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Fiscal year end 30-Sep 2005 2006 2007E 2008E 2009E
Valuation Ratios
P/E adjusted (x) 12.9 10.3 10.3 9.3 8.6
P/E reported (x) 12.9 10.3 10.3 9.3 8.6
P/BV (x) 3.0 2.1 1.8 1.6 1.4
P/Adjusted BV diluted (x) 2.9 2.3 1.9 1.7 1.5
Dividend yield (%) 2.1 2.8 3.7 43 48
Per Share Data (p)
EPS adjusted 46.8 58.5 58.6 64.8 70.1
EPS reported 46.8 58.5 58.6 64.8 70.1
BVPS 202.4 282.6 330.5 376.4 423.9
Tangible BVPS 202.1 282.0 329.9 375.8 4233
Adjusted BVPS diluted 205.4 265.8 3134 359.0 404.3
DPS 12.6 17.0 22.0 26.0 29.0
Profit & Loss (£EM)
Net interest income 131 143 140 141 145
Fees and commissions 0 0 0 0 0
Other operating Income 29 31 31 32 34
Total operating income 160 174 171 174 178
Total operating expenses -45 -45 -43 -43 -45
Oper. profit bef. provisions 115 128 128 130 134
Bad debt provisions -43 -48 -34 -26 -21
Non-operating/exceptionals 0 3 0 0 0
Pre-tax profit 72 83 94 105 113
Tax -16 -14 -26 -30 -33
Extraord./Min. Int./Pref. Div. 0 0 0 0 0
Attributable profit 56 69 68 74 80
Adjusted earnings 56 69 68 74 80
Growth Rates (%)
EPS adjusted 1.2 24.9 0.2 10.6 8.2
Oper. profit bef. prov. 49.7 11.3 -0.2 1.9 2.6
Balance Sheet (EM)
Total assets 7,091 9,117 11,221 13,194 15,113
Avg interest earning assets 6,250 7,600 9,479 11,518 13,464
Customer loans 6,431 8,427 10,532 12,504 14,423
Gross NPLs 0 0 0 0 0
Liab. & shar. funds 7,091 9,117 11,221 13,194 15,113
Total customer deposits 0 0 0 0 0
Reserve for loan losses 0 0 0 0 0
Shareholders' equity 364 433 482 532 584
Profitability/Solvency Ratios (%)
ROE adjusted 21.7 24.7 20.0 19.2 184
For further data queries on Citigroup's full coverage Net interest margin 21 1.9 15 1.2 1.1
universe please contact CIR Data Services Europe at Cost/income ratio 28.2 26.2 25.2 250 25.0
CitiResearchDataServices@citigroup.com Cash cost/average assets 07 06 04 04 03
Or +4-207-986-4050 NPLs/customer loans 00 0.0 0.0 0.0 0.0
Reserve for loan losses/NPLs na na na na na
Bad debt prov./avg. cust. loans 0.7 0.6 04 0.2 0.2
@ Powered by: Loans/deposit ratio na na na na na
dataCentral Tier 1 capital ratio 6.1 6.5 6.2 6.1 6.0
Total capital ratio 9.1 9.0 8.3 7.9 1.6
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Lowering Earnings Estimates & Target Price

We lower our earnings estimates, by 1% on 2007E, 5% in 2008E, and 9% in
2009E, primarily to reflect a combination of lower than previously forecast
income margins, partially offset by stronger volumes. The volume/margin trade-
off within our new estimates has implications for the release of capital: we now
estimate ~£20m of capital will be released over the four years to 2010E, as
compared with ~£90m previously. As a result of these changes, we reduce our
target price by 13% from 720p to 625p per share.

Following several years of strong earnings and dividend growth, driven by a
combination of very strong buy-to-let (BTL) mortgage new business volumes and
loan growth and the group’s capital release and share buy-back programmes,
the outlook is more challenging, in our view:

m Income margin compression. New entrants into the UK BTL market
(including a recent entrant into Paragon’s professional landlord niche) are
competing on price and driving down income margins, although lower
funding costs have so far protected Paragon’s BTL net interest margins. Our
forecasts discount competitive pressure on BTL and second mortgage gross
margins, stable rather than cheaper funding costs, and reduced non-interest
income (payment protection insurance commissions in particular).

m Other activities bring credit risk. Although BTL Mortgages is the key growth
division, it accounted for only 63% of 2006 operating profits, and only 40% of
operating income. The other activities — consumer finance and closed books
in run-off — accounted for 97% of last year’'s impairment charge and 73% of
the group’s non-interest income. These divisions bring higher credit risk and
the potential for more volatile impairment provisions.

m Cost:income pressures. Since an element of the group’s ‘central costs’ — the
collections and IT departments, for example — are being charged to the
declining income stream from the closed Other Operations in run-off, the
reallocation of these costs to the continuing businesses could limit the
potential for further significant reductions in the group’s expense ratio.

m Relatively expensive. Although the shares appear reasonably valued in
relation to the UK mortgage banks, when we isolate the core BTL Mortgages
division, by stripping out stand-alone valuations for the Consumer Finance
and Other divisions, its implied valuation looks relatively expensive. Hence,
despite recent weakness (the shares are down 9% over the past month), we
see little scope for re-rating.

m Reduced scope for buy-backs. As a consequence of stronger net new
business assumptions, our new forecasts have a higher ‘loan book funding
requirement’ and hence we now estimate ~£20m of capital will be released
over the four years to 2010E, as compared with ~£90m previously. The 2006
final results presentation appeared to confirm this conclusion, highlighting a
“significant increase in capital commitment to buy-to-let” and the “recycling
potential” of capital released from the closed books in run-off.

m Director share sales. In our initiation of coverage note dated 9 November
2006, we highlighted that all four of the group’s Executive Directors had
recently sold shares (at 659p per share). On 9 January, Chief Executive Nigel

Citigroup Global Markets | Equity Research



Paragon Group (PAG.L)
22 January 2007

Terrington exercised options approaching expiry, purchasing 200,000 shares
at 148.5p per share. He subsequently sold 200,000 shares at 670p per
share, leaving his total shareholding in the company at 127,573 shares.

Forecast changes

Our revised earnings forecasts are summarized below. Full details of the
changes are set out later in this note.

Figure 1. Forecast Changes

Year to September (Em) 2007E 2008E 2009E

Old New Ch% 0ld New Ch % 0ld New Ch%
BTL Mortgages 67.9 65.8 -3% 84.2 78.6 -1% 98.7 88.6 -10%
Consumer Finance 24.0 22.1 -8% 24.8 223 -10% 25.5 222 -13%
Other Operations 3.9 5.9 51% 2.7 3.8 39% 1.9 2.4 21%
Group PBT 95.8 93.8 -2% 111.7  104.6 -6% 126.1 1132 -10%
Diluted EPS (p) 59.3 58.6 -1% 68.3 64.8 -5% 71.0 70.1 -9%
DPS (p) 20.9 22.0 5% 25.9 26.0 0% 30.4 29.0 -5%

Source: Citigroup Investment Research

Our new EPS estimates are approximately 2% and 4% below the IBES
consensus for the years to September 2007 and 2008 respectively. Our dividend
forecasts are a little ahead of consensus.

