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CAUTIONARY STATEMENT

Sections of this Annual Report, including but not limited to the Directors’ Report, the Strategic Report and the Directors’ Remuneration Report may contain forward-looking
statements with respect to certain of the plans and current goals and expectations relating to the future financial condition, business performance and results of the Group. These
have been made by the directors in good faith using information available up to the date on which they approved this report. By their nature, all forward-looking statements involve
risk and uncertainty because they relate to future events and circumstances that are beyond the control of the Group and depend upon circumstances that may or may not occur
in the future. There are a number of factors that could cause actual future financial conditions, business performance, results or developments to differ materially from the plans,
goals and expectations expressed or implied by these forward-looking statements and forecasts. Nothing in this document should be construed as a profit forecast.






Financial highlights

—~—

Earnings per share (basic)
2014
31.9p
£104.8m up 13.1% from 28.2p in 2013
2013

Dividend per share
Pre-tax profit up 17.2% .

up 25.0% from 7.2p in 2013

sl ]/
“Initial £560.0m share
IIIIIIIIIII ‘ buy-back programme
2013 7
announced

Buy-to-let completions up 82-5%

Return on equity
increased to

o I"““““"““"H 10.7%
from 10.1% in 2013
o IIIIIIIII” “Significant progress

achieved in Group’s
funding diversification”

0,
Idem Capital investments, net of debt, up 89-3 /0

2014 2013 2012 2011 2010
(restated)
£m £m £m £m £m
Underlying profit before taxation 122.2 103.5 94.2 81.1 66.1
Profit before taxation 122.8 104.8 95.5 80.8 71.8
Profit after taxation 97.2 84.7 72.2 59.6 53.9
Total loan assets 9,255.9 8,801.5 8,694.6 8,724.2 8,911.2
Shareholders’ funds 9471 873.3 803.5 742.0 692.0
2014 2013 2012 2011 2010
(restated)
Return on equity 10.7% 10.1% 9.3% 8.3% 8.0%
Earnings per share
- basic 31.9p 28.2p 24.2p 20.2p 18.3p
- diluted 31.1p 27.3p 23.5p 19.6p 17.8p
Dividend per ordinary share 9.0p 7.2p 6.0p 4.0p 3.6p

The derivation of underlying profit before taxation is described in Appendix B.

Amounts shown above for 2013 have been restated for the change in accounting policy described in note 2.
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A1 Chairman’s statement

Bob Dench

Chairman

The year ended 30 September 2014 has been a successful period for the Group, the business
has performed strongly and significant progress has been made in laying the foundations for
further, sustainable growth for the future. Profits have grown strongly to a record level for the
Group and our portfolio of loans, including acquired assets, continues to perform well. Other
key performance metrics show trends consistent with recent periods: organic cash generation
remains strong; net interest margins have increased; redemptions remain low; the cost:income
ratio has improved; and, across the portfolio, credit performance is strong, in line with
our expectations.

Financial performance

During the year ended 30 September 2014 the Group’s profit before taxation increased by
17.2% to £122.8 million (2013 (restated): £104.8 million). Underlying profit, before fair value
items, increased by 18.1% to £122.2 million for the year (2013 (restated): £103.5 million).

Earnings per share were 31.9p (2013 (restated): 28.2p), the increase of 13.1% from last year
reflecting the improved profits earned by the Group. The increase in profit has also improved the
Group’s return on equity to 10.7% from 10.1% for the previous year (note 6).

Strong progress has been achieved in the Group’s buy-to-let and debt purchase divisions and
a banking franchise established. All of the Group’s divisions show strong growth prospects.
Buy-to-let completions increased by 82.5% to £656.6 million (2013: £359.8 million), with the
year-end pipeline increasing by 78.9% to £414.8 million (2013: £231.9 million); net debt purchase
investments by Idem Capital increased by 89.3% to £175.7 million (2013: £92.8 million); and
Paragon Bank launched car finance, second mortgage and buy-to-let operations.

During the year the Group expanded its funding base significantly through the commencement of
retail deposit taking and issues of working capital, mortgage funding and Idem debt. Warehouse
facilities for buy-to-let lending were also expanded and enhanced.

The Group again saw a strong increase of 20.2% in net cash generation to £157.8 million
(2013: £131.3 million). Group capital ratios remain strong with a core tier 1 ratio of 19.7%
and leverage ratio of 8.3% and in view of this strong position | am pleased to announce a
£50.0 million share buy-back programme for the forthcoming year.

In view of the results achieved and in line with our stated dividend policy, the Board has proposed
a final dividend of 6.0p per share (2013: 4.8p) which, when added to the interim dividend of 3.0p,
gives a total dividend of 9.0p per share for the year (2013: 7.2p), an increase of 25.0%, covered
3.5 times by earnings (note 6).

