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Paragon Group (PAG LN)

OW (V): Undervalued, with additional potential upside on
return to new lending

» Paragon is temporarily closed to new lending but not a
business in run-off, in our view

» Strategic priorities are optimising the value of the back-
book, developing new income streams, and preparing the
business for a return to new lending

» Inexpensive existing business valuation, plus new lending
option for free; we assume coverage at OW(V), and raise our
TP from 140p to 180p

Buy-to-let bargain?

Business model uncertainty: The group’s lending activities are temporarily closed but
positioned for a return to new lending if and when conditions in the wholesale funding markets
permit. While management is confident that it will be able to secure the warehouse and
securitisation funding required for a return to profitable new lending, the economics of new
lending are still vague. Whether Paragon’s business model will be able to deliver returns in
excess of the cost of equity on new lending is the key issue.

Already priced in: Trading at a 35% discount to end-March book value and at a 20% discount
to our estimate of the value of the existing businesses and closed loan books, the current
market value not only affords zero value to the potential for a return to profitable new lending,
but appears to be discounting a substantial deterioration in back-book credit quality.

Attractive core valuation: We estimate a core value for the closed loan books and new
initiatives of 183p per share, a 20% discount to end-March NAV per share of 225p (which is
broadly consistent with the 7% annualised ROE these activities generated in the half-year to
end-March 2010).

Plus option value for free: In addition to this core value estimate, we estimate additional
value of around 55p per share, based on a range of new business volume assumptions,
prepayment rates, asset and liability interest spreads, ancillary income margins and marginal
overhead and credit cost assumptions.

Assume coverage at Overweight (V): We assume coverage with an Overweight (V) rating
and set a target price of 180p, up from 140p previously, which represents a potential return of
34%. The shares currently trade on 9.4x our EPS forecast for the year to September 2010, and
yield a prospective 2.6%.

Index? FTSE ALL-SHARE Free float (%) 98
Index level 2,685 Market cap (USDm) 595
RIC PARA.L Market cap (GBPm) 402
Bloomberg PAG LN

Source: HSBC
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Financials & valuation
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Financial statements

Core profitability (% RWAs) and leverage

Year to 09/2009a  09/2010e  09/2011e  09/2012e Year to 09/2009a  09/2010e  09/2011e  09/2012e
P&L summary (GBPm) Net interest income 2.6 2.8 2.7 2.6
. . Trading profits 0.0 0.0 0.0 0.0

“e} ;nter/est income 13(5J 133 12(5J 112 Other income 0.3 0.3 0.3 0.3
Te dlees commmsmns 0 0 0 0 Operating expense -0.8 0.9 0.9 -0.9

ri ing profits 1 i 14 14 Pre-provision profit 2.2 2.3 2.1 2.0
Otter ncome o - e 12y Baddebtcharge 13 1.0 0.9 08

otat ncome HSBC attributable profit 0.6 0.9 0.9 0.9
Operating expense -39 -4 -4 -41
Bad debt charge 66 50 40 a4 Leverage (v 99 87 79 72
Other 3 0 0 0 Return on average tier 1 4.4 6.3 5.8 5.3
HSBC PBT 42 60 57 55 Valuation data
Exceptionals 0 0 0 0
PBT 42 60 57 55 Year to 09/2009a  09/2010e  09/2011e  09/2012e
Taxation -13 -17 -16 -15 PE* 14.1 94 98 10.2
Mlnpntles + preflerences 0 0 0 0 Pre-provision multiple 3.6 3.7 41 45
Attributable profit 29 43 41 39 P/NAV 08 07 07 06
HSBC attributable profit 29 43 41 39 Equity cash flow yield (%) 14.3 14.8 13.9 13.1
Balance sheet summary (GBPm) Dividend yield (%) 2.5 2.6 2.7 2.8
Ordinary equity 534 567 508 627 Note: * = Based on HSBC EPS (fully diluted)
HSBC ordinary equity 534 567 598 627 Pri lati
Customer loans 8,599 8,123 7,782 7,472 rice refative
Debt securities holdings 649 716 690 666 258 258
Customer deposits 0 0 0 0
Interest earning assets 9,684 9,135 8,792 8,478 208 208
Total assets 11,154 10,829 10,533 10,261 158 158
Capital (%) 108 108
RWA (GBPm) 4,932 4,695 4,486 4,300
Core tier 1 0.0 0.0 0.0 0.0 58 58
Total tier 1 13.2 14.6 15.9 17.3 8 ‘ ‘ 8
Total capital 15.6 171 18.5 20.0 2008 2009 2010 2011

—— Paragon Group of Cos — Relto FTSE ALL-SHARE
Ratio, growth & per share analysis Source: HSBC
Year to 09/2009a  09/2010e  09/2011e  09/2012e
Note: price at close of 14 Jun 2010

Year-on-year % change
Total income -9.6 -0.1 -7.8 -6.2
Operating expense 4.0 5.5 0.3 -0.3
Pre-provision profit -13.6 2.1 -10.6 -8.7
EPS -55.9 49.9 -3.8 -4.5
HSBC EPS -55.2 47.6 -3.8 -4.5
DPS 10.0 5.0 5.0 5.0
NAV (including goodwill) 6.0 6.1 5.5 4.8
Ratios (%)
Cost/income ratio 26.1 275 29.8 31.6
Bad debt charge 0.7 0.5 0.5 0.4
Customer loans/deposits
NPL/loan 0.0 0.0 0.0 0.0
NPL/RWA 0.0 0.0 0.0 0.0
Provision to risk assets/RWA 0.0 0.0 0.0 0.0
Net write-offRWA 0.0 0.0 0.0 0.0
Coverage 0.0 0.0 0.0 0.0
ROE (including goodwill) 55 7.8 71 6.4
Per share data (GBPp)
EPS reported (fully diluted) 9.54 14.30 13.76 13.14
HSBC EPS (fully diluted) 9.54 14.30 13.76 13.14
DPS 3.30 3.46 3.64 3.82
NAV 178.50 189.31 199.74 209.27
NAV (including goodwill) 178.50 189.31 199.74 209.27
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Summary

» Temporarily closed to new business, but not a business in run-off,
Paragon is poised for a return to new lending when funding

availability and pricing permit

» In the meantime, management is focused on optimising the value
of existing loan assets and developing new income streams

» The shares are inexpensive in relation to net assets and the
embedded value of the existing business; we assume coverage at
Overweight (V), with a target price of 180p (from 140p)

Investment case

Back-book secured. The 2008 rights issue
allowed Paragon to refinance with new equity the
first-loss investments, subordinated loans and
cash reserves in its existing securitisation
vehicles, replacing the previous working capital
facility. This ensured that economic interests in
these vehicles and their underlying loan assets

remained with Paragon’s shareholders.

Temporarily closed to new lending. Since then,
however, Paragon has been effectively closed to new
customer lending, and it will remain closed until: (i)
it can arrange new warehouse facilities on
commercial terms; and (ii) it can securitise
warehoused loans for acceptable returns on capital.
This will depend upon the future availability and
cost of securitisation funding, the gross margins
available on new lending, and the quantum of equity

Paragon will be required to commit.

Future funding the key issue. Until there is
greater clarity as to the future availability and cost

of warehouse facilities and securitisation funding,

our forecasts assume Paragon remains closed to
new business. From an investment perspective,
we highlight both the value of the existing
business — essentially the back-book — and also
the ‘option value’ representing the probability that

Paragon is able to re-open to profitable business.

Upside to ‘closed’ valuation. We value the existing
business primarily in relation to the net assets of the
group, predominantly ‘credit enhancement and other
financial collateral’” held within securitisation
vehicles. Our fundamental fair value methodology
discounts to present value the release of this
collateral, together with our forecast for dividend
flows. We value the existing businesses at
GBP557m or 183p per share, which compares with
end-March NAYV per share of 225p.

New lending option for free. That Paragon’s shares
trade at a discount to the estimated in-force value of
the existing business tells us that either the in-force
estimate is wrong (and way too high) — presumably
due to overly optimistic loan loss impairment and/or
redemption rate assumptions — or that Paragon will

not be able to return to profitable new lending. (By

HSBC <»
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profitable new lending we mean new business that
can generate a return on equity capital in excess of

cost of equity.)

We have estimated the potential upside that would
result from a return to new lending under a
number of scenarios (see Valuation section
below). In our central case, which assumes
Paragon returns with a modest GBP400m of new
lending in 2011 for net returns in the high-teens,
we value this new business at GBP166m or 55p
per share. This suggests a further 30% potential
return to our core fair value estimate, upon which

we have based our 180p target price.

Investment positives

EIR versus cash interest margin

IFRS accounting requires that Paragon uses
Effective Interest Rate (EIR) methodology in
recognising income on its loan assets. The EIR
itself will reflect the expected gross income and
interest expense associated with loan assets to be
spread over the expected life of the loan, and so,
for example, teaser rates at the beginning of a loan

will be amortised over the loan term.

Cash spread % (interest income less interest expense)

3.0% 7

2.0% //\

1.0%

0.0% ———

1.0% 1 X/

2.0% -
588588528527
8 88 g 3 I 88 833 3 3

——PM10 ——PM14 PM15

Source: Company information

This results in the EIR interest margin being
different from the cash margin. In the initial
period of a loan the cash margin can be negative
because the initial discounted rate is below the

cost of funding, for example.

As shown in the chart above, the cash spread
being earned in recent First Mortgages (FM)
securitisations is running at around 2%, which
compares with a most recently reported EIR
spread of 1.1%. Hence the cash flow return from
Paragon’s back-book of loan assets is materially

higher than its accounting return.

Strong back-book cash generation

The strong cash return on Paragon’s loan assets has
resulted in strong cash generation: unrestricted cash
balances stood at GBP128.1m at end-March 2010,
up from GBP84.0m — a net cash flow of GBP44.1m,
as compared with operating profits of GBP29.7m for
the same period. Annualised, this represents a 14%
cash flow return on average equity capital employed

over the period.

Longevity (low CPR)

Very low interest rates, and a reduction in the
number of products available, have resulted in
substantially reduced re-mortgaging activity and a
corresponding reduction in redemption or constant
prepayment rates (CPRs) within the BTL (buy-to-

let) segment.

