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Kensington Group (KGN.L)

Managing Down Growth Expectations

2006 pre-close trading update — Kensington’s management expects profits before
tax for the year to November 2006 to be within, but at the lower end of, the current
market range. We have reduced our 2006 PBT estimate by 2%, from £66.4m to
£65.0m. Final results for 2006 will be announced on 30 January 2007.

Lower profit growth in 2007 — Management also expects profits growth in 2007
below that in 2006, which based on our 2006 estimate implies less than 14%. We
reduce our 2007 PBT forecast by 12% to £70.0m, which implies 8% PBT growth.

Good while it lasted — New entrants, attracted by the high risk-adjusted returns
previously enjoyed by a relatively small number of specialist mortgage lenders,
have driven down interest margins, and encouraged new customer behaviour
patterns that have reduced early redemption income margins.

Adapting the business model — Management has responded to this challenge by
developing alternative revenue streams, both in the UK and internationally. The
growth outlook at Kensington will be increasingly reliant upon UK sub-prime
second mortgages, first mortgages in the Republic of Ireland, and in originate-to-
sell of arrangements with mainstream lenders and/or investment banks.

Buy/ High Risk — Down 18% since the pre-close on 22 November, the shares have
now trade at a 30% discount to other UK-quoted mortgage lenders. We reduce our
12-month price target by 8% to 870p which implies an expected total return of
21%. We therefore maintain our Buy/ High Risk rating.
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Kensington Group (GBP)

Year to 30 Nov 2004A 2005A 2006E 2007E 2008E
Net Income (EM) 36.1 40.2 455 48.5 52.8
Diluted EPS (p) 67.2 76.0 86.0 91.7 99.9
Diluted EPS (0Id) (p) 67.2 76.0 88.0 102.7 116.7
PE (x) 11.1 9.8 8.7 8.1 1.4
P/BV (x) 33 2.4 2.5 2.0 1.7
DPS (p) 16.0 21.5 25.8 21.5 30.0
Net Div Yield (%) 2.2 2.9 35 3.7 4.0
ROE (%) 33.9 29.5 29.1 28.3 25.5
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Fiscal year end 30-Nov 2004 2005 2006E 2007E 2008E
Valuation Ratios
P/E adjusted (x) 11.1 9.8 8.7 8.1 1.4
P/E reported (x) 11.1 9.8 8.7 8.1 1.4
P/BV (x) 3.3 2.4 2.5 2.0 1.7
P/Adjusted BV diluted (x) 3.5 2.5 2.6 2.1 1.7
Dividend yield (%) 2.2 2.9 35 3.7 4.0
Per Share Data (p)
EPS adjusted 67.2 76.0 86.0 91.7 99.9
EPS reported 67.2 76.0 86.0 91.7 99.9
BVPS 223.3 307.8 298.6 365.1 437.6
Tangible BVPS 191.3 274.8 298.6 365.1 437.6
Adjusted BVPS diluted 2115 300.1 291.0 355.9 426.6
DPS 16.0 21.5 25.8 27.5 30.0
Profit & Loss (£M)
Net interest income 84 142 165 187 204
Fees and commissions 38 10 12 14 15
Other operating Income 4 16 17 17 18
Total operating income 126 168 193 218 237
Total operating expenses -61 -80 -88 -95 -103
Oper. profit bef. provisions 66 88 105 123 134
Bad debt provisions -13 -36 -48 -59 -66
Non-operating/exceptionals -1 5 8 6 9
Pre-tax profit 52 57 65 70 77
Tax -16 -18 -19 -21 -23
Extraord./Min. Int./Pref. Div. 0 1 0 -1 -1
Attributable profit 36 40 45 48 53
Adjusted earnings 36 40 45 43 53
Growth Rates (%)
EPS adjusted 59.4 13.1 13.1 6.7 8.9
Oper. profit bef. prov. 54.1 344 19.7 17.0 9.0
Balance Sheet (EM)
Total assets 670 6,836 6,868 6,902 6,940
Avg interest earning assets 3,628 4917 6,448 7,644 8,501
Customer loans 4,138 5,695 7,200 8,088 8,915
Gross NPLs 302 518 720 849 981
Liab. & shar. funds 670 6,836 6,868 6,902 6,940
Total customer deposits 0 0 0 0 0
Reserve for loan losses 25 36 53 66 12
Shareholders' equity 114 159 154 188 226
Profitability/Solvency Ratios (%)
ROE adjusted 33.9 29.5 29.1 28.3 25.5
For further data queries on Citigroup's full coverage Net interest margin 2.3 29 2.6 2.4 2.1
universe please contact CIR Data Services Europe at Cost/income ratio 181 477 455 435 433
CitiResearchDataServices@citigroup.com Cash cost/average assets 9.7 21 13 14 15
or +44-207-986-4050
NPLs/customer loans 7.3 9.1 10.0 10.5 11.0
Reserve for loan losses/NPLs 8.2 7.0 7.3 1.7 7.4
\ Bad debt prov./avg. cust. loans 0.4 0.7 0.8 0.8 0.8
(‘r Powered by: Loans/deposit ratio na na na na na
dataCentral Tier 1 capital ratio na na na na na
Total capital ratio na na na na na
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Key investment issues

Declining core returns. Returns from the traditional, first-charge mortgage
business Kensington Mortgage Company (KMC) look set to continue to
decline, due to a combination of declining interest margins, reduced early
redemption charge (ERC) income and lower loan growth.