Review of operations

Paragon Mortgages

Buy-to-let completions rose 82.5% to £656.6 milion in 2014 as the Group broadened its
distribution through its Paragon Mortgages and Mortgage Trust brands. Included within this
total was £0.5 million of lending by Paragon Bank, which commenced its buy-to-let operations
during September 2014. The buy-to-let market continues to grow, supporting the Private Rented
Sector (‘PRS’) which now accounts for 18% of the housing stock in England. Tenant demand
has strengthened throughout the year and recent forecasts suggest the PRS share of total
housing stock will continue to grow in the future. The competitiveness of the Group’s product
offerings reflects the improving funding environment, evidenced by both the increased scale and
more attractive pricing of Paragon’s securitisation programme when compared to 2013, and,
more recently, the addition of retail deposit funding through Paragon Bank.
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The credit quality of the buy-to-let portfolio remains excellent, with arrears levels improving across the
year to 0.25% (2013: 0.35%). The indexed loan-to-value of the overall buy-to-let portfolio stood at

71.7% at 30 September 2014 compared to 78.4% at the end of 2013. “The Group
The annualised redemption rate on the total buy-to-let portfolio was 4.1% in 2014 compared to 2.5% again saw a
in 2013, reflecting increased housing market activity. Strong increase of
Paragon Mortgages maintains a significant presence for the Group in this growing sector of the UK 20.2% in net cash

mortgage market, contributing £80.5 million to underlying Group profit (2013 (restated): £70.3 million),
a 14.5% increase.

generation to
£157.8 million”
The aggregate new business pipeline stood at £414.8 million at the year-end, 78.9% above the level
at 30 September 2013, underpinning strong growth rates into the new financial year.

Idem Capital

Idem Capital, the Group’s debt purchase business, completed its busiest year in 2014, with net investments totalling
£175.7 million (2013: £92.8 million) and with balances outstanding reaching £426.5 million (2013: £193.7 million). Idem Capital
has established itself as one of the largest acquirers of paying debt in the UK, with a 120-month estimated remaining collections
(‘ERC’) balance of £682.2 million at 30 September 2014 (2013: £353.9 million). ERC is a standard measure of scale in the debt
purchase market, reflecting the expected gross future recoveries from purchased assets over the coming ten years. During the
year Idem Capital raised a bi-lateral non-recourse funding facility of £130.6 million from Bank of America Merrill Lynch to support
the purchase of a newly acquired portfolio resulting in pre-debt investment levels of £306.3 million for the year. In addition it
completed a £55.0 million non-recourse facility from Goldman Sachs to finance certain portfolios purchased in earlier periods.

The growth in investment levels, strong cash performance and a continued focus on cost control have led to Idem Capital
contributing £48.1 million to underlying profit (2013 (restated): £34.5 million).

Idem Capital sees a strong pipeline leading into 2015. Benefitting from a position on the approved purchaser panels of all the
major UK banks, Idem Capital will maintain its strategy of augmenting direct investment opportunities with co-investments over
the coming year.

Paragon Bank

Since its formal authorisation in February 2014 by the Prudential Regulation Authority (‘PRA’), Paragon Bank has launched three
lending product lines and successfully established its retail deposit taking activities. Paragon Bank provides the Group with an
opportunity to diversify both its income streams and its funding sources.

Paragon Bank’s initial lending businesses; car finance, personal finance and buy-to-let, have now come on-stream, with the
primary focus on establishing distribution with lending growth following in due course. Paragon Bank launched its first internet-
only savings products over the summer, initially in pilot mode to test systems and then, more fully, to test the marketing and
distribution propositions. Each proved successful, with Paragon Bank taking £60.1 million of deposits by the year end. The UK
retail savings market, totalling in excess of £1 trillion, is a deep and reliable source of funding for Paragon Bank and is capable of
supporting its substantial growth opportunities.

In order to support the volumes anticipated in 2015, the Group injected a further £36.2 million of equity into Paragon Bank at the
end of September 2014, taking its aggregate investment to £48.9 million. The initial costs of setting up Paragon Bank, obtaining
regulatory authorisation and developing business systems and processes resulted in a loss of £6.4 million (2013 (restated):
£1.3 million), in line with expectations.

Annual Report & Accounts 2014 9
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A1 Chairman’s statement continued

Financing and capital

The Board’s strategy includes the delivery of a sustainable and well diversified funding base. The most notable development over the past
year has been the establishment of Paragon Bank, which is expected to provide a reliable and cost-efficient funding route for new consumer
product lines, in addition to financing an increasing proportion of buy-to-let business over time.

The addition of financing facilities totalling £185.6 million into Idem Capital during the year has materially enhanced both the scale and return
potential for the debt purchase business. The Group also completed its second retail bond issue in January 2014, raising £125.0 million with
a 2022 maturity.

The past year has seen significant progress in the Group’s traditional warehouse to securitisation financing structures, with significantly
improved terms for warehouse funding, the addition of a new £100.0 million facility from Natixis and a greater scale of issuance and
year-on-year pricing improvements for its securitised bonds. In addition to financing new originations, the securitisations in 2014 also refinanced
two legacy transactions, improving funding costs and releasing inefficient cash reserves.