Constant prepayment rates (CPRs)
60% 509% 55%
50% % 2%
40%
30% 23% 23%
00% 4 17% 18% 18%
8%
10% -] . I I 7 %
0% I T . T T T . T -_|
2005 2006 2007 2008 2009 1H10
m FirstMortgages Consumer Finance
Source: Company information, HSBC estimates

Partly as a result of this industry trend, and partly
due to Paragon’s competitive pricing, the FM
CPR has fallen from around 18% in 2008 to only
3% in the first half of 2010. This implies an
increase in the longevity of the mortgage

portfolio, which means earning a positive spread

HSBC <»
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on loan assets for longer, thus increasing the in-

force or embedded value of the portfolio.

Receiver of rent

In the BTL sector it is common to appoint a
‘receiver of rent’ (ROR) as an alternative to
taking possession of a property when mortgage
payments are in arrears. When this occurs, the
property may continue to be tenanted, and the
receiver collects rent from the tenant and passes it

to the lender.

Although technically the loan is deemed to be in
arrears, the lender is still receiving income
associated with the loan. For this reason, Paragon
and other BTL lenders will quote arrears figures
including and excluding those where an ROR has

been appointed.

As at end-March 2010, Paragon’s BTL accounts
three months or more in arrears stood at 117bp, as
compared with the Council of Mortgage Lenders
(CML) BTL average of 271bp. Excluding ROR,
Paragon’s arrears stood at 20bp, as compared with
the CML’s 181bp.

As at end-March 2009, 86% of Paragon’s 3
months plus arrears were subject to ROR, and

94% of these ROR properties were let.
Investment concerns

UK housing market

Despite the additional protection ROR provides
against rising arrears, Paragon’s earnings are
exposed to a decline in UK house prices,
principally through formulaic IFRS impairment-
charging methodologies. At end-March, the
weighted average loan-to-value (LTV) of
Paragon’s mortgage loan book stood at around
80%, which provides substantial headroom to a
fall in property values. However, loan loss
impairments are partially determined by LT Vs
and hence a precipitous fall in values could result

in a material increase in impairments.

HSBC <»

Consumer Finance portfolio credit risk
Although the Consumer Finance (CF) loan
portfolio represented only 5% of the end-March
2010 loan book, the division accounted for almost
half of the group’s impairment charge for the six
months to end-March, amounting to GBP12.5m as
compared with a pre-impairment operating profit
of GBP19.3m. Furthermore, the group’s
investment in first-loss equity in CF
securitisations is substantial, some GBP54m in
total. The underlying loan assets — unsecured
personal loans, secured loans, car loans and retail
credit — involve much greater credit risk than BTL
mortgages, in our view, and this is where the

majority of Paragon’s credit risk lies.

Rising interest rates/prepayment risk

The group’s existing loan portfolios were largely
originated between 2001 and 2007,when base
rates averaged 4.6%, and so payment strain should
not be a major problem for borrowers should
interest rates rise (the 10% of the loan book still
on fixed rates averaging 5.5% show arrears of
1.29% as against the whole book level of 1.17%).

A more material risk in our view is the impact of
rising rates on CPRs, which tend to increase as
interest rates rise, since a substantial rise in CPRs
would see the currently closed portfolios run off

more quickly.

ABS step-ups

Paragon’s securitisations were designed so that
the duration of the loans matched the duration of
securitisation. However, since CPRs of around
15%-20% suggested an average mortgage ‘life’ of
five to seven years, most of the asset-backed
securities issued included call dates (at around
five years for consumer finance securitisations
and seven years for mortgage deals). To
incentivise Paragon to exercise these call options,
step-ups in coupon were built into the terms of

these securities.
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In the current market environment, where CPRs
are so low and existing deals cannot be part-
refinanced with new ones, it is unlikely that
Paragon will exercise these calls when they
become due. Step-ups were triggered on a number
of Paragon issues in April (PPAF No.3) and May
(PM7 and PM9) 2010, and further step-ups will be
triggered in October (PM8) and December
(PM10) 2010, as well as in 2011 (PM11, PM12
and PM13) and in 2012 (FF7, PM14 and PM15).
Step-ups for senior classes tend to be around
20bp, rising to 80-100bp for the most junior
tranches, and will ultimately result in an average
increase in the cash cost of funding by around

30bp, we believe.

Implicit duration mismatch

Paragon’s securitisation funding model implicitly
involves a duration mismatch: while loan assets are
being warehoused on its balance sheet prior to
securitisation, long-duration assets are being
financed by short-duration liabilities. (Once
securitised, however, these loan assets are match-

funded by long-duration mortgage backed securities)

Paragon’s previous warehouse facility, provided
by a syndicate of banks, included a term-out
option, which allowed the short-term warehouse
facility to be swapped into a long-term loan, in
exchange for a step-up in interest cost (this option
was exercised in 2008 to match-fund some
GBP1.6bn of warehoused mortgages). It seems
unlikely that future warehouse funding facilities

will include such a term-out option.

In order to secure cheaper funding, and greater
visibility as to funding availability, it is possible that
forward securitisation flow would be offered to a

single provider in exchange for warehouse finance.

Regulation
The FSA published its UK Mortgage Market
Review in October 2009. Key issues for Paragon

are proposals concerning second-charge secured

lending, BTL mortgages, and the regulation of
non-deposit-taking lenders. Specifically, the
review expressed concern over the unregulated
nature of the BTL market, suggesting that similar
standards should be applied to it as to other
mortgage market segments. The regulation of
second-charge lending is to be switched from the
OFT to the FSA (although no date has been set for
implementation) and a similar switch for BTL is
under consideration. The OFT will publish a
consultation paper of non-deposit-taking lenders
in Q3 2010. Our initial concerns are limited to

additional compliance costs.

Capital gains tax

The government’s proposal to realign capital gains
tax with income tax could see the tax levied on BTL
investors raised from 18% to as much as 50%; this is
seen as arisk to new BTL property purchases (and
hence demand for new BTL mortgages), and to the

UK property market as a whole.
Valuation summary

In summary, we estimate a core value for Paragon’s
existing businesses of 183p per share. In addition to
this core value, we see the potential for additional
value creation through a return to new lending.
Based on new advances of GBP400m for 2011, and
arange of growth and prepayment speed
assumptions, our analysis indicates incremental

value of approximately 55p per share.

Rounding down our core value estimate, we set a
target price for Paragon of 180p per share, which
implies a 34% potential return. Under HSBC’s
research model, the Overweight (V) classification
requires the implied return to exceed the hurdle
rate of 8% by at least 10%.Given that our 180p
target price implies a potential total return greater
than 18%, we assume coverage of Paragon with

an Overweight (V) rating.

HSBC <»
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Risk factors

Risks to our Overweight (V) rating include:

Interest rates — rising interest rates could
result in payment strain for Paragon’s

borrowers and lead to increased arrears and

» Margin pressure — step-ups in ABS coupons loan losses.
in 2010-12 could lead to net interest margin
. . Unemployment — rising unemployment could
shrinkage and lower-than-forecast interest P ) ym - g ploym )
. undermine the positive outlook for the private
income.
rented sector.
»  Uncertain UK house price developments — a
. . Taxation — and increase in CGT could reduce
sharp decline in UK house prices would result ) )
N . . the attractiveness of BTL investment and
in higher loan loss impairments. o )
diminish demand for BTL mortgage lending
» CF credit risk — forecasts are exposed to risk

of rising arrears and impairments.

Regulation — changes to the regulation of
second-charge and, potentially, BTL
mortgage lenders could lead to higher costs

and reduced profitability.



Paragon Group (PAG LN)
Consumer Finance
16 June 2010

Valuation
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» We derive a core ‘embedded value’ for the group’s existing
businesses and closed loan books of 183p per share
» In addition we estimate ‘option value’ for a potential return to new

lending of 55p per share

» Target price of 180p per share based on core valuation only

Existing business

We estimate a core ‘embedded value’ for Paragon
in terms of its existing, closed loan portfolios, and

its new business initiatives.

Fundamental fair value model

The table below summarises the deployment of
the group’s capital employed, and shows that,
since the rights issue in 2008, securitisation
investments have been funded through a

combination of equity and the term debt.

Deployment of group capital employed

Year to September (GBPm) 2007 2008 2009 H110

Assets
Property, plant & equipment 21.9 18.5 13.5 12.2
Tax assets 16.1 10.3 45 2.3
Other receivables 6.7 6.6 5.5 6.2
Unrestricted cash 50.4 732 84.0 1281
Retirement asset 42 0.0 0.0 0.0
ESOP cash 2.2 2.5 1.7 1.7
Intangibles 0.6 0.4 9.6 9.4
Investment in associate 0.5 15.5 0.0 0.0
SPV investments/cash 606.9 6124 6488 622.0
709.5 7394 767.6 7819
Financed by
Equity 3133 6215 650.8 664.9
Corporate bond 1158 1179 1168 117.0
Working capital facility 280.4 0.0 0.0 0.0

Source: Company information, HSBC

Of equity and term debt capital totalling GBP782m
at end-March 2010, GBP622m was deployed in

securitisation ‘financial collateral’ — the first-loss
equity, subordinated loans and cash reserves of the

group’s special-purpose vehicles (SPVs).

These SPV investments (with a face value of 210p
per share) are tied up in securitisation vehicles
and released only as the underlying loan assets

run down.

We therefore argue that the ‘in-force’ or
embedded value of the group’s back-book is the
NPV of the capital and restricted cash released
from the SPVs over time, plus the NPV of the
cash flows generated from the loan portfolios as

they run down.

We try to capture these elements of embedded

value in our fundamental fair value approach.
There are three parts to this estimate:

» The terminal value of normalised equity
capital at end-2015e, based upon terminal
return on equity and cost of equity
assumptions. We assume ROE equals COE at
termination and hence value this equity at its

book value only;
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Fundamental fair value estimate

Year to Sep (GBPm) 2010e 2011e 2012e 2103e 2014e 2015e
Customer loans 8,956 8,629 8,328 8,049 7,789 7,545
Memo: loan growth 8% 4% -3% -3% -3% -3%

Normalised equity/loans  3.2% 3.2% 3.1% 3.1% 3.1% 3.1%
Normalised equity 288.2 274.3 262.0 251.1 241.3 232.4

Equity 683.7 714.9 7435 768.9 791.7 812.0
Surplus capital 395.5 440.6 481.4 517.8 550.4 579.6
Attributable profit 429 413 394 369 347 330
Return on surplus capital -4.0 -44 -48 -52 55 -58
Normalised profit 39.0 369 346 31.7 292 27.2
Normalised ROE 13.5% 13.4% 13.2% 12.6% 12.1% 11.7%
Dividends 10.0 101 109 114 120 126
Discount factor 1.044 1.138 1.240 1.352 1.474 1.606
PV dividends 96 89 88 85 82 79
Sustainable ROE 9.0%
Sustainable growth 0.0%
Discount rate 9.0%
Fair value price/book 1.00

2015 terminal value 232.4
2015 surplus capital 579.6

NPV terminal value 144.7
NPV dividends 51.7
NPV surplus capital 360.8
Fair value 557.2
Diluted shares (m) 304
Value per share (p) 183

Source: HSBC estimates

» Surplus equity capital present on the balance
sheet at end-2015e. As First Mortgage and CF
loan balances decline due to prepayment, the
equity required to support these loan books is
released and becomes surplus. Based on our
forecast assumptions, we estimate surplus
capital will amount to GBP580m by end-
September 2015, reflecting the release of SPV
financial collateral and unutilised internal

capital generation;
» The expected dividend flow to 2015e.

