondlities; be a
role model to others, demonstrate a ‘can do’ spirit, have fun
and make this a great place to be; be excited about our
Company and our future; believe in yourself, feel confident
and empowered.

Dealing with

regulators

We shall mainfain a constructive
and open relationship with our
regulators fo foster mutual frust,
respect and understanding, and
will not offer anything to officials
in return for favourable treatment.

Dealing with

competitors

We will compete fairly and
honestly and in accordance
with all applicable
competition laws.

www.directlinegroup.com
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Board of Directors

Mike Biggs,
Chairman of the Board
(appointed April 2012)

O®

Biography

Mike is also Chair of the Nomination Committee. He has over 40
years' experience of the UK and international financial services sector.
He is a respected figure in the insurance indusiry and well regarded
by City invesfors.

Mike was previously Chairman of Resolution, then a FTSE 100 UK
life assurance business, and has acted as Chief Executive Officer and
Group Finance Direcfor of Resolution plc. He was previously Group
Finance Direcfor of Aviva plc. He is an Associate of the Institute of
Chartered Accountants in England and Wales.

External appointments
None.

Paul Geddes,
Chief Executive Officer
(appointed August 2009)

Biography

Paul is Chief Executive Officer. He led one of the UK's largest refail
banking businesses during a challenging period, improving ifs
cusfomer and financial performance against peers. In 2009, this
experience singled him out as a Chief Executive who could turn
around Direct line Group and lead its divestment from RBS Group.

After joining RBS Group in 2004 as Managing Director responsible
for products and marketing, he became the Chief Executive Officer
of RBS Group’s mainland UK retail banking business. Before joining
RBS Group, Paul held various senior multi-channel retailing roles in
the GUS and Kingfisher groups. Paul started his career in marketing,
with UK and European roles at Procter & Gamble.

External appointments
Paul is the Deputy Chairman of the Association of British Insurers Board
and a Non-Executive Director of Channel Four Television Corporation.

Danuta Gray,
Independent NED
(appointed February 2017)

Biography

Danuta was Chairman of Telefénica O2 in Ireland until December
2012, having previously been its Chief Executive from 2001 fo
2010. During her nine year fenure as Chief Executive, she increased
the customer base from just under 1 million to over 1.7 million. Prior to
Telefénica O2, Danuta held various senior positions within BT Group

from 1984 10 2001.
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External appointments

Danuta is interim Chairman of Aldermore Group plc, a NonExecutive
Director and Chairman of the Remuneration Commitiee of PageGroup
plc, a NonExecutive Director and Chairman of the Remuneration
Commitiee of Old Mutual plc, a NonExecutive Director of PaddyPower
Beffair plc and a Non-Executive Member of the Defence Board of the

UK Minisiry of Defence.

Jane Hanson,
Independent NED
(appointed December 201 1)

GEOO

Biography

Jane is Chair of the Board Risk Committee. She has extensive
experience of risk management, corporate governance and internal
control. She also has wide experience in developing and monitoring
customer and conduct risk frameworks.

She spent her early career with KPMG, working in the financial sector,
later becoming responsible for delivering corporate governance,
infernal audit and riskmanagement services in the north of England.
Jane has also held a number of executive roles, including Director of
Audit, and Risk and Governance Director at Aviva's UK Life business.
She is a Fellow of the Institute of Chartered Accountants in England

and Wales.

External appointments

Jane is Chair of Reclaim Fund ltd and an Independent Member of the
Faimess Committee at ReAssure Lid. She has her own financial sector
consulting business and is also a magistrate.

Mike Holliday-Williams,
Managing Director, Personal lines
(appointed February 2017)

Experience and qualifications

Mike is Managing Director, Personal Lines. He joined Direct Line

in 2014 and has over 10 years’ insurance indusiry experience. He
was previously Chief Executive Officer of RSA Group's Scandinavian
businesses, Codan A/S and Trygg-Hansa, and before that UK
Managing Director of Personal Lines at RSA, responsible for the
MORETH>N, Partnerships and the Broker businesses. Before joining
RSA, Mike had many general management, marketing and customer
growth roles across several industries including the energy, telecoms
and refail sectors. He started his career at VWHSmith ple, before
moving fo various Cenfrica-owned businesses, including Brifish Gas
and Onetel.

External appointments
Mike is a member of the Association of British Insurers General
Insurance Council.

Key for Committee membership:
@ Audit Committee @ Investment Committee
Board Risk Committee @ Nomination Committee

@ CSR Committee @ Remuneration Committee



Sebastian James,
Independent NED
(appointed August 2014

©O®

Biography

Sebastian is Chair of the Corporate Social Responsibility Commitiee.
He has extensive experience in refail and consumer practice at large
groups; and has a defailed understanding of the UK consumer markes,
products and brands. Sebastian was previously Chief Executive Officer
of Synergy Insurance Services Limited and subsequently gained wide
retail experience as Strategy Director responsible for developing and
implementing the turnaround strategy at Mothercare.

External appointments

Sebastian is Group Chief Executive of Dixons Carphone plc and
is also a trustee of the charities Save the Children and The DSG
International Foundation.

Andrew Palmer,
Independent NED
(appointed March 2011)

GEOO®

Biography

Andrew is Chair of the Audit Committee and Investment Committee
and was Senior Independent Director until 18 January 2016. He has
performed various senior roles in the financial services and insurance
industries. Additionally, he has insight info corporate governance
developments and best practice in financial reporting. In 2009,
Andrew retired from Llegal & General Group plc, where he was the
Group Finance Director. He is a Fellow of the Institute of Chartered
Accountants in England and Wales.

External appointments

Andrew is a Non-Executive Director of Royal London Mutual Insurance
Society Limited and Royal London Asset Management Limited.

He is also a member of the Financial Reporting Review Panel of

the Financial Reporting Council, a Trustee of the Royal School of
Needlework and a Trustee and Treasurer of Cancer Research UK.

John Reizenstein,
Chief Financial Officer
(appointed December 2010)

7

Biography
John is Chief Financial Officer. He has extensive City and financial
services experience, spending more than 20 years in invesiment

banking with UBS and Goldman Sachs.

John was previously an Executive Director af the Co-operative Insurance
Society, CIS General Insurance and The Co-operative Bank. He was
Chief Financial Officer of these organisations between 2003 and 2007,
and subsequently Managing Director, Corporate and Markets.

External appointments

John is a Trustee and Director of Farm Africa. He is also an alternate
representative of the Association of Brifish Insurers on the Panel on
Takeovers and Mergers.

Clare Thompson,
Independent NED
(appointed September 2012)

00,

Biography

Clare is Chair of the Remuneration Commitiee. She has extensive
experience and knowledge of people and remuneration gained
from her roles at PwC. These included People Partner for Assurance
which focused on talent management and career development
planning, as well as involvement in the design and operation of
remuneration structures across PwC UK. She also has significant
financial and audit experience.

Clare was a partner af PwC from 1988 to 201 1. During her 23
years as a pariner, she held several senior and high-profile roles,
particularly in the insurance sector. She is a Fellow of the Institute
of Chartered Accountants in England and Wales.

External appointments

Clare is a Non-Executive Director of Brifish United Provident
Association (Bupa) and Retail Charity Bonds plc. She is also a
Non-Executive member of the partnership board of Miller Insurance
Services LLP, and Treasurer of the Disasters Emergency Committee.

Dr Richard Ward,
Independent NED and SID
(appointed January 2016)

®O

Biography

Dr Richard Ward is Senior Independent Director. He was Chief
Executive of Lloyd's of london, from 2006 to 2013. Richard
previously worked for over ten years at the London-based International
Petroleum Exchange, the second largest energy frading exchange,
re‘branded ICE Futures, as both Chief Executive Officer and Vice-
Chairman. He has extensive insurance indusiry experience and insight
info prudential regulation.

Prior fo the International Petroleum Exchange, Richard held a range
of senior positions at British Pefroleum and was Head of Marketing &
Business Development for energy derivatives worldwide at Tradition
Financial Services.

External appointments

Richard is Executive Chairman of Cunningham Lindsey and
Non-Executive Chairman of Brit Syndicates ltd. He also serves

as a member of the PRA Practitioner Panel, Bank of England.

Gender diversity of Board of Directors

Male 7

. Female 3
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Executive Committee

Paul Geddes chairs the Executive Committee. In addition to Paul Geddes, Mike Holliday-Williams and John Reizenstein, the committee comprises

the following:

Jonathan Greenwood,
Managing Director of Commercial

(joined 2000)

ol 4

Experience and qualifications

Jonathan has previously held roles at HBOS, MBNA and Pinnacle
and has over 30 years insurance and financial services industry
experience. He joined the Group as Product and Pricing Director for
UK partnerships. After the Group acquired Churchill, Jonathan became
Commercial Director and then Managing Director of the Group's
household and life businesses. Jonathan was appointed Managing
Director of Commercial in 2009.

Simon Linares,

L
|l/ Group Human Resources Director
L= 'Ei' ged 2014)

A

Experience and qualifications

Simon was previously Group HR Director for O2, and responsible for
all of Telefonica global digital businesses. Before this, he held various
senior global HR roles at Diageo, including responsibility for Spain,
Africa and several UK-based leadership positions. Before moving info
HR, Simon held several commercial business roles in the fastmoving
consumer goods and financial services sectors.

Steve Maddock,
Chief Operating Officer
(joined 2010)

Experience and qualifications

Steve was previously Director of Strategic and Technical Claims at
RSA. He has over 20 years' insurance industry experience, including
roles as Director of Claims and Customer Service af Capita, and as
Director of Operations at AMP. He became Chief Operating Officer
in 2016, having previously been the Managing Director of Claims,
Business Services and Technology Services. Steve holds an MBA
from the University of Reading, and is Chairman of the Motor Insurers’
Bureau and Insurance Database Services Limited.
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Humphrey Tomlinson,
General Counsel

ljoined 201 1)

Experience and qualifications

Humphrey was previously Group Legal Director af RSA and is @
solicitor with over 25 years' experience. His experience includes
advising on corporate and commercial matters, steering corporate
transactions in the UK and internationally, managing legal risk, and
dealing with corporate govermnance issues. Before joining RSA, he
worked at the City law firm, Ashurst Morris Crisp. He is a graduate
of the University of Oxford.

José Vazquez,
Chief Risk Officer
ljoined 2012)

Experience and qualifications

José was previously Global Chief Risk Officer and Group Chief
Actuary at HSBC Insurance. Before joining HSBC, José worked for
Zurich Insurance, first in its London Market Operations, then as Chief
Actuary Infernational Business Division [Asia, Latin America and Africal
and lastly as Chief Actuary in the UK. José is a Mathematics graduate
from Brunel University and a Fellow of the Insfitute of Actuaries.



Corporate governance report

This report explains the Board's role and activities, and
how corporate governance operates throughout the Group.

The UK Corporate Governance Code

Direct Line Insurance Group plc [the “Company”) has complied
with all of the principles and provisions of the 2014 UK
Corporate Governance Code (the “Code”) throughout the
financial year.

The only exception is the recommendation contained in
Provision E. 1.1 of the Code that the Senior Independent
Director ("SID") should attend sufficient meetings with maijor
shareholders to listen to their views. Throughout 2016, the
Board received regular updates from the Company’s corporate
brokers on the views of its institutional shareholders and, in
addition, the Investor Relations feam provided regular updates
to the Board. The Chairman, Chief Executive Officer ("CEQ”)
and the Chief Financial Officer ("CFO") met with key
shareholders following announcements of results and reported
shareholders’ views back to the Board. On this basis the
Board is satisfied that it understands the views of shareholders,
and major shareholders have been invited to meet with the
SID should they wish to do so. It is open to all shareholders to
raise any issues they wish with the Chairman, the SID and the
Chair of the Remuneration Committee. The Board has therefore
concluded that it has complied with the main and supporting
principles under section E.1 of the Code regarding dialogue
with shareholders.

Further defails of how the Company applied the Code's
principles and complied with its provisions can be found
on the following pages of this report and the Directors’
remuneration report:

« Leadership - page 53

o Effectiveness — page 56
* Accountability — page 61
e Remuneration — page 63

e Relations with shareholders — page 63

For more information about the Code, visit the Financial
Reporting Council's website at www.frc.org.uk

Leadership
The Board

The Board has a collective objective of promoting the long-term
success of the Company for its shareholders and provides
leadership of the Company. The main role of the Board is to
organise and direct the Group's affairs in a way that is most
likely to help it succeed in the long-term for the benefit of
shareholders as a whole. The Board supervises the Group's
operations, with the objectives of ensuring that they are
effectively managed, that prudent controls are in place,

and that risks are assessed and managed appropriately.

In addition, it also sefs the Group's strategy, and monitors
management's performance and progress against the
strategic aims and objectives. The Board also develops and
promotes the collective vision of the Group's purpose, culture,
values and behaviours.

Board composition

As at the date of this report, the Board comprised the
Chairman, who was independent when appointed fo the
Board; the CEO; CFO; the Managing Director of Personal
lines; and six independent Non-Executive Directors ("NEDs"),
including the SID. The current Directors served throughout

all of 2016, except for Richard Ward, who was appointed
on 18 January 2016 and Danuta Gray and Mike Holliday-
Williams who were appointed on 1 February 2017.

Priscilla Vacassin retired from the Board on 1 March 2016.

AUDUIBA0S)

You can find the names of the current Directors of the
Company as at the date of this report and their biographical
information on pages 50 and 51.

Meetings

The Board held nine scheduled meetings in 2016.

The Company Secretary attended all Board meetings.

At its discretion, the Board invited senior executives and
external advisers to attend Board meetings, and fo present
on business developments and governance maiters.

The table below sefs out attendance at the scheduled meetings

in 2016:

Scheduled Percentage
meeﬂngs‘ attendance

Chairman
Mike Biggs Qof9 100%
Senior Independent Director
Richard Ward Qof9 100%
Non-Executive Directors
Jane Hanson Qof 9 100%
Sebastian James Qof9 100%
Andrew Palmer Qof & 100%
Clare Thompson 9of9 100%
Priscilla Vacassin' 20f2 100%
Executive Directors
Paul Geddes Qof O 100%
John Reizenstein Qof9Q 100%

Note:

1. Attendance is expressed as the number of scheduled meetings attended out of
the number of such meetings possible or applicable for the Director to attend

The Board also held seven additional meetings. The additional
meefings were ad hoc or Board sub-committee meetings,
including meetings fo receive recommendations from the
Nomination Committee on Board and Committee changes,
and strategic matters. The Board also held an annual strategy

day in June 2016.

Structure of the Board

The diagrams on the following page summarise the
responsibilities of the Chairman, the CEO, the Board and the
Board Committees. The Board has established six Committees
to help discharge ifs responsibilities. Each Committee plays

a vital role in helping to ensure the Board operates efficiently
and considers matters appropriately. Further details on the roles
and responsibilities of the Board Committees, along with the
activities undertaken during the period, are confained in the
Committee reports on pages 64 to 81.
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Corporate governance report continued

Board
Mike Biggs, Chairman
» Organises and directs the Group's affairs in a way that is believed most likely to help it succeed in the longterm for the benefit of shareholders as a whole.

o Supenvises the Group's operations, helping fo ensure it is effectively managed, that prudent controls are in place, and that risks are assessed and managed
appropriately.
o Sets the Group's strategy, and monitors management's performance and progress against the strategic aims and objectives.

o Approves the terms of reference for the Board Committees and, where appropriate, reviews and agrees their recommendations.

v
v v v v v v

Audit Committee Board Risk Committee ~ CSR Committee Investment Committee ~ Nomination Remuneration

Andrew Palmer, Jane Hanson, Sebastian James, Andrew Palmer, Committee Committee

Chair Chair Chair Chair Mike Biggs, Chair Clare Thompson,

Chair

o Maintains the o Oversees and o Provides oversight Provides oversight Reviews the Board's e Sefs and oversees
integrity of the advises the Board and advice on how of how the Group structure, size, how the Group
Group's financial on the Group's the Group conducts develops ifs composition, and implements its
stafements. current and pofential its business invesiment strategy. balance of skills, remuneration policy.

o Oversees and future risk exposures, responsibly, Oversees the experience, o Oversees the level
challenges the and its strategic Including matters management and indep@ndence and and structure of
effectiveness of the opproo.ch e relolhng o performance of the experise. remuneration
Group's systems of managing risk. environmental, Group's investment leads the process arrangements for
financial and other o Recommends risk employee portfolio. for Board senior executives,
controls. appefite and engﬂgggment and appointments and approves share

; tolerance levels to welliosiing), makes incentive plans, and
* Mioniors fhe work the Board and eIy recommendations o recommer?ds them

and effectiveness of
the Group's infernal
and external
auditors and
actuaries.

supports the Board
in promoting a risk-
aware culture across
the Group.

involvement, and
ethics.

the Board.

Provides guidance
to management on
executive succession

to the Board and
shareholders.

planning.
More details can be

found on pages
79 to 81.

More details can be
found on pages
76 to 78.

More details can be
found on pages
74 to 75.

More details can be
found on pages
721t073.

More details can be
found on pages
68to71.

More details can be
found on pages
64 to 67.

The diagram below outlines the executive management structure.

Executive Committee
Paul Geddes, Chief Executive Officer
o Sets performance fargefs.

o Implements the Board-determined Group strategy and direction.
» Monitors key objectives and commercial plans to help achieve the Group's targets.
o Evaluates new business initiatives and opportunities.

o Considers reports on operational matters that are material to the Group or have cross business implications.

|
v v v v v v

Chief Operating Chief Risk Officer Chief Financial Officer
Officer Jose Vazquez John Reizenstein

Steve Maddock —

General Counsel
Humphrey Tomlinson

Group Human
Resources Director
Simon Linares

Managing Director Managing
Commercial Director Personal
Jon Greenwood Lines
Mike Holliday-Williams

Biographical details of the Executive Directors and Executive Committee members are shown on pages 50 to 52.
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The Chief Executive Officer

The Board is ultimately responsible for the Company's success. The Board has, however, authorised Paul Geddes, the CEO,
to manage the Group's day-to-day operations and deliver its strafegic objectives.

In turn, Paul Geddes has delegated certain elements of his authority fo Executive Committee members. This helps ensure that
senior executives are accountable and responsible for managing their businesses and functions. Such delegation also involves
ensuring the senior executives have the appropriate financial and other authorities needed to manage those business areas.

Executive Committee

The Executive Committee is the principal management committee that helps the CEO manage the Group's operations. It helps
him: set performance targets; implement the Board-determined Group strategy and direction; and monitor key objectives and
commercial plans to help achieve the Group's targets. It also helps him evaluate new business initiatives and opportunities,
and considers reports on operational matters that are material to the Group or have cross business implications.

Non-Executive Directors

Each Director brings different skills, experience and knowledge to the Company, with the NEDs bringing additional independent
thought and judgement. All NEDs must be able to spend sufficient time in their roles to discharge their duties and responsibilities
effectively. The leffers of appointment for the Chairman and NEDs set out the time the Group anticipates that they will commit o
their roles. This is at least three days a week for the Chairman and an average of three days a month for the other NEDs depending
on business needs. The Nomination Committee reviews this time commitment, and each NED's other commitments, annually.

An overview of the role and responsibilities of the Chairman, CEO, SID and the NEDs is set out in the table below:

Role Responsibilities
Chairman: Responsible for maintaining, developing and leading
an effective Board. Planning and managing the
Board's business, presiding af Board meetings and The Board has agreed individual role
acting as figurehead for the Board. profiles for the Chairman, Mike Biggs, and
Chief Executive Responsible for managing the Group, and delivering the CEO, Paul Geddes. These clearly define
Officer: the Group's strategy and financial results. Certain their roles and responsibilities. This is to
elements of his authority have been delegated to ensure no one person has unlimited powers
Executive Committee members to help ensure that of decision making.

senior executives are accountable and responsible
for managing their businesses and functions.

Senior Independent  Acts as a sounding board for the Chairman and an infermediary for the other Directors when necessary.
Director: Available to shareholders if they have any concerns they cannot resolve through normal channels. Lleads
the Chairman’s performance evaluation annually.

Non-Executive Responsible for objectively and constructively challenging management. Use their wider business
Directors: experience fo help develop the Group's strategy. NEDs are initially appointed for a term of three years.
The Nomination Committee recommends potential new NEDs fo the Board for appointment. The Board

then considers and approves each appointment. All Directors are subject o election or reelection annually

at the Company’s AGM. You can find the standard terms and conditions of the NED appointments af
www . directlinegroup.com. Further details of NEDs letters of appointment are on page 108 of the
Directors’ remuneration report.

Information and support

All Directors can access assistance and advice from the Company Secretary. The Board is satisfied that it receives information
of appropriate quality and in a timely manner, o enable the Directors to discharge their duties. Directors may seek external
independent professional advice at the Company’s expense, if they need it fo discharge their duties. The Company Secretary
attends all Board meetings and he or his nominated deputy attends all Board Committee meetings.
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Corporate governance report continued

Effectiveness

Matters Reserved for the Board

The Board recognises that to ensure the long-term success of the Company, certain specific matters should be reserved for the
consideration and decision of the Board either alone or following review and recommendation by its Committees. Other matters
are delegated by the Board to its Commitiees and to the Executive Directors. In addition to the Schedule of Matters Reserved,
each Board Committee has written terms of reference defining ifs role and the authority delegated fo it by the Board. The
decisions specifically reserved for approval by the Board are set out in the Schedule of Matters Reserved for the Board, and are

summarised in the diagram below.

Strategy and management

o Overall leadership of the Group and
sefting the Company's values and
standards.

o Oversight of the Group's operations.

o The Group's sirategic aims and
objectives.

 Annual operating and capital
expenditure budgets.

» Material extension of the Group's

activities into new business or
geographical areas.

o Decisions fo cease operation of any
material part of the Group's business.

Contracts

» Maijor capital projects, investments
and confracts that are either
materially strategic or above the

CEO's delegated authority.

Financial reporting and
controls

o Results announcements.

o Dividend policy.

o Accounting policies.

e Reserving position.

Internal controls & risk |
management

o The infernal controls and risk
management system, including the
Group's Risk Appetite Statements.
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Communication

o Ensuring satisfactory dialogue with
shareholders.

o Arangements for Annual and other
General Meetings.

Matters Reserved
for the Board

Board membership and other
appointments

* Appointment and removal of Directors,
SID, CEO, Company Secrefary and
Chief Risk Officer.

o Selection of the Chairman.

o Succession planning for the Board and
senior executives.

Corporate governance
matters

o The Group's corporate governance
and regulatory compliance
frameworks.

Structure and capital

o Changes to the Company's capital
structure and debt securities structure.

» Maijor changes fo the Group's

corporate structure, including material
acquisitions and disposals of shares.

o Changes fo the Company’s listing or
plc status.

Delegation of authority

o Division of responsibilities between
the Chairman and Chief Executive.

o Delegated levels of authority fo
Executive Directors.

o Establishment of Board Commitiees.

Remuneration

o Chairman and NED remuneration.
* Remuneration policy.

o Intfroduction of new share incentive
plans or major changes fo existing
plans, for approval by shareholders.



Board activities during 2016

The activities undertaken by the Board in 2016 to promote
the long-term success of the Company are focused on ifs role
as the leadership and decision forum for the Group.

Scheduled Board meeting discussions are focused on four
main themes:

Strategy & execution, including: sefting the Group's key
strafegic targets and moniforing the Group's performance
against those fargets; reviewing customer experience and
monitoring the Group performance against external brand
metrics; reviewing and approving key projects aimed at
developing the business or rationalising costs; reviewing the
approach fo mergers and acquisitions; and reviewing the
individual strategy of key business lines.

Financial performance and investor relations, including:
seffing financial plans, annual budgets and key performance
indicators ("KPIs"), and monitoring the Group's results against
them; considering the Group's reserving position; approving
financial results for publication; agreeing the Group's dividend
policy; and reviewing broker reports on the Group alongside
feedback from investor meetings.

Risk management, regulatory and other related
governance, including: reviewing and agreeing the Group's
Policies; setting risk appetites; approving the Own Risk &
Solvency Assessment ("ORSA"); approving major changes
to the Group's internal model and seeking to ensure that the
Group complies with all regulatory requirements.

Board & Board Committee governance, including: receiving
reports from the Board’s Committees; updating ferms of
references for the Committees; and implementing an annual
review of Board and Committees’ effectiveness.

The coordination of the Board meeting content is managed
by the Chairman, supported by the CEO and Company
Secretary, primarily using a forward agenda planner.

In addition fo routine business the Board considers and
discusses key issues that impact on the business as they arise.

The chart below details some of the specific topics discussed

during 2016:

January

o Review of Group's
response fo recent
flooding

o Consideration of
results of employee
opinion survey

e 2015 Board

Effectiveness Review

April
o Review of

Commercial
strategy

o Approval of
cafastrophe
reinsurance
arrangements

o Update on Group's
investment portfolio

September

o Update on
implementation of
the next generation
of cusfomer sysfems

o Update on CSR
initiative regarding
young drivers
[Shotgun)

o Modem Slavery Act

February

o Review of Group
sfrategy

o Review of yearend
reserves

o ORSA
o Dividend policy

June

o Outputs from Board
strategy day

o Review of Solvency |l
Risk Appetite

o Investor Relations
update

November

o Preliminary financial
plan 20162020

March

o Review of Motor
sfrafegy

» Reviewed progress
of IMAP application

o Discussed talent

management and
succession planning
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July

o Compliance with
Market Abuse
Regulation

o People strategy
update

e Solvency |l capital
generation

o Half Year report

December

o Personal Lines
strategy update

o Approval of
Strategic Plan

o Motor reinsurance
renewal

The CEO and CFO spend a considerable amount of time
with the different business units ensuring that the Board's aims
are being correctly disseminated throughout the Group, and
that colleagues’ views and opinions are reported back to the
Board. In addifion the NEDs meet with key management
outside of the Board and Committee fora to gef a wider view
of the Group's activities.
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Corporate governance report continued

Board induction, resources and training

The Board is committed to fraining and developing all Directors
and employees. The Company Secretary is responsible for
helping the Chairman regularly review and organise training
for the Directors. The Company Secrefary also maintains an
annual training agenda for the Board and its Committees.

In order for our Directors, particularly the NEDs, to discharge
their responsibilities, it is essential that they understand our
business. The diagram below illustrates the various ways

in which the Directors’ understanding and knowledge of the
business and the regulafory environment in which it operates
is enhanced.

Tailored

. L Meeting
induction

our people

Divisional
and functional
reviews

Getting

to know
the business

Deep dive
sessions and
management
presentations

Investor
roadshow

feedback

Regular briefings
on governance,
legal and
regulatory
matters

Strategy
ays
Board
and Committee
meetings

Richard Ward undertook a tailored induction programme
during 2016 which was disclosed in the 2015 Annual Report
and Accounts.

A tailored induction programme has been prepared for Danuta
Gray, a recently appointed NED. The programme will focus
on the Group's businesses, sfrategic and transformational
priorities, regulatory and governance frameworks, capital and
financial management, and risk framework.
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A similar programme has been put together for Mike Holliday-
Williams, MD Personal Lines, who has recently been
appointed as an Executive Director. This programme will focus
on his duties and responsibilities as a Director of the Company
and corporate governance matters.

The main Board training and development activities in the year
under review included:

o Training on fopics including: Solvency Il matters; the
Group's investment risk appetite; cyber risk and security;
PPOs, complaints handling; and marketing and branding.

o NED visits to operational business units fo meet the
management teams and better understand how the business
operates. These included visits to Claims, Fraud and Legal
Services teams in Leeds and Bromley, the Group’s UK
Assistance Accident and Repair Centres in Manchester,
fo the offices of The Floow in Sheffield and the offices
of EXL (the Group's principal offshore business processing
services provider).

o Internal training workshops on: the Senior Insurance
Managers Regime; antibribery and corruption and
competition law; the Group’s IECM; and the application
of the pricing actuarial basis for Personal Lines Motor.

o Regular updates from the Company Secretary on
corporate governance.

o Quarterly industry and market updates from the Group's
brokers and financial advisers.

o Regular reports from the Invesfor Relations team regarding
institutional invesfors and analysts.



Board effectiveness review

In accordance with the principles and provisions of the Code, the Board's intended practice is to conduct a thorough review of the
effectiveness of the performance of the Directors, the Board as a whole and its Committees on an annual basis, with the input of an
external facilitator at least once every three years. The 2016 Board effectiveness review was facilitated by an external consultant,
Professor Rob Goffee of London Business School, who is independent and has no other connection with the Company.

The 2016 process commenced with the Nomination Commitiee planning the scope of the evaluation. The Committee considered
a shortlist of external evaluators for approval by the Board. The selected evaluator discussed the process with the Chairman and
the Company Secretary and agreed the questions o be put fo Board members and a number of executives who regularly attend
Board and/or Commitiee meetings.
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All of the Company's Executive and Non-Executive Directors, the Company Secretary and the other respondents complefed
a questionnaire and then held one-to-one interviews with the facilitator. Professor Goffee discussed his report initially with the
Chairman and Company Secretary and presented it to the Board in January 2017.

The review focused on:

Role & organisation The role of the Board, including Board and Committee structure and composition; the number
and frequency of meetings; and Directors’ responsibilities.

Agenda The relevance of agenda items; Direcfors’ ability to influence agenda content; and how much
time is allocated fo strategic issues and corporate performance.

Corporate Governance Corporate governance matters relating fo: Director appointments; the operation of the Board;
and the guidance provided fo Directors.

Non-Executive & Directors’ expertise and experience; training; the behaviour of, and interaction between, the

Executive Directors Non-Executive and Executive Directors; Non-Executive Directors’ time commitment; and access

fo key executives below Board level.

Information The flow of information, including: the quality and sufficiency of reports; access to external
advice; induction and understanding of the Group's businesses; and volume and timeliness of
paper submission.

Group performance The Board’s contribution to the Group's strategic direction; and the procedures for approving,
and monitoring the Group's performance against, the approved strategic objectives.

Leadership & culture The Board's environment and culture, including: working relafionships; succession planning;
and leadership of the Board, including Board meeting management.

The findings of the effectiveness review were discussed by the Board as a whole in January 2017.

Based on the responses to the questionnaire and resulting reports, the Directors are satisfied that the Board and its Committees
operated effectively in 2016. The Directors are also satisfied that they made significant progress in areas for potential
improvement identified in 2015.

Whilst the findings of Professor Goffee's report were positive, the Board will focus during 2017 on a number of areas with
the objective of improving its, and its Committees’, effectiveness. These include: making better use of Non-Executive Directors’
expertise in the sfrategic planning cycle; refreshing the Board's skills and experience through Board succession planning; and
enhancing the Board's approach to monitoring major business initiatives.
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Corporate governance report continued

Governance framework and structure

The Board is responsible for ensuring there is an appropriate
sysfem of governance in operation throughout the Group.
This includes a robust system of internal confrols and a sound
risk management framework. The Board has established

a risk management model that separates the Group's risk
management responsibilities info three lines of defence.

The Group's governance framework is defailed in the
High Level Control and System of Governance Framework
document. The Board reviews this document annually.
The core elements of the Governance Framework are the:

o Matters Reserved for the Board and the Board Committees’
Terms of Reference.

Regulatory Governance Map.
Risk Appetite Statements.

Enterprise Risk Management Strategy and Framework. This
sefs out the Group's approach fo setting risk sirategy and for
managing risks fo the strafegic objectives and day-to-day
operations of the business.

Executive Governance Framework, which outlines how
each business function is governed and details the authority
delegated to Executive Committee members.

Group Policies.

Minimum Standards, which interpret the Group Policies into
a set of operational requirements that can be implemented
throughout the Group.

The diagram below summarises the split of responsibilities for the different parts of the Group's governance framework.

Board approves

High level governance framework,
Risk Appetite, Group Policies and

Regulatory Governance Map are

set by the Board, following review
by the Board Risk Committee.

Board Risk
Committee approves

Enterprise Risk Management Strategy
and Framework is approved by the
Board Risk Committee, following
review by the Risk Management
Committee (o committee comprised
of Executives).

Risk Management
Committee approves

The Executive Governance
Framework is developed by
Executives and approved by

the Risk Management Committee.

Policy owner approves
Minimum standards are approved
by policy owners subject to
non-objection from the Risk
Management Committee.
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Conflicts of interest

The Company's Articles of Association allow the Board

to authorise matters where there is, or may be, a conflict
between the Group's inferests and the direct or indirect
interests of a Director, or between a Director’s duties to
the Group and another person. This is in accordance with

the Companies Act 2006.

Each Director has a duty to avoid conflicts of inferest. They
must declare any conflict of inferest that could interfere with
their ability to act in the Group's best interests.

The Board has authorised certain potential conflicts of inferest

in this way. However, the Board still ensures that it will
appropriately deal with any actual conflict of interest or duty that
might arise. This usually would involve making sure a Direcfor
does not participate in a relevant Board or Committee discussion
or decision.

To do this, the Company Secretary maintains a register of
conflicts, and any conflicts that the Board has authorised. The
Board reviews this register at each scheduled Board meeting.

Approach to diversity

The Board carefully considers the diversity of its members

from various perspectives. It also seeks to ensure that Directors
have the relevant knowledge, skills, experience and, where
necessary, independence fo help the Group deliver its sirafegy.

The Company believes in the benefits of diversity. At the date
of this report, of the Board's ten members, three are women.
However, while the Board will strive to consider diversity when
choosing new members, it is committed to appointing the most
appropriate candidates.

The Nomination Committee’s terms of reference state that it
should duly regard the benefits of diversity, including gender
diversity, when choosing Board candidates. You can find
more information about the Board's diversHy po|icy in the
Nomination Committee report on page /8.

The CSR Committee considers diversity as part of its 'Proud

fo be here’ work stream. This is to ensure the Group's talent
pipeline remains diverse to meet future requirements. The
Group provides mentoring schemes and associated training
and development programmes for high-potential candidates.
You can find numerical data relating to the gender diversity of
the Board, senior managers and employees in the CSR report
on page 33.

During the year, the Group signed up to the Women in
Finance Charter. This Charter reflects the Government's, as
well as the Group's aspiration, to see gender balance at all
levels across financial services firms.

Nomination Committee

On behalf of the Board, the Nomination Committee assesses
the NEDs' independence, skills, knowledge and experience
as part of its annual review of each Director’s performance.
The Board concluded that every current NED was
independent, continued to contribute effectively, and
demonstrated they were committed fo the role. Andrew Palmer
has served on the Board since March 2011. At the
Chairman’s request, he has agreed fo continue 1o serve as

a Director and a resolution for his re-election as a Director

will be proposed to the 2017 AGM. In accordance with

the Code, the extension of Mr Palmer's term of appointment
beyond six years has been the subject of a particularly rigorous
review. The Board is satisfied that he remains independent,
that he continues to make a significant contribution to the
proceedings of the Board and its Committees and that the
extension of his term of appointment will provide valuable
continuity as work on refreshing the Board progresses.
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The Nomination Committee’s work during the year led to
the appointment of Danuta Gray as an additional NED, and
Mike Holliday Williams, MD Personal Lines, as an Executive
Director, both with effect from 1 February 2017. You can
find out more about these activities and the Nomination
Committee’s work during the year on pages 76 to /8.

Accountability

An explanation of how the Board meets ifs responsibilities
under the Code is set out below, except for the following
matters, which are covered elsewhere in the Annual Report
& Accounts:

o How the Company seeks to generate value over the long-
term is explained in the business model on pages 8 and 9,
and the strategy for delivering Company objectives is on

pages 14 o 17.

o How the Board has assessed the Group's longerterm
viability and the adoption of the going concern basis in
the financial statements is set out in the Directors’ report

on pages 112 and 113.

o The Board has delegated responsibility to the Audit
Commitiee to oversee the management of the relationship
with the Company’s External Auditor. You can find details
of the Audit Committee’s role, activities and relationship
with the External Auditor in the Committee report on pages

64 to 67.

Responsibility for preparing the Annual Report
& Accounts

The Board is responsible for giving shareholders a fair,
balanced and understandable assessment of the Company's
position and prospects. The Board is also responsible for
mainfaining adequate accounting records and ensuring
compliance with statutory and regulatory obligations.

You can find an explanation from the Directors about their
responsibility for preparing the financial statements in the

Statement of Directors’ responsibilities on page 113. The

Company's External Auditor explains its responsibilities

on page 121.
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Corporate governance report continued

The Directors confirm that they consider that the Annual Report
& Accounts, taken as a whole, is fair, balanced and
understandable, and provides the information that shareholders
and stakeholders need to assess the Group's position and
performance, business model and strategy. In arriving at this
conclusion, the Board was supported by a number of processes,
including the following:

o Management drafted the Annual Report & Accounts to
ensure consistency across sections, and a steering group
comprising a feam of crossfunctional senior management
provided overall governance and co-ordination.

o A verification process, fo ensure the content was
factually accurate.

o Members of the Executive Committee reviewed drafts
of the Annual Report & Accounts.

o The Company's Disclosure Committee reviewed an
advanced draft of the Annual Report & Accounts.

o The Audit Committee reviewed the subsfantially final
draft of the Annual Report & Accounts, before consideration
by the Board.

Risk management and internal control systems

The Board is responsible for the Group's risk management
and internal control systems. It has complied with the Code by
esfablishing a continuous process for identifying, evaluating
and managing the principal risks the Group faces.

The Board has established a management structure with

defined lines of responsibility and clear delegation of authority.

This control framework cascades through the divisions and
central functions, detailing clear responsibilities to ensure the
Group's operations have appropriate controls. This includes
confrols relafing to the financial reporting process.

The Group operates a Three lines of Defence model.
You can find out more about this in the Risk management
section on pages 26 to 29.

The Board, with the assistance of the BRC and the Audit
Committee as appropriate, monitored the Company's risk
management and internal control systems that have been in
place throughout the year under review, and reviewed their
effectiveness. The monitoring and review covered all material
controls, including financial, operational and compliance
confrols. The Board and its Committees are overseeing the
ongoing work infended to improve the performance across the
board of the Group's IT systems, including focusing on risks
relating 1o IT systems’ stability, cyber security and the infermnal
confrol environment.

The Board was also supported in its review of the annual
Control Environment Certification process. As part of this,

each directorate self-assessed its risks and whether ifs key
controls were adequate and effective. The Risk and Group
Audit functions reviewed and challenged these findings. The
Group then combined the overall findings into a Group-level
assessment, which the CEO approved. The system reported on
the controls' nature and effectiveness, and other management
processes that manage these risks.
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The BRC regularly reviews significant risks and how they might
affect the Group's financial position; comparisons to agreed
risk appetites; and what the Group does to manage risks
outside ifs appetite.

The Group Audit function supports the Board by providing an
independent and objective assurance of the adequacy and
effectiveness of the Group’s controls. It brings a systematic
and disciplined approach to evaluating and improving the
effectiveness of ifs risk management, control and governance
frameworks, and processes.

The Directors acknowledge that any infernal control sysfem

can manage, but not eliminate, the risk of not achieving business
objectives. It can only provide reasonable, not absolute,
assurance against material misstatement or financial loss.

On behalf of the Board, the Audit Committee regularly reviews
the effectiveness of the Group's infernal control systems. lts
monitoring covers all material controls. Principally, it reviews
and challenges reports from management, the Group Audit
function and the External Auditor. This enables it to consider
how to manage or mitigate risk in line with the Group's

risk sirategy.

Assessing principal risks

The Board is responsible for defermining the nature and extent
of the risks that it is willing to take to achieve its strategic
objectives. The Directors confirm that they robustly assessed the
principal risks facing the Company, including risks that would
threaten ifs business model, future performance, solvency or
liquidity. You can find a description of these risks, and their
management or mitigation, on pages 2/ o 29.

This confirmation is based on the Directors’ twiceyearly review
and challenge of the Group's Material Risk Assessment ("MRA”"),
and their review and approval of the Group's risk appetite
statements. The MRA identifies risks quantified as having a
residual risk impact of £40 million or more based on a 1-in-200-
years likelihood period. The quantifications are produced through
stress and scenario analysis, and the IECM. Each directorate’s
botiom-up risk identification and assessment supplements the
MRA. The MRA also plays a key role in developing the ORSA

and assessing the Group's strategic plan.



Remuneration

The Board has delegated responsibility to the Remuneration
Comnmittee for the remuneration arrangements of the Group's
Executive Directors and Chairman. It recommends and
monitors the remuneration level and structure for senior
executives. You can find out more about this in the Directors’
remuneration report starting on page 82.

Relations with shareholders

Engagement with shareholders

The Board believes that engaging regularly with the
Company's shareholders is vital to the Group's business.
Communicating and engaging with investors means the Board
can stay up fo dafe on opinions. It also gives the Company
the opportunity fo answer questions and concermns.

During 2016, the Board received regular updates from the
Company's corporate brokers on the views of its insfitutional
shareholders and, in addition, the Investor Relations team
provided regular updates to the Board. During the reporting
period, the Company Secretary wrote to the Company's
maijor shareholders, to offer them opportunity fo meet with

the Chairman and/or the SID.

As part of the development of a revised remuneration policy
for Executive Directors, fo be put before shareholders af the
forthcoming AGM, the Chair of the Remuneration Committee
led o wide ranging consultation with key stakeholders. Further
details of this process can be reviewed on page 80 of this
document and the resultant remuneration policy proposed

is detailed on pages 100 to 109.

The Executive Directors meet frequently with investors and
inform the Board about shareholder views. This gives Directors
the opportunity to discuss governance and sfrategy with
shareholders. The Chairman, SID and NEDs are available

fo attend meetfings with major shareholders af their request.

The Investor Relations team helps Direcfors continue
communicating with institutional investors, fund managers
and analysts. The Board receives regular updates on investor
relations, including feedback from analysts. The Company's
corporate brokers also regularly aftend Board meetings o
inform the Board of shareholder views.

Annual General Meeting

The Board sees the Company’'s AGM as a good opportunity
for private shareholders to talk directly with the Board. All
shareholders can attend the AGM if they wish. All Directors
affended the AGM in 20106.

At the AGM, the CEO presents the Group's financial results.
The Chairman then invites shareholders to ask questions about
the meeting’s business, before proposing the AGM'’s formal
business. All Directors will be put forward for relection at the
AGM. The Chairman, the Committee Chairs and the remaining
Directors and members of the Executive Commitiee are also
available fo talk with shareholders at the end of the meeting.

The outcome of the resolutions put to the AGM, including poll
results detailing votes for, against and withheld, are published
on the Company’s website once the AGM has concluded.
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Committee reports

Audit Committee report

Andrew Palmer
Chair of the
Audit Committee

Areas of focus in the reporting period

o The Committee reviews and monitors the reserving
process. The Committee challenged the key reserving
assumptions and judgements, emerging frends,
movements, and analysis of uncertainties underlying the
Actuarial Best Estimate (“ABE") and Management Best
Estimate ("MBE") of technical provisions.

o The Committee provides oversight of the accounting
esfimates and judgements used in the preparation of the
financial statements. A particular area of focus for 2016
was the level of change and the impact on intangible
asset carrying values. Following the annual review of
the infangible assets, which was considered and
challenged by the Commitiee, an impairment of
infangible assets of £39.3 million was agreed.

o As part of the Committee’s review of the Financial
Reporting Control Framework (“FRCF”) it looked at the
processes which are used to produce financial asset
valuations. In 2016 the Committee asked for details of
the processes that were followed to give it assurance
that the valuations were appropriate.

o The PRA approved the Group to use its PIM in
June 2016. Following approval, the Group published
its Solvency Il own funds assessment. In addition, under
Solvency Il the Group s required fo submit Quantitative
Reporting Templates to the PRA. The Solvency |I
related information has been incorporated into the
Group's FRCF and the Committee monitors the infegrity
of the information.

o During the year the Ministry of Justice published @
consultation regarding the assessment of soft tissue injury
for bodily injury claims. The Commitiee reviewed and
challenged management's assessment of the impact of
the proposed new process on both claims experience
and operating cosfs.

e In relation to Group Audit, members of the Committee
requested a presentation to explore, and provide an
opportunity fo challenge, how the function is developing
its use of data analyfics. In the light of a significant level
of change within the Group Audit plans, the Committee
also requested and received additional analysis to
evidence that an appropriate breadth and depth of
internal audit coverage was being maintained across

the Group.
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Responsibilities of the Audit Committee

The Committee is responsible for overseeing and challenging
the effectiveness of the Group's systems of financial and other
controls. The Committee monitors the work and effectiveness
of the Group's internal and external auditors and actuaries.

The Committee's main responsibilities are to:

o monitor the integrity of the Group's financial statements
and any other formal announcement relating to its
financial performance.

e review and monitor the reserving process and recommend
the reserves fo the Board.

o confinually review the adequacy and effectiveness of the
Group's intfernal financial controls and intfernal control
systems, and the monitoring procedures.

e monitor and evaluate the Group Audit function’s
performance.

» monifor and manage the relationship with the External
Auditor, including agreeing the external audit fee, assessing
its effectiveness, independence and managing any tender
process for the audit services confract.

The Audit Commitiee’s main role and responsibilities are
set out in written terms of reference and are available at
www directlinegroup.co.uk/termsofreference

Committee composition, skills and
experience and meetings in the year

The Committee comprises three independent NEDs: Andrew
Palmer, Jane Hanson and Clare Thompson. You can find their
biographical information on pages 50 and 51. In line with

the 2016 amendments to the Code, the Audit Committee as a
whole is deemed to have competence relevant to the insurance
and financial services sectors in which the Group operates.

All Commitiee members are members of the Institute of Chartered
Accountants in England and Wales. They also have recent and
relevant financial experience, enabling them to contribute diverse
expertise to the Commitiee's proceedings. To keep their skills
current and re|evonf, in addition to Board fraining, members of
the Commitiee have received training during the period on
matters including PPOs, reserving processes and the Solvency |I
balance sheet.

The Audit Commitiee held five scheduled meetings in 2016.
Two sub-commitiee meetings were also held to approve the
Group's frading updates for the first and third quarters of 2016.
Three additional meetings were held to review drafts of the
Solvency |l narrative reports and to review the Group's Solvency
Il balance sheet following receipt of internal model approval.

The fable below shows attendance at the scheduled meefings:

Scheduled Percentage

meefings attendance

Andrew Palmer (Chair) 50f5 100%
Jane Hanson 50f5 100%
Clare Thompson 505 100%

The Chair reports on matters dealt with af each scheduled
Commitiee meeting to the subsequent scheduled Board meeting.



Case study: Periodic Payment

Orders

The Committee requesfed an in depth review of PPO
reserving methodology and in September 2016 the
Committee met fo discuss a report by management. The
fopics covered were: emerging experience; key judgements
and assumptions; indusiry benchmarking; regulation

and standards; and longterm financial projections. The
Committee focused its efforts on the recommendations of the
Group's Chief Actuary in the ABE and in related reserve
margins proposed by the CFO.

The Committee reviewed trends in the claims experience
versus indusiry experience to assess the Group's performance
in these complex cases. It concluded that the Group's
experience was broadly consistent with the market and that
its claims handling approach fo sefiling PPOs was
appropriately reflected in reserving. It challenged, and was
satisfied with, the data collection process and methods for
ensuring accuracy.

Recognising the need for significant expert judgement

in such longerm cash flow projections the Committee
challenged the assumptions, specifically: life expectations;
inflation assumptions; discounting; and reinsurance.

It discussed the sensitivities fo alfernative values and
approaches, and considered the long-term economic
assumptions including past data and the compatibility of
assumptions for International Financial Reporting Standards

[“IFRS") and Solvency II.

It discussed the strength of the underlying assumptions with the
Group's External Auditor and independent external actuaries
and concluded that, whilst the ABE appeared robust in the
face of significant uncertainties about the longferm future, they
were appropriate. It was safisfied that reserve margins held
specifically for PPOs were proportionate and justified because
not all risks could be captured in the actuarial analysis. The
members sought and were given assurance that the additional
costs of current and future PPOs from existing business cohorts
were being recognised.

The Committee requested a long-erm projection of the
Group's balance sheet under different assumed reinsurance
arrangements. This was presented by management and
showed how liabilifies to PPOs would gradually accumulate
over fime as expected and more slowly under lower
refention levels. The Committee was safisfied that the long-
term frend in the Group's balance sheet was reasonable
and within risk appetite and that exposure fo reinsurance
bad debts was being appropriately captured.

Main activities during the year

At every scheduled Committee meeting, the Committee
receives reports on financial reporting, reserves, internal
controls and Group Audit. You can find out more about this
in the following sections.

Financial reporting

The Committee monitors the integrity of the financial
statements of the Group, and any other formal announcement
relating fo its financial performance. Solvency Il related
information has been incorporated info the Group’s financial
reporting processes.

During the year, the Committee reviewed the preliminary
announcement of the Group’s 2015 financial results, the
2015 Annual Report & Accounts, and the 2016 Half Year
Report. The Committee then recommended them to the Board
for approval.

The review process focused on critical accounting policies

and practices, emphasising those requiring a major element

of judgement. The review also considered the going concern
assumptions and viability statement, valuation of assets and
impairment reviews, reserving provisions, unusual fransactions,
clarity of disclosures and significant audit adjusiments. This
included the Solvency Il balance sheet and certain Quantitative
Reporting Templates.

The Committee also advised the Board whether the financial
statements, taken as a whole, were fair, balanced and
understandable and provided sufficient information to enable
the reader fo assess the Group's position and performance,
business model and strategy.

When considering the Annual Report & Accounts for 2016, the

Commitiee focused on the significant risks and judgements which

could be material to the financial statements. These included:

Reserve valuation — The Committee reviewed the actuarial best

estimates of the level of reserves, including the impact of the
reduction in the Ogden discount rate from 2.5% to minus
0.75% following the lord Chancellor's review of the discount
rate for personal injury claims. External consultants participate
independently in the annual review. Further information on
reserves is provided in this report.

Valuation of investments not held at fair value — The
Committee considered reports on the judgements applied to the
carrying value of the Group's investments and the basis for the
valuation.

Change and IT - The Committee considered major change
projects and IT confrols.

The Committee considered reports prepared by management
on the significant estimates and judgements that were material
to the financial statements and challenged the judgements

being made, in parficular in relation to the non-cash intangible

asset impairment of £39.3 million. This relates to capitalised
software development costs for ongoing IT projects primarily
relating fo the development of new systems. The Committee

also discussed these matters with the External Auditor.
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Committee reports continued

Reserves

The Committee reviews and challenges the key assumptions
and judgements, emerging frends, movements, and analysis
of uncerfainties underlying the ABE of technical provisions.

At the same time, the Committee considers and challenges
the appropriateness of the CFO's proposals for management's
best estimate of reserves. These are informed by actuarial
analysis, wider commercial and risk management insights,
and principles of consistency from period fo period.

The Committee approves annual plans for reviews of reserves,
informed by emerging internal and external issues.

It also considers an appropriate balance between internal and
external actuarial review. Consultants appointed fo provide
actuarial reviews of reserves are subject to approval by the
Committee. The external actuarial review of reserves requiring
most judgement was carried out by PricewaterhouseCoopers
LLP for the Directors of the Company and ifs relevant affiliates’.

After reviewing the actuarial best estimate and management's
best estimate of reserves, the Committee recommends them to
the Board.

Internal control and Group Audit

During the year, the Audit Committee reviewed the adequacy
and effectiveness of the Group's internal control systems.

The Group's FRCF is part of its wider internal confrols system.
It addresses financial reporting risks. The Board delegates
supervision of the FRCF to the Audit Committee. The CFO

is responsible for the FRCF on a dayfo-day basis.

During 2016, the Committee received regular reports on the
FRCF and the testing of it. Part of those reports focused on
control deficiencies and the mitigating actions faken.

The Committee considered the Group's infernal controls and
processes for identifying and responding to risks.

The Committee provides oversight of Group Audit's work and
seeks fo ensure it adopts industry best practice appropriately.
The Group Head of Audit's primary reporting line is to the
Chair of the Committee. The secondary reporting line, for
day-to-day administration, is to the CFO. Group Audit provides
the Committee with independent and objective reports on the
adequacy and effectiveness of the Group's governance, risk
management and intemal controls. The Commitiee approves
Group Audit's annual plan and receives quarterly reports
defailing internal audit activity, key findings, management
responses, and proposed action plans. Group Audit also
monifors that these actions are completed. The Committee
also approves the Group Audit Charter.

During the year, the Committee assessed whether the

Group Audit function was effective and concluded that it was.
This included the Committee safisfying itself that the Group
Audit function has the appropriate resources.

Note:

Additional information

The Committee has unresiricted access to management and
external advisers to help discharge its duties. It is safisfied that
in 2016 it received sufficient, reliable and Time|\/ information
to perform its responsibihﬂes effecﬁve\y.