The creation of Paragon Bank results in regulatory supervision for the bank by the PRA and the Financial Conduct Authority (‘FCA’) and also
consolidated supervision for the Group. The Group has extremely strong consolidated capital and leverage ratios when compared to its
regulatory requirement, with a Common Equity Tier 1 ratio at 30 September of 19.7% and a leverage ratio of 8.3%.

The Board keeps under review the appropriate level of capital for the business to meet its operational requirements and strategic development
objectives. The strength of the Paragon Mortgages and Idem Capital businesses, the diversification in the funding base in recent years and
the further opportunities for growth and sustainability provided by Paragon Bank, have created the foundations on which to develop its next
phase of growth.

In view of the strong capital base and low leverage in the Company’s balance sheet the Board has determined that the Group balance sheet
should be rebalanced to deliver returns at a higher rate to shareholders. The Group expects to access either the sterling senior unsecured debt
market or the UK retail bond market during the coming year to add incremental long-dated debt to the Group balance sheet. The Group will
also commence a share buy-back programme, initially up to £50.0 million, to be reviewed periodically to take account of anticipated investment
opportunities and the balance of the Group’s debt and equity capital resources.

The Group’s dividend policy, established in 2012, is to target a cover ratio of 3.0 to 3.5 times by 2016. Whilst the top end of this range has
been reached as a result of today’s announcement, the Group will continue to target reductions in the cover ratio towards the lower end of
the range by 2016.

Operating environment

Regulation affects the business in a number of ways, with significant developments either completed or proposed during 2014. The Group is
well progressed in the authorisation process for its various operating subsidiaries, necessary as a result of the transfer of consumer regulation
from the Office of Fair Trading to the FCA. Additionally, the Group is well placed to comply with changes in the second charge conduct rules
which come into force in 2016. Finally, Paragon welcomes the debate on appropriate regulation of the buy-to-let market and notes the
application of the EU Mortgage Credit Directive to a small subset of the buy-to-let market. We believe this will have little impact on our activities.

Rising house prices have been the subject of much debate over the last year, although the rate of growth has slowed more recently. The Group
has consistently applied prudent lending criteria and maintains an in-house surveyor team to maximise its understanding of local and regional
markets, both from the house price and letting demand perspectives. This supports the Group’s wider credit approach, maintaining its existing
tight management of risk, and allows the Group to continue to develop its buy-to-let business with confidence.

It is likely we will see an increase in base rates during 2015 and beyond, albeit gradual, and significantly below pre-financial crisis levels. The
impact of potential interest rate increases on our customers (both current and future) is kept under close scrutiny; however both the strong
credit and affordability metrics displayed by Paragon’s customer base mean the Group is well positioned to manage this change.

10 The Paragon Group of Companies PLC



Corporate governance

The Board of Directors is committed to the principles of corporate governance contained in the UK Corporate Governance Code (‘Code’)
issued by the Financial Reporting Council in September 2012. During the year the Group complied with the present Code and ensured
that preparations were made to ensure that the revised Code, which is introduced for the financial year ending 30 September 2015, will be
complied with.

As required by law the Group’s remuneration policy was put to shareholders at the Annual General Meeting earlier this year, where it was
approved. No changes are planned in the policy in the coming year.

Having considered developing best practice, and the tenure of the existing incumbent, the Group has decided to conduct an audit tender
exercise during the forthcoming year.

A review of the Group’s governance arrangements was carried out in the year, in the light of developing best practice and the increasing size,
complexity and regulatory exposure of the Group. As a result the Board formed a Risk and Compliance Committee, comprising myself and
the non-executive directors, to oversee all aspects of risk management within the Group. Fiona Clutterbuck, an independent non-executive
director chairs the Committee.

The Group’s corporate governance arrangements are discussed further in Section B of this Annual Report.

Board changes

In accordance with the plan previously announced Nick Keen retired as Group Finance Director on 31 May 2014 and was replaced by
Richard Woodman. Nick held the post for 19 years, helping to steer the Group through many significant events. His contribution has been
greatly valued and | am pleased that the Group has retained his services as part-time chairman of Idem Capital. My fellow directors and | wish
him well for the future.

After the year end the Board was strengthened by the appointment of Hugo Tudor as an additional non-executive director.

Below Board level Dave Newcombe became the Managing Director of Idem Capital and Pam Rowland was appointed to the new post of Chief
Operating Officer, responsible for the Group’s customer servicing and group services functions.

Further details of these changes are given in Section A3.4.

Staff

The excellent progress we have made during the year would not have been achieved without the hard work and dedication of our staff and my
fellow directors. | thank them all for their efforts.

Conclusion

The strong new lending and debt purchase pipelines, together with the development of Paragon Bank, present significant sustainable growth
prospects for the Group, underpinned by our funding diversification programme and improving debt capacity. At the same time returns for
shareholders are being enhanced by higher dividends and our capital management programme. The Board and | look forward with confidence
to the Group's future.