Investment recommendation

We forecast a slowdown in underlying earnings growth reflecting some
moderation in UK mortgage market volume growth in 2008, and as competition
begins to erode the group’s BTL and second mortgage income margins. On a
full rating (expensive for BTL Mortgages on a stand-alone basis) and with
earnings risk biased to the downside in our view, the shares remain a Hold.
Next news will be the group’s half-year pre-close trading update in late March.
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Valuation

Lower earnings forecasts and a reduced estimate for capital released from the
closed loan books in run-off have led to lower fair value estimates upon which
we have based our new 625p target price. Although the shares trade on a ~10%
discount to Paragon’'s UK mortgage bank peers, our estimate of the stand-alone
value of the core BTL Mortgages division suggests it is being afforded a
premium rating.

Price performance & rating

The charts below, based on IBES consensus estimates, show how the ratings
afforded to the specialist UK mortgage market stocks have converged over the
last 5 years, and that until fairly recently, Paragon had traded broadly in-line
with the UK specialist mortgage banks Bradford & Bingley and Northern Rock.

Figure 2. UK Mortgage Stocks — Price Performance (Indexed)
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Relative valuation

The table below, based on Citigroup estimates, compares Paragon’s P/E ratios
and dividend yields with those of its UK mortgage market peers.

Figure 4. Peer Group PE Ratios and Yields

PER Yield
Price (p) MV (£Em) Y/e 2006E 2007E 2008E 2006E 2007E 2008E
Bradford & Bingley 464 2,944 Dec 12.3 11.0 102 43%  47%  5.0%
Kensington Group 741 389 Nov 8.6 8.1 74  35% 3.7% 4.0%
Northern Rock 1161 4,890 Dec 13.7 12.3 10.6  3.0% 3.4% 3.9%
Average 11.5 10.5 9.4  3.6% 3.9% A43%
Paragon Group 602 698 Sep 10.3 10.3 9.3 2.8% 3.7% 4.3%

Source: Citigroup Investment Research. Prices at close 19/1/2007
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The shares trade on 10.3x estimated EPS for 2007 and 9.3x for 2008. As such,
Paragon trades at about a 10% discount to the average of its UK mortgage bank
peers, and about a 20% premium to its non-bank mortgage market peer
Kensington Group.

Absolute valuation analysis

We use two methodologies for estimating fundamental fair value — a sum-of-the-
parts approach and an alternative price to book valuation. The former allows for
an implied valuation of the group’s core operating division, BTL Mortgages,
based on the group’s current market/enterprise value and our stand-alone value
estimates for the Consumer Finance and Other Operations divisions.

Sum-of-the-parts

Our sum-of-the-parts (SOTP) approach is summarized below.

Figure 5. Sum-of-the-Parts Valuation

Year to September 2007 (Em) PBT Tax
BTL Mortgages 65.8 -19.1
Consumer Finance 22.1 -6.4
Other Operations 5.9 -1.7
Divisional total 93.8 -21.2
Leverage

Group total 93.8 -27.2

Source: Citigroup Investment Research Estimates

2007E Sustainable Long-Term

PAT  Capital ROE ROE COE  Growth P/BV PER Value£m Valuep
46.8 283.7 16.5% 16.0% 9.5% 3.5% 2.1 12.6 591.1 515
15.7 55.9 28.1% 27.0% 10.5% 1.0% 2.7 9.7 153.1 133
4.2 75.5 5.5% 30.0 26

66.6 415.2 16.0% 11.6 774.2 675
-53.6 -53.6 -47

66.6 361.5 18.4% 720.6 628

Based on our 2007E forecasts, the key assumptions underlying this valuation
are:

m The economic capital allocations we apply in our capital management model
—a 3% capital allocation to estimated BTL Mortgage loan balances, a 7.5%
allocation for Consumer Finance, and a 20% allocation for Other Operations.

m These economic capital allocations underpin our 2007E ROE estimates (upon
which we base long-term sustainable ROE estimates). In conjunction with our
forecast for end-September 2007 group equity, they also provide an estimate
for end-2007 ‘leverage’ (i.e. required economic capital in excess of group
equity).

m Cost of equity and long-term growth assumptions for BTL Mortgages and
Consumer Finance. We have chosen rates to reflect the different growth and
risk profiles of these two divisions.

m We have valued the Other Operations as the sum of the NPV of estimated
after tax profits on run-off (~£10m) and the value of capital released as these
books are wound down (~£20m).

Our sum-of-the-parts approach values BTL Mortgages on 12.6x estimated 2007
earnings, and Consumer Finance on 9.7x 2007E. The £10m estimate for the
NPV value of the closed books equates to 2% of the division’s end-September
2006 receivables, and 3% of estimated end-2007 receivables.

The approach values the group in aggregate at £721m, or 628p per share.
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Isolating BTL Mortgages

In the table below, we have isolated implied P/E multiples on Paragon’s BTL
division by subtracting the estimated stand-alone values for the Consumer
Finance and Other Operations divisions from our SOTP approach.

We calculate Paragon’s enterprise value as being equal to market value plus
subordinated debt.

Figure 6. Isolating BTL Mortgages

£m
Current market value 698
Subordinated debt 120
Group enterprise value 818
Less Consumer Finance -153
Less Other Operations -30
BTL enterprise value 635
Year to September 2006 2007E 2008E 2009E 2010E
BTL earnings (29% tax, £m) 36.8 46.8 55.8 62.9 68.6
EV/BTL NOPAT 17.3x 13.6x 11.4x 10.1x 9.3x

Source: Citigroup Investment Research

The analysis suggests an implied September 2007E P/E ratio for Paragon’s BTL
Mortgages division of 13.6x, falling to 11.4x for the year to September 2008.
These compare with 12.3x and 10.6x estimates earnings in 2007 and 2008 for
Northern Rock, the most highly rated of the UK mortgage market specialists.