The CEO, CFO, Chief Risk Officer ("CRO"), Group Financial
Confroller and Head of External Reporting are invited fo attend
Audit Committee meetings. The Actuarial Director, external
actuarial advisers, External Auditor and Group Head of Audit
are also invited fo affend meetfings and meet privately with the
Audit Committee, in the absence of management. The Chief
Operating Officer is also invited to attend appropriate sections
of Audit Committee meetings.

External audit

The Committee is responsible for overseeing the External
Auditor and agreeing the audit fee. This also involves
approving the scope of the External Auditor's annual plan.

During the year, the Committee discussed the position on its
external audit services contract and examined a number of
opfions regarding the timing of fendering for the external audit,
including the mandatory rotation of the Group's audit firm,

faking info account the Code and the reforms of the audit market
by the Competition and Markets Authority and the EU. This
included whether it was appropriate fo tender the external audit
contract for the year ending 31 December 2018. The Company
has complied with the provisions of The Statutory Audit Services
for Large Companies Market Investigation (Mandatory Use of
Competitive Tender Processes and Audit Committee

Responsibilities) Order 2014.

A number of factors were taken into account, including
anticipated business changes, regulatory developments such
as the implementation of Solvency Il and the approval of the
Group's use of its own Internal Model, the expected new
insurance accounting standard for implementation in 2021
and the appointment of a new audit pariner by Deloitte LLP
["Deloitte”) during 2016, following the normal audit partner
rofation process. The Commitiee concluded that it was not
appropriate fo tender the external audit contract for the 2018
year end and, subject fo continued effective performance

by Deloitte, would review the position again early in 2017.
At that point a decision will be made whether to tender the
external audit contract for the year ended 31 December 2019
or defer until a later date. The current audit partner is Colin
Rawlings who was appointed in advance of the 2016 audit.
Colin has had no interaction with the Financial Reporting
Council's Corporate Reporting Review feam.

There are no contractual obligations restricting the Company’s
choice of external auditor and no auditor liability agreement
has been entered info. Equally, any recommendation to
reappoint Deloitte as audifor of the Company depends on
continued safisfactory performance.

1. The relevant offiliates are U K Insurance Limited and Churchill Insurance Company Limited
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Auditor independence and non-audit
services policy

The Group has an Independence of External Audit Minimum
Standard. This establishes parameters for preventing or mitigating
anything that compromises the External Auditor's independence

or objectivity, by virtue of it providing the Group with non-audit
services. The Commitiee reviews and refreshes the standard
annually to make sure it remains appropriate. The standard is
compliant with the FRCs implementation of the EU Audit Regulation
and Directive in adopting the list of prohibited non-audit services
which cannot be provided fo the Group.

Before each financial year, the Committee formally approves a
list of audit and non-audit services that the External Auditor will
provide. This is in accordance with the Minimum Standard.

The Group has delegated authority o the Audit Committee’s
Chair fo approve any non-audit services costing up fo
£100,000. Non-audit services costing over £100,000
require the Committee’s approval. At least twice a year, the
Committee receives and reviews a report on all consultancy
spending, including non-audit services.

During the year, the Committee approved fees of £0.4 million
to Deloitte for services unrelated 1o audit work. The following
is a breakdown of fees paid fo Deloitte for the year ended

31 December 2016.

Fees

£m Proportion
Audit fees' 1.8 81.8%
Non-audit fees 04 18.2%
Total fees for audit
and other services 2.2

The non-audif fee of £0.4 million related to audit assurance
services and services provided in reviewing the Company’s
remuneration policy, fax advisory services and an IT project.

The Committee reviewed how the Group applied its Minimum
Standard on audit and non-audit services in 2016. It is safisfied
that the Group has adequate procedures to ensure that the
External Auditors are independent and objective.

Note:

1. You can find further information in note 11 to the consolidated
financial statements.

Effectiveness of the external audit
process and reappointing Deloitte
as External Auditors

In 2016, the Committee assessed the External Auditor's
effectiveness. This was in addition fo regularly questioning the
External Auditor during its meetings. The Committee assessed
the External Auditor through: a defailed questionnaire
complefed by key stakeholders; discussing matters with the
CFO; formally reviewing Deloitte’s independence; and
assessing whether it fulfilled the agreed audit plan.
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The Committee, dfter taking info account all of the information
available, concluded that Deloitte had performed ifs
obligations effectively and appropriately as External Auditor
to the Group.

The Committee subsequently recommended to the Board
that the Group reappoint Deloitte as External Auditor.
The Group will put a resolution regarding this to shareholders

at the 2017 AGM.

The Audit Committee’s effectiveness

A formal and rigorous annual evaluation of the Committee’s
performance and effectiveness was undertaken during the
year. Professor Rob Goffee of london Business School
facilitated this effectiveness review, and prepared a report
based on responses from Committee members and other
stakeholders to a questionnaire and interview. After reviewing
and discussing the report, the Committee concluded that it was
operating effectively and has access to sufficient resources o
perform ifs dufies.

The Board reviewed and approved this report on

6 March 2017.

fr Ve

Andrew Palmer
Chair of the Audit Committee
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Committee reports continued

Board Risk Committee report Responsibilities of the Board Risk
Committee

The Committee is responsible for oversight and challenge
of the Group's current and potential future risk exposures,
and ifs strafegic approach to managing risk. The Committee
recommends risk appetite and tolerance levels to the Board,
and supports the Board in promoting a risk-aware culture
across the Group.
Jane Hanson
Chair of the Board The Committee’s main responsibilities are to:

Risk Committee

o consider and recommend the Group's risk appetite,
framework and tolerance to the Board for its approval.

. . . e review and approve the design and implementation of
Areas of focus in the reporting period the ERMF, and the procedures for monitoring its adequacy

and effectiveness.

e The Group received approval from the PRA for the use o consider the Group's risk profile relative fo current and
of its Group PIM in June 2016, successfully concluding future Group strategy, and fo risk appetite.
a multivear project. The case study on page 69 details « approve the Risk and Compliance function
how the Committee provided oversight fo enable the operational plans and adequacy of resourcing.

Group fo meet the challenges of complying with

Solvency Il and obtain internal model approval. ¢ review fhe govemance of, and methodology and

assumptions used in, the Group's Internal Economic

o The Committee reviewed an assessment of risk Capital Model, approve changes to the model and
behaviours and attitudes undertaken jointly by the validation thereof.

Risk function and Group Audit, which covered areas
including: tone from the top; decision making; and risk
management. The Committee challenged the outputs of
the assessment and ensured the appropriateness of the o review the Group's procedure for defecting infernal
actions identified. The Commitiee commended the and external fraud.

progress made to embed and to demonstrate positive
culture and behaviours in risk management.

e review and recommend the ORSA process and report
fo the Board.

The main role and responsibilities of the BRC are set
out in written terms of reference and are available at

o With cyber security becoming an increasingly important www.directlinegroup.co.uk/termsofreference

area of focus for companies, the Committee closely

monitored and challenged activities in relation to IT Committee composifion skills and
risks, controls and resilience. The Committee reviewed experience Gnd meeﬁnés in fhe year

the outpufs from system penetration testing and reviews

of risk management and information security, and The Committee comprises three independent NEDs:
challenged the first and second lines of defence on Jane Hanson, Andrew Palmer and Richard Ward. You can
the adequacy of the remediation planning and the find their biographical information on pages 50 and 51.

assessment of the materiality of the issues raised.

The Committee was safisfied with progress made in the
continuing development of the IT control environment
and with the oversight of the IT risks and controls by the
second line of defence.

The BRC held six scheduled meetings in 2016. Two
additional meetfings were held to consider IT controls and
cyber risk; and a review of the Conduct Risk Management
Framework. Additionally, the Committee held a strategy day
which considered the Group's approach to the management
of risk, the risk oversight model and the operation of the
Three Lines of Defence model. The fable below shows
attendance at the scheduled meetings:

o The Committee scrutinised the Pricing Control
Framework, and challenged the Group's risk appetite
for pricing events. The Committee reviewed the outputs
of reviews undertaken by Group Audit and an external

consultancy firm regarding the effectiveness and Scheduled Perceniage
sustainability of controls within the Pricing function. meefings aftendance
The Committee ensured that management undertook Jane Hanson (Chair) 6of6 100%
sufficient root cause analysis and read across of the Andrew Palmer 6ofb 100%
pricing events. The small number of pricing issues Richard Ward!2 3of4 75%
were non-material and not systemic and the Committee Clare Thompson! 1 of 1 100%

was satisfied with the robustness of the confrol priscillo V. o Lof ] 100%
environment within the Pricing function and the level fisciia vocassin ° 2

of management focus. Notes:

1. Attendance is expressed as the number of scheduled meetings aftended
out of the number of such meetings possible or applicable fo attend

2. Dr. Ward was unable fo attend one meeting due to an overseas business
commitment that he had agreed before joining the Board
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Case study: Solvency Il

Having spent 2015 preparing for the implementation of
Solvency II, the Committee’s focus in 2016 was on providing
oversight of the process leading up to the Group's approval
from the PRA for the use of its PIM and on the calculation

of the SCR using the Group's [ECM. During the year, the
Comnmitiee received detailed presentations from management
on the underlying assumptions around the [ECM and
reviewed how the model had been consfructed. The
Committee challenged both the Group's Solvency Il and
IECM submission, including:

o |[ECM uses, particularly in relation to investment matters
and the seffing of the Group's capital risk appetite under
Solvency |I.

o The IECM change process and framework, particularly
in relation fo the aggregation of model changes.

o The IECM validation framework, scope and process,
including satisfying itself that independent validation was
focused on the most appropriate areas and there was
sufficient coverage in specific areas.

o The Group's SCR, including the key assumptions and
dependencies within the calculation methodology such
as diversification, expert judgements, parameterisation,
sensifivity festing and the selection of the catastrophe
model used in the [ECM.

o The method and governance for calculating the Standard
Formula, and the justification of this capital requirement
including a comparison to the IECM SCR.

o The ongoing application of, and controls over, the
IECM including the annual exercise fo compare the

IECM to the Material Risk Register.

Main activities during the year
Risk monitoring

At each scheduled meeting, the Committee received a report
from the CRO detailing the outputs of regular risk monitoring
and providing defails of specific issues to the Committee.

The report was enhanced during the year fo sef out more
clearly the Group's current risk profile, the areas of
management focus and the key activities being undertaken

by the second line of defence to drive forward the embedding
of risk management across the Group.

AUDUIBA0S)

The Committee received regular reports regarding the three
strategic risk appetite statements: maintain capital adequacy;
stable and efficient access fo funding and liquidity; and
maintain stakeholder confidence. The Committee monitored
the Group's exposure against these appetites and the lower
level risk appetite statements, and assessed the drivers that
affect ifs risk appetite status. The Committee reviewed and
questioned the justification regarding the assessment of certain
risks and the robustness of management action plans fo
address areas close fo or outside folerance. Having regard
fo the extent of change being executed by management,

the Committee closely monitored change risk.

The Committee monitored the Group's risk management and
infernal control systems, and reviewed their effectiveness. This
covered all material risks, including financial, operational and
compliance; reviewing the net risk position affer the operation
of controls; and considered the effectiveness of any associated
mitigating acfions and compensating confrols.

The Committee assessed the principal risks facing the Group,
which you can find listed on pages 27 to 29. The Committee
achieved this by reviewing and challenging the Group's
Material Risk Register in the context of the Group's risk
appetite and through consideration of the risk assessment
confained in the CRO's report that was discussed at each
scheduled meeting.

On behalf of the Board, the Committee also monitored

the Group's risk management systems, and reviewed their
effectiveness. The monitoring and review involved examining
an assessment of the control environment and material controls
at Group level, based on directorate-level risk and control self-
assessments. These assessments were subject to challenge

by the Risk and Group Audit functions.

Additionally, the Committee considered other subjects in more
detail at each scheduled meeting. These related to: compliance
and regulatory risk including oversight of the Group's regulatory
relationships; operational risk; financial risk, Solvency Il and
IECM; emerging risks and risk governance.
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Committee reports continued

Customer

The Group puts the customer at the heart of its business,

by endeavouring to deliver on its commitments and ensure
that faimess is a natural outcome of what the Group does.
The Committee reviewed and challenged reports relafing to
the Group's conduct towards its customers, fo try to ensure
appropriate customer outcomes, the meeting of reasonable
customer expectations and to defermine that the Group was
operating within its defined conduct risk appetite, as sef

by the Board.

Conduct and regulatory risk

During the year, the Committee considered the Group's
compliance with regulafory requirements including conduct
and financial crime. In particular, the Committee reviewed
and challenged the effectiveness and level of embedding of
the Group's Conduct Risk Management Framework and the
Group's approach fo complaints reporting under the Financial
Conduct Authority’s ("FCA") new definitions. The Committee
also reviewed the Group's Regulatory Governance Map and
received updates on regulatory interactions, particularly with

the FCA and the PRA.

The Committee monitored and challenged the outputs from
reviews of the effectiveness and level of embeddedness of the
Group's Conduct Risk Management Framework, in particular
the findings of the reviews undertaken by the Risk function,
Group Audit and an external consultancy firm. Challenges
from the Committee included a need for more emphasis on
fostering good customer outcomes and greater ownership of
risk management by the first line of defence. The Committee
probed management on the activities undertaken and planned
in relation fo culture, and commended the activity being
undertaken by the Customer Conduct Committee, which
included a rolling regular monthly assessment against each

of the FCA's themes on culture. The Committee was satisfied
that the Group's Conduct Risk Management Framework was
appropriate to enable the identification and escalation of
conduct risks facing the Group, and to subsequently manage
and mifigate those risks.

Additionally, the Committee reviewed and challenged the
outputs from conduct and compliance assurance reviews.
Following feedback from the Committee, the assurance plan
was revised fo comprise a monitoring plan and a separate
thematic assurance plan. The Committee also requested that

the documentation underpinning the assurance reviews be
sufficiently robust from a governance and regulatory perspective.

The Committee received regular reports on the Group's actions
to prevent financial crime, including reviewing of the Annual
Financial Crime Report and the Annual Anti-Bribery and
Corruption Report.

70 Direct Line Group Annual Report & Accounts 2016

Operational risk

The Committee continues to oversee the development of

IT controls, including risks relating to T systems" stability, cyber
security and the internal control environment. The Committee
assessed the level of prevention, profection and detection in
relation to cyber risk and the residual risk for each of the

IT control areas, taking info account any compensating
confrols and/or mitigating actions. The Committee questioned
the impact of system stability issues in relation to customer
and conduct metrics, including call abandonment rates.

The Committee also reviewed the proposed IT risk

appetite statements.

The Committee received regular updates on the Group's
major change programmes, including the next generation
of customer systems for Personal lines and Commercial.
The Committee monitored and examined the oversight and
challenge of major change inifiatives by the Risk funcfion
and reviewed the outputs of the assurance work undertaken
by the Risk function and Group Audit.

The Committee considered the Group's broader operational
risk control environment and commissioned reviews by the Risk
function on controls relating to major third party suppliers and
the execution of pricing changes. The Committee reviewed the
issues encountered with the Group's third party suppliers, and
challenged the depth and coverage of the assurance approach
and whether the monitoring was appropriately robust in relation
fo the suppliers.

Financial risk

At each meeting, the Committee monitored the Group's
performance against capital risk appetite through the CRO's
report. Committee members considered risks in the strategic
plan against risk appetite. During the year Committee
members also reviewed and challenged the ORSA report
and subsequently recommended the report for approval fo the
Board. Questions on the ORSA included those in relation to
stress festing of the strategic plan, distribution risk, internal
model validation activity and contingent management actions.

The Committee reviewed and challenged the sfress and
scenario testing plan, and examined the outputs of the reverse
stress fests underfaken in relation to climate change and
change risk.

Risk governance

Every year, the Committee reviews and approves the

ERMF, which includes the Group's Policies and Minimum
Standards, and the Regulatory Governance Map as part of
the Group's Solvency Il requirements. The Committee reviewed
and challenged each Group Policy and the Regulatory
Governance Map and recommended them for approval by
the Board. The Committee also considered the results from the
annual Group assessment of the effectiveness of the internal
confrol environment undertaken by each business directorate,
as well as monitoring controls on an ongoing basis.



The Committee considered, challenged and approved

the Annual Risk and Compliance operational plan. It also
reviewed the outputs of the assessment of risk behaviours

and aftitudes across the Group, which is part of an ongoing
process o drive continued improvement in risk behaviours and
affitudes by providing feedback on current state, highlighting
areas of good pracfice and areas for focus.

Whistleblowing

The Committee reviews arrangements by which employees
may, in confidence, raise concerns about possible
impropriefies in matters of financial reporting or other matters
("Whistleblowing”). The Committee also reviews reports
relating to Whistleblowing to ensure arangements are in
place for the proportionate and independent investigation

of such matters and for appropriate follow-up action.

Group Audit undertook an audit in the first quarter of 2016
which concluded that the Whistleblowing process was
adequately designed, operating effectively and met the new
regulatory requirements.

Remuneration

During the year, the Committee and the Remuneration
Committee held a joint meeting. This was fo ensure the
Group's remuneration arrangements were still appropriate in
the light of regulatory developments and did not encourage
excessive riskfaking. As part of this review, the joint
Committee also considered the Group's preparedness for
Solvency Il regulations regarding remuneration. This followed
published requirements, including how the Group would
assess the performance of individuals in control functions.

Additional information

To help discharge its duties, the Committee has unrestricted
access to management and external advisers. It is safisfied
that during 2016 it received sufficient, reliable and fimely

information to perform ifs responsibilities effectively.

The CEO, CFO, CRO, Group Head of Audit, General
Counsel and a representative from the External Auditor
are invited fo attend Committee meefings. In addition fo
regular one-fo-one meetings with the Chair, the CRO also
met privately with the Committee without management
being present.

The Committee also invites the Director of Group Regulatory
Risk and Compliance, Director of Financial Risk and Enterprise
Risk Director to appropriate sectfions of its meetings.

The Chair reports on matters dealt with at each Committee
meeting to the subsequent scheduled Board meeting.

The Board Risk Committee’s
effectiveness

A formal and rigorous annual evaluation of the Committee’s
performance and effectiveness was undertaken during the
year. Professor Rob Goffee of London Business School
facilitated this effectiveness review, and prepared a report
based on responses from Commitiee members and other
stakeholders to a questionnaire and interview. Affer reviewing
and discussing the report, the Committee concluded that it
was operating effectively and has access to sufficient
resources fo perform its duties.

The Board reviewed and approved this report on

6 March 2017.

C)M C dodon_ |

Jane Hanson
Chair of the Board Risk Committee
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Committee reports continued

Corporate Social Responsibility
Committee report

Sebastian James
Chair of the Corporate Social
Responsibility Committee

Areas of focus in the reporting period

o Overall, the Committiee was keen this year o ensure
that the Group's CSR activity was as tightly focused
as possible on those areas where the Group could
be a real force for good, bring high levels of specific
expertise and have an authentic voice.

o As aresult, the Committee’s principal focus was
on “Shotgun”, the CSR initiative designed with the
ambitious goal of reducing young driver deaths in their
first 1,000 miles of driving to zero. The case study on
page 73 shows the scrutiny and inferest of the
Committee in this inifiative.

o At the Commitiee’s request, the Group’s CSR Manager
and Head of Investments met with a number of the
Group's external asset managers to understand their
affitudes fowards responsible investment. All were able
fo demonstrate clear evidence of their own CSR
credentials as well as their approach fo incorporating
environmental, social and governance factors info their
investment processes.

o The Committee reviewed the Group's response fo
the 2015 Modem Slavery Act and signed off the
Group policy and approach to this issue both within
the Company and with respect o outside suppliers.
The Committee agreed with management’s assessment
that the Group's risk exposure fo the requirements of
the Modern Slavery Act was currently considered fo
be low but should be monitored on an ongoing basis.
The Committee nofed management’s procedures fo
mitigate the risk of a breach in the Group's supply line.

o The Committee was delighted to note the continued
strong performance in raising employee engagement
scores across the Group as measured by the annual
employee survey and continues fo push for initiatives
fo further increase engagement.
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Responsibilities of the CSR Committee

The CSR Committee oversees and advises on how the
Group conducts its business responsibly. This includes matters
relating to environmental, social, governance and ethics.

The Committee also considers: diversity and inclusion in the
workplace; employee engagement and wellbeing; community
engagement activities; and environmental matters.

The Committee’s main responsibilities are:

o approving the Group’s CSR sirategy and reviewing
performance against the strategy.

e reviewing the Group's performance relating to CSR matters.

o assessing the Group's role in society and the Group's
external positioning on CSR matters.

Committee composition, skills and
experience and meetings in the year
Sebastian James was appointed Chair of the CSR Committee
as of 1 March 2016. This appointment was part of the
changes to the Committees that were announced on 16

February 2016.

The Committee comprised two independent NEDs, Sebastian
James and Jane Hanson, Paul Geddes, CEO, and Simon
linares, Group Human Resources Director. You can find their
biographical information on pages 50 to 52.

The CSR Committee held three scheduled meetings in 2016.
This table shows affendance af the scheduled meetings:

Scheduled Percentage

meefings aftendance

Sebastian James (Chair) 30of3 100%
Paul Geddes 30of3 100%
Jane Hanson 30of3 100%
Simon Linares'2 20f2 100%
Angela Morrison'? 1of 1 100%

Notes:

1. Attendance is expressed as the number of scheduled meetings aftended
out of the number of such meetings possible or applicable fo attend

2. Angela Morrison stepped down from the Committee prior to the meeting on
28 July 2016. Simon Linares was appointed fo the Commitiee at the start of
the same meeting

The Head of Public Affairs and Sustainability, and CSR
Manager are invited fo attend CSR Commitiee meetings.
As executive sponsors of the strands of the CSR strategy, the
Managing Director of Personal Lines, the Chief Operating
Officer and the Managing Director of Commercial attend
appropriate sections of Commitiee meetings.

The Chair reports on matters dealt with af each Committee
meeting to the subsequent scheduled Board meeting.

Main activities during the year

The Committee monifors the implementation of the CSR
strategy through regular updates on the different focus

areas and challenges the robustness of and progress against
the targets relating fo each strand of the CSR strategy.

The Committee also receives a report on CSR developments
at each of its meefings.



Case study: Shotgun

The Committee’s principal focus in the reporting period was
on Shotgun, the CSR initiative developed by management
with the goal of reaching 'no young driver deaths in their
first 1,000 miles of driving'. This is a goal across the UK
imespective of whether the young driver is insured with the
Group or not.

The Committee scrutinised the development of the

initiative, the consumer research, the reward pariners, the
communications campaign and the design and build of the
app. The Committee questioned the rafionale for the name
‘Shotgun’, and probed management on the designs and
visual identity of the app. The Committee also requested
that management implement controls to help ensure that
the potential for negative behaviours was mitigated.

The Committee examined the communications brief,
particularly the advertising and use of social media.

The Committee was especially interested in maximising
the reach and power of the app, and in making sure that
the markefing was appropriate and powerful and made
use of all appropriate channels (focused on the digital
and social channels).

The Committee reviewed the evaluation framework and
provided feedback on the effectiveness measures, including
in relation to attitudes, behaviours and impacts. A key area
of the Committee’s focus was to challenge the robustness
of the development and festing fo ensure the product was
launched successfully and functioning as intended.

CSR strategy

The Group's CSR strategy focuses on four areas. A member
of the Executive Committee sponsors each area. They are:

o Helping to make our society safer (Shotgun|:

Mike Holliday-Williams, MD Personal Lines.

o Proud to be here: Simon linares, Group Human Resources
Director.

 Being recognised as part of our communities:
Jon Greenwood, MD Commercial.

o Reduce, Reuse and Recycle: Steve Maddock,
Chief Operating Officer.

You can find out more about the Group's CSR approach
and priorifies in the CSR report on pages 30 to 33.

Helping to make our society safer

During the year, the Committee received progress updates
af each meeting on Shotgun. The Committee also received
reports on the project fo sponsor lollipop people for schools
(Lollipoppers). You can find further details on the Shotgun
manifesto in the CSR report on page 30.

Proud to be here

The primary objective of this strand was to improve
employee engagement in order to support a key enabler
of the Group's 2016 strategy. The KPIs for this element
are linked to the People Strategy and focus on employee
engagement and wellbeing.

Being recognised as part of our communities

The Committee received reports about how the Group was
strengthening the level of support provided fo the network

of Community and Social Committees operating af the
Group's main office locations. The Committee challenged

the main targets which related to volunteering, fund raising,
matched payroll giving and the Community Cashback scheme.

The ‘One Day' volunteering initiative and Community Cashback
scheme continued fo be considered the two areas with the
greafest potential for impact. These arrangements encourage
colleagues o take part and raise funds for local causes.
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Reduce, Reuse and Recycle

This strand of the strategy considers energy use, waste
management and resource use within the Group’s operations
and environmental and social matters in the Group's supply
chain. The Committee reviewed the key objectives related o
reducing greenhouse gas emissions, diverting waste from
landfill, and challenged the targets, including the new targets
for waste recycling across the Group's accident and repair
cenfres. The Committee encouraged management fo pursue
their proposed initiative relating fo the use of reconditioned
automotive parts in order to reduce embedded energy usage,
waste and landfill.

CSR activities

The Committee was kept up to date with the Group's external
positioning, including the Group's stakeholders and its
approach fo managing the external relationships, including
use of the corporate website and the AGM. The Committee
continues fo challenge management's approach fo ensure that
it is sfrategic and continues to focus on initiatives with the
potential to add discemible value.

The Committee monitored the Group's performance against
the targets sef in relation to CSR KPls.

The Committee reviewed the CSRrelated feedback received
from proxy voting advisers following publication of the
Company's 2015 Annual Report & Accounts and the Notice
of 2016 AGM and encouraged management fo consider
addressing the relevant feedback.

The CSR Committee’s effectiveness

A formal and rigorous annual evaluation of the Committee’s
performance and effectiveness was undertaken during the
year. Professor Rob Goffee of London Business School
facilitated this effectiveness review, and prepared a report
based on responses from Commitiee members and other
stakeholders to a questionnaire and interview. Affer reviewing
and discussing the report, the Committee concluded that it was
operating effectively and has access fo sufficient resources to
perform its duties.

The Board reviewed and approved this report on

6 March 2017.

307

Sebastian James
Chair of the CSR Committee
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Committee reports continued

Investment Committee report Responsibilities of the Investment
Committee

The Committee is responsible for the oversight of how

the Group develops its investment strategy. It also oversees
the management and performance of the Group's
investment portfolio.

The Committee’s main responsibilities are to:
Andrew Palmer

Chair of the e examine the rationale for, and the risks and financial
Investment Committee implications of, any proposed changes to the Group's
investment strategy and, where agreed, recommend
these changes to the Board.

. . . o consider and approve material changes fo the risk
Areas of focus in the reporting period framework that underpins investment activity, and any

proposals fo change the operating model. This typically
relates to how outsource service providers are used.

o A slowing global economy, a “lower for longer”

inferest rate outlook and the EU Referendum shaped o review global financial market developments and
the Committee’s concems when it met in January 2016. changes to the regulatory environment, and consider
The case study on page 75 defails how the Commitiee the ongoing appropriateness of investment activities
met the challenge of ensuring: the Company was in light of such developments.

prepared in advance of the EU Referendum vote; and
the investment portfolio was appropriately positioned
fo respond to events dfter the vote fo leave the EU.

e monifor the results from investment acfivities, namely
adequacy of financial results delivered, compliance
with agreed risk folerances and external service provider

o The in-house Investment team undertook a material performance. The Committee also ensures that any
change of outsource arrangements during the year, material breaches are reported to the BRC.
moving custody, freasury banking, middle-office and . .. .
collateral activities to a new provider. The Committee Committee composmon, skills and
monitored delivery of key milestones and challenged experience and meeﬁngs in the year

reasons for changes fo project plans. The project was

sxcarizd svassslly i 2016, The Committee comprises two independent NEDs:

Andrew Palmer and Jane Hanson. You can find their

o As part of management's drive to deliver a costeffective biographical information on pages 50 and 51.
investment operating model, the Committee has
scrutinised a proposal from management 1o bring Andrew Palmer was appointed Chair of the Committee as of
certain UK investment grade credit assets in house. 1 March 2016. This appointment was part of the changes to
The Committee challenged whether the Investment team the Committees that were announced on 16 February 2016.

was in a position fo manage in-house a wider range

of holdings before approving this initiative. The Investment Committee held four scheduled meetings

in 2016. The table below shows aftendance at the

o With the compression in UK yields following the vote fo scheduled meefings:

leave the EU, the Committee was concerned to ensure

investment discipline remained paramount within new Scheduled Percentage
asset classes still being invested to full allocations and mesfings aftendance
investment income budgeting continued to be based on Andrew Palmer (Chair) 4of4 100 %
conservative assumptions. The Committee received a Jane Hanson A4of4 100 %
presentation from the external asset manager responsible Clare Thompson' 1of 1 100 %

for the CRE loans portfolio and reviewed the assumptions
underpinning management's projections of investment
income over 2017-20. In both cases, the Committee
was satisfied with responses received 1o questions

raised af respective presentations. The CEO, CFO, CRO, Director of Investment Management
and Treasury, and Director of Financial Risk are invited to
attend Committee meetings.

Note:

1. Attendance is expressed as the number of scheduled meetings attended
out of the number of such meetings possible or applicable to attend

Following the implementation of Solvency I, the
Committee wanted to understand: (a) how well
management was planning for, and resourcing, the
additional reporting on assets and derivatives required
under Pillar lll; and (b) whether there was sufficient
evidence of application of the Prudent Person Principle
("PPP") o investment activities. Following review the
Committee was safisfied that appropriate levels of
delegation to management had been put in place; and
that management were robustly reviewing investment and
risk against the PPP guidelines.

The Chair reports on matters dealt with af each Committee
meeting to the subsequent scheduled Board meeting.
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Case study: EU referendum

In preparation for the UK's EU membership referendum, the
Committee met economists from a major financial insfitution
in April 2016 to obtain an independent third party view of
the likely economic consequences of a vofe fo either remain
in, or leave, the EU. In addition, the Committee requested
an update from management regarding preparations

in advance of the vote. The Committee concluded that
preparations, including plans to ensure access fo liquidity
fo meef customer payments, and to support collateral calls,
were well developed. In the period following the vote,
management updated both the Board and the Committee
on market conditions, and in particular the impact of
Sterling’s depreciation against both the US Dollar and

the Euro on collateral calls for open foreign exchange
forward positions.

Concerned that the leave vote could lead fo a period

of recession in the UK, the Committee (at its meeting

in July 2016) requesfed management fo carry out a
comprehensive study of all Sterling assets held in the
portfolio, in addition to considering any appropriate wider
stresses on the enfire portfolio, and make recommendations
as necessary fo position the portfolio for a recession. The
Committee reviewed the study conclusions at ifs subsequent
meefing, noting that the portfolio was very well diversified
and certain illiquid asset classes had been built defensively
from the outset, given the Company was a long-term invesfor
and thus expected fo be subject fo periods of market
turbulence from fime to time. Management advised the
Committee of some minor sales within the portfolio designed
to provide some further defensive positioning, which was

in part, the result of examining a recessionary outlook.

Main activities during the year

At every scheduled meetfing the Committee receives a market
update from the Director of Investment Management and
Treasury. This includes a report on the economic conditions
in the UK, United States of America and the Eurozone; an
update on commodity prices, credit markefs and interest
rates; and anything appropriate for the Committee to know.

Investment strategy

The Investment strategy was materially changed in 2015.
Because of this, the Committee spent its time reviewing and
challenging the new investments. The Committee focused on
the three new asset mandates; two investing in global credit
and subordinated financial credit, and one investing in Sterling
CRE loans which was a new asset class in the Group's
investment portfolio.

Risk framework and operating model

As reported in the Annual Report & Accounts 2015, the
Committee agreed to proposals to move custody and
middle-office services to a new provider. The Committee
ensured it received regular updates on the project, including
implementation and the benefits achieved since the transfer.
The final part of the transfer was completed successfully in

November 2016.
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Monitoring investment activity and performance

The Committee monitored the performance of investments
every quarter. It also received reports from the Director of
Investment Management and Treasury on various matters.
These included: key market developments; financial results
from investment activity; invesiment performance versus
benchmark for internally and externally managed portfolios;
operational performance by the custodian and other service
providers; and compliance with risk limits and infernal
delegated authorities. The Committee also received
presentations from external asset managers on their
performance against benchmark.

Solvency I

The Committee examined progress on initiatives linked
fo preparing for Solvency II, notably:

o preparing a liquidity plan and contingent management
actions.

o developing various asset and derivative reports fo submit
to the PRA and European Insurance and Occupational
Pensions Authority.

e restructuring the securitised credit portfolio to meet Solvency
Il requirements.

The Investment Committee’s
effectiveness

A formal and rigorous annual evaluation of the Committee’s
performance and effectiveness was undertaken during the
year. Professor Rob Goffee of London Business School
facilitated this effectiveness review, and prepared a report
based on responses from Commitiee members and other
stakeholders to a questionnaire and interview. Affer reviewing
and discussing the report, the Committee concluded that it was
operating effectively and has access to sufficient resources o
perform its duties.

The Board reviewed and approved this report on

6 March 2017.

GV

Andrew Palmer
Chair of the Investment Committee
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Committee reports continued

Nomination Committee report

gs‘

Mike Biggs
Chair of the
Nomination
Committee

Areas of focus in the reporting period

o An active Nomination Committee is vital for promoting
effective Board and executive succession. During 2016,
the majority of the Committee’s time was devoted to
considering the composition of the Board. It ensured
that the recruitment process for Non-Executive Directors
identified the skills and experience that the Board needs
fo be able to challenge and support senior management
in developing and executing the Group's strategy. It
also reviewed executive succession planning, fo ensure
that the Group's future leadership will have the qualities
needed for the sfrategic and cultural development
of the business. The case sfudy on page 77 defails the
activities undertaken by the Committee during 2016
on succession planning for the Board and management.

o As part of ifs focus on executive succession planning,
and to improve gender and other diversity in the
Group's senior management, the Committee
encouraged management fo develop ifs falent pipeline.
This is being achieved by the systematic assessment of
potential, bespoke personal coaching and development
plans for high-potential employees. The Committee also
encouraged the targefed recruitment of new senior
executives fo strengthen leadership and capability in
disciplines including strategic development, change
management, IT, claims management, data, finance
and procurement.

o During the reporting period, the Committee oversaw the
appointments fo the Board of: Richard Ward as Senior
Independent Director; Danuta Gray as an independent
Non-Executive Director; and Mike Holliday-Williams,
MD Personal Lines, as an Executive Director. The
Committee recommended changes to the membership
of the Board's Committees to make the best use of
Direcfors’ experience and expertise.

o The Committee agreed the choice of Egon Zehnder
as search agent and the profile and criteria to be used
in the search which culminated in the appointment of
Danuta Gray. In view of the lead time for identifying
candidates and obtfaining regulatory approval in
advance of their appointment, and with the aim of
ensuring continuity and stability in the Board's
succession planning, the Committee has engaged
Egon Zehnder in a search for further Non-Executive
Direcfor candidates.
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Responsibilities of the Nomination
Committee

The Committee is responsible for leading the process for
Board appointments and making recommendations fo the
Board. It keeps the Board's structure, size, composition, and
balance of skills, experience, independence and expertise
under review. It also provides guidance to management on
executive succession planning.

The Committee’s main responsibilities are:

e considering and recommending fo the Board matters
regarding appointment of Directors, membership and
chairmanship of Board Committees.

e succession planning for Directors and other senior
executives, accounting for the skills and expertise the
Group needs to deliver its strategy.

o keeping under review the leadership needs of the Group.

o reviewing the Non-Executive Directors’ continued
independence.

e considering and recommending to the Board the Directors’
annual reelection and reappointment at the end of their
ferm in office.

The Nomination Committee’s main role and responsibilities
are set out in written terms of reference and are available at
www . directlinegroup.co.uk/termsofreference

Committee composition, skills and
experience, and meetings in the year

The Committee comprises the Chairman, Mike Biggs, and
two independent Non-Executive Directors: Andrew Palmer and
Richard Ward. You can find their biographical information on
pages 50 fo 51.

The Committee held three scheduled meetings in 2016.

It also held eight additional meetings to consider succession
planning and fo deal with: the appointment of Richard Ward
as Senior Independent Director; membership of the Board's
Committees; searching and appointing Danuta Gray as a
Non-Executive Director; appointing Mike Holliday-VWilliams
as an Executive Director; and appointing an external board
effectiveness facilitator.

This table shows attendance at the scheduled meetings:

Scheduled Percentage

meefings attendance

Mike Biggs (Chair) 30of3 100%

Andrew Palmer 30of 3 100%

Priscilla Vacassin' 1of 1 100%

Richard Ward! 20of2 100%
Note:

1. Attendance is expressed as the number of scheduled meetings aftended
out of the number of such meetings possible or applicable fo attend

The CEO and the Group Human Resources Director are
invited fo attend Committiee meetings.

The Chair reports on matters dealt with at each Committee
meeting to the subsequent scheduled Board meeting.



Case study: succession planning

Your Board needs a balance of experience, expertise and
diversity, to support the quality of the Board's debate and
fo be able to encourage and challenge senior management
fo develop and execute a sustainable strategy. In addition
fo its three scheduled formal meetings, the Committee
convened a further eight meetings throughout 2016 to
pursue its succession planning agenda. The Committee
oversaw the process of recruiting a new Non-Executive
Director following Priscilla Vacassin's refirement from the
Board in March 2016. With the objective of staggering
Non-Executive Directors’ terms of appointment to ensure
continuity and sfability, the Committee also launched a
search for a further two Non-Executive Directors in the last
quarter of the year. Since the year end, Danuta Gray has
been appointed as a Non-Executive Director and Mike
Holliday-Williams, MD Personal Lines, has been appointed
as an Executive Director.

The Committee has actively supported the management
feam in generating and mainfaining a pipeline of
potential future leaders who reflect the Group's diversity
and cultural values and who contribute to and develop
the capability fo evolve the business and drive good
outcomes for all our customers and stakeholders.

The Committee has encouraged management fo identify
and develop high potential individuals, and create @
working environment in which our talented women can also
rise to senior management positions. The Committee will
monitor progress in achieving the targets committed fo by
the Group in subscribing fo the VWomen in Finance Charter.

Main activities during the year

Succession planning

The Committee places great importance on Board and executive
succession planning and monifors ifs progress as a standing
agenda itfem at each of its scheduled meetings. The Commitiee
guides management in executive succession planning.

Board composition

During the year, the Committee: considered the Board's skills
and experience; reviewed the sfructure, size and composition
of the Board; reviewed the membership and chairmanship

of the Board's Committees; and reviewed Non-Executive
Direcfors' lefters of appointment, terms of appointment and
fime commitment.

Board changes

The Company appointed Richard Ward as Senior
Independent Director on 18 January 2016. Priscilla Vacassin
stepped down from the Board on 1 March 2016 and the
Committee recommended to the Board a number of changes
to the chairmanship and membership of the Board's
Committees, which the Board subsequently approved and
were announced on 16 February 2016. The Committee also
recommended the appointment of Richard Ward as a member
of the BRC, which the Board subsequently approved.
Following a recommendation from the Committee, the Board
appointed Danuta Gray as a Non-Executive Director, and
Mike Holliday-Williams, Managing Director Personal Lines,
as an Executive Director on 1 February 2017. Following

a further recommendation from the Committee, the Board
approved the appointment of Danuta Gray as a member

of the Remuneration Committee on &6 March 2017.

AUDUIBA0S)

Board appointment and reappointment process

The Committee oversaw the process fo appoint Danuta Gray
as a Non-Executive Director. The Commitiee reviewed the
Board members’ expertise and experience. It then produced
a defailed brief and engaged external search consultants,
Egon Zehnder, fo find suitable candidates. Egon Zehnder

is a signatory fo the Voluntary Code of Conduct for executive
search firms. It is not connected in any way to the Company.

Egon Zehnder prepared a long list of candidates of appropriate
merit from diverse backgrounds. The Committee agreed a
shortlist and inferviewed candidates. It then approached the PRA
and FCA for approval, and recommended appointing Danufa
Cray as a NonExecutive Director to the Board. The Committee
recommended the appointment of Mike Holliday-Williams to the
Board in recognition of his leadership of the Personal Lines
business and fo leverage his expertise for the benefit of all of the
Group's businesses.

As Danuta Gray and Mike Holliday-Williams were appointed
since the last AGM, they will submit themselves for election

at the Company’s 2017 AGM. Danuta Gray is considered
independent within the Code's meaning.

Electing and re-electing Directors

Before recommending the proposed election and re<lection

of Directors at the 2016 AGM, the Committee reviewed the
independence of Non-Executive Directors. It concluded that
Jane Hanson, Sebastian James, Andrew Palmer, Clare
Thompson and Richard Ward were all independent within

the Code's meaning. Andrew Palmer has served on the Board
since March 2011, and his performance and independence
were subject fo a particularly rigorous review by the Committee
pursuant fo the requirements of the Code. The Board is satisfied
that he remains independent, continues fo make a significant
confribution to the Board and its Committees, and provides
valuable continuity fo the Board. Mike Biggs was independent
when appointed as Chairman. The Committee recommended
to the Board and shareholders to elect and re-elect all serving
Directors at the Company’s 2016 AGM.
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Committee reports continued

Diversity

The Group celebrates the diversity of its workforce. It seeks

to recruif the best candidates for all positions throughout the
business. At the date of this report, three of the Group's 10
Direcfors are women, which equates to 30% of the Board.
This exceeds the farget sef in Lord Davies' VWomen on Boards
Review Five Year Summary published in October 20135,

to be achieved by 2020. The Board also acknowledges

the benefits of diversity.

You can find out more about the Group's approach to

diversity in the CSR report on pages 32 and 33.

Board Effectiveness Review

In the three-year cycle recommended by the Code, 2016
was the year in which the Company should appoint

an external facilitator to run the Board and Commitiee
effectiveness review. The Nomination Committee scrutinised
a list of potential external facilitators drawn up by the
Company Secretary and recommended the appointment

of Professor Rob Goffee of London Business School, whose
field of expertise is organisational behaviour and leadership
development. The Board subsequently approved his
appointment as the external facilitator.

The Nomination Committee’s effectiveness

A formal and rigorous annual evaluation of the Committee’s
performance and effectiveness was undertaken during the
year. Professor Rob Goffee of London Business School
facilitated this effectiveness review, and prepared a report
based on responses from Commitiee members and other
stakeholders fo a questionnaire and interview. After reviewing
and discussing the report, the Committee concluded that it
was operating effectively and has access fo sufficient
resources fo perform its duties.

The Board reviewed and approved this report on

6 March 2017.

MA%

Michael N Biggs

Chair of the Nomination Committee
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Remuneration Committee report

Clare Thompson
Chair of the
Remuneration
Committee

Areas of focus in the reporting period

o The Directors’ remuneration policy was approved at the
Company's 2014 AGM, and the Company is required
fo submit @ new remuneration policy for shareholder
approval af the 2017 AGM. The case study on
page 80 explains how the Committee: reviewed
the remuneration policy; challenged how Directors’
reward sfructures were aligned to the Group's strategic
objectives; and participated in the consuliation process
with major shareholders and governance agencies.

o During the year the Committee agreed a customer
and people measure for the 2017 AIP. The Commitiee
considered the most appropriate mix of customer and
people targets, taking info account that the Company
had joined the HM Treasury initiative, VWomen in
Finance. This initiafive connected certain aspects of
remuneration fo appropriate targefs. To ensure that the
targets were challenging, a member of the Committee
considered the supporting documentation and
underlying processes. The Committee then discussed
the targets before approving them.

e Prior to any awards vesting under the LTIP and deferred
AlP schemes the Committee considered whether the
financial and risk underpins had been met. It received
confirmation from the Chair of the BRC that there had
been no material risk failings, regulatory or reputational
concems. The Chair of the Audit Committee confirmed
that there had been no circumstances regarding the
adequacy and effectiveness of the Group's internal
financial controls and infernal control systems that
would affect the vesting. The Committee approved the
vesfing of awards.

o The Committee considered whether the performance
targets of RoTE and TSR remain appropriate and in line
with the Group's strafegic objectives. VWWhen considering
awards under the LTIP scheme the Committee
considered the appropriate targefs fo ensure that they
remain challenging in the confext of the Group's
planned performance.

o The Committee reviewed the submission of the
Remuneration Policy Statement fo the PRA, which was
a new Solvency |l requirement. The statement confained
defails of the remuneration policy that applied
throughout the Group as well as particular requirements
for Solvency Il identified staff.

Responsibilities of the Remuneration
Committee

The Committee is responsible for sefting and providing
oversight of how the Group implements its remuneration
policy. The Committee oversees the level and structure of
remuneration arrangements for senior executives. It also
approves share incentive plans, and recommends them to the
Board and shareholders. Where applicable, it also oversees
share plan changes that need shareholder approval.

The Committee’s main responsibilities are:

o seffing the remuneration policy for the Executive Directors
and Board Chairman and monitoring ifs operation.

o recommending and monitoring the level and structure
of remuneration for senior executives and Solvency |l
identified sfaff.

o considering how the Group's strategy or performance
might affect its remuneration policy.

o approving the Group's remuneration governance
framework. This includes approving the design and
fargefs of any performance-related pay arangements,
and liaising with the Board Risk and Audit Committees
where appropriate.

The Remuneration Committee’s main role and responsibi|iﬁes
are set out in written terms of reference and are available at
www directlinegroup.co.uk/termsofreference

Committee composition, skills and
experience and meetings in the year

The Committee comprised three independent NEDs in 2016:
Clare Thompson, Sebastian James and Andrew Palmer, and
the Chairman of the Board, Mike Biggs. Danuta Gray was
appointed a member of the Committee on 6 March 2017.
You can find their biographical information on pages 50

and 51.

The Remuneration Committee held five scheduled meetings

in 2016. Two sub-commitiee meetings were also held o
approve the LTIP vesting and grants. Two additional meetings
were held fo discuss the remuneration policy. This table shows
attendance at the scheduled meetings:

Scheduled Percentage

meefings attendance

Clare Thompson' (Chair) 30f3 100%
Mike Biggs 50f5 100%
Sebastian James 50f5 100%
Andrew Palmer 50f5 100%
Priscilla Vacassin' 20f2 100%

Note:

1. Attendance is expressed as the number of scheduled meetings aftended
out of the number of such meetings possible or applicable to attend

The CEO, Group Human Resources Director and senior
representatives of the Human Resources funcfion are invited o
atiend Committee meetings. FIT Remuneration Consultants LLP
("FIT"), who act as independent advisers o the Committee,
also attend Committee meetings. The Chair reports on matters
dealt with at each Committee meefing to the subsequent
scheduled Board meefing.

www.directlinegroup.com /9
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Committee reports continued

Case study: Directors’

remuneration policy

Review: Initially the Committee undertook a fundamental
review of remuneration arrangements for the strategic
leadership team (including Executive Directors and Executive
Committee members). The Committee was supported in the
review by management and FIT. The structure of the review
feam was designed fo minimise any conflicts of inferest
when analysing current remuneration arrangements.

The review included interviews with members of the
Remuneration Committee and Executive Committee in order
fo capture views on the current remuneration siructures, test
the appropriateness of the remuneration arrangements and
to consider how they furthered the Group's strategy and
long-term interests. A report was then produced by FIT on
their findings for the Committee’s strategy day.

Consider: At the strategy day the Committee reviewed the
current remuneration policy, and considered alfernatives in
the light of the Group's objectives, regulatory and market
landscape and highlighted areas in which it considered
changes could be made so that formal proposals could
be put forward to the Committee. The Committee also
considered areas which were not currently in the
remuneration policy and could be added.

The proposed changes to the Directors’ remuneration
policy were then considered against: the Group's sirategic
objectives; statutory and regulatory requirements; and
invesfors published guidance. Following the review the
Committee identified a number of changes to the
remuneration policy and wrote to major shareholders and
a number of governance agencies advising them of the
proposals and asking for their views on them.

Consult: The Committee continued fo consider the proposals
in the light of subsequent guidance issued from August 2016
to 31 December 2016 by organisations such as the
Invesiment Association, the Execufive Remuneration VWorking
Group, the General Counsel and Company Secretaries of
FTSE 100 companies ["GC100") and legal & General
Invesiment Management's principles. The Commitiee
concluded its consultation with major shareholders, the investor
community and governance agencies in January 2017.

The proposals were generally well received and based
on the responses adjustments were made to the proposed
remuneration policy. You can find out more about the
Directors’ remuneration policy to be voted on by

shareholders at the 2017 AGM on pages 100 to 109.
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Main activities during the year
Review of remuneration policy

As we approached the end of the first three-year cycle since
the introduction of the new remuneration reporting regulations,
the current Directors’ remuneration policy, that was approved
af the Company’s 2014 AGM, is due for review. The new
remuneration policy will be submitted to shareholders’ binding
vofe at the 2017 AGM and will be expected to remain in
place for the next three years.

Annual incentive plan

During the year, the Committee monitored the operation of
the AIP. For the 2015 financial year, this involved reviewing
the Group's financial performance and assessing the Group's
performance against the targets that the Commitiee set at the
start of the year. It also received reports from the Chairs of
the Audit Committiee and BRC about whether the Group

had achieved the required performance within risk appetite.
The Committee concluded that no clawback of awards was
required in 2016.

For the 2016 financial year, the Commitiee approved the
performance metrics and monitored performance against
them. The Committee also discussed and challenged the
performance metrics for the 2017 AIP and, subsequently
approved the mefrics. The Committee discussed proposed
new cusfomer and people measures and was safisfied that
the proposed measures were sufficiently challenging. The
Committee scrutinised the new approach to performance
management that was infroduced for 2016 and commended
management on simplifying the appraisal process.

Long-term incentives

During 2016, the Committee reviewed and approved the level
of vesting of the 2013 awards made under the Company’s
LTIP against the performance criteria. These awards had two
performance metrics based on RoTE and TSR. After assessing
performance against these metrics, the awards vested af a level
of 96.4%. Before vesting, the Commitiee considered the LTIP's
financial and risk underpins. The Commitiee also determined
the quantum of awards made in 2016 under the LTIP in view
of business and individual performance.

Directors and other senior executives

During the year, the Committee reviewed and approved

the level and structure of the pay and incentives of the
Executive Directors and other senior executives. Additionally,
it reviewed remuneration for the strategic leadership team.
As part of this review, the Commitiee considered the Share
Ownership Guidelines for the Executive Directors and
Executive Committee members.



Solvency Il identified staff

The Commitiee reviewed and approved the staff who, for the
purposes of Solvency II, were identified as Solvency Il sfaff.

The Commitiee’s remit was extended fo include oversight of the
remuneration of Solvency Il identified staff. The Committee also
reviewed and approved a remuneration policy statement for
submission to the PRA. The Committee considered and examined
the current remuneration structure for control functions, which are
Corporate Actuarial, Compliance, Group Audit and Risk. The
Committee is safisfied that the remuneration arrangements for
confrol functions are appropriate but will continue fo review
developments in this area.

Remuneration strategy

In addition to the scheduled Committee meetings, the
Committee held an additional meeting to review the
remuneration framework and ensure that it was aligned
to the Group strategy, and to sef future priorifies.

Regulatory developments in Remuneration

During the year, a joint meefing was held with the BRC to
review regulatory developments in relafion to remuneration
and to ensure remuneration arrangements remain appropriate.
The Committees also examined the assurance processes in
connection with incentive arrangements. You can find out

more about this in the Board Risk Committee report on pages
68to /1.

Additional information

The Committee also interacts with the Audit Committee and
BRC when considering sefting targets and pay-outs. As part
of this, the Committee receives reports from the Chairs of
those Committees at least twice a year. The Chair of the
Audit Committee is a member of the Committee. The Chair
of the Board Risk Commitiee attended Committee meetings
on three occasions.

The Remuneration Committee’s
effectiveness

A formal and rigorous annual evaluation of the Committee’s
performance and effectiveness was undertaken during the
year. Professor Rob Goffee of London Business School
facilitated this effectiveness review and prepared a report
based on responses from Commitiee members and other
stakeholders to a questionnaire and interview. Affer reviewing
and discussing the report, the Committee concluded it was
operating effectively and has access to sufficient resources

to perform its duties.

The Board reviewed and approved this report on

6 March 2017.

(Loe frorp—

Clare Thompson
Chair of the Remuneration Committee
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Directors’ remuneration report

Dear shareholders

As the Chair of the Remuneration Committee (the “Committee”),

| am pleased fo intfroduce our report on Directors' remuneration
for the 2016 financial year, including our proposed Directors’
remuneration policy.