Increasing importance of second charge and Ireland. The decline in core
returns is being offset by (i) higher-margin second-charge mortgage volumes
from recently launched Kensington Personal Loans (KPL) and from 57.5%
owned Money Partners (MPL), and (ii) first charge mortgages in Ireland via
64%-owned Start Mortgages (SM).

Speed of income replacement. According to the pre-close trading update, SM
“is expected to contribute materially to group earnings growth from 2007".
The speed at which new income and profit streams replace reduced
profitability at the traditional business will be a key factor in whether profit
growth recovers in 2008 and beyond.

Purchasing minorities. The cost of acquiring minority shareholdings in MPL
(in 2009) and SM (in 2010) could be substantial. So far, Kensington has
acquired an unspecified minority interest in Bluestep in Sweden for £2.7m;
the cost of additional investment in Sweden could also be significant.

Rising whole-loan sale volumes. Lower profitability from UK first-charge
mortgages has prompted an increase in whole-loan sale volumes. Amounting
to approximately £1bn out of total 2006 originations in of around £4bn, whole
loan sales accounted for around 25% of group originations, 30%-40% of UK
first-mortgage volumes, and around 50% of KMC volumes.

Declining whole-loan sale margins. We forecast whole-loan sale profits of
£17m in 2006, a premium of around 1.7% on ~£1bn of sales. This compares
with premiums of 2.2% in 2005 and 1HO6, implying a premium of around
1.4% in 2HO6E. With early redemption charge (ERC) income a substantial
part of the in-force value of these portfolios, and with ERC income margins
falling, profit on sale premiums look set to decline further.

Leveraging. Following a write down of TML goodwill, we forecast the end-
November 2006 equity/mortgage assets ratio will have fallen to 2.2%. While
rising leverage has protected the group’s ROE against a declining ROA, it has
also increased earnings sensitivity to small changes in key margins.

Asset mix and capital adequacy. A rising proportion of second-charge loans
in the mortgage asset mix would suggest a higher capital requirement, all
other things equal. Whole loan sales and the originate-to-sell programme
should offset this requirement for additional capital but at the cost of lowering
the outlook for mortgage asset growth.

M&A. Kensington remains a potential acquisition target for larger banks with
access to cheaper retail funding and/or investment banks looking for
origination volumes to feed their mortgage-backed securities businesses.
Factors that could reduce the attractiveness of Kensington to the investment
banks are (i) partial-ownership of the faster growing businesses and (ii)
existing originate-to-sell arrangements.
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Managing Down Growth Expectations

Kensington’s 2006 pre-close trading statement was a wake-up call to those in
forecasting high-teens annual earnings growth for the foreseeable future. The
messages were clear: (i) full-year 2006 profits are likely to be within but at the
lower end of the market range, implying profit growth of around 14%; (ii) 2007
PBT growth is likely to be lower than in 2006, i.e. less than 14%. We now
forecast 8% PBT growth in 2007.

New earnings guidance

The key message of the pre-close update was that, whilst the group had
continued to show solid growth, particularly in its newer markets in Ireland and
second-charge mortgages in the UK, “the value from new business lending in
the UK first-charge mortgage market has continued to decline as competition
has reduced margins and lower income is being received from early redemption
charges”. As a result, management provided the following profit guidance:

m For 2006. Full-year 2006 profits are likely to be within, but at the lower end of
the market range (which we believe to be £65m-£69m).

m For 2007. Pre-tax profit growth in 2007 is likely to be lower than in 2006.
Based upon our revised 2006 PBT forecast, we interpret this as meaning
lower than 14% growth in 2007, which compared with market expectations of
closer to 20% growth.

Good while it lasted

When Kensington floated in November 2000, the original investment case for
investing was that the group provided access to the high growth and high
margins available in sub-prime UK (first-charge) mortgages. For much of its first
four years, cyclically low credit losses meant that Kensington and other
specialist lenders earned sub-prime margins on effectively prime quality assets.
New entrants attracted by these ‘supernormal’ returns have driven down interest
margins and encouraged customer behaviour patterns that have reduced early
redemption income. Rising interest and unemployment rates have in the
meantime normalised credit quality, further squeezing the returns available.

Focused on profitable volume growth

Faced with the choice of lowering underwriting standards and drastically
reducing its product pricing in order to chase first-charge volumes,
management has opted to maintain its credit criteria whilst balancing a
reduction in its first-charge mortgage margins and volumes. Over the medium
term, we believe this will prove to be the more profitable strategy.