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 market value for the existing
businesses of GBP557m, which equates to 183p

per share.

HSBC <»

Potential new lending

A return to profitable new lending, in our view,
should be interpreted as lending that generates a
positive economic profit — a return on the required

equity in excess of the cost of equity.

New lending economics

Minimum target ROE 9%
Equity/loan assets 5%
Required ROA 0.45%
Tax rate assumption 28%
Required pre-tax ROA 0.63%
Impairment assumption 0.30%
Required pre-provision, pre-tax ROA 0.93%
Expense ratio assumption 30%
Required income margin 1.32%
Ancillary income margin assumption 0.15%
Required net interest income margin 1.17%

Source: HSBC estimates

The above table sets out some basic new lending
economics. In order to achieve a 9% ROE, given
20x equity leverage, a 28% tax rate, 30bp
impairment charge, and a 30% expense ratio, new
lending will need to yield 132bp. If 15bp of this is
available from non-interest sources, this implies a

required net interest income margin of 117bp.

In the table overleaf, we have set out a scenario in
which Paragon returns to new lending in 2011. We
have assumed GBP400m of advances in the first
year, with advances growing at 10% pa thereafter. In
projecting redemptions/prepayments, we have
assumed a CPR of 5% pa.

Our liability spread assumption (a cost of funding
rate applied to 95% of average loans — the other
5% being ‘interest-free’ group capital) is loosely
based on recent UK RMBS spreads of a little
below 200bp. We then derive our assumption for
asset spread, ie the spread required to deliver a
required net interest margin — in this case, the
spread required to deliver an 18-19% ROE.

We then value this new lending as follows:

» We discount to present value the net cash
flows generated between 2011 and 2020.
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Return to new BTL lending scenario. (Key assumptions — GBP400m advances in 2011, growing at 10% pa; 5% CPR)

Year to Sep (GBPm) 2011e 2012e 2013e 2014e 2015e 2016e 2017e 2018e 2019e 2020e
Opening loan assets 0 400 820 1,219 1,598 1,958 2,300 2,625 2,934 3,227
Advances 400 440 440 440 440 440 440 440 440 440
Prepayments 0 -20 -4 -61 -80 -98 -115 -131 -147 -161
Closing loans 400 820 1,219 1,598 1,958 2,300 2,625 2,934 3,227 3,506
Average loans 200 610 1,020 1,409 1,778 2,129 2,463 2,780 3,081 3,367
Asset spread 3.50% 3.50% 3.50% 3.50% 3.50% 3.50% 3.50% 3.50% 3.50% 3.50%
Liability spread* -1.75% -1.75% -1.75% -1.75% -1.75% -1.75% -1.75% -1.75% -1.75% -1.75%
Net interest margin 1.75% 1.75% 1.75% 1.75% 1.75% 1.75% 1.75% 1.75% 1.75% 1.75%
Ancillary income 0.15% 0.15% 0.15% 0.15% 0.15% 0.15% 0.15% 0.15% 0.15% 0.15%
Admin expenses -0.30% -0.30% -0.30% -0.30% -0.30% -0.30% -0.30% -0.30% -0.30% -0.30%
Credit costs -0.30% -0.30% -0.30% -0.30% -0.30% -0.30% -0.30% -0.30% -0.30% -0.30%
Net margin 1.30% 1.30% 1.30% 1.30% 1.30% 1.30% 1.30% 1.30% 1.30% 1.30%
Gross cash flow 2.6 7.9 13.3 18.3 23.1 21.7 32.0 36.1 40.0 43.8
Tax 0.7 2.2 -3.8 5.3 6.7 -8.0 9.3 -10.5 -11.6 -12.7
Earnings 1.9 5.7 9.4 13.0 16.4 19.7 22,7 25.7 28.4 31.1
Returns:

Average loans 200 610 1,020 1,409 1,778 2,129 2,463 2,780 3,081 3,367
Equity @ 5% 10.0 30.5 51.0 70.4 88.9 106.5 123.1 139.0 154.0 168.3
Earnings 1.9 5.7 9.4 13.0 16.4 19.7 22.7 25.7 28.4 31.1
ROE 19% 19% 18% 18% 18% 18% 18% 18% 18% 18%
Valuation;

Discount rate 9%

Price:book 2.1

NPV (earnings) 92.8

Terminal equity 168.3

Terminal value 350.1

Incremental value 181.8

PV (incremental value) 73.6

Value 166.4

Value/share (p) 55

Source: HSBC estimates.
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We calculate a value for 2020 equity capital
based on ROE relative to COE. We then
discount the incremental value — the valuation
less the equity capital invested (because we
are already valuing Paragon’s capital at face
value in our existing business valuation) —

and discount this to present value.

The aggregate of these two present values is
our estimate of the incremental value of new
lending. In this scenario we estimate an
incremental value of GBP166m or 55p

per share.

Clearly the income and expense margins and the
new lending volumes are the key assumptions.
Prepayment speed is also an important value driver.
In the table below we set out a number of alternative
scenarios based on different assumptions for CPR

and new lending growth.

New lending valuation - sensitivity analysis (value, p)

Advances growth: 0% 4% 8% 12% 16%
CPR:

5% 50 52 54 56 57
10% 43 45 46 48 49
15% 37 39 40 41 43
20% 33 34 35 36 37

Source: HSBC estimates
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Activities

» A specialist lender focused on the UK BTL mortgage market
» Additional consumer credit activities and a portfolio of closed loan

books in run-off

» Group capital, short-term warehouse facilities and securitisation

are the funding sources

Specialist mortgages and
consumer finance

Paragon 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.
Headquartered in Solihull, Paragon employs
around 600 people.

The company is organised into two main
operating divisions: FM, which includes BTL and
owner-occupied mortgage lending and other
sources of income derived from first-charge
mortgages; and CF, which includes secured
lending, car and retail finance and a residual

unsecured loan book.

Paragon has become increasingly focused on BTL
mortgage lending over the past 10 years, partly as
a result of the acquisition of Mortgage Trust in
June 2003 and the shrinkage of run-off portfolios,
and partly as a result of stronger BTL new lending

volumes.

As at end-March 2010, the group’s loan portfolio
comprised GBP8,458m of BTL mortgages (some
93% of the group’s loan balances) GBP165m of
owner-occupied mortgages (2% of loan balances),
and GBP488m of consumer finance loans (5% of
the total).

Currently, both divisions are closed to new
customers, although further advances can be made

to existing borrowers.

Loan balances by operating division (GBPm)
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New lending by operating division (GBPm)
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Loan book mix at end-March 2010

BTL
mortgages
93%

Owner
occupied
2%

-

Secured loans
4%

Cars and
other loans
1%

Source: Company information

FM: The core FM division operates two mortgage
brands — Paragon Mortgages and Mortgage Trust
— which, at end-March, managed GBP8.46bn of
BTL mortgages and a further GBP165m of

owner-occupied mortgages in run-off.

CF: The CF division managed assets of GBP488m
at end-March, GBP427m of which consisted of
second mortgages and secured personal loans, with a
further GBP61m in used-car finance, point-of-sale
retail finance (furniture, floor coverings and
specialist hi-fi) and a small portfolio of unsecured

consumer credit loans in run-off.

Income and expenses

The FM division accounted for 68% of total
income in the first half this year, 66% of profit
before loan impairments, 53% of impairments and

77% of operating profit.

Net interest income accounted for 90% of total
income and other income 10% (principally loan
account fees, insurance commissions and

mortgage servicing fees).

The annualised net interest margin on FM loans
averaged 115bp in the six months to end-March,
while the impairment charge was 33bp. The CF
net interest margin was 731bp with impairments
at 512bp.

Half-year to March 2010 - Financial snapshot by division

(GBPm) FM % CF % TOTAL
Net interest income 490 71% 204 29% 69.4
Other operating income 3.8 48% 42  53% 8.0
Total operating income ~ 52.8 68% 246 32% 774
Operating expenses 157 75% -53 25% -21.0
Pre-impairment profit 371 66% 193 34% 56.4
Impairment charge -142  53% -125 47% -26.7
Operating profit 229 77% 6.8 23% 29.7
FV gains/losses 0.9 100% 0.0 0% -0.9
Profit before tax 22.0 76% 6.8 24% 28.8
Customer loans 8,623 95% 488 5% 9,111
Net interest margin 1.15% 7.31% 1.53%
Total income margin 1.19% 9.48% 1.68%
Impairments/avg loans 0.32% 5.12% 0.58%
Expense ratio 29.7% 21.5% 27.1%

Source: Company information, HSBC estimates

For the group as a whole, the net interest margin
was approximately 153bp, the other income
margin 15bp, and the impairment charge 58bp,
giving a risk-adjusted income margin on average
loans of 110bp.

Expenses were approximately 46bp on average
loans (a 27% expense ratio) giving a pre-tax
return on assets of 64bp. The tax rate for the half
year was 28%, which implies a net return on
assets of 46bp. Since the end-March equity to
loans ratio was 7.3%, this ROA corresponds to an

annualised return on equity of around 6.3%.

Loan book mix - September 2005 to March 2010

Year to September (GBPm) 2005 2006 2007 2008 2009 H12010
FM

Advances 1,668 3,038 4,079 904 25 9
Loan balances 5,032 7,644 10,325 9,419 8,764 8,623
CF

Advances 350 372 357 222 60 0
Loan balances 695 783 710 634 550 488

Source: Company information

12
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Funding model
Paragon’s funding model is built around
securitisation. Before it was closed to new business

in early 2008, the process was as follows:

» Paragon would originate loan assets and
warehouses them on its balance sheet using a
short-term credit facility provided by a
syndicate of banks.