We have set out this report in the following sections:

Section Pages
Executive remuneration snapshot — summarising the
remuneration arrangements for Executive Directors 84 to 86
Annual report on remuneration — defailing pay

outcomes for 2016 and covering how the Group

will implement its remuneration policy in 2017 87 10 99
Policy report for shareholder approval 100 to 109

The Directors’ remuneration policy for
shareholder approval at the 2017 AGM

Our Directors’ remuneration policy was approved at the
Company's AGM on 13 May 2014 by a significant majority
of shareholders (97.5% voted in favour). In accordance with
the legislation, we must submit a new policy for shareholder
approval af the 2017 AGM. As stated in the 2015 Directors’
remuneration report, the Committee reviewed the current policy
during 2016. The Committee concluded that the policy had
supported the business effectively and operated well over the
last three years.

The policy provides a clear and simple framework for
remunerating the Company's Directors, and aligning the
Executive Directors’ variable pay opportunity o the business
strategy and the Company’s demonstrable success.

Shareholders may be aware that the design of executive

pay arrangements for UK-listed companies confinues to face
considerable external commentary. As part of the review the
Committee considered alternative approaches fo remuneration
arrangements, particularly those outlined in the Executive
Remuneration Working Group's final report. The Commitiee
considers that the existing arrangements work well, and that
the mix of Annual Incentive Plan ("AIP” or annual bonus) and
Llong-Term Incentive Plan (“LTIP") provides a balanced way

of incentivising executives to deliver for shareholders in the
short and longer terms. We consider the LTIP measures of
RoTE and relative TSR to be relatively simple to set, aligned
with wider strategy and reward consistent delivery for
shareholders. The Committee will closely monitor regulatory,
market and best practice developments over the coming years,
including any guidance from the PRA regarding the design

of pay arrangements.

The Committee therefore infends fo continue with the current
policy which will remain largely unchanged. Reflecting
developments in best practice, the Committee has infroduced
a 'holding period” for Executive Directors. LTIP awards granted
from August 2017 onwards will be subject to an additional
two-year holding period following the end of the three-year
performance period.

The LTIP rules will be amended to reflect the introduction of a

holding period.
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Shareholder consultation

The Committee consulted with our key shareholders and the
major insfitutional voting agencies between October 2016
and January 2017. This engagement was well received and
we have had good feedback on our proposal.

New Executive Director
Following the year end, Mike Holliday-VWilliams, MD Personal

lines, joined the Board. He did not receive an increase in his
salary as a result of being promoted fo the Board (beyond
the average salary increase for employees across the rest

of the organisation explained below) and his AIP and LTIP
opportunity from 2017 onwards were sef af the same level

as those of the CFO.

He inifially joined the Group as an executive in 2014 and
has participated in the Company’s remuneration arrangements
on a similar basis to the Executive Directors since then.

He received an award on joining fo buy-out shares forfeited
on leaving his previous employer with the last franche (worth
c.£107,000 at grant] vesting in May 2017 The award

was not affected by his promotion to the Board.

Approach to pay in 2017

In addition fo the proposed infroduction of a postvesting
holding period as described above, we set out below our
approach fo pay for Executive Directors in 2017

o The salaries of all three Executive Direcfors will increase by
2% in April 2017. This is the same as the average salary
increase for employees across the rest of the organisation.

e No change will be made to either the weighting or the
approach fo assessment of the financial mefric under the
AIP. Consistent with regulatory best practice, we measure
performance across a balanced scorecard of measures
fo ensure that management maintain an appropriate focus
on continuing fo deliver an excellent customer experience.
However, given the good progress that has been made on
the customer experience and the importance of the people
agenda, the strategic element will now encompass both
people and customer targets under the overall 25%
weighting assigned fo this element.

* We are not proposing any changes to the performance
conditions for the 2017 awards under the LTIP. However
we will be increasing the level of RoTE required for the
March 2017 awards fo vest from the current range of
14.5% 10 17.5% 1o a range of 15.0% 1o 18.0%. This will
ensure that awards to Executive Directors will only vest in
full if significant value has been delivered to shareholders.
Due fo the level of uncertainty around the Ogden discount
rate review, the Remuneration Committee will further
consider the RoTE target to be applied to the August 2017
grant and the outcome of the Committee’s considerations
will be confirmed at grant in August 2017.

The Company continues to operate a Buy-As-YouEarn Share
Incentive Plan (“SIP") which is available to all eligible staff as a
means of purchasing Company shares in an easy and fax
efficient manner.



Pay outcomes for 2016

By focusing on the value, service and brand propositions
we offer to our customers, and mainfaining underwriting
discipline, 2016 was another strong year for the Group.
Before the reduction in the Ogden discount rafe announced
on 27 February 2017 [being two months following the year
end), PBT was £570.3m {up 12.4% on 2015). This would
have likely delivered a maximum payment of 55% of the
AIP linked to this measure. This postyearend announcement
led to the Board adjusting the PBT, which reduced to
£353.0m as explained in the Chairman's infroduction fo this
report and accounts.

In determining pay-out levels, the Committee carefully considered
performance in its assessment of over or underperformance of
the target. It applied overall judgement in light of the yearend
corporate performance and decided an outturn of 10% (out
of the 55% available for PBT) was appropriate and should be
payable under this element. The Committee concluded that
given the sfrong profit progress absent the Ogden discount
rate change, a small level of vesting recognised both the
exceptional timing of this announcement and, therefore, the
impossibility of management taking any mitigating steps and
the need to align with the experience of shareholders.

The Committee understands that the Government is considering
a further review of the approach 1o setting the Ogden discount
rate which may or may not lead to a further change to the
Ogden discount rate. In these exceptional circumstances and,
given that the impact of the postyearend announcement was
fo reduce this element from paying out af the likely full 55%

to 10%, the Committee will keep the outturn under the 2016
AIP assessment under review until the end of 2017 If, during
2017, in connection with the consultation the Ogden discount
rate is raised from minus O.75%, the Committee will recalculate
the outturn for this element and od]usf it occording|\/,’ the
impact of such a subsequent change in the Ogden discount
rate would be excluded from the 2017 AIP.

Accordingly, the incentive outcomes for our Executive Directors
were as follows:

o We awarded bonuses of 43% of the maximum to the
Chief Executive Officer and to the Chief Financial Officer
for 2016. We have detailed the bonus determination
process for 2016 on pages 88 and 89.

o Awards under the LTIP granted in March and August 2013
vested during 2016. They were subject fo TSR performance
over the three-year vesting period, and RoTE performance
in 2013, 2014 and 2015. As disclosed last year, the
Group achieved an average RoTE of 17.6% over the three-
year performance period. This resulted in 94% of the
maximum potential vesting of the RoTE element (56.4% of
the total award). The TSR element comprises the other 40%
of the total award. For the March 2013 and August 2013
awards, the Company’s TSR was positioned above upper
quintile against its comparator group. This resulted in 100%
of the maximum potential vesting under the TSR element.
Overall, 96.4% of the total awards vested in March 2016
and August 2016. You can find defails of this on page 90.

o Awards under the LTIP granted in March and August 2014
are due to vest during 2017 This is subject to the
Committee's satisfaction that the financial and risk
underpins have been met at the end of the vesting period.
The RoTE performance period for these awards ended
on 31 December 2016. The three-year average RoTE
performance for 2014, 2015 and 2016 was 16.2%
against a maximum target of 17.0%. Awards under the
RoTE element are due fo vest at 76% of the maximum
potential, again reflecting the returns delivered to
shareholders. The Committee's practice has not been to
moderate the LTIP outcome for exceptional events and,
therefore, the formulaic result was approved with no
adjustment. Consisfent with the regulations, the TSR element
of the awards due to vest during 2017 will be reported
separately next year. VWe have included these RoTE vesting
outcomes plus the TSR vestings from the 2013 awards in
the single remuneration figure for the CEO and the CFO.
You can find details of this on pages 87 and Q0.

Voting on the annual remuneration report
and the policy report

We will put the policy report and annual report on
remuneration fo a vote of shareholders af the AGM on
11 May 2017.

| hope you will support the resolufions.

(Loe frorp—

Clare Thompson
Chair of the Remuneration Committee

www.directlinegroup.com
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Directors’ remuneration report continued

Executive remuneration snapshot
The information for 2017 in this section relates to the Chief Executive Officer ("CEQ"), the Chief Financial Officer ("CFO") and

the Managing Director of Personal Lines (“MD Personal Lines”). Information relating to pay decisions for 2016 relates to the

CEO and the CFO only.

Implementing the remuneration policy in 2017

Key operation features

Key elements

[For more information, see the policy report on pages 100 to 109)

Implementation in 2017

Base salary  °

Reviewed annually with any increases taking effect on
1 April

The Committee considers a range of factors when
determining salaries, including pay increases throughout
the Group, individual performance and market data

2% salary increase for the CEO
to £810,492

2% salary increase for the CFO to
£490,518

2% salary increase for the MD Personal Lines

to £548,862

Pensions .

CEO and CFO contribution rate of 25% of salary

MD Personal Lines contribution rate of 15% of salary

No change

AlIP .

Maximum opportunity level remains at 175% of salary
for the CEO and 150% for the CFO (with the MD

Personal Lines aligned af this level)

40% of the award is deferred info shares, typically
vesting after three years

At least 50% of bonus is based on financial measures.
The Committee considers various nonfinancial and
strafegic performance measures. It bases its judgement
over the payment outcome at the end of the
performance period on its assessment of the level of
strefch inherent in fargets

Any payment is subject to an additional gateway
assessment, including assessing risk factors

Malus and clawback conditions apply

No change tfo the weighting of measures
used for 2016. 55% of the bonus is based
on financial performance with 25% based on
strategic measures and 20% based on shared
strafegic objectives

For 2017 the strategic measures will
encompass a broader range of measures
covering both custfomer and people targets

LTIP .

Awards typically granted as nil-cost options

Awards typically granted every six months at half the
annual level

The Plan allows for awards with a maximum value
of 200% of base salary per financial year

Performance is measured over three years and
determined by RoTE and relafive TSR measures

Awards vest subject to financial underpin and
payment gateway

Malus and clawback conditions apply

No change to maximum annual award
granted fo the CEO, CFO and MD

Personal Lines

Nil-cost options will continue to be used for
the grants

The current 60% RoTE and 40% TSR mix

will confinue o apply

Increase o the level of RoTE required for

the March 2017 awards to vest from the
current range of 14.5% 10 17.5% to a

range of 15.0% to 18.0% (with the range
for the August 2017 awards to be confirmed
at grant)

Awards granted from August 2017 onwards
will be subject to an additional two-year
holding pericd following the end of the three-
year performance period
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2016 pay decisions reflect performance achieved during the year
Aligning performance and reward

The Committee has considered performance over 2016, as demonstrated by achieving key performance indicators on pages
24 and 25. As a result of this performance, the Remuneration Committee has approved the following incentive outcomes for the
Executive Directors.

Achievement under the Annual Incentive Plan

The actual amounts earned from the AIP this year reflect performance in 2016. 60% of this amount will be payable in
March 2017 and 40% will be deferred into shares for three years and generally be contingent on continued employment.

Maximum Target Actual Actual

(% of salary) (% of salary) (% of salary) (£'000)

CEO 175% 105% 75% £594
CFO 150% Q0% 65% £308

Further details of performance against targets set is set out on pages 88 to 89.

Release of value under the Long-Term Incentive Plan

The March and August 2013 awards under the LTIP vested in March and August 2016. The total value of the awards vesting
at the end of the three~year performance period in March and August 2016, including shares vesting under the RoTE and

TSR elements, was £3,294,930 to the CEO and £1,994,284 to the CFO. This compares with an increase of approximately
£2 billion in the Company’s value plus £1.6 billion returned to shareholders as dividends over the period of March 2013 to
August 2016.

Release of value under the LTIP

(£)

Executive

oficer | Vesing
Financial

oficer | Vesting

I T T T T T 1
£0m £0.5m  £1.0m  £1.5m  £20m  £2.5m £3.0m  £3.5m

@ Shares under award @ Reinvested dividend () Share price growth

Notes:
1. The headline vesting level was 96.4% and the above chart shows the impact of both dividend rollup and share price appreciation

2. The difference in shares held at grant reflects the impact of the share consolidation on 30 June 2015 in which 12 existing Ordinary Shares
were replaced by 11 new Ordinary Shares, meaning the aggregate number of Ordinary Shares in issue was reduce

www.directlinegroup.com
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Directors’ remuneration report continued

Executive Directors’ shareholdings at year end

The inferests of shareholders and Executive Directors are closely aligned as they are required to hold Company shares af multiples of
salary levels and at the share ownership guidelines of 200% of salary. They continue to build on these shareholdings and hold above
these guidelines, as illusirated below. As at 31 December 2016, the number of shares beneficially held by the CEO and the CFO
represented 266% and 529% of their salaries, respectively.

Executive Directors’ shareholding at year end
(Number of shares)

Chief
Executive
Officer

Chief
Financial

Officer

Om 0.1m 02m 03m 04m 05m 06m O/m 0.8m

---Guideline @ 2015 2016

Note:

1. For the purposes of this chart, holdings include all vested but unexercised awards which are valued on a basis that is net of applicable
personal faxes

Executive Directors’ total pay
This chart illustrates the total remuneration components received in 2015 and 2016. This is explained further in the single figure
table on page 87.

Executive Directors’ total pay
(£'000)

6,000
5,000

4,000
2,000 - -
1,000
, m [ | — —
T

2015 2016 2015 2016
Chief Executive Officer Chief Financial Officer

@ Sclary @ Pension and Benefits [including all employee share plans)
Annual bonus  @LTIP

o Salary: Salaries increased by 2.5% in 2016.

o Annual bonus: The annual bonus amounts for 2016 were 43% of the maximum potential of 175% and 150% of salary for

the CEO and CFO respectively.

o 2013 LTIP awards: As disclosed in the 2015 remuneration report, the single figure of remuneration for 2015 included the
RoTE vesting outcomes of the March and August 2013 LTIP awards. This has now been updated to reflect the actual number
of dividends accrued on this portion of the award on vesting and the share price on the relevant vesting dates.

o 2014 LTIP awards: Similarly, the 2016 figures reflect the expected vesting outcome figure for the RoTE portion of the awards
granfed under the LTIP in 2014 and expected to vest in March and August 2017 and the actual vesfing under the TSR
element of awards granted under the LTIP in March and August 2013.

You can find more information on these outcomes in the implementation report.

Statutory Remuneration Report
Introduction

We have prepared this remuneration report in accordance with the requirements of the Companies Act 2006 and the large and
Medium-sized Companies and Groups [Accounts and Reports) Regulations 2008 (as amended) (the “Regulations”). The report also
meets the relevant requirements of the Listing Rules of the Financial Conduct Authority, and describes how the Board has complied with
the principles and provisions of the UK Corporate Governance Code relafing to remuneration matters. Remuneration tables subject to
audit in accordance with the relevant statutory requirements are contained in the annual remuneration report and stated fo be audited.
Unless otherwise stated, the information within this Directors’ remuneration report is unaudited.
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Annual remuneration report
Remuneration Committee members and governance

The following list defails members of the Remuneration Committee during 2016. You can find information about each member's
attendance at meetings in the Remuneration Committee report on pages 79 to 81. You can find their biographies on pages
50 and 51.

Committee Chair
Clare Thompson'

Non-Executive Directors
Mike Biggs

Sebastian James
Andrew Palmer

Priscilla Vacassin?

AUDUIBA0S)

Notes:
1. Appointed as Committee Chair with effect from 1 March 2016 having previously been a member of the Committee from September 2012 1o September 2014
2. Committee Chair until she stepped down from the Board with effect from 1 March 2016

Advisers to the Committee

The Committee consults with the Chief Executive Officer, the Human Resources Director, and senior representatives of the HR,
Risk and Finance functions on matters relating to the appropriateness of all remuneration elements for Executive Directors and
Executive Committee members. The Chairman, Chief Executive Officer and the Human Resources Director are not present

when their remuneration is discussed. The Committee works closely with the Chairs of the Board Risk Committee and the Audit
Comnmittee, including receiving reports from those Chairs regarding seffing targets and pay-oufs under incentive plans, and
whether it is appropriate to operate malus and clawback. The Chair of the Audit Committee is a member of the Remuneration
Committee; and the Chair of the Board Risk Committee attended Remuneration Committee meetings on three occasions.

The Remuneration and Board Risk Committees also hold a joint meeting af least annually fo consider matters of common interest.

The Committee retains FIT Remuneration Consultants LLP {"FIT’) as ifs independent adviser. FIT is a signatory fo the Remuneration
Consultants Group’s Code of Conduct. The Committee appointed FIT when preparing for the IPO and after considering the firm’s
experience in this sector.

During the year, FIT advised on market practice, corporate governance, incentive plan design and farget setting, regulations,
and other matters that the Committee was considering. FIT does not provide the Company with other services. The Committee
is satisfied that the advice FIT provides is objective and independent.

FIT's total fees for remuneration related advice in 2016 were £162,171 exclusive of VAT. FIT charged its fees based on its
standard terms of business for providing advice.

Allen & Overy LLP, one of the Group's legal advisers, also provided legal advice relating to the Group's executive remuneration
arrangements. It also provided the Group with other legal services.

Implementing policy and pay outcomes relating to 2016 performance
Single figure table (Audited)

Longterm All employee
Salary’ Benefits? Annual bonus® incentives”*© share plans” Pension Total
£'000 2016 2015 2016 2015 2016 2015 2016 2015 2016 2015 2016 2015 2016 2015
Paul Geddes 790 771 19 18 504 1,120 2,466 2,693 - - 197 193 4,066 4,795
John Reizenstein 478 467 10 15 308 602 1,492 1,630 1 1 119 117 2,408 2,832

Notes:
1. Salary = The Company operates a flexible benefits policy, and salary is reported before any personal elections are made
2. Benefits — Benefits include a company car or allowance; private medical and income protection insurance

3. Annual bonus — Includes amounts earned for performance during the year, but deferred for three years under the DAIP. For more information, see page 95.
These deferred awards are not subject to any conditions, except continuous employment. However, awards remain available for malus and clawback

4. 2013 LTIP awards RoTE — The expected vesting outcome figures for the RoTE portion of the awards granted under the LTIP in 2013 and reported in 2015 have been
updated. These updates are based on the actual vesting of the RoTE portion of the awards and a share price of £3.716 and £3.634 on 29 March 2016 and
30 August 2016 respectively, compared to the three-month average share price of £3.9728 used in reporting this figure in the 2015 remuneration report. The revised
figures reflect the actual number of dividends accrued on this portion of the award at vesting. This results in an adjusted reportable decrease of approximately £19,277
for Paul Geddes and £11,670 for John Reizenstein, with a corresponding decrease of the single figure for 2015 reflected in the table above

5. 2014 LTIP awards RoTE — the expected levels of vesting are set out on page 90. The corresponding values under longterm incentives, including the estimated
value of dividends accrued to 31 December 2016, are £1,098,472 for Paul Geddes and £664,864 for John Reizenstein, based on a three-month average
Company share price to 31 December 2016 of £3.55686. Any shares vesting under the LTIP granted in 2014 will not be delivered until the end of the
applicable vesting periods in March and August 2017

6. 2013 LTIP awards TSR — the level of vesting is set out on page 90. The corresponding values under longerm incentives, including the value of dividends on
vesfing, are £1,367,191 for Paul Geddes and £827,504 for John Reizenstein, using the share prices on 29 March 2016 and 30 August 2016 of £3.716
and £3.634 respectively

7. SIP = Includes the value of matching shares under the SIP
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Directors’ remuneration report continued

Each Executive Director has confirmed they have nof received any other items in the nature of remuneration, other than those
already disclosed in the single figure fable.

AIP outcomes for 2016

The Committee established target performance levels at the start of the year. The Commitiee’s approach tfo sefting and assessing

PBT targets under the AIP is to set a target level of profit performance and then, at the year end, to assess over or underperformance
by judging overall corporate performance both on an absolute and relative basis. While the Committee does not set a formal
threshold to maximum profit range against which performance is formulaically assessed the original infent was, following the year end,
fo reset an indicative range against which performance could be assessed, as occurred in 2015. However, as the potential results
were then impacted by the lord Chancellor announcing a plan fo review the Ogden discount rate, the Commitiee felt that the position
was too uncertain to set a meaningful range for modelling and therefore awaited the outcome of the Ogden review. In determining
pay-out levels, the Commitiee carefully considered performance relative 1o the fargets in its assessment of over or underperformance

of the target. It applied overall judgement in light of the yearend corporate performance and decided an outtum of 10% (out of the
55% available for PBT) was appropriate and should be payable under this element.

In the table below, we have disclosed the target set for PBT performance. VWe have expanded our description of the
performance achieved against the nonfinancial measures to improve transparency for shareholders although some metrics
remain commercially sensitive.

The bar chart illustrates the Commitiee’s assessment of the level of achievement under the AIP. The outcomes reflect confinuing
strong performance during the year as discussed in the Group highlights and Chairman’s statement on pages 2 to 3 and 10 to
11 respectively.

(Audited)

Weight Target Actual . .
& Performance Achievement against
Measures (as a % of [l performance [l performance N A
Assessment performance measures
max award) (Em) (Em)

Target Maximum

0% 60% 100%
Vesting Vesting Vesting
Financial  Profit before tax 55% 4154 353.0 Below target :
Strategic A basket of measures of ten key customer metrics 25% See narrative Above target
Including objective shared among dll Paul Geddes 20% See narrative Below farget
Personall E ive C it b
xeculive L-ommiliee memoers John Reizenstein 20% See narrative Below target :
Achievement under the 2016 AIP
Paul Geddes 43% of maximum
John Reizenstein 43% of maximum

The Committee also considered performance against the “gateway” criteria outlined on page 98 and determined that it was
appropriate to pay a bonus and that it was not necessary to reduce the payment in light of performance against these criteria.

Financial element (55% weighting)

As discussed above, there is no pre-set scale around the PBT target for the 20106 financial year and, in accordance with the
AIP terms, the Committee defermined the appropriate pay-out for the performance achieved.

Throughout 2016 our PBT performance was positive, driven by our continued investment in brand differentiation, propositions
and trading capabilities, and we ended the year significantly ahead of target. Motor and Home Own Brands, Green Flag

and Direct Line for Business have all continued to grow within a competitive market. They are all significantly favourable to farget
and grew year-on-year. Overall, before the reduction in the discount rate, profit before tax would have increased £62.8m to
£570.3m (2015: £507.5m) reflecting improved operating profits. This would most likely have achieved a maximum pay-out
for this element. Reported PBT for 2016, including impact of the reduction in the Ogden discount rate, is £353.0m. Given the
strong profit progress absent the Ogden rate change and the Group's resilience as the Group already reserved at a more
conservative discount rafe of 1.5% (compared to the actual 2.5% rate), shareholders have been protected to some extent from the
effects of the reduction to the Ogden discount rate. The Committee, having considered that the Group made strong profits before
the reduction and had a good capital position, determined that it was fair and reasonable that 10% (out of the 55% for PBT)
should be payable.
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The Committee understands that the Lord Chancellor, while announcing a discount rate of minus 0.75%, is launching a further
consultation regarding the approach fo setting the Ogden discount rate which may or may not lead to a change to the Ogden
discount rate. In these exceptional circumstances, and given that the impact of the postyearend announcement was to reduce
this element from paying out at the likely full 55% to 10%, the Committee will keep the outturn under the 2016 AIP assessment
under review until the end of 2017 If, during 2017, in connection with the consultation, the Ogden discount rate is raised from
minus 0.75%, the Committee will recalculate the outHurn for this element and adjust it accordingly; the impact of such a
subsequent change in the Ogden discount rate would be excluded from the 2017 AIP.

Strategic element (25% weighting)

The Group's strategy is to make insurance much easier and better value for our customers. It aims to deliver on its commitments

in this area and ensure that faimess is a natural outcome of what the Group does. Overall, performance on the custfomer agenda
against our fen key custfomer metrics remains very strong and, in 2016, we infroduced new mefrics fo monitor and assess
conduct performance and complaints.

AUDUIBA0S)

Through the year there was a strong focus on removing the reasons for customer problems with multiple initiatives delivering
tangible improvement. One such initiative was the rollout of focused investment in customer training to our frontline staff across
Home and Motor Claims which has had a positive impact on NPS and NetEase scores. Our new approach to problem handling
and recording has driven an improved customer experience and reductions in reportable complaint volumes.

Persistency and retention remained strong with some of our brands consistently outperforming the market, and we have achieved
a good commercial and customer experience balance. The Committee considered that the Company has made good progress
over the past couple of years in improving the customer experience in the context that it is now becoming more challenging to
improve on or maintain an already strong performance. Having considered performance against targets and an assessment of
the quality of performance achieved, the Committee agreed that the level of outturn of 92% under this element was appropriate
in order to reflect the continued strong performance in trading and customer satisfaction despite competitive market conditions.

Personal element (20% weighting)

This element relates to an objective that is shared with other Executive Commitiee members and set by the Committee. The
Committee considers the performance against this element together with the Executive’s personal performance and leadership
over the year.

The Group remains focused on improving its digital offering, customer experience and operational efficiency. A key focus of
management was the level of change the Group has been making to its T infrastructure. It remains focused on adopting the
right capabilities and will fake the time necessary seeking to do so. While progress has been made in each of the three areas,
implementation and infegration of a range of new IT systems is inherently complex and challenging. The Group has made
progress improving the performance and security of the core infrastructure during the year, supporting its people in performing
their roles more reliably. However, the Committee noted that there was less progress on delivering against the Group's IT plans
than had been envisaged. The team has reflected on the experience over the past year and will apply key leamings as it
continues on this change journey in 2017.

Taking performance against each Executive Directors’ individual performance and the above challenges into account, the
Committee defermined that Paul Geddes and John Reizenstein should each receive awards of 50% respectively of the maximum
available under this element.

Consequently, the annual incentive awards for Executive Directors for the financial year ended 31 December 2016 were
as follows:

Actual £'000

Maximum Target Actual (including cash and

(Audited) (% of salary) (% of salary) (% of salary) deferred elements)
Paul Geddes, CEO 175% 105% 75% 594
John Reizenstein, CFO 150% Q0% 65% 308
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Directors’ remuneration report continued

LTIP outcomes for 2016 (Audited)

The following summarises the outcome against performance targets set for the 2013 and 2014 LTIP awards:

Dec 2012 Dec 2013 Dec 2014 Dec 2015 Dec 2016 Dec 2017

Year included
0000000
2ar b0 — — in single figure
RoTE test — average of 17.6% for 2013, 2014 and 2015 - 94.0% vesting ————— 2015 - updated

2016 - final

August 203award —M8Mm™ ™M
RoTE test — average of 17.6% for 2013, 2014 and 2015 - 94.0% vesting ———— 2015 - updated

2016 - final

March 2014 oword —mMm™——m———————————
RoTE test — average of 16.2% for 2014, 2015 and 2016 - 76.0% vesting ————— 2016 - estimated

2017
August 2014award ——Mm
RoTE test — average of 16.2% for 2014, 2015 and 2016 - 76.0% vesting ———— 2016 — esfimated
2017

Awards under the LTIP granted in March and August 2013 vested during 2016. They were subject fo TSR performance over the
three-year vesting period, and RoTE performance in 2013, 2014 and 2015. The Group achieved an average RoTE of 17.6%
over the three-year performance period. This resulted in 94% of the maximum potential vesting of the RoTE element (56.4% of
the total award). The TSR element comprises the other 40% of the fotal award. For the March 2013 and August 2013 awards,
the Company’s TSR was positioned above upper quintile against its comparator group. This resulted in 100% of the maximum
potential vesting under the TSR element. Overall, 96.4% of the total awards vested in March 2016 and August 2016 as the
Committee was satisfied that the financial and risk underpins were met at the end of the vesfing period.

Awards under the LTIP granted in March and August 2014 are due fo vest during 2017. The RoTE performance period for these
awards ended on 31 December 2016. This is subject to the Committee’s safisfaction that the financial and risk underpins have
been met af the end of the vesfing period. The three-year average RoTE performance for 2014, 2015 and 2016 was 16.2%
against a maximum farget of 17.0%. Awards under the RoTE element are due fo vest at 76.0% of the maximum potential, again
reflecting the returns delivered to shareholders. We have included these RoTE vesting outcomes plus the TSR vestings from the
2013 awards in the single remuneration figure for the CEO and the CFO. You can find details of this on page 87. Performance
under the relafive TSR measure will be assessed af the end of the vesting period in March and August as appropriate.
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Non-Executive Directors (Audited)

Fees were the only remuneration paid to Non-Executive Directors in 2015 and 2016. Non-Executive Directors may also claim for
reasonable fravel and subsistence expenses, in accordance with the Group's travel and expenses policy, and, where these are
classified as taxable by HMRC, they are shown under ‘Benefits’ below. The Non-Executive Directors receive no other benefits.

2016 Fees' 2016 Benefits? Total 2016 2015 Fees 2015 Benefits Total 2015
Director £'000 £'000 £'000 £'000 £'000 £'000
Michael Biggs 400 3 403 400 4 404 g
Jane Hanson 115 Q 124 115 22 137 ‘5'3
Sebastian James® 89 - 89 85 - 85 %
Andrew Palmer* 126 - 126 144 - 144 ®
Clare Thompson® 108 - 108 100 - 100
Priscilla Vacassin® 20 - 20 113 - 113
Richard Ward” 106 - 106 - - -

Notes:
1. Non-Executive Directors are not eligible to participate in any of the Group's bonus or share incentive schemes or 1o join any Group pension scheme

2. The values shown under ‘Benefits'’ above comprise the value of taxable travel and subsistence expenses reimbursed by the Company (including any potential
gross-up for tax and National Insurance Contributions due)

3. Sebastian James was appointed as Chair of the CSR Committee from 1 March 2016

4. Andrew Palmer was appointed as Chair of the Invesiment Committee from 1 March 2016 and was the Senior Independent Director during 2015 and unil
18 January 2016

5. Clare Thompson was appointed as Chair of the Remuneration Committee with effect from 1 March 2016, and stepped down as Chair of the CSR Commitiee
and Invesiment Commitiee and as a member of the Board Risk Commitiee. She remained a member of the Audit Commitiee

6. Priscilla Vacassin stepped down from the Board on 1 March 2016

7. Richard Ward was appointed fo the Board as the Senior Independent Director from 18 January 2016. He was appointed as a member of the Nomination
Committee with effect from 25 February 2016 and was appointed to the Board Risk Commitiee with effect from @ May 2016

Percentage change in Chief Executive Officer’s pay for 2015 to 2016

The table below shows the Chief Executive’s yearon-year percentage change in salary, taxable benefits and bonus, compared
fo the average pay for all other UK employees.

Bonus (including

Salary' Benefits? deferred amount)’
Chief Executive Officer 2.5% 3% 47\%
All employees (average) 4.5% 3% (3)%

Notes:

1. Based on the change in average pay for UK employees employed in the year ended 31 December 2016 and the year ended 31 December 2015. Salaries are
not adjusted for the number of working hours; therefore the increase partly reflects the increase in working hours for some employees during the year

2. There were no changes in benefits provision between 2015 and 2016

3. Includes average amounts eamed under the AIP; and for employees other than the Chief Executive Officer, other variable incentive schemes, including monthly
and quarterly incentive schemes operated in certain parts of the Group

Distribution statement

This chart shows the overall pay expenditure across all Group employees compared with the total dividend value paid to
shareholders for 2015 and 2016. A special dividend payment was made in 2015 in relation fo the sale of the International
division. The total dividend value paid to shareholders in 2015 has been calculated including and excluding this special
dividend for comparison.

% change: % change: % change:

-32.37% 77.1% 4.87

pO)
o
I}
~
16y
Dividend (£m), Dividend (£m), Overall expenditure on pay (£m),
including 2015 special dividend excluding 2015 special dividend excluding the International division
relating to the sale of the relating to the sale of the
International division International division
Note:
There have been no share buy-backs since the IPO. The overall expenditure on pay has been taken from note 11 fo the consolidated financial statements. Therefore,

consistent with market practice, it has not been calculated in a manner consistent with the single figure in this report
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Directors’ remuneration report continued

Historical performance of TSR

This graph shows the Company’s TSR since its shares began trading on the London Stock Exchange in October 2012, against
the FTSE 350 Index (excluding investment trusts| over the same period. This peer group is the same used for measuring relafive

TSR under the LTIP.
Total Shareholder Return

300

260 -

- /
180 /

T T T T T T
16 October 2012 31 December 2012 31 December 2013 31 December 2014 31 December 2015 31 December 2016

= Direct line Group FTSE 350 (excluding investment trusts)

The table below shows historical levels of the Chief Executive Officer's pay between 2012 and 2016. It also shows vesting of
annual and longferm incentive pay awards as a percentage of the maximum available opportunity.

Single figure of Annual bonus longterm

fotal remuneration payout  incentive vesting

Chief Executive Officer £'000 (% of maximum) (% of maximum)'

20162 4,066 43% 86%

20153 4,795 83% Q6%

2014 5,356 75% 88%

2013 2,536 63% 55%

2012 1,908 65% 30%
Notes:

1. Based on actual vesting under the 2010, 2011 and 2012 RBS Group LTIP. The value included in the single figures in respect of these awards is £205,000
in 2012, £728,000 in 2013 and £2,437,428 in 2014

2. The 2016 single figure reflects the estimated vesting of the RoTE portion of the LTIP granted in March and August 2014. Any shares under the LTIP granted in
2014 will not be c?eﬁvered until the end of the opp%icobhe vesfing periods in March and August 2017. However they have been included in the single figure,
as the performance period in respect of the RoTE portion has now been completed

3. The 2015 single figure has been revised to reflect the actual vesting of the 2013 awards under the LTIP, a decrease of £19,277
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AGM voting outcomes

The table shows the percentage of shareholders voting for or against, and the percentage of votes withheld relating fo the
resolution to approve the Directors’ annual remuneration report, which was put to the 2016 AGM; and the resolution fo approve
the Directors’ remuneration policy, which was put fo the 2014 AGM.

For Against Number of Percentage of
votes withheld vofes withheld
Number Percentage Number Perceniage (abstentions) (abstentions)
Approval of Direcfors’
remuneration report (2016 AGM) 990,481,636 Q7.75% 22,775,906 2.25% 6,090,605 0.6%
Approval of Direcfors’
remuneration policy (2014 AGM)  1,064,002,114 Q7.5% 26,743,783 2.5% 1,945,618 0.2%
Note:

The percentages of votes for and against are expressed as a percentage of votes cast, excluding votes withheld. The percentage of votes
withheld is expressed as a percentage of total votes cast, including votes withhe

The Committee is grateful for the strong vote in favour of the Directors” annual remuneration report in 2016. The Committee
continues fo communicate with investors on developments in the remuneration aspects of corporate governance generally, and,
in particular, changes to the Company's executive pay arrangements.

Shareholdings

This table sefs out the share ownership guidelines and share ownership levels:
Value of
Share ownership shares held af
guideline’ 31 December 20162
Position (% of salary) % of salary)
Chief Executive Officer 200% 266%
Chief Financial Officer 200% 529%

Notes:

1. Executive Directors are expected fo refain all the Ordinary Shares they obtain from any of the Company's share incentive plans unfil Theg achieve a shareholding
level that is equal to 200% of base salary. This is calculated after any disposals necessary to pay personal faxes on acquiring such Ordinary Shares

2. For these purposes, holdings of Ordinary Shares will be treafed as including all vested but unexercised awards, valued on a basis that is net of applicable
personal faxes
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Directors’ remuneration report continued

Using shares

In receiving an award under the LTIP or DAIP, Executive Directors agree not to hedge their exposure to outstanding awards under
these plans or in respect of shares they are reporting to the Company as within their ownership for the purposes of any Share
Ownership Guidelines. They also agree not to pledge as collateral their participation under any of the plans or any shares which
they are required to hold in the Company for any purposes, including for Share Ownership Guidelines.

This table shows each Executive Director’s total share interests.

Share plan interests at

31 December 2016 Beneficial share inferests
Share plan Share plan Share plan
awards awards not Share plan inferests
subject to subject to inferests exercised or Total at

performance performance vested but released during 31 December Tofal at
Director conditions' conditions? unexercised the year® 2016*° 31 December 2015
Paul Geddes 1,380,145 356,293 Q97 Q62,948 572,468 474,255
John Reizenstein 835,338 184,986 929,283 0 195,602 183,496

Notes:

1. This relates to awards under the Direct Line Group LTIP. As described on page 90, 76.0% of awards made under the Direct Line Group LTIP in March and August
2014 that are subject fo the RoTE performance condition measured fo 31 December 2016 are expected to vest. These shares will be delivered to Executive
Directors in March and August 2017

2. Includes matching shares held under the SIP which are subject fo forfeiture and deferred shares under the Direct Line Group DAIP. For more information, see pages 95 and
7

3. On 30 Auiust 20106, Paul Geddes exercised a DAIP award granted on 28 March 2013 and LTIP awards granted on 28 March 2013 and 28 August 2013.
f

Following this exercise, 997 DAIP shares remain vested but unexercised

4. Includes holdings of connected persons, as defined in section 96B(2) of the Financial Services and Markets Act 2000, and free and partnership shares held under
the SIP which are not subject fo forfeiture and considered beneficially owned

5. Beneficial share interests include Formership shares John Reizenstein purchased under the SIP and free shares held by the CEO and the CFO under the SIP.
@t 6 M\OFChdaO] 7, the number of shares beneficially held by John Reizenstein has increased fo 195,733. There was no change to the number of shares held
v Paul Geddes

The table shows the Non-Executive Directors’ beneficial inferests in the Company’s shares.

Shares held at Shares held at

31 December 31 December
Directfor 2016'2 2015
Mike Biggs - -
Jane Hanson 26,190 26,190
Andrew Palmer 10,475 10,475
Clare Thompson 38,378 35,220

Priscilla Vacassin® 35,220 35,220
Sebastian James - -

Richard Ward* - -

Notes:

1. There were no changes to the number of shares held by Directors between the year end and the date of this report

2. Includes holdings of connected persons, as defined in section 96B(2) of the Financial Services and Markets Act 2000
3. Priscilla Vacassin stepped down from the Board on 1 March 2016 and this represents her holding at that date

4. Richard Ward was appointed fo the Board as the Senior Independent Director from 18 January 2016
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Direct Line Group share awards
Direct Line Group Deferred Annual Incentive Plan (“DAIP”) awards (Audited)

This table defails the awards made to all Executive Directors under the Direct Line Group DAIP

Three-day No. of
average No. of share share No. of No. of share
share price No. of share opftions  opfions dividend No. of options
for grant of Face value of  options as at granted vested shares dividend No. of share held at )
awards award 1 Jonuary  during the  during the  acquired at shares added options 31 December e
Grant date £ £ 2016 year' year’ vesting  postvesting  exercised® 2016 Vesting date ‘52
Paul Geddes 3
28-Mar-13 2.0157 380,004 34,562 - 34,562 13,028 1,880 48,473 Q97 TJun-13to ®
28-Mar-16
26-Mar-14 2.433667 333,999 125,804 - - - - - 125,804 26Marl/
25-Mar-15 3.3007 400,000 111,087 - - - - - 111,087 25Mar18
29-Mar-16 3.752 447,996 - 119,402 119,402 29-Mar19

271,453 119,402 34,562 13,028 1,880 48,473 357,290

John Reizenstein

28-Mar-13 20157 137,999 62,756 - 62,756 23,657 3,415 - 89,828 28Marl16

26-Mar-14 2433667 166,000 62,525 - - - - - 62,525  26Marl7

25-Mar-15 3.3007 207,200 57,542 - - - - - 57,542 25Mar18

29-Mar-16 3.752 240,800 - 64,179 - - - - 64,179  29Mar19
182,823 64,179 62,756 23,657 3,415 - 247,074

Mike Holliday-Williams*

25Mar-15 3.3007 239,997 66,651 - - - - - 66,651 25Mar18

29-Mar-16 3.752 270,797 - 72,174 - - - - 72,174 29Mar19

66,651 72,174 - - - - 138,825
Notes:

1. Awards are granted as nil-cost options

2. The terms on which Paul Geddes' 2012 bonus outcome was deferred meant that 60% of the outcome was deferred, with deferral split broadly evenly between
deferral info deferred cash and deferred shares, with phased vestings of the deferred amounts over the three-year deferral period

3. Exercised on 30 August 2016 at £3.63, resuliing in an aggregate gain of £175,957

4. Although not required in order fo comply with statutory requirements, we have provided the detail for Mike Holliday-Williams for completeness
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Directors’ remuneration report continued

Direct Line Group LTIP awards (Audited)

This table details the Directors interests in the Company's LTIP. For all LTIP awards, 20% of the awards granfed would vest if the
minimum performance was achieved.

Threeday No. of No. of No. of
average share No. of opfions options No. of options
price for grant Face value opfions af granted vested  No. of options  No. of dividend dividend held at
of awards of award 1 January during during lapsed for  shares acquired  shares added ~ No. of options 31 December
Grant dafe £ £ 2016 the year? the year®  performance® at vesting post vesting® exercised 2016 Vesfing date
Paul Geddes
Options held
arising from
vesting in
previous periods - - - - - - - - - 09-Nov-15
28Mar-13 20157 760,000 345,620 - 333,177 12,443 125,601 18,132 476,910 - 28Mar-16
28-Aug13 2.1564 759,999 323,069 - 306,728 16,341 130,837 - 437,565 - 28Aug16
26Mar-14 2.433667 759,998 286,261 - - - - - 286,261 26Mar-17
29-Aug-14 2.9020 759,999 240,064 - - - - - - 240,064 29-Aug17
25Mar15 3.3007 760,000 211,066 - - - - - - 211,066 25Mar-18
26Aug15 3.517 775,200 220,415 - - - - - - 220,415 26-Aug18
29-Mar-16 3.752 775,197 - 206,609 - - - - - 206,609 29Mar-19
30Aug-16 3.6833 794,598 - 215,730 - - - - - 215,730 30Aug-19
1,626,495 422,339 639,905 28,784 256,438 18,132 914,475 1,380,145
John Reizenstein
Options held
arising from
vesting in _
previous periods - - 261,941 - - - - 24,020 285,961 09Nov-15
28Mar-13 20157 459,999 209,190 - 201,659 7,531 76,020 10,975 - 288,654 28Mar16
28-Aug-13 2.1564 459,999 195,541 - 185,650 9,891 79,190 - - 264,840 28-Aug16
26Mar-14 2.433667 460,000 173,263 - - - - - - 173,263 26Mar17
29-Aug 14 2.9020 459,999 145,301 - - - - - - 145,301 29-Aug 17
25Mar15 3.3007 460,000 127,750 - - - - - - 127,750 25Mar-18
26Aug15 35170 469,200 133,409 - - - - - - 133,409 26Aug-18
29-Mar-16 3.752 469,199 - 125,053 - - - - - 125,053 29-Mar-19
30Aug-16 3.6833 480,899 - 130,562 - - - - - 130,562 30Aug-19
1,246,395 255,615 387,309 17,422 155,210 34,995 - 1,674793
Mike Holliday-
Williams
29-Aug-14 2.9020 787,498 248,750 - - - - - - 248,750 29-Aug 17
25Mar15 3.3007 393,747 109,351 - - - - - - 109,351 25Mar-18
26-Aug-15 3.5170 393,749 111,956 - - - - - - 111,956 26-Aug18
29-Mar-16 3.752 393,750 - 104,944 - - - - - 104,944 29Mar-19
30-Aug16 3.6833 403,572 - 109,568 - - - - - 109,568 30Aug-19
470057 214512 - - - - — 684,569
Notes:

The Company's share price on 31 December 2016 was £3.694, and the range of prices in the year was £3.333 to £4.096

1. These awards take the form of nil-cost options over the Company’s shares and are subject to performance conditions to be assessed by the Commitiee. Awards
granted before 2014 accrue dividend entiflements until the date of transfer of shares. Awards granted from 2014 accrue dividend entitlement from the grant date
to the date on which an award vests

2. The RoTE targets for awards granted in 2016, applying to 60% of the award, were 14.5% for 20% vesting, 15.5% for 40% vesting and 17.5% for full vesting.
A sfraightline interpolation occurs from threshold to target, and then from farget to maximum performance. The remaining 40% of each award is based on TSR

performance conditions, which are the same as noted on page 99
The closing market price on the dates of the vesting of the awards were £3.716 on 29 March 2016 and £3.634 on 30 August 2016
Awards under the LTIP vested at 96.4% of the maximum potential on 29 March 2016 and 30 August 2016

Dividends added postvesting are shown to 31 December 2016, although these are not realised until exercise

S

Although not required in order to comply with statutory requirements we have provided the detail for Mike Holliday-Williams for completeness

The Company's policy is to grant awards twice a year, affer the Group announces its full and halfyear results. The value of
each grant of awards is set at 50% of the normal annual policy level. This means the total combined face value of awards to
the CEO and CFO during the year equates to 200% of their base salary paid in the year.
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Direct Line Group Restricted Shares Plan (“RSP”) Awards (Audited)

This table defails the last tranche of the award made to Mike Holliday-Williams under the Direct Line Group RSP that is due fo
vest this year. This award was made to the MD Personal Lines on recruitment in May 2014 as compensation for the forfeiture of
legacy awards granted by his previous employer. Executive Directors do not participate in the RSP and Mike Holliday-Williams
will not receive any subsequent grants under this plan.

Three-day No. of share
average share options (]
price for grant of  Face value of No. of share  No. of dividend  No. of dividend No. of share held at 2
awards award opfions as at  shares acquired  shares added options 31 December e
Grant date £ £ 1 January 2016 at vesfing post vesting exercised 2016 Vesting date §
Mike Holliday- a
Williams
27-May-14 2430333  £106,667 40,231 - - - 40,231 1-May-17

Direct Line Group 2012 SIP (Audited)

During 2016, all employees, including Executive Directors, were eligible o invest from £10 to £150 a month from their pre-tax
pay into the SIP, and receive one matching share for every two shares they purchased. This table details the number of shares held
by John Reizenstein under the SIP. Paul Geddes does not participate in the plan.

Maiching shares Maiching shares Value of matching Balance of

granted during cancelled during shares granted! matching shares at

Director the year the year N 31 December 2016

John Reizenstein 250 - Q03 741
Note:

1. The accumulated market value of matching shares at the fime of each award. Purchase of the matching shares takes place within 30 days of the contributions
being deducted from salary

Executive Directors were eligible to participate in the award of £265 worth of free Company shares in March 2016. However,
all Executive Directors waived their eligibility to this award.

Dilution

The Company complies with the dilution levels that the Investment Association guidelines recommend. These levels are 10% in 10
years for all share plans and 5% in 10 years for discretionary plans. This is consistent with the rules of the Company’s share plans.

Statement of policy implementation in 2017
Executive Directors’ salaries in 2017

The salary increase awarded to the Executive Directors, effective 1 April 2017, reflects the average increase awarded to
UK employees.

2017 base salary 2016 base salary Annual change
Director Position £'000 £'000 in base salary
Paul Geddes Chief Executive Officer 810 795 2%
John Reizenstein Chief Financial Officer 491 481 2%
Mike Holliday-Williams MD Personal Lines 549 538 2%
AIP 2017
The maximum annual incentive awards which may be paid to Executive Directors have not changed since the IPO.
Maximum annual incentive award for Deferred under the DAIP
Direcfor Position 2017 (% base salary) (% bonus)
Paul Geddes Chief Executive Officer 175% 40%
John Reizenstein Chief Financial Officer 150% 40%
Mike Holliday-Williams MD Personal Lines 150% 40%

During 2016, the Commitiee reviewed the AIP performance measures’ weightings and composition. It also reviewed the overall
framework’s operation to make sure it is sfill fit for purpose. The review concluded that the framework successfully linked Executive
Directors’ variable pay with the Group’s performance and a scorecard ensured that management are incentivised both to deliver
superior financial returns and excellent customer service. Therefore, the AIP continues to provide the most appropriate incentive.
However, fo further align the Executive Directors’ inferests with those of shareholders and the objectives of the business in 2017,
the Committee decided to broaden the measures under the strategic element fo encompass both customer and people targets
given the good progress that has been made on customer experience, the importance of the people agenda and the fact that the
Company has signed up to HM Treasury's Women in Finance Charter. The overall weighting of 25% assigned to this element
has not changed. Please see pages 24 and 25 for a complete list of our key performance indicators and how these relate to
Executive Directors’ remuneration.
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Directors’ remuneration report continued

Measures Weighting for 2017 Weighting for 2016
Financial Profit before tax 55% 55%
Strategic Based on a basket of customer measures only, including

Net Promoter Score and complaints 0% 25%
Strategic Based on a basket of:

e customer measures, including Net Promoter Score and
complaints; and

o people measures, including measures of gender diversity

and engagement 259 0%
Personal Obijectives for each Executive Director, including shared
objectives across the Executive Committee 20% 20%

Like previous years, all AIP outcomes will be defermined after the Committee determines a payment gateway. To do this, the

Committee must be satisfied that it is appropriate to permit a bonus award at all, or at a given level. The gateway involves some
subjectivity about performance. This may result in positive or negative moderation of each AIP performance measure or the overall
bonus outcome.

The list below sefs out the gateway criteria for the AIP for 2017 .

Gateway criteria for the AIP for 2017 — outcomes for Executive Directors

Year-onyear changes in profit before tax

Quality and sustainability of eamings, referring to reserving, gross writtlen premium, costs and loss ratio, and relevant
lead indicators

Additional customer context, for example, conduct, experience, brand and franchise health
Capital strength and affordability

Risk management within risk appetite

The Group's relative performance fo that of its peers

The wider economic environment

Exceptional events, such as abnormal weather

Any regulatory breaches and/or reputational damage to the Group

Committee satisfaction that paying the bonus does not cause maijor reputational concerns

The Committee may also use its discretion to account for additional factors. These include the quality of financial results;
the 'direction of travel’ of all measures; more widely considering reputation, risk, and audit.

In considering such factors, and whether to adjust the overall pay-outs and/or operate malus and clawback, the Committee
receives appropriate input from the Audit Committee and the Board Risk Committee through receiving reports from, and
discussion with, the Chairs of those Committees.

Performance conditions for LTIP awards

LTIP awards to be granted in 2017 will continue to be subject to performance against these performance conditions:

60% based on RoTE over a three-year performance period (2017, 2018 and 2019)

o 40% based on relative TSR performance against the constituents of the FTSE 350 (excluding investment trusts) over a three-year
performance period, sfarting on the date of grant. The starting and closing TSR will be averaged over a three-month period

For these purposes, we use the Group's standard definition for RoTE, subject to such other adjustments as the Commitiee may
consider appropriate. To find out more about how we calculate RoTE, see page 190.
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The Committee reviewed the performance targets and, in line with its commitment to ensure that awards o Executive Directors
would only be payable if significant value has been created for shareholders, decided to increase the RoTE target range
as follows:

Vesfing for Performance required for threshold vesting Performance required for maximum vesting
Performance threshold Awards in Awards in 2015 Awards in Awards in Awards in 2015 Awards in
measure performance March 2017 and 2016 2014 March 2017 and 2016 2014
RoTE 20% of this  Average annual ~ Average annual  Average annual ~ Average annual  Average annual - Average annual Q
element RoTE RoTE RoTE RoTE RoTE RoTE %
of the award  performance of  performance of  performance of  performance of  performance of  performance of 3
15.0% 14.5% 14.0% 18.0% 17.5% 17.0% 3
Relative TSR 20% of this
element
of the award Median Upper quintile

For the TSR element, there is a straightline inferpolation between threshold and maximum performance on a ranked basis.

For the RoTE element, 20% of the award will vest for threshold RoTE and 40% for a ROTE of 16.0% for awards to be made in
March 2017. Otherwise, vesting is similar to TSR: a sfraightline interpolation occurs from threshold to target, then from farget
fo maximum performance.

The LTIP awards will also vest only to the extent that the Committee is satisfied that the outcome of the TSR and RoTE performance
conditions reflects the Group's underlying financial performance from the date of grant until vesting. VWhen considering these
matters, the Commitiee will also consider whether there have been any material risk failings.

Pension and benefits

A pension confribution of 25% of base salary will continue o be paid fo the CEO and CFO in 2017 . Before his promotion fo
the Board the MD Personal Lines received a pension confribution of 15% of base salary and the level of contribution has not
been changed following his appointment fo the Board.

Benefits comprise providing a company car or car allowance, private medical insurance, life assurance, income protection and
health screening. like all employees, the Executive Directors are also eligible for certain discounted Group products.

Non-Executive Directors’ fees

The current fees for the Chairman and Non-Executive Directors were set in 2012 and have not been changed since then.

Fees for 2017
Position £'000
Board Chairman fee 400
Basic Non-Executive Director fee 70
Additional fees
Senior Independent Director fee 30
Chair of Audit, Board Risk and Remuneration Committees 30
Chair of CSR Committee 10
Member of Board Committee {Audit, Board Risk or Remuneration) 10
Member of Board Committee (CSR or Nomination) 5

No additional fees are paid for membership or chairmanship of the Investment Committee.