Shifting the emphasis to Ireland and second-charge mortgages in the UK

In the meantime, management has responded to the income growth challenge
by developing alternative revenue streams, both in the UK and internationally.
Ultimately, we believe the growth outlook at Kensington will be reliant upon UK
sub-prime second mortgages, first mortgages in the Republic of Ireland, and in
originate-to-sell of arrangements with mainstream lenders and/or investment
banks still attracted to the lower margins available in UK first-charge sub-prime
mortgages.
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Revised estimates

We have revised our earnings estimates as summarised below:

Figure 1. Revised estimates

Yea to November (£m) 2006E 2007E 2008E

Old New Ch% Old New Ch% Old New Ch%
Operating income 2063 1934  -6% 2623 2184 -17% 2973 2370 -20%
Profit before tax 66.5 65.0 -2% 79.8 700 -12% 90.3 76.9  -15%
EPS (p) 88.0 86.0 2% 102.7 91.7 -11% 116.7 999 -14%
DPS (p) 25.8 25.8 0% 30.1 215 -9% 34.2 300 -12%

Source: Citigroup Investment Research

Our 2006 PBT estimate is reduced by 2% to £65m, which equates to EPS of
86p. This is despite higher than previously expected whole loan sales volumes
(we now forecast £1bn in loan sales in 2006 as compared with £850m
previously). For 2007, we have lowered our PBT estimate by 12% to £70m and
EPS by 11% to 91.7p. The key changes behind this reduction are a lower EIR
margin (which incorporates both a reduced interest spread and lower early
redemption fee income) and lower loan growth assumptions.

Figure 2. Loan Growth Forecasts

Year to November (Em) 2006E 2007E 2008E 2009E 2010E
New KMC/TML lending 2,600 2,678 2,758 2,841 2,926
New MPL/Start lending 1,400 1,470 1,544 1,621 1,702
Total new lending 4,000 4,148 4,302 4,462 4,628
Run-off rate -28% -28% -27% -26% -25%
Whole loan sales -1000.0 -1244.4 -1290.6 -1338.5 -1388.4
MAUM balances 7,200 8,088 8,915 9,721 10,530
Average balance 6,448 7,644 8,501 9,318 10,125

Source: Citigroup Investment Research

The other significant change to our balance sheet forecasts relates to intangible
assets. Following guidance that management will review goodwill resulting from
the acquisition of TML in 2002, we have prudently assumed the impairment of
all goodwill (£17m as at end-May 2006, the majority of which was created on
the acquisition of TML).

Investment conclusions
Managing down expectations

In lowering earnings growth expectations, Kensington’s management has in
effect given itself breathing space, during which time it can focus on developing
its alternative income streams, and perhaps look to accelerate the acquisition of
key minority shareholdings.

Shares de-rated and oversold

The cost of lowering expectations has been an 18% fall in the group’s share
price over the past week, more than the amount by which earnings estimates
have been reduced. Based on our new forecasts, Kensington’s shares now trade
on 8.6x 2006E and 8.1x 2007E, a 30% discount to the average of peers Paragon
Group (PAG.L-£6.62; 2M), Bradford & Bingley (BB.L-£4.51; 2M) and Northern
Rock (NRK.L-£11.73; 3M).
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Valuation inexpensive

Recent price weakness has therefore left the shares inexpensive in relative
terms and in comparison to our estimate of fair value; based on our preferred
fundamental price to book methodology, we estimate a current fair value of
870p, 18% above current market levels.

Risks remain

We remained concerned, however, about (i) high balance sheet leverage — we
forecast an end-November equity/mortgage assets ratio of around 2.2%, which
gives means high earnings sensitivity to further reductions in key margins; (ii)
the significance of ERC income to total income, given the reduction in ERC
income margins during 2006; (iii) the potentially high cost of purchasing
minority shareholdings the new businesses, given their increasing importance,
should management choose to do so. We will continue to monitor relatively
recent originate-to-sell arrangements such as those between Alliance &
Leicester (AL.L - £10.87; 3M) and Lehman Brothers (LEH.N - US$74.17; 2H)
and between Paragon and Morgan Stanley (MS.N - US$76.32; 1M) (in sub-
prime second mortgages).

Maintaining Buy/ High Risk rating

In balance, we retain our Buy/High Risk rating and set a new 12-month target
price of £8.70. Including the group’s prospective dividend yield this implies a
total expected return of 21%.
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The Pre-Close Trading Update

The key elements of the pre-close trading update were as follows:

Volumes

m New business volumes for the 11 months to end-October were reported to be
in excess of £3.7bn, up more than 19% on the same period in 2005 and
which broadly equates to full year volumes of around £4bn, in line with our
forecasts. The group’s offer pipeline at end-October was reported to be over
£430m, up 15% on October 2005.

m Within this total, new business completions in UK first-charge mortgages
(KMC and MPL) were up 7%, reflecting intense competition in this segment
and management’s decision not to relax its underwriting criteria.

m Second-charge lending in the UK (through MPL) and first-charge lending in
Ireland (SM) were reported to have delivered strong growth, with new
business volumes for these segments more than double those seen in the
comparable 11 months in 2005.

m Mortgage assets under management at end-October were up 22% over the 11
months to £7.1bn, and up 8% over the first 5 months of the second half.