Fundamental price to book

The objective is to estimate a fundamental fair value for the shares as at end-
September 2007. There are three parts to this estimate: (i) the expected
dividend flow to 2010E; (ii) surplus equity capital present on the balance sheet
at end-2010E; (iii) 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 our estimate of a fair
end-September 2007E market value for the group of £718m, which equates to
626p per share.
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Figure 7. Fundamental Price to Book Valuation

Year to September (£Em) 2007E 2008E 2009E 2010E
Receivables 10,532 12,504 14,423 16,320
Memo: receivables growth* 25% 19% 15% 13%
Equity/receivables ratio - normalised 3.9% 3.7% 3.5% 3.4%
Normalised equity 415.2 457.3 503.0 552.8
Equity 361.5 411.8 463.7 517.3
Surplus capital -53.6 -45.5 -39.3 -35.5
Attributable profit 67.6 74.3 80.4 85.4
Return on surplus capital 2.1 1.8 1.6 1.4
Normalised return 69.7 76.1 82.0 86.8
Normalised ROE 16.8% 16.6% 16.3% 15.7%
Dividends 18.8 24.1 28.4 31.7
Discount factor 1.100 1.210 1.331
PV dividends 21.9 23.5 23.8
Sustainable ROE 15.0%
Long-term growth assumption 2.0%
Cost of equity 10.0%
Fair value Price/Book 1.6
2010E terminal value 898.4
2010E surplus capital -35.5
NPV terminal value 675.0
NPV dividends 69.2
NPV surplus capital -26.7
Fair value 717.5
Diluted shares in issue 115
Fair value per share (p) 626

Source: Citigroup Investment Research Estimates

Valuation summary

According to our fundamental analysis, the shares look reasonably fairly valued
at current levels, trading at around a 4% discount to the average of our SOTP
and price to book estimates for end-2007 fair value. The shares also appear
reasonably valued in relation to the UK mortgage banks. However, when we
isolate the core BTL Mortgages division, essentially by affording lower multiples
to the low-growth Consumer Finance division and run-off Other Operations, its
implied valuation looks relatively expensive.

Despite recent weakness (the shares are down 9% over the past month), we see
little scope for re-rating.
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Growth Outlook & Key Forecast Assumptions

Our earnings forecasts and key assumptions underlying them are set out in the
table below. We forecast a slowdown in profit growth, from 15% in 2006 to 13%
in 2007 and 11% in 2008. For the four years 2006-2010 we forecast a PBT
CAGR of just below 10%, and a lower EPS CAGR of just over 6% reflecting an
increase in the group’s tax charge, partially offset by the accretive effects of the
share repurchase programme.

Figure 8. Forecast Summary & Key Assumptions

Year to September (Em) 2005* 2006** %Ch 2007E %Ch 2008E %Ch 2009E %Ch 2010E %Ch
Avg customer loans 6,250 7,600 22% 9,479 25% 11,518 22% 13,464 17% 15,372 14%
Net interest income 130.9 145.4 11% 140.1 -2% 141.5 1% 144.6 2% 148.3 3%
Other income 29.4 30.6 4% 30.8 1% 32.3 5% 33.8 5% 35.7 6%
Operating income 160.3 176.0 10% 170.9 -1% 173.8 2% 178.4 3% 184.1 3%
Operating expenses -45.2 -45.4 0% -43.1 -5% -43.5 1% -44.7 3% -46.4 4%
Pre-provision profit 115.1 130.6 13% 127.9 0% 130.3 2% 133.7 3% 137.7 3%
Impairment charges -43.4 -47.8 10% -34.0 -29% -25.7 -25% -20.5 -20% -17.5 -15%
Profit before tax 71.7 82.8 15% 93.8 13% 104.6 11% 113.2 8% 120.2 6%
Taxation -16.0 -14.0 -13% -26.3 88% -30.3 15% -32.8 8% -34.9 6%
Attributable profit 55.7 68.8 24% 67.6 -2% 74.3 10% 80.4 8% 85.4 6%
Diluted EPS (p) 46.9 58.4 25% 58.6 0% 64.8 11% 70.1 8% 74.4 6%
DPS (p) 12.6 17.0 35% 22.0 29% 26.0 18% 29.0 12% 32.0 10%
Net interest margin 2.09% 1.91% 1.48% 1.23% 1.07% 0.96%
Other income margin 0.47% 0.40% 0.33% 0.28% 0.25% 0.23%
Total income margin 2.56% 2.32% 1.80% 1.51% 1.33% 1.20%
Expenses:avg loans -0.72% -0.60% -0.45% -0.38% -0.33% -0.30%
Impairments:avg loans -0.69% -0.63% -0.36% -0.22% -0.15% -0.11%
PBT:avg loans 1.15% 1.09% 0.99% 0.91% 0.84% 0.78%
Expense ratio -28.2% -26.2% -25.2% -25.0% -25.0% -25.2%
Tax rate -22.3% -16.9% -28.0% -29.0% -29.0% -29.0%

Source: Company Reports and CIR Estimates. *2005 pro forma. **2006 net Interest Income adjusted for fair value gains.

The main drivers of our estimates are loan growth, income margins, expense
ratios and impairment charges.

Loan growth

BTL Mortgages

2006 saw strong BTL volumes and loan growth (up 82% and 43% respectively).
Our forecasts for 2007 and 2008 BTL Mortgage advances and hence loan
balances are driven by Council of Mortgage Lenders (CML) forecasts.

Published in December 2006, CML forecasts are for a 4% increase in UK gross
mortgage advances in 2007, and a 19% increase in BTL advances, as the BTL
share of the overall mortgage market rises from 11% to 12%. For 2008, CML
forecasts are for flat total market advances, and a 9% increase in BTL advances
as the BTL share rises to 13%.
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Figure 9. CML Forecasts for Total UK Mortgage Advances & BTL Advances

£bn 2006 2007E %Ch 2008E %Ch
Total gross advances 345 360 4% 360 0%
0f which:-

1. House purchase 169 186 10% 187 1%
-First-time buyers 46 51 11% 51 0%
-Home movers 103 113 10% 133 18%
-Buy-to-let 19 22 16% 24 9%
2. Remortgaging 141 140 -1% 139 -1%
-Home owners 122 118 -3% 115 -3%
-Buy-to-let 18 22 22% 24 9%
3. Other 35 34 -3% 34 0%
0f which:-

Total buy-to let 37 44 19% 48 9%
Buy-to-let % 11% 12% 13%

Source: Council of Mortgage Lenders (CML)

Although these forecasts are for calendar years, and Paragon has a September
year-end, we have modeled Paragon’s BTL advances on these BTL aggregates,
which implicitly assume a broadly maintained market share. With our forecast of
a slight pick-up in the group’s BTL redemption rate, from 17% in 2006 to 19%
in 2007 and 20% in 2008, this results in 31% BTL loan growth in 2007 (25%
growth in average loans) and 22% growth in 2008 (22% growth in average