» It would periodically clear the warehouse by
securitising the loan assets. At the time of
securitisation, Paragon would inject capital
into the securitisation vehicles — the first-loss
equity, subordinated debt and cash reserves
required for credit enhancement — funded
through a combination of its own equity,
long-term corporate debt and short-term

working capital facilities.

» The chart below details the group’s

securitisations between 2001 and 2007.

Capital employed
The group’s loan portfolio is currently funded

through a combination of
»  Asset-backed loan notes (GBP8.8bn);

» The termed-out warehouse facility
(GBP1.4bn);

» A corporate bond (GBP116m);
» Shareholders’ funds (GBP665m).

The asset-backed loan notes have maturity dates
ranging from November 2035 to May 2043; the
warehouse facility a final repayment date in
February 2050 (although substantial repayments
are likely over the next five years as the
underlying mortgage pools repay or refinance).
The 7% callable subordinated notes (the corporate
bond) have a final maturity date in April 2017,
and are callable in April 2012 at Paragon’s option.

New businesses

Following temporary closure to new lending in
2008, management sought to expand the range of
its activities. New activities are: (i) the acquisition
of loan portfolios; (ii) additional products and
services for existing borrowers; and (iii) servicing

third-party loan portfolios.

In the half-year to March 2010 these new
initiatives delivered a pre-tax profit of GBP2.4m
(5% of group operating profits) and are expected
to contribute some GBP3.5m in the full year to
end-September 2010.

In addition, last year’s repurchase of GBP37.7m
nominal of the group’s RMBS (at a cost of

Securitisation transactions 2001-07 (GBPm)
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GBP18.9m) and GBP10m of the subordinated Interim results - 6m to March 2010
bond (for GBP5.3m) generated an exceptional 6m to March (GBPm) 2009 2010 Ch Ch%
profit after costs of GBP18.4m. In the first half of FM

-Interest receivable 2815 1215 -160.0 -57%
the current year another GBP1.5m of debt was -Interest payable 2288 705 1563 68%
repurchased at a cost of GBP1.0m, creating an Net interest income 52.7 490 -3.7 7%
. Other income 6.2 3.8 2.4 -39%
exceptional profit of GBP0.5m Total operating income 589 528 61 -10%
Operating expenses -14.7 -15.7 -1.0 7%
Acquisition of loan portfolios Pre-|mpa|rment profit 44.2 37.1 7.1 -16%
. Impairment charge -19.8 -14.2 5.6 -28%
Paragon formed the investment company, Idem Operating profit 244 22,9 -1.5 -6%
Capital. t ticipate i oint t ith FV gains/losses -3.0 -0.9 2.1 -70%
apital, to participate in a joint venture wi Profit before tax 21.4 22.0 0.6 3%
CarVal Investors, a credit-focused investment Advances 1 9 2 -15%
. Customer loans 8,900 8,623 277 -3%
manager founded by Cargill in 1987 and currently oF
with around USD9bn in assets under -Interest receivable 340 247 93 27%
;s -Interest payable -18.7 -4.3 14.4 -17%
management. The joint venture was formed to Net Interest Income 15.3 204 51 33%
allow Paragon and CarVal to co-invest in the Other income 23 42 1.9 83%
. . Total operating income 17.6 24.6 7.0 40%
purchase of mortgage portfolios, and in Operating expenses 49 53 A4 26%
September 2009 it acquired a small portfolio of Pre-impairment profit 134 19.3 5.9 44%
Impairment charge -18.9 -12.5 6.4 -34%
second-charge loans. Although Paragon continues Operating profit -5.5 6.8 123 -224%
. . . FV gains/losses 0.0 0.0
to review portfolios when they become available, ngf]“ before tax 55 6.8 123 -208%
it has made no additional purchases. Advances 58 0 -58
Customer loans 614 488 -126 21%
Services for existing customers Group
. . -Interest receivable 315.5 1462  -169.3 -54%
Paragon offers a range of services to the private Interest payable 2475 768 1707  -69%
rented sector through its Redbrick brand. These Net interest income 68.0 694 14 2%
. . Other operating income 8.5 8.0 -0.5 6%
have included the provision of energy Total operating income 76.5 774 0.9 1%
f tificat d valuati Operating expenses -18.9 -21.0 2.1 11%
performance certificates, survey and valuation Pre-impairment profit 57.6 56.4 12 2%
services, tenant credit checks, and specialist Impairment charge 387 267 120 -31%
. Operating profit 18.9 29.7 10.8 57%
landlord insurance. FV gains/losses -3.0 -0.9
Profit before tax 15.9 28.8 12.9 81%
Thwd-party services Advances 69 9 -60 -87%
Customer loans 9,514 9,111 -403 -4%

Moorgate Loan Servicing and Arden Credit

Source: Company information
Management provide third-party loan servicing

and arrears management services, respectively.
These services make use of Paragon’s existing

administration and collecting skills and, at end-
September last year, had more than GBP1bn of

third-party loans under management.

Recent trading

Interim results for the six months to end-March

2010 were announced on 18 May.
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Operating profit at FM fell 6% to GBP22.9m,
reflecting a 10% fall in operating income; this
was offset by a 28% reduction in impairment

charges.

CF reported profit of GBP6.8m, as compared
with a loss of GBP5.5m in 20009, reflecting
net interest income growth and reduced

impairments.
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Strategic objectives

» Protecting the embedded value of the group’s back-book while the

business remains closed to new lending

» Developing new income streams from the group’s existing

customer franchise and core competencies

Background

Paragon has effectively been closed to new

business since February 2008, when the threat of

imminent withdrawal of working capital and

short-term funding facilities necessitated an

emergency rescue rights issue to safeguard the

group’s loan books (and the income streams

associated with them) from creditors.

4

Protected through warehouse term-out
option. In designing the group’s funding model,
Paragon’s management had prudently built
term-out clauses into its short-term warehouse
facilities so that it could switch these into long-
term debt if need be — thus matching funding its

entire loan portfolio to maturity.

Exposed through working capital facility.
However, following a capital management
programme which saw Paragon repurchase its
equity, the group’s securitisation investments
were partially funded through short-term
working capital facilities. This exposed the
group to potential solvency issues in late 2007
and its banking syndicate threatened to
withdraw these facilities at the end of
February 2008.

» Positioning the business for an eventual return to new lending
iffwhen market conditions permit

» Rescue rights issue. Since defaulting on this
facility would have meant surrendering
virtually all of the group’s assets (its
securitisation investments, together with their
residual income entitlements), management
was forced into an emergency rights issue: in
January 2008, Paragon announced a 25 for 1,
deeply discounted rights issue to raise
GBP287m before expenses; it repaid the
GBP280m working capital facility from the

net proceeds.

» Exercising the term-out. Separately, but at
the same time, Paragon was unable to renew
its warehouse facilities on acceptable terms
and hence triggered the term-out option on its
existing warehouse facility at the end of
February 2008, following which it had neither
warehouse nor access to securitisation
funding. As aresult, Paragon effectively

closed to new business.
Temporary closure

Limited to recycling existing loans within
securitisation vehicles (further advances for
existing borrowers and, for a limited period,

‘substitution’ loans within its consumer finance

HSBC <»
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securitisation), Paragon’s management has since

focused on three key strategic objectives:

» Protecting and optimising the in-force value

of the group’s back-book;

» Developing new income streams from the
existing franchise and from core

competencies;

» Positioning the business for an eventual return

to new lending.

Protecting and optimising the in-force
value of the back-book

Management has protected the value of the back-
book primarily by the careful management of
arrears and good customer retention. Paragon’s
BTL accounts three months or more in arrears
stood at 117bp at end-March 2010, as compared
with 271bp for the CML measure of BTL arrears
and 222bp for the CML All Mortgages figure. The
BTL redemption rate (or CPR) stood at only 3%
at end-March, as compared with a longer-term
average of around 20% — the longer the group’s
mortgages continue to earn an interest spread
within the securitisations, the greater the in-force
value of the back book. Although Paragon has
benefited from a weak remortgage market
generally, which has reduced industry CPRs,
competitive pricing and fixed-rate switch offers

have also helped customer retention.

Management has received approaches from third
parties, including a bid for the entire company: on
15 September 2008, Paragon confirmed that this
could have led to an offer for the company at a
price of 125p in cash. However, the board did not
consider this acceptable and rejected it on the
grounds that it substantially undervalued the

group’s embedded value.

Developing new income streams

Since closure to new business in 2008, Paragon

has developed four new businesses. Moorgate

16

HSBC <»

Loan Servicing and Arden Credit Management
provide third-party loan servicing and arrears
management services, while Redbrick-branded
companies provide a range of services to the
private rented sector including tenant referencing
and specialist landlord insurance. Idem Capital
invests alongside CarVal Investors, purchasing
loan portfolios. In the half-year to March 2010
these new initiatives delivered a pre-tax profit of
GBP2.4m (5% of group operating profits) and
they are expected to contribute some GBP3.5m in
the full year to end-September 2010.

Positioning the business for a return
to new lending

A return to new lending is a key objective, and
management has continued to monitor market

conditions to this effect. The key factors here are:

» Underlying landlord demand for the BTL

mortgage product;

» The availability and cost of warehouse and

securitisation funding generally;

» Investor appetite for new Paragon mortgage-

backed securities;

»  Whether the economics of the new business
model will allow for a profitable return to

new lending.

Landlord demand

The longer-term fundamentals of the UK BTL
mortgage market remain positive, with rising
tenant demand and robust rental yields, although
volumes are well down on a couple of years ago:
the CML reported gross BTL mortgage lending of
GBP2.1bn in the three months to end-March 2010
following GBP8.5bn of gross lending in 2009,
which compares with gross lending of GBP27.2bn
in 2008 and GBP44.6bn in 2007.

Availability and cost of funding
The cost of securitisation funding was

prohibitively expensive for most of 2008 and
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2009, and this, in large part, explains the
reduction in lending volumes in segments of the
UK mortgage market traditionally at least part-
financed through the mortgage-backed securities
market. However, a number of sizeable RMBS
transactions were completed in the second half of
2009 — albeit essentially for maturity extension

rather than true new funding.

In September, Lloyds completed a GBP4bn deal,
followed by a GBP3.5bnbn deal by Nationwide
Building Society in October 2009.