External directorships

Paul Geddes was appointed as a non-Executive Director for Channel 4 on 5 December 2016 for which he receives an annual
fee of £22,177. Total fees received from Channel 4 in 2016 were £1,848. John Reizenstein is a trustee and Director of Farm
Alrica, for which he receives no fees. Otherwise, the Executive Directors do not currently hold any further external directorships.
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Directors’ remuneration report continued

Policy report

The following sefs out our proposed Directors’ remuneration policy. This policy will be put forward for shareholder approval

aft the 2017 AGM on 11 May 2017 and, if approved, will apply to payments made from that date. Until this time, the policy
approved on 13 May 2014 will continue to apply. The main changes in this policy from the 2014 policy have been
summarised in the Remuneration Commitiee Chair's letter above and in the notes to the policy tables.

You can find further details regarding the policy’s operation for 2017 on page 103.

Policy table
Element  Purpose and link fo sirategy Operation
Base o This is the core element o Base salaries are typically reviewed annually and set in April of each year, although the Committee
salary of pay that reflects the may undertake an outof-cycle review if it defermines this to be appropriate
individual's role and & \When reviewing base salaries, the Committee typically takes the following info account:

position within the
Group. It is payable for
doing the expected
dayfo-day job

o Staying competitive in
the market allows us to
attract, retain and
motivate high-calibre

level of skill, experience and scope of responsibilities, individual and business performance,
economic climate, and market conditions;

— the median market pay in the context of companies of a similar size, particularly FTSE 31-100
companies, as they are considered to reflect the size and complexity of the Group;

— the pracfice of insurance peers such as Admiral Group, Aviva, esure Group, Hastings Group,
legal & General, Old Mutual, Phoenix Group, Prudential, RSA Insurance Group, Standard Life
and companies of a similar size to DLG as appropriate; and

execufives with the — general base salary movements across the Group

skills to achieve our key o The Commitiee does not follow market data strictly. However, it uses it as a reference point in
aims while managing considering, in ifs judgement, the appropriate salary level, while regarding other relevant factors,
costs including corporate and individual performance, and any changes in an individual's role and

responsibilifies

o The principles for setting base salary are similar fo those applied to other employees in the Group.
However, the specific benchmarking groups used to review external market relativities may differ
across employee groups

e Base salary is typically paid monthly

AIP o To motivate executives o For Executive Directors, at least 40% of the award is deferred into shares under the Deferred Annual
and incentivise delivery  Incentive Plan (the "DAIP”). This typically vests three years after grant (with deferred awards also
of performance over a capable of being setiled in cash at the discrefion of the Committee, for example, when it gives rise o
one-year operating legal difficulties fo sefile in shares). The remainder of the award is paid in cash following the year end
cycle, focusing onthe o The Committee will keep the percentage deferred and terms of deferral under review. This will ensure
short to medium-term levels are in line with regulatory requirements and best practice and may be changed in future years
elements of our but will not, in the Committee’s view, be changed to be less onerous overall

strategic aims * Malus and clawback provisions apply to the cash and deferred elements. These are explained in the

nofes to the policy table

LTIP o Aligning execufives’ o Awards will typically be made in the form of nil-cost options or conditional share awards, which vest to
inferests with those of the extent performance conditions are safisfied over a period of at least three years. Under the Plan
shareholders to rules, awards may also be settled in cash at the discretion of the Committee. This may be appropriate,
motivate and for example, if legal difficulties arise with seftling in shares
incentivise delivering o Vested options will remain exercisable for up fo the tenth anniversary of grant

sustained business
performance over the
long ferm

o Malus and clawback provisions apply to the LTIP. These are explained in the notes to the policy table

o Awards under the LTIP may be made af various times during the financial year. While the Committee
reserves the right fo do otherwise, the Committee’s practice has been to make awards twice in each

* To aid retaining financial year, following the announcement of the Group’s annual and halfyear results

key executive talent

long ferm e For awards made ofter adopting the new policy at the 2017 AGM, Executive Directors will be subject

to an additional two-year holding period following the three-year vesting period, during which fime
awards may not normally be exercised or released. During the additional holding period the awards
will continue to accrue dividends. Following the holding period awards will cease to accrue dividends
if not exercised
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Maximum opportunity Performance measures

AUDUIBA0S)

o When determining salary .
increases, the Committee will
consider the factors outlined in this
table under ‘Operation’. In any
event, no increase will be made if
it would take an Executive
Direcfor's salary above
£850,000 (the current median
level of salaries for CEOs in the
FTSE 100), as further increased
by UK RPI from the date of
approving this policy

Not applicable

e Maximum and target bonus levels o
for Executive Directors are set by
faking info account annual bonus 4
practice throughout the
organisation and referring to
practice af other insurance and
general market comparators

e The maximum bonus opportunity
under the AP is 175% of base
salary per annum. The current
maximum bonus opportunity
applying for each individual
Executive Director is shown in the
statfement of implementation of
policy. This is in the 2016 section

of the annual remuneration report

Performance over the financial year is assessed against performance measures which the Committee
considers o be appropriate

These may be financial, nonfinancial (Group, divisional or business line] and individual. Each year, at
least 50% of the bonus is based on financial measures. The remainder of the bonus may be based on
a combination of strategic, shared and individual performance measures

The Committee sefs targets at the beginning of each financial year

o No more than 10% of the bonus is paid for threshold performance (30% of the bonus for the individual

performance element). No more than 60% of the maximum opportunity pays out for farget
performance. However, the Committee refains flexibility to amend the pay-out level at different levels
of performance for future bonus cycles. This is based on its assessment of the level of stretch inherent
in the sef targets, and the Committee will disclose any such determinations appropriately

Before any payment can be made, the Commitiee will perform an additional gateway assessment
(including in respect of any risk concerns). This will defermine whether the amount of any bonus is
appropriate in view of facts or circumstances which the Committee considers relevant. This assessment
may result in moderating (positively or negatively) each AIP performance measure, subject to the
individual maximum bonus levels

The AIP remains a discretionary arrangement. The Committee reserves discrefion to adjust the outtum
(from zero to the cap), should it consider it appropriate

o The maximum LTIP award in o
normal circumstances is 200%
of salary .
o Awards of up fo 300% of
base salary are permitted in .

exceptional circumsfances,
relating fo recruifing or refaining
an employee, as defermined by
the Committee

The Committee will determine the performance conditions for each award made under the LTIP,
measuring performance over a period of at least three years with no provision fo retest

Performance is measured against targets set at the beginning of the performance period, which may
be set by referring to the time of grant or financial year

Awards vest based on performance against financial and/or such other (including share refurn)
measures, as sef by the Commitiee, fo be aligned with the Group's long-term strategic objectives

o For awards to be granted in 2017, vesting will continue o be defermined based on two measures:

RoTE and relative TSR performance against the FTSE 350 (excluding investment trusts). The Commitiee
may apply different performance measures and targets for future awards, provided not less than 50%
of the award shall be subject to one or more financial measures, and not less than 25% shall be
subject fo a relative TSR measure

Awards will be subject to a payment gateway, such that the Committee must be satisfied that there are
no material risk failings, reputational concermns or regulatory issues

Additionally, there is a financial underpin relating to the Commitiee’s view of the Group's underlying
financial performance for the TSR and RoTE [and any other) elements, 20% of the award vests for
threshold performance, with 100% vesting for maximum performance. The Committee reserves the right
in respect of future awards to lengthen (but not reduce) any performance period and/or amend the
terms of any holding period; however, there is no infention to reduce the length of the holding period
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Directors’ remuneration report continued

Element Purpose and link fo strategy Operation
Pension o To remain competitive within e Pension contributions are paid only in respect of base salary
the market place o Executive Directors are eligible to participate in the defined contribution pension
o To encourage refirement arrangement or alternatively they may choose to receive a cash allowance in lieu
planning and refain flexibility of pension
for individuals
Benefits o A comprehensive and flexible o Executive Directors receive a benefits package generally set by reference to market
benefits package is offered, practice in companies of a similar size and complexity, particularly FTSE 31-100
emphasising individuals being companies. Benefits currently provided include a company car or car allowance, private
able to choose the combination medical insurance, life insurance, health screening, and income profection
of cash and benefits that o The Committee may periodically amend the benefits available to some or all employees.
suits them The Executive Directors are eligible to receive such additional benefits as the Committee
considers appropriate having regard to market norms
e In line with our approach to all employees, certain Group products are offered to
Executive Direcfors at a discount
o Executive Directors are eligible to participate in any of the employee share plans
operated by the Company, in line with HMRC guidelines (where relevant) and on the
same basis as other eligible employees. Currently, this includes the Share Incentive Plan
("SIP”), which has been used to provide an award of free shares 1o all employees
(including Executive Directors|, and permit employees to purchase shares with a
corresponding matching award
o Where an Executive Director is required to relocate o perform their role, they may be
offered appropriate relocation benefits. The level of such benefits would be determined
based on the circumstances of the individual and typical market practice
Share e To dlign the interests of e Executive Directors are expected fo retain all the ordinary shares vesting under any of
ownership Executive Directors with those the Company's share incentive plans, after any disposals for paying applicable taxes,
guidelines of shareholders until they have achieved the required shareholding level; unless such earlier sale, in

exceptional circumstances, is permitied by the Chairman

Notes to the policy table
Malus and clawback

Malus (reducing or forfeiting unvested awards) and clawback (the Company’s ability to claim repayment of paid amounts)
provisions apply to the AP (cash and deferred element) and LTIP if, in the Committee’s opinion, any of the following has occurred:

o There has been a material misstatement of the Company's financial results, which has led to an overpayment

o The assessment of performance targets is based on an error, or inaccurate or misleading information or assumptions

o Circumstances warranting summary dismissal in the relevant period

o A material failure of risk management

o An event during the relevant period which has, in the view of the Committee, sufficiently and significantly impacted the

Company's reputation as fo justify such action

Amountfs in respect of awards under both plans (LTIP and DAIP) may be subject to clawback for up to three years post payment
or vesting (with such period lengthened if there is an investigation as to whether relevant circumstances exist) as appropriate.
Consistent with developments in the market generally, the provisions clarify that any recoupment is out of the postfax amount,
except fo the extent that the parficipant recovers tax from the relevant tax authority.
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Maximum opportunity Performance measures

o The maximum pension confributions is set at 25% of base salary o Not performance related
per annum
o The costs of benefits provided may fluctuate from year to year, even o Not performance related

if the level of provision has remained unchanged. An annual limit of
10% of base salary per Executive Director has been set for the duration
of this policy (plus an additional amount of up to 100% of salary in
respect of relocation expenses). The Commitiee will monitor the costs
in practice and ensure the overall costs do not increase by more than
the Commitiee considers to be appropriate in all the circumstances

AUDUIBA0S)

o Additionally, the limit for any employee share plans in which the
Executive Directors participate will be in line with the caps permitted
by HMRC from time fo time

o The Executive Directors may be entitled to retain fees received for
any directorships held outside the Group

o Similarly, while not benefits in the normal usage of that term,
certain other items such as hospitality or refirement gifts may also
be provided

e 200% of salary for all Executive Directors » Nof applicable

o The Committee reserves the discretion to amend these levels in
future years

Changes from 2014 policy
The main changes from the 2014 policy are summarised below. To aid the administration and clarity of its operation, other
minor changes have also been made o the policy:

o For LTIP awards made after adopting the new policy at the 2017 AGM, Executive Directors will be subject to an additional
two-year holding period following the three~year vesting period, during which time awards may not normally be exercised
or released

o Consistent with GC100 guidance, the cap fo base salary has been re-expressed as a fixed monetary amount. Please note
that this is simply to align with reporting guidance and the cap does not represent any form of aspiration

o Adding a cap on providing relocation benefits

Exercise of discretion

In line with market practice, the Committee refains discretion relating fo operating and administering the AIP, DAIP and LTIP.
This discretion includes, but is not limited to:

o the fiming of awards and payments;

o the size of awards, within the overall limits disclosed in the policy fable;

o the determination of vesting;

o the freatment of awards in the case of change of control or resfructuring;

o the treatment of leavers within the rules of the plan, and the termination policy shown on page 107; and

o adjusiments needed in certain circumstances, for example, a rights issue, corporate restructuring or special interim dividend.
While performance conditions will generally remain unchanged once set, the Committee has the usual discretions to amend the
measures, weightings and targets in exceptional circumstances (such as a major transaction) where the original conditions would
cease to operate as infended. Any such changes would be explained in the subsequent annual remuneration report and, if
appropriate, be the subject of consultation with the Company's major shareholders. Consistent with best practice, the LTIP rules

also provide that any such amendment must not make, in the view of the Committee, the amended condition materially less
difficult fo satisfy than the original condition was intended to be before such event occurred.
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Adjusting the number of shares under deferred bonus and LTIP

The number of shares subject to deferred bonus and LTIP awards may be increased fo reflect the value of dividends that would
have been paid in respect of any dates falling between the grant of awards and the date of vesting (or, if later, the expiry of
any holding period) of awards (legacy awards made before 2014 accrue dividends to exercise).

The terms of incentive plan awards may be adjusfed in the event of a variation of the Company’s share capital, demerger
or a similar event that materially affects the price of the shares, or otherwise in accordance with the plan rules.

Remuneration payments agreed before appointment to the Board

The Committee reserves the right o make any remuneration payments and payments for loss of office (including, where relevant,
exercising any discrefions available to it connected with such payments) notwithstanding that they are not in line with the policy
sef out above where the ferms of the payment were agreed |i) before 13 May 2014 (the date the original shareholder approved
policy came into effect]; i) provided the terms of the payment were consistent with any shareholder-approved Directors’
remuneration policy in force at the time they were agreed; (iii] af a time when the relevant individual was not a Director of the
Direct Line Insurance Group plc and, in the opinion of the Committee, the payment was not in consideration for the individual
becoming a Director of the Company. For these purposes, ‘payments’ include pension arrangements and the Committee
satisfying awards of variable remuneration. Relafing to an award over shares, the terms of the payment are ‘agreed’ at the time
the award is granted.

Selecting performance measures
Annual Incentive Plan

The Committee has selected the AIP performance measures fo incentivise Executive Directors fo achieve financial targets for the
year, and specific strategic, shared and personal objectives. These measures are aligned with the key performance indicators
we use as a business to monitor performance against our strategic priorities, as shown on pages 24 and 25.

The relevant targets are sef at or following the start of each year to ensure the Executive Directors focus appropriately on the
key obijectives for the next twelve months.

Long-Term Incentive Plan

The goal of our sirategy is to provide long-term sustainable returns for our shareholders. Therefore, for 2017 (as in prior years),
awards under the LTIP will confinue to be subject to performance against RoTE (an important KPI to the business) and relafive TSR
targets. The Committee believes this combination provides a balanced approach to measuring Group performance over the
longer term by using a sfated financial KPI that incentivises individuals to keep growing the business efficiently, and a measure
based on relative shareholder return. This combination of measures appropriately balances absolute and relative retumns.

As set out in the policy table, different performance measures may apply for awards granted in future years.

Differences in remuneration policy from broader employee population

To ensure that the arrangements in place remain appropriate, when defermining Executive Directors’ remuneration, the Committee
accounts for pay throughout the Group.

The Group has one consistent reward policy for all levels of employees. Therefore, the same reward principles guide reward
decisions for all Group employees, including Executive Directors. However, remuneration packages differ to account for
appropriate factors in different areas of the business:

o AIP — approximately 3,600 employees participate in the AIP. The corporate performance measures for all employees are
consistent with those used for Executive Directors, although the weighting attributable to those factors may differ. The Group's
strategic leaders (approximately 60 employees) also receive part of their bonus in Company shares deferred for three years

o Incentive awards — approximately 3,800 employees, excluding Executive Directors, parficipate in a function or team specific
incentive plan which assesses personal performance over a monthly period. These incentive awards may pay out monthly or
quarterly

o LTIP — our strategic leaders participate in the LTIP, currently based on the same performance conditions as those for
Executive Directors

o RSP — RSP awards are used on a limited basis across the Company to help recruit and refain critical staff, and for talent
management. Executive Directors do not receive grants under the RSP

« All employee share plans — the Committee considers it important for all employees to have the opportunity to become
shareholders in the Company. The HMRC-approved SIP has operated since 2013, and, in addition, the Company has made
periodic awards of free shares. At yearend, approximately 3,000 employees throughout the Group had signed up to these
schemes with 2,500 holding free shares in the Company

 Pension and benefits — depending on employee grade, the Company contributes between 9-25% to the defined contribution
pension scheme without any requirement for an employee confribution. Employees may also opt for a proportion or all of this
fo be paid as cash rather than into the pension scheme
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Remuneration policy for Non-Executive Directors

Element Purpose and link to sfrategy ~ Approach to setfing fees and cap Other items
Chairman and  To enable the o Non-Executive Directors are paid a basic annual fee.  The Non-Executive
N'on-Exes:uhve Compcn'y fo recruit Additional fees may be paid to Non-Executive Directors  Directors are not entitled
Directors' fees and refain No”’ who chair a Board Committee, sit on a Board fo receive any
Executive Directors of  Committee, and for the Senior Independent Director compensation for loss
the highest .collbre, at o reflect additional responsibilities, as appropriate. of office, other than fees o
an appropriate cost The level of fees for 2017 is shown in the annual for their nofice period. %
remuneration secfion They do not participate 3
. ! =
o The fees paid to the Chairman include all Board and in the Group’s bonus, 3

employee share plans or
pension arrangements,
and do not receive any
employee benefits

Committee membership fees, and are defermined by
the Remuneration Committee

o Nontxecutive Directors may receive cerfain expenses,
including the reimbursement of travel expenses and
accommodation or similar which, consistent with general
market practice, will be grossed-up for any tax arising on
such expenses. It is the Committee's view that expenses
(which are deemed to be benefits) are covered under the
aggregate cap set by the Articles of Association and that
this cap is not restricted fo fees only

o Similarly, while not benefits in the normal usage of that
ferm, certain other items such as hospitality or refirement
gifts may also be provided

o Fee levels for Non-Executive Directors are reviewed and
may be increased at appropriate infervals by the Board,
with affected individual Directors absenting themselves
from deliberations

o In seffing the level of fees, the Company accounts for
the role’s expecfed time commitment, and fees at other
companies of a similar size, secfor and/or complexity
to the Group

o Fees (including expenses which are deemed to be
benefits) for Non-Executive Direcfors are subject o an
aggregate cap in the Articles of Association [currently
£2,000,000 per annum). The Company reserves the
right fo change how the elements and weightings within
the overall fees are paid, and to pay a proportion of the
fees in shares within this limit

Recruitment remuneration policy

To strengthen the management team and secure the skills to deliver the Group's strategic aims, the recruitment remuneration policy
aims to give the Committee sufficient flexibility to secure the appointment and promotion of high-calibre executives.

Principles for recruitment remuneration

1. In terms of the principles for sefting a package for a new Executive Director, the starting point for the Committee will be to
look fo the policy for Executive Directors as set out in the policy table, and structure a package in accordance with that policy.
Consistent with the Regulations, the caps contained in the policy table for fixed pay do not apply to new recruits, although the
Committee would not envisage exceeding these caps in practice

2. The Company would normally disclose clearly the terms of any recruitment package on announcing the appointment of any
new Executive Director

3. For an infernal appointment, any variable pay element awarded in respect of the prior role may either confinue on ifs original
ferms or be adjusted fo reflect the new appointment, as appropriate

4. For external and internal appointments (including a major change in role], the Committee may agree that the Company will
meet certain relocation expenses, legal and other fees involved in negotiating any recruitment, or pay expatriate benefits in
line with the policy table, as appropriate
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Buy-out awards

5. Where it is necessary to make a recruitmentrelated pay award to an external candidate, the Company will not pay more than
necessary, in the view of the Committee, and will in all cases seek to deliver any such awards under the terms of the existing
incentive pay structure

6. All such awards for external appointments, whether under the AIP, LTIP or otherwise, to compensate for awards forfeited on
leaving their previous employer will be determined taking info account the commercial value of the amount forfeited, and the
nature, time horizons and performance requirements of those awards. In particular, the Committee’s starting point will be to
ensure that any awards being forfeited which remain subject fo outstanding performance requirements [other than where
substantially complete) are bought out with replacement requirements, and any awards with service requirements are bought
out with similar ferms. However, exceptionally, the Committee may relax those obligations where it considers it to be in the
interests of shareholders and those factors are, in the Committee’s view, equally reflected in some other way, for example
through a significant discount to the face value of the awards forfeited

The elements of any package for a new recruit, including the maximum level of variable pay, but excluding buy-outs, will be
consistent with the Executive Directors’ remuneration policy described in this report, as modified by the above statement of principles
where appropriate. The Committee reserves the right to avail itself of the current Listing Rule 9.4.2 (being the rule which permits
exceptional recruitment awards on terms different from any shareholder approved ongoing plans) if needed to facilitate, in exceptional
circumstances, recruiing an Executive Director. Awards granted under this provision will only be used for buy-out awards.

Any commitments made before promotion to the Board (except when made in connection with the appointment to the Board)
can continue to be honoured under the policy, even if they are not consistent with the policy prevailing when the commitment

is fulfilled.

In exceptional circumstances, the initial nofice period may be longer than the Company’s 12-month policy up fo a maximum
of 24 months. However, this will reduce by one month for every month served, unfil it has reduced fo 12 months in line with the
Company’s policy position.

The remuneration policy for the Chairman and Non-Executive Directors as set out earlier in this report will apply relating to any
recruitments to those positions.
Service contracts

Subject to the discrefion noted above for new recruits, it is the Company’s policy fo set notice periods for Executive Directors of
no more than 12 months (both by the Director or Company). The Executive Directors’ service agreements summary is as follows:

Notice pericd (by
Director Effective date of contract Director or Company)  Exit payment policy

Paul Geddes 1 September 2012 12 months Base salary only for unexpired portion of notice period fo be paid
in a lump sum or monthly instalments, in which case, instalments
are subject to mitigation if an alfernative role is found.

John Reizenstein 1 September 2012 12 months Base salary only for unexpired portion of nofice period to be paid
in a lump sum or monthly instalments, in which case, instalments
are subject to mitigation if an alterative role is found.

Mike Holliday- 30 January 2014 12 months Base salary only for unexpired portion of notice period fo be paid

Williams in a lump sum or monthly instalments, in which case, instalments
are subject to mitigation if an alternative role is found.

There are no further obligations which could give rise to a remuneration or loss of office payment other than those set out in the
remuneration policy table and the termination policy overleaf.
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Termination policy

It is appropriate for the Committee to refain discretion to consider the termination terms of any Executive Director, having regard
to all the relevant facts and circumstances available to them at the time. A Director is deemed a ‘good leaver’ if the following
circumstances are met:

o AIP and LTIP - death, injury, ilthealth, redundancy, refirement, the sale of the individual's employing company or business out
of the Group, or in such other circumstances as the Committee determines

o DAIP - for any reason other than summary dismissal or resignation. However, the Committee may determine that, in the case
of resignation only, awards may be refained
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The table below sets out the general position. However, it should be noted that the Committee, consistent with most other
companies, has reserved a broad discretion fo determine whether an Executive Director should be categorised as a ‘good
leaver’, and that discretion forms part of the approved policy.

If a leaver is a ‘bad leaver,

for example leaving through If a leaver is deemed fo be Other events, for example,

Incentives resignation or summary dismissal a 'good leaver’ change in control of Company

Annual Incentive Plan No awards made Bonus based on performance,  Bonus defermined on such basis
paid af the normal time and ~ as the Committee considers
on a time proTata basis, unless appropriate and paid on a
the Committee determines time proata basis, unless the
otherwise Committee defermines otherwise

Deferred Annual All awards will lapse Deferred shares typically vest  Awards will vest in full

Incentive Plan on the normal vesting date,

In the event of a demerger or
similar event, the Committee may
determine that awards vest on the
same basis

although the Committee reserves
discrefion fo accelerate vesfing.
In the case of the participant's
death or other exceptional
circumsfances, awards may vest

immediately

Long-Term Incentive Plan  All unvested awards will lapse  Awards will vest on the normal  Awards will vest subject
During the holding period, vesting date [plus any to applying the performance
awards cease fo be contingent applicable ho|ding period, conditions and, unless the
on employment and, therefore, unless fhe Commm‘ee - Commiﬁee ‘defermines ofhgrwise,
will not lapse [except on defermines otherwise) subject  time provating. The Committee
dismissal for cause) but may 10 performance and, unless may determine that such awards
be subject fo malus the Committee determines shall not vest early and, instead,

otherwise, time prorafing. In be rolled over info replacement
exceptional circumstances, as  awards granted on a similar basis,
defermined by the Committee,  but over shares in the acquirer or
for example, in the case of the another company or setiled in cash
participant’'s death, awards or other securities.

may vest immediately In the event of a demerger or

similar event, the Committee may
determine that awards vest on the
same basis

Service agreements for all Executive Directors provide that they are not eligible to receive any enhanced redundancy terms
which may be offered by the Group from time fo time. Their rights o a statutory redundancy payment are not affected.

Depending on the circumstances of departure, an Executive Director may have additional claims under relevant employment
profection laws, and the Company may contribute to any legal fees involved in agreeing a termination. It may also agree fo incur
certain other expenses such as providing oufplacement services. Any such fees would be disclosed as part of the detail of any
fermination arrangements. The Committee reserves the right to make any other payments connected with a Direcfor’s cessation

of office or employment, where the payments are made in good faith in discharge of an existing legal obligation {or by way of
damages for breach of such an obligation) or by way of a compromise or setlement of any claim arising connected with the
cessation of a Director’s office or employment.

www.directlinegroup.com 107



Directors’ remuneration report continued

Non-Executive Director lefters of appointment

Non-Executive Directors are appointed for a three~year term which may be extended by mutual agreement. In common with the
Executive Directors, all Non-Executives are subject to annual re-election by shareholders.

The Directors may appoint additional members to join the Board during the year. Directors appointed in this way will be subject
fo election by shareholders at the first AGM after their appointment. In subsequent years, the Direcfors must submit themselves for
reelection at each AGM.

Terms and conditions of appointment of all the Directors are available for anyone to inspect at the Company's registered office

and AGM.

The Chairman and Non-Executive Directors have notice periods of three months from either party which do not apply in the case
of a Direcfor not being re-elected by shareholders or refiring from office under the Articles of Association. Other than fees for this
notice period, the Chairman and Non-Executive Directors are not entitled to any compensation on exit.

External directorships

The Company encourages Executive Directors o accept, subject to the Chairman’s approval, an invitation fo join the board
of another company outside the Group in a non-executive capacity, recognising the value of such wider experience. In these
circumstances, they are permitted fo refain any remuneration from the non-executive appointment. Executive Directors are
generally limited to accepting one external directorship, but may accept more with the Chairman's prior approval.

Considering employment conditions elsewhere in the Group

As explained elsewhere in the Directors’ remuneration report, the Committee reviews the overall pay and bonus decisions in

aggregate for the wider Group, and, therefore, takes into account pay and conditions in the wider Group in determining the
Direcfors’ remuneration policy and the remuneration payable to Directors. Through the Chief Executive Officer, Paul Geddes,
and other senior management, the Committee may receive input from employee groups in the Group, such as the Employee

Representative Body, as required.

In accordance with prevailing commercial practice, the Committee did not consult with employees in preparing the Directors’
remuneration policy.

Considering shareholders’ views

The Committee accounts for the approval levels of remuneration related matters at the AGM in determining whether the current
Directors’ remuneration policy remains appropriate.

When setfing the remuneration policy, the Committee, consistent with its approach of operating within the highest standards of
corporate governance, fakes significant account of guidelines issued by the leading shareholder and proxy agencies.

The Committee also seeks to build an active and productive dialogue with investors on developments in the remuneration aspects
of corporate governance generally, and particularly, any changes to the Company’s executive pay arrangements.

The Committee is safisfied that no element of the Directors’ remuneration policy conflicts with the Group'’s approach fo
environmental, social or corporate governance matters.
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Performance scenarios

The Directors’ remuneration policy has been designed to ensure that a significant proportion of total remuneration is delivered
as variable pay and, therefore, depends on performance against our strafegic objectives.

The Committee has considered the level of remuneration that may be paid under different performance scenarios to ensure it
would be appropriate in each situation, in the context of the performance delivered and the value created for shareholders.

The following charts show the potential remuneration which Executive Directors may earn under three performance scenarios
(assuming the adoption of the proposed Policy] as set out below. These exclude share price appreciation and dividends which

could have a significant impact on the final outcome.

CEO - Paul Geddes
(£'000)

Minimum 00’ 1,032
On-target 47% 38% 2,207
Maximum 25% 35% 4,071

CFO - John Reizenstein
(£'000)

Minimum 100% g2

On-target 49% 135%1 1,261
Maximum 27% 31% 2,341

I T T 1 I T T 1
£0m £lm £2m £3m £4m £0m £lm £2m £3m £4m

@ Total fixed pay @ Short term Incentives long term Incentives @ Total fixed pay @ Short term Incentives

MD Personal Lines — Mike Holliday-Williams
(£'000)

Minimum 100% [e¥ve
On-target 48% 1 36% 1 1,360

Maximum 25% 32% 2,568

T T T 1
£0m £lm £2m £3m £4m

@ Total fixed pay @ Short term Incentives long term Incentives

The elements of remuneration included in each scenario are as follows:

long term Incentives

Minimum Consists of fixed remuneration only (that is, base salary, benefits and pension):

o Base salary is the salary to be paid from 1 April 2017

o Benefits measured as benefits paid in 2016 as set out in the single figure table on page 87, including
the value of matching shares under the SIP where relevant

o Pension measured as the defined confribution or cash allowance in lieu of Company contributions,
as a percentage of salary (25% of base salary for the CEO and CFO, and 15% of salary for the MD

Personal Lines)

Based on what the Director would receive if performance was on-arget [excluding share price appreciation

and dividends):

On-target

o Fixed remuneration as above
o AIP - consists of the on-target bonus of 60% of maximum bonus opportunity

o LTIP - consists of the threshold level of vesting (20% vesting)

Maximum Based on the maximum remuneration receivable (excluding share price appreciation and dividends):

o Fixed remuneration as above

o AIP — consists of the maximum bonus [175% of base salary for the CEO and 150% for the CFO and the
MD Personal Lines)

o LTIP — consists of the face value of awards (200% of base salary for all Executive Directors)

The Board reviewed and approved this report on 6 March 2017.

(Love orop—

Clare Thompson
Chair of the Remuneration Committee
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Directors’ report

The Directors present their report for the financial year ended

31 December 2016.

You can find the forward-looking statements disclaimer on

page 195.

Strategic report

The Company’s Strategic report is on pages 1 fo 47. It includes
the following information that would otherwise need to be
disclosed in this Directors’ report:

Subject Pages

44 and 45
3410 37 and 47

Use of financial instruments
Likely future developments
in the business

Emp|oyee involvement 13, 17 and 32 to 33

Corporate governance statement

The FCA's Disclosure Guidance and Transparency Rules
require a corporate govermnance statement in the Directors’
report o include certain information. You can find information
that fulfils the corporate governance statement's requirements
in this Directors’ report; the Corporate Governance report;
the Committee reports; and the Direcfors’ remuneration report,
on pages 48 to 109. This information is incorporated in the
Directors’ report by reference.

Disclosure of information under Listing Rule
9.8.4R

In accordance with Listing Rule 9.8.4C, the table below sets
out the location of the information required to be disclosed,
where applicable.

Subject Page
Inferest capitalised by the Group None
Unaudited financial information None
Long-term incentive plan involving one %4
Directfor only

Directors’ waivers of emoluments o7

Directors’ waivers of future emoluments Not applicable

Non pro-rata allotments for cash (issuer) Not applicable
Non pro-rata allotments for cash (major None
subsidiaries)

Listed company is a subsidiary of another Not applicable
company

Confracts of significance involving a director  Not applicable
Confracts of significance involving a Not applicable
controlling shareholder

Defails of shareholder dividend waivers [N

Controlling shareholder agreements Not applicable

Post-balance sheet events

The Group has made an adjustment fo its consolidated
financial statements following the announcement on

27 February 2017 by the Llord Chancellor of a reduction
in the Ogden discount rafe to minus 0.75%.

Dividends

The Group aims to generate long-term sustainable value
for shareholders, while balancing operational, regulatory,
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rating agency and policyholder requirements. The Board
has a progressive dividend policy for the Company.

This aims fo increase the dividend onnuo”\/ in real terms fo
reflect the Company’s cash-low generation and long-ferm
eamings potential.

The Group expects that onethird of the annual dividend will
generally be paid in the third quarter as an interim dividend,
and tworthirds will be paid as a final dividend in the second
quarter of the following year. The Board may revise the
dividend policy from time fo time.

Additionally, if the Board believes the Group has capital
surplus to ifs view of its solvency capital requirements,

it is infended that such excess capital will be refurned to
shareholders alongside the fullyear results. The Company
may consider a special dividend and/or a repurchase of
its own shares fo distribute surplus capital to shareholders.

The Board recommends a final dividend of 9.7 pence per
share to shareholders. Subject to shareholder approval af

the Company’s 2017 AGM, this will become payable on

18 May 2017 to all holders of Ordinary Shares on the
Register of members at close of business on 17 March 2017.

The final dividend resolution provides that the Board may
cancel the dividend and, therefore, payment of the dividend
at any time before payment, if it considers it necessary to do
so for regulatory capital purposes. You can find detailed
explanations about this in the Notice of AGM.

You can find further defails regarding dividends paid during
2015 and 2016 in the Finance review on page 38 and in
nofe 15 to the financial statements on page 159. You can
also find information on dividends and capital management in
the Finance review on page 45.

Directors

You can find the current Directors’ biographies on pages 50
to 51. All Directors will retire and be submitted for election
and reelection at the 2017 AGM. This is in accordance
with the UK Corporate Governance Code and the Articles of
Association of the Company, which govern appointing and
replacing Directors. The Directors listed on pages 50 and 51
were the Directors of the Company throughout the year apart
from Dr Richard Ward, who was appointed as a Direcfor on
18 January 2016, Priscilla Vacassin, who resigned as a
Director on 1 March 2016 and Danuta Gray and Mike
Holliday-Williams who were appointed as Directors of the

Company on 1 February 2017.

The Company's Arficles of Association set out the Directors’
powers. You can view these on the Company's website at
www directlinegroup.com. The Directors’ powers are also
subject fo relevant legislation and, in certain circumstances,
authority from the Company’s shareholders. You can find
details of the Directors’ remuneration, service contracts,
employment contracts and interests in the shares of the
Company in the Directors’ remuneration report on pages
8210 109.

The Articles of Association of the Company permit it to
indemnify the Company’s officers, and officers of any
associated company, against liabilities arising from conducting
Company business, to the extent permitted by law. As such,



the Company has executed deeds of indemnity for each
Direcfor’s benefit, regarding liabilities that may attach

to them in their capacity as Directors of the Company or
associated companies. These indemnities are qualifying third-
party indemnities as defined by section 234 of the Companies
Act 2006. No amount was paid under any of these
indemnities during the year. The Company maintains directors’
and officers’ liability insurance. This provides appropriate
cover for legal actions brought against its Directors. The
Company has also provided the directors of DLG Pension
Trustee Limited with qualifying pension scheme indemnities.
This is in accordance with section 235 of the Companies Act
2006. DLG Pension Trustee limited acts as frustee for two of
the Company’s occupational pension schemes.

Secretary

Roger Clifton is the Company Secrefary of Direct Line Insurance
Group ple. He can be confacted af the Company’s Registered
Office, defails of which are on page 196.

Share capital

The Company has a premium listing on the London Stock
Exchange. As at 31 December 2016, the Company'’s share
capifal comprised 1,375,000,000 fully paid Ordinary Shares
of 10 10/11 pence each.

At the Company’s 2016 AGM, the Directors were
authorised fo:

o allot shares in the Company or grant rights to subscribe
for, or convert, any security into shares up to an aggregate
nominal amount of £50,000,000:

o allot shares up to an aggregate nominal amount of

£100,000,000, for the purpose of a rights issue;

o allot shares having a normal amount not exceeding in
aggregate £15,000,000 for cash without offering the
shares first to existing shareholders in proportion to their
holdings; and

o make market purchases of up to 137,500,000 shares in
the Company, representing 10% of the Company's issued
share capital atf the time.

To date, the Directors have not used these authorities. At the
2017 AGM, shareholders will be asked to renew these
authorities and vofe on some additional resolutions in relation
to the disapplication of pre-emption rights and the issue of
Solvency Il Tier 1 Instruments in line with the most recent
institutional investors’ guidelines. The Company has not held
any shares in freasury during the period under review. You can
find out more about the Company’s share capital and shares
under option at 31 December 2016 in notes 29 and 35 to

the consolidated financial statements.

Under the Company’s Share Incentive Plan, Trusfees hold
shares on behalf of employee participants. The Trustees will
only vofe on those shares and receive dividends that a
participant beneficially owns, in accordance with the
participant’'s wishes. An Employee Benefit Trust also operates.
The Trustee of this has discretion to vote on any shares it holds
as it sees fit, except any shares participants own beneficially;
in which case, the Trustee will only vote on such shares as per
the participant's instructions.

The Trustee of this Trust has waived its right to dividends on
all shares within the Trust. You can find out more about the
number of shares held by the employee share plan trusts in
note 29 on page 166. The Company is only aware of the
dividend waivers and voting restrictions mentioned above.

Shareholder voting rights and restrictions

on transfer of shares

All the Company’s issued Ordinary Shares rank equally in all
respects. The Company’s Arficles of Association set out the

rights and obligations attaching fo the Company’s Ordinary
Shares.
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Employees in the Company and Directors must conform with
the EU Market Abuse Regulation and the Company’s share
dedling rules. These rules restrict particular employees’ and
Directors’ ability to deal in the Company’s shares at certain
fimes, and require the employee or Direcfor to obtain
permission fo deal before doing so. Some of the Company’s
employee share plans also include restrictions on transferring
shares while the shares are held within the plans.

Each general meeting notice will specify the time for
defermining a shareholder’s entiflement fo attend and vote af
the meeting. This will not be more than 48 hours before the
fime fixed for the meeting. To be valid, all proxy appointments
must be filed at least 48 hours before the time of the general
meeting. In calculating this time period, no account shall be
taken of any part of a day that is not a working day.

Where the Company has issued a notfice under section 793
of the Companies Act 2006, which is in default for af least
14 days, the person(s) inferested in those shares shall not be
entitled to attend or vote at any general meeting until the
default has been corrected or the shares sold.

There is no arrangement or understanding with any
shareholder, customer or supplier, or any other external party,
which provides the right to appoint a Director or a member of
the Executive Committee, or any other special rights regarding
control of the Company.

Articles of Association

Unless expressly specified fo the contrary in the Articles of
Association, they may only be amended by a special resolution
of the Company’s shareholders at a general meeting.

Significant agreements affected by a change
of control

A number of agreements may take effect, alter or ferminate
upon a change of control of the Company. None of these
agreements are considered significant in terms of their impact
on the Group's business as a whole.

All the Company’s employee share incentive plans contain
provisions relating to a change of control. Outstanding
awards would typically vest and become exercisable.

This is subject fo satisfying any performance conditions, and
normally with an additional time-based pro-rata reduction
where performance conditions apply, and approval from
the Remuneration Committee.
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Substantial shareholdings

In accordance with the provisions of chapter 5 of the FCA's
Disclosure Guidance and Transparency Rules, the Company
has been nofified of the following indirect interests in the
Company's voting rights. The Company has not been notified
of any direct inferests. Information provided by the Company
pursuant fo the FCA's Disclosure Guidance and Transparency
Rules is publicly available via the regulatory information
services and on the Company's website.

31 December 15 March
2016 2017
BlackRock, Inc. 5.08% 8.43%

Political donations

The Group made no political donations during the year

(2015: nil).

Emp|oyees with disabilities

The Group is committed to promoting diversity and inclusion
across every area of the business through initiatives such as

the Diversity Network Alliance. At recruitment, we adjust and
enhance our application and selection process, and guide and
provide additional training for interviewers, where necessary.

Our Diversity Network Alliance focuses on a number of strands
including employees with disabilities. It identifies areas where
we can improve and help people continue working for us.
We reasonably adjust employees’ working environments and
equipment, and roles and role requirements. We also ensure
that everyone can access the same opportunities.

Greenhouse gas emissions

In order to comply with the Companies Act 2006 (Strategic
and Directors’ Report) Regulations 2013, the Group has
followed the 2013 UK Government environmental reporting
guidance for GHG emissions; used the UK Government's
greenhouse gas conversion factors; and adopted the financial
control approach to seffing the organisational boundaries of
responsibilities for GHG emissions. In applying the GHG
Protocol Corporate Accounting and Reporting Standard
(revised edition) we have calculated emissions associated with
electricity consumption solely using the location-based scope 2
calculation method. GHG emissions are classified as direct
or indirect, and divided info scope 1 and scope 2 emissions.
Direct GHG emissions are those from sources that the Group
owns or controls. Indirect GHG emissions are those that are

a consequence of the Group's activities, but occur at sources
owned or controlled by another organisation. The Group has
considered the six main GHGs, reported in fonnes of carbon
dioxide equivalent ("CO2e"}, and set 2013 as the base year.
The Group has not included emissions from the International
division, which was sold in May 2015, nor has it included
emissions associated with its investment portfolio.

Scope 1 — direct emissions including fuels used in office
buildings, accident repair centres, and owned vehicles

Scope 2 — indirect emissions resulting from generating electricity
purchased for office buildings and accident repair centres
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Total GHG emissions for continuing operations for 2016
were 19,315 tonnes (2015: 22,611 tonnes), as set out

in the table below. This primori|\/ comprised emissions from
purchased electricity and natural gas, diesel fuel, and
refrigerant gas used. In addition to fotal emissions, the Group
also monitors emissions per £ million of net earned premium.
In 2016, this was 6.4 tonnes COze per £ million of nef
eamed premium for continuing operations [2015: 8.0 tonnes).
This is a measure of how efficiently insurance products are
provided. It allows us to compare our yearon-year
performance and performance against other insurance
companies. Ecometrica has externally verified the GHG
emissions data. You can find verification statements on the
Group's website at www.directlinegroup.com.

You can find further information on the Group's approach to
energy and the environment in the CSR section on page 32.

Year on Year Tonnes of COze

comparison Percentage
Direct Line Continuing change
Operations Emissions 2013 (2013 to
from: (Baseline) 2015 2016 201¢)
Scope 1 8,429 7,643 7,383 -12%
Scope 2 21,480 14,968 11,932 44%
Total 29,909 22,611 19,315 -35%
Intensity metric:

tonnes COse/

million GBP net

eamed premium 8.5 8 6.4 24%

Going concern

The Group has sufficient financial resources to meet its
financial needs, including managing a mature portfolio
of insurance risk. The Directors believe the Group is well
positioned to manage ifs business risks successfully in the
current economic environment.

The Finance review on pages 45 and 46 describes the
Group's capital management strategy, which covers how
it measures its regulatory and economic capital needs,
and deploys capital.

The Group's financial position is also covered in that section,
including @ commentary on cash and investment levels,
reserves, currency management, insurance liability
management, liquidity, and borrowings. Additionally, note 3
to the consolidated financial statements describes capital
management needs and policies. The note also covers
insurance, market, liquidity and credit risks which may affect
the Group's financial position.

Having made due enquiries, the Directors reasonably expect
that the Company and the Group have adequate resources fo
confinue in operational existence for af least 12 months from
the date of approval of the financial statements. Accordingly,
the Directors have adopted the going concemn basis in
preparing the financial statements.



Viobi|iry statement

The Strategic report, on pages 1 to 47, sets out the Group's
financial performance, business environment, outlook and
financial management strategies. It covers how the Group
measures its regulafory and economic capifal needs, and
deploys capital. You can find discussion about the Group's
principal risks and risk management on pages 26 to 29.
Note 3 1o the consolidated financial statements starts on page
136 and sets out financial disclosures relating to the Group's
principal risks. This covers insurance, market and credit risk;
and the Group's approach to moniforing, managing and
mitigating exposures fo these risks.

Every year, the Board considers a fiveryear strategic plan for

the Group. The plan makes certain assumptions in respect of

the competitive markets in which the Group operates, and the
delivery and implementation of the next generation of customer
systems. Appropriate aspects of the strategic plan are stresstested
to understand and help set capital and other requirements.

When reviewing the strategic plan, the Board considered

the Group's prospects over the five-year period that the plan
covered. This review included reviews of solvency, liquidity,
assessment of principal risks, and risk management. The one-
year planning period has greater certainty, so it was used

fo set defailed budgets across the Group. Outcomes for the
fouryear period are less certain. However, the plan provides
a robust planning tool for strategic decisions. The Board
recognises that, in a strategic plan, uncertainty increases over
time and, therefore, future outcomes cannot be guaranteed or
accurately predicted.

Considering the Group's current capital and trading position,
its principal risks, and the remaining four years of the strategic
plan, the Board has a reasonable expectation that the
Company and the Group can continue in operation, and
provide the appropriate degree of protection to those who
are, or may become, policyholders or claimants in the period

to 31 December 2020.

Disclosing information to the Auditor

Each Director at the date of approving this Annual Report &
Accounts confirms that: as far as they are aware, there is no
relevant audit information of which Deloitte LLP, the Company's
External Auditor, is unaware; and they have taken all the sfeps
they ought to have taken as a Director to make themselves
aware of any relevant audit information, and establish that
Deloitte LLP is aware of that information.

This confirmation is given and should be inferprefed in
accordance with the provisions of section 418 of the

Companies Act 2006.
Auditor

Deloitte LLP has expressed its willingness to continue in office
as the External Auditor. A resolution to reappoint Deloitte LLP
will be proposed af the forthcoming AGM. You can find an
assessment of the effectiveness and recommendation for
reappointing Deloitte LLP in the Audit Committee report on
page 67.

Directors’ responsibility statement

The Directors are responsible for preparing the Annual Report
and financial statements in accordance with applicable law
and regulations.

Company law requires the Directors to prepare such financial
statements for each financial year. Under that law, the
Direcfors must prepare the Group financial statements in
accordance with IFRS, as adopted by the EU and Arficle 4 of
the International Accounting Standard (“IAS") regulation. The
Directors have also chosen to prepare the Parent Company
financial statements under IFRS, as adopted by the EU. Under
company law, the Directors must not approve the accounts
unless they are satisfied that they give a true and fair view of
the Company’s state of affairs and profit or loss for that period.

AUDUIBA0S)

In preparing these financial statements, IAS 1 requires that
Directors: properly select and apply accounting policies;
present information, including accounting policies, in a
manner that provides relevant, reliable, comparable and
understandable information; provide additional disclosures
when compliance with the specific requirements in IFRS is
insufficient to enable users to understand the impact of
particular fransactions, other events and conditions on the
enfity’s financial position and financial performance; and
assess the Company’s ability fo confinue as a going concern.

The Directors are responsible for keeping adequate
accounting records that are sufficient to show and explain
the Company’s fransactions and disclose, with reasonable
accuracy, the Company’s financial position at any fime; and
enable them to ensure the financial statements comply with
the Companies Act 2006. Additionally, the Directors are
responsible for safeguarding the Company’s assets and,
hence, taking reasonable steps to prevent and defect froud
and other irregularities. The Directors are responsible for
maintaining and ensuring the infegrity of the corporate and
financial information included on the Company's website at
www.directlinegroup.com. legislation in the UK governing
preparing and disseminating financial statements may differ
from legislation in other jurisdictions.

The Directors confirm that, to the best of their knowledge:
the financial statements, prepared in accordance with IFRS,
give a true and fair view of the assets, liabilities, financial
posiftion, and profit or loss of the Company, and the
undertakings included in the consolidation taken as a whole;
and the Strategic report (on pages 1 fo 47) and Directors’
report [on pages 110 to 113) include a fair review of the
business's development and performance; and the position
of the Company and the underiakings included in the
consolidation taken as a whole, together with a description
of the principal risks and uncertainties they face.

The Board reviewed and approved this report on

6 March 2017.
By order of the Board

Roger C. Clifton
Company Secretary
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Independent Auditor’s report to the shareholders of Direct Line Insurance Group plc

Opinion on the financial statements
of Direct Line Insurance Group plc

In our opinion:

o the financial statements give a true and fair view of the
state of the Group’s and of the Parent Company’s affairs
as at 31 December 2016 and of the Group's and Parent
Company'’s profit for the year then ended;

o the financial statements have been properly prepared in
accordance with IFRSs as adopted by the European Union;
and

o the financial statements have been prepared in accordance
with the requirements of the Companies Act 2006 and,
as regards the Group financial statements, Article 4 of
the 1AS Regulation.

The financial statements, including within the Annual Report
and Accounts, comprise:

o the Consolidated Income Statement:

o the Consolidated and Parent Company Statement of
Comprehensive Income;

o the Consolidated and Parent Company Balance Sheets;

o the Consolidated and Parent Company Cash Flow
Statements;

o the Consolidated and Parent Company Statements of
Changes in Equity; and
o the related notes 1 to 42 on the consolidated financial

statements, and the related notes 1 to 16 on the Parent
Company financial statements.

The financial reporting framework has been applied in their
preparation is applicable law and IFRSs as adopted by the
European Union.

Separate opinion in relation to IFRSs

as issued by the IASB

As explained in note 1 to the consolidated financial
statements, in addition to complying with its legal obligation
to apply IFRSs as adopted by the EU, the Group has also
applied IFRSs as issued by the IASB.

In our opinion the Group financial statements comply with

IFRSs as issued by the IASB.

Independence

We are required to comply with the Financial Reporting
Council’s Ethical Standards for Auditors and we confirm

that we are independent of the Group and we have fulfilled
our other ethical responsibilities in accordance with those
standards. We also confirm we have not provided any of the
prohibited non-audit services referred to in those standards.

Going concern and the Directors’ assessment
of the principal risks that would threaten the
solvency or liquidity of the Group

As required by the Listing Rules we have reviewed the
Directors’ stafement on pages 61 and 62 regarding the
appropriateness of the going concemn basis of accounting

to the financial statements and the Direcfors' statement on the
longerterm viability of the Group. We have nothing material
fo add or draw aftention fo in relation fo:

o the Direcfors’ confirmation on pages 61 and 62 that they
have carried out a robust assessment of the principal risks
facing the Group, including those that would threaten its
business model, future performance, solvency or liquidity;

o the disclosures on pages 27 to 28 that describe those risks
and explain how they are being managed or mitigated;

o the Directors’ statement on page 112 to the financial
statfements about whether they considered it appropriate to
adopt the going concern basis of accounting in preparing
them and their identification of any material uncertainties to
the Group's ability to continue to do so over a period of at
least 12 months from the date of approval of the financial
statements; and
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o the Direcfor’s explanation on pages 112 to 113 as fo how
they have assessed the prospects of the Group, over what
period they have done so and why they consider that
period fo be appropriate, and their statement as to whether
they have a reasonable expectation that the Group will be
able to continue in operation and meet its liabilities as they
fall due over the period of their assessment, including any
related disclosures drawing atfention to any necessary
qualifications or assumptions.

We agreed with the Directors’ adoption of the going concern
basis of accounting and we did not idenfify any such material
uncertainties. However, because not all future events or
conditions can be predicted, this statement is not a guarantee
as to the Group's ability to confinue as a going concern.

Our assessment of risks of material
misstatement

The assessed risks of material misstatement described below
are those that had the greatest effect on our audit strategy,

the allocation of resources in the audit and directing the efforts
of the engagement team. The procedures described in our
response 1o each risk are not exhaustive and we have focused
on those procedures that we consider address areas of
judgement or subjectivity; see overleaf.
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Independent Auditor’s report to the members of Direct Line Insurance Group plc continued

Risk How the scope of our audit responded to the risk

Insurance reserves valuation
Refer to page 65 [Audit Committee Report), page 129 (accounting policies) and page 168 (financial disclosures).

The Group's insurance reserves fotal £4.7bn (2015: £4.5bn). The defermination of the value of the insurance reserves
requires significant judgment in the selection of key methodologies and assumptions. Small changes in these methodologies
or assumptions can materially impact the valuation of these liabilities. VWe have identified the following two key areas of
focus for our audit:

1) The frequency and severity of excess bodily injury claims; and
2) The propensity, severity and discount rate assumptions for valuing PPOs.