loans).
Figure 10. Loan Growth Forecasts
Year to September (Em) 2005 2006 %Ch 2007E %Ch 2008E %Ch 2009E %Ch 2010E %Ch
BTL Mortgages
Opening balance 4,064 5,032 24% 7,212 43% 9,458 31% 11,507 22% 13,462 17%
Advances 1,668 3,038 82% 3,616 19% 3,941 9% 4,256 8% 4,597 8%
Redemptions -700 -858 23% -1,370 60% -1,892 38% -2,301 22% -2,692 17%
Closing balance 5,032 7,212 43% 9,458 31% 11,507 22% 13,462 17% 15,366 14%
Average balance 4,548 6,250 37% 8,335 33% 10,482 26% 12,484 19% 14,414 15%
Redemption rate 17% 17% 19% 20% 20% 20%
Consumer Finance
Opening balance 726 695 -4% 710 2% 746 5% 783 5% 823 5%
Advances 350 372 6% 391 5% 411 5% 431 5% 453 5%
Redemptions -381 -358 -6% -355 -1% -373 5% -392 5% -411 5%
Closing balance 695 710 2% 746 5% 783 5% 823 5% 864 5%
Average balance 711 702 -1% 728 4% 765 5% 803 5% 843 5%
Redemption rate 52% 51% 50% 50% 50% 50%
Other Operations
Opening balance 1,161 802 -31% 505 -37% 328 -35% 213 -35% 139 -35%
Advances 8 2 -75% 2 0% 2 0% 2 0% 2 0%
Redemptions -367 -299 -19% -179 -40% -117 -35% -7 -34% -51 -34%
Closing balance 802 505 -37% 328 -35% 213 -35% 139 -35% 90 -35%
Average balance 982 654 -33% 417 -36% 271 -35% 176 -35% 114 -35%
Redemption rate 32% 37% 35% 36% 36% 36%
Group Total
Opening balance 5,951 6,529 10% 8,427 29% 10,532 25% 12,504 19% 14,423 15%
Advances 2,026 3,413 68% 4,009 17% 4,354 9% 4,689 8% 5,051 8%
Redemptions -1,448 -1,515 5% -1,904 26% -2,381 25% -2,7170 16% -3,154 14%
Closing balance 6,529 8,427 29% 10,532 25% 12,504 19% 14,423 15% 16,320 13%
Average balance 6,240 7,478 20% 9,479 27% 11,518 22% 13,464 17% 15,372 14%
Redemption rate 24% 23% 23% 23% 22% 22%

Source: Company Reports and CIR Estimates
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Consumer Finance & Other lending

Consumer Finance advances and loan balances increased by 6% and 5%,
respectively, despite the weak market backdrop and the adoption of tighter
credit criteria. The sale of the NHL loan book last July accelerated the run-off of
the closed books in Other Operations.

Looking forward, for Consumer Finance, we have assumed a modest 5% pa
increase in advances which, with a maintained redemption rate, translates into
5% pa loan growth out to 2010. We have made no explicit assumptions as to the
impact on Consumer Finance volumes (or margins for that matter) as a result of
Paragon’s ‘originate-to-sell’ agreement with Morgan Stanley. Paragon has agreed
to originate sub-prime secured loans on behalf of Morgan Stanley International
Bank; it will hold no principal position in these loans, earning a fee for their
origination. For Other Operations, we have assumed a run-off rate maintained at
~35% pa.

Income margins

Our key margin assumptions are set out below by division.

Figure 11. Return on Average Loans by Division

Year to September (Em) 2006* 2007E 2008E 2009E 2010E
BTL Mortgages

Net interest income 0.99% 0.95% 0.90% 0.85% 0.80%
Other operating income 0.13% 0.13% 0.13% 0.13% 0.13%
Total operating income 1.12% 1.08% 1.03% 0.98% 0.93%
Operating expenses -0.27% -0.26% -0.25% -0.24% -0.23%
Pre-impairment profit 0.85% 0.82% 0.78% 0.74% 0.70%
Impairment charge -0.02% -0.03% -0.03% -0.03% -0.03%
Profit before tax 0.83% 0.79% 0.75% 0.71% 0.67%
Consumer Finance

Net interest income 2.69% 2.66% 2.63% 2.60% 2.56%
Other operating income 2.30% 2.22% 2.12% 2.00% 1.90%
Total operating income 4.99% 4.88% 4.75% 4.60% 4.46%
Operating expenses -1.14% -1.14% -1.14% -1.14% -1.14%
Pre-impairment profit 3.84% 3.74% 3.61% 3.46% 3.32%
Impairment charge -0.70% -0.70% -0.70% -0.70% -0.70%
Profit before tax 3.14% 3.04% 2.91% 2.76% 2.62%
Other Operations

Net interest income 9.98% 9.98% 9.98% 9.98% 9.98%
Other operating income 0.94% 0.92% 0.90% 0.88% 0.86%
Total operating income 10.92% 10.90% 10.88% 10.86% 10.84%
Operating expenses -3.17% -3.15% -3.15% -3.15% -3.15%
Pre-impairment profit 1.75% 1.75% 1.73% 1.71% 7.69%
Impairment charge -6.37% -6.34% -6.34% -6.34% -6.34%
Profit before tax 1.38% 1.41% 1.39% 1.37% 1.35%
GROUP

Net interest income 1.91% 1.48% 1.23% 1.07% 0.96%
Other operating income 0.40% 0.33% 0.28% 0.25% 0.23%
Total operating income 2.32% 1.80% 1.51% 1.33% 1.20%
Operating expenses -0.60% -0.45% -0.38% -0.33% -0.30%
Pre-impairment profit 1.72% 1.35% 1.13% 0.99% 0.90%
Impairment charge -0.63% -0.36% -0.22% -0.15% -0.11%
Profit before tax 1.09% 0.99% 0.91% 0.84% 0.78%

Source: Company Reports and CIR Estimates. *2006 net Interest Income adjusted for fair value gains.
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Although the recent shift to IFRS and Effective Interest Rate (EIR) accounting
makes an historical analysis of margin trends difficult, the outlook is for a
gradual reduction in net interest margin due to shift in mix — the margin on the
faster growing BTL book being lower than the margin on Consumer Finance
loans. The stand-alone BTL net interest margin has held up well, although this
has reflected cheaper funding costs compensating for some pressure on gross
lending margins.

Net interest margins and net interest income growth

Last year saw average loans up 22%, but net interest income up only 9%,
reflecting the shift in mix to lower margin first mortgages (the 22% increase in
group average loans comprised a 37% increase in average BTL loans and a
20% decrease in average Consumer Finance & Other loans).

Although net interest margins (NIMs) actually increased at BTL (from 97bps to
99bps) and Consumer Finance & Other (from 521bps to 548bps), the shift in
mix led to a reduction in group NIM from 209bps to 191bps, i.e. a reduction of
18bps.

Figure 12. Net Interest Margins by Division (%)*
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Paragon’s BTL margins have been surprisingly robust, give the UK market
experience. UK BTL front book spreads are around 50bps, half the level they
were in mid-2005 (see p23 of the Citigroup UK Banks team’s research note “UK
Banks in 2007”, 8 January 2007). Moreover, there have been a number of new
entrants into the market, and a new entrant into Paragon’s professional landlord
niche.

In July last year, Alliance & Leicester entered the specialist mortgage market
with a range of BTL, self-certification and near-prime mortgages, and priced
them competitively. On 1 December 2006, Alliance & Leicester announced it
had launched a wholesale BTL product aimed at professional landlords with
larger portfolios of predominantly residential investment properties — Paragon’s
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core BTL sub-segment. On 10 January 2007, Alliance & Leicester announced a
new BTL deal — a 2-year Base Rate Tracker at 5.00% (a nil premium deal) —
which compares with Paragon’s equivalent product which charges a 25%
premium to BBR.