In January 2010 Lloyds sold a further GBP2.5bn
of RMBS, with US-dollar-denominated tranches
priced at LIBOR plus 115bp and sterling tranches
at LIBOR plus 130bp.

In total, some GBP7bn of RMBS were issued and
distributed in Paragon’s first half, and a further
GBP2.7bn has been issued since end-March.

UK Prime RMBS spread, AAA (basis points)
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These new transactions have resulted in a
significant tightening of AAA RMBS spreads,
from peaks in excess of 1000bp post-Lehman
Brothers to below 200bp currently.

Appetite for Paragon MBS

In Q1 2010, Paragon’s management team completed
an extensive bond investor roadshow — visiting 50
investors in five jurisdictions — to assess the appetite
for new Paragon mortgage-backed securities.
According to management, the reception was

positive, and reflected recognition of the high quality

of Paragon RMBS. In particular, investors were
reported to be interested in A and AA tranches, as
well as AAA-rated bonds.

Business model economics

Even with healthy demand for BTL mortgages,
and the availability of reasonably priced
securitisation funding, a number of additional
issues will determine whether Paragon can

successfully return to new lending.

Warehouse funding. Paragon will require access to
short-term funding to build mortgage pools on
balance sheet before parcelling up and securitising
these assets. Following interim results, management
reported that it had already received a number of
proposals regarding warehouse funding which it had

rejected, presumably on price grounds.

Capital. In 2007, Paragon’s BTL securitisations
required a minimum first-loss equity investment
by Paragon equal to 1.9% of the total value of the
issue; in a return to new lending management is
guiding that the regulatory requirement would be
for a minimum 5% investment in the vehicle
(although this could comprise a lower first-loss
investment, topped up with proprietary investment

in the securitisation’s A or AA-rated bonds).

Returns. The question is then whether the net
return on new lending — the net interest spread,
plus ancillary non-interest income, less
administrative and credit costs, and tax — will be
sufficient to generate an economic return on the

capital invested.

BTL market opportunity

Data published by the CML shows that the
number of BTL loans fell by 15% to 22,000 in the
first three months of 2010, while the value of
lending was down by 12% to GBP2.1bn. Adjusted
for the impact of last year’s stamp duty holiday,
BTL lending was broadly flat.

HSBC <»

17



Paragon Group (PAG LN)
Consumer Finance
16 June 2010

Low interest rates have continued to result in an
improvement in BTL arrears. The number of BTL
properties taken into possession in the first quarter
of 2010 totalled 1,400, an increase from 1,200 in
the preceding quarter but unchanged from the
total in 2009. Cases where a receiver of rent had
been appointed totalled 11,200 at end-March,
down from 11,900 three months earlier but up
from 9,200 in Q1 2009.

Prospects for the rental market remain good, but
uncertainty over house prices, interest rates and
the availability of mortgage funding continue to

constrain the BTL market.

18
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Back-book credit quality trends
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Forecasts

» Our forecasts assume business remains closed to new lending

» We assume step-ups in ABS coupons will be offset by increased
income on capital employed in SPV investments

» We assume that prepayment rates in BTL remain low

Forecast summary

Our forecasts are summarised in the table below

and set out in detail in the following pages.

Forecast summary

Year to Sep (GBPm) 2010e 2011e 2012e 2013e 2014e 2015e

Operating income 150.6 138.9 130.3 123.1 117.3 1124
Operating expenses ~ -41.5 -41.3 -41.2 -411 -41.0 -41.0
Pre-provision profit 109.1 975 89.0 820 762 71.4
Provision for losses -49.6 -402 -343 -30.8 -27.9 -25.6
Operating profit 59.6 574 548 512 483 458
Advances 20 20 20 20 20 20
Loan balances 8,956 8,629 8,328 8,049 7,789 7,545
Equity 683.7 7149 7435 7689 791.7 8120
Diluted EPS (p) 143 138 131 123 116 11.0
DPS (p) 35 36 38 40 42 44
NAV/share (p) 228 239 248 257 264 271

Source: HSBC estimates

Key assumptions

» The key assumption underlying these
forecasts is that Paragon remains closed to

new lending. (The GBP20m pa forecast for

advances reflects further advances to existing

borrowers within specific securitisations.)

» At the same time, these forecasts assume that

Paragon remains a going concern, positioned

for an eventual return to new lending, and not

a business in run-off.

20

The result is a decline in income as loan
assets repay, but broadly flat expenses as the

operating infrastructure is maintained.

Prepayment rates: Consistent with our base-
case assumption that Paragon remains closed
to new lending due to funding constraints, our
forecasts for loan balances assume lower-
than-average prepayment rates — a 3% pa
CPR for FM and a 21% pa CPR for CF.

Net interest margins: We have assumed broadly
stable net interest margins, with a rising return
on group capital employed in securitisation
investments that offsets compression in liability
spread caused by ABS coupon step-ups
triggered in 2010-12.

Non-interest margins: Our forecasts assume
that non-interest income declines, but at a
slower rate than average loan balances as new
income sources offset a reduction in loan-

related fees and commissions.

Impairments: We have assumed a modest
improvement in credit quality and a resultant
reduction in loan loss impairments as a
percentage of average loans. We forecast FM
impairments to fall from 35bp in 2009 to
25bp by 2012, and CF impairments to fall
from 5.9% in 2009 to 4.5% by 2012.
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Paragon Group: forecast summary

Year to September (GBPm) 2008 2009 2010e 2011e 2012e 2013e 2014e 2015e
Income & expenses

Interest receivable 820.9 508.2 289.2 272.6 258.3 245.8 234.8 225.0
Interest payable -680.5 -373.4 -153.6 -147.8 -142.5 -137.6 -133.1 -128.8
Net interest income 140.4 134.8 135.7 124.8 115.8 108.2 101.7 96.1
Other income/associates 26.5 16.0 14.9 14.0 14.5 15.0 15.6 16.2
Operating income 166.9 150.8 150.6 138.9 130.3 123.1 117.3 112.4
Operating expenses -37.8 -39.3 -41.5 -41.3 -41.2 -41.1 -41.0 -41.0
Pre-provision profit 129.1 1115 109.1 97.5 89.0 82.0 76.2 7.4
Provision for losses -62.2 -66.2 -49.6 -40.2 -34.3 -30.8 27.9 -25.6
Operating profit 66.9 45.3 59.6 57.4 54.8 51.2 48.3 45.8
Fair value gains 5.4 -3.4 0.0 0.0 0.0 0.0 0.0 0.0
Profit before tax 53.7 54.3 59.6 57.4 54.8 51.2 48.3 45.8
Taxation -16.6 -13.2 -16.7 -16.1 -15.3 -14.3 -13.5 -12.8
Attributable profit 37.1 411 42.9 41.3 39.4 36.9 34.7 33.0
Dividend 2.9 9.2 -10.0 -10.1 -10.9 -11.4 -12.0 -12.6
Retained earnings 34.2 31.9 329 31.2 28.5 25.4 22.7 20.4
Loan growth

Opening balance 11,035 10,053 9,314 8,956 8,629 8,328 8,049 7,789
Advances 1,126 86 20 20 20 20 20 20
Redemptions 2,108 -825 -378 -347 -321 -299 -280 -264
Closing balance 10,053 9,314 8,956 8,629 8,328 8,049 7,789 7,545
Average balance 10,544 9,684 9,135 8,792 8,478 8,189 7,919 7,667
Redemption rate 19% 8% 4% 4% 4% 4% 3% 3%
Balance Sheets

Avg customer loans 10,544 9,684 9,135 8,792 8,478 8,189 7,919 7,667
Customer loans 10,053 9,314 8,956 8,629 8,328 8,049 7,789 7,545
Equity 621.5 650.8 683.7 714.9 743.5 768.9 791.7 812.0
Subordinated debt 117.9 116.8 116.8 116.8 116.8 116.8 116.8 116.8
Intangible assets 0.4 9.6 9.6 9.6 9.6 9.6 9.6 9.6
Tangible equity 621.1 641.2 6741 705.3 733.9 759.3 782.1 802.4
Ratios

Net interest margin 1.33% 1.39% 1.49% 1.42% 1.37% 1.32% 1.28% 1.25%
Other income margin 0.25% 0.17% 0.16% 0.16% 0.17% 0.18% 0.20% 0.21%
Total income margin 1.58% 1.56% 1.65% 1.58% 1.54% 1.50% 1.48% 1.47%
Provisions:avg loans -0.59% -0.68% -0.54% -0.46% -0.40% -0.38% -0.35% -0.33%
Provisions:pre-provision profit -48.2% -59.4% -45.4% -41.2% -38.5% -37.5% -36.7% -35.9%
Cost:income ratio -22.6% -26.1% -27.5% -29.8% -31.6% -33.4% -35.0% -36.5%
ROE 10.2% 5.1% 6.4% 5.9% 5.4% 4.9% 4.5% 4.1%
Equity:loans 6.2% 7.0% 7.6% 8.3% 8.9% 9.6% 10.2% 10.8%
Effective tax rate -30.9% -24.3% -28.0% -28.0% -28.0% -28.0% -28.0% -28.0%
Per share data

Reported EPS (p) 17.9 13.9 14.3 13.8 13.2 12.3 11.6 11.0
Diluted adjusted EPS (p) 23.2 10.8 14.3 13.8 13.1 12.3 11.6 11.0
DPS (p) 3.0 33 35 3.6 3.8 4.0 4.2 4.4
NAV/share (p) 209.2 220.5 228.3 238.7 248.3 256.8 264.4 271.2

Source: Company information, HSBC estimates
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Paragon Group: forecasts by division

Year to September (GBPm) 2008 H1 09 H2 09 2009 H110 H210e 2010e 2011e 2012e 2013e 2014e 2015e
FM