ROBERT G DENCH
Chairman
25 November 2014
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A2 Business model and strategy

A2.1 THE GROUP’S BUSINESS

The Group is a listed FTSE-250 company, specialising in consumer finance and operating only in the United Kingdom. It is the UK’s leading
specialist lender of buy-to-let mortgages to professional landlords and residential property investors as well as an active acquirer of loan assets
and portfolios and a loan servicing provider for third party clients. It includes one of the first UK banks to be authorised under the new regulatory
regime. It operates on a centralised basis with most of its over 900 employees based in its offices in Solihull, West Midlands.

The Group’s income

The Group’s income is derived from interest, fees and similar charges arising from its investments in first mortgages and consumer loans and
fees charged to third parties for administering similar loans on their behalf.

The Group is managed in three business lines
e Paragon Mortgages, which includes most of its originated loan assets;
e |dem Capital, its loan portfolio investment and third party servicing business; and

e Paragon Bank, the Group’s banking subsidiary, which accepts savings deposits from customers and invests them in buy-to-let mortgage
and consumer loans.

Each division is responsible for the generation of new business with servicing and other support functions managed on a group wide basis.
These divisions form the segments used by the Group to describe its business in this Annual Report.

Generation of assets

The Group currently generates new assets from two sources, new originations and purchased debt.
New originations are generated through:

e Paragon Mortgages, which originates new buy-to-let mortgage loans, focussing on professional landlords, through its Paragon Mortgages
and Mortgage Trust brands; and

e Paragon Bank, which offers motor finance through its Paragon Car Finance brand and second charge mortgage accounts through
Paragon Personal Finance.

The Group’s loan investment operation, Idem Capital purchases UK debt portfolios from other lenders and invests in similar arrangements led
by third parties.

In the past the Group was an active lender in other consumer credit markets, notably residential mortgages, and the Group’s assets still include
some balances generated by these operations.

The Group continues to keep the consumer finance market as a whole under review to consider whether lending in any new product areas
should be introduced.

Funding the business

The Group’s main source of funding for its originated assets is through securitisation, which provides long term matched funding for the book
at LIBOR linked interest rates. The Group pioneered this technique in the UK in 1987 and has issued 59 securitisation deals since that time.
Before securitisation, assets are funded through committed bank facilities.

The Group’s debt investment activity is financed through a mixture of external limited-recourse funding and working capital.

12 The Paragon Group of Companies PLC



Paragon Bank is funded primarily through retail deposits accepted from the general public through the internet. It is regulated for this purpose
by the Bank of England, the Prudential Regulation Authority and the Financial Conduct Authority.

The working capital of the Group is provided by equity and corporate and retail bonds. The Group’s funding mix is kept under review, bearing
in mind the cost and availability of appropriate sources of finance.

Profitability of the business

The profitability of the business relies on:

e careful management of loan accounts to increase retention and reduce levels of delinquency;
e vigilance in the underwriting and loan acquisition processes to mitigate losses;

e appropriate pricing of new advances or purchased loans;

e arranging appropriate funding sources to sustain the business; and

e maintaining control of operating costs.

A2.2 PRINCIPAL RISKS AND UNCERTAINTIES

There are a number of potential risks and uncertainties which could have a material impact on the Group’s performance and could cause
actual results to differ materially from previous or expected results. To identify and control these risks the Group utilises a Risk Management
Framework. Through this framework its principal risks are identified and assessed within the key categories of Business Risk, Credit Risk,
Liquidity Risk, Market Risk, Operational Risk, Conduct Risk and Pension Obligation Risk.

The Group’s system of risk management includes the Credit Committee, Operational Risk Committee and Asset and Liability Committee
(‘ALCQO’), an experienced Group Risk function and an active internal audit function. This risk management framework is monitored by Board
level committees, the Audit Committee before June 2014 and the Risk and Compliance Committee thereafter, as described in the ‘Corporate
Governance’ section of this Annual Report (section B2).

The principal risks inherent in the Group’s business model, described in section A2.1, include the following:

Business risk
The risk that UK economic conditions impact on the Group

Deterioration in the general economy of the UK, where all of the Group’s operations are situated, might adversely affect all aspects of the
Group’s business.

Demand for the Group’s buy-to-let products is influenced by the performance of the UK’s private rented sector, which in turn is dependent
on underlying factors such as house prices, supply of rental property, demographic changes and government housing policy. Demand for
all of the Group’s loan products is dependent on such factors as market interest rates, employment levels and other factors that determine
disposable income.

Adverse economic conditions might increase the number of borrowers that default on their loans or adversely affect funding structures, which
may in turn increase the Group’s costs and could result in losses on some of the Group’s assets, or restrict the ability of the Group to develop
in the future.

The general economic factors affecting the Group in the period going forward, together with the steps taken by the Group’s management to
address these issues are described in more detail in the Chairman’s statement in section A1 and the Chief Executive’s review in section A3.