Looking forward, we see competitive pressure reducing gross interest margins
on Paragon’s new BTL and Consumer Finance (primarily second mortgages)
business, which together with our forecast for stable funding costs, results in
lower net interest margins. We forecast a reduction in BTL NIM to 95bps in
2007E and 90bps in 2008E, and in Consumer Finance NIM from 269bps in
2006 to 266bps in 2007E and to 263bps in 2008E.

Combined with the run-off of the much higher margin closed loan books within
Other Operations (where the NIM last year was ~1,000bps), we forecast a
reduction in group NIM from 191bps to 148bps in 2007k and to 123bps in
2008E.

As a result of our blended asset growth, mix and NIM assumptions, we now
forecast a 2% reduction in group net interest income this year, and only 1%
growth in 2008.

Non-interest income

Last year, Paragon earned £30.6m in non-interest income (22% of total
operating income), broadly flat on 2005’s £29.4m. Around £16m was attributed
to the Consumer Finance division, and we estimate that around £10m of this
was due to commissions from selling Payment Protection Insurance (PPI) to
secured loan customers.

The 2006 results highlighted that such insurance related commissions had
declined during the year. We expect non-interest income margins to continue to
decline. From last year’s 40bps on average loans, we forecast a decline to only
23bps by 2010, primarily due to lower Consumer Finance non-interest income,
where we forecast the margin on the division’s average loans will fall from last
year’'s 230bps to 190bps by 2010. As a result, we forecast only 1% growth in
group non-interest income in 2007 and 5% growth in 2008.

In total, our forecasts are for a 1% decline in group operating income this year
followed by 2% growth in 2008.

Expenses

The group ratio has continued to fall, from 28.2% in 2005 to 26.2% in 2006,
driven by the significant reduction in the BTL Mortgages expense ratio (which
reflects the scalability of the platform), which fell from 36.1% in 2005 to 24.8%
in 2006. Although not strictly comparable due to the shift in accounting
standards (IFRS inflates both operating income and impairment charges by a
similar amount), the expense ratio has fallen from 45% in 1999 to 35% in 2003
to 26% in 2006.
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Figure 13. Expense Ratios by Key Segment (%)*
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However, in 2006, 45% of the group’s operating expenses (£20.6m out of total
costs of £45.4m) were allocated to Other Operations. Although there are variable
costs associated with running-off these closed books, there are a number of
fixed costs allocated to the division — general infrastructure costs, collection
costs, central IT spend — that will remain as the books are wound down. These
fixed costs will have to be reallocated to the continuing operations which could
limit the scope for further reductions in their expense ratios.

Credit costs

The group’s provision for loan losses amounted to £47.8m in 2006, up 10% on
the proforma figure for 2005, equating to 37% of pre-provision profits (38% in
2005) and 63bps in relation to average loans (69bps in 2005). Excluding the
closed books in run-off, impairment charges were minimal at less than 10bps of
average BTL and Consumer Finance loans. BTL charges were less than 2bps.

The key drivers for credit costs going forward are credit quality in the Consumer
Finance division (where last year the charge equated to 18% of pre-provision
profits and 70bps to average loans) and the speed at which the closed books are
run-off; we do not foresee any significant deterioration in BTL credit quality.

The Consumer Finance credit outlook is hard to assess, since the division
includes used car finance, retail finance and second mortgages. The Other
Operations division last year accounted for 87% of the group’s impairment
charge. All other things equal, the faster these books are run-off the faster the
group’s impairment charge is reduced.

All in, we forecast a 29% reduction in the charge this year, followed by a 25%
reduction in 2008. However, with interest rates and unemployment rising, the
risk is on the upside, in our view.
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Profit before tax

Putting these income and expense estimates together, we now forecast 13%
growth in PBT this year, followed by 11% in 2008 and 8% in 2009. The key
drivers underlying this growth are (i) strong loan growth offset by lower margins
due to shift in mix and income margin compression, (ii) good cost control
resulting in further modest reductions in the group’s expense ratio, and (iii) a
significant reduction in provisions for loan losses as the higher-risk closed books
continue to be wound down.

Tax & EPS growth

Paragon has benefited from a low tax charge since it was re-financed and re-
focused in the mid-1990s, primarily due to carried-forward tax losses that were
topped up following the acquisition of Britannic Money (now Mortgage Trust) in
2003. The charge has consistently been in the 20-22% range, although it fell to
16.9% in 2006 due to an exceptional credit of £4.3m as a result of the
settlement of a prior year item. The step-down in the group tax charge last year
had the effect of boosting EPS growth from an underlying 17% to a reported
25% increase.

Looking forward, the full utilization of carried forward losses in 2006 has led
management to guide the market to expect a charge of around 28% in 2007 and
29% thereafter. As a result of this, our forecast for 13% growth in PBT in 2007
translates into zero growth in at the EPS level, and this is despite a ~3% EPS
enhancement due to a reduction in average shares in issue following last year’s
share repurchases.

Dividends

As part of the group’s capital management programme, management has
targeted dividend growth at roughly three times the rate of earnings growth until
dividend cover was reduced to around the average for the UK market as a whole
(between 2.0x and 3.0x).

Last year’s 35% increase in the dividend was approximately 2x earnings growth,
adjusted for the lower tax charge, which brought fully taxed EPS cover down to
2.9x, at the upper end of the targeted range. We continue to forecast strong
dividend growth — 29% this year and 18% in 2008 — well in advance of forecast
earnings growth, to further reduce cover. However, the outlook is for reduced
dividend growth and, in the medium term, for dividend growth to pace earnings
growth.

Capital management

As a consequence of stronger net new business assumptions, our new forecasts
are based on £1.6bn of additional BTL loan balances and £100m of additional
Consumer Finance loans as at end-September 2010. Since our economic
capital model allocates 3% capital backing to BTL loans and 7.5% to Consumer
Finance loans, these changes “require” additional capital backing of around
£55m. As a result of these higher ‘loan book funding requirements’ we now
estimate ~£20m of capital will be released over the four years to 2010E, as
compared with ~£90m previously.
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I

Loan mix and economic capital requirements

Core to the capital management programme has been the shift in loan book mix
— (i) from consumer credit to BTL mortgages, (ii) within consumer credit, from
unsecured to secured loans, and (iii) the run-off of closed loan books. In order
to model the impact of the shift in loan book mix on Paragon’s capital
requirements —and hence the potential for additional capital release — we have
looked at the ‘economic capital’ requirements of the different divisions.

In the table below we set out loan growth forecasts and economic capital
requirements by division, based on a 3% economic capital-to-assets ratio for the
BTL loan book, a 7.5% ratio for the Consumer Finance book, and a rising 20%-
30% ratio for Other Operations in run-off (rising to reflect a likely decline in the
credit quality of these closed books as they run down). Clearly, as the 3%
capital-to-assets element of the mix rises as a proportion of the total loan book,
the blended capital-to-assets ratio declines; based on our assumptions the
group-wide ratio falls from 5.6% in 2005 to 3.4% by 2010E.