Net interest income 85.0 52.7 43.3 96.0 49.0 47.8 96.8 94.1 91.5 89.0 86.5 84.2
Other operating income/associates 17.1 6.2 5.2 11.4 3.8 4.0 7.8 7.6 74 7.2 7.0 6.8
Total operating income 102.1 58.9 48.5 107.4 52.8 51.8 104.6 101.7 98.9 96.1 93.5 90.9
Operating expenses -35.2 -14.7 -16.5 -31.2 -15.7 -15.4 -31.1 -31.9 -32.7 -33.4 -34.0 -34.6
Pre-impairment profit 66.9 44.2 32.0 76.2 37.1 36.4 73.5 69.7 66.2 62.8 59.5 56.4
Impairment charge -10.9 -19.8 -11.7 -31.5 -14.2 -11.7 -25.9 22.7 -20.4 -19.9 -19.3 -18.8
Operating profit 56.0 24.4 20.3 44.7 22.9 24.6 47.5 471 45.8 42.9 40.2 37.6
FV gains/losses 5.2 -3.0 -0.6 -3.6 -0.9 0.9 0.0 0.0 0.0 0.0 0.0 0.0
Profit before tax 50.8 21.4 19.7 411 22.0 25.5 47.5 471 45.8 42.9 40.2 37.6
Advances 904 11 15 25 9 11 20 20 20 20 20 20
Customer loans 9,419 8,900 8,764 8,764 8,623 8,521 8,521 8,285 8,057 7,835 7,620 7,412
Average loans 9,872 9,160 9,092 9,092 8,693 8,643 8,643 8,403 8,171 7,946 7,728 7,516
Net interest margin 081%  1.09%  095%  1.02% 111% 111% 1.12% 112% 1.12% 1.12%  1.12% 1.12%
Total income margin 0.98%  1.22% 1.07% 1.14% 119% 120% 121% 121% 121% 121% 121% 1.21%
Expenses/avg loans 0.36% -0.32% -0.36% -0.34% -0.36% -0.36% -0.36% -0.38% -0.40% -0.42% -0.44% -0.46%
Impairments/avg loans 0.11% -043% -026% -0.35% -0.33% -027% -0.30% -0.27% -0.25% -0.25% -0.25% -0.25%
Impairment/pre-imp profit -16.3% -448% -36.6% -41.3% -383% -323% -353% -325% -309% -31.6% -325% -33.3%
Expense ratio -345%  -25.0% -34.0% -29.1% -29.7% -29.8% -29.8% -314% -331% -347% -364% -38.0%
CF

Net interest income 55.4 15.3 235 38.8 20.4 18.5 38.9 30.7 24.3 19.2 15.1 12.0
Other operating income 9.4 2.3 2.3 4.6 4.2 2.9 7.1 6.5 7.1 7.8 8.6 9.5
Total operating income 64.8 17.6 25.8 43.4 24.6 21.4 46.0 37.2 31.4 27.0 23.7 21.4
Operating expenses -10.4 -4.2 -3.9 -8.1 -5:3 -5.0 -10.3 9.4 -8.5 -7.8 -7.0 6.4
Pre-impairment profit 54.4 13.4 21.9 35.3 19.3 16.4 35.7 27.8 22.8 19.2 16.7 15.0
Impairment charge -51.3 -18.9 -15.8 -34.7 -12.5 -11.1 -23.6 -17.5 -13.8 -10.9 -8.6 -6.8
Operating profit 3.1 -5.5 6.1 0.6 6.8 5.3 12.1 10.3 9.0 8.3 8.1 8.2
FV gains/losses 0.2 0.0 0.2 0.2 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Profit before tax 2.9 -5.5 6.3 0.8 6.8 5.3 12.1 10.3 9.0 8.3 8.1 8.2
Advances 222 58 2 60 0 0 0 0 0 0 0 0
Customer loans 634 614 550 550 488 435 435 343 27 214 169 134
Average loans 672 624 592 592 519 492 492 389 307 243 192 151
Net interest margin 825%  490% 7.94%  655%  786% 751% 7.90% 7.90% 7.90%  7.90%  7.90%  7.90%
Total income margin 961%  564% 872% 7.36% 948% 871%  9.35%  956% 1021% 11.12% 12.39% 14.15%
Expenses/avg loans -1.55%  -1.35% -1.32% -1.37% -2.04% -2.05% -210% -242% -2.78% -3.19% -367% -4.22%
Impairments/avg loans -7.64%  -6.06% -5.34% -586% -4.82% -452% -4.80% -450% -450% -450% -4.50% -4.50%
Impairment/pre-imp profit 943% -141.0% -721% -98.3% -64.8% -67.9% -662% -63.0% -60.5% -56.8% -51.6% -45.3%
Expense ratio -16.0% -239% -151% -187% -21.5% -235% -225% -253% -27.2% -287% -29.7% -29.9%

Source: Company information, HSBC estimates
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Paragon Group: loan growth assumptions by division

Year to September (GBPm) 2008 H1 09 H2 09 2009 H110 H210e 2010e 2011e 2012e 2013e 2014e 2015e
FM

Opening balance 10,325 9,419 8,900 9,419 8,764 8,623 8,764 8,521 8,285 8,057 7,835 7,620
Advances 904 11 15 25 9 11 20 20 20 20 20 20
Redemptions -1,810 -530 =151 -680 -150 -113 -263 -256 -249 242 -235 -229
Closing balance 9,419 8900 8,764 8,764 8,623 8,521 8,521 8,285 8,057 7,835 7,620 7,412
Average balance 9,872 9,160 8,832 9,092 8,693 8,572 8,643 8,403 8,171 7,946 7,728 7,516
Redemption rate 18% 11% 3% 7% 3% 3% 3% 3% 3% 3% 3% 3%
CF

Opening balance 710 634 614 634 550 488 550 435 343 271 214 169
Advances 222 58 2 60 0 0 0 0 0 0 0 0
Redemptions -298 -78 -66 -144 -63 -53 -116 91 -72 -57 -45 -36
Closing balance 634 614 550 550 488 435 435 343 271 214 169 134
Average balance 672 624 582 592 519 461 492 389 307 243 192 151
Redemption rate 42% 25% 22% 23% 23% 22% 21% 21% 21% 21% 21% 21%
Group

Opening balance 11,035 10,053 9,514 10,053 9,314 9,111 9,314 8,956 8,629 8,328 8,049 7,789
Advances 1,126 69 17 86 9 11 20 20 20 20 20 20
Redemptions 2,108 -608 217 -825 213 -166 -378 -347 -321 -299 -280 -264
Closing balance 10,053 9,514 9,314 9,314 9,111 8,956 8,956 8,629 8,328 8,049 7,789 7,545
Average balance 10,544 9,784 9,414 9,684 9,212 9,033 9,135 8,792 8,478 8,189 7,919 7,667
Redemption rate 19% 12% 5% 8% 5% 4% 4% 4% 4% 4% 3% 3%

Source: Company information, HSBC estimates
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Alternative embedded value
approach

The following tables set out an alternative approach

to valuing Paragon’s closed loan books. We attempt
to separately value the cash flow and capital backing
elements of the two divisional loan books, and add

these to current unrestricted cash.
The key assumptions are as follows:

» Loan book balances are projected out to 2031
based on CPR rates of 5% p.a. for FM and
20% p.a. for CF.

»  Asset margins are based on those reported for

the first half of the current year.
»  All cash flows are discounted at 9%.

» FM loans require equity of 1.9% of loan
assets (this is the minimum first-loss
percentage for most of Paragon’s PM

securitisation vehicles).

» CF loans require equity 7.5% of loan assets
(based on the weighted average of the PPAF3
first loss of 9%, and the PSF1 first loss of
4.5%).

» We allocate capital to each division on the
basis of these percentages and estimated

average 2011 loan assets.

We then value the business as the sum of: (i) the
net present value (NPV) of FM net cash flows
plus FM required equity; (ii) the NPV of CF net
cash flows plus CF required equity; and (iii) end-

March unrestricted cash.

The result is a fair value estimate of 186p per
share, 124p of which (68%) is due to the FM
division, 17p (9%) to CF, and 42p (23%) to

unrestricted cash balances.

Alternative embedded value approach

GBp

FM:
-NPV net cash flows 75 40%
-Equity 52 28%
124 68%

CF:
-NPV net cash flows 7 4%
-Equity 10 5%
17 9%
Unrestricted cash 42 23%
186 100%

Source: HSBC estimates

Alternatively, 55% of the fair value estimate is
due to required equity and unrestricted cash, and
45% to the NPV of forecast net cash flows.

HSBC <»
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FM - back-book in-force value estimate (5% CPR assumption)

Year to Sep (GBPm) 2011e  2012e  2013e 2014e 2015e 2016e 2017e 2018e 2019e 2020e 2021e 2022e 2023e 2024e 2025e 2026e 2027e 2028e 2029¢ 2030e  2031e
Opening loan assets 8,521 8095 7690 7,306 6,940 6593 6264 5951 5653 5370 5102 4847 4604 4374 4155 3948 3750 3563 3,385 3215 3,055
Run-off -426 -405 -385 -365 -347 -330 -313 -298 -283 -269 -255 242 -230 219 -208 -197 -188 -178 -169 -161 -153
Closing assets 8,09 7,690 7,306 6,940 6,593 6,264 5,951 5653 5370 5102 4847 4,604 4374 4,155 3,948 3,750 3,563 3,385 3,215 3,055 2,902
Average assets 8308 7,893 7498 7123 6,767 6429 6,107 5802 5512 5236 4,974 4726 4489 4265 4,052 3,849 3657 3474 3300 3,135 2,978
Asset spread 2.80% 280% 2.80% 280% 2.80% 280% 2.80% 280% 2.80% 280% 2.80% 280% 2.80% 280% 2.80% 2.80% 2.80% 280% 2.80% 280% 2.80%
Liability spread -1.68% -1.68% -1.68% -1.68% -1.68% -1.68% -1.68% -1.68% -1.68% -1.68% -1.68% -1.68% -1.68% -1.68% -1.68% -1.68% -1.68% -1.68% -1.68% -1.68% -1.68%
Net interest margin 1.12%  1.12%  1.12% 1.12%  1.12% 1.12%  1.12%  1.12% 1.12% 1.12% 1.12% 1.12% 1.12% 1.12% 1.12% 1.12% 1.12% 1.12% 1.12% 1.12%  1.12%
Ancillary income 0.09% 0.09% 0.09% 0.09% 0.09% 0.09% 0.09% 0.09% 0.09% 0.09% 0.09% 0.09% 0.09% 0.09% 0.09% 0.09% 0.09% 0.09% 0.09% 0.09%  0.09%
Admin expenses -0.36% -0.36% -0.36% -0.36% -0.36% -0.36% -0.36% -0.36% -0.36% -0.36% -0.36% -0.36% -0.36% -0.36% -0.36% -0.36% -0.36% -0.36% -0.36% -0.36% -0.36%
Credit costs 0.25% -0.25% -0.25% -0.25% -0.25% -0.25% -0.25% -0.25% -0.25% -0.25% -0.25% -0.25% -0.25% -0.25% -0.25% -0.25% -0.25% -0.25% -0.25% -0.25% -0.25%
Net margin 0.60% 0.60% 0.60% 0.60% 0.60% 0.60% 0.60% 0.60% 0.60% 0.60% 0.60% 0.60% 0.60% 0.60% 0.60% 0.60% 0.60% 0.60% 0.60% 0.60%  0.60%
Gross cash flow 49.8 474 45.0 427 40.6 38.6 36.6 34.8 33.1 314 29.8 284 26.9 25.6 24.3 23.1 219 20.8 19.8 18.8 17.9
Tax -14.0 -13.3 -13.0 -12.4 -11.8 -11.2 -10.6 -10.1 9.6 9.1 -8.7 -8.2 -7.8 74 -7.0 6.7 6.4 6.0 5.7 5.5 5.2
Earnings 35.9 34.1 31.9 30.3 28.8 27.4 26.0 24.7 23.5 22.3 21.2 20.1 19.1 18.2 17.3 16.4 15.6 14.8 14.1 13.4 12.7
Returns:

Average assets 8308 7,893 7498 7123 6,767 6429 6,107 5802 5512 5236 4,974 4726 4489 4265 4,052 3,849 3657 3474 3300 3,135 2,978
Required equity @ 1.8% 1579  150.0 1425 13563 1286 1221 116.0 1102 1047 99.5 94.5 89.8 85.3 81.0 77.0 731 69.5 66.0 62.7 59.6 56.6
Earnings 35.9 34.1 31.9 30.3 28.8 274 26.0 24.7 235 223 212 20.1 19.1 18.2 17.3 16.4 15.6 14.8 141 134 12.7
ROE 23% 23% 22% 22% 22% 22% 22% 22% 22% 22% 22% 22% 22% 22% 22% 22% 22% 22% 22% 22% 22%
Valuation;

Discount rate 9%

Discount factors 1138 1240 1352 1474 1606  1.751 1909 2.080 2268 2472 2694 2937 3.201 3.489 3.803 4145 4518 4925 5368  5.851 6.378
Earnings 35.9 34.1 31.9 30.3 28.8 274 26.0 24.7 235 223 212 20.1 19.1 18.2 17.3 16.4 15.6 14.8 141 134 12.7
PV (earnings) 31.5 275 23.6 20.6 17.9 15.6 13.6 11.9 10.4 9.0 7.9 6.9 6.0 5.2 45 4.0 3.4 3.0 2.6 2.3 2.0
NPV (earnings) 229.5

Shares (m) 304.5

NPV/share (GBp) 75

Source: HSBC estimates.
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CF - back-book in-force value estimate (20% CPR assumption)

Year to Sep (GBPm) 2011e  2012e  2013e 2014e 2015e 2016e 2017e 2018e 2019e 2020e 2021e 2022e 2023e 2024e 2025e 2026e 2027e 2028e 202%¢  2030e 2031e
Opening loan assets 435 348 278 223 178 143 114 91 73 58 47 37 30 24 19 15 12 10 8 6 5
Run-off -87 -70 -56 -45 -36 29 23 -18 -15 -12 -9 -7 -6 -5 -4 -3 2 2 2 -1 -1
Closing assets 348 278 223 178 143 114 91 73 58 47 37 30 24 19 15 12 10 8 6 5 4
Average assets 392 313 251 200 160 128 103 82 66 53 42 34 27 22 17 14 11 9 7 6 5
Asset spread 9.60% 9.60% 9.60% 9.60% 9.60% 9.60% 9.60% 9.60% 9.60% 9.60% 9.60% 9.60% 9.60% 9.60% 9.60% 9.60% 9.60% 9.60% 9.60%  9.60% 9.60%
Liability spread -1.70% -1.70% -1.70% -1.70% -1.70% -1.70% -1.70% -1.70% -1.70% -1.70% -1.70% -1.70% -1.70% -1.70% -1.70% -1.70% -1.70% -1.70% -1.70% -1.70% 1.70%
Net interest margin 790% 7.90% 7.90% 7.90% 7.90% 7.90% 7.90% 7.90% 7.90% 7.90% 7.90% 7.90% 7.90% 7.90% 7.90% 7.90% 7.90% 7.90% 7.90% 7.90% 7.90%
Ancillary income 1.45% 145% 1.45% 1.45% 1.45% 145% 1.45% 1.45% 1.45% 1.45% 1.45% 1.45% 1.45% 1.45% 1.45% 1.45% 1.45% 1.45% 1.45% 1.45% 1.45%
Admin expenses 210% -210% -210% -2.10% -210% -2.10% -210% -210% -2.10% -210% -2.10% -210% -2.10% -210% -210% -210% -2.10% -210% -2.10% -2.10% 2.10%
Credit costs -4.80% -4.80% -4.80% -4.80% -4.80% -4.80% -4.80% -4.80% -4.80% -4.80% -4.80% -4.80% -4.80% -4.80% -4.80% -480% -4.80% -480% -4.80% -4.80% 4.80%
Net margin 245% 2.45% 2.45% 2.45% 2.45% 245% 2.45% 2.45% 2.45% 2.45% 2.45% 2.45% 2.45% 245% 2.45% 2.45% 2.45% 2.45% 2.45% 2.45% 2.45%
Gross cash flow 9.6 7.7 6.1 49 3.9 3.1 25 2.0 1.6 1.3 1.0 0.8 0.7 0.5 0.4 0.3 0.3 0.2 0.2 0.1 0.1
Tax 2.7 2.1 -1.8 -1.4 -1 -0.9 0.7 -0.6 -0.5 0.4 -0.3 -0.2 -0.2 0.2 -0.1 -0.1 -0.1 0.1 -0.1 0.0 0.0
Earnings 6.9 5.5 44 3.5 2.8 2.2 1.8 1.4 1.1 0.9 0.7 0.6 0.5 0.4 0.3 0.2 0.2 0.2 0.1 0.1 0.1
Returns:

Average assets 392 313 251 200 160 128 103 82 66 53 42 34 27 22 17 14 11 9 7 6 5
Required equity @ 7.5% 29.4 235 18.8 15.0 12.0 9.6 7.7 6.2 4.9 3.9 3.2 25 2.0 1.6 1.3 1.0 0.8 0.7 0.5 0.4 0.3
Earnings 6.9 5.5 44 35 2.8 2.2 1.8 1.4 1.1 0.9 0.7 0.6 0.5 0.4 0.3 0.2 0.2 0.2 0.1 0.1 0.1
ROE 24% 24% 23% 23% 23% 23% 23% 23% 23% 23% 23% 23% 23% 23% 23% 23% 23% 23% 23% 23% 23%
Valuation:

Discount rate 9%

Discount factors 1138 1240 1352 1474 1606  1.751 1909 2080 2268 2472 2694 2937 3201 3489 3803 4145 4518 4925 5368  5.851 6.378
Earnings 6.9 5.5 44 35 2.8 22 1.8 1.4 1.1 0.9 0.7 0.6 0.5 0.4 0.3 0.2 0.2 0.2 0.1 0.1 0.1
PV (earnings) 6.1 45 3.2 24 1.7 1.3 0.9 0.7 0.5 04 0.3 0.2 0.1 0.1 0.1 0.1 0.0 0.0 0.0 0.0 0.0
NPV (earnings) 22.6

Shares (m) 304.5

NPV/share (GBp) 7

Source: HSBC estimates
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Disclosure appendix

Analyst Certification

The following analyst(s), economist(s), and/or strategist(s) who is(are) primarily responsible for this report, certifies(y) that the
opinion(s) on the subject security(ies) or issuer(s) and/or any other views or forecasts expressed herein accurately reflect their
personal view(s) and that no part of their compensation was, is or will be directly or indirectly related to the specific
recommendation(s) or views contained in this research report: Tony Cummings

Important disclosures

Stock ratings and basis for financial analysis

HSBC believes that investors utilise various disciplines and investment horizons when making investment decisions, which
depend largely on individual circumstances such as the investor's existing holdings, risk tolerance and other considerations.
Given these differences, HSBC has two principal aims in its equity research: 1) to identify long-term investment opportunities
based on particular themes or ideas that may affect the future earnings or cash flows of companies on a 12 month time horizon;
and 2) from time to time to identify short-term investment opportunities that are derived from fundamental, quantitative,
technical or event-driven techniques on a 0-3 month time horizon and which may differ from our long-term investment rating.
HSBC has assigned ratings for its long-term investment opportunities as described below.

This report addresses only the long-term investment opportunities of the companies referred to in the report. As and when
HSBC publishes a short-term trading idea the stocks to which these relate are identified on the website at
www.hsbenet.com/research. Details of these short-term investment opportunities can be found under the Reports section of this
website.

HSBC believes an investor's decision to buy or sell a stock should depend on individual circumstances such as the investor's
existing holdings and other considerations. Different securities firms use a variety of ratings terms as well as different rating
systems to describe their recommendations. Investors should carefully read the definitions of the ratings used in each research
report. In addition, because research reports contain more complete information concerning the analysts' views, investors
should carefully read the entire research report and should not infer its contents from the rating. In any case, ratings should not
be used or relied on in isolation as investment advice.

Rating definitions for long-term investment opportunities

Stock ratings
HSBC assigns ratings to its stocks in this sector on the following basis:

For each stock we set a required rate of return calculated from the risk free rate for that stock's domestic, or as appropriate,
regional market and the relevant equity risk premium established by our strategy team. The price target for a stock represents
the value the analyst expects the stock to reach over our performance horizon. The performance horizon is 12 months. For a
stock to be classified as Overweight, the implied return must exceed the required return by at least 5 percentage points over the
next 12 months (or 10 percentage points for a stock classified as Volatile*). For a stock to be classified as Underweight, the
stock must be expected to underperform its required return by at least 5 percentage points over the next 12 months (or 10
percentage points for a stock classified as Volatile*). Stocks between these bands are classified as Neutral.

Our ratings are re-calibrated against these bands at the time of any 'material change' (initiation of coverage, change of volatility
status or change in price target). Notwithstanding this, and although ratings are subject to ongoing management review,
expected returns will be permitted to move outside the bands as a result of normal share price fluctuations without necessarily
triggering a rating change.