Margins

m Gross new business margins were reported to have remained stable at 3.3%
over LIBOR. This was despite a reduction in the UK first-charge lending
margin from 3.0% to 2.7% and in UK second-charge lending from 8.3% to
8.0%, which reflects the shift in mix from first-charge to second-charge
mortgages. Margins in SM remained stable at 3.7%.

m The group’s ERC income was reduced as a result of lower redemption rates
for UK first-charge mortgages and a shift in redemption patterns, with more
customers remortgaging outside the early redemption charge period. As a
result, average income per redemption fell to 2.8% in the 11 months to end-
October as compared with 4.4% in 2005.

m The decrease in new business margins and lower ERC income has reduced
the value of Kensington’s new first-charge mortgages, and as a result, led to
lower premiums on whole-loan sales.

Credit quality

m The positive news in the update was that credit performance has improved
since the first half and that as a result, the group impairment charge for the
second half is expected to be lower than for the first half.
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Funding

m Demand for Kensington’'s mortgage-backed securities has remained strong
and in the 11 months to October the group issued £1.65bn of MBS. The
overall initial cost of funds increased to 0.33% over LIBOR compared to
0.30% in 2005 due to the increased proportion of second-charge mortgages.

m Kensington sold loan portfolios totalling ~£1bn in 2006, versus £740m in
2005. This amounts to around 25% of total new business volumes, up from a
previously targeted 20%. Management expects to increase this proportion in
future, and in particular, KMC has launched a pilot range of specialist prime
first-charge mortgages and has sold these loans in two recent whole loan
sales. Management intends rolling-out this “originate-to-sell” activity in 2007.

New initiatives

m SM was reported to have accelerated its growth programme and broadened its
products and distribution sources. Management now expects SM to
contribute materially to group earnings growth from 2007.

m In April, Kensington acquired a minority stake in the Swedish company
Bluestep for £2.7m. This investment in the only non-conforming lender in
Sweden has provided Kensington with an entry into this under-developed
market. Bluestep was reported to be operating profitably and showing
encouraging growth.

TML goodwill write-down

m The group’s direct-to-consumer distribution business TML has continued to
deliver low new business volumes to KMC; over the 11 months to end-
October, TML generated only 5% of total new business completions. A new
Managing Director was appointed at TML in July, and all aspects of the
business model are currently being reviewed. Goodwill relating to the
acquisition of TML will also be reviewed at the year-end and we have
prudently assumed this will be written off.
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Valuation

Fundamental price to book value

Our preferred valuation approach is summarised in the table below.

Figure 3. Fundamental Price to Book Valuation

Year to November (Em) 2006E 2007E 2008E 2009E 2010E
Mortgage assets 7200.0 8087.6 8915.2 9720.5 10530.0
Memo: MAUM growth 26% 12% 10% 9% 8%
Normalised equity/MAUM 3.0% 3.0% 3.0% 3.0% 3.0%
Normalised equity 216.0 242.6 267.5 291.6 315.9
Actual equity 155.1 189.4 226.8 268.0 313.2
Surplus capital -60.9 -53.2 -40.6 -23.6 -2.7
Attributable profit 455 485 52.8 58.2 63.9
Return on surplus capital 2.4 2.1 1.6 0.9 0.1
Normalised return 47.9 50.6 54.5 59.1 64.0
Normalised return on equity 22.2% 20.9% 20.4% 20.3% 20.3%
Dividends 133 142 15.4 17.0 18.7
Discount factor 1.105 1.221 1.349 1.491
PV dividends 12.8 12.6 12.6 12.5
Sustainable return on NTAV 18.5%
Long-term growth assumption 2.0%
Cost of equity 10.5%
Fair value P/NTAV 1.94
2010 terminal value 613.2
2010 surplus capital -2.7
NPV terminal value 4113
NPV dividends 50.6
NPV surplus capital -1.8
Fair value 460.2
Shares in issue 52.9
Fair value per share (p) 870

Source: Citigroup Investment Research

The objective is to estimate a fundamental fair value for the shares as at end-
November 2006, i.e. a current fair value estimate. There are three parts to this
estimate:

m The expected dividend flow to 2010E;
m Surplus equity capital present on the balance sheet at end-2010E;

m The terminal value of normalized equity capital at end-2010E based upon
sustainable return on equity, cost of equity and long-term growth
assumptions.

All three components are discounted to NPV using estimated cost of equity as
the discount rate.