Annual Report & Accounts 2014 13
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A2.2  Principal risks and uncertainties continued

The risk that the Group is unable to procure new assets

The UK financial services market is highly competitive and the Group faces strong competition in all of the core markets in which it operates,
including its lending markets and the debt purchase and asset servicing markets. There is a danger that the Group’s profitability and / or market
share may be impaired if its offerings do not remain competitive.

To mitigate this risk the Group maintains relationships with its customers, business introducers and other significant participants in the markets
in which it is active, as well as being active in industry-wide organisations and initiatives. This enables market trends to be identified and
addressed within the relevant business strategy.

Credit risk
The risk that the Group’s loan assets will not be realised in cash

As a primary lender the Group faces credit risk as an inherent component of its lending and asset purchase activities. Adverse changes in the
credit quality of the Group’s borrowers or arising from systematic risks in UK and global financial systems could reduce the recoverability and
value of the Group’s assets.

The Group’s approach to the management of credit risk and the systems in place to mitigate that risk on both originated and purchased assets
are described in the section of note 7 to the accounts entitled ‘Credit Risk’.

Liquidity risk
The risk that the Group will not be able to finance its future plans
The Group relies on its access to sources of funding to finance the origination of new business, portfolio acquisitions and working capital. If

access to funding became restricted, either through market movements or regulatory or governmental action, this might result in the scaling
back or cessation of some business lines.

The Group’s banking business relies on retail deposits, therefore changes in market liquidity could impact the ability of the business to maintain
the level of liquidity required to sustain normal business activity. In addition there is a risk that the Group could face sudden, unexpected and
large cash outflows from customer withdrawals.

The Group, through ALCO, seeks to mitigate this risk by investigating alternative sources of finance which are, or might become, available to
the Group and by keeping its funding and working capital position under review. Paragon Bank is required, under regulation, to hold prescribed
levels of liquid funds in order that requests for retail withdrawals can be met.

The Group’s capital position and its policies in respect of capital management are described in note 6 to the accounts. These policies and their
application are described more fully in the section of the Chief Executive’s review headed ‘Capital Management’ (within section A3.3).

14 The Paragon Group of Companies PLC
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Market risk

The risk that net income from loan assets will be reduced

Changes in interest rates may adversely affect the Group’s net income and profitability. In particular the Group’s profitability is determined by
the difference between the rates at which it lends and those at which it can borrow. Therefore any changes in market interest rates which result
in a mismatch can impact the Group’s profit.

The steps taken by the Group to mitigate against the long term effects of interest rate movements, through the structuring of its products and
the use of hedging procedures are described in note 7 to the accounts.

Conduct risk
The risk that inappropriate or poor customer treatment could lead to customer detriment

The Group provides a range of financial services products across several brands to consumers and small business customers. As a result,
the Group is exposed to potential conduct risk should it fail to treat its customers fairly. This could arise, for example, if certain products fail to
meet the needs of customers or customer complaints are handled ineffectively.

The manner in which financial services companies treat their customers is subject to considerable regulatory scrutiny. There is therefore a
risk that regulatory bodies may determine that the Group is not ensuring that its customers receive fair treatment. Systemic poor customer
treatment may lead to regulatory censure, reputational damage and resulting reductions in the Group’s profitability.

As a result, the Group undertakes various mitigating actions in those areas of its business where the potential for this risk is greatest. These
actions include the assessment of risks and controls by business owners, separate oversight and assurance, ongoing staff training and the
escalation of material risks and issues to appropriate Group risk committees.

Further information regarding the Group’s approach to treating its customers fairly is given in section A5.3.

Operational risk
The risk that regulation or legal changes will increase the cost or reduce the scope of the Group’s activities

The customers and market sectors to which the Group supplies products, and the capital markets from which it obtains much of its funding,
have been subject to legislative and other intervention by UK Government, European Union and other regulatory bodies. Certain of the Group’s
own activities are also subject to direct regulation. These levels of intervention have increased over recent years and this trend is expected to
continue in the future.

Current regulatory developments are discussed in the part of the Chief Executive’s Review headed ‘Regulation’ in section A3.2. To the extent
that such actions disadvantage the Group, when compared to other market participants, or serve to depress levels of market activity or
returns, they present a risk to the Group.

In order to mitigate this risk the Group has been active in explaining its position to the authorities in order that it is not inadvertently disadvantaged.
In order to ensure compliance with the various regulatory regimes it is, or may become, subject to, the Group maintains a Compliance function,
as part of its risk management framework, which reviews procedures, examines compliance with them and evaluates knowledge levels across
relevant functions. The Group also ensures that all employees receive appropriate regulatory training.

Annual Report & Accounts 2014 15
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A2.2  Principal risks and uncertainties continued

The risk that the Group’s systems will be unable to support its operational needs

The activities of the Group subject it to operational risks relating to its ability to implement and maintain effective systems to process the high
volume of transactions with customers. A significant breakdown of the IT systems of the Group might adversely impact the ability of the Group
to operate its business effectively.