1) We have identified the estimation of the ultimate number We have gained a detailed understanding of the end to

of large bodily injury claims as being inherently uncertain. end reserving process, including the process for adjusting
Management also exercises significant judgement in assessing  the reserves as a result of the change in the Ogden discount
the impact of market factors which could materially impact rate and assessed the design and implementation of selected
the valuation of excess bodily injury claims and hence the controls. We have tested the operating effectiveness for
insurance reserves. On 27 February 2017 the lord Chancellor - actuarial data reconciliations and key management review
announced a reduction in the Ogden discount rafe used to confrols over the reserving process. Our work included
value lump sum injury claim setlements from 2.5% to attendance at the December loss Ratio Committee and
minus 0.75%. This change in discount rate has a significant  January Reserve Review Committee.

impact on the valuation of large bodily injury claims, as

defailed on page 137. We have tesfed the complefeness and accuracy of the

underlying data used in the Company’s actuarial calculations
and the actuarial data used by our Deloitte actuarial specialists
in performing their audit through performing reconciliations on
the data back fo the financial ledger.

Having done this, we worked with those specialists to:

o challenge the suitability of the methodology and
assumptions used in estimating the ultimate number of large
bodily injury claims by comparing it to industry benchmarks;

o challenge the approach to and the assumptions used in
adjusting reserves for the change in the Ogden discount rate;

o assess whether the reserving methodology has been
applied consistently across periods;

o evaluate prior year reserve releases and emerging trends
for consistency with management's calculations.

Key observations:

We have determined that the esfimate for the ultimate value
of large bodily claims to be within a reasonable range.
We observed that the frequency and severity assumptions
were set fowards the prudent end of a reasonable range.
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Risk

How the scope of our audit responded to the risk

2) The Group is required to sefile a proportion of large

bodily injury claims as PPOs rather than lump sum payments.

The valuation of PPOs has a material impact on the financial
stafements, with these liabilities totalling £983m (2015: £991m)
on a discounted gross basis as defailed in note 2. PPO liabilities
are sensitive fo the choice of the propensity, severity and discount
rafe assumptions used. These assumptions require significant
management judgement which increases the susceptibility

of the balance to material misstatement.

In addition, the Lord Chancellor's announcement of a
reduction in the Ogden discount rate is likely to impact
the propensity of a claim becoming a PPO going forward
which increases the level of uncertainty in the sefting of
this assumption at year end.

We have assessed the design and implementation of
controls surrounding the propensity of a claim to become

a PPO, the discount rafe used and the severity assumption
applied. In addition we tested the operating effectiveness
of a direct and precise business control, performed weekly,
over the completeness of the PPO listing; this is a key data
input which has a material impact on the PPO assumptions
and hence the valuation.

We have worked with our actuarial specialists fo:

o challenge management's assumptions by performing market
benchmarking, sensitivity analysis and reviewing historical
frends o assess the reasonableness of long term future
expectations, including consideration of the change in the
Ogden discount rate;

o assess whether the assumptions were consistent in the
period or, based on emerging market data, that the
assumptions needed fo be reconsidered;
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o consider the suitability of the methodology and model used
in estimating the propensity, severity and discount rate; and

o fest the model of a sample of individual PPO’s through
re-performance using a Deloitte developed model.

Key observations:

We have determined that key assumptions used in the calculation
of the PPO claims reserve are within a reasonable range. VWe
observed that the investment yield component of the discount rafe
was towards the optimistic end of a reasonable range, but that
the propensity and severity assumptions were set fowards the
prudent end of a reasonable range.
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Independent Auditor’s report to the members of Direct Line Insurance Group plc continued

Risk

How the scope of our audit responded to the risk

Change and IT

Refer to page 65 [Audit Committee Report], page 129 (accounting policies) and page 161 (financial disclosures).

A number of projects are ongoing across DLG aimed at
improving the customer experience and enhancing operational
efficiency. Certain costs relating to these projects are capitalised
on the balance sheet, with the carrying amount of infangible
assefs at yearend totalling £298m (2015: £314m). We have
identified a key risk that costs relating to these projects are
incorrectly capitalised or that the impairment charge recognised
in the year of £39m (2015: £4m) has not been accurately
determined in line with IAS 36. Significant judgements and
estimates have been made in calculating the future economic
benefit of these assets, including the expected future cash flows
and the discount rate used.

In addition, we have identified a risk that the transformation
programme, which includes the outsourcing and offshoring of
finance and operations, could impact the financial reporting
confrol environment, in particular where processes and controls
have changed operation and location. There is a risk that these
changes will cause management strefch which could impact on
the effectiveness of existing financial reporting internal controls,
particularly in relafion fo adequate segregation of duties.

We have assessed the design and implementation and
fested the operating effectiveness of key controls over the
capitalisation of costs and the impairment of intangible
assets. These included senior management approval for
costs to be capifalised against projects having analysed the
detailed business plan and assessed feasibility. VWe have
fested the capitalisation criteria of key projects by assessing
the inputs and noting whether these are applicable expenses
in accordance with IAS 38. We have tested the impairment
charge by performing the following:

e festing the complefeness and accuracy of the data used
in the model:

e fesfing the accuracy and mechanics of the model and
assessing whether this was compliant with IAS 38;

o challenging management's expected future cash flows
by performing benchmarking analysis and engaging
our [T consultants to assess the [T architecture; and

e engaging our valuation specialists fo assess the
appropriateness of the discount rate applied fo the asset.

We have assessed the design and implementation and
tested the operating effectiveness of key business processes
that have been subject to change. For example, we have
fested the operating effectiveness of controls at a number
of outsourced locations, involving site visits by the audit
feam. When testing the confrols that had been impacted
by the transformation programme our testing focussed on
determining that there remained an appropriate level of
review and segregation of duties.

Key observations:

We completed our procedures on the impairment of

the intangibles and have not identified any additional
impairment. We have observed that the discount rate used
was in the middle of a reasonable range and that the
expected future cash flows were reasonable. In addition,
we completed our confrols festing and did nof identify any
significant control weaknesses.
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Risk

How the scope of our audit responded to the risk

Investments not held at fair value

Refer to page 65 [Audit Committee Report), page 130 [accounting policies) and page 165 (financial disclosures).

We have identified a key risk for investments relafing to the
valuation of loan portfolios that are not held af fair value totalling
£502m (2015: £388m) as detailed in note 40. During 2016
the Group has invested in a new commercial real estate loan
portfolio and has increased investment in its private placement
bond portfolio, with investment in infrastructure debt remaining
stable at £337m (2015: £330m). These debt instruments are
carried at amortised cost and represent a higher credit risk
relative to the majority of DLG's investment portfolio. As a result,
there is a risk that the Group does nof recognise an impairment
provision on these loans when required by IAS 39.

We have assessed the design and implementation and
fested the operating effectiveness of the key controls that
mitigate the risk over the valuation of investments not held
at fair value. Our work included attendance at the year-end
impairment review meeting in order fo assess the operation
of a key management review control.

We have consulted with our credit and valuation specialists
fo challenge the methodology used in the assessment of
credit risk within the investment portfolios that are held at
amortised cost against best practice. In addition we
performed the following:

« independently calculated the fair value for a sample
of assets to idenfify any significant decreases in fair
value below book cost;
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o traced a sample of interest payments to bank during
the year fo test for default or delinquency in interest
payments; and

o challenged management on loans of interest where
indicators could point fo issuer financial difficulty,
obtaining evidence to assess whether the position
taken by management is reasonable.

Key observations:

We completed our procedures and did not note any
indicators of material impairment within the loan portfolios.
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Independent Auditor’s report to the members of Direct Line Insurance Group plc continued

Last year our report included risks relating to the reinsurance
asset valuation and the Group's IT control environment. From
performing our detailed risk assessment for the 2016 audit,
we concluded that these no longer represented key risks of
material misstatement. The reinsurance bad debt methodology
has remained consistent with prior year and is deemed
appropriate. Similarly, the IT infrastructure fully transitioned in
2015 to an independently hosted data centre. In addition, this
year we have not reported on our presumed risk over revenue
recognifion. We concluded that this risk does not exhibit the
same level of complexity or management judgement as the
risks we have disclosed above.

These matters were addressed in the confext of our audit

of the financial statements as a whole, and in forming our
opinion thereon, and we do not provide a separate opinion
on these matters.

Our application of materiality

We define materiality as the magnitude of misstatement in the
financial statements that makes it probable that the economic
decisions of a reasonably knowledgeable person would be
changed or influenced. We use materiality both in planning
the scope of our audit work and in evaluating the results

of our work.

We have defermined that the critical benchmark for the

Group was average profit before tax from Ongoing
operations. This measure uses a three-year average of profit
before tax, excluding the impact of discontinued activities,
transformation costs and the impact of the Ogden discount rate
change to exclude the effect of year on year volatility. With the
exception of Ogden, this is consistent with the approach we
adopted last year. We defermined materiality for the Group fo
be £28m (2015: £28m), which is below 5.6% (2015: 5.9%)

of average profit before tax from Ongoing operations.

Our assessment of materiality was made prior to the
announcement of the change in the Ogden discount rate, the
impact of which has been disclosed in note 3 on page 137.
We have considered whether materiality should be revised
for both the Group audit and the audit of the insurance
subsidiaries and have concluded that the levels of materiality
remain appropriate as the scale and nature of the underlying
businesses have not changed. We have performed focused
procedures on the impact of the Ogden rate change as
reported in the significant risk section of this report.

We also considered this measure to be suitable having
compared to other benchmarks: our materiality equates to
7 .9% (preOgden change: 4.9%, 2015: 5.5%) of statutory
profit before tax, 0.9% (pre Ogden change: 0.9%, 2015:
0.9%) of gross earned premium and 1.1% [pre-Ogden
change: 1.0%, 2015: 1.1%) of equity.

Group materiality is used for setting audit scope and the
assessment of uncorrected misstatements. Materiality is set
for each significant component in line with the components
proportion of the chosen benchmark. This is capped at the
lower of 90% of Group materiality and the component
materiality determined for a standalone audit. The main UK
insurance trading entity, which makes up 100% of Group
gross earned premium and 89% of Group statutory profit
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before tax, is scoped fo a component materiality of £25.2m

(2015: £24.8m).

We determine performance materiality at a level lower than
materiality fo reduce the probability that, in aggregate,
uncorrected and undetected misstatements exceed materiality
for the financial statements as a whole. We have set Group
performance materiality at £19.6m [2015: £19.6m) and the
audit testing for U K Insurance Limited is carried out fo a
performance materiality of £17.6m (2015: £17.4m).

Following us reassessing the levels at which we would report
to the Audit Committee, and as discussed and agreed with the
Committee, we report to them all audit differences in excess
of £1.4m (2015: £0.6m), as well as differences below that
threshold that, in our view, warranted reporting on qualitative
grounds. We also report to the Audit Commitiee on disclosure
matters that we identified when assessing the overall
presentation of the financial statements.

An overview of the scope of our audit

The scope of our Group audit was defermined by obtaining
an understanding of the Group and its environment, including
Group-wide confrols, and assessing the risks of material
misstatement at the Group level.

Similarly to prior year, our Group audit scope has focused

on the UK as this is the Group's single trading location. In
addition, we perform site visits at the Group's key outsourcers.
This resulted in two entities being subject to a full scope audit,
a further two were subject to an audit of specified account
balances where the extent of our testing was based on our
assessment of the risks of material misstatement and of the
materiality of the Group's operations.

These four entities represent the principal business units and
account for 99% (2015: 99%] of the Group's net assets,
100% (2015: 92%) of the Group's gross earned premium and
98% (2015: 93%) of the Group's profit before tax. They were
also selected to provide an appropriate basis for undertaking
audit work to address the risks of material misstatement
identified above.

At the parent entity level we also tested the consolidation
process and carried out analytical procedures to confirm

our conclusion that there were no significant risks of material
misstatement of the aggregated financial information of the
remaining components not subject to audit or audit of specified
account balances. The Group audit team also performs the
audit of the in scope UK entities.

The Group audit feam was responsible for both the UK
location and Group audit.

Opinion on other matters prescribed
by the Companies Act 2006

In our opinion, based on the work undertaken in the course
of the audit:

o the part of the Direcfors’ remuneration report to be audited

has been properly prepared in accordance with the
Companies Act 20006;

o the information given in the Strategic report and the
Direcfors’ report for the financial year for which the



financial statements are prepared is consistent with the
financial statements; and

o the Strategic Report and the Directors’ Report have been
prepared in accordance with applicable legal requirements.

Matters on which we are required to report
by exception

Adequacy of explanations received and
accounting records

Under the Companies Act 2006 we are required fo report
to you if, in our opinion:

o we have not received all the information and explanations
we require for our audif; or

» adequate accounting records have not been kept by the
Parent Company, or returns adequate for our audit have
not been received from branches not visited by us; or

o the Parent Company financial statements are not in
agreement with the accounting records and refurns.

We have nothing to report in respect of these matters.

Directors’ remuneration

Under the Companies Act 2006 we are also required

to report if in our opinion cerfain disclosures of Directors’
remuneration have not been made or the part of the Direcfors’
remuneration report to be audited is not in agreement with the
accounting records and refurns. VWe have nothing fo report
arising from these matters.

Corporate governance statement

Under the Listing Rules we are also required to review the
part of the corporate governance statement relating to the
Company’s compliance with certain provisions of the UK

Corporate Governance Code. We have nothing to report
arising from our review.

Our duty to read other information in the
Annual Report

Under Inferational Standards on Auditing (UK and Ireland),
we are required fo report to you if, in our opinion, information
in the Annual Report is:

o materially inconsistent with the information in the audited
financial statements; or

o apparently materially incorrect based on, or materially
inconsistent with, our knowledge of the Group acquired
in the course of performing our audit; or

o otherwise misleading.

In particular, we are required to consider whether we

have identified any inconsistencies between our knowledge
acquired during the audit and the Directors’ statement that
they consider the Annual Report is fair, balanced and
understandable and whether the Annual Report appropriately
discloses those matters that we communicated to the Audit
Committee which we consider should have been disclosed.
We confirm that we have not identified any such
inconsistencies or misleading statements.

Respective responsibilities of Directors

and Auditor

As explained more fully in the Directors’ responsibilities
statement, the Directors are responsible for the preparation

of the financial statements and for being safisfied that they give
a true and fair view. Our responsibility is to audit and express
an opinion on the financial statfements in accordance with
applicable law and Infernational Standards on Auditing (UK
and Ireland). We also comply with Infemational Standard on
Quality Control 1 (UK and Ireland). Our audit methodology
and tools aim to ensure that our quality control procedures are
effective, understood and applied. Our quality controls and
systems include our dedicated professional standards review
team and independent pariner reviews.

This report is made solely to the Company’s members, as

a body, in accordance with Chapter 3 of Part 16 of the
Companies Act 2006. Our audit work has been undertaken
so that we might state to the Company’s members those
matters we are required fo state o them in an auditor's report
and for no other purpose. To the fullest extent permitted by
law, we do not accept or assume responsibility to anyone
other than the Company and the Company's members as a
body, for our audit work, for this report, or for the opinions
we have formed.
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Scope of the audit of the financial statements

An audit involves obtaining evidence about the amounts

and disclosures in the financial statements sufficient to give
reasonable assurance that the financial statfements are free
from material misstatement, whether caused by fraud or error.
This includes an assessment of: whether the accounting policies
are appropriate fo the Group's and the Parent Company's
circumstances and have been consistently applied and
adequately disclosed; the reasonableness of significant
accounting estimates made by the Directors; and the overall
presentation of the financial statements. In addition, we read
all the financial and nonfinancial information in the Annual
Report to identify material inconsistencies with the audited
financial statements and fo identify any information that is
apparently materially incorrect based on, or materially
inconsistent with, the knowledge acquired by us in the course
of performing the audit. If we become aware of any apparent
material misstatements or inconsistencies we consider the
implications for our report.

Colin Rawlings FCA (Senior Statutory Auditor)
for and on behalf of Deloitte LLP

Chartered Accountants and Statutory Auditor
Llondon, United Kingdom

6 March 2017
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Consolidated income statement
For the year ended 31 December 2016

2016 2015
Notes £m £m

Continuing operations

Gross earned premium 6 3,202.8 3,110.1
Reinsurance premium 6 (202.2) (189.2)
Net earned premium 6 3,000.6 2,920.9
Investment return 7 171.5 198.1
Instalment income 107.1 100.1
Other operating income 8 58.2 50.7
Total income 3,337.4 3,269.8
Insurance claims Q (2,179.0)  (1,829.3)
Insurance claims recoverable from reinsurers 9 375.2 162.4
Net insurance claims 9 (1,803.8) (1,666.9)
Commission expenses 10 (344.0) (319.3)
Operating expenses 11 (799.4) (738.5)
Total expenses (1,143.4)  (1,057.8)
Operating profit 390.2 545.1
Finance costs 12 (37.2) (37.6)
Profit before tax 353.0 507.5
Tax charge 13 (74.2) (108.3)
Profit from continuing operations, net of tax 278.8 399.2
Profit from discontinued operations, net of tax 5A = 181.2
Profit for the year attributable to owners of the Company 278.8 580.4
Earnings per share:

Continuing operations:

Basic (pence) 16 20.4 27.9
Diluted (pence) 16 20.2 27.6
Continuing and discontinued operations:

Basic (pence) 16 20.4 40.6
Diluted (pence) 16 20.2 40.1

The affached notes on pages 127 to 178 form an integral part of these consolidated financial statements.
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Consolidated statement of comprehensive income
For the year ended 31 December 2016

2016 2015
Notes £m £m
Profit for the year 278.8 580.4
Other comprehensive income / (loss)
ltems that will not be reclassified subsequently to the income statement:
Actuarial (loss) / gain on defined benefit pension scheme 34 (4.4) 6.7
Tax relating to ifems that will not be reclassified 14 0.7 (1.6)
(3.7) 5.1
ltems that may be reclassified subsequently to the income statement:
Exchange differences on translation of foreign operations 0.1 14.4
Cash flow hedges 1.4 (1.4)
Fair value gain / (loss) on AFS investments 30 119.6 (100.5)
less: realised net gains on AFS investments included in income statement 30 (15.3) (44.3)
Tax relafing to ifems that may be reclassified 30 (17.6) 34.6 %‘::
88.2 97.2) 2.
8
Other comprehensive income / (loss) for the year net of tax 84.5 (92.1) :_::_T
Total comprehensive income for the year attributable to owners of the Company 363.3 488.3 g
[+]
3

The attached notes on pages 127 to 178 form an integral part of these consolidated financial statements.
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Consolidated balance sheet
As at 31 December 2016

2016 2015
Notes £m £m
Assets
Goodwill and other infangible assets 18 508.9 524.8
Property, plant and equipment 19 180.9 186.3
Investment property 20 329.0 3474
Reinsurance assets 22 1,371.8 10114
Current tax assets 14 0.1 0.1
Deferred acquisition costs 23 203.1 203.8
Insurance and other receivables 24 988.3 955.8
Prepayments, accrued income and other assets 131.0 110.9
Derivative financial instruments 25 79.7 19.6
Retirement benefit asset 34 12.0 13.1
Financial investments 26 5,147.0 5,614.6
Cash and cash equivalents 27 1,166.1 963.7
Assets held for sale 28 3.8 5.1
Total assets 10,121.7 9 .956.6
Equity 25215 2,6300
Liabilities
Subordinated liabilities 31 539.6 521.1
Insurance liabilities 32 4,666.6 45245
Unearned premium reserve 33 1,547.9 1,476.6
Borrowings 27 553 61.3
Derivative financial instruments 25 45.1 46.4
Trade and other payables including insurance payables 36 699.2 656.5
Deferred tax liabilities 14 46.0 20.9
Current tax liabilities 14 0.5 10.3
Total liabilities 7,600.2 7,326.6
Total equity and liabilities 10,121.7 9,056.6

The affached notes on pages 127 to 178 form an integral part of these consolidated financial statements.

The financial statements were approved by the Board of Direcfors and authorised for issue on & March 2017. They were signed

on its behalf by:

John Reizenstein
Chief Financial Officer
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Consolidated statement of changes in equity
For the year ended 31 December 2016

AFS Non- Foreign
Share  Employee Capital  revaluation  distributable  exchange Total
capital trust reserves reserve reserve  franslation Retained shareholders’
(Note 29) shares  (Note 30)  (Note 30)  (Note 30) reserve earnings equity
Notes £m £m £m £m £m £m £m £m
Balance at 1 January 2015 150.0 (13.6) 1,450.0 115.6 1249 (13.1) 9967 2,810.5
Profit for the year - - - - - - 5804 5804
Other comprehensive loss - - - (110.2) - 13.0 5.1 (92.1)
Dividends 15 - - - - - - (666.0) (666.0)
Transfer to non-distributable
reserve 30 - - - - 28.0 - (28.0) -
Shares acquired by employee
trusts - (17.8) - - - - - (17.8)
Credit to equity for equity-sefiled
share-based payments 35 - - - - - - 12.1 12.1 -
Shares disfributed by employee 8
trusts - 11.0 - - - - (11.0) - 2.
Tax on share-based payments - - - - - - 2.9 2.9 ‘é.-T
Balance at 31 December 2015 150.0 (20.4) 1,450.0 54 152.9 0.1) 8922 26300 ‘g
Profit for the year = = = = = = 278.8 278.8 %,
Other comprehensive income - - - 86.7 - 1.5 (3.7) 84.5
Dividends 15 - - - - - - (450.6) (450.6)
Transfer from non-distributable
reserve 30 - - - - (152.9) - 152.9 -
Shares acquired by employee
trusts - (39.5) - - - - - (39.5)
Credit to equity for equity-setiled
share-based payments 35 = = = = = = 16.8 16.8
Shares distributed by employee
trusts - 25.6 - - - - (25.6) -
Tax on share-based payments - - - - - - 1.5 1.5
Balance at 31 December 2016 150.0 (34.3) 1,450.0 92.1 - 14 8623 2,521.5

The affached notes on pages 127 to 178 form an integral part of these consolidated financial statements.
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Consolidated cash flow statement
For the year ended 31 December 2016

2016 2015
Nofes £m £m
Net cash generated from operating activities before investment of insurance assets 37 35.0 42.1
Cash generated from investment of insurance assets 37 827.4 503.1
Net cash generated from operating activities 862.4 545.2
Cash flows from investing activities
Purchases of property, plant and equipment (49.9) (67.9)
Purchases of intangible assefs (80.8) (75.5)
Proceeds on disposals of assets held for sale 5.1 7.1
Net cash flows from disposal of subsidiaries - 327.1
Net cash (used by) / generated from investing activities (125.6) 190.8
Cash flows from financing activities
Dividends paid 15 (450.6) (666.0)
Finance costs (38.3) (38.2)
Purchase of employee frust shares (39.5) (17.8)
Net cash used by financing activities (528.4) (722.0)
Net increase in cash and cash equivalents 208.4 14.0
Cash and cash equivalents at the beginning of the year 902.4 898.2
Effect of foreign exchange rate changes - (9.8)
Cash and cash equivalents at the end of the year 27 1,110.8 902.4

The affached notes on pages 127 to 178 form an integral part of these consolidated financial statements.
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Notes to the consolidated financial statements

Corporate information

Direct Line Insurance Group plc is a public limited company
registered in England and Wales (company number
02280426). The address of the registered office is Churchill
Court, Westmoreland Road, Bromley, BR11DP, England.

1. Accounting policies

Basis of preparation

As required by the Companies Act 2006 and Article 4 of the
EU IAS Regulation, the consolidated financial statements are
prepared in accordance with IFRSs issued by the IASB as
adopted by the EU. The Company's financial statements have
been prepared in accordance with and full compliance with

IFRSs as issued by the IASB.

The consolidated financial statements are prepared on the
historical cost basis except for AFS financial assets, investment
property and derivative financial instruments, which are
measured at fair value.

The Company's financial statements and the consolidated
financial statements are presented in Sterling, which is the
functional currency of the Company.

The Infernational segment was classified as a discontinued
operation unfil disposed of in 2015.

Adoption of new and revised standards

The Group has adopted the following new amendments to
IFRSs and the IASs that became effective for the Group for

the first time during 2016, however these have had no impact
on the consolidated financial statements, performance and /
or disclosure.

Amendments to IFRS 10 ‘Consolidated Financial Statements’,
IFRS 12 ‘Disclosure of Interests in Other Entities’ and IAS 28
‘Investments in Associates and Joint Ventures' — Investment
Entities: Applying the Consolidation Exception — the
amendments address issues that have arisen in applying

the investment entities exception under IFRS 10.

IFRS 11 (amended) ‘Joint Arrangements’ Accounting for
Acquisitions of Inferests in Joint Operations — the amendments
require an entity fo apply the principles of IFRS 3 ‘Business
Combinations” when it acquires an inferest in a joint operation
which consfitutes a 'business’ as defined by IFRS 3.

IAS 1 (amended) 'Presentation of Financial Statements’
Disclosure Initiative — the amendments are intended fo assist
entities in applying judgement when meeting the presentation
and disclosure requirements in IFRS, providing clarity to the
materiality requirement in IAS 1, that specific line items in

the income statement, other comprehensive income and
balance sheet may be disaggregated. The amendments clarify
that an entity’s share of the other comprehensive income of
associates and joint ventures accounted using the equity
method should be presented separately from those arising
from the Group. The amendment also addresses that entities
have flexibility as to the order in which they present the notes
fo the financial statements.

IAS 16 [amended) 'Property, Plant and Equipment’ and IAS 38
[amended) ‘Intangible Assets’ — Classification of Acceptable
Methods of Depreciation and Amortisation — the amendments
state that revenue-based amortisation models are explicitly

prohibited for property, plant and equipment and may only be
used in very limited circumstances fo amortise infangible assefs.

IAS 27 (amended) ‘Separate Financial Statements’, Equity
Method in Separate Financial Stafements — the amendments
allow an entity fo use the equity method for its investments
in subsidiaries, joint ventures and associates in ifs separate
financial statements.

Annual Improvements 2012-2014 Cycle — these improvements
include:

IFRS 5 (amended) ‘Non-Current Assets Held for Sale and
Discontinued Operations’ — assefs are generally disposed of
either through sale or through a distribution to owners. The
amendment clarifies that changing from one disposal method
to another is a continuation of the original plan of disposal.

IFRS 7 (amended) Financial Instruments: Disclosures’ —
provides addifional guidance to clarify whether a servicing
contract that includes a fee can constitute continuing
involvement in a financial asset for the purpose of the
disclosures required in relafion fo transferred assets.
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IAS 19 (amended) ‘Employee Benefits’ — a further amendment
has been made to IAS 19 to clarify that the high quality
corporate bonds used fo estimate the discount rate for post-
employment benefits should be issued in the same currency
as the benefits to be paid.

1.1 Basis of consolidation

The consolidated financial statements incorporate the financial
statements of the Company and the entities that are controlled
by the Group at 31 December 2016 and 31 December
2015. Control exists when the Group is exposed, or has
rights, to variable refurns from its involvement with the entity
and has the ability fo affect those refurns through its power
over the entity. In assessing if the Group confrols another entity,
the existence and effect of the potential voting rights that are
currently exercisable or convertible are considered.

Where necessary, adjustments have been made 1o the
financial statements of subsidiaries to bring the accounting
policies used into line with those used by the Group.

The policies sef out below have been applied consistently
throughout the years ended 31 December 2016 and

31 December 2015 to items considered material to the
consolidated financial statements.

A subsidiary acquired is included in the consolidated financial
statfements from the date it is controlled by the Group until

the date the Group ceases to confrol it. On acquisition of

a subsidiary, its identifiable assefs, liabilities and confingent
liabilities are included in the consolidated financial statements
at fair value.

All intercompany transactions, balances, income and expenses
between Group entities are eliminated on consolidation.

1.2 Foreign currencies

The Group's consolidated financial statements are presented
in Sterling which is the presentational currency of the Group.
Group entfifies record transactions in the currency of the
primary economic environment in which they operate (their
functional currency), translated at the foreign exchange rate
ruling at the date of the transaction.
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Notes to the consolidated financial statements continued

1. Accounting policies continued

Monetary assets and liabilities denominated in foreign currencies
are franslated info the relevant functional currency at the foreign
exchange rafes ruling af the balance sheet date. Foreign
exchange differences arising on the setflement of foreign currency
fransactions and from the franslation of monetary assets and
liabilities are reported in the income sfatement.

Non-monetary items denominated in foreign currencies that are
stated at fair value are translated into the relevant functional
currency af the foreign exchange rates ruling af the dates the
values are determined. Translation differences arising on non-
monetary items measured at fair value are recognised in the
income statement except for differences arising on AFS non-
monetary financial assets, which are recognised in other
comprehensive income.

Assets and liabilities of foreign operations, including goodwill
and fair value adjustments arising on acquisition, are translated
into Sterling at the foreign exchange rates ruling at the balance
sheet date. Income and expenses of foreign operations are
translated info Sterling at average exchange rates unless these
do not approximate the foreign exchange rates ruling at the
dates of the transactions. Foreign exchange differences arising
on the franslation of a foreign operation are recognised in the
consolidated statement of comprehensive income. The amount
accumulated in equity is reclassified from equity fo the
consolidated income statement on disposal or partial disposal
of a foreign operation.

1.3 Contract classification

Insurance confracts are those contracts where the Group
(the insurer) has accepted significant insurance risk from
another party (the policyholder] by agreeing to compensate
the policyholder if a specified uncertain future event

(the insured event] adversely affects the policyholder.

Once a contract has been classified as an insurance contract,
it remains an insurance contract for the remainder of its lifetime,
even if the insurance risk reduces significantly during this
period, unless all rights and obligations are extinguished.

1.4 Revenue recognition

Premiums earned

Insurance and reinsurance premiums comprise the total
premiums receivable for the whole period of cover provided
by contracts incepted during the financial year, adjusted by an
unearned premium provision, which represents the proportion
of the premiums incepted in the year or prior periods that relate
fo periods of insurance cover after the balance sheet date.
Unearned premiums are calculated over the period of exposure
under the policy, on a daily basis, 24ths basis or allowing for
the estimated incidence of exposure under policies.

Premiums collected by intermediaries or other parties,

but not yet received, are assessed based on estimates from
underwriting or past experience, and are included in insurance
premiums. Insurance premiums exclude insurance premium

tax or equivalent local taxes and are shown gross of any
commission payable to infermediaries or other parties.

Cash back payments to policyholders under motor telematics
policies represent a reduction in earned premiums.
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Investment return

Interest income on financial assets is determined using the
effective interest rate method. The effective interest rate method
is a way of calculating the amortised cost of a financial asset
[or group of financial assets) and of allocating the interest
income over the expected life of the asset.

Rental income from investment property is recognised in the
income statement on a straightline basis over the period of
the confract. Any gains or losses arising from a change in
fair value are recognised in the income statement.

Instalment income

Instalment income comprises the inferest income eamed on
policyholder receivables, where outstanding premiums are seffled
by a series of instalment payments. Interest is earmned using

an effective interest rate method over the term of the policy.

Oither operating income

Vehicle replacement referral income

Vehicle replacement referral income comprises fees in respect
of referral income received when a cusfomer or a nonfault
policyholder (claimant] of another insurer has been provided
with a hire vehicle from a preferred supplier.

Income is recognised immediately when the customer or
claimant is provided with the hire vehicle.

Revenue from vehicle recovery and repair services

Fees in respect of services for vehicle recovery are recognised
as the right to consideration, and accrue through the provision
of the service to the customer. The arrangements are generally
contractual and the cost of providing the service is incurred

as the service is rendered. The price is usually fixed and
always determinable.

The Group's income also comprises vehicle repair services
provided to other third-party customers. Income in respect
of repairs to vehicles is recognised upon completion of the
service. The price is determined using market rates for the
services and materials used after discounts have been
deducted where applicable.

Other income

Commission fee income in respect of services is recognised
when a policy has been placed and incepted. Income is
stated excluding applicable sales taxes.

legal services revenue represents the amount charged fo clienfs
for professional services provided during the year including
recovery of expenses but excluding value added tax. Revenue
is only recognised once services have been provided and
certainty exists as fo the outcome of the respective cases.

1.5 Insurance claims

Insurance claims are recognised in the accounting period in
which the loss occurs. Provision is made for the full cost of
seftling outstanding claims at the balance sheet date, including
claims incurred but not yet reported at that date, net of salvage
and subrogation recoveries. Outstanding claims provisions are
not discounted for the time value of money except for claims
fo be sefiled by PPOs established under the Courts Act 2003.
A court can award damages for future pecuniary loss in
respect of personal injury or for other damages in respect of
personal injury and may order that the damages are wholly

or partly to fake the form of PPOs. These are covered in more



detail in note 2.1. Costs for both direct and indirect claims
handling expenses are also included.

Provisions are defermined by management based on
experience of claims setiled and on sfafistical models which
require certain assumptions fo be made regarding the
incidence, timing and amount of claims and any specific
factors such as adverse weather conditions. When calculating
the total provision required, the historical development of
claims is analysed using sfafistical methodology to extrapolate,
within acceptable probability parameters, the value of
outstanding claims (gross and net] at the balance sheet date.
Also included in the estimation of outstanding claims are
factors such as the potential for judicial or legislative inflation.

Provisions for more recent claims make use of techniques that
incorporate expected loss ratios and average claims cost
(adjusted for inflation) and frequency methods. As claims
mature, the provisions are increasingly driven by methods
based on actual claims experience. The approach adopted
takes info account the nature, type and significance of the
business and the type of data available, with large claims
generally being assessed separately. The data used for
statistical modelling purposes is generated internally and
reconciled fo the accounting data.

The calculation is particularly sensitive to the estimation of

the ultimate cost of claims for the particular classes of business
at gross and net levels and the estimation of future claims
handling costs. Actual claims experience may differ from the
historical pattern on which the actuarial best estimate is based
and the cost of seffling individual claims may exceed that
assumed. As a result, the Group sefs provisions at a margin
above the actuarial best estimate. This amount is recorded
within claims provisions.

A liability adequacy provision is made for unexpired risks
arising where the expected value of claims and expenses
affributable fo the unexpired periods of policies in force at the
balance sheet date exceeds the uneamed premium reserve in
relation fo such policies after the deduction of any acquisition
costs deferred and other prepaid amounts (for example,
reinsurance). The expected value is defermined by reference
to recent experience and allowing for changes to the premium
rates. The provision for unexpired risks is calculated separately
by reference fo classes of business that are managed together
after taking account of relevant investment returns.

1.6 Reinsurance
The Group has reinsurance treaties and other reinsurance
contracts that transfer significant insurance risk.

The Group cedes insurance risk by reinsurance in the normal
course of business, with the arrangement and retention limits
varying by product line. Outward reinsurance premiums are
generally accounted for in the same accounting period as

the premiums for the related direct business being reinsured.
Outward reinsurance recoveries are accounted for in the same
accounting period as the direct claims to which they relate.

Reinsurance assefs include balances due from reinsurance
companies for ceded insurance liabilities. Amounts recoverable
from reinsurers are estimated in a consistent manner with the
outstanding claims provisions or setiled claims associated with
the reinsured policies and in accordance with the relevant
reinsurance contract. Recoveries in respect of PPOs are
discounted for the fime value of money.

A reinsurance bad debt provision is assessed in respect of
reinsurance debtors, to allow for the risk that the reinsurance
asset may not be collected or where the reinsurer’s credit rafing
has been downgraded significantly and this is taken as an
indication of a reinsurer’s difficuhy in meeting ifs obligations
under the reinsurance contracts. This also includes an
assessment in respect of the ceded part of claims provisions
to reflect the counterparty default risk exposure to longterm
reinsurance assefs particularly in relation fo periodical
payments. Increases in this provision affect the Group by
reducing the carrying value of the asset and the impairment
loss is recognised in the income statement.

1.7 Deferred acquisition costs

Acquisition costs relating fo new and renewing insurance policies
are matched with the earning of the premiums to which they
relate. A proportion of acquisition costs incurred during the year
is therefore deferred to the subsequent accounting period fo
maich the extent fo which premiums written during the year are
uneamed af the balance sheet date.
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The principal acquisition costs deferred are direct advertising
expenditure, direcﬂy attributable administration costs,
commission paid and costs associated with telesales and
underwriting staff.

1.8 Goodwill and other intangible assets

Acquired goodwill, being the excess of the cost of an
acquisition over the Group's interest in the net fair value

of the identifiable assets, liabilities and contingent liabilities
of the subsidiary, associate or joint venture acquired, is
initially recognised af cost and subsequently at cost less any
accumulated impairment losses. Goodwill arising on the
acquisition of subsidiaries, associates and joint ventures is
included in the balance sheet category ‘goodwill and other
infangible assets’. The gain or loss on the disposal of a
subsidiary, associate or joint venture includes the carrying
value of any related goodwill.

Infangible assets that are acquired by the Group are stated
at cost less accumulated amortisation and impairment losses.
Amortisation is charged to the income statement over the
assets’ economic lives using methods that best reflect the
pattern of economic benefits and is included in operating
expenses. The estimated useful economic lives are as follows:

Software development costs Up to 10 years

Expenditure on infernally generated goodwill and brands is
written off as incurred. Direct costs relating to the development
of internal-use computer software and associated business
processes are capitalised once fechnical feasibility and
economic viability have been esfablished. These costs include
payroll costs, the costs of materials and services and directly
affributable overheads. Capitalisation of costs ceases when the
software is capable of operating as infended. During and after
development, accumulated costs are reviewed for impairment
against the projected benefits that the software is expected to
generate. Costs incurred prior fo the establishment of technical
feasibility and economic viability are expensed as incurred,

as are all fraining cosfs and general overheads.

1.9 Property, plant and equipment

ltems of property, plant and equipment [except investment
property — note 1.11) are stated at cost less accumulated
depreciation and impairment losses. VWhere an item of
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Notes to the consolidated financial statements continued

1. Accounting policies continued

property, plant and equipment comprises major components
having different useful lives, they are accounted for separately.

Depreciation is charged fo the income sfafement on a straight-
line basis so as o write off the depreciable amount of property,
plant and equipment over their estimated useful lives. The

depreciable amount is the cost of an asset less ifs residual value.

land is not depreciated. Estimated useful lives are as follows:

Freehold and leasehold

buildings

50 years or the period
of the lease if shorter

Vehicles 3 years
Computer equipment Up to 5 years

Other equipment, including
property adaptation cosfs

2 to 15 years

The gain or loss arising from the derecognition of an itfem of
property, plant and equipment is defermined as the difference
between the disposal proceeds, if any, and the carrying
amount of the item.

1.10 Impairment of intangible assets, goodwill and property,
plant and equipment

At each reporting date, the Group assesses whether there is
any indication that ifs infangible assets, goodwill or property,
plant and equipment are impaired. If any such indication
exists, the Group estimates the recoverable amount of the
asset and the impairment loss, if any. Goodwill is tested for
impairment annually or more frequently if events or changes

in circumsfances indicate that it might be impaired. If an asset
does not generate cash flows that are independent of those
of other assets or groups of assets, the recoverable amount

is determined for the cash-generating unit {"CGU") to which
the asset belongs. The recoverable amount of an asset is the
higher of its fair value less costs o sell and its value in use.
Value in use is the present value of future cash flows from the
asset or CGU, discounted at a rate that reflects market inferest
rates, adjusted for risks specific to the asset or CGU that have
not been reflected in the estimation of future cash flows.

If the recoverable amount of an intangible or a tangible asset

is less than its carrying value, an impairment loss is recognised
immediately in the income statement and the carrying value of
the asset is reduced by the amount of the impairment loss.

A reversal of an impairment loss on intangible assets or
property, plant and equipment is recognised as it arises
provided the increased carrying value does not exceed the
carrying amount that would have been determined had no
impairment loss been recognised. Impairment losses on
goodwill are not reversed.

1.11 Investment property

Investment property comprises freehold and leasehold
properties that are held to eam rentals or for capital
appreciation or both. Investment property is not depreciated,
but is stated at fair value based on valuations by independent
registered valuers. Fair value is based on current prices for
similar properties adjusted for the specific characteristics of
each property. Any gain or loss arising from a change in fair
value is recognised in the income sfafement.
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Investment property is derecognised when it has been either
disposed of or permanently withdrawn from use and no future
economic benefit is expected from disposal. Any gains or
losses on the retirement or disposal of investment property
are recognised in the income statement in the year of
refirement or disposal.

1.12 Financial assets

Financial assefs are classified as AFS, held-to-maturity ("HTM”),
designated at fair value through profit or loss, or loans

and receivables.

Purchases or sales of financial assefs that require delivery
of assets within a time frame established by regulation or
convention in the market place are recognised on the date
that the Group commits to purchase or sell the asset.

AFS

Financial assets can be designated as AFS on initial recognition.
AFS financial assets are inifially recognised at fair value

plus directly related fransaction costs. They are subsequently
measured at fair value. Impairment losses and exchange
differences resulting from translating the amortised cost of foreign
currency monetary AFS financial assets are recognised in the
income statement, together with inferest calculated using the
effective interest rate method. Other changes in the fair value

of AFS financial assets are reported in a separate component

of shareholders” equity until disposal, when the cumulative gain
or loss is recognised in the income statement.

A financial asset is regarded as quoted in an acfive market

if quoted prices are readily and regularly available from an
exchange, dedler, broker, indusiry group, pricing service or
regulatory agency, and those prices represent actual and
regularly occurring market transactions on an arm’s length
basis. The appropriate quoted market price for an asset held

is usually the current bid price. When current bid prices are
unavailable, the price of the most recent transaction provides
evidence of the current fair value as long as there has not been
a significant change in economic circumstances since the time
of the transaction. If conditions have changed since the time of
the fransaction (for example, a change in the risk-free inferest
rate following the most recent price quote for a corporate
bond), the fair value reflects the change in conditions by
reference to current prices or rates for similar financial
instruments, as appropriate. The valuation methodology
described above uses observable market data.

If the market for a financial asset is not active, the Group
esfablishes the fair value by using a valuation technique.
Valuation techniques include using recent arm’s length market
fransactions between knowledgeable and willing parties

(if available), reference to the current fair value of another
instrument that is substantially the same, discounted cash flow
analysis and option pricing models. If there is a valuation
technique commonly used by market participants to price

the instrument and that technique has been demonstrated fo
provide reliable estimates of prices obtained in actual market
transactions, the Group uses that technique.

HTM

Non-derivative financial assets not designated as AFS or loans
and receivables with fixed or determinable payments and fixed
maturity where the infention and ability to hold them to maturity
exists are classified as HTM.



Subsequent fo initial recognition, HTM financial assets are
measured at amortised cost using the effective interest rate
method less any impairment losses.

Lloans and receivables

Non-derivative financial assefs with fixed or determinable
repayments that are not quoted in an active market are
classified as loans and receivables, except those that are
classified as AFS or HTM. loans and receivables are initially
recognised at fair value plus directly related transaction costs
and are subsequently measured af amortised cost using the
effective interest rate method less any impairment losses.

Impairment of financial assets

Insurance receivables

At each balance sheet date the Group assesses whether
there is any objective evidence that a financial asset or
group of financial assets classified as AFS, HTM or loans
and receivables is impaired. A financial asset or portfolio of
financial assets is impaired and an impairment loss incurred
if there is objective evidence that an event or events since
initial recognition of the asset have adversely affected the
amount or fiming of future cash flows from the asset.

AFS

When a decline in the fair value of a financial asset classified
as AFS has been recognised directly in equity and there is
objective evidence that the asset is impaired, the cumulative
loss is removed from equity and recognised in the income
statement. The loss is measured as the difference between the
amortised cost of the financial asset and its current fair value.
Impairment losses on AFS equity instruments are not reversed
through profit or loss, but those on AFS debt instruments are
reversed, if there is an increase in fair value that is objectively
relafed to a subsequent event.

HTM and loans and receivables

If there is objective evidence that an impairment loss on a
financial asset or group of financial assets classified as HTM or
loans and receivables has been incurred, the Group measures
the amount of the loss as the difference between the carrying
amount of the asset or group of assets and the present value

of estimated future cash flows from the asset or group of assets,
discounted at the effective interest rate of the instrument at

initial recognition.

Impairment losses are assessed individually where significant
or collectively for assets that are not individually significant.

Impairment losses are recognised in the income statement and
the carying amount of the financial asset or group of financial
assets is reduced by establishing an allowance for the
impairment losses. If in a subsequent period the amount of the
impairment loss reduces and the reduction can be ascribed to
an event after the impairment was recognised, the previously
recognised loss is reversed by adjusting the allowance.

Insurance receivables

Insurance receivables comprise outstanding insurance premiums
where the policyholders have elected to pay in insfalments, or
amounts due from third parties where they have collected or are
due to collect the money from the policyholder.

Receivables also include amounts due in respect of the
provision of legal services.

For amounts due from policyholders, the bad debt provision is
caleulated based upon prior loss experience. For all balances
outstanding in excess of three months, a bad debt provision

is made. Where a policy is subsequently cancelled, the
outstanding debt that is overdue is charged to the income
statement and the bad debt provision is released back to the
income statement.

Derivatives and hedging

Derivative financial instruments are recognised initially, and
subsequently measured, af fair value. Derivative fair values

are determined from quoted prices in active markets where
available. Where there is no active market for an instrument,
fair value is derived from prices for the derivative’s components
using appropriate pricing or valuation models.

Gains and losses arising from changes in the fair value of a
derivative are recognised as they arise in the income statement
unless the derivative is the hedging insfrument in a qualifying
hedge. The Group enters into fair value hedge relationships
and a small amount of cash flow hedges.
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Hedge relationships are formally documented at inception.

The documentation identifies the hedged item and the hedging
instrument and defails the risk that is being hedged and the way
in which effecfiveness will be assessed at inception and during
the period of the hedge. If the hedge is not high|y effective

in offsefting changes in cash flows and fair values atributable

fo the hedged risk, consistent with the documented risk
management strategy, or if the hedging instrument expires or is
sold, terminated or exercised, hedge accounting is discontinued.

In a cash flow hedge, the effective portion of the gain or
loss on the hedging instrument is recognised directly in equity.
Any ineffective portion is recognised in the income statement.

In a fair value hedge, the gain or loss on the hedging
instrument is recognised in the income statement. The gain
or loss on the hedged item affributable to the hedged risk is
recognised in the income statement and, where the hedged
item is measured at amortised cost, adjusts the carrying
amount of the hedged ifem.

Derecognition of financial assets

A financial asset is derecognised when the rights to receive
the cash flows from that asset have expired or when the Group
has transferred ifs rights to receive cash flows from the asset
and has fransferred substantially all the risk and rewards of
ownership of the asset.

1.13 Cash and cash equivalents and borrowings

Cash and cash equivalents comprise cash in hand and
demand deposits with banks together with shortferm highly
liquid investments that are readily convertible to known
amounts of cash and subject to insignificant risk of change
in value.

Borrowings, comprising bank overdrafts, are measured
at amortised cost using the effective inferest rate method.

1.14 Financial liabilities

Financial liabilities are initio”y recognised at fair value net of
fransaction costs incurred. Other than derivatives which are
recognised and measured at fair value, all other financial
liabilities are subsequently measured at amortised cost using
the effective interest rate method.
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1. Accounting policies continued
A financial liability is derecognised when the obligation under
the liability is discharged, cancelled or expires.

1.15 Subordinated liabilities

Subordinated liabilities comprise subordinated guaranteed
dated notes which are initially measured at the consideration
received less related fransaction costs. Subsequently,
subordinated liabilities are measured at amortised cost using
the effective interest rate method.

1.16 Provisions

The Group recognises a provision for a present legal or
constructive obligation from a past event when it is more likely
than not that it will be required to fransfer economic benefits to
seffle the obligation and the amount can be reliably estimated.

The Group makes provision for all insurance industry levies,
such as the Financial Services Compensation Scheme and
Motor Insurance Bureau.

When the Group has an onerous confract, it recognises

the present obligation under the confract as a provision.

A contract is onerous when the unavoidable costs of meeting
the contractual obligations exceed the expected future
economic benefit. In respect of leasehold properties, a
provision is recognised when the Group has a detailed formal
plan to vacate the leasehold property, or significantly reduce
its level of occupancy, the plan has been communicated to
those affected and the future property costs under the lease
exceed future economic benefits.

Resfructuring provisions are made, including redundancy costs,
when the Group has a constructive obligation fo restructure.
An obligation exists when the Group has a defailed formal
plan and has communicated the plan fo those affected.

1.17 Leases

Payments made under operating leases are charged fo
the income statement on a straightline basis over the term
of the lease.

1.18 Pensions and other post-retirement benefits
The Group provides postretirement benefits in the form
of pensions and healthcare plans to eligible employees.

Contributions to the Group's defined contribution pension
scheme are recognised in the income statement when payable.

The Group's defined benefit pension scheme, as described in
note 34, was closed in 2003. Scheme liabilities are measured
on an actuarial basis, using the projected unit credit method,
and discounted af a rafe that reflects the current rate of refurn
on a high-quality corporate bond of equivalent term and
currency fo the scheme liabilities.

Scheme assets are measured at their fair value. Any surplus

or deficit of scheme assefs over liabilities is recognised in

the balance sheet as an asset [surplus) or liability (deficit).

The current service cost and any past service costs, together
with the net inferest on net pension liability or asset, is charged
or credited o operating expenses. Actuarial gains and losses
are recognised in full in the period in which they occur outside
the income statement and presented in other comprehensive
income under 'llems that will not be reclassified subsequently
fo the income statement'.
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1.19 Taxation
The tax charge or credit represents the sum of the tax currently
payable or receivable and deferred tax.

The current tax charge is based on the taxable profits for the
year as defermined in accordance with the relevant tax
legislation, ofter any adjustments in respect of prior years.
Taxable profif differs from net proﬁf as reporfed in the income
statfement because it excludes items of income or expense that
are taxable or deductible in other years and it further excludes
items that are never taxable or deductible.

Provision for taxation is calculated using tax rafes that have
been enacted or substantively enacted by the balance sheet
date, and is allocated over profits before taxation and amounts
charged or credited to components of other comprehensive
income and equity, as appropriate.

Deferred taxation is accounted for in full using the balance
sheet liability method on all temporary differences between the
carrying amount of an asset or liability for accounting purposes
and its carrying amount for tax purposes.

Deferred tax liabilities are generally recognised for all taxable
femporary fiming differences and deferred tax assets are
recognised fo the extent that it is probable that taxable profits
will be available against which deductible temporary
differences can be utilised.

Deferred tax assets are reviewed at each balance sheet date
and reduced to the extent that it is probable that they will not
be recovered.

Deferred tax assets and liabilities are calculated at the tax rates
expected to apply when the assets are realised or liabilities
are seftled based on laws and rafes that have been enacted or
substantively enacfed at the balance sheet date. Deferred fax
is charged or credited in the income statement, except when

it relates to items charged or credited to other comprehensive
income or equity, in which case the deferred tax is also dealt
with in other comprehensive income or directly in equity.

Deferred tax assets and liabilities are offset when there is a
legally enforceable right to set off current tax assets against
current fax liabilities and when they relate to income taxes
levied by the same taxation authority and the Group infends
fo seftle its current assets and liabilities on a net basis.

1.20 Share-based payments

The Group operates a number of share-based compensation
plans under which it awards Ordinary Shares and share
options fo its employees. Such awards are generally subject
fo vesting conditions that vary the amount of cash or shares
fo which an employee is enfifled.

Vesting conditions include service conditions (requiring the
employee to complete a specified period of service) and
performance conditions (requiring the Group to meet specified
performance fargets).

The fair value of options granted is estimated using valuation
techniques which incorporate exercise price, term, risk-free
interest rafes, the current share price and its expected volatility.



The cost of employee services received in exchange for an
oward of shares or share options granted is measured by
reference fo the fair value of the shares or share options on the
date the award is granted and takes info account non-vesting
conditions and market performance conditions (conditions
related to the market price of the Company's Ordinary Shares).

The cost is expensed on a straightine basis over the vesfing
period (the period during which all the specified vesting
conditions must be satisfied) with a corresponding increase in
equily in an equitysetled award, or a corresponding liability
in a cash-setiled award. The cost is adjusted for vesting
condifions (other than market performance conditions) so as fo
reflect the number of shares or share options that actually vest.

The cancellation of an award through failure to meet non-
vesfing condifions friggers an immediate expense for any
unrecognised element of the cost of an award.

1.21 Capital instruments

The Group classifies a financial instrument that it issues as @
financial liability or an equity instrument in accordance with
the substance of the contractual arrangement. An instrument is
classified as a liability if it is a contractual obligation fo deliver
cash or another financial asset, or to exchange financial assefs
or financial liabilities on potentially unfavourable terms, or as
equity if it evidences a residual inferest in the assefs of the
Group after the deduction of liabilities.

The consideration for any Ordinary Share of the Company
purchased by the Group for the benefit of the employee trusts
is deducted from equity.

1.22 Dividends

Inferim dividends on Ordinary Shares are recognised in
equity in the period in which they are paid. Final dividends
on Ordinary Shares are recognised when they have been

approved af the AGM.

1.23 Accounting developments

New IFRSs and amendments that are issued, but not yet
effective for the 31 December 2016 reporting periods and
have not been early adopted by the Group are disclosed
below. The Group infends to adopt these standards, if
applicable, when they become effective, except for IFRS @
as explained below.