The sum of these three items produces a current fair value estimate for the
group of £460m, which equates to 870p per share.
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Price performance

The shares have fallen in by 18% since the pre-close trading update on 22
November, underperforming the FTSE All Share Index by 15%

Figure 4. Performance Relative to Peers (6m) Figure 5. Performance Relative to Peers (2yrs)
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On a two-year view, recent weakness has only brought Kensington back in line
with Paragon Group (PAG.L-£6.62; 2M), following Kensington’s outperformance
between October 2005 and March 2006. Over this time horizon, both stocks
have outperformed their UK mortgage bank peers.

Peer group relatives

Following recent weakness, and despite reduced earnings estimates, Kensington
currently trades at a 30% P/E discount to the average of its UK mortgage market
peers, for both 2006 and 2007.

Figure 6. Peer Group P/E Ratios & Yields

P/E Ratio  P/E Ratio Yield Yield

Price (p)*  MV(Em)  Year-end 2006E 2007E 2006E 2007E

Bradford & Bingley 451 2,861 Dec 11.9 10.9 45% 4.8%
Northern Rock 1173 4,941 Dec 13.6 12.2 3.0% 3.4%
Paragon Group 662 769 Sep 113 115 2.6% 3.2%
Average 12.3 115 3.3% 3.8%
Kensington Group 740 388 Nov 8.6 8.1 3.5% 3.7%

Source: Citigroup Investment Research. *Prices at close 27 November.

At our fundamental fair value estimate of 870p per share, Kensington would
trade on a 2006E P/E of 10.1x, a 2007E P/E of 9.5x, and yield 3.0%.
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Financial Forecasts
Forecast summary

Our financial forecasts are summarised below.

Figure 7. Forecast Summary

Year to November (Em) 2005 2006E 2007E 2008E 2009E 2010E
Income & Expenses

Net interest income 142.1 164.7 187.1 203.6 222.9 242.1
Net fees & commissions 9.9 11.6 13.8 15.3 16.8 18.2
Profit on sale of mortgages 16.4 17.0 174 18.1 18.7 19.4
Operating income 168.4 193.3 2183 2370 258.4 279.8
Operating expenses -80.4 -88.0 -95.0 -102.6 -109.8 -116.4
Pre-provision profit 88.0 105.4 123.3 134.4 148.7 163.4
Provision for losses -35.8 -48.4 -58.9 -66.3 -72.1 -79.0
Operating profit 52.2 57.0 64.4 68.1 76.0 84.4
Associate income -0.5 15 5.6 8.8 9.3 9.8
Change in FV derivatives 49 5.8

Change in FV MPL/SM options 0.4 0.6

Core PBT 51.0 65.0 70.0 76.9 85.3 94.2
Exceptional items 0.1

Goodwill amortisation

Profit before tax 57.1 65.0 70.0 76.9 85.3 94.2
Taxation -17.7 -19.5 -21.0 -23.1 -25.6 -28.3
Minorities 0.8 0.0 -0.5 -1.0 -1.5 -2.0
Attributable profit 40.2 455 48.5 52.8 58.2 64.0
Dividend -9.0 -13.3 -14.2 -15.5 -17.0 -18.7
Retained earnings 31.2 32.2 343 37.4 41.2 452
Balance Sheet

Mortgage assets (MAUM) 5,695 7,200 8,088 8,915 9,721 10,530
Average mortgage AUM 4917 6,448 7,644 8,501 9,318 10,125
Equity 159.8 155.1 189.4 226.7 267.9 313.2
Minorities 1.1 11 1.1 1.1 11 1.1
Intangible assets 17.0 0.0 0.0 0.0 0.0 0.0
Ratios

EIR margin 2.99% 2.65% 2.45% 2.40% 2.39% 2.39%
Fee & Comm margin 0.20% 0.18% 0.18% 0.18% 0.18% 0.18%
Profit on sale margin 0.33% 0.26% 0.23% 0.21% 0.20% 0.19%
Total income margin 3.52% 3.09% 2.86% 2.719% 2.77% 2.76%
Provision charge:avg loans -0.73% -0.75% -0.77% -0.78% -0.78% -0.78%
Cost:income ratio -47.7% -45.5% -43.5% -43.3% -42.5% -41.6%
RoMAUM 0.82% 0.71% 0.63% 0.62% 0.62% 0.63%
Equity:MAUM 2.8% 2.2% 2.3% 2.5% 2.8% 3.0%
ROE 27.4% 28.9% 28.2% 25.4% 23.5% 22.0%
Effective tax rate -31.1% 30.0% 30.0% 30.0% 30.0% 30.0%
Per share data

Reported diluted EPS (p) 76.0 86.0 91.7 99.9 110.0 120.9
Adjusted EPS (p) 75.8 86.0 91.7 99.9 110.0 120.9
DPS (p) 21.5 25.8 21.5 30.0 33.0 36.3
NAV/share (p) 309.9 300.7 367.2 439.7 519.6 607.3

Source: Company Reports and CIR Estimates
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Margins & returns

The margin and return estimates underpinning our forecasts are set out in the
table below.