Figure 14. Forecast Loan Book Mix & Economic Capital

Year to September (Em) 2006 2007E 2008E 2009E 2010E CAGR
BTL Mortgages

Customer loans 7,212 9,458 11,507 13,462 15,366 21%
Capital/customer loans 3.0% 3.0% 3.0% 3.0% 3.0%

Imputed equity 216.4 283.7 345.2 403.9 461.0 21%
Consumer Finance

Customer loans 710 746 783 823 864 5%
Capital/customer loans 7.5% 71.5% 7.5% 71.5% 7.5%

Imputed equity 53.2 55.9 58.8 61.7 64.8 5%
Other Operations

Customer loans 505 328 213 139 90 -35%
Capital/customer loans 20.0% 23.0% 25.0% 27.0% 30.0%

Imputed equity 101.0 75.5 53.3 37.4 21.0 -28%
GROUP

Customer loans 8,427 10,532 12,504 14,423 16,320 18%
Capital/customer loans 4.4% 3.9% 3.7% 3.5% 3.4%

Imputed equity 371 415 457 503 553 11%

Source: Company Reports and CIR Estimates

This reduction in the economic capital ratio releases capital, as shown below.
The reduction in the estimated economic capital/customer loans ratio from 4.4%
in 2006 to 3.4% in 2010E, in conjunction with our forecast for retained
earnings, results in a release of capital amounting to £22m over the next four
years.

Figure 15. Release of Capital

Year to September (Em) 2006 2007E 2008E 2009E 2010E
Customer loans 8,427 10,532 12,504 14,423 16,320
Capital/customer loans 4.4% 3.9% 3.7% 3.5% 3.4%
Economic capital requirement 371 415 457 503 553
Retentions required -7 -45 -42 -46 -50
Net profit 69 68 74 80 85
Dividends -16 -19 -24 -28 -32
Surplus capital generation 46 4 8 6 4

Source: Company Reports and CIR Estimates
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Forecast Summary

Figure 16. Forecast Summary

Year to September (Em) 2005* 2006 %Ch 2007E %Ch 2008E %Ch 2009E %Ch 2010E %Ch
Income & Expenses

Net interest income 130.9 142.9 9% 140.1 -2% 141.5 1% 144.6 2% 148.3 3%
Other income 29.4 30.6 4% 30.8 1% 32.3 5% 33.8 5% 35.7 6%
Operating income 160.3 173.5 8% 170.9 -1% 173.8 2% 178.4 3% 184.1 3%
Operating expenses -45.2 -45.4 0% -43.1 -5% -43.5 1% -44.7 3% -46.4 4%
Pre-provision profit 115.1 128.1 11% 127.9 0% 130.3 2% 133.7 3% 137.7 3%
Impairment charges -43.4 -47.8 10% -34.0 -29% -25.7 -25% -20.5 -20% -17.5 -15%
Core PBT 71.7 80.3 12% 93.8 17% 104.6 11% 113.2 8% 120.2 6%
Fair value gains 2.5

Profit before tax 11.7 82.8 15% 93.8 13% 104.6 11% 113.2 8% 120.2 6%
Taxation -16.0 -14.0 -13% -26.3 88% -30.3 15% -32.8 8% -34.9 6%
Attributable profit 55.7 68.8 24% 67.6 -2% 74.3 10% 80.4 8% 85.4 6%
Dividend -12.5 -16.1 29% -18.8 17% -24.1 28% -28.4 18% -31.7 12%
Retained earnings 43.2 52.7 22% 48.7 -8% 50.2 3% 51.9 3% 53.6 3%
Balance Sheet

Customer loans 6,431 8,427 31% 10,532 25% 12,504 19% 14,423 15% 16,320 13%
Avg customer loans 6,250 7,600 22% 9,479 25% 11,518 22% 13,464 17% 15,372 14%
Equity 244.4 312.8 28% 361.5 16% 411.8 14% 463.7 13% 517.3 12%
Subordinated debt 120.0 120.0 120.0 120.0 120.0 120.0

Ratios

EIR margin 2.09% 1.91% 1.48% 1.23% 1.07% 0.96%

Total income margin 2.56% 2.32% 1.80% 1.51% 1.33% 1.20%

Expense ratio -28.2% -26.2% -25.2% -25.0% -25.0% -25.2%
Impairments:avg loans -0.69% -0.63% -0.36% -0.22% -0.15% -0.11%

ROE 20.2% 24.7% 20.0% 19.2% 18.4% 17.4%

ROA (RoAvgLoans) 0.89% 0.91% 0.71% 0.64% 0.60% 0.56%
Equity:customer loans 3.8% 3.7% 3.4% 3.3% 3.2% 3.2%

Effective tax rate -22.3% -16.9% -28.0% -29.0% -29.0% -29.0%

Per share data

Reported EPS (p) 48.9 61.2 25% 61.4 0% 67.9 11% 73.5 8% 78.0 6%
Diluted EPS (p) 46.9 58.4 25% 58.6 0% 64.8 11% 70.1 8% 74.4 6%
DPS (p) 12.6 17.0 35% 22.0 29% 26.0 18% 29.0 12% 32.0 10%
Dividend cover (x) 3.7 3.4 -8% 2.7 -22% 2.5 -6% 2.4 -3% 2.3 -4%
NAV/share (p) 202.4 282.6 40% 330.5 17% 376.4 14% 423.9 13% 472.9 12%
Divisions
BTL Mortgages 30.8 51.8 68% 65.8 27% 78.6 19% 88.6 13% 96.6 9%
Consumer Finance 25.4 22 -13% 22.1 1% 22.3 1% 22.2 0% 22.1 0%
Other Operations 15.5 9.0 -42% 5.9 -35% 3.8 -36% 2.4 -36% 1.5 -36%
71.7 82.8 15% 93.8 13% 104.6 11% 113.2 8% 120.2 6%

Source: Company Reports and CIR Estimates. *2005 proforma
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Figure 17. Forecasts by Division

Year to September (Em) 2005%* 2006 %Ch 2007E %Ch 2008E %Ch 2009E %Ch 2010E %Ch
BTL Mortgages

Net interest income 34.5 59.3 2% 79.2 34% 94.3 19% 106.1 12% 115.3 9%
Other operating income 13.7 8.4 -39% 10.8 29% 13.6 26% 16.2 19% 18.7 15%
Total operating income 48.2 67.7 40% 90.0 33% 108.0 20% 122.3 13% 134.1 10%
Operating expenses -18.2 -16.8 -8% -21.7 29% -26.2 21% -30.0 14% -33.2 11%
Pre-impairment profit 30.0 50.9 70% 68.3 34% 81.8 20% 92.4 13% 100.9 9%
Impairment charge -1.2 -1.5 25% -2.5 67% -3.1 26% -3.7 19% -4.3 15%
Operating profit 28.8 49.4 12% 65.8 33% 78.6 19% 88.6 13% 96.6 9%
FV gains/losses 0.0 2.4 0.0 0.0 0.0 0.0