In July 2014, the IASB issued the final version of IFRS @
"Financial Instruments’ that replaces IAS 39 'Financial
Instruments: Recognition and Measurement” and all previous
versions of IFRS @ which was endorsed by the EU in 2016.
IFRS @ addresses the classification, measurement and
derecognition of financial assefs and financial liabilities,
infroduces new rules for hedge accounting and a new
impairment model for financial assets and is effective for
annual periods beginning on or after 1 January 2018.

In 2016 the Group conducted a high-level assessment of

the three aspects of IFRS 9 and based on current available
information expects no significant impact on its balance sheet
and equity, except for the impact of applying the expected loss
model for the first time and this impact is currently immaterial.
The Group plans to defer the application of IFRS 9 unfil the
effective date of the new insurance confracts standard IFRS 17
of 1 January 2021, applying the temporary exemption from
applying IFRS 9 as infroduced by the amendments to IFRS 4

‘Insurance Contracts’, detailed below.

In September 2016, the IASB issued amendments fo IFRS 4
to address issues arising from the different effective dates of
IFRS @ and the upcoming new insurance confracts standard
(IFRS 17). The amendment to IFRS 4 is expected to be
endorsed by the EU before the effective date of IFRS 9.

The amendments infroduce two alternative options, the overlay
approach and the temporary exemption from IFRS 9. The
overlay approach allows an entity applying IFRS 9 fo reclassify
between the income sfatement and other comprehensive income
an amount that results in the income statement af the end of the
reporting period for the designated financial assets being the
same as if an entity had applied IAS 39 ‘Financial Instruments —
Recognition and Measurement’ to these designated financial
assefs. The tfemporary exemption from IFRS @ allows entifies

fo defer the implementation date of IFRS 9 for annual periods
beginning before 1 January 2021, if it has not applied any
version of IFRS @ previously and its activities are predominantly
connected with insurance on its annual reporting date that
immediately precedes 1 April 2016.
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During 2016 the Group performed an assessment of the
tfemporary exemption from IFRS 9 criferia and concluded
that the carrying amount of its liabilities connected with
insurance relative to the carrying amount of all its liabilities
as at 31 December 2015 is greater than 90% and therefore
satisfies the exemption criteria.

In May 2014 the IASB issued IFRS 15 ‘Revenue from
Contracts with Customers fo establish a single comprehensive
model fo use in accounting for revenue recognition and
measurement. The standard provides guidance on when and
how combined contracts should be unbundled and when a
confract price includes a variable consideration element.

IFRS 15 was endorsed by the EU in 2016 and either a full
retrospective application or a modified refrospective application
is required for annual periods beginning on or affer 1 January
2018. The Group expects to apply IFRS 15 fully refrospectively.
Insurance contracts are out of the scope of IFRS 15 and therefore
the Group does not expect the impact on other operafing
income fo be material.

In January 2016 the IASB issued IFRS 16 ‘leases’ fo replace
the existing standard IAS 17, which subject to endorsement
from the EU will be effective from 1 January 2019. IFRS 16
sefs out the principles for recognition, measurement,
presentation and disclosure of leases and requires lessees to
account for all leases under a single on-balance sheet model
similar to the accounting for finance leases under IAS 17.
There are two exemptions for leases of a low value and for
leases of shortferm nature of 12 months or less. At the start
of a lease, a lessee will recognise a liability for the lease
payments and an assef representing the right fo use the asset
during the lease term. Lessees will be required to separately
recognise the inferest expense on the lease liability and the
depreciation expense on the rightof-use asset. Lessor
accounting under IFRS 16 is substantially unchanged from
the current approach under IAS 17.

In 2017, the Group will assess the potential effect of IFRS 16
on its consolidated financial statements, the undiscounted value
of the Group's lease obligations are disclosed in note 39.
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1. Accounting policies continued

The following amendments to IFRSs and 1ASs have been issued during 2016 that are expected to be endorsed by the EU
during 2017. The Group does not expect the amendments to have a material impact on the financial statements of the Group
in future periods.

The IASB amended IAS 12 ‘Income Taxes’ — Recognition of Deferred Tax Assets for Unrealised Losses to clarify the accounting
for deferred tax assefs where an asset is measured at fair value and that fair value is below the asset's tax base for accounting;
the amendment is effective from 1 January 2017.

Amendments o IAS 7 ‘Statement of Cash Flows" was issued as part of the IASB’s Disclosure Inifiative fo require enfifies fo explain
changes in their liabilities arising from financing activities; the amendment is effective from 1 January 2017.

The IASB amended IFRS 2 ‘Share-based Payments’ — Classification and Measurement of Share-based Payment Transactions, to
address three main areas: the effects of vesting conditions on the measurement of a cash-setiled share-based payment transaction;
the classification of a share-based payment fransaction with net settlement features for withholding fax obligations; and
accounting where a modification to the terms and conditions of a share-based payment transaction changes its classification from
cash-setiled to equity-sefiled; the amendments are effective from 1 January 2018.

2, Critical accounting estimates and judgements

The reported results of the Group are sensitive fo the accounting policies, assumptions and estimates that underlie the preparation
of ifs financial information. The Group's principal accounting policies are sef out on pages 127 to 134. Company law and IFRSs
require the Directors, in preparing the Group's financial statements, to select suitable accounting policies, apply them consistently
and make judgements and estimates that are reasonable and prudent.

In the absence of an applicable standard or interpretation, IAS 8, 'Accounting policies, Changes in Accounting Estimates

and Errors’, requires management to develop and apply an accounting policy that results in relevant and reliable information

in the light of the requirements and guidance in IFRS dealing with similar and related issues and the IASR's Framework for the
Preparation and Presentation of Financial Statements. The judgements and assumptions involved in the Group's accounting
policies that are considered by the Board to be the most important to the portrayal of its financial condition are discussed below.
The use of estimates, assumptions or models that differ from those adopted by the Group would affect its reported results.

2.1 General insurance: outstanding claims provisions and related reinsurance recoveries

The Group makes provision for the full cost of outstanding claims from its general insurance business at the balance sheet date,
including claims estimated to have been incurred but not yet reported af that date and claims handling. Outstanding claims
provisions net of relafed reinsurance recoveries at 31 December 2016 amounted to £3,388.3 million (2015: £3,602.6 million).

Claims reserves are assessed separately for large and affritional claims, typically using standard actuarial methods of projection.
Key sources of estimation uncertainty include those arising from the selection of specific methods as well as assumptions for claims
frequency and severity through the review of historical claims and emerging frends.

The corresponding reinsurance recoveries and impairment provision are calculated on an equivalent basis, with similar estimation
uncertainty, as discussed in note 1.6. The reinsurance bad debt provision is mainly for expected recoveries against future
PPO payments.

The most common method of seffling bodily injury claims is by a lump sum paid to the claimant and, in the cases where this
includes an element of indemnity for recurring costs such as loss of earnings or ongoing medical care, setlement normally occurs
using a standardised Ogden annuity factor at a discount rate of 2.5% in 2016 (2015: 2.5%). This is normally referred to as the
Ogden discount rate. Other estimates are also required for case management expenses, loss of pension, court protection fees,
alferations to accommodation and transportation fees.

On 27 February 2017, the Ministry of Justice announced a new Ogden discount rate of minus 0.75% to become effective
from 20 March 2017 and a review of the framework under which the rate is set with consultation to start before Easter 2017
The Group expects fo fully participate in this consultation.

The Group will continue to exercise judgement around the Ogden rate used in its reserves allowing for the possibility for it o
change in the future. The Lord Chancellor's statement bases the choice of the rate on a 3-year average of yields on indexlinked
govermnment securities which will be sensitive fo future movements in these instruments. It is not yet clear how often the Lord
Chancellor plans to review the rate and the coming consultation is proposed to look at the wider framework for setting the rafe
and compensation. The Group considers the risks fo the rate in future as being significant but broadly balanced and therefore
provisions at the current proposed rate of minus 0.75% with no additional allowance for further movements. Details of the
sensitivity analysis o the assumed Ogden discount rate are shown in nofe 3.3.1.

The Group seftles some large bodily injury claims as PPOs rather than lump sum payments.
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The table below analyses the outstanding PPO claims provisions on a discounted and an undiscounted basis at 31 December 2016
and 31 December 2015. These represent the total cost of PPOs rather than any costs in excess of purely Ogden-based setlement.

Discounted  Undiscounted Discounted Undiscounted
2016 2016 2015 2015
At 31 December £m £m £m £m
Gross claims
Approved PPO claims provisions 489.0 1,388.0 452.3 1,315.7
AnTiCipOTed PPOs 494.0 1,509.9 538.3 1,660.8
Total 983.0 2,897.9 990.6 2,076.5
Reinsurance
Approved PPO claims provisions (248.6) (754.4) (231.1) (721.5)
Anticipated PPOs (263.1) (875.4) (227.8) (818.4)
Total (511.7) (1,629.8) [458.9) (1,539.9) -
Net of reinsurance g'
Approved PPO claims provisions 240.4 633.6 221.2 594.2 2
AnTiCipOTed PPOs 230.9 634.5 310.5 842.4 ‘é—T
Total 471.3 1,268.1 5317 1,436.6 g
[1]
=

The provisions for PPOs have been categorised as either claims which have already been determined by the courts as PPOs
[approved PPO claims provisions) or those expected to setfle as PPOs in the future (anticipated PPOs). The Group is subject fo
estimation uncertainty on the propensity of large bodily claims to move from Ogden settled values to PPOs. The recent change in
the Ogden discount rate is expected to reduce PPO propensity and these effects are recognised in the Group's separate Ogden
provisions. The esfimates in the table above are based on historically observed propensity and therefore do not allow for any
future changes in PPO propensity. Anticipated PPOs consist of both existing large loss case reserves including allowances for
development and claims yet to be reported fo the Group. Reinsurance is applied at claim level and the net cash flows are
discounted for the time value of money. The discount rafe is consistent with the long duration of the claims payments and the
assumed future indexation of the claims payments.

In the majority of cases, the inflation agreed in the sefflement is the Annual Survey of Hours and Earnings SOC 6115 inflation
published by the Office for National Stafistics, for which the long-term rate is assumed to be 4.0% (2015: 4.0%). The rate of
interest used for the calculation of present values is 4.0% (2015: 4.0%), which results in a real discount rate of 0.0% (2015:
0.0%). Prior to 20 March 2017 lump sum payments were calculated using a real discount rate of 2.5% (2015: 2.5%) meaning
that the PPOs reserved cost was greater than that of lump sum setlements. This will reverse when the new discount rate of minus
0.75% becomes effective.

Defails of sensitivity analysis to the discount rate applied to PPO claims are shown in note 3.3.1.

2.2 Impairment provisions — financial assets

The Group determines that financial assefs are impaired when there is objective evidence that an event or events since initial
recognition of the assets have adversely affected the amount or timing of future cash flows from the asset. The defermination

of which events could have adversely affected the amount or timing of future cash flows from the asset requires judgement. In
making this judgement, the Group evaluates, among other factors, the normal price volatility of the financial asset, the financial
health of the investee, indusiry and sector performance, changes in technology and operational and financing cash flow or
whether there has been a significant or prolonged decline in the fair value of the asset below ifs cost. Impairment may be
appropriate when there is evidence of deterioration in these factors.

On a quarterly basis, the Group reviews whether there is any objective evidence that a financial asset is impaired based on

the following criteria:

. OCTUO|, or imminent, default on coupon interest or nominal;

e adverse movements in the credit rafing for the investee / borrower; or

e price performance of a particular AFS debt security, or group of AFS debt securities, demonstrating an adverse trend compared
to the market as a whole.

There was no impairment of the Group's financial assets in the year ended 31 December 2016 (2015: £nil).

Had all the declines in AFS assef values met the criteria above at 31 December 2016, the Group would suffer a loss of
£12.6 million (2015: £48.7 million), being the transfer of the total AFS reserve for unrealised losses to the income statement.
These movements represent markto-market movements and where there is no objective evidence of any loss events that could
affect future cash flows, no impairments are recorded for these movements.
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2. Critical accounting estimates and judgements continued

2.3 Fair value

The Group has made the judgement that level 1 of the Group's fair value hierarchy sef out in note 40 will include only sovereign
debt securities issued by members of the G1O group of countries within the Group's AFS debt securities portfolio, with all other
financial assets and liabilities carried at fair value included in level 2 as they are not considered to be quoted in a deeply

liquid market.

The Group has also made the judgement that investment properties fall within level 3 of the Group's fair value hierarchy (note 40)
as the valuation model is driven predominantly by unobservable inputs, as although in part the valuations are compared fo recent
market fransactions, they are adjusted for specific characteristics of each property including the size, location and condition by
reference to the benchmark property transactions.

2.4 Goodwill and other intangible assets

Goodwill impairment testing inherently involves estimation uncertainty in a number of areas including: the preparation of the
five-year strategic plan and the extrapolation of cash flow forecasts beyond the normal requirements of management reporting;
the assessment of the discount rate appropriate to the CGUs; estimation of market values of CGUs; and the valuation of the
separable assets of each business whose goodwill is being reviewed. Details of a sensitivity analysis on the recoverable amount
in excess of carrying value are shown in note 18.

Impairment testing of software development costs involves estimation uncertainty in a number of areas including: the projection of
the economic benefits associated with each asset; subsequent remeasurement of these benefits through the development cycle and
info use; and the projected ultimate cost of each asset at each point through the development cycle due to specification changes.

3. Risk management

3.1 Enterprise Risk Management Strategy and Framework

The ERMF sefs out, at a high level, our approach and processes for managing risks. Further information can be found in the
Risk management section of the Strategic report on page 27.

3.2 Risk and capital management modelling

The Board has ulimate responsibility for ensuring that the Group has sufficient funds to meet its liabilities as they fall due.

The Group carries out detailed modelling of ifs assets, liabilities and the key risks to which these are exposed. This modelling
includes the Group's own assessment of its SCR. In 2015, this SCR assessment was submitted to the PRA as part of the Group's
application for IMAP for which approval was subsequently granted in June 2016. The SCR quantifies the insurance, market,
credit and operational risks that the regulated entities are undertaking.

The Board is closely involved in the SCR process and reviews, challenges and approves its assumptions and results.

3.3 Principal risks from insurance activities and use of financial instruments

The Risk management section of the Strategic report sefs out all the risks assessed by the Group as principal risks. Detailed below
is the Group's risk exposure arising from its insurance activities and use of financial instruments specifically in respect of insurance
risk, market risk and credit risk.

3.3.1 Insurance risk
The Group is exposed fo insurance risk as a primary consequence of its business. Key insurance risks focus on the risk of loss due to
fluctuations in the timings, amount, frequency and severity of an insured event relative fo the expectations at the time of underwriting.

The Group is mainly exposed to the following Insurance risks:

Reserve risk

Reserve risk relates to both premiums and claims. This is the risk of understatement of reserves arising from:

o the uncerfain nature of c|oims;

e dafa issues and changes to the claims reporting process;

e operational failures;

o failure fo recognise claims trends in the market; and

e changes in underwriting and business written so that past frends are not necessarily a predictor of the future.

Understatement of reserves may result in not being able to pay claims when they fall due. Altlernatively, overstatement of reserves

can lead fo a surplus of funds being retained resulting in opportunity cost for example lost investment return or insufficient resource
fo pursue sfrategic projects and develop the business.

Reserve risk is controlled through a range of processes:

e regular reviews of the claims, premiums and an assessment of the requirement for a liability adequacy provision for the main
classes of business by the internal actuarial team;
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e the use of external actuaries to review periodically the actuarial best estimate reserves produced internally, either through peer
review or through provision of independent reserve estimates;

o accompanying all reserve reviews with actuarial assessment of the uncertainties through a variety of techniques including
bootstrapping and scenario analysis;

o oversight of the reserving process by relevant senior management and the Board;

e regular reconciliation of the data used in the actuarial reviews against general ledger dafa and reconciliation of the claims
data history against the equivalent data from prior reviews; and

e regular assessment of the uncertainty in the reserves to help the Board set management best estimate reserves.

The Group's reserves are subject fo the risk of refrospective changes in judicial conditions such as the change in the Ogden
discount rate announced on the 27 February 2017 This is the discount rate set by the Lord Chancellor and used by courts to
calculate lump sum awards in bodily injury cases. The rate has been 2.5% since 2001 and will change to minus 0.75% from
20 March 2017. The Group has calculated its estimated reserves based on the new rate which ifself is uncertain depending
on the outcome of the Government's proposed consultation on the framework for sefting the rate and on the frequency and
timing of future changes.

Uncerfainty in claims reserves estimation is larger for claims such as PPOs for which annually indexed payments are made
typically over the lifetime of the injured party. Claims reserves for PPOs are held on a discounted basis and are sensitive
fo a change in the assumed real discount rate.
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The table below provides a sensitivity analysis of the potential impact of a change in a single factor with all other assumptions
left unchanged. Other potential risks beyond the ones described could have an additional financial impact on the Group.

Increase / (decrease) in profit
before tax and equity®

2016 2015
At 31 December £m £€m
PPOs!
Impact of an increase in the discount rate used in the calculation of present values of 100 basis points 68.2 76.0
Impact of a decrease in the discount rate used in the calculation of present values of 100 basis points (97.9) (109.4)
Ogden?as at 31 December 2016
Impact of the Group reserving at a discount rate of 0% compared to minus 0.75% af
31 December 2016 102.1 -
Impact of the Group reserving at a discount rate of minus 1.5% compared to minus 0.75% at
31 December 2016 (156.4) -
Ogden as at 31 December 2015
Impact of the Group reserving at a discount rate of 2.5% compared to 1.5% at 31 December 2015 - 131.9
Impact of the Group reserving at a discount rate of 0.5% compared to 1.5% at 31 December 2015 - (190.0)
Notes:

1. The sensitivities relating fo an increase or decrease in the real discount rate used for PPOs illustrate a movement in the fime value of money from the assumed level

of 0.0%.

2. Asat 31 December 2016 the Group has reserved at a discount rate of minus 0.75% (2015: 1.5%). With effect from 20 March 2017, the Ogden discount rate
will be minus 0.75% (2015: 2.5%).

3. These sensitivities exclude the impact of taxation.
4. These sensitivities reflect one-off impacts at 31 December and should not be interpreted as a prediction.

In addition, there is the risk that claims are reserved or paid inappropriately, including the fiming of such activity. However, there
are claims management controls in place to mitigate this risk, as outlined below:

e Claims are managed ufilising a range of IT system-driven controls coupled with manual processes outlined in detailed policies
and procedures to ensure claims are handled in an appropriate, timely and accurate manner.

e Each member of staff has a specified handling authority, with controls preventing them handling or paying claims outside their
authority, as well as controls to mitigate the risk of paying invalid claims. In addition, there are various outsourced claims
handling arrangements, all of which are monitored closely by management, with similar principles applying in terms of the
confrols and procedures.

o loss adjustors are used in certfain circumstances fo handle claims to conclusion. This involves liaison with the policyholder, third
parties, suppliers and the claims function.

e Specialist bodily injury claims teams are responsible for handling these types of losses with the nature of handling dependent
on the level and type of claim. Claims exceeding a cerfain threshold are referred to the technical and large loss teams who
also deal with all other claim types above defined limits or within specific criteria.
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3. Risk management continued

e A process is in place fo deal with major weather and other catastrophic events, known as the ‘Surge Demand Plan’. A surge
is the collective name given to an incident which significantly increases the volume of claims reported to the Group's claims
functions. The plan covers surge demand friggers, stages of incident, operational impact, communication and management
information monitoring of the plan.

Underwriting risk

This is the risk that future claims experience on business written is materially different from the results expected, resulting in

current year losses. The Group predominantly underwrites personal lines insurance including motor, residential property, roadside
assistance, creditor, travel and pet business. The Group also underwrites commercial risks primarily for low-to-medium risk frades
within the SME market. Contracts are typically issued on an annual basis which means that the Group's liability usually extends
for a 12 month period, after which the Group is entitled to decline to renew or can impose renewal terms by amending the
premium or other policy ferms and conditions such as the excess as appropriate.

Underwriting risk includes catastrophe risk, the risk of loss, or of adverse change in the value of the insurance liabilities resulting
from significant uncertainty of pricing, underwriting and provisioning assumptions related to exireme or exceptional circumstances.

When underwriting policies, the Group is subject to concentration risk in a variety of forms, including:
o Geographic concentration risk — the Group purchases a catastrophe reinsurance programme to profect against a modelled

one in 200-year loss. The retained deductible is £150 million at 31 December 2016 (2015: £150 million);

e Product concentration risk — the Group's business is heavily concentrated in the UK general insurance market. However,
the Group offers a diversified portfolio of products and a variety of brands sold through a range of distribution channels o
its customers; and

e Sector concentration risk — the concentration of the Group to any given indusiry sector is monitored and analysed in respect
of commercial customers.

It is important to note that none of these risk categories is independent of the others and that giving due consideration fo the
relationship between these risks is an important aspect of the effective management of insurance risk.

Distribution risk
This is the risk that material change in the volume of policies written, may result in losses or reduced profitability.

Pricing risk
This is the risk of economic loss arising from policies being incorrectly priced or accepted to achieve desired volume and profitability.

Reinsurance risk

This is the risk of inappropriate selection and / or p|ocemem of a reinsurance arrangement, with either individual or mu\ﬂp|e
reinsurers which renders the tfransfer of insurance risk to the reinsurer(s) inappropriate and / or ineffective. Other risks include:
e Reinsurance concenfration risk — the concentration credit exposure to any given counterparty;

e Reinsurance capacity being reduced and / or withdrawn;

o Underwriting risk appetite and reinsurance confract terms not being aligned;

e Reinsurance confract ferms being inappropriate or ineffective resulting in classes or types of business not being
appropriately reinsured;

o Non-adherence to the reinsurance policy terms and conditions, in terms of both policy management and claims not being
handled within the reinsurance contract terms and conditions or paid on an ex-gratia basis resulting in reinsurance recoveries
not being made in full;

e Inappropriafe or inaccurate management information and / or modelling being used to determine the value for money and
purchasing of reinsurance (including aggregate modelling); and

o Changes in the external legal, regulatory, social or economic environment altering the definition and application of reinsurance
policy wordings or the effectiveness or value for money of reinsurance.

The Group uses reinsurance to:

e profect the underwriting result against |ow-frequency, th-severif\/ losses through the transfer of cotosfrophe claims vo|oTi|iT\/
to reinsurers;

e profect the underwriting result against unforeseen volumes of, or adverse frends in, large individual claims in order to reduce
volatility and to improve stability of earnings;

e reduce the Group's capital requirements; and / or

o transfer risk that is not within the Group's current risk appetite.
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Using reinsurance, the Group cedes insurance risk to reinsurers but, in return, assumes counterparty default risk against which
a reinsurance bad debt provision is assessed. The financial security of the Group's panel of reinsurers is therefore important
and both the quality and amount of the assumed counterparty default risk are subject to an approval process whereby
reinsurance is only purchased from reinsurers that hold a credit rating of at least A- at the time cover is purchased. The Group's
leading counterparty exposures are reviewed on a monthly basis by the Head of Reinsurance and Corporate Insurance. The
Group aims fo contfract with a diverse range of reinsurers on its contracts fo mitigate the credit and / or non-payment risks
associated with ifs reinsurance exposures.

Certain reinsurance contracts have long durations as a result of bodily injury and PPO claims, and insurance reserves therefore
include provisions beyond the levels created for shorterterm reinsurance bad debt.

3.3.2 Market risk
Market risk is the risk of loss resulting from fluctuations in the level and in the volatility of market prices of assefs, liabilities and
financial instruments.

The Group is mainly exposed to the following market risk factors:

Spread risk;
o Interest rate risk;

o Property risk; and
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e Foreign currency risk.

The Group has policies and limits approved by the Investment Committee for managing the market risk exposure. These set out
the principles that the business should adhere to for managing market risk and establishing the maximum limits the Group is
willing to accept having considered strategy, risk appetite and capital resources.

The Group monitors its market risk exposure on a monthly basis and has established an aggregate exposure limit consistent
with its risk objective to mainfain capital adequacy. Interdependencies across risk types have also been considered within
the aggregate exposure limit. The allocation of the Group's investments across assef classes has been approved at the
Investment Committee.

The sfrategic asset allocation within the investment portfolio is reviewed by the Investment Committee, which makes recommendations
to the Board for its investment strategy approval. The Invesiment Commitiee defermines policy and controls, covering such areas

as risk, liquidity and performance. The Invesiment Committee meets af least three times a year to evaluate risk exposure, the current
strategy, associated policies and investment guidelines and to consider investment recommendations submitied to it. Oversight of

the implementation of decisions taken by the Investment Committee is via the 1st and 2nd Lines of Defence.

The investment management objectives are fo:

o Maintain the safety of the portfolio’s principal both in economic terms and from a capital, accounting and reporting perspective;
o Maintain sufficient liquidity to provide cash requirements for operations, including in the event of a catastrophe; and

o Maximise the portfolio’s tofal return within the constraints of the other objectives and the limits defined by the investment
guidelines and capifal allocation.

The Group has a property portfolio and an infrastructure debt porfolio in order fo improve matching to the longer duration PPOs.

The Group uses ifs infernal economic capital model to defermine its capital requirements and market risk limits, and monitors its
market risk exposure based on a 99.5% value-atrisk measure. The Group also applies market risk stressed scenarios testing for
the economic impact of specific severe market conditions. The results of this analysis are used to enhance the understanding of
market risk. The asset liability matching and investment management minimum standard explicitly prohibifs the use of derivatives
for speculative or gearing purposes. However, the Group is able fo and does use derivatives for hedging its currency risk and

interest rafe risk exposures.

Spread risk

This is the risk of loss from the sensitivity of the value of assefs and investments to changes in the level or in the volatility of credit
spreads over the riskfree inferest rate term structure. The level of spread is the difference between the risk-free rate and actual
rate paid on the asset, with larger spreads being associated with higher risk assets. The Group is exposed to spread risk through
its invesiments in bonds.

Interest rate risk

This is the risk of loss from all assets and liabilities for which the net asset value is sensitive to changes in the term structure of
inferest rates or interest rate volatility. The Group's inferest rate risk arises mainly from its debt, floating interest rate investments
and assets and liabilities exposed fo fixed inferest rates.

The fixed interest rate up to 27 April 2022 on the Group's 30~year maturity £500 million of subordinated guaranteed dated
nofes has been exchanged for a floating rate of interest (note 31).
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3. Risk management continued

The Group also invests in floating rate debt securities, whose investment income is influenced by the movement of the
shortferm interest rate. A movement of the shortterm interest rate will affect the expected return on these invesiments.

The market value of the Group's financial investments with fixed coupons is affected by the movement of interest rates.

For the majority of investments in US Dollar corporate bonds, excluding £432.0 million of short duration high yield bonds
(2015: £336.9 million), the Group hedges the exposure of this porifolio to the US Dollar interest rafe risk using swaps.
These derivatives reduce the duration of the portfolio to close to zero.

Property risk
This is the risk of loss as a result of sensitivity of assets and financial investment to the level or volatility of market prices
of property. At 31 December 2016, the value of these property investments was £329.0 million {2015: £347.4 million).

The property investments are located in the UK.

Foreign currency risk
The exposure fo currency risk is generated by the Group’s invesiments in US Dollar and Euro denominated corporate bonds.

The Group maintains exposure to US Dollar securities through £2,107.1 million (2015: £1,876.3 million) of investments in
US Dollar corporate bonds and Euro securities through £21.8 million (2015: £nil) of Euro corporate bonds. The foreign currency
exposure of these investments is hedged by foreign currency forward contracts, maintaining a minimal unhedged currency
exposure on these portfolios, as well as a low basis currency risk on the hedging.

Sensitivity analysis
The table below provides a sensitivity analysis of the potential impact of a change in a single factor with all other assumptions
left unchanged. Other potential risks beyond the ones described in the table could have an additional financial impact on

the Group.
Increase / (decrease)
Increase /' (decrease) in total equity” at
in profit before tax 31 December
2016 2015 2016 2015
£m £m £m £m
Spread
Impact of a 100 basis points increase in spreads on financial
investments' 24 - - (183.1) (183.5)
Interest rate
Impact of a 100 basis points increase in interest rates on financial
investments and derivatives' %34 21.5 22.1 (101.5) (119.9)
Investment property
Impact of a 15% decrease in property markets (49.4) (52.1) (49.4) (52.1)

Notes:

1.

o

The income statement impact on financial investments is limited to floafing rate instruments and inferest rate derivatives used to hedge a portion of the portfolio.

The income statement is not impacted in relation to fixed rate instruments, in particular AFS debt securities, where the coupon return is not impacted by a change
in prevailing market rates, as the accounting treatment for AFS debt securities means that only the coupon received is processed through the income sfatement with

fair value movements being recognised through fotal equity.

The increase or decrease in total equity does not reflect any fair value movement in infrastructure debt, HTM debt securities and commercial real esfate loans
that would not be recorded in the financial statements under IFRSs as they are classified as loans and receivables and HTM respectively, which are carried
at amortised cost. It is estimated that a fair value reduction in these asset categories resulting from a 100 basis point increase in spreads would have been
£34.4 million (2015: £29.5 million] and a 100 basis point increase in interest rate would have been £4.8 million (2015:£0.1 million).

The sensitivities sef out above reflect one-off impacts at 31 December with the exception of the income statement interest rate sensitivity on financial investments

and derivatives, which projects a movement in a full year's interest charge as a result of the increase in the interest rate applied fo these assets or liabilities on
those positions held at 31 December.

The subordinated liabiliies and associated interest rate swap are excluded from the sensitivity analysis.
These sensitivities exclude the impact of taxation.

The sensitivities set out above have not considered the impact of the general market changes on the value of the Group's insurance liabilities or refirement
benefit obligations. They reflect one off impacts at 31 December and should not be interprefed as a prediction.
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The Group has a number of open interest rafe and foreign exchange derivative positions. Collateral management arrangements
are in place for significant counterparty exposures. At 31 December 2016, the Group has pledged £23.7 million in cash
(2015: £12.3 million) and £3.4 million in UK Treasury Bills (2015; £nil) to cover initial margins and out-ofthe-money derivative
positions. At 31 December 2016, counterparties have pledged £19.1 million in cash and £39.4 million in UK Gilts {2015:
£19.7 million in UK Gilts) to the Group to cover inthe-money derivative positions.

The terms and condifions of collateral pledged for both assets and liabilities are market standard. When securities are pledged
they are required fo be readily convertible to cash, and as such no policy has been established for the disposal of assets not
readily convertible into cash.

3.3.3 Credit risk
This is the risk of loss resulting from default on cash inflows and / or changes in market value of issuers of securities,
counterparties and any debtors to which the Group is exposed. The Group is mainly exposed to the following credit risk factors:

o Counterparty default risk; and

e Concentration risk.

Counterparty default risk

This is the risk of loss from unexpected default of the counterparties and debtors of Group undertakings. This risk is primarily
managed by the st Line of Defence and monitored by three forums: the Investment risk forum monitors credit spreads as
indicators of pofential losses on investments incurred but not yet realised, the Credit risk forum monitors reinsurance and corporate
insurance counterparty default risk; and the NIG credit committee is responsible for monitoring broker credit risk. The main
responsibility of these fora is to ensure that all material aspects of counterparty default risk within the Group are identified,
monifored and measured.
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The main sources of counterparty default risk for the Group are:

e Investments — this arises from the investment of funds in a range of investment vehicles permitted by the investment policy; and

e Reinsurance recoveries — counterparty exposure 1o reinsurance counterparties arises in respect of reinsurance claims against
which a reinsurance bad debt provision is assessed. PPOs have the potential o increase the ultimate value of a claim and,
by their very nature, fo significantly increase the length of time to reach final payment. This can increase reinsurance
counterparty default risk in terms of both amount and longevity.
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3. Risk management continued
The following fables analyse the carrying value of financial and insurance assets that bear counterparty default risk between those
assefs that have not been impaired by age in relation to due date, and those that have been impaired.

Neither Past due Assets that  Carrying value

past due nor Past due more than have been  in the balance

impaired 1 - 90 days 90 days impaired sheet

At 31 December 2016 £m $m £m £m £m
Reinsurance assets 1,371.8 - - - 1,371.8
Insurance and other receivables 937.8 38.0 12.5 - 988.3
Derivative assefs 797 - - - 797
Debt securities 4,730.3 - - - 4,730.3
Infrastructure debt 337.0 - - - 337.0
Commercial real estate loans 79.7 - - - 79.7
Cash and cash equivalents! 1,166.1 - - - 1,166.1
Total 8,702.4 38.0 12.5 - 8,752.9
Neither Past due Assets that  Carrying value

past due nor Past due more than have been in the balance

impaired 1 =90 days Q0 days impaired sheet

At 31 December 2015 £m £m £m £m £m
Reinsurance assets 10114 - - - 10114
Insurance and other receivables 9173 324 6.1 - 055.8
Derivative assets 19.6 - - - 19.6
Debt securities 5,240.1 - - - 5,240.1
Deposits with credit institutions with maturities > three months 449 - - - 44.9
Infrastructure debt 320.6 - - - 320.6
Cash and cash equivalents! 963.7 - - - 963.7
Total 8,526.6 324 6.1 - 8,565.1

Notes:

1. This represents money market funds with no notice period for withdrawal and cash at bank and in hand.

Within the analysis of debt securities above are bank debt securities at 31 December 2016 of £1,199.5 million
(2015: £1,305.1 million), that can be further analysed as: secured £62.2 million (2015: £86.4 million); unsecured
£973.8 million (2015: £1,059.6 million); and subordinated £163.5 million (2015: £159.1 million).
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Concentration risk
This is the risk of exposure fo increased losses associated with inadequately diversified portfolios of assets and / or obligations,
in particular:

o large exposures to individual credits (either bond issuers or deposittaking insfitutions);

o large exposures fo different credits where movements in values and ratings are closely correlated.

Concentration risk on investments arises through excessive exposure to particular industry sectors, groups of business undertakings
or similar activities. The Group may suffer significant losses in its investment porifolio as a result of over exposure to particular

sectors engaged in similar activities or similar economic features that would cause their ability to meet contractual obligations
to be similarly offected by changes in economic, political or other conditions.

The table below analyses the disfribution of debt securities, by geographical area (commercial real estate loans and infrastructure

debt are all within the UK.

Debt

Local securifies

Corporate government Sovereign Supranational total

At 31 December 2016 £m £m £m £m £m
Australia 100.2 - - - 100.2
Belgium 597 - 97 - 69.4
Canada 33.3 - - - 333
Cayman Islands 17.5 - - - 17.5
Denmark 15.6 - - - 15.6
France 226.2 3.6 - - 229.8
Germany 277.0 - - - 277.0
Hong Kong 11.8 - - - 11.8
Ireland 2.1 - - - 2.1
ltaly 25.9 - 472 - 30.1
Japan 429 - - - 429
Luxembourg 6.2 - - - 6.2
Mexico 11.8 - - - 11.8
Netherlands 166.2 - - - 166.2
New Zealand 7.0 - - - 7.0
Norway 27.6 - - - 27.6
Portugal 1.1 - - - 1.1
Singapore 25.6 - - - 25.6
South Korea 8.4 94 - - 17.8
Spain 38.0 - - - 38.0
Sweden 74.2 8.7 - - 82.9
Switzerland Q2.1 - - - 92.1
UK 1,093.3 - 324.9 - 1,418.2
USA 1,905.1 - 2.4 - 1,907.5
Supranational - - - 98.6 98.6
Total 4,268.8 21.7 341.2 98.6 4,730.3
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Notes to the consolidated financial statements continued

3. Risk management continued
The table below analyses the distribution of debt securities by geographical area (infrastructure debt is all within the UK.

Debt

local Securifised securifies

Corporate government Sovereign credit  Supranational total

At 31 December 2015 em em em em £m £m
Australia 107.6 - - - - 107.6
Austria 6.3 - - - - 6.3
Belgium 429 - 10.9 - - 53.8
Canada 47.5 1.4 - - - 58.9
Cayman Islands 22.1 - - 95.3 - 117.4
China 4.5 - - - - 4.5
Denmark 7.9 8.5 - - - 164
Finland - 13.7 - - - 13.7
France 235.5 254 - - - 260.9
Germany 3254 16.4 - - - 341.8
Hong Kong 8.2 - - - - 8.2
Ireland 0.8 - - - - 0.8
ltaly 10.1 - 4.2 - - 14.3
Japan 47.8 - - - - 47.8
Luxembourg 5.3 - - - - 53
Mexico Q.1 - - - - Q.1
Netherlands 170.7 - - - - 170.7
New Zealand 53 - - - - 53
Norway 18.3 10.0 - - - 28.3
Portugal 1.1 - - - - 1.1
Singapore 24.7 - - - - 24.7
South Korea 8.0 8.7 - - - 167
Spain 32.5 - - - - 32.5
Sweden 80.7 11.2 - - - 1.9
Switzerland 83.9 - - - - 83.9
UK 1,250.7 - 427 .6 177.3 - 1,855.6
USA 1,639.0 - - 83.5 - 1,722.5
Supranational - - - - 140.1 140.1
Total 41959 105.3 442.7 356.1 140.1 5,240.1
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The table below analyses the disfribution of debt securities by industry sector classifications.

2016 2015
At 31 December £m % £m %
Basic materials 132.6 3% 102.9 2%
Communications 234.1 5% 237.2 4%
Consumer, cyclical 349.1 7% 208.3 6%
Consumer, non-cyclical 520.7 11% 432.5 8%
Diversified 57.3 1% 52.8 1%
Energy 310.8 7% 243.6 5%
Financial 1,776.9 38% 1,896.6 36%
Industrial 215.3 4% 250.4 5%
Mortgage and other asset backed securities - - 356.1 7%
Sovereign, supranational and local government 461.5 10% 688.1 13% ‘;-,:!
Technology 137.6 3% 115.8 2% g
Transport 10.1 0% - - by
Utilities 524.3 1% 565.8 1% g
Total 4,730.3 100% 5,240.1 100% 63
The table below analyses the distribution of infrastructure debt by industry sector classifications.
2016 2015

At 31 December £m % em %
Social, of which:

Education 145.5 43% 132.3 40%

Healthcare 96.0 29% 98.1 30%

Other 57.6 17% 58.8 18%
Transport 37.9 11% 40.4 12%
Total 337.0 100% 329.6 100%

The tables below analyse the credit quality of debt securities that are neither past due nor impaired.

AAA AA+ to AA- A+to A-  BBB+to BBB- BB+ and below Total
At 31 December 2016 £m £m £m £m £m £m
Corporate 192.3 5241 2,1359 1,006.6 409.9 4,268.8
Supranational 94.0 4.6 - - - 98.6
Local government - 21.7 - - - 217
Sovereign 2.4 334.6 - 4.2 - 341.2
Total 288.7 885.0 2,135.9 1,010.8 409.9 4,730.3

AAA AA+ to AA- A+1to A-  BBB+ to BBB- BB+ and below Tofal
At 31 December 2015 £m £m em em em £m
Corporate 266.3 604.5 10762 1,019.2 329.7 41959
Supranational 123.9 16.2 - - - 140.1
Llocal government 36.9 50.0 94 - - 105.3
Sovereign - 438.5 - 4.2 - 442.7
Securitised credit! 331.2 24.9 - - - 356.1
Total 758.3 1,143.1 1,985.6 1,023.4 3297 5,240.1

Note:

1. Securifised credit consisted of prime mortgage backed securities, collateralised loan obligations, securitised student loans and commercial morigage backed
securities. Following a strategic decision, the Group decided fo exit this asset class during August and September 2016.
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3. Risk management continued

The tables below analyse the credit quality of financial and insurance assets that are neither past due nor impaired [excluding
debt securities analysed above). The tables include reinsurance exposure, affer provision. Note 3.3.1 details the Group's
approach fo reinsurance counterparty default risk management.

AAA AA+ to AA- A+to A—  BBB+to BBB- BB+ and below Not rafed Total
At 31 December 2016 em em £m £m £m £m £m
Reinsurance assets - 993.8 371.4 56 - 1.0 1,371.8
Insurance and other receivables’ - 19.3 13.7 94 - 895.4 937.8
Derivative assets - 6.6 32.8 40.3 - - 79.7
Infrastructure debt - - 83.7 220.5 32.8 - 337.0
Commercial real estate loans 13.8 20.4 411 4.4 - - 79.7
Cash and cash equivalents? 999.5 0.4 88.9 77.3 - - 1,166.1
Total 1,013.3 1,040.5 631.6 357.5 32.8 896.4 3,972.1

AAA AA+ fo AA- A+to A~ BBB+to BBB— BB+ and below Not rafed Total
At 31 December 2015 £m £m £m £m £m £m £m
Reinsurance assets - /78.2 2257 3.2 - 4.3 10114
Insurance and other receivables' - 12.4 23.2 258 0.4 855.5 917.3
Derivative assets - 0.1 0.4 19.1 - - 19.6
Deposits with credit institutions
with maturities > three months - 50 34.9 50 - - 449
Infrastructure debt - - 86.1 227.8 15.7 - 329.6
Cash and cash equivalents? 831.9 - ©0.8 71.0 - - 963.7
Total 831.9 7957 431.1 351.9 16.1 850.8 3,286.5
Notes:

1. Includes receivables due from policyholders, agents, brokers and intermediaries which generally do not have a credit rating.

2. This represents money market funds with no notice period for withdrawal and cash at bank and in hand.

3.3.4 Operational risk
This is the risk of loss due to inadequate or failed inferal processes, people, systems or from external events. Sources of
operational risk for the Group include:

Change risk
This is the risk of failing fo manage the Group's change portfolio resulting in conflicting priorities and failure fo deliver strategic
outcomes to time, cost or quality.

Technology and infrastructure risk
This is the risk that the IT infrastructure is insufficient to deliver the Group's strategy.

Outsourcing risk

This is the risk of failing to implement a robust framework for the sourcing, appointment and ongoing confract management
of external suppliers, outsourced service providers and infragroup relationships. This includes both domestic and offshore
oufsourcing activities.

Information Security Risk
This is the risk of loss, corruption to Group or customer data or intellectual property, resulting in lost reputation, regulatory censure,
supervision and fines or loss of competitive advantage.

The Group has in place agreed policies and standards fo establish key controls relating to operational risk.

3.3.5 Liquidity risk
This is the risk of being unable fo realise investments in order to seffle financial obligations when they fall due.

The measurement and management of liquidity risk within the Group is undertaken within the limits and other policy parameters
of the Group's liquidity risk appetite and is detailed within the liquidity risk minimum standard. As part of this process the
Investment and Treasury team are required to put in place a liquidity plan which must consider expected and stressed scenarios
for cash inflows and outflows that is reviewed at least annually by the Investment risk forum. Compliance is monitored in respect
of both the minimum standard and the regulatory requirements of the PRA.
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The tables below analyse the maturity of the Group's derivative assets and liabilities.

Notional amounts

Maturity and fair value

Less than Over
1 year 1 -5 years 5 years Total
At 31 December 2016 £m £m £m £m £m
Derivative assets
At fair value through the income statement:
Foreign exchange contracts (forwards) 1,110.0 21.4 - - 214
Designated as hedging instruments:
Foreign exchange contracts (forwards) 14.8 1.6 0.1 - 1.7
Interest rate swaps 1,902.0 (1.1 3.0 547 56.6
Total 3,026.8 21.9 3.1 54.7 797
Notional amounts Maturity and fair value
Less than Over
1 year 1 -5 years 5 years Total
At 31 December 2016 £m £m £m £m £m
Derivative liabilities
At fair value through the income statement:
Foreign exchange contracts (forwards) 2,589.6 43.5 - - 43.5
Designated as hedging instruments:
Interest rate swaps 634.8 1.1 - 0.5 1.6
Total 3,224.4 44.6 = 0.5 45.1
Notional amounts Maturity and fair value
Less than Over
1 year 1 -5 years 5 years Total
At 31 December 2015 £m £m £m £m £m
Derivative assets
At fair value through the income statement:
Foreign exchange contracts (forwards) 27.1 0.4 - - 0.4
Designated as hedging instruments:
Foreign exchange contracts (forwards) 5.0 0.3 - - 0.3
Interest rate swaps 678.4 1.1 0.2 17.6 18.9
Total 710.5 1.8 0.2 17.6 19.6
Notional amounts Maturity and fair value
Less than Over
1 year 1 -5 years 5 years Total
At 31 December 2015 £m £m £m £m £m
Derivative liabilities
At fair value through the income statement:
Foreign exchange contracts (forwards) 1,876.3 422 - - 422
Designated as hedging instruments:
Foreign exchange contracts (forwards) 0.7 0.1 - - 0.1
Interest rate swaps 1,241.9 3.0 0.5) 1.6 4.1
Total 3,118.9 453 (0.5) 1.6 46.4
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Notes to the consolidated financial statements continued

3. Risk management continued
The tables below analyse financial investments, cash and cash equivalents, insurance and financial liabilities by remaining
duration, in proportion fo the cash flows expected to arise during that period, for each category.

Within Over
Total 1 year 1 -3 years 3 -5 years 5= 10 years 10 years
At 31 December 2016 £m em £m em em £m
Debt securities 4,730.3 588.3 1,001.0 1,172.5 1,676.3 202.2
Infrastructure debt 337.0 13.1 24.6 28.0 87.0 184.3
Commercial real estate loans 79.7 1.3 32.6 458 - -
Cash and cash equivalents! 1,166.1 1,166.1 - - - -
Total 6,313.1 1,768.8 1,058.2 1,246.3 1,763.3 476.5
Within Over
Total 1 year 1 -3 years 3-5years  5-10 years 10 years
At 31 December 2016 £m £m £m £m £m £m
Subordinated liabilities 539.6 8.3 - - 531.3 -
Insurance liabilities? 4,666.6 1,283.6 1,139.5 621.6 666.4 955.5
Borrowings 553 553 - - - -
Trade and other payables including insurance
payables 699.2 688.9 Q.8 0.2 0.3 -
Total 5,960.7 2,036.1 1,149.3 621.8 1,198.0 955.5
Within Over
Total 1 year 1 -3 years 3 -5 years 5-10 years 10 years
At 31 December 2015 £m £m £m £m £m em
Debt securities 5,240.1 269.2 1,628.4 1,203.9 1,657.4 481.2
Deposits with credit institutions with
maturities in excess of three months 44.9 44.9 - - - -
Infrastructure debt 320.6 11.6 22.0 239 78.4 193.7
Cash and cash equivalents! 963.7 963.7 - - - -
Total 6,578.3 1,289.4 1,650.4 1,227.8 1,735.8 674.9
Within Over
Tofal 1 year 1 -3 years 3-5years  5-10 years 10 years
At 31 December 2015 £m £m £m £m £m em
Subordinated liabilities 521.1 8.3 - - 512.8 -
Insurance liabilities? 4,524.5 1,349.8 1,043.3 564.2 5751 Q921
Borrowings 61.3 60.8 0.5 - - -
Trade and other payables including insurance
payables 656.5 652.9 3.0 0.2 0.3 0.1
Total 5,763.4 2,071.8 1,046.8 564.4 1,088.2 0Q2.2
Notes:

1. This represents money market funds with no notice period for withdrawal and cash at bank and in hand.

2. Insurance liabilities exclude unearned premium reserves as there are no liquidity risks inherent in them.
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3.4 Capital adequacy (unaudited)

Capital is managed in accordance with the Group's capital management minimum standard, the objectives of which are
to manage capifal efficiently and maintain an appropriate level of capitalisation and solvency. The Group determines the
appropriate level of capital on the basis of a number of criteria, including economic, regulatory and rating agency capital
requirements. The Group seeks to hold capital resources consistent with an ‘A’ range credit rating.

From 1 January 2016, the Group's regulatory capital position has been assessed against the Solvency Il framework. From 1 July
2016, the Group was approved to assess its SCR using a partial infernal model, including a full internal economic capital model
for the UKI underwriting entity. The model is calibrated to a 99.5% confidence interval and consider business written to date and
one year of future business, in line with Solvency Il requirements.

Using the Group's partial internal model, there is a capital surplus of approximately £0.9 billion above a solvency capital
requirement of £1.4 billion at 31 December 2016. On 1 January 2016, this surplus was £0.6 billion above a solvency capital
requirement of £1.8 billion calculated using the standard formula approach. The Group's capital requirements and solvency
position are produced and presented fo the Board on a regular basis.

4. Segmental analysis

The Directors manage the Group primarily by product type and present the segmental analysis on that basis. The segments reflect
the management sfructure whereby a member of the Executive Committee is accountable to the Chief Executive Officer for each
of the operating segments:

SJUSWIAYD}S [DIdUDUIY

Motor
This segment consists of personal motor insurance together with the associated legal protection cover. The Group sells motor
insurance through its own brands, Direct Line, Churchill and Privilege, and through partnership brands.

Home
This segment consists of home insurance together with associated legal protection cover. The Group sells home insurance through
its own brands, Direct line, Churchill and Privilege, and through partnership brands.

Rescue and other personal lines
This segment consists of rescue products sold through the Group's own brand, Green Flag, and other personal lines insurance,
including fravel, pet and creditor sold through its own brands, Direct line, Churchill and Privilege, and through partnership brands.

Commercial
This segment consists of commercial insurance for small and medium-size entities sold through NIG, Direct line for Business,
Churchill for Business and through partnership brands.

Certain income and charges are not allocated fo the specific operating segments above as they are considered by management
fo be outside underlying business activities by virtue of their one-off incidence, size or nature. Such income and charges are
categorised as either run-off or restructuring and other one-off costs, described below.

Run-off
The segment consisfs of two principal lines, policies previously written through the personal lines broker channel and Tesco
business. These residual businesses are now in run-off.

Restructuring and other one-off costs
Resfructuring costs are cosfs incurred in respect of the business activities where the Group has a constructive obligation fo
restructure its activities. One-off costs were costs that were non-recurring in nature.

No intersegment transactions occurred in the year ended 31 December 2016 (2015: £nil]. If any fransaction were to occur,
fransfer prices between operating segments would be sef on an arm'’s length basis in a manner similar to transactions with third
parties. Segment income, expenses and results will include those transfers between business segments which will then be
eliminated on consolidation.

For each operating segment, there is no individual policyholder or customer that represents 10% or more of the Group's tofal revenue.
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4. Segmental analysis continued
The table below analyses the Group's revenue and results by reportable segment for the year ended 31 December 2016.

Rescue and
other Total
Motor Home personal lines  Commercial Ongoing Run-off Total
£m £m £m £m £m £m £m
Gross writfen premium 1,539.1 834.4 400.8 4998  3,274.1 - 3,274.1
Gross eamed premium 1,461.3 851.0 396.1 4944 3,202.8 - 3,202.8
Reinsurance premium (124.2) (34.7) (1.7) 41.6) (202.2) - (202.2)
Net earned premium 1,337.1 816.3 394.4 4528  3,000.6 - 3,000.6
Investment return 116.9 19.9 3.9 274 168.1 3.4 171.5
Instalment income 76.1 23.5 1.9 5.6 107.1 - 107.1
Other operating income 40.9 0.8 13.5 3.0 58.2 - 58.2
Total income 1,571.0 860.5 4137 488.8  3,334.0 34 33374
Insurance claims (1,297.3]  (332.1)  (243.0) (297.7) (2,170.1) (8.9) (2,179.0)
Insurance claims recoverable from reinsurers 205.6 0.1 - 472 342.9 32.3 375.2
Net insurance claims (1,001.7)  (332.0) (243.0) (250.5) (1,827.2) 23.4  (1,803.8)
Commission expenses 42.9) (184.4) (28.4) (88.3) (344.0) - (344.0)
Operating expenses (377.3)  (177.4) (96.4]  (108.2) (759.3) (0.2) (759.5)
Total expenses (420.2)  (361.8) (124.8) (196.5) (1,103.3) (0.2) (1,103.5)
Operating profit before restructuring 149.1 166.7 45.9 41.8 403.5 26.6 430.1
Restructuring costs (39.9)
Operating profit 390.2
Finance costs (37.2)
Profit before tax 353.0
Underwriting (loss) / profit (84.8) 122.5 26.6 5.8 70.1
Loss ratio 74.9% 40.7% 61.6% 55.3% 60.9%
Commission ratio 3.2% 22.6% 7.2% 19.5% 11.5%
Expense ratio 28.2% 21.7% 24.5% 23.9% 25.3%
COR 106.3% 85.0% 93.3% 98.7% 97.7%

The table below analyses the Group's assets and liabilities by reportable segment at 31 December 2016.