*A stock will be classified as volatile if its historical volatility has exceeded 40%, if the stock has been listed for less than 12
months (unless it is in an industry or sector where volatility is low) or if the analyst expects significant volatility. However,
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stocks which we do not consider volatile may in fact also behave in such a way. Historical volatility is defined as the past
month's average of the daily 365-day moving average volatilities. In order to avoid misleadingly frequent changes in rating,
however, volatility has to move 2.5 percentage points past the 40% benchmark in either direction for a stock's status to change.

Rating distribution for long-term investment opportunities

As of 15 June 2010, the distribution of all ratings published is as follows:
Overweight (Buy) 51% (18% of these provided with Investment Banking Services)

Neutral (Hold) 36% (16% of these provided with Investment Banking Services)

Underweight (Sell) 13% (14% of these provided with Investment Banking Services)

Share price and rating changes for long-term investment opportunities

Paragon Group of Cos (PARA.L) Share Price performance GBp Vs HSBC Recommendation & price target history
rating history From To Date
Overweight N/A 24 August 2007
N/A Overweight 06 November 2007
Overweight Neutral 21 November 2007
1031 4 Neutral Neutral (V) 15 January 2008
831 Neutral (V) Overweight (V) 02 April 2008
631 ) Target Price Value Date
i Price 1 N/A 24 August 2007
431 4 Price 2 717 06 November 2007
231 Price 3 207 21 November 2007
31 I ) 0 SN2\ SN e Price 4 207 15 January 2008
Price 5 200 02 April 2008
8 38 8 5 583 88 2 Price 6 150 17 October 2008
= 8 3 & 32 & =2 & =2 8 = Price 7 140 28 May 2009

Source: HSBC
Source: HSBC
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HSBC & Analyst disclosures

Disclosure checklist

Company Ticker Recent price Price Date Disclosure
PARAGON GRP OF COS PARA.L 1.35 14-Jun-2010 2,4,6,7
Source: HSBC

1 HSBC* has managed or co-managed a public offering of securities for this company within the past 12
months.

2 HSBC expects to receive or intends to seek compensation for investment banking services from this
company in the next 3 months.

3 At the time of publication of this report, HSBC Securities (USA) Inc. is a Market Maker in securities issued
by this company.

4 As of 31 May 2010 HSBC beneficially owned 1% or more of a class of common equity securities of this
company.

5  Asof 30 April 2010, this company was a client of HSBC or had during the preceding 12 month period been a
client of and/or paid compensation to HSBC in respect of investment banking services.

6 As of 30 April 2010, this company was a client of HSBC or had during the preceding 12 month period been a
client of and/or paid compensation to HSBC in respect of non-investment banking-securities related services.

7 As of 30 April 2010, this company was a client of HSBC or had during the preceding 12 month period been a

client of and/or paid compensation to HSBC in respect of non-securities services.

A covering analyst/s has received compensation from this company in the past 12 months.

9 A covering analyst/s or a member of his/her household has a financial interest in the securities of this
company, as detailed below.

10 A covering analyst/s or a member of his/her household is an officer, director or supervisory board member of
this company, as detailed below.

11 At the time of publication of this report, HSBC is a non-US Market Maker in securities issued by this
company and/or in securities in respect of this company

e e}

Analysts, economists, and strategists are paid in part by reference to the profitability of HSBC which includes investment
banking revenues.

For disclosures in respect of any company mentioned in this report, please see the most recently published report on that
company available at www.hsbcnet.com/research.

* HSBC Legal Entities are listed in the Disclaimer below.

Additional disclosures

1 Thisreport is dated as at 16 June 2010.

2 All market data included in this report are dated as at close 14 June 2010, unless otherwise indicated in the report.

3 HSBC has procedures in place to identify and manage any potential conflicts of interest that arise in connection with its
Research business. HSBC's analysts and its other staff who are involved in the preparation and dissemination of Research
operate and have a management reporting line independent of HSBC's Investment Banking business. Information Barrier
procedures are in place between the Investment Banking and Research businesses to ensure that any confidential and/or
price sensitive information is handled in an appropriate manner.

4 Asof 31 May 2010, HSBC and/or its affiliates (including the funds, portfolios and investment clubs in securities managed
by such entities) either, directly or indirectly, own or are involved in the acquisition, sale or intermediation of, 1% or more
of the total capital of the subject companies securities in the market for the following Company(ies) : PARAGON GRP
OF COS
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Disclaimer

* Legal entities as at 31 January 2010 Issuer of report

'UAE' HSBC Bank Middle East Limited, Dubai; 'HK' The Hongkong and Shanghai Banking HSBC Bank plc

Corporation Limited, Hong Kong; 'TW' HSBC Securities (Taiwan) Corporation Limited; 'CA' HSBC

Securities (Canada) Inc, Toronto; HSBC Bank, Paris branch; HSBC France; 'DE' HSBC Trinkaus & 8 Canada Square

Burkhardt AG, Dusseldorf; 000 HSBC Bank (RR), Moscow; 'IN' HSBC Securities and Capital Markets London, E14 5HQ, United Kingdom
(India) Private Limited, Mumbai; 'JP' HSBC Securities (Japan) Limited, Tokyo; 'EG' HSBC Securities Telephone: +44 20 7991 8888
Egypt S.A.E., Cairo; 'CN' HSBC Investment Bank Asia Limited, Beijing Representative Office; The Fax: +44 20 7992 4880

Hongkong and Shanghai Banking Corporation Limited, Singapore branch; The Hongkong and
Shanghai Banking Corporation Limited, Seoul Securities Branch; The Hongkong and Shanghai
Banking Corporation Limited, Seoul Branch; HSBC Securities (South Africa) (Pty) Ltd, Johannesburg;
'GR' HSBC Pantelakis Securities S.A., Athens; HSBC Bank plc, London, Madrid, Milan, Stockholm,
Tel Aviv, 'US' HSBC Securities (USA) Inc, New York; HSBC Yatirim Menkul Degerler A.S., Istanbul;
HSBC México, S.A., Institucion de Banca Multiple, Grupo Financiero HSBC, HSBC Bank Brasil S.A. -
Banco Multiplo, HSBC Bank Australia Limited, HSBC Bank Argentina S.A., HSBC Saudi Arabia
Limited.

In the UK this document has been issued and approved by HSBC Bank plc (“HSBC”) for the information of its Clients (as defined in the Rules of
FSA) and those of its affiliates only. It is not intended for Retail Clients in the UK. If this research is received by a customer of an affiliate of HSBC,
its provision to the recipient is subject to the terms of business in place between the recipient and such affiliate.

HSBC Securities (USA) Inc. accepts responsibility for the content of this research report prepared by its non-US foreign affiliate. All U.S. persons
receiving and/or accessing this report and wishing to effect transactions in any security discussed herein should do so with HSBC Securities (USA)
Inc. in the United States and not with its non-US foreign affiliate, the issuer of this report.

In Singapore, this publication is distributed by The Hongkong and Shanghai Banking Corporation Limited, Singapore Branch for the general
information of institutional investors or other persons specified in Sections 274 and 304 of the Securities and Futures Act (Chapter 289) (“SFA”) and
accredited investors and other persons in accordance with the conditions specified in Sections 275 and 305 of the SFA. This publication is not a
prospectus as defined in the SFA. It may not be further distributed in whole or in part for any purpose. The Hongkong and Shanghai Banking
Corporation Limited Singapore Branch is regulated by the Monetary Authority of Singapore.

In Australia, this publication has been distributed by The Hongkong and Shanghai Banking Corporation Limited (ABN 65 117 925 970, AFSL
301737) for the general information of its “wholesale” customers (as defined in the Corporations Act 2001). Where distributed to retail customers,
this research is distributed by HSBC Bank Australia Limited (AFSL No. 232595). These respective entities make no representations that the products
or services mentioned in this document are available to persons in Australia or are necessarily suitable for any particular person or appropriate in
accordance with local law. No consideration has been given to the particular investment objectives, financial situation or particular needs of any
recipient.

This publication has been distributed in Japan by HSBC Securities (Japan) Limited. It may not be further distributed, in whole or in part, for any
purpose. In Hong Kong, this document has been distributed by The Hongkong and Shanghai Banking Corporation Limited in the conduct of its Hong
Kong regulated business for the information of its institutional and professional customers; it is not intended for and should not be distributed to retail
customers in Hong Kong. The Hongkong and Shanghai Banking Corporation Limited makes no representations that the products or services
mentioned in this document are available to persons in Hong Kong or are necessarily suitable for any particular person or appropriate in accordance
with local law. All inquiries by such recipients must be directed to The Hongkong and Shanghai Banking Corporation Limited. In Korea, this
publication is distributed by The Hongkong and Shanghai Banking Corporation Limited, Seoul Securities Branch ("HBAP SLS") for the general
information of professional investors specified in Article 9 of the Financial Investment Services and Capital Markets Act (“FSCMA”). This
publication is not a prospectus as defined in the FSCMA. It may not be further distributed in whole or in part for any purpose. HBAP SLS is regulated
by the Financial Services Commission and the Financial Supervisory Service of Korea.

This document is not and should not be construed as an offer to sell or the solicitation of an offer to purchase or subscribe for any investment. HSBC
has based this document on information obtained from sources it believes to be reliable but which it has not independently verified; HSBC makes no
guarantee, representation or warranty and accepts no responsibility or liability as to its accuracy or completeness. The opinions contained within the
report are based upon publicly available information at the time of publication and are subject to change without notice.

Nothing herein excludes or restricts any duty or liability to a customer which HSBC has under the Financial Services and Markets Act 2000 or under
the Rules of FSA. A recipient who chooses to deal with any person who is not a representative of HSBC in the UK will not enjoy the protections
afforded by the UK regulatory regime. Past performance is not necessarily a guide to future performance. The value of any investment or income may
go down as well as up and you may not get back the full amount invested. Where an investment is denominated in a currency other than the local
currency of the recipient of the research report, changes in the exchange rates may have an adverse effect on the value, price or income of that
investment. In case of investments for which there is no recognised market it may be difficult for investors to sell their investments or to obtain
reliable information about its value or the extent of the risk to which it is exposed.

HSBC Bank plc is registered in England No 14259, is authorised and regulated by the Financial Services Authority and is a member of the London
Stock Exchange.

© Copyright. HSBC Bank plc 2010, ALL RIGHTS RESERVED. No part of this publication may be reproduced, stored in a retrieval system, or
transmitted, on any form or by any means, electronic, mechanical, photocopying, recording, or otherwise, without the prior written permission of
HSBC Bank plc. MICA (P) 177/08/2009

Website: www.research.hsbc.com
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