To address these risks, the Group’s Operational Risk and Compliance Committee is responsible for reviewing key risk indicators and key
controls to ensure that they remain adequate for their purpose. The Group has a business continuity plan, accredited under the International
Standard ISO 22301, which is kept under regular review and is designed to ensure that any breakdown in systems would not cause significant
disruption to the business.

The risk that the Group will not have the required staff to execute its plans

The success of the Group is dependent on recruiting and retaining skilled senior management and personnel at all levels of the organisation.
The levels of regulation surrounding business conduct mean that highly trained operational staff are vital to the Group’s ability to conduct
business. Failure to maintain the necessary skill levels across the workforce would put the Group’s ability to successfully carry out its plans
at risk.

The Group’s employment policies, which are designed to mitigate this exposure and ensure that an appropriately skilled workforce is, and
remains, in place are described within section A5.1.

Other risks

The Group’s exposure to other financial risks, including certain liquidity risks and market risks, and the procedures in place to mitigate those
risks are described in detail in note 7 to the accounts.

The Group’s exposure to risks relating to its pension arrangements are discussed in note 53 to the accounts.
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During the year ended 30 September 2014 the Group successfully pursued its strategy to deliver
shareholder value through developing new lending, purchasing portfolios, entering into new

servicing agreements, diversifying its funding base and continuing the careful management of the
extant portfolios. The funding and income diversification strategy has been materially advanced
by the authorisation of Paragon Bank PLC, the Group’s retail deposit funded banking subsidiary,
which was granted in February 2014.

Nigel Terrington

Chief Executive

A3.1 FINANCIAL REVIEW

CONSOLIDATED RESULTS

For the year ended 30 September 2014

2014 2013
(restated)
£m £m
Interest receivable 302.4 269.0
Interest payable and similar charges (123.0) (108.0)
Net interest income 179.4 161.0
Other operating income 18.5 16.6
Total operating income 197.9 177.6
Operating expenses (63.4) (58.9)
Provisions for losses (12.3) (15.2)
Underlying profit 122.2 103.5
Fair value net gains 0.6 1.3
Operating profit being profit on ordinary activities before taxation 122.8 104.8
Tax charge on profit on ordinary activities (25.6) (20.1)
Profit on ordinary activities after taxation 97.2 84.7
Dividend — rate per share for the year 9.0p 7.2p
Basic earnings per share 31.9p 28.2p
Diluted earnings per share 31.1p 27.3p

Amounts shown above for 2013 have been restated for the change in accounting policy described in note 2.
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A3.1 Financial review continued

Total operating income increased by 11.4% to £197.9 million (2013 (restated): £177.6 million). Within this, net interest income increased to
£179.4 million from £161.0 million (restated) for the year ended 30 September 2013. The increase reflects both improving margins and growth
in the size of the average loan book, which rose by 3.2% to £9,028.7 million (2013: £8,748.0 million) (appendix C). Net interest margins
increased in 2014 to 1.99% compared to 1.84% last year (appendix C), driven by new originations and portfolio purchases having higher
margins than those assets redeeming in the period and general improvements in the financing costs of the Group’s warehouse and new
securitisation structures.

Other operating income was £18.5 million for the year, compared with £16.6 million in 2013. The increase reflects a higher level of third party
fee income resulting from the number of third party assets brought under the Group’s administration in this and the preceding period, together
with strong performance-related fees earned on historic servicing contracts.

Operating expenses increased by 7.6% to £63.4 million from £58.9 million for 2013 (restated), principally as a result of increased staff numbers
to service the loan portfolios administered by Idem Capital, with average headcount increasing by 14.6% in the year. The operational costs
of Paragon Bank, where costs will exceed associated revenues whilst the business becomes established, also had an impact on Group
costs in the year. Strong income growth, however, resulted in the cost:income ratio reducing to 32.0% from 33.2% (restated) last year
(appendix A), remaining significantly below the industry average. The Board remains focused on controlling operating costs through the
application of rigorous budgeting and monitoring procedures and targets a medium term cost:income ratio below 30.0%.

The charge of £12.3 million for loan impairment has reduced from that for 2013 (2013: £15.2 million). As a percentage of average loans to
customers (appendix C) the impairment charge has reduced to 0.14% compared to 0.17% in 2013. The Group has seen positive trends
in arrears performance over the period, with the incidence of new cases reducing and customers correcting past arrears, whilst increasing
property values have served to reduce overall exposure to losses on enforcement of security. The loan books continue to be carefully managed
and the credit performance of the buy-to-let book remains exemplary.

Yield curve movements during the period resulted in hedging instrument fair value net gains of £0.6 million (2013: £1.3 million net gains), which
do not affect cash flow. The fair value movements of hedged assets or liabilities are expected to trend to zero over time, as such this item
represents a timing difference. The Group remains economically and appropriately hedged.