Rescue and

other
Motor Home personal lines  Commercial Run-off Totel
£m £m £m £m £m £m
Goodwill 126.7 45.8 28.7 10.1 - 211.3
Other segment assefs 6,748.9 660.5 1604 15874 /53.2 9910.4
Segment liabilities (5,131.7) (502.2) (122.0) (1,207.0) (637.3)  (7,600.2)
Segment net assets 1,743.9 204.1 67.1 390.5 115.9 2,521.5

The segmental analysis of assets and liabilities is prepared using a combination of asset and liability balances directly attributable
to each operating segment and an apportionment of assets and liabilities managed af a Group wide level.
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The table below analyses the Group's revenue and results for continuing operations by reportable segment for the year ended
31 December 2015. Discontinued operations are detailed in note 5.

Rescue and
other Total Confinuing
Motor Home personal lines  Commercial Ongoing Runoff operations
£m £m £m £m £m £m £m
Gross writfen premium 1,406.7 866.3 394.1 4853 3,1524 0.1 83,1525
Gross eamed premium 1,358.7 880.3 388.0 483.0 3,110.0 0.1 3,110.1
Reinsurance premium (109.4) (35.3) (1.6) 42.9) (189.2) - (189.2)
Net earned premium 1,249.3 845.0 386.4 440.1 2,920.8 0.1 29209
Investment return 138.9 20.5 3.8 31.5 194.7 3.4 198.1
Instalment income 69.7 23.3 1.7 54 100.1 - 100.1
Other operating income 33.9 0.5 12.6 3.7 50.7 - 50.7
Total income 1,491.8 889.3 404.5 480.7  3,266.3 3.5 3,2698
Insurance claims ©56.7)  (434.8)  (231.6) (304.5) (1,927.6) 98.3 (1,829.3)
Insurance claims recoverable from reinsurers 161.9 (0.3) - 28.7 190.3 (27.9) 162.4
Net insurance claims (794.8)  (435.1)  (231.6) (275.8) (1,737.3) 704  (1,666.9)
Commission expenses (31.9) (176.7) (24.5) (86.1) (319.2) 0.1) (319.3)
Operating expenses (327.1) (167.6) (96.4) (98.0) 689.1) 0.7) (689.8)
Total expenses (35Q.0)  (344.3) (120.9)  (184.1) (1,008.3) (0.8) (1,009.1)
Operating profit before restructuring and other
one-off costs 338.0 109.9 52.0 20.8 520.7 73.1 593.8
Restructuring and other one-off costs (48.7)
Operating profit 545.1
Finance costs (37.6)
Profit before tax 507.5
Underwriting profit / (loss) 955 65.6 33.9 (19.8) 175.2
Loss ratio 63.6% 51.5% 59.9% 62.7% 59.5%
Commission ratio 2.6% 20.9% 6.4% 19.6% 10.9%
Expense ratio 26.2% 19.8% 24.9% 22.2% 23.6%
COR Q2.4% 92.2% Q1.2%  104.5% Q4.0%

The table below analyses the Group's assets and liabilities by reportable segment at 31 December 2015.

Rescue and

other
Motor Home personal lines  Commercial Run-off Tofal
£m £m £m £m £m £m
Goodwill 126.4 45.8 28.7 10.1 - 211.0
Other segment assefs 6,303.4 872.2 1779 15739 818.2 Q7456
Other segment liabilities 4,701.9) (650.6) (132.7) (1,174.0) 667.4) (7,326.6)
Segment net assets 1,727.9 267 .4 /3.9 410.0 150.8  2,630.0

All continuing operations are in the UK. The reportable segment net assefs do not represent the Group's view of the capital
requirements for its operating segments.

The segmental analysis of assets and liabilities is prepared using a combination of asset and liability balances directly attributable
to each operafing segment and an apportionment of assets and liabilities managed af a Group wide level.
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Notes to the consolidated financial statements continued

5. Discontinued operations and disposal group

The Group completed the disposal of its ltalian and German subsidiaries (represented by Direct Line Insurance S.p.A and
Direct Line Versicherung AG respectively) on 29 May 2015, which was treated as discontinued operations, generating a gain
on disposal of £167.1 million.

A) Discontinued operations
The following table analyses performance relating to the discontinued operations for the period from 1 January fo disposal on

29 May 2015.

2015

£m

Gross writfen premium 261.1
Gross eamed premium 207.2
Reinsurance premium (78.8)
Net earned premium 128.4
Investment refurn’ 37.1
Instalment income 1.4
Other operating income 0.1
Total income 167.0
Insurance claims (156.2)
Insurance claims recoverable from reinsurers 60.9
Net insurance claims (25.3)
Commission expenses (28.0)
Operating expenses (10.2)
Total expenses (38.2)
Operating profit from discontinued operations 335
Gain on disposal of discontinued operations 1671
Profit before tax from discontinued operations 200.6
Tax charge (19.4)
Profit after tax from discontinued operations 181.2
Underwriﬁng loss 5.1
Loss ratio 74.2%
Commission ratio 21.8%
Expense ratio 8.0%
COR 104.0%

Note:
1. Realised net gains on AFS investments in 2015 included £29.9 million of gains reclassified through the income statement, on disposal of Infernational.

The following table analyses the other comprehensive loss relating to discontinued operations, included in the consolidated statement
of comprehensive income for the period from 1 January to disposal on 29 May 2015.

2015
£m
ltems that may be reclassified subsequently to income statement:
Exchange differences on the translation of foreign operations 14.4
Cash flow hedge (1.2)
Fair value gain on AFS invesiments 0.6
Less: realised net gains on AFS investments included in income statement (31.8)
Tax relating to items that may be reclassified 10.1
Other comprehensive loss for the year net of tax (7.9)
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The following fable analyses the cash flows relating to the discontinued operations included in the consolidated cash flow
statement for the period 1 January to disposal on 29 May 2015.

2015

£m

Net cash generated from operating activities 19.1
Net cash used by invesfing activities (1.5)
Net cash generated from the disposal of discontinued operations' 327.1
Effect of foreign exchange rate changes (9.8)
Net increase in cash and cash equivalents 334.9

Note:

1. The net cash generated from the disposal of discontinued operations comprises the net cash consideration of £422.5 million less the cash held by the German
and ltalian subsidiaries at the point of sale of £95.4 million.

B) Disposal group %‘s:
The following fable analyses the gain on disposal of discontinued operations during the year including the assets and liabilities -4
held for sale in the disposal group immediately prior to the disposal on 29 May 2015. 2
29 May g
2015 e
£m @
Assets
Infangible assets 54
Property, plant and equipment 52
Reinsurance assets 171.0
Deferred tax assets 419
Current tax assefs -
Deferred acquisition cosfs 105.5
Insurance and other receivables 152.3
Prepayments and accrued income 3.1
Financial investments 665.5
Cash and cash equivalents 954
Total assets 1,245.3
Liabilities
Insurance liabilities 504.5
Unearned premium reserve 355.0
Trade and other payables including insurance payables 125.3
Deferred tax liabilities 32.0
Current tax liabilities 4.0
Total liabilities 1,020.8
Net assets 224.5
Cash consideration received! 438.1
Transaction costs (15.6)
Net cash consideration 422.5
Net assets disposed (224.5)
Currency franslation reserve reclassified fo the income statement (30.9)
Gain on disposal of discontinued operations 1671
Note:

1. The Group entered into a foreign currency hedge converting Euro into Sterling in September 2014 for the disposal proceeds. The foreign currency hedge gain of
£34.0 million and other sale-related consideration are included in cash consideration received.
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6. Net earned premium

2016 2015!
£m £m

Gross eamed premium:
Gross writfen premium 3,274.1 3,152.5
Movement in unearned premium reserve (71.3) (42 .4)

3,202.8 3,110.1

Reinsurance premium:

Premium payable (206.2) (191.7)

Movement in reinsurance unearned premium reserve 4.0 2.5

(202.2) (189.2)

Total 3,000.6 2,920.9
Note:

1. Results for the year ended 31 December 2015 are based on continuing operations and exclude discontinued operations.

7. Investment return

2016 2015!
£m £m
Investment income:
Interest income from debt securities 136.5 140.1
Cash and cash equivalent interest income 4.2 6.7
Interest income from infrastructure debt 7.8 4.4
Interest income from commercial real estate loans 1.0 -
Interest income 149.5 151.2
Rental income from investment property 18.4 17.9
167.9 169.1
Net realised gains / (losses):
AFS debt securities 15.3 12.4
Derivatives (282.3) (56.5)
Investment property (nofe 20 1.3 -
(265.7) [44.1)
Net unrealised gains:
Derivatives 265.2 48.9
Investment property (nofe 20 4.1 24.2
269.3 /3.1
Total 171.5 198.1

Note:

1. Results for the year ended 31 December 2015 are based on continuing operations and exclude discontinued operations.

The table below analyses the realised and unrealised gains and losses on derivative instruments included in investment retum.

Realised Unrealised Realised Unrealised
2016 2016 2015! 2015!
£m £m £m £m

Derivative (losses) / gains:
Foreign exchange forward contracts? (425.7) 19.1 (82.4) (19.1)
Associated foreign exchange risk 151.0 253.0 449 61.9
Net (losses) / gains on foreign exchange forward contracts (274.7) 272.1 (37.5) 42.8
Interest rate swaps? (16.9) 20.7 (28.7) 1.2
Associated inferest rate risk on hedged items 93 (27.6) Q7 4.9
Net (losses) / gains on inferest rate derivatives (7.6) (6.9) (19.0) 6.1
Total (282.3) 265.2 (56.5) 48.9

Notes:
1. Results for the year ended 31 December 2015 are based on continuing operations and exclude discontinued operations.

2. Foreign exchange forward contracts are at fair value through the income statement and inferest rate swaps are designated as hedging instruments.
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8. Other operating income

2016 2015!
£m £m
Vehicle replacement referral income 14.1 12.5
Revenue from vehicle recovery and repair services 19.3 15.5
Other income? 24.8 22.7
Total 58.2 50.7
Notes:
1. Results for the year ended 31 December 2015 are based on continuing operations and exclude discontinued operations.
2. Other income includes legal services revenue, salvage income and fee income from insurance intermediary services.
9. Net insurance claims
Gross Reinsurance Net Cross Reinsurance Net
2016 2016 2016 2015! 2015! 2015 3
£m £m £m £m £m £m %
Current accident year claims paid 1,131.7 - 1,131.7 1,037.0 - 1,037.0 ?T.
Prior accident year claims paid 905.2 (18.8) 886.4 941.9 (15.9) 926.0 g
Increase / (decrease) in insurance liabilities 142.1 (356.4) (214.3) (149.6) (146.5) (296.1) 3
Total 2,179.0 (375.2) 1,803.8 1,829.3 (162.4) 1,666.9 7
Note:
1. Results for the year ended 31 December 2015 are based on continuing operations and exclude discontinued operations.
The table below analyses the claims handling expenses included in the net insurance claims.
2016 2015!
£m £m
Ongoing operations 164.4 195.6
Run-off 1.2 4.8
Total 165.6 200.4
Note:
1. Results for the year ended 31 December 2015 are based on continuing operations and exclude discontinued operations.
10. Commission expenses
2016 2015!
£m £m
Commission expenses 246.8 253.2
Expenses incurred under profit participations 97.2 606.1
Total 344.0 319.3
Note:
1. Results for the year ended 31 December 2015 are based on continuing operations and exclude discontinued operations.
11. Operating expenses
Restructuring
Total Ongoing costs Run-off  Total Group
2016 2016 2016 2016
£m £m £m £m
Staff costs! 269.0 16.0 - 285.0
Other operating expenses' 2% 250.9 23.9 0.2 2750
Marketing 112.6 = = 112.6
Amortisation and impairment of other intangible assets 96.7 = = 96.7
Depreciation 30.1 = = 30.1
Total 759.3 39.9 0.2 799.4

Notes:
1. Staff costs and other operating expenses aftributable to claims handling activities are allocated to the cost of insurance claims.
2. Other operating expenses include IT costs, insurance levies, professional fees and property costs.

3. A properiy site in Bristol comprising of freehold property and fixtures and fittings was transferred from freehold property to assets held for sale in 2016. The
property with a carrying value of £23.5 million was remeasured on transfer fo its fair value of £3.8 million resulting in a charge to other operating expenses in
Restructuring of £19.7 million.
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11. Operating expenses continued

Resfructuring

and other
Total Ongoing one-off costs Runoff  Total Group
2015! 2015! 2015! 2015!
£m £m £m £m
Staff costs? 254.2 18.7 04 273.3
Other operating expenses?®# 219.0 30.0 0.2 249.2
Marketing 117.8 - 0.1 117.9
Amortisation and impairment of other intangible assets 67.4 - - o7 4
Depreciation 30.7 - - 30.7
Total 689.1 48.7 0.7 738.5

Notes:

1. Results for the year ended 31 December 2015 are based on continuing operations and exclude discontinued operations.

. Staff costs and other operating expenses atiributable to claims handling activities are allocated to the cost of insurance claims.

2
3. Other operating expenses include IT costs, insurance levies, professional fees and property costs.
4

. The Pudsey sites were transferred from property, plant and equipment to assets held for sales in 2015. The sites with a carrying value of £22.1 million were
remeasured on fransfer to their fair value of £5.1 million resulting in a charge fo other operating expenses in Resfructuring of £17.0 million.

The table below analyses the number of people employed by the Group's operations.

At 31 December

Average for the year

2016 2015 2016 2015!
Operations 9,692 9,531 9,546 9,564
Support 1,285 1,190 1,353 1,257
Total 10,977 10,721 10,899 10,821

Notes:

1. Results for the year ended 31 December 2015 are based on continuing operations and exclude discontinued operations.
2. The increase in 2016 headcount relates fo the acquisition of additional UK accident repair centres and recruitment of additional DLG Llegal Services Limited

employees.

The aggregate remuneration of those employed by the Group's operations comprised:

2016 2015'
£m £m
Wages and salaries 348.1 3354
Social security costs 38.9 37.8
Pension costs 24.4 234
Share-based payments 16.8 12.1
Total 428.2 408.7
Note:
1. Results for the year ended 31 December 2015 are based on continuing operations and exclude discontinued operations.
The table below analyses auditor's remuneration in respect of the Group's operations.
2016 2015!
£m £m
Fees payable for the audit of:
The Company's annual accounts 0.3 0.3
The Company's subsidiaries 1.5 1.6
Total audit fees 1.8 1.9
Fees payable for non-audit services:
Auditrelated assurance services 0.2 0.3
Other services 0.2 0.6
Total non-audit services 0.4 09
Total 22 2.8
Note:

1. Results for the year ended 31 December 2015 are based on continuing operations and exclude discontinued operations.
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Aggregate Directors’ emoluments
The table below analyses the total amount of Directors’ remuneration, all of which is in relation to continuing operations,
in accordance with Schedule 5 to the Accounting Regulations.

2016 2015

£m £m

Salaries, fees, bonuses and benefits in kind 3.1 3.5
Gains on exercise of share options 35 4.9
Defined contribution pension scheme contributions - 0.1
Total 6.6 8.5

Further information about the remuneration of individual Directors is provided in the Directors’ remuneration report.

At 31 December 2016, one Director (2015: one) had refirement benefits accruing under the defined contribution pension
scheme in respect of qualifying service. During the year ended 31 December 2016, one Director exercised share options

o

(2015: two). §

12. Finance costs ;T

2016 2015! )

£m £m ?D

Inferest expense on subordinated liabilities 46.3 46.3 )
Net interest received on designated hedging instrument? (8.0) (8.0)
Unrealised (gain) / loss on designated hedging instrument? (19.6) 4.5
Unrealised loss /' (gain) on associated interest rate risk on hedged item? 17.8 (5.9)
Amortisation of arrangement costs and discount on issue of subordinated liabilities 0.7 0.7
Total 37.2 37.6

Notes:
1. Results for the year ended 31 December 2015 are based on continuing operations and exclude discontinued operations.

2. As described in note 31, on 27 April 2012 the Group issued subordinated guaranteed dated notes with a nominal value of £500 million at a fixed rate of
9.25%. On the same date, the Group also enfered into a 10-year designated hedging insfrument to exchange the fixed rate of interest on the notes for a floating
rafe of three-month LIBOR plus a spread of 706 basis points, which increased to 707 basis points with effect from 29 July 2013.

13. Tax charge

2016 2015!
£m £m
Current faxation:

Charge for the year 84.4 103.5
Over provision in respect of prior year? (7.7) (4.6)
76.7 98.9

Deferred taxation (note 14):
(Credit) / charge for the year (5.1) 6.4
Under provision in respect of prior year 2.6 3.0
(2.5) 9.4
Current faxation 76.7 98.9
Deferred taxation (note 14) (2.5) 04
Tax charge for the year 74.2 108.3

Notes:
1. Results for the year ended 31 December 2015 are based on continuing operations and exclude discontinued operations.

2. The prior year current tax credit for the year ended 31 December 2016 includes £5.6 million relating to refrospective claims for research and development
tax relief.
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13. Tax charge continued

The following table analyses the difference between the actual income tax charge and the expected income tax charge

computed by applying the standard rate of corporation tax of 20.0%' (2015: 20.25%).

2016 20157

£m £m

Profit before tax 353.0 507.5

Expected tax charge 70.6 102.8
Effects of:

Disallowable expenses 9.7 7.8

Effect of change in corporation faxation rate (1.0) (0.7)

Over provision in respect of prior year (5.1) (1.6]

Tax charge for the year 74.2 108.3

Effective income tax rate 21.0% 21.3%

Notes:

1. In the Finance Act 2013 the UK Government enacted a reduction in the UK corporation tax rate from 21% to 20% effective from 1 April 2015. The Finance
[No 2) Act 2015 enacted further reductions to 19% effective from 1 April 2017 and 18% effective from 1 April 2020. The Finance Act 2016 then enacted a
further reduction to 17% effective from the 1 April 2020. As a consequence, the closing deferred tax assets and liabilities have been recognised at the tax rates
expected to apply when the assets or liabilities are setfled. The impact of these changes on the tax charge for the year is set out in the table above.

2. Results for the year ended 31 December 2015 are based on continuing operations and exclude disconfinued operations.

14. Current and deferred tax

2016 2015
. £m £m
Per balance sheet:
Current tax assets 0.1 0.1
Current fax liabilities (0.5) (10.3)
Deferred tax liabilities (46.0) (29.9)

The table below analyses the major deferred tax assets and liabilities recognised by the Group and movements thereon.

Provisions Depreciation

and other Retirement  in excess of Non- AFS

femporary benefit capital  distributable Investment  Sharebased  revaluation

differences  obligafions  allowances reserve’ properties payments reserve Total

£m £m £m £m m £m £m £m

At 1 January 2015 54 0.7) 0.8 (25.0) (4.8) 3.7 - (20.6)
(Charge) / credit fo the income
sfatement on continuing operations 2.1) 0.1) - (3.9) (3.6) 0.3 - (9.4)
Charge to other comprehensive
income - (1.6) - - - - - (1.6)
Credit direct to equity - - - - - 1.7 - 1.7
At 31 December 2015 3.3 (2.4) 0.8 (28.9) (8.4) 57 - (29.9)
(Charge) / credit to the income
statfement on continuing operations (0.7) (0.4) (1.8) 55 0.2 (0.3) - 2.5
Charge to other comprehensive
income - 0.7 - - - - (18.0) (17.3)
Credit direct to equity - - - - - (1.3) - (1.3)
At 31 December 2016 2.6 (2.1) (1.0) (23.4) (8.2) 4.1 (18.0) (46.0)
Note:

1. The nondistributable reserve was a statutory claims equalisation reserve calculated in accordance with the rules of the PRA. With the infroduction of Solvency Il on
1 January 2016, the requirement to maintain this reserve ceased and the balance at 31 December 2015 was released fo retained eamings. The taxation of this
release is spread over six years from the change in regulation. This is provided for in deferred tax above as it represents the future unwind of previously claimed
tax deductions for transfers info this reserve.

In addition, the Group has an unrecognised deferred tax asset at 31 December 2016 of £7.5 million [2015: £4.1 million)
in relation fo capifal losses of which £4.1 million [2015: £1.0 million) relates to realised losses and £3.4 million
(2015: £3.1 million) relates to unrealised losses.
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15. Dividends

2016 2015
£m £€m
Amounts recognised as distributions to equity holders in the period:
2015 final dividend of 9.2p per share paid on 19 May 2016 126.0 -
2014 final dividend' of 8.8 pence per share paid on 17 April 2015 = 131.6
2016 first inferim dividend of 4.9 pence per share paid on 9 September 2016 67.1 -
2015 first inferim dividend of 4.6 pence per share paid on 11 September 2015 - 63.0
2016 first special inferim dividend of 10.0 pence per share paid on @ September 2016 136.9 -
2015 first special inferim dividend of 27.5 pence per share paid on 24 July 2015 - 411.5
2015 second special interim dividend of 8.8p per share paid on 19 May 2016 120.6 -
2014 second special interim dividend of 4.0 pence per share paid on 17 April 2015 - 59.9
450.6 666.0
Proposed dividends: %‘::
2016 final dividend of 9.7 pence per share 133.4 - é.
2015 final dividend of 9.2 pence per share - 126.5 ;_::_T
2015 second special interim dividend of 8.8 pence per share - 121.0 g
Note: g.

1. The Board paid an interim dividend in lieu of a final dividend.
The proposed final dividend for 2016 has not been included as a liability in these financial statements.

The trustees of the employee share trusts waived their entilement to dividends on shares held to meet obligations arising on the
long Term Incentive Plan, Deferred Annual Incentive Plan and Restrictive Share Plan awards, which reduced the total dividend

paid for the year ended 31 December 2016 by £1.8 million (2015: £1.7 million).

16. Earnings per share
Eamings per share is calculated by dividing eamings atiributable to the owners of the Company by the weighted average
number of Ordinary Shares during the year.

On 30 June 2015, the Group completed an 11 for 12 share consolidation which had the effect of reducing the number of
shares in issue from 1,500 million Ordinary Shares of 10 pence each to 1,375 million new Ordinary Shares of 10 9/ pence
each. The weighted average number of Ordinary Shares used in calculating basic and diluted eamings per share for the year
ended 31 December 2015 reflects this share consolidation.

Basic

Basic earnings per share is calculated by dividing the earnings atiributable fo the owners of the Company by the weighted
average number of Ordinary Shares for the purposes of basic eamings per share during the period, excluding Ordinary Shares
held as employee trust shares.

2016 2015

£m £m
Eamings attributable to owners of the Company arising from:
Continuing operations 278.8 399.2
Discontinued operations = 181.2
Total Group 278.8 580.4
Weighted average number of Ordinary Shares (millions) 1,368.7 1,431.2
Basic earnings per share (pence):
Continuing operations 20.4 27.9
Discontinued operations - 12.7
Total Group 20.4 40.6
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Notes to the consolidated financial statements continued

16. Earnings per share continued

Diluted

Diluted eamings per share is calculated by dividing the earnings attributable to the owners of the Company by the weighted
average number of Ordinary Shares during the period adjusted for dilutive potential Ordinary Shares. The Company has share
options and contingently issuable shares as categories of dilutive potential Ordinary Shares.

2016 2015
£m £m
Earnings afiributable to owners of the Company arising from:
Continuing operations 278.8 399.2
Discontinued operations = 181.2
Total Group 278.8 580.4
Weighted average number of Ordinary Shares [millions) 1,368.7 1,431.2
Effect of dilutive potential of share options and contingently issuable shares (millions) 13.1 17.8
Weighted average number of Ordinary Shares for the purpose of diluted eamings per share [millions) 1,381.8 1,449.0
Diluted earnings per share (pence):
Continuing operations 20.2 27.6
Discontinued operations - 12.5
Total Group 20.2 40.1

17. Net assets per share and return on equity
Net assef value per share is calculated as total shareholders’ equity divided by the number of Ordinary Shares at the end of
the period excluding shares held by employee share frusts.

Tangible net asset value per share is calculated as tofal shareholders” equity less goodwill and other infangible assets divided
by the number of Ordinary Shares at the end of the period excluding shares held by employee share frusts.

The table below analyses net asset and tangible net assef value per share.

2016 2015
At 31 December £m gm
Net assets 2,521.5 2,630.0
Goodwill and other infangible assefs (508.9) (524.8)
Tangible net assets 2,012.6 2,105.2
Number of Ordinary Shares [millions) 1,375.0 1,375.0
Shares held by employee share trusts (millions) (9.9) 6.3)
Closing number of Ordinary Shares [millions) 1,365.1 1,368.7
Net asset value per share (pence) 184.7 192.2
Tangible net asset value per share (pence) 147.4 153.8
Return on equi
The table below details the calculation of return on equity.

2016 2015

£m £m

Eamings atiributable to owners of the Company arising from:
Continuing operations 278.8 399.2
Discontinued operations - 181.2
Total Group 278.8 580.4
Opening shareholders’ equity 2,630.0 2,810.5
Closing shareholders” equity 2,521.5 2,630.0
Average shareholders’ equity 2,575.8 2,720.2
Return on equity 10.8% 21.3%

160 Direct Line Group Annual Report & Accounts 2016



18. Goodwill and other intangible assets

Other
infangible
Goodwill assefs Total
£m £m £m

Cost
At 1 January 2015 211.0 428.5 639.5
Acquisitions and additions - 747 747
Disposals and writeoff! - (8.0) (8.0)
At 31 December 2015 211.0 495.2 706.2
Acquisitions and addifions 0.3 80.5 80.8
Disposals and writeoff! - (5.8) (5.8)
At 31 December 2016 211.3 569.9 781.2
Accumulated amortisation and impairment
At 1 January 2015 - 122.0 122.0
Charge for the year relafing to continuing operations - 631 63.1
Disposals and write-off! - (8.0) (8.0)
Impairment losses - 4.3 43
At 31 December 2015 - 181.4 181.4
Charge for the year - 57.4 57.4
Disposals and writeoff! - (5.8) (5.8)
Impairment losses? = 39.3 39.3
At 31 December 2016 - 272.3 272.3
Carrying amount
At 31 December 2016 2113 297.6 508.9
At 31 December 2015 211.0 313.8 524.8

Notes:
1. Disposals and write-off include fully amortised intangible assefs no longer ufilised by the Group in its operating acfivities.

2. The impairment losses relate to capitalised software development costs for ongoing IT projects primarily relating to development of new systems. The impairment
losses result from a review of the projected benefits and the charge which reduced the carrying value of impaired assets to £nil, is reflected in the Motor segment.

Goodwill arose on the acquisition of U K Insurance Limited (£14 1.0 million) and Churchill Insurance Company Limited

(£70.0 million), which is allocated across Motor, Home, Rescue and other personal lines and Commercial. The addition o
goodwill in the year ended 31 December 2016 of £0.3m arose on acquisition of two accident repair centres with a combined
purchase price of £3.6 million which was allocated to Motor.

The Group's festing for goodwill impairment includes the comparison of the recoverable amount of each CGU to which goodwill
has been allocated with its carrying value and updated at each reporting date in the event of indications of impairment.
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Notes to the consolidated financial statements continued

18. Goodwill and other intangible assets continved
The table below analyses the goodwill of the Group by CGU.

2016 2015

£m £m

Motor 126.7 126.4
Home 458 45.8
Rescue and other personal lines 287 28.7
Commercial 10.1 10.1
Total 211.3 211.0

There have been no impairments in goodwill for the year ended 31 December 2016 (2015: £nil).

The recoverable amount is the higher of the CGU fair value less the costs fo sell and ifs value-in-use. Value-in-use is the present
value of expected future cash flows from the CGU. Fair value is the estimated amount that could be obtained from the sale of
the CGU in an arm’s length fransaction between knowledgeable and willing parties.

The recoverable amounts of all CGUs were based on the value-inuse test, using the Group's fiveyear sfrategic plan. The longterm
growth rates have been based on GDP rates adjusted for inflation. The risk discount rates incorporate observable market long-ferm
govermnment bond yields and average industry betas adjusted for an appropriate risk premium based on independent analysis.

The table below details the recoverable amounts in excess of carrying value for the CGUs where goodwill is held.

Sensitivity: Impact on

Assumptions recoverable amount of a:

Terminal Prefax Recoverable 1% decrease in - 1% increase in 1% decrease

growth discount amount in excess  ferminal growth  predax discount in forecast

rafe rate  of carrying value rate rafe prefax profit’

CGU % % £m £m £m £m

Motor 3.0 11.6 686.0 (189.9) (260.5) (24.8)

Home 3.0 11.6 667.9 (66.6) (68.2) (2.0

Rescue and other personal lines 3.0 11.6 611.6 (56.6) (76.9) 6.9)

Commercial 3.0 11.6 374.1 62.1) (84.5) (7.6)
Note:

1. Reflects a 1% decrease in the profit for each year of the five-year plan.

162 Direct Line Group Annual Report & Accounts 2016



19. Property, plant and equipment

Freehold land Other

and buildings equipment Tolal
£m £m £m

Cost
At 1 January 2015 83.8 154.3 238.1
Additions 17.9 492 671
Disposals 0.1 (15.7) (15.8)
Transfer to assets held for sale (note 28) (22.6) - (22.6)
At 31 December 2015 79.0 187.8 266.8
Additions 18.8 31.1 499
Disposals - (14.3) (14.3)
Transfer to assets held for sale (note 28) (18.0) (8.3) (26.3)
At 31 December 2016 79.8 196.3 276.1 ]
Accumulated depreciation and impairment 3
At 1 January 2015 1.7 55.1 56.8 g
Depreciation charge for the year relating to confinuing operations 1.2 29.5 30.7 g
Disposals - (11.3) (11.3) 3
Impairment losses - 4.8 438 7
Transfer to assets held for sale (note 28) (0.5) - (0.5)
At 31 December 2015 24 78.1 80.5
Depreciation charge for the year 1.0 29.1 30.1
Disposals - (12.6) (12.6)
Transfer to assets held for sale (note 28) (0.3) (2.5) (2.8)
At 31 December 2016 3.1 92.1 95.2
Carrying amount
At 31 December 2016 76.7 104.2 180.9
At 31 December 2015 76.6 109.7 186.3

The Group is satisfied that the aggregate value of property, plant and equipment is not less than its carrying value.

20. Investment property

2016 2015

£m £m

At 1 January 347.4 307.2
Additions at cost 1.4 16.0
Increase in fair value during the year 54 24.2
Disposals (25.2) -
At 31 December 329.0 347.4

Note:
1. The cost included in carrying value at 31 December 2016 is £275.3 million (2015: £295.5 million).

The investment properties are measured at fair value derived from valuation work carried out at the balance sheet date by
independent property valuers.

The valuation conforms to international valuation standards. The fair value was determined using a methodology based on recent
market fransactions for similar properties, which have been adjusted for the specific characteristics of each property within the
portfolio. This approach to valuation is consistent with the methodology used in the year ended 31 December 2015.

lease agreements with tenants are drawn up in line with local practice and the Group has no exposure fo leases that include
contingent rents.
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Notes to the consolidated financial statements continued

21. Subsidiaries

The principal subsidiary undertakings of the Group, over which it exercises 100% voting power, are shown below. Their capifal
consists of Ordinary Shares which are unlisted. All subsidiaries (a full list of which is included in note 2 of the Company financial
statements) are included in the Group's consolidated financial information.

Place of incorporation

Name of subsidiary and operation Principal activity
DL Insurance Services Limited United Kingdom Management services
U K Insurance Limited United Kingdom General insurance

On 29 May 2015, the Group completed the sale of ifs International business comprising Direct Line Insurance S.p.A and Direct
Line Versicherung AG for a cash consideration of £438.1 million. Defails of the fair value of assets and liabilities disposed of
and the gain on disposal are set out in note 5B.

The Group did not dispose of any other subsidiaries in the years ended 31 December 2016 and 31 December 2015.

22. Reinsurance assets

2016 2015
£m £m
Reinsurers’ share of general insurance liabilities 1,329.0 975.8
Impairment provision (50.7) (53.9)
1,278.3 921.9
Reinsurers’ uneamed premium reserve 93.5 89.5
Total 1,371.8 1,011.4
Movements in reinsurance asset impairment provision
2016 2015
£m £m
At 1 January (53.9) (66.4)
Additional provision (4.2) (5.0)
Release to income statement 7.4 17.5
At 31 December (50.7) (53.9)
23. Deferred acquisition costs
2016 2015
£m £m
At 1 January 203.8 208.4
Net decrease in the year (0.7) (4.6)
At 31 December 203.1 203.8
24. Insurance and other receivables
2016 2015
£m €m
Receivables arising from insurance contracts:
Due from policyholders 820.8 800.1
Impairment provision of policyholder receivables (0.3) (0.7)
Due from agentfs, brokers and infermediaries 66.4 60.0
Impairment provision of agent, broker and intermediary receivables (1.0) (1.3
Other debtors 102.4 Q7.7
Total 988.3 955.8
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25. Derivative financial instruments

2016 2015
£m £m
Derivative assets
At fair value through the income statement:
Foreign exchange contracts (forwards) 21.4 0.4
Designated as hedging instruments:
Foreign exchange confracts (forwards)'! 1.7 0.3
Interest rate swaps 56.6 18.9
Total 79.7 19.6
Derivative liabilities
At fair value through the income statement:
Foreign exchange confracts (forwards) 43.5 422
Designated as hedging instruments: g
Foreign exchange contracts (forwards)'! - 0.1 é.
Interest rate swaps 1.6 4.1 %T
Total 45.1 46.4 g
]
Note: @
1. Cash flow hedges in relation to supplier payments.
26. Financial investments
2016 2015
£m £m
AFS debt securities
Corporate 4,183.7 4,182.4
Supranational 98.6 140.1
Local government 217 105.3
Sovereign 341.2 442.7
Securitised credit - 356.1
Total 4,645.2 5,226.6
HTM debt securities
Corporate 85.1 13.5
Total debt securities 4,730.3 5,240.1
Total debt securities
Fixed inferest rate! 4,709.6 4,801.6
Floating inferest rate 20.7 438.5
Total 4,730.3 5,240.1
Loans and receivables
Deposits with credit institutions with maturities in excess of three months - 44.9
Infrastructure debt 337.0 329.6
Commercial real estate loans 79.7 -
Totall 5,147.0 50614.6
Note:

1. The Group swaps a fixed interest rate for a floating rate of interest on its US Dollar, Euro and a small amount of its Sterling corporate debt securities by entering
info interest rate derivatives. The hedged amount at 31 December 2016 was £1,593.6 million (2015: £1,283.3 million).
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27. Cash and cash equivalents and borrowings

2016 2015

£m £m

Cash at bank and in hand 166.6 131.8
Shortterm deposits with credit institutions! 999.5 831.9
Cash and cash equivalents 1,166.1 963.7
Bank overdrafts? (55.3) 61.3)
Cash and bank overdrafts? 1,110.8 902.4

Notes:
1. This represents money market funds with no notice period for withdrawal.

2. Bank overdrafts represent shortterm timing differences between transactions posted in the records of the Group transactions flowing through the accounts
at the bank.

3. Cash and bank overdrafts is included for the purposes of the consolidated cash flow statement.

The effective interest rate on shortferm deposits with credit institutions for the year ended 31 December 2016 was 0.45%

(2015: 0.56%) and average maturity was 10 days (2015: 10 days).

28. Assets held for sale

2016 2015
£m £m
Freehold property held for sale' 38 5.1

Note:

1. The freehold property held for sale at 31 December 2016 is a site in Bristol which was transferred from property, plant and equipment to AFS in 2016 with a
carrying value of £23.5 million and impaired by £19.7 million o reflect the costs of remediation and estimated realisable value. The freehold property held for
sale at 31 December 2015 comprising the sites at Pudsey were sold in the year releasing the carrying value.

29. Share capital

2016 2015
Number Number 2016 2015
Millions Millions £m £m
Issued and fully paid: equity shares
Ordinary Shares of 10 '°/11 pence each 1,375 1,375 150.0 150.0

At a General Meeting on 29 June 2015, shareholders approved a share consolidation which completed on 30 June 2015.
As a result of the share consolidation, shareholders held 11 new Ordinary Shares of 10 '°/11 pence each issued by the
Company in exchange for every 12 Ordinary Shares of 10 pence each held immediately prior o the share consolidation,
which were cancelled by the Company.

Employee trust shares
The Group satisfies share-based payments under the Group's share plans primarily through shares purchased in the market and
held by employee share frusts.

At 31 December 2016, 9,946,340 Ordinary Shares (2015: 6,256,108 Ordinary Shares) were owned by the employee
share frusts with a cost of £34.3 million (2015: £20.4 million). These Ordinary Shares are carried at cost and have a market
value of £36.7 million (2015: £25.5 million).
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30. Other reserves
Movements in the revaluation reserve for AFS investments

2016 2015
£m £m
At 1 January 54 115.6
Revaluation during the year — gross 119.6 (100.5)
Revaluation during the year — fax (20.2) 22.0
Realised gains — gross (15.3) (12.5)
Realised gains — tax 2.6 2.5
Realised gain on disposal of subsidiary — gross - (31.8)
Realised gain on disposal of subsidiary — tax - 10.1
At 31 December 92.1 5.4
Movements in the non-distributable reserve T
2016 2015 8
£m £m 2
At 1 January 152.9 124.9 e
Transfer (to) / from retained earnings (152.9) 28.0 g
At 31 December = 152.9 §~

The non-distributable reserve is a statutory claims equalisation reserve that is calculated in accordance with the rules of the PRA.
With the introduction of Solvency Il on 1 January 2016 the requirement to maintain the reserve ceased and the non-distributable
reserve transferred into refained eamings. A new model fo calculate the Group's capital requirements under Solvency Il was

agreed with the PRA in June 2016.

Capital reserves

2016 2015
£m £m
Capital contribution reserve! 100.0 100.0
Capital reduction reserve? 1,350.0 1,350.0
Total 1,450.0 1,450.0
Notes:
1. Arose on the cancellation of a debt payable fo a shareholder.
2. Arose on the reduction of nominal value of each share in issue with a corresponding transfer to capital reduction reserve.
31. Subordinated liabilities
2016 2015
£m £m
Subordinated guaranteed dated notes 539.6 521.1

The subordinated guaranteed dated notfes were issued on 27 April 2012 at a fixed rate of 9.25%. On the same date, the
Group also entered into a 10~year designated hedging instrument to exchange the fixed rate of interest for a floating rate of
three-month LIBOR plus a spread of 706 basis points which was credit value adjusted to 707 basis points with effect from
29 July 2013.

The notes, with a nominal value of £500 million, have a redemption date of 27 April 2042. The Group has the option to repay
the notes on specific dates from 27 April 2022. If the notes are not repaid on that date, the rate of interest will be reset at a rate
of the six-month LIBOR plus 7.91%.

The nofes are unsecured, subordinated obligations of the Group, and rank pari passu without any preference among themselves.
In the event of a winding-up or of bankruptcy, they are to be repaid only after the claims of all other senior creditors have been met.

The Group has the option to defer inferest payments in certain circumstances on the notes but fo date has not exercised this right.
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32. Insurance liabilities

2016 2015
£m £m
Insurance liabilities 4,666.6 4,524.5
Gross insurance liabilities
2007 2008 2009 2010 2011 2012 2013 2014 2015 2016 Total
Accident year £m em £m em em em £m £m m £m £m
Estimate of ultimate
gross claims costs:
At end of accident
year 4,014.7 3,393.4 3,823.3 3,941.7 2,698.1 2,372.7 2,184.0 2,094.5 2,118.1 2,157.7
One vear later [44.7) 50.8 121.6 (117.1) (99.3) (163.3) (117.6) 20.7  (30.0)
Two years lafer 7.8 517 (37.0)  (99.1) (94.6) (118.9) (153.0) (38.4)
Three years later 64.8 (36.7) (14.0)  (50.3) (89.3) 49.3)  (21.0)
Four years later (5.4)  (16.7) (101.5) (105.5) 60.9) @.9)
Five years later (12.1)  (55.5) (38.8) (57.7) (21.2)
Six years later (24.4)  (45.7) (80.8) (25.9)
Seven years later (18.8) (29.9] (27.3)
Eight vears later (14.4)  (16.2)
Nine years later 0.5
Current estimate of
cumulative claims 3,968.0 3,205.2 3,6455 3,486.1 2,332.8 2,031.3 1,8924 20768 2,088.1 2,157.7

Cumulative payments
fo date

(3,770.5)(3,178.8)(3,463.0)(3,279.1)(2,134.6)(1,813.0) (1,552.7) (1,451.3) (1,360.7) (1,019.4)

Gross liability

recognised in

balance sheet 197.5 116.4 1825 2070 1982 2183 3397 6255 7274 1,138.3 3,950.8
2006 and prior 636.5
Claims handling
provision 79.3
Total 4,666.6
Net insurance liabilities
2007 2008 2009 2010 2011 2012 2013 2014 2015 2016 Total

Accident year £m em £m £m em em £m m £m £m £m
Estimate of ultimate
net claims costs:

At end of accident

year 3,970.3 3,334.7 3,790.6 3,902.0 26444 2,271.8 20939 1,971.0 19267 19222

One vear later (64.3) 52.0 70.0 (125.2) (131.5) (146.7) (123.6) (29.7) (67.0)

Two years lafer (14.5) 159 (17.4) (120.4) (82.1) (107.8) (134.4) (42.0)

Three years later 329  (22.8) (54.1) (44.0) (76.5) (35.6) (27.8)

Four years later (8.9) (45.8) 67.0)  (93.6) (48.7) (11.9)

Five years later (17.6)  (48.7) (29.6)  (52.3) (37.3)

Six years later (19.6)  (30.9) (74.6)  (43.9)

Seven years later (16.0) (24.5) (38.2)

Eight vears later (12.5)  (16.2)

Nine years later (7.5)
Current estimate of
cumulative claims 3,842.3 3,213.7 3,579.7 3,422.6 2,268.3 1,970.1 1,808.1 1,899.3 1,859.7 10222
Cumulative payments
to date (3,705.2)(3,139.0)(3,429.8) (3,264.4)(2,111.2)(1,800.7) (1,537.1)(1,449.7)(1,358.7) (1,019 4)
Net liability
recognised in
balance sheet 137.1 747 1499 158.2 157.1 1694 2710 4496 501.0 9028 2,970.8
2006 and prior 338.2
Claims handling
provision 79.3
Total 3,388.3
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Movements in gross and net insurance liabilities

Gross Reinsurance Net
£m £m £m
Claims reported 2,791.1 (315.3) 2,475.8
Incurred but not reported 1,778.2 (460.2) 1,318.0
Claims handling provision 104.8 - 104.8
At 1 January 2015 4,674.1 (775.5) 3,898.6
Cash paid for claims setfled in the year (1,978.9) 16.0 (1,962.9)
Increase / (decrease) in liabilities:
Avrising from currentyear claims 2,307.6 (191.4) 2,116.2
Avrising from prioryear claims 478.3) 20.0 (449.3)
At 31 December 2015 4,524.5 921.9) 3,602.6
Claims reported 2,732.2 (375.0) 2,357.2
Incurred but not reported 1,697.9 (546.9) 1,151.0 ?-:'
Claims handling provision Q4.4 - Q4.4 a.
At 31 December 2015 45245 (9219  3,6026 Py
Cash paid for claims setfled in the year (2,036.9) 18.8 (2,018.1) %
Increase / (decrease) in liabilities: fz
Arising from currentyear claims 2,329.3 (235.4) 2,093.9 &
Avrising from prioryear claims (150.3) (139.8) (290.1)
At 31 December 2016 4,666.6 (1,278.3) 3,388.3
Claims reported 2,584.5 (388.3) 2,196.2
Incurred but not reported 2,002.8 (890.0) 1,112.8
Claims handling provision 79.3 = 79.3
At 31 December 2016 4,666.6 (1,278.3) 3,388.3
Movement in prior-year net claims liabilities by operating segment
2016 2015
£m £m
Motor (123.5) (266.8)
Home (75.9) 41.9)
Rescue and other personal lines (17.5) (13.6)
Commercial (49.8) (56.6)
Total Ongoing (266.7) (378.9)
Run-off (23.4) (70.4)
Total (290.1) (449.3)
33. Unearned premium reserve
Movement in unearned premium reserve
Gross Reinsurance Net
£m £m £m
At 1 January 2015 1,434.2 8701 1,347.2
Net movement in the year 424 (2.5) 39.9
At 31 December 2015 1,476.6 (89.5) 1,387.1
Net movement in the year 71.3 (4.0) 67.3
At 31 December 2016 1,547.9 (93.5) 1,454.4
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34. Retirement benefit obligations

Defined contribution scheme
The pension charge in respect of the defined contribution scheme for the year ended 31 December 2016 was £24.9 million

(2015: £23.5 million).

Defined benefit scheme

The Group's defined benefit pension scheme was closed in 2003 although the Group remains the sponsoring employer for
obligations to current and deferred pensioners based on qualifying years' service and final salaries. The defined benefit scheme is
legally separated from the Group with trustees who are required by law to act in the inferests of the scheme and of dll the relevant
stakeholders. The frustees of the pension scheme are responsible for the investment policy with regard fo the assets of the scheme.

The weighted average duration of the defined benefit obligations at 31 December 2016 is 20 years (2015: 20 years) using
accounting assumptions.

The table below sets out the principal assumptions used in defermining the defined benefit scheme obligations.

2016 2015

% %

Rate of increase in pension payment 2.2 2.1
Rate of increase of deferred pensions 2.2 2.1
Discount rate 27 3.8
Inflation rate 8 3.2

No assumption has been made for salary growth as there are no obligations in the scheme that are linked to future increases
in salaries.

Post-retirement mortality assumptions

2016 2015
Life expectancy at age 60 now:
Males 88.1 87.8
Females 90.1 89.9
Life expectancy at age 60 in 20 years’ time:
Males 90.3 90.1
Females 92.5 92.3
The table below analyses the fair value of the scheme assets by type of asset.
2016 2015
£m £m
Indexlinked bonds 28.6 21.5
Govermnment bonds 16.9 13.7
Corporate bonds - 438
Liquidity fund’ 563 55
Other 0.7 0.6
Total 102.5 85.1

Note:
1. The liquidity fund is an investment in an open ended fund incorporated in the Republic of Ireland which targets capital stability and income in the UK. It is invested
in shortterm fixed income and variable rate securities (such as Treasury Bills) listed or fraded on one or more recognised exchange.

The majority of debt and equity instruments held directly or through the liquidity fund have quoted prices on active markets.
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Movement in net pension surplus

Present value of

Fair value of  defined benefit
defined benefit scheme Net pension
scheme assets obligations surplus
£m £m £m
At 1 January 2015 83.1 (79.6) 3.5
Income statement:
Net interest income / (cost)! 2.8 2.7) 0.1
Statement of comprehensive income:
Actuarial gains arising from experience adjustments (1.9 1.2 (0.7)
Actuarial gains arising from changes in demographic assumptions - 1.1 1.1
Actuarial gains arising from changes in financial assumptions - 6.3 6.3
Contributions by employer 2.8 - 2.8
Benefits paid (1.7) 1.7 - I
At 31 December 2015 85.1 (72.0) 13.1 3
Income statement: ?T.
Net interest income / [cost)’ 3.2 (2.7) 0.5 g
Statement of comprehensive income: ‘3
Actuarial gains arising from experience adjustiments 13.7 1.2 14.9 &
Actuarial losses arising from changes in financial assumptions - (19.3) (19.3)
Contributions by employer 2.8 - 2.8
Benefits paid (2.3) 2.3 -
At 31 December 2016 102.5 (90.5) 12.0
Note:
1. The net inferest income / (cost) in the income statement has been included under other operating expenses.
The table below details the history of the scheme for the current and prior years.
2016 2015 2014 2013 2012
£m £m £m £m £m
Present value of defined benefit scheme obligations (90.5) (72.0) (79.6) (68.0) 61.2)
Fair value of defined benefit scheme assets 102.5 85.1 83.1 66.0 637
Net surplus / (deficit) 12.0 13.1 3.5 (2.0) 2.5
Experience adjustment gains / (losses) on scheme liabilities 1.2 1.2 1.0 (0.2) (0.1)
Experience adjustment gains / (losses| on scheme assefs 13.7 (1.9) 12.9 (1.3) 2.2
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Notes to the consolidated financial statements continued

34. Retirement benefit obligations continued

Sensitivity analysis

The table below provides a sensitivity analysis of the potential impact of a change in a single factor with all other assumptions
left unchanged. Other potential risks beyond the ones described in the table could have an additional financial impact on the
Group. This sensifivity analysis has been selected 1o reflect the changes 1o discounted cash flows as a result of changes fo the
discount rate, inflation rate and mortality assumptions. The methodology adopted involves actuarial techniques.

Impact on present value

of defined benefit
Impact on pension cost scheme obligations
2016 2015 2016 2015
£m £m £m £m
Discount rate
0.25% increase in discount rate (0.2) 0.2) (4.7) (3.7)
0.25% decrease in discount rate 0.1 0.2 47 3.7
Inflation rate
0.25% increase in inflation rate - - 2.3 1.7
0.25% decrease in inflation rate - - (2.3) (1.7)
Life expectancy
1 year increase in life expectancy 0.1 0.1 27 2.0
1 year decrease in life expectancy (0.1) 0.1 (2.7) (2.0)

The most recent funding valuation of the defined benefit scheme took place as at 1 October 2014. The Group agreed with the
frustees to make a confribution of £2.8 million in 2016 with further contributions of up to £1.5 million per annum in 2017 and
2018 to meet the scheme'’s funding requirements. As a result of the latest funding update no contribution is expected to be

payable in 2017.
35. Share-based payments

The Group operates equity-setiled, share-based compensation plans in the form of an LTIP, a Restricted Shares Plan, a DAIP and
Direct Line Group Share Incentive Plans, including both the Free Share awards and a Buy-As-You-Earn Plan, details of which are
sef out below. All awards are fo be satisfied using market purchased shares.

Long-Term Incentive Plan

Executive Direcfors and cerfain members of senior management are eligible to participate in the LTIP with awards granted in
the form of nil-cost options. Under the plan, the shares vest af the end of a three-year period dependent upon the continued
employment by the Group and also the Group achieving predefined performance conditions associated with TSR and RoTE.

Awards were made in the year ended 31 December 2016 over 3.3 million Ordinary Shares with an estimated fair value of
£12.4 million af the 2016 grant dates (2015: 3.4 million Ordinary Shares with an estimated fair value of £11.4 million).

The estimated fair value of the LTIP share awards with marketbased performance conditions was calculated using a Monte-Carlo
simulation model.

The table below details the inputs into the model.

2016 2015
Weighted average assumptions during the year:

Share price (pence) 368 339
Exercise price (pence) 0 0
Volafility of share price 18% 20%
Average comparator volatility 29% 27%
Expected life 3 years 3 years
Risk-free rate 0.3% 0.8%

Expected volatility was determined by considering the actual volatility of the Group's share price since its initial public offering
and that of a group of listed UK insurance companies.

Plan participants are entitled to receive additional shares in respect of dividends paid to shareholders over the vesting period.
Therefore no deduction has been made from the fair value of awards in respect of dividends.

Expected life was based on the contractual life of the awards and adjusted based on management’s best estimate, for the effects
of exercise resrictions and behavioural considerations.
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Restricted Shares Plan

The purpose of the Restricted Shares Plan is to facilitate the wider participation in Group share-based awards fo eligible
employees. These awards can be granted at any time during the year, generally have no performance criteria, and vest over
periods ranging between one and three years from the date of the grant, subject fo continued employment. During the year
awards were made over 0.3 million Ordinary Shares (2015: 0.0 million Ordinary Shares| with an estimated fair value of
£0.9 million (2015: £0.1 million) using the market value at the date of grant.

Deferred Annual Incentive Plan

To incentivise delivery of performance over a one-year operating cycle, Executive Directors and certain members of senior
management are eligible for awards under the Annual Incentive Plan, of which at least 40% is granted in the form of a nil-cost
option under the DAIP with the remainder being sefiled in cash following year end. During the year awards were made over
1.0 million Ordinary Shares (2015: 1.0 million Ordinary Shares) under this plan with an estimated fair value of £3.7 million
(2015: £3.4 million) using the market value at the date of grant.

The awards outstanding af 31 December 2016 have no performance criteria attached, other than the requirement that the
emp|oyee remains in emp|oymenf with the Group for three years from the date of grant.

Direct Line Group Share Incentive Plans: Free Share awards

In 2016, the Group offered all eligible UK employees a Free Share award granting 71 Ordinary Shares (2015: 122 Ordinary
Shares| free of charge. These awards have no performance criteria atfached and vest on the third anniversary of the award grant
date, subject to completion of three years, continuing employment. The Group initially granted 0.8 million Ordinary Shares
(2015: 1.3 million) with an estimated fair value of £2.8 million (2015: £4.2 million) using the market value at the date of grant.

SJUSWIAYD}S [DIdUDUIY

Direct Line Group Share Incentive Plans: Buy-As-You-Earn Plan
The Buy-As-You-Earn Plan enfifles employees o purchase shares from pretax pay for between £10 and £150 per month
and receive one matching share for every two shares purchased.