Figure 8. Return on Average Mortgage Assets & Return on Equity

Year to November 2005 2006E 2007E 2008E 2009E 2010E
EIR income* 2.99% 2.65% 2.45% 2.40% 2.39% 2.39%
Net fees & commissions 0.20% 0.18% 0.18% 0.18% 0.18% 0.18%
Profit on sale of mortgages 0.33% 0.26% 0.23% 0.21% 0.20% 0.19%
Operating income 3.52% 3.09% 2.86% 2.19% 2.77% 2.76%
Operating expenses -1.64% -1.36% -1.24% -1.21% -1.18% -1.15%
Provision for losses -0.73% -0.75% -0.77% -0.78% -0.78% -0.78%
Operating profit 1.16% 0.97% 0.84% 0.80% 0.82% 0.83%
Associate income -0.01% 0.02% 0.07% 0.10% 0.10% 0.10%
Change in FV MPL/SM options 0.01% 0.01%

Core PBT 1.16% 1.01% 0.92% 0.90% 0.92% 0.93%
Exceptional items 0.00% 0.00% 0.00% 0.00% 0.00% 0.00%
Taxation -0.36% -0.30% -0.27% -0.27% -0.27% -0.28%
Minorities 0.02% 0.00% -0.01% -0.01% -0.02% -0.02%
Return on avg mortgage assets 0.82% 0.71% 0.63% 0.62% 0.62% 0.63%
Average mortgage assets 4916.7 6447.5 7643.8 8501.4 9317.9 10125.3
Average equity 146.8 157.4 172.2 208.1 247.3 290.5
Leverage (assets/equity) 335 41.0 444 40.9 37.7 34.8
Return on avg equity 274% 28.9% 28.2% 25.4% 23.5% 22.0%

Source: Citigroup Investment Research. *2005-06 EIR income has been grossed up for change in FV of derivatives.
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Kensington Group

Company description

Kensington Group is a leader in the UK non-prime mortgage market. Its
customers are those unable to satisfy mainstream lenders' credit scoring
systems and include the recently self-employed, contractors, older borrowers,
temporary employees and those with impaired credit histories. The core
subsidiary is Kensington Mortgage Company and in 2004, the group entered
into ventures with Money Partners in the UK and Start Mortgages in the
Republic of Ireland to broaden its distribution channels.

Investment thesis

The strategic issues are declining returns and profitability at core wholly-owned
businesses, and the increasing importance of partially owned businesses, and
Money Partners in particular. The traditional business is suffering from
declining returns, primarily as a result of increased competition which has
driven down gross income margins, but also due to rising arrears and credit
costs. The key investment issues are (i) whether strong new business volumes
from new higher margin ventures and activities can more than offset declining
core returns and hence maintain earnings growth momentum, and (ii) whether
the group's market value has fully accounted for the increasing importance of
Money Partners and the potential future cost of acquiring control of this
business.

Valuation

Based on our preferred fundamental price to book valuation methodology, which
takes into account forecast loan growth and returns on equity out to 2010E, we
estimate an end-November 2006 fair value for the shares of 870p. We set our
12-month target price of 870p in relation to this fundamental value estimate. At
870p the shares would trade on 10.1x 2006E, 9.5x 2007E and yield a
prospective 3.0%.

Risk

We rate Kensington High Risk. The risk rating on the stock is derived after the
consideration of industry-specific risks, financial risk and management risk. In
addition, we consider historical share price volatility, based on the input of the
Citigroup Investment Research quantitative research team, as a possible
indicator of future stock-specific risk. Key concerns are: the group's exposure to
an increasingly competitive environment in its core business, following a
number on new entrants over the past year; the potential for arrears and loan
losses to increase further as a result of rising UK interest rates and/or
unemployment. Upside risks include M&A speculation, since Kensington may
be seen as acquisition target for larger financial organisations, including
investment banks looking to boost their securitisation businesses. These factors
could impede the shares from achieving our target price.
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Analyst Certification Appendix A-1

I, Tony Cummings, research analyst and the author of this report, hereby certify that all of the views expressed in this research report
accurately reflect my personal views about any and all of the subject issuer(s) or securities. | also certify that no part of my compensation
was, is, or will be directly or indirectly related to the specific recommendation(s) or view(s) in this report.

Kensington Group (KGN.L)
Ratings and Target Price History - Fundamental Research Target Closing
Analyst: Tony Cummings (covered since September 28 2006) GBP # Date Rating Price Price
: : : 1:27 Jan 04 1M *4.40 419
2:25 May 04 1M *4.80 417
3:12 Jul 04 *2M *4.64 414
4: 1 Feb 05 2M *5.20 5.37
5: 7 Jul 05 2M *5.59 5.43
6:18 Jul 05 *1M *6.65 5.55
7:19 Dec 05 1M *10.20 8.97
8:31 Jan 06 *2M *11.35 10.75
9: 27 Sep 06 *1H *9.50 8.21

*Indicates change.
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Customers of the Firm in the United States can receive independent, third-party research on the company or companies covered in this report, at no cost to them, where
such research is available. Customers can access this independent research at http://www.smithbarey.com (for retail clients) or http://www.citigroupgeo.com (for
institutional clients) or can call (866) 836-9542 to request a copy of this research.