Cash flows from the Group’s securitisation vehicle companies and the acquired portfolios remain strong, financing, alongside debt raisings,
investments in further loan portfolios, the capital requirements of Paragon Bank and credit enhancement for mortgage originations. Free cash
balances were £177.3 million at 30 September 2014 (2013: £170.8 million) (note 39).

Corporation tax has been charged at the rate of 20.8%, compared with 19.2% for the last year; the lower UK Corporation Tax rate in 2014
partially offset the effect of the downward revaluation of deferred tax liabilities made during the previous period.

Profits after taxation of £97.2 million (2013 (restated): £84.7 million) have been transferred to shareholders’ funds, which totalled £947.1 million
at the year end (2013: £873.3 million).

Following the authorisation of Paragon Bank in the year, the Board conducted a review of its internal reporting requirements and a new
segmental reporting format has been adopted.

e Paragon Mortgages includes revenue, in the form of interest and ancillary income, from the Group’s first mortgage operations, other than
the buy-to-let lending of Paragon Bank, and from assets remaining in other legacy, portfolios.

e |dem Capital includes revenue generated from assets purchased by the Group’s debt investment business, [dem Capital Holdings Limited
and third party loan administration activity.

e Paragon Bank includes revenue generated from the Group’s regulated banking business, Paragon Bank PLC.

An analysis of the Group’s financial assets by type is shown in note 29.
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The underlying operating profits of these business segments are detailed fully in Appendix B to the annual report and are summarised below.

2014 2013
(restated)
£m £m

Underlying operating profit / (loss)
Paragon Mortgages 80.5 70.3
Idem Capital 48.1 34.5
Paragon Bank (6.4) (1.3)
122.2 103.5

In November 2013, the Group acquired the freehold of its head office building, which it had previously occupied under the terms of a sale and
leaseback agreement. The cash consideration paid was £23.7 milion and, on the completion of the transaction, the leasehold fixed asset
included within Property, Plant and Equipment at £5.4 million and the related lease creditor of £10.2 million included within financial liabilities
were both extinguished. The resulting credit of £4.8 million was offset against the purchase consideration.

A3.2 BUSINESS REVIEW

Operating segments

Paragon Mortgages

Paragon Mortgages is one of the longest established lending brands in the buy-to-let mortgage market. Alongside its sister brand, Mortgage
Trust, Paragon Mortgages maintains a significant presence for the Group in this growing sector of the UK mortgage market. Trading activity in
the year has been strong, with the segment contributing £80.5 million to underlying Group profit (2013 (restated): £70.3 million), an increase
of 14.5%.

Total loan assets of the segment at 30 September 2014 were £8,842.9 million, 2.4% higher than the £8,631.6 million a year earlier, of which
£8,575.6 million were buy-to-let mortgage assets (30 September 2013: £8,306.9 million).

Buy-to-let
Outstanding balance Completions Pipeline
2014 2013 2014 2013 2014 2013
£m £m £m £m £m £m
Paragon Mortgages 8,575.6 8,306.9 656.1 359.8 369.5 231.9
Paragon Bank 0.5 - 0.5 - 45.3 -
Idem Capital 16.0 17.5 - - - -
8,592.1 8,324.4 656.6 359.8 414.8 231.9

Buy-to-let completions increased by 82.5% to £656.6 million for the period (2013: £359.8 million). Further expansion of the Group’s mortgage
capacity, supported by improvements in funding costs, enabled the Group to increase business volumes significantly, resulting in a pipeline of
new business of £414.8 million at the year end. This was 78.9% greater than the £231.9 million at the end of September 2013 and supports
growth levels into the new financial year. The credit quality of the new lending business written in the year has remained excellent.
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A3.2 Business review continued

The increase in available warehouse capacity and the success of the Group’s securitisation activity have ensured that the Paragon Mortgages
business has been well placed over the year to offer competitive products. It has taken advantage of the opportunities arising from the
strength of the private rented sector and the continuing robustness of the housing market during 2014. The Group has maintained two
distinct propositions, one targeting professional landlords and the other private investor landlords, which together ensured that it has
maintained and developed its market position throughout the year. A recent development has been the alternative funding source for
buy-to-let completions provided by Paragon Bank, which enables a wider range of products to be offered and broadens the financing options for the
existing production.

The UK housing market has continued to grow throughout 2014 albeit at a reduced pace from the strong recovery reported in 2013. It is clear
that the general improvement in the economy, improving customer confidence and historic and current Government stimuli, including the first
time buyers initiative, have assisted in increasing levels of house purchase and remortgage activity. The Bank of England reported that gross
residential mortgage lending in the year ended 30 September 2014 increased by 26.1% compared to the previous year.