Profit before tax 28.8 51.8 80% 65.8 21% 18.6 19% 88.6 13% 96.6 9%
Advances 1,668 3,038 82% 3,616 19% 3,941 9% 4,256 8% 4,597 8%
Customer loans 5,032 7,212 43% 9,458 31% 11,507 22% 13,462 17% 15,366 14%
Average loans 4,548 6,250 37% 8,335 33% 10,482 26% 12,484 19% 14,414 15%
Consumer Finance

Net interest income 16.1 18.7 16% 19.4 4% 20.1 4% 20.9 4% 21.6 3%
Other operating income 17.2 16.1 -6% 16.2 0% 16.2 0% 16.1 -1% 16.0 0%
Total operating income 33.3 34.8 5% 35.5 2% 36.3 2% 36.9 2% 37.6 2%
Operating expenses -1.9 -8.0 1% -8.3 4% -8.7 5% -9.2 5% -9.6 5%
Pre-impairment profit 25.4 26.8 6% 21.2 2% 21.6 1% 21.8 1% 28.0 1%
Impairment charge -4.6 -4.9 1% -5.1 4% -5.4 5% -5.6 5% -5.9 5%
Operating profit 20.8 21.9 5% 22.1 1% 22.3 1% 22.2 0% 22.1 0%
FV gains/losses 0.0 0.1 0.0 0.0 0.0 0.0

Profit before tax 20.8 22.0 6% 22.1 1% 22.3 1% 22.2 0% 22.1 0%
Advances 350 372 6% 391 5% 411 5% 431 5% 453 5%
Customer loans 695 710 2% 746 5% 783 5% 823 5% 864 5%
Average loans 711 700 -1% 728 4% 765 5% 803 5% 843 5%
Other Operations

Net interest income 4.4 64.9 46% 11.6 -36% 21.0 -35% 17.6 -35% 11.4 -35%
Other operating income 7.0 6.1 -13% 3.8 -37% 2.4 -36% 1.5 -36% 1.0 -36%
Total operating income 51.4 71.0 38% 45.4 -36% 29.5 -35% 19.1 -35% 12.4 -35%
Operating expenses -19.1 -20.6 8% -13.1 -36% -8.5 -35% -5.5 -35% -3.6 -35%
Pre-impairment profit 323 50.4 56% 323 -36% 20.9 -35% 13.6 -35% 8.8 -35%
Impairment charge -10.1 -41.4 310% -26.4 -36% -17.2 -35% -11.2 -35% -71.3 -35%
Operating profit 22.2 9.0 -59% 5.9 -35% 3.8 -36% 2.4 -36% L5 -36%
FV gains/losses 0.0 0.0 0.0 0.0 0.0 0.0

Profit before tax 22.2 9.0 -59% 5.9 -35% 3.8 -36% 2.4 -36% L5 -36%
Advances 8 2 -15% 2 0% 2 0% 2 0% 2 0%
Customer loans 802 505 -37% 328 -35% 213 -35% 139 -35% 90 -35%
Average loans 982 650 -34% 417 -36% 271 -35% 176 -35% 114 -35%
Group Total

Net interest income 95 143 50% 140 -2% 141 1% 145 2% 148 3%
Other operating income 38 31 -19% 31 1% 32 5% 34 5% 36 6%
Total operating income 133 174 31% 171 -1% 174 2% 178 3% 184 3%
Operating expenses -45 -45 0% -43 -5% -43 1% -45 3% -46 4%
Pre-impairment profit 88 128 46% 128 0% 130 2% 134 3% 138 3%
Impairment charge -16 -48 201% -34 -29% -26 -25% -21 -20% -17 -15%
Operating profit 72 80 12% 94 17% 105 11% 113 8% 120 6%
FV gains/losses 0 3 0 0 0 0

Profit before tax 712 83 15% 94 13% 105 11% 113 8% 120 6%
Advances 2,026 3,413 68% 4,009 17% 4,354 9% 4,689 8% 5,051 8%
Customer loans 6,529 8,427 29% 10,532 25% 12,504 19% 14,423 15% 16,320 13%
Average loans 6,240 7,600 22% 9,479 25% 11,518 22% 13,464 17% 15,372 14%

Source: Company Reports and CIR Estimates. **2005 statutory basis (full proforma by division not disclosed)
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Company Snapshot

Paragon’s growth strategy is focused upon (i) continued strong growth in its BTL
mortgage activities, (ii) disciplined growth in its secured consumer credit
activities, (iii) the run-off of its closed unsecured consumer credit and first
mortgage loan books, and (iv) good cost control and credit management. The
group’s capital management strategy reflects its growth strategy, returning the
capital released as a result of the on-going shift in business mix.

Figure 18. 2006 Financial Year — Segmental Analysis

BTL Consumer Other Paragon
Year to September 2006 (Em)  Mortgages % Finance %  Operations % Group
Net interest income 59.3 41% 18.7 13% 64.9 45% 142.9
Other operating income 8.4 21% 16.1 53% 6.1 20% 30.6
Total operating income 67.7 39% 348 20% 71.0 41% 173.5
Operating expenses -16.8  37% -8.0 18% -20.6  45% -45.4
Impairment charge 15 3% -4.9 10% -41.4  87% -47.8
Operating profit 494 62% 219 21% 9.0 11% 80.3
FV gains/losses 2.4 0.1 0.0 2.5
Profit before tax 51.8 63% 22.0 21% 9.0 11% 82.8
Customer loans 7,212 86% 710 8% 505 6% 8,427
Average loans 6,250 82% 700 9% 650 9% 7,600
Economic capital* 216.4  58% 53.2 14% 101.0 27% 370.6
Net interest margin 0.99% 2.69% 9.98% 1.91%
Total income margin 1.12% 4.99% 10.92% 2.32%
Impairments/avg loans -0.02% -0.70% -6.37% -0.63%
Net interest/total income 87.6% 53.7% 91.4% 82.4%
Expense ratio -24.8% -23.0% -29.0% -26.2%
Capital/customer loans* 3.0% 1.5% 20.0% 4.4%
Fully taxed RoEC* 16.8% 28.9% 6.2% 15.6%

Source: Company Reports and CIR Estimates. *Economic capital based on capital/customer loan assumptions

As shown above, the main operating divisions — BTL Mortgages and Consumer
Finance — accounted for 59% of the group’s operating income, with the closed
portfolios in run-off the remaining 41%. In terms of revenue mix, the Consumer
Finance division accounted for just over half of the group’s non-interest income,
of which approximately £10m was due to payment protection insurance
commissions. The profit contribution of the core divisions was much higher at
90% of the group total, reflecting the high cost allocation to Other Operations
(which accounted for around 45% of the group’s operating expenses) and the
much higher impairment charges of these closed books in run-off.
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Paragon Group

Company description

Paragon Group is a specialist lender focused on the UK buy-to-let (BTL)
mortgage market, with additional consumer credit activities and a portfolio of
closed loan books in run-off. The core BTL Mortgages division operates two
mortgage brands - Paragon Mortgages and Mortgage Trust - which manage
mortgage assets of around £7.2bn. The Consumer Finance division manages
assets of around £710m and this division includes second mortgage lending,
secured personal loans, used car finance and point-of-sale retail finance. The
Other Operations division includes the NHL mortgage book, a portfolio of owner-
occupied mortgages and some unsecured consumer credit loans, in total
amounting to around £500m, all in run-off.