Citigroup Global Markets Inc. or its affiliates beneficially owns 1% or more of any class of common equity securities of Lehman Brothers Holdings Inc. This position reflects
information available as of the prior business day.
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Brothers Holdings Inc., Morgan Stanley and Northern Rock.

Citigroup Global Markets Inc. or its affiliates has received compensation for investment banking services provided within the past 12 months from Alliance & Leicester,
Lehman Brothers Holdings Inc., Morgan Stanley and Northern Rock.

Citigroup Global Markets Inc. or its affiliates expects to receive or intends to seek, within the next three months, compensation for investment banking services from
Northern Rock.

Citigroup Global Markets Inc. or an affiliate received compensation for products and services other than investment banking services from Alliance & Leicester, Bradford &
Bingley, Kensington Group, Lehman Brothers Holdings Inc., Morgan Stanley and Northern Rock in the past 12 months.

Citigroup Global Markets Inc. currently has, or had within the past 12 months, the following company(ies) as investment banking client(s): Alliance & Leicester, Bradford &
Bingley, Kensington Group, Lehman Brothers Holdings Inc., Morgan Stanley, Northern Rock and Paragon Group.

Citigroup Global Markets Inc. currently has, or had within the past 12 months, the following company(ies) as clients, and the services provided were
non-investment-banking, securities-related: Alliance & Leicester, Bradford & Bingley, Kensington Group, Lehman Brothers Holdings Inc., Morgan Stanley and Northern
Rock.

Citigroup Global Markets Inc. currently has, or had within the past 12 months, the following company(ies) as clients, and the services provided were
non-investment-banking, non-securities-related: Alliance & Leicester, Kensington Group, Lehman Brothers Holdings Inc., Morgan Stanley and Northern Rock.

Citigroup Global Markets Inc. or an affiliate received compensation in the past 12 months from Kensington Group.

Analysts' compensation is determined based upon activities and services intended to benefit the investor clients of Citigroup Global Markets Inc. and its affiliates ("the
Firm"). Like all Firm employees, analysts receive compensation that is impacted by overall firm profitability, which includes revenues from, among other business units, the
Private Client Division, Institutional Sales and Trading, and Investment Banking.

The Firm is a market maker in the publicly traded equity securities of Kensington Group, Lehman Brothers Holdings Inc., Morgan Stanley and Paragon Group.

For important disclosures (including copies of historical disclosures) regarding the companies that are the subject of this Citigroup Investment Research product (“the
Product"), please contact Citigroup Investment Research, 388 Greenwich Street, 29th Floor, New York, NY, 10013, Attention: Legal/Compliance. In addition, the same
important disclosures, with the exception of the Valuation and Risk assessments and historical disclosures, are contained on the Firm's disclosure website at
www.citigroupgeo.com. Private Client Division clients should refer to www.smithbarney.com/research. Valuation and Risk assessments can be found in the text of the most
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Citigroup Investment Research Ratings Distribution

Data current as of 30 September 2006 Buy Hold Sell
Citigroup Investment Research Global Fundamental Coverage (2914) 46% 40% 14%
% of companies in each rating category that are investment banking clients 44% 43% 32%
Banks -- Europe (52) 52% 37% 12%
% of companies in each rating category that are investment banking clients 93% 84% 83%
Brokers & Asset Managers -- North America (13) 46% 54% 0%
% of companies in each rating category that are investment banking clients 100% 71% 0%
Diversified and Speciality Finance -- Europe (18) 12% 22% 6%
% of companies in each rating category that are investment banking clients 8% 0% 0%

Guide to Fundamental Research Investment Ratings:

Citigroup Investment Research's stock recommendations include a risk rating and an investment rating.

Risk ratings, which take into account both price volatility and fundamental criteria, are: Low (L), Medium (M), High (H), and Speculative (S).

Investment ratings are a function of Citigroup Investment Research's expectation of total return (forecast price appreciation and dividend yield within the next 12 months)
and risk rating.

For securities in developed markets (US, UK, Europe, Japan, and Australia/New Zealand), investment ratings are: Buy (1) (expected total return of 10% or more for Low-Risk
stocks, 15% or more for Medium-Risk stocks, 20% or more for High-Risk stocks, and 35% or more for Speculative stocks); Hold (2) (0%-10% for Low-Risk stocks, 0%-15%
for Medium-Risk stocks, 0%-20% for High-Risk stocks, and 0%-35% for Speculative stocks); and Sell (3) (negative total return).