In the year ended 31 December 2016, matching share awards were granted over 0.4 million Ordinary Shares
(2015: 0.3 million Ordinary Shares) with an estimated fair value of £1.3 million (2015: £1.1 million). The fair value
of each matching share award is estimated using the market value at the date of grant.

Under the plan, the shares vest at the end of a three-year period dependent upon the continued employment with the Group
together with continued ownership of the associated purchased shares up to the point of vesting.

Movement in total share awards

Number of Number of

share awards ~ share awards

millions millions

2016 2015

At 1 January 17.2 16.4
Granted during the year' 7.7 6.8
Impact of share consolidation (see note 29) - (1.6)
Forfeited during the year (0.8) (1.5)
Exercised during the year (6.0) 2.9)
At 31 December 18.1 17.2
Exercisable at 31 December 2.6 1.6

Note:
1. In accordance with the rules of the LTIP and DAIP award plans, additional awards of 1.9 million shares were granted during the year ended 31 December 2016
[2015: 0.8 million] in respect of the equivalent dividend.

In respect of the outstanding options at 31 December 2016, the weighted average remaining contractual life is 1.39 years

(2015: 1.44 years). No share awards expired during the year (2015: nil).
The weighted average share price for awards exercised during the year ended 31 December 2016 was £3.68 (2015: £3.95).

The Group recognised total expenses in the year ended 31 December 2016 of £16.8 million (2015: £12.1 million) relating
fo equity-seftled share-based compensation plans.

Further information on share-based payments, in respect of Directors, is provided in the Directors’ remuneration report.
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Notes to the consolidated financial statements continued

36. Trade and other payables including insurance payables

2016

2015

£m £m

Due fo agents, brokers and infermediaries 15.5 22.5
Due to reinsurers 84.1 /8.9
Due to insurance companies 4.4 4.7
Trade creditors and accruals 3347 295.5
Other creditors 98.4 08.8
Other taxes 93.0 789
Provisions 64.8 73.1
Deferred income 43 41
Total 699.2 656.5

Movement in provisions during the year

Regulatory levies Restructuring Other Total

£m £m £m £m

At 1 January 2016 27.2 9.0 36.9 73.1
Additional provision 34.4 9.8 27.2 714
Utilisation of provision (33.4) (4.9) (29.3) (67.6)
Released to income statement - (3.8) (8.3) (12.1)
At 31 December 2016 28.2 10.1 26.5 64.8
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37. Notes to the consolidated cash flow statement

2016 2015
£m £m
Profit for the year 278.8 580.4
Adjustments for:
Investment return (171.5) (235.2)
Instalment income (107.1) (101.5)
Finance costs 37.2 37.6
Defined benefit pension scheme — net inferest income (0.5) -
Equity-seffled share-based payment charge 16.8 12.1
Tax charge 74.2 127.7
Depreciation and amortisation charges 87.5 95.3
Impairment of property, plant and equipment, goodwill and intangible assets 39.3 9.1
Impairment provision movements on reinsurance contracts (3.2) (12.5) ?-:"
Impairment charge on assets held for sale — freehold property 19.7 12.9 2.
Gain on disposal of discontinued operations - (167.1) by
Loss on sale of property, plant and equipment 1.7 4.7 %
Operating cash flows before movements in working capital 272.9 363.5 fz
Movements in working capital: &
Net decrease in net insurance liabilities including reinsurance assets, unearned premium reserves
and deferred acquisition costs (143.1) (194.5)
Net increase in prepayments and accrued income and other assets (20.1) (2.8)
Net increase in insurance and other receivables (32.5) (66.4)
Net increase in trade and other payables including insurance payables 427 52.3
Confribution to defined benefit pension scheme (2.8) (2.8
Cash generated from operations 117.1 149.3
Taxes paid (83.3) (107.4)
Cash flow hedges 1.2 0.2
Net cash generated from operating activities before investment of insurance assets 35.0 421
Inferest received 294.6 318.7
Rental income received from investment property 18.4 17.9
Purchases of investment property (1.4) (16.0)
Proceeds on disposal of investment property 25.2 -
Proceeds on disposal / maturity of AFS debt securifies 2,489.9 3,549.3
Net decrease in financial investments: loans and receivables to credit insfitutions 449 9.8
Advances made for Infrastructure debt and commercial real estate loans (97.7) (268.9)
Repayments of infrastructure debt 11.0 16.6
Purchases of AFS debt securities (1,886.5) (3,110.8)
Purchase of HTM debt securities / commercial real estate loans (71.0) (13.5)
Cash generated from investment of insurance assets 827.4 503.1

38. Contingent liabilities
The Group did not have any contingent liabilities at 31 December 2016 (2015: none).
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Notes to the consolidated financial statements continued

39. Commitments

Operating lease commitments where the Group is the lessee
The Group has entered into non-cancellable operating lease agreements for properties, vehicles and other assets.

2016 2015
£m €m
Lease payments under operating leases recognised as an expense in the year 18.3 18.4

The following fable analyses the outstanding commitments for future minimum lease payments under non-cancellable operating
leases by the period in which they fall due.

2016 2015

£m £m

Within one year 17.4 16.8
In the second fo fifth years inclusive 54.2 53.2
After five years 159.7 162.0
Total 231.3 232.0

Operating lease commitments where the Group is the lessor
The following table analyses future aggregate minimum lease payments receivable under non-cancellable operating leases in
respect of property leased fo third-party tenanfs.

2016 2015

£m £m

Within one year 16.3 157
In the second fo fifth years inclusive 53.0 53.6
After five years 78.9 89.3
Total 148.2 158.6

40. Fair value

Fair value hierarchy
For disclosure purposes, fair value measurements are classified as level 1, 2 or 3 based on the degree to which fair value
is observable:

e level 1 financial assets are measured in whole or in part by reference to published quotes in an active market. In an active
market quoted prices are readily and regularly available from an exchange, dealer, broker, industry group, pricing service
or regulatory agency and those prices represent actual and regularly occurring market fransactions on an arm’s length basis.

o level 2 financial assets and liabilities are measured using a valuation fechnique based on assumptions that are supported by
prices from observable current market fransactions. These are assets for which pricing is obtained via pricing services, but
where prices have not been defermined in an active market, or financial assets with fair values based on broker quotes or
assets that are valued using the Group's own models whereby the majority of assumptions are marketobservable.

o level 3 fair value measurements used for investment properties, HTM debt securities, infrastructure debt and commercial real
estate loans are those derived from a valuation technique that includes inputs for the asset that are unobservable.
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Comparison of carrying value to fair value of financial instruments and assets carried at fair value
The following fable compares the carrying value and the fair value of financial instruments and other assets where the Group
discloses a fair value.

Carrying value Level 1 Level 2 Level 3 Fair Value
At 31 December 2016 £m £m £m £m £m
Assets held at fair value:
Investment property (note 20) 329.0 - - 329.0 329.0
Derivative assefs (note 25) 797 - 79.7 - 797
AFS debt securities (note 26) 4,645.2 341.2 4,304.0 - 4,645.2
Other financial assets:
HTM debt securities (note 26) 85.1 - 13.6 74.6 88.2
Infrastructure debt (note 26) 337.0 - - 339.2 339.2
Commercial real estate loans (note 26) 797 - - 79.8 79.8 -
Total assets 5,555.7 3412 43973 8226 55611 g
Liabilities held at fair value: g
Derivative liabilities (note 25) 45.1 - 451 - 45.1 s
Other financial liabilities: g
Subordinated liabilities (note 31) 539.6 - 625.0 - 625.0 g.
Total liabilities 584.7 - 670.1 - 670.1
Carrying value level 1 level 2 level 3 Fair Value
At 31 December 2015 m £m $m £m gm
Assets held at fair value:
Investment property (note 20 347.4 - - 347.4 347.4
Derivative assets (nofte 25) 19.6 - 19.6 - 19.6
AFS debt securities (note 26) 5226.6 442.7 4,783.9 - 5,226.6
Other financial assets:
HTM debt securities (note 26) 13.5 - - 12.7 12.7
Deposits with credit institutions > three months (nofe 26) 449 - - 449 449
Infrastructure debt (note 26) 329.6 - - 322.2 322.2
Total assets 5981.6 4427 4,803.5 7272 59734
Liabilities held at fair value:
Derivative liabilities (note 25) 46.4 - 46.4 - 46.4
Other financial liabilities:
Subordinated liabilities (note 31) 521.1 - 623.2 - 623.2
Total liabilities 567.5 - 669.6 - 669.6

Differences arise between carrying value and fair value where the measurement basis of the asset or liability is not fair value (e.g.
assets and liabilities carried at amortised cost]. Fair values of the following assets and liabilities approximate their carrying values:
e Insurance and other receivables;

e Cash and cash equivalents;

e Borrowings; and

e Trade and other payables including insurance payables (excluding provisions)

The movements in assets held at fair value and classified as level 3 in the fair value hierarchy are all within Investment property

and are analysed in note 20. There were no changes in the categorisation of assefs between levels 1, 2 and 3 during the year
for assets and liabilities held at 31 December 2015.
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Notes to the consolidated financial statements continued

41. Related parties
Transactions between the Group's subsidiary undertakings, which are related parties, have been eliminated on consolidation and
accordingly are not disclosed.

There were no sales and purchases of products and services to or from related parties in the year ended 31 December 2016

(2015: £nil).

Year end balances arising from sales and purchases of products and services to and from related parties

Amounts owed by related parties  Amounts owed fo related parties

2016 2015 2016 2015
£m £m £m £m
Total’ 0.2 0.2 - -

Note:
1. This balance relates to an amount recoverable from RBS Group ple, the Group's former parent company.

Movement in amounts owed by and to related parties

Amounts owed by related parties  Amounts owed fo related parties

2016 2015 2016 2015

£m £m £m £m

At 1 January 0.2 0.2 = 254

Setiled in the year - - - (25.4)

At 31 December 0.2 0.2 - -
Compensation of key management

2016 2015

£m £m

Shortterm employee benefits 8.4 9.5

Postemployment benefits - 0.2

Termination benefits 0.1 -

Share-based payments 7.6 4.5

Total 16.1 14.2

42. Post balance sheet events
The 2016 results reflect a one-off Ogden discount rate reduction to minus 0.75% impacting operating profit and profit before tax
resulting from an announcement made by the Ministry of Justice on 27 February 2017.
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Parent Company balance sheet
As at 31 December 2016

2016 2015
Notes £m £m
Assets
Investment in subsidiary undertakings 2 3,084.3 3,067.4
Other receivables 3 5714 540.8
Current tax assets 4 0.8 -
Derivative financial instruments 5 1.7 04
Financial investments 6 134.8 7.1
Cash and cash equivalents 7 157.5 29.8
Total assets 3,950.5 3,645.5
Equity 34375 31316
Liabilities :3:
Subordinated liabilities 9 504.5 503.9 2
Derivative financial instruments 5 1.7 0.4 ;—’:—T
Trade and other payables 10 6.4 6.6 g
Deferred tax liabilities 4 0.4 - §~
Current tax liabilities 4 — 3.0
Total liabilities 513.0 5139
Total equity and liabilities 3,950.5 3,645.5

The aftached notes on pages 182 to 186 form an integral part of these separate financial statements.

The financial statements were approved by the Board of Directors and authorised for issue on & March 2017. They were signed
on its behalf by:

John Reizenstein
Chief Financial Officer

Direct Line Insurance Group plc

Registration No. 02280426
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Parent Company statement of comprehensive income
For the year ended 31 December 2016

2016 2015
£m £m
Profit for the year 764.9 539.5
Other comprehensive income / (loss)
ltems that may be reclassified subsequently to income statement:
Cash flow hedges - (1.2)
Fair value gain on AFS investments 0.5 -
Tax relating to items that may be reclassified (0.1) -
Other comprehensive income / (loss) net of tax 0.4 (1.2)
Total comprehensive income for the year attributable to owners of the Company 7653 538.3
Parent Company statement of changes in equity
For the year ended 31 December 2016
Foreign
Sharebased exchange Total
Share Capital payment  Revaluation franslation Refained shareholder
capital reserves reserve reserve reserve eamings' equity
£m £m £m £m £m £m £m
Balance at 1 January 2015 150.0 1,450.0 9.5 - 1.2 1,647.5 3,258.2
Total comprehensive income for the year - - - - (1.2) 5395 538.3
Dividends paid - - - - - (666.0) (666.0)
Credit fo equity for equity-seffled share-based
payments - - 12.1 - - - 12.1
Shares distributed by employee trusts - - (11.0) - - - (11.0)
Balance at 31 December 2015 150.0 1,450.0 10.6 - - 1,5210 3,131.6
Total comprehensive income for the year - = = 0.4 - 7649 765.3
Dividends paid - - - - - (450.6) (450.6)
Credit fo equity for equity-seftled share-based
payments - = 16.8 = = = 16.8
Shares distributed by employee trusts - = (25.6) = = = (25.4)
Balance at 31 December 2016 150.0 1,450.0 1.8 0.4 - 18353 3,437.5

Note:

1. There are no nondisfributable reserves within retained earnings.

The affached notes on pages 182 to 186 form an integral part of these separate financial statements.
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Parent Company cash flow statement
For the year ended 31 December 2016

2016 2015
Nofes £m £m
Net cash used by operating activities 12 (5.1) (3.1)
Cash flows from investing activities
Inferest received on loans to subsidiary undertakings 47.6 47.5
Inferest received on AFS debt securities 47 -
Dividends received from subsidiary undertakings 780.6 671.0
Net increase in loans advanced to subsidiary undertakings (28.8) (21.8)
Capital contribution to subsidiary undertakings (16.9) (225.0)
Disposal of assets held for sale - 224.3
Proceeds on disposal / maturity of AFS debt securities 50 -
Purchase of AFS debt securities (136.9) (2.0)
Net cash generated from investing activities 655.3 694.0
Cash flows from financing activities
Dividends paid 11 (450.6) (666.0)
Purchase of employee frust shares (25.6) -
Finance costs (46.3) (46.3)
Net cash used by financing activities (522.5) (712.3)
Net increase / (decrease) in cash and cash equivalents 127.7 (21.4)
Cash and cash equivalents at the beginning of the year 7 29.8 51.2
Cash and cash equivalents at the end of the year 7 157.5 298

The attached notes on pages 182 to 186 form an integral part of these separate financial statements.
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Notes to the Parent Company financial statements

1. Accounting policies

1.1 Basis of preparation

Direct Line Insurance Group plc, registered in England and Wales (company number 02280426), is the ultimate parent
company of the Direct Line Group. The principal activity of the Company is managing ifs investments in subsidiaries, providing
loans fo those subsidiaries, raising funds for the Group and the receipt and payment of dividends.

The Company's financial statements are prepared in accordance with IFRSs as issued by the IASB and are presented in
accordance with the Companies Act 2006. In accordance with the exemption permitted under section 408 of the Companies
Act 2006, the Company's income statement and related notes have not been presented in these separate financial statements.

The accounting policies that are used in the preparation of these separate financial statements are consistent with the accounting
policies used in the preparation of the consolidated financial statements of Direct Line Insurance Group plc as set out in those
financial statements.

The additional accounting policies that are specific to the separate financial statements of the Company are set out below.

1.2 Investment in subsidiaries
Investment in subsidiaries is stated at cost less any impairment.

1.3 Dividend income
Dividend income from investment in subsidiaries is recognised when the right o receive payment is established.

2. Investment in subsidiary undertakings

2016 2015

£m £m

At 1 January 3,067 .4 3,065.0
Additional investment in subsidiary undertakings 16.9 237.0
Impairment of subsidiary undertakings = (234.6)
At 31 December 3,084.3 3,067 .4
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The subsidiary undertakings of the Company are set out below. Their capital consists of Ordinary Shares which are unlisted.
In all cases, the Company owns 100% of the Ordinary Shares, either directly or through its ownership of other subsidiaries, and

exercises full control over their decision making.

Name of subsidiary

Place of incorporation
and operation

Principal activity

Directly held by the Company:

Direct Line Group Limited"

DL Insurance Services Limited!

Finsure Premium Finance Limited!

Infer Group Insurance Services Limited'

UK Assistance Accident Repair Centres Limited'
UK Assistance Limited!

U K Insurance Business Solutions Limited'

U K Insurance Limited?®

Indirectly held by the Company:

10-15 Livery Street, Birmingham UK Limited*
Churchill Insurance Company Limited'

Direct Line Insurance Limited'

DLG legal Services Limited®

DLG Pension Trustee Limited!

DL Support Services India Private Limited®
Farmweb Limited!

Green Flag Group Limited?

Green Flag Holdings Limited!

Green Flag Limited?

Infergroup Assistance Services Limited!
National Breakdown Recovery Club Limited'
Nationwide Breakdown Recovery Services Limited!

The National Insurance and Guarantee
Corporation Limited!
UKI Life Assurance Services Limited'

United Kingdom
United Kingdom
United Kingdom
United Kingdom
United Kingdom
United Kingdom
United Kingdom
United Kingdom

Jersey

United Kingdom
United Kingdom
United Kingdom
United Kingdom
India

United Kingdom
United Kingdom
United Kingdom
United Kingdom
United Kingdom
United Kingdom
United Kingdom

United Kingdom
United Kingdom

Intermediate holding company
Management services
Non-rading company
Non-rading company

Motor vehicle repair services
Dormant

Insurance broking services
General insurance

Non-trading company
General insurance
Dormant
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legal services

Dormant

Support and operational services
Non-rading company
Infermediate holding company
Infermediate holding company
Breakdown recovery services
Non-rading company

Dormant

Dormant

Dormant
Dormant

Notes:

Registered office af: 42 The Headrow, leeds, LS1 8HZ.

S R

Registered office at: Churchill Court, Westmoreland Road, Bromley, BR1 1DP.
Registered office af: The Wharf, Neville Street, leeds, LST 4A2.

U K Insurance Limited has a branch, as defined in section 1046 (3) of the Companies Act 2006 in the Republic of South Africa.
Registered office af: 22 Greenville Street, St Helier, JE4 8PX, Jersey.

Registered office at: 4 Aradhana Enclave, Sector 13, Rama Krishna Puram, New Delhi, South West Delhi, Delhi, 110066, India.

Two dormant subsidiaries, DL Dormant 5 Limited and DL Dormant 6 Limited were dissolved in the year.

3. Other receivables

2016 2015

£m £m

Loans fo subsidiary undertakings! 569.6 540.8

Other debtors 1.8 -

Total 571.4 540.8

Current 714 40.8

Non-current 500.0 500.0

Total 5714 540.8
Note:

1. Included in loans to subsidiary undertakings is a £500 million unsecured subordinated loan to U K Insurance Limited. The loan was advanced on 27 April 2012
at a fixed rate of 9.5% with a repayment date of 27 April 2042. There is an option fo repay the loan on specific dates from 27 April 2022. If the loan is not
repaid on 27 April 2022, the rate of inferest will be reset at a rate of the sixmonth LIBOR plus 8.16%. All loans are neither past due nor impaired.
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Notes to the Parent Company financial statements continued

4. Current and deferred tax

2016 2015
£m £m

Per balance sheet:
Current tax assets 0.8 -
Current tax liabilities - (3.0)
Deferred tax liabilities’ (0.4) -

Note:

1. In the year ended 31 December 20106, deferred tax liabilities of £0.1 million arose on the AFS revaluation reserve and £0.3 million on other temporary timing
differences. Both of these amounts were charged fo the statement of comprehensive income. There was no deferred tax asset or liability at 31 December 2015 or
movement in the year ended 31 December 2015.

5. Derivative financial instruments

Notional amount Fair value  Notional amount Fair value
2016 2016 2015 2015
£m £m £m £m
Derivative assets
Designated as hedging instruments:
Third parties 14.8 1.7 4.6 0.3
Subsidiary undertakings - - 0.7 0.1
Total 14.8 1.7 53 0.4
Derivative liabilities
Designated as hedging instruments:
Third parties - - 0.7 0.1
Subsidiary undertakings 14.8 1.7 4.6 0.3
Total 14.8 1.7 53 0.4

Note:

1. The derivative assets and derivative liabilities are both classified as Level 2 within the Group's fair value hierarchy set out in note 40 of the consolidated
financial statements.

6. Financial investments

2016 2015
£m £m
AFS debt securities’ 134.8 7.1

Note:

1. The AFS debt securities which are fixed inferest UK Sovereign debt are classified as level 1 within the Group's fair value hierarchy set out in note 40 of the
consolidated financial statements.

7. Cash and cash equivalents

2016 2015

£m £m

Cash at bank and in hand 0.2 0.1
Shortterm deposits with credit institutions' 157.3 29.7
Total 157.5 29.8

Note:
1. This represents money market funds with no notice period for withdrawal.

8. Share capital and capital reserves

Full defails of the share capital and capital reserves of the Company are set out in notes 29 and 30 to the consolidated financial
sfatements.
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9. Subordinated liabilities

2016 2015
£m £m

Subordinated guaranteed dated notes 504.5 503.9

The subordinated guaranteed dated nofes were issued on 27 April 2012 at a fixed rate of 9.25%. The nominal £500.0 million
nofes have a redemption date of 27 April 2042. The Company has the opfion fo repay the notes on specific dates from 27 April
2022. If the notes are not repaid on 27 April 2022, the rafe of inferest will be reset at a rate of the six-month LIBOR plus 7.91%.

The notes are unsecured, subordinated obligations of the Company, and rank pari passu without any preference among
themselves. In the event of a winding up or of insolvency, they are to be repaid only after the claims of all other senior creditors
have been met.

The notes are guaranteed by U K Insurance Limited, a principal subsidiary of the Company.

The Company has the option, in certain circumstances, fo defer inferest payments on the notes but to date has not exercised EX
this right. g
2
The aggregate fair value of subordinated guaranteed dated notes at 31 December 2016 was £625.0 million (2015: %
£623.2 million). g
[+]
3
10. Trade and other payables ¢
2016 2015
£m £m
Payables to subsidiary undertakings 47 3.8
Payables to third parties 1.7 -
Provision = 2.8
Total 6.4 6.6
Movement in provision during the year
Total
£m
At 1 January 2016 2.8
Utilisation of provision (1.8)
Released tfo statement of comprehensive income (1.0)

At 31 December 2016 =

11. Dividends

Full details of the dividends paid and proposed by the Company are set out in note 15 to the consolidated financial statements.

12. Cash generated from operations

2016 2015
£m £m
Profit for the year 764.9 539.5
Adjustments for:
Impairment of investment in subsidiary undertakings - 234.6
Investment return (829.4) (720.5)
Finance costs 46.9 471
Equitysettled share-based payment charge 16.8 -
Gain on disposal of assets held for sale - (109.5)
Tax (credit) / charge (0.5) 3.0
Operating cash flows before movements in working capital (1.3) (5.8)
Movements in working capital:
Increase in other debtors (1.8) 4.0)
Net (decrease| / increase in trade and other payables (0.2) 55
Tax (paid) / received (3.0) 1.2
Cash flow hedges 1.2 -
Cash used by operating activities (5.1) (3.1)
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Notes to the Parent Company financial statements continued

13. Related parties
Direct Line Insurance Group plc, which is incorporated in England and Wales, is the ultimate parent undertaking of the Direct Line
Group of companies.

The following fransactions were carried out with related parties:

Sales of services

2016 2015

£m £m

Interest receivable from subsidiary undertakings 47.9 475
Dividend income from subsidiary undertakings 780.6 671.0

Inferest income from loans to subsidiary undertakings was charged af rafes ranging from 0.4% to 9.5% (2015: 0.5% to 9.5%).

Purchases of services

2016 2015

£m £m

Management fees payable to subsidiary undertakings 18.1 6.0
Interest payable to subsidiary undertakings = 0.2

Inferest charged on borrowings from related parties in the year ended 31 December 2016 was nil (2015: 0.5% to 0.6%).

14. Share-based payments

Full details of share-based compensation plans are provided in note 35 to the consolidated financial statements.

15. Risk management

The risks faced by the Company, arising from its investment in subsidiaries, are considered to be the same as those in the
operations of the Group. Details of the key risks and the steps taken to manage them are disclosed in note 3 to the consolidated
financial statements. The Company also holds, on behalf of its subsidiaries, designated hedging instruments which relate to
foreign currency supplier payments.

16. Directors and key management remuneration

The Directors and key management of the Group and the Company are the same. The aggregate emoluments of the Directors
are sef out in note 11 to the consolidated financial statements, the compensation for key management is sef out in note 41 to the
consolidated financial statements and the remuneration and pension benefits payable in respect of the highest paid Director are
included in the Directors’ remuneration report in the Governance section of the Annual Report & Accounts.
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Additional information

Corporate website

The Group's corporate website is www.directlinegroup.com.

It contains useful information for the Company's investors and
shareholders. For example, it includes press releases, defails of
forthcoming events, essential shareholder information, a dividend
history, a financial calendar, and details of the Company’s
AGM. You can also subscribe to email news alerts.

Market

The Company has a premium listing on the UK Lisfing
Authority’s Official List. The Company's Ordinary Shares (EPIC:
DLG) are admitted to frading on the london Stock Exchange.

Share ownership
Share capital

You can find details of the Company’s share capital in
nofe 29 to the consolidated financial statements.

Dividends

The Company pays ifs dividends in Sterling fo shareholders
registered on its register of members at the relevant record date.

Shareholders can arrange fo receive their cash dividend
payments in a bank or building society account by completing

a dividend mandate form. This is available from the Company’s
registrar, Computershare Investor Services PLC ("Registrar”),

in the UK. You can find the Registrar’s contact details on page
196. Allematively, shareholders can access their shareholdings
online and download a dividend mandate form from the Investor
Centre. You can find details of this below.

Dividend Reinvestment Plan

The Company offers a Dividend Reinvestment Plan.

This enables shareholders to use their cash dividends
to buy the Company’s Ordinary Shares in the market.
You can find more details on the Company's website.

Shareholder enquiries
Shareholders with queries about anything relating to their

shares can contact our Registrar.

Shareholders should notify the Registrar of any change in
shareholding defails, such as their address, as soon as possible.

Shareholders can access their current shareholding details
online at www.investorcentre.co.uk/directline. Investor Centre
is a freeto-use, secure, selfservice website that enables
shareholders to manage their holdings online. The website
allows shareholders to:

o check their holdings;

e update their records, including address and direct
credit details;

e access all their securifies in one portfolio by setting
up a personal account;

e vote online; and

e register to receive electronic shareholder communications.

To access information, the website requires shareholders
fo quote their Shareholder Reference Number. Shareholders
can find this number on their share certificates.

Shareholder warning

Almost five thousand people contact the FCA about share
fraud each year — and victims lose an average of £20,000.

Fraudsters use persuasive and high-pressure factics fo lure
investors info scams. They may offer to sell shares that prove fo
be worthless or non-existent. Or they can offer to buy shares at
an inflated price in return for you paying upfront. They promise
high profits. However, if you buy or sell shares in this way,
you will probably lose your money.

How to avoid share fraud

e Remember that FCA-authorised firms are unlikely to
confact you unexpectedly offering to buy or sell shares

e Do nof converse with them. Note the name of the person
and firm confacting you, then end the call
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e To see if the person and firm contacting you are authorised
by the FCA, check the Financial Services Register at
www.fea.org.uk

e Beware of fraudsters claiming to be from an authorised firm;
copying its website; or giving you false contact details

e If you want fo phone the caller back, use the firm's
contact defails listed on the Financial Services Register
at www.fca.org.uk

e If the firm does not have contact defails on the Register
or they tell you the details are out of date, call the FCA
on 0800 111 6768

o Search the list of unauthorised firms to avoid at
www.fca.org.uk/consumers/scams

e Remember that if you buy or sell shares from an
unauthorised firm, you cannot access the Financial
Ombudsman Service or Financial Services
Compensation Scheme

e Cet independent financial and professional advice
before handing over any money

e If it sounds too good to be true, it probably is

Report a scam

I fraudsters approach you, fell the FCA using the share
fraud reporting form af www.fca.org.uk/consumers/scams.
You can also find out more about investment scams on the
same web page.

You can call the FCA Consumer Helpline on

0800 111 6768.

If you have already paid money fo share fraudsters,

call Action Fraud on 0300 123 2040.
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Additional information continued

Tips on protecting your shares

o Keep dll your certificates in a safe place. Alternatively,
consider holding your shares in the UK's electronic
registration and sefflement system for equity, called CREST,
or via a nominee

o Keep correspondence from the Registrar that shows your
shareholder reference number in a safe place, and shred
unwanted correspondence

o Inform the Registrar as soon as you change your address

o If you receive a letter from the Registrar regarding a
change of address and you have not recently moved,
contfact them immediately

o Find out when your dividends are paid and contact the
Registrar if you do not receive them

o Consider having your dividends paid direct into your bank
account. You will need to complete a dividend mandate
form and send it to the Registrar. This reduces the risk of
cheques being sfolen or lost in the post

e If you change your bank account, inform the Registrar of
your new account details immediately

e If you are buying or selling shares, only deal with brokers
registered in the UK or in your country of residence

o Be aware that the Company will never call you concerning
investments. If you receive such a call from a person saying
they represent the Group, please confact the Company

Secretary immediately, by calling +44 (0)1132 920 667

Electronic communications and voting

The Group produces various communications. Shareholders
can view these online, download them, or receive paper
copies by confacting the Registrar.

Shareholders, who register their email address with our
Registrar, or af the Investor Centre, can receive emails with
news on events, such as the AGM. They can also receive
shareholder communications electronically, like the Annual
Report & Accounts and Notfice of Meeting.

Dealing facilities
Shareholders who wish to buy, sell or transfer their shares may

do so through a stockbroker or a high street bank; or through
the Registrar’s share-dealing facility.

You can call or email the Registrar regarding its share-dealing
facility using this contact information:

o For telephone sales, call +44 (0)370 703 0084 between
8.00 am and 4.30 pm, Monday fo Friday, excluding
public holidays

e For internet sales, go fo
www.investorcentre.co.uk/directline. You will need your
Shareholder Reference Number, as shown on your share
certificate, or your welcome letter from the Chairman.

Note:

1. These dafes are subject to change
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Dividend tax allowance

From April 2016, dividend tax credits were replaced by

an annual £5,000 taxfree allowance across an individual’s
enfire share portfolio. Above this amount, individuals will pay
tax on their dividend income. The rate of this tax depends on
their income fax bracket and personal circumstances. The
Company will continue providing registered shareholders with
a confirmation of the dividends paid. Shareholders should
include this with any other dividend income they receive when
caleulating and reporting fofal dividend income received to
HMRC. The shareholder is responsible for including all
dividend income when calculating tax requirements. If you
have any tax queries, please contact your financial adviser.

Financial calendar

2017
Date Event
07 March Preliminary Results 2016
16 March "Ex-dividend’ date for 2016 final dividend
17 March Record date for 2016 final dividend
03 May! Trading update for the first quarter
of 2017
11 May Annual General Meeting
18 May Payment date for 2016 final dividend
01 August' Half Year Report 2017
10 August’ "Ex-dividend’ date for 2017 interim
dividend
11 August! Record date for 2017 interim dividend

08 September’
07 November'

Payment date for 2017 interim dividend

Trading update for the third quarter of
2017

Annual General Meeting

The 2017 AGM will be held on 11 May 2017 at the offices
of Allen & Overy LLP, One Bishops Square, Llondon E1 6AD,
starting at 11.00 am. All shareholders will receive a separate
nofice convening the AGM. This will explain the resolutions to
be put to the meeting.



Glossary and appendices

Term

Definition and explanation

Actuarial best estimate

The probability-weighted average of all future claims and cost scenarios. It is calculated using
historical data, actuarial methods and judgement. A best estimate of reserves will therefore normally
include no margin for optimism or, conversely, caution.

Adjusted diluted earnings
per share

Adjusted diluted earnings per share is calculated by dividing the adjusted profit after tax of ongoing
operations by the weighted average number of Ordinary Shares during the period adjusted for
dilutive potential Ordinary Shares (see page 192 alternative performance measures).

Adjusted profit affer tax

Profit after tax is adjusfed to exclude discontinued operations, the Run-off segment and restructuring
and other one-off costs, and is stated affer charging tax (using the UK standard tax rate of 20.0%;
2015: 20.25%).

Annual Incentive Plan
(IIAIPII)

This incentivises the performance of executives and employees over a one-year operating cycle.
It focuses on the short to medium-erm elements of the Group's strategic aims.

Available-for-sale (“AFS”)
investment

Financial assefs that are classified as available-for-sale. Please refer to the accounting policy note

1.12 on page 130.

Buy-As-You-Earn

The HM Revenue & Customs approved Buy-As-YouEarn Share Incentive Plan gives all employees
the opportunity to become shareholders in the Company.

Capital

The funds invested in the Group, including funds invested by shareholders and retained profits.

Capital coverage ratio

The ratio of Solvency Il own funds to the solvency capital requirement.

Claims frequency
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The number of claims divided by the number of policies per year.

Claims reserve (provision
for losses and loss-
adjustment expense)

Funds the Group sets aside to meet the estimated cost of paying claims, and related expenses that
the Group considers it will ultimately need to pay.

Clawback

The ability of the Company to claim repayment of paid amounts.

Combined operating

The sum of the loss, commission and expense ratios. The ratio measures the amount of claims costs,

ratio (“COR”) commission and expenses, compared fo net earned premium generated. A ratio of less than 100%
indicates profitable underwriting.
Commission Payments to brokers, partners and PCWs for generating business.

Commission ratio

The ratio of commission expense divided by net earned premium.

Continuing operations

Continuing operations include all activities other than discontinued operations.

Current-year atfritional
loss ratio

The loss ratio for the current accident year, excluding the movement of claims reserves relating to
previous accident years, and claims relating to major weather events in the Home division.

Deferred Annual Incentive

Plan (“DAIP”)

For Executive Directors, at least 40% of the AIP award is deferred into shares typically vesting three
years after grant. The remainder of the award is paid in cash following yearend.

Discontinued operations

The Group has sold its Infernational division to Mapfre, S.A. See nofe 5 to the consolidated
financial statements on page 152.

Earnings per share

The amount of the Group's profit allocated to each Ordinary Share of the Company.

Employee Representative
Body

A forum that represents all employees, including when there is a legal requirement to consult
employees.

Expense ratio

The ratio of operating expenses divided by net eamed premium.

Finance costs

The cost of servicing the Group's external borrowings.

Financial Conduct

The independent body that regulates firms and financial advisers. It puts the customers” inferests and

Authority (“FCA”) market infegrity at the core of financial service providers” activities.
Financial Reporting The UK's independent regulator responsible for promoting high-quality corporate governance and
Council reporting to foster investment.

Gross written premium

The tofal premiums from contracts that began during the period.

International Accountin
Standards Board (“IASB”)

A notfor-profit public interest organisation that is overseen by a monitoring board of public authorities.
It develops IFRS: standards that aim to make worldwide markets transparent, accountable and efficient.

Incurred but not reported
(“IBNR”)

Funds set aside fo meet the cost of claims for accidents that have occurred, but have not yet been
reported fo the Group. This includes an element of uplift on the value of claims reported where the
Group has defermined that the value currently held in reserves is not sufficient to meet the estimated
ultimate costs if the claim is referred to as incurred but not enough reported ("IBNER").

In-force policies

The number of policies on a given date that are active, and against which the Group will pay,
following a valid insurance claim.

Insurance liabilities

This comprises insurance claims reserves and claims handling provision, which the Group maintains
to meet current and future claims.

Investment income yield

The income earmed from the investment portfolio, recognised through the income statement during
the period, and divided by the average AUM. This excludes unrealised and realised gains and
losses, impairments, and fairvalue adjustments. The average AUM derives from the period's
opening and closing balances for the total Group.
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Glossary and appendices continued

Term

Definition and explanation

Investment return

The income earmed from the investment portfolio, including unrealised and realised gains and losses,
impairments, and fair value adjustments.

Investment return yield

The return earned from the investment portfolio, recognised through the income statement during
the period divided by the average AUM. This includes unrealised and realised gains and losses,
impairments, and fairvalue adjustments. The average AUM derives from the period’s opening and
closing balances (see page 193 alternative performance measures).

Loss ratio

Net insurance claims divided by net earned premium.

Long-Term Incentive Plan
(“LTIP”)

Awards made as nilcost options or conditional share awards, which vest to the extent that
performance conditions are safisfied affer a period of at least three years.

Malus

An arrangement that permits unvested remuneration awards to be forfeited, when the Company
considers it appropriate.

Net asset value

The net asset value of the Group is calculated by subtracting fotal liabilities from fotal assets.

Net claims

The cost of claims incurred in the period less any claims costs recovered under reinsurance confracts.
It includes claims payments and movements in claims reserves.

Net earned premium

The element of gross earned premium less reinsurance premium ceded for the period where
insurance cover has already been provided.

Ogden discount rate

The discount rate sef by the relevant government bodies, the Lord Chancellor and Scottish Ministers.
Bodily injury cases use them to calculate lump-sum awards.

Ongoing operations

Ongoing operations comprise Direct Line Group's ongoing divisions: Motor, Home, Rescue and
other personal lines, and Commercial. It excludes discontinued operations, the Run-off segment,
and restructuring and other one-off costs.

Operating profit

The pre-fax profit that the Group's activities generate, including insurance and investment activity,
but excluding finance costs.

Own Risk and Solvency
Assessment (“ORSA”)

A Solvency |l requirement. It documents the Group's insurance underwriting entities’ risks and
associated capifal requirement, both now and projected over the business planning period.
It is forward looking, reflecting business strategy and risk appetite.

Periodic payment order
(IIPPOI/)

These are claims payments as awarded under the Courts Act 2003. PPOs are used to sefile large
personal injury claims. They generally provide a lump-sum award plus inflation-inked annual
payments to claimants who require longerm care.

Prudential Regulation

Authority (“PRA”)

The PRA is a part of the Bank of England. It is responsible for regulating and supervising insurers
and financial institutions in the UK.

RBS Group

The Royal Bank of Scotland Group plc and its subsidiary companies.

Reinsurance

Contractual arrangements where the Group transfers part or all of the accepted insurance risk
to another insurer.

Reserves

Funds that have been set aside to meet outstanding insurance claims and IBNR.

Return on equity

Return on equity is calculated by dividing the profit affributable 1o the owners of the Company
by average ordinary shareholders’ equity for the period.

Return on tangible equity
(“RoTE")

Return on tangible equity for 2016 is adjusted profit after tax from Ongoing operations, divided
by the Group's average shareholders’ equity, less goodwill and other intangible assets. Profit after
tax is adjusted to exclude discontinued operations, the Run-off segment, restructuring and other
one-off costs, and the gain on disposal of subsidiary. It is stated after charging tax (using the UK
standard tax rate of 20.0%; 2015: 20.25%). RoTE for comparative periods include the net
assets held for sale in the disposal group, and profit affer tax for discontinued operations, as the
Infernational division was managed as part of Ongoing operations (see page 192 allemative
performance measures).

Risk and business mix

Risk and business mix measures the premium impact of channel, tenure and underlying risk mix. It
reflects the risk models used in the period, the outputs of which are revised when models are updated.

Run-off

Where the Group no longer underwrites new business, but continues to meet its claims liabilities
under existing contracts.

Solvency II

The capital adequacy regime for the European insurance industry, which became effective on

1 January 2016. It establishes revised capital requirements and risk management standards.

It comprises three pillars: Pillar I, which sets out capital requirements for an insurer; Pillar I, which
focuses on systems of govemnance; and Pillar lll, which deals with disclosure requirements.

Total costs

Total costs comprise operating expenses and claims handling expenses.

Total Shareholder Return
(IITSRII)

Compares share price movement with reinvested dividends as a percentage of the share price
at the beginning of the period.

Underwriting result
(profit or loss)

The profit or loss from operational activities, excluding investment refurn and other operating income.
It is calculated as net earmned premium less net insurance claims and total expenses.
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Appendix A - Alternative performance measures

The Group has identified Allernative Performance Measures (“APMs”) in accordance with the European Securities and Markets
Authority’s published Guidelines. The Group uses APMs to improve comparability of information between reporting periods and
reporting segments, by adjusting for either uncontrollable or one-off costs which impact on IFRS measures, to aid the user of the
Annual Report in understanding the activity taking place across the Group. These APMs are contained within the main narrative
sections of this document, outside of the financial statements and notes, and may not necessarily have standardised meanings for
ease of comparability across peer organisations.

Further information is presented below, defined in the glossary on pages 189 and 190 and reconciled to the most directly
reconcilable line items in the financial statements and notes. Note 4 on page 150 of the consolidated financial statements
presents a reconciliation of the Group's business acfivities on a segmental basis to the sfafutory income statement including
Ongoing operations of the Group.

Equivalent
Group APM IFRS measure  Adjusiment to reconcile primary stafements and where calculated Rationale for adjusiments -
5
Adjusted diluted  Diluted Adjusted diluted earnings per share is defined in the This is a representation of the underlying earnings ]
eamings per earnings glossary on page 189 and is reconciled on page 192. over the number of shares in issue odéusted for 2
share per share potential dilutions from the exercise of options. -
Currentyear Loss ratio Currentyear affritional loss ratio is defined in the glossary Express claims performance in the current g
affritional loss on page 189 and is reconciled fo loss rafio on page 40.  accident year in relation to net eamned premium. 3
ratio S
]
COR Operating ~ COR is defined in the glossary on page 189. The This is a measure of underwriting profitability
profit consfituent parts: Operating profit — Ongoing operations is  whereby a ratio of less than 100% represents an
discussed below; and Net earned premium (note 4). underwriting profit and a rafio of more than
100% represents an underwriting loss and
excludes non-insurance income.
Investment Investment  Investment income yield is defined in the glossary on page  Expresses a relationship between the investment
income yield income 189 and is reconciled on page 193. income and the associated opening and closing
assets net of any associated liabilities.
Investment Investment  Investment refurn yield is defined in the glossary on page Expresses a relationship between the investment
refurn yield refurn 190 and is reconciled on page 193. income and the associated opening and closing
assets net of any associated liabilities.
Loss ratio Net Loss ratio is defined in the glossary on page 190 and is Expenses claims performance in relation fo net
insurance  reconciled in note 4. eamed premium.
claims
Operating Operating  Operating profit — Ongoing operations is defined as This measure shows the underlying performance
profit — profit operafing profit (see glossary on page 190) less operating  (before tax and finance costs)
Ongoing profit from run-off segment plus restructuring and one-off costs  of the business activities without the impact
operafions [see nofe 4) and is reconciled on page 192. of business that is in run-off and non-repeating
restructuring and one-off expenses.
Profit after tax ~ Profit after  Profit after tax — Ongoing profit (as above] less Finance This measure shows the underlying performance
from Ongoing  fax cosfs and Tax at standard rate and is reconciled on page  [affer fax and finance costs)
operafions 192. of the business activities without the impact
of business that is in run-off and non-repeating
restructuring and one-off expenses.
RoTE Return on RoTE is defined in the glossary on page 190 and is This shows underlying performance against
Equity reconciled on page 192. a measure of equity that is more able to be
compared with other companies.
Tangible equity  Equity Tangible equity is defined as Equity less infangible assets This shows the equity excluding intangible assets
within the Balance Sheet and is reconciled on page 192 for comparability with companies who have not
acquired businesses or capitalised infangible
assets.
Tangible net Net assets ~ Tangible net asset per share is defined as Tangible equity  This shows the equity excluding intangible assets
asset per share  per share  [as above) expressed as a value per share and is reconciled  per share for comparability with companies who
in nofe 17 on page 160 have not acquired businesses or capitalised
infangible assets.
Total costs — Operating  Total costs — Ongoing operations is defined as Operating  This represents the total value of operating
ongoing expenses  expenses adjusted to remove restructuring and one-off costs  expenses included those allocated to the
operations and operating expenses charged fo the run-off segment insurance claims line as claims handling

[reconciled in note 11) plus claims handling expenses expenses.
incurred in net insurance claims on Ongoing operations
[note Q). This is reconciled on page 40.
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Glossary and appendices continued

Appendix A - Alternative performance measures continued

Additionally, the currentyear attritional loss rafio within the analysis by division section and total costs have also been identified
as alfemative performance measures, similarly reconciled to the financial statfements and notes, on page 40, and defined
in the glossary.

Return on tangible equity’

2016 2015
At Note? £m £m
Operating profit 4 390.2 5451
Add back: restructuring and other one-off costs 4 39.9 48.7
Exclude: operating profit from run-off 4 (26.6) (73.1)
Operating profit from Ongoing operations 4 403.5 520.7
Finance costs 12 (37.2) (37.6)
Profit before tax — Ongoing operations 366.3 483.1
Tax charge (using the UK standard tax rate of 20.0% and 20.25% respectively) (73.3) (97.8)
Adjusted profit after tax — Ongoing operations 293.0 385.3
Opening shareholders’ equity 2,630.0 2,810.5
Opening goodwill and other intangible assets (524.8) (517.5)
Opening disposal group equity - (241.0)
Opening shareholders’ tangible equity 2,105.2 2,052.0
Closing shareholders’ equity 2,521.5 2,630.0
Closing goodwill and other intangible assefs (508.9) (524.8)
Closing shareholders tangible equity 2,012.6 2,105.2
Average shareholders’ tangible equity® 2,058.9 2,078.6
Return on tangible equity 14.2% 18.5%
Adjusted diluted earnings per share!

2016 2015
At Note £m £m
Adjusted profit after tax — Ongoing operations 293.0 385.3
Weighted average number of Ordinary Shares for the purpose of diluted earnings
per share (millions) 16 1,381.8 1,449.0
Adjusted diluted earnings per share (pence) 21.2 26.6
Notes:

1. See glossary on pages 189 and 190 for definifions
2. See notes fo the condensed consolidated financial statements

3. Mean average of opening and closing balances
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Investment yields

2016 2015'
At Note £m £m
Investment income 7 167.9 169.1
Investment refurn 7 171.5 198.1
Opening investment property 347.4 307.2
Opening financial investments 5,614.6 5961.2
Opening cash and cash equivalents 963.7 880.4
Opening borrowings (61.3) (69.8)
Opening derivatives liability? (45.7) (27.8)
Opening investment holdings 6,818.7 7,051.2
Closing investment property 20 329.0 3474
Closing financial investments 26 5,147.0 5614.6 ‘;'!:
Closing cash and cash equivalents 27 1,166.1 963.7 é.
Closing borrowings 27 (55.3) (61.3) ;_::_T
Closing derivatives liability? (5.8) (45.7) g
Closing investment holdings 6,581.0 6,818.7 S
Average invesiment holdings 6,699.9 6,935.0 “
Investment income yield 2.5% 2.4%
Investment return yield 2.6% 2.9%

Notes:
1. Results for the year ended 31 December 2015 are based on continuing operations and exclude discontinued operations

2. See note 2 on page 45
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Glossary and appendices continued

Appendix B - Proforma results

The table below presents the Group's results on a proforma basis for 2016 in order to exclude the impact on the income
statement of the recent reduction in the Ogden discount rafe to minus 0.75%, as management believe that this provides a clearer
comparison fo 2015.

FY Proforma FY
2016 FY 2016 2015
£m £m £m
Ongoing operations:
Inforce policies (thousands) 15,806 15,806 16,068
Gross writfen premium 3,274.1 3,274.1 3,152.4
Net eamned premium 3,000.6 3,000.6 2,020.8
Underwriting profit 70.1 2452 175.2
Instalment and other operating income 165.3 165.3 150.8
Investment return 168.1 168.1 194.7
Operating profit — Ongoing operations 403.5 578.6 520.7
Run-off 26.6 68.8 731
Resfructuring and other one-off costs (39.9) (39.9) (48.7)
Operating profit 390.2 607.5 545.1
Finance costs (37.2) (37.2) (37.6)
Profit before tax 353.0 570.3 507.5
Tax (74.2) (117.7) (108.3)
Profit from discontinued operations, net of tax = = 181.2
Profit after tax 278.8 452.6 580.4
Of which Ongoing operations 293.0 433.1 385.3
Key metrics — Ongoing operations
Loss rafio! prior fo the reduction in Ogden discount rate 55.0% 55.0% 59.5%
Loss ratio! due reduction in Ogden discount rate 5.9% = -
Commission ratio! 11.5% 11.5% 10.9%
Expense ratio! including Flood Re levy 25.3% 25.3% 23.6%
COR! 97.7% 91.8% 94.0%
Adjusted diluted earnings per share (pence) ? 21.2 31.3 26.6
Return on tangible equity? 14.2% 20.2% 18.5%
Key metrics
Investment income vyield' 2.5% 2.5% 2.4%
Investment return’ 2.6% 2.6% 2.9%
Basic eamings per share (pence] ' 20.4 33.1 27.9
Return on equity 10.8% 17.0% 21.3%
Dividend per share — inferim [pence) 4.9 n/a 4.6
— final interim (pence) 9.7 n/a 9.2
- regular (pence) 14.6 n/a 13.8
— first special inferim® (pence) 10.0 n/a 27.5
- second special interim (pence) = n/a 8.8
— total (pence) 24.6 n/a 50.
Net asset value per share (pence) 184.7 197.4 192.2
Tangible net asset value per share (pence 147.4 160.2 153.8
FY FY HY
2016 2016 2016
Capital coverage?* — estimated 165% 189% 184%
Notes:

1. A reduction in the ratio represents an improvement and positive change as a proportion of net earned premium, while an increase in the ratio represents
a deferioration and negative change

2. See glossary on pages 189 and 190 for definitions and appendix A — Alternative performance measures on pages 192 and 193 for reconciliation to financial
statement line items

3. The special interim dividend paid on 24 July 2015 of 27.5 pence per share, following the sale of the Group's former lialian and German operations
4. Estimates based on the Group's Solvency Il PIM for 31 December 2016
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Forward-looking statements disclaimer

This Annual Report & Accounts has been prepared for, and

only for, the members of the Company as a body, and no other
persons. The Company, its Directors, employees, agents or
advisers do not accept responsibility to any other person fo
whom this document is shown, or info whose hands it may come,
and any such responsibility or liability is expressly disclaimed.

Cerfain information confained in this document, including
any information as to the Group's strategy, plans or future
financial or operating performance, constitutes “forward-
looking statements”. These forward-looking statements may
be identified by the use of forward-looking terminology,
including the terms "aims”, “anticipates”, “aspire”, "believes”,
"continue”, “could”, “estimates”, “expects”, “guidance”,
“infends”, “may”, “mission”, “outlook”, “plans”, “predicts”,
"projects”, “seeks”, “should”, “strategy”, “targets” or “will" or,
in each case, their negative or other variations or comparable
terminology, or by discussions of strategy, plans, objectives,
goals, future events or intentions. These forward-ooking
statements include all matters that are not historical facts.

They appear in a number of places throughout this document,
and include statements regarding the intentions, beliefs or
current expectations of the Direcfors concerning, among other
Things: the Group's results of operations, financial condifion,
prospects, growth, strafegies and the industry in which the
Group operates. Examples of forwardHooking statements
include financial targets and guidance which are contained in
this document specifically with respect to the return on tangible
equily; solvency capital coverage ratio; the Group's combined
operating rafio; prioryear reserve releases; cost reduction;
investment income yield; nef realised and unrealised gains;
results from the Run-off segment; restructuring and other one-off
costs; and risk appetite range. By their nature, all forward-
looking statements involve risk and uncertainties because they
relafe to events and depend on circumstances that may or may
not occur in the future, or are beyond the Group's confrol.
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Forward-looking statements are not guarantees of future
performance. The Group's actual results of operations,
financial condition and the development of the business sector
in which the Group operates may differ materially from those
suggested by the forward-looking statements in this document;
for example directly or indirectly as a result of, but not limited
to, UK domestic and global economic business conditions,

the result of the UK's withdrawal from the European Union;
marketrelated risks such as fluctuations in inferest rates and
exchange rates, the policies and actions of regulatory
authorities (including changes related to capital and solvency
requirements or the Ogden discount rate), the impact of
competition, currency changes, inflation and deflation, the
timing impact and other uncertainties of future acquisitions,
disposals, joint ventures or combinations within relevant
industries, as well as the impact of tax and other legislation
and other regulation in the jurisdictions in which the Group and
its affiliates operate. Additionally, even if the Group's actual
results of operations, financial condition, and the development
of the business secfor in which the Group operates are
consistent with the forward-looking statements in this document,
those results or developments may not indicate results or
developments in subsequent periods.

SJUSWIAYD}S [DIdUDUIY

The forwardHooking statements in this document reflect
knowledge and information available as of the date this
document was prepared. The Group and the Directors
expressly disclaim any obligations or undertaking fo update or
revise publicly any forwardHooking statements, whether as @
result of new informoﬂon, future events or otherwise, unless an
applicable law or regulation requires them to do so. Nothing
in this document should be construed as a profit forecast.

Neither the content of Direct Line Group's website nor the
content of any other website accessible from hyperlinks on
the Group's website is incorporated info, or forms part of,
this document.
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