Investment thesis

Paragon has an estimated 10% share of the high-growth BTL segment of the UK
mortgage market. Group new business volumes increased by 68% in 2006 to
£3.4bn, including BTL volumes of more than £3bn. The scalability of the
group's BTL platform should allow for further operating efficiencies as mortgage
assets under management increase. To this end, management has indicated a
willingness to acquire additional BTL mortgage assets and/or businesses. The
shift in loan book mix from higher-risk consumer credit and run-off assets to
lower-risk mortgage loans is releasing capital; we forecast the release of an
additional ~£20m over the next four years which should be available for share
repurchases and/or higher dividends. Offsetting this is the outlook for lower
income margins and the potential for higher impairment charges as the closed
books are wound down.

Valuation

Paragon trades on 10.3x 2007E earnings and 9.3x 2008E, a ~10% discount to
the average of the UK quoted mortgage banks but at a ~20% premium to
Kensington Group. Based on our fundamental price to book methodology, which
takes into account forecast loan growth and returns on equity out to 2010E, we
estimate an end-September 2007 fair value for the shares of 626p. Our sum-of-
the-parts approach, which takes into account different growth rates of the
group's three divisions, produces a slightly higher valuation of 628p. We have
set our 12-month target price of 625p in relation to these fair value estimates.

Risk

We rate Paragon as Medium 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: strong BTL volume
growth has in part been due to lower asset pricing, as Paragon has passed on
lower funding costs to its borrowers, which potentially leaves the net interest
margin and/or future volumes exposed to rising MBS spreads going forward; the
potential for increased losses and impairment charges as the closed mortgage
and unsecured consumer credit books are run-off. These factors could cause
the shares to deviate from our target price.
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Bradford & Bingley

Company Description

Bradford & Bingley was formed in 1964 as a result of the merger of the Bradford
Equitable Building Society and the Bingley Building Society and it demutualised in
2000. Its Lending business provides residential mortgages focused on the
'specialist' markets such as Buy-to-Let, Self-Certification and Lifetime products. It
also provides secured commercial property loans secured by income-producing
property or pre-let development schemes and loans to Housing Associations. The
Retail business offers savings products through it network of 300 branches, online
and via the post and telephone. Bradford & Bingley also distributes general
insurance, wealth and personal loan products provided by third parties.

Investment Thesis

We have a Hold/ Medium Risk rating on Bradford & Bingley shares. Demand for
Buy-to-Let mortgages continues to surprise on the upside with no evidence of
deterioration in credit quality. With a contract to acquire up to £12bn of
mortgages from GMAC over the next three years, B&B appears to be getting
more aggressive in terms of asset growth which we believe is indicative of the
expected positive impact from Basel |l on B&B. Although this should support
revenue growth we have two concerns with the strategy. The first is that after
paying an undisclosed premium to GMAC, the assets acquired may further
dilute margins, already under pressure from increased competition and
contracting liability spreads. The second is that the credit quality of the
acquired assets may be more difficult to assess than own origination, raising the
risk of a credit problem in the future. Bid speculation may continue to provide
support to the share price, leading to a premium rating that does not reflect the
future earnings profile of the stock.

Valuation

We set a target price of £4.75. Our primary valuation tool is the fundamental fair
value price to book model which gives a final valuation that equals the sum of:
1. The expected dividend flow to 2010E, 2. Surplus capital present on the
balance sheet at end-2010E and 3. The terminal value of the normalised equity
tier 1 capital in 2010E based on sustainable assumptions of returns and growth
— all discounted to a NPV using the group's cost of equity. An alternative
valuation tool calculates implied target prices based on the five-year average 12-
month forward PE relative to both the UK market and the European bank sector.

Risk

We rate Bradford & Bingley Medium Risk as it has limited exposure to higher
risk banking activities, such as derivatives and high yield bonds and it operates
in the lower risk areas such as the mortgage market. Risks that could cause the
share to deviate significantly from our target price include continued strength in
the UK mortgage market, which could increase new business volumes and a
less competitive pricing environment, and relieving margin pressure, particularly
if new entrants in the specialist area of the market are less effective than we
anticipate. Alternatively, rising UK interest rates could increase mortgage
arrears and a hard landing for UK house prices could result in negative equity
for borrowers. A sharp rise of the short end of the yield curve could affect
Bradford & Bingley's margins, as its mortgage book is increasingly wholesale
funded.
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Northern Rock

Company Description

Northern Rock converted from building society to public limited company in
1997. Its core business is the provision of UK residential mortgages mainly
funded in the wholesale markets where it is a major issuer of UK mortgage
securitisations. Northern Rock also provides secured commercial lending and
personal unsecured lending products. Its retail distribution platform consists of
c¢70 branches and mortgage centers, postal, telephone and Internet operations.
A large proportion of residential mortgage business is sourced through the UK
financial intermediary market.

Investment Thesis

We have a Sell/ Medium Risk rating on Northern Rock shares. The company's
existing high level of cost efficiency reduces the scope for cost cutting in our
view. It enjoyed a strong relative performance in 2006 having increased its
target range for earnings growth at the mid-year. We continue to view these
targets as ambitious, relying on an unrealistically high level of asset growth. With
other major players re-entering the market and competition increasing we
believe that Northern Rock is at risk of disappointing consensus earnings
estimates in the next year or two. Although the UK mortgage market has
remained resilient, a number of big players appear to be competing more
directly with Northern Rock in terms of both product — "Together" — and
distribution channel. By reducing the level of churn in the market, larger banks
can boost returns but make life more difficult for high-growth players such as
Northern Rock.

Valuation

We set a target price of £10.75. Our primary valuation tool is the fundamental
fair value price to book model which gives a final valuation that equals the sum
of: 1. The expected dividend flow to 2010E, 2. Surplus capital present on the
balance sheet at end-2010E and 3. The terminal value of the normalised equity
tier 1 capital in 2010E based on sustainable assumptions of returns and growth
— all discounted to a NPV using the group's cost of equity. An alternative
valuation tool calculates implied target prices based on the five-year average 12-
month forward PE relative to both the UK market and the European bank sector.

Risk

We rate Northern Rock Medium Risk as it has limited exposure to higher-risk
banking activities, such as derivatives and high yield bonds and it operates in
the lower risk areas such as the mortgage market. Risks which could cause the
share to deviate significantly from our target price include continued strength in
the UK mortgage market which could increase new business volumes and a less
competitive pricing environment, relieving margin pressure which could be
further eased by a reversion of the negative spread between three month Libor
and UK base rates. Alternatively, rising UK interest rates could increase
mortgage arrears and a hard landing for UK house prices could result in
negative equity for borrowers. A sharp rise of the short end of the yield curve
could affect Northern Rock's margins, as it is primarily wholesale funded.
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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%.

Risks

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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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
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