Investment ratings are determined by the ranges described above at the time of initiation of coverage, a change in investment and/or risk rating, or a change in target
price (subject to limited management discretion). At other times, the expected total returns may fall outside of these ranges because of market price movements and/or
other short-term volatility or trading patterns. Such interim deviations from specified ranges will be permitted but will become subject to review by Research Management.
Your decision to buy or sell a security should be based upon your personal investment objectives and should be made only after evaluating the stock's expected
performance and risk.

OTHER DISCLOSURES

The subject company's share price set out on the front page of this Product is quoted as at 28 November 2006 08:22 AM on the issuer's primary market.

Within the past 5 years, Citigroup Global Markets Inc. or its affiliates has acted as manager or co manager of an offering of equity securities of Bradford & Bingley, Lehman
Brothers Holdings Inc. and Morgan Stanley.

Within the past 5 years, Citigroup Global Markets Inc. or its affiliates has acted as manager or co manager of an offering of fixed income securities of Alliance & Leicester,
Bradford & Bingley, Lehman Brothers Holdings Inc., Morgan Stanley and Northern Rock.

Citigroup Global Markets Inc. and/or its affiliates has a significant financial interest in relation to Bradford & Bingley, Lehman Brothers Holdings Inc., Morgan Stanley and
Northern Rock. (For an explanation of the determination of significant financial interest, please refer to the policy for managing conflicts of interest which can be found at
www.citigroupgeo.com.)

Citigroup Global Markets Inc. or its affiliates beneficially owns 5% or more of any class of common equity securities of Lehman Brothers Holdings Inc.

Citigroup Global Markets Inc. or its affiliates holds a long position in any class of common equity securities of Kensington Group, Lehman Brothers Holdings Inc., Morgan
Stanley, Northern Rock and Paragon Group.

For securities recommended in the Product in which the Firm is not a market maker, the Firm is a liquidity provider in the issuers' financial instruments and may act as
principal in connection with such transactions. The Firm is a regular issuer of traded financial instruments linked to securities that may have been recommended in the
Product. The Firm regularly trades in the securities of the subject company(ies) discussed in the Product. The Firm may engage in securities transactions in a manner
inconsistent with the Product and, with respect to securities covered by the Product, will buy or sell from customers on a principal basis.

Citigroup Global Markets Inc. or its affiliates acts as a corporate broker to Bradford & Bingley and Kensington Group.

Securities recommended, offered, or sold by the Firm: (i) are not insured by the Federal Deposit Insurance Corporation; (ii) are not deposits or other obligations of any
insured depository institution (including Citibank); and (iii) are subject to investment risks, including the possible loss of the principal amount invested. Although
information has been obtained from and is based upon sources that the Firm believes to be reliable, we do not guarantee its accuracy and it may be incomplete and
condensed. Note, however, that the Firm has taken all reasonable steps to determine the accuracy and completeness of the disclosures made in the Important Disclosures
section of the Product. The Firm's research department has received assistance from the subject company(ies) referred to in this Product including, but not limited to,
discussions with management of the subject company(ies). Firm policy prohibits research analysts from sending draft research to subject companies. However, it should
be presumed that the author of the Product has had discussions with the subject company to ensure factual accuracy prior to publication. All opinions, projections and
estimates constitute the judgment of the author as of the date of the Product and these, plus any other information contained in the Product, are subject to change without
notice. Prices and availability of financial instruments also are subject to change without notice. Notwithstanding other departments within the Firm advising the
companies discussed in this Product, information obtained in such role is not used in the preparation of the Product. Although Citigroup Investment Research does not set
a predetermined frequency for publication, if the Product is a fundamental research report, it is the intention of Citigroup Investment Research to provide research coverage
of the/those issuer(s) mentioned therein, including in response to news affecting this issuer, subject to applicable quiet periods and capacity constraints. The Product is for
informational purposes only and is not intended as an offer or solicitation for the purchase or sale of a security. Any decision to purchase securities mentioned in the
Product must take into account existing public information on such security or any registered prospectus.

Investing in non-U.S. securities, including ADRs, may entail certain risks. The securities of non-U.S. issuers may not be registered with, nor be subject to the reporting
requirements of the U.S. Securities and Exchange Commission. There may be limited information available on foreign securities. Foreign companies are generally not
subject to uniform audit and reporting standards, practices and requirements comparable to those in the U.S. Securities of some foreign companies may be less liquid and
their prices more volatile than securities of comparable U.S. companies. In addition, exchange rate movements may have an adverse effect on the value of an investment in
a foreign stock and its corresponding dividend payment for U.S. investors. Net dividends to ADR investors are estimated, using withholding tax rates conventions, deemed
accurate, but investors are urged to consult their tax advisor for exact dividend computations. Investors who have received the Product from the Firm may be prohibited in
certain states or other jurisdictions from purchasing securities mentioned in the Product from the Firm. Please ask your Financial Consultant for additional details.
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may be placed only through Citigroup Global Markets Inc.
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