Tenant demand has remained robust and landlord activity has continued to increase during the year. The Council of Mortgage Lenders (‘CML)
reported that the number of buy-to-let transactions in the year increased by 27.5% while values of buy-to-let advances increased by 35.8%
to £25.8 billion (2013: £19.0 billion). The English Housing Survey for 2012-13, published during the year by the Department for Communities
and Local Government, found that the private rented sector in England now provides a home for 18.0% of households and has eclipsed the
social rented sector for the first time since the 1960s.

At 30 September 2014 the Group’s buy-to-let portfolio stood at £8,592.1 million, compared with £8,324.4 million a year earlier. The redemption
rate on the overall buy-to-let book, although higher than the 2.5% reported for 2013, still remains low at 4.1%. This performance indicates that
Paragon’s landlords continue to display a long-term commitment to property investment.

New loans continue to be of a high quality, with a good affordability profile, low average loan-to-value ratios and strong customer credit
profiles. The credit performance of the portfolio over the year continued to be exemplary, with the percentage of loans three months or more in
arrears (note 7) standing at 0.25% as at 30 September 2014 (30 September 2013: 0.35%) and remaining considerably better than the CMLs
comparable market average of 0.78% at that date (30 September 2013: 1.15%)).

Security values have also benefitted from the effect of increased house prices. The Nationwide house price index showed appreciation in
residential property values of 9.4% over the year, causing the indexed loan-to-value ratio of the buy-to-let portfolio to reduce to 71.7% from
78.4% at 30 September 2013 (note 7). The increase in average prices, however, is part of a more volatile picture, which has been particularly
marked at the local and regional level. The Group maintains a specialist team of in-house surveyors to maximise its understanding of particular
markets, both from a valuation and lettings standpoint.

The number of properties with an appointed receiver of rent reduced by 12.2% to 1,225 at 30 September 2014 (30 September 2013: 1,395). At
the end of September 2014, 97.2% of the properties available for letting in the receiver of rent portfolio were let (30 September 2013: 94.8%).

Other assets

The Paragon Mortgages operating segment includes income generated from other legacy loan books, including owner-occupied mortgages,
car loans, secured consumer loans and unsecured consumer loans. Save for the management of these books in run-off, there has been little
activity in recent years in these areas. These assets form a very small part of the segment’s results, when compared to buy-to-let assets and
performed in line with our expectations. Their values are shown below.

2014 2013

£m £m

Owner-occupied mortgages 59.6 77.4
Secured loans 201.0 237.7
Unsecured loans 6.7 9.6
267.3 324.7
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Although the Group has returned to lending in the car finance and secured loan markets, this new lending is through Paragon Bank and is
reported under that segment.

Idem Capital

ldem Capital has continued to focus on the acquisition of paying loan portfolios and the servicing of its own and third party loan portfolios.
Opportunities are created through the ongoing process of financial institutions disposing of loan assets, either through de-leveraging activities
or business as usual sales.

The UK debt purchase market has remained strong during the year ended 30 September 2014 with each of the larger purchasers reporting
increased levels of investments over the period. The major banks continue to trade both paying and non-paying assets and the market
is also supported by continued de-leveraging activity and on-sells. Idem Capital has established itself as a major purchaser of consumer
debt in the UK, both on its own account and with co-investment partners, and is an active panel member of all the major UK based financial
service institutions.

The division has a highly developed loan servicing and collections capability which is used for its own purchases, third party assets and
co-investment portfolios. Idem Capital has invested heavily in its compliance infrastructure over the years and is well-placed to meet the
requirements of the change of responsibility for the regulation of consumer credit which passed from the Office of Fair Trading (‘OFT’) to the
Financial Conduct Authority (‘FCA’) in April 2014.

The financial year has been successful for Idem Capital, with £306.3 million invested in consumer finance assets. Of this total, £254.7 million
was invested in secured portfolios with the balancing £51.6 million invested in unsecured loans (2013: £71.9 million of unsecured loan
purchases and £20.9 million as a co-investor).

These acquisitions were financed by £130.6 million of dedicated external funding; the first raised by the Group to be secured on Idem Capital
assets, resulting in a total net investment of £175.7 million of Group funds in loan portfolios (2013: £92.8 million).

|dem Capital’s investments are summarised below.

Outstanding balance Current year investment

2014 2013 2014 2013

£m £m £m £m

Loan portfolios 407.2 169.9 306.3 71.9
Co-investments 19.3 23.8 - 20.9
426.5 193.7 306.3 92.8

These investments helped to increase the outstanding value of [dem Capital investments by 120.2% to £426.5 million at 30 September 2014
(80 September 2013: £193.7 million). Of the total carrying value, including co-investments, 63.2% related to loans secured on property, a key
point in differentiating the Idem Capital performance from the broader debt purchase sector, where the focus remains on unsecured loans.

The performance of the portfolios acquired and managed by Idem Capital remains strong, with 120 month gross estimated remaining
collections (‘ERC’) of £682.2 million (2013: £353.9 million) (note 7). ERC is a standard measure of scale in the debt purchase industry, reflecting
likely future cash flows from the acquired portfolios over the next ten years. At 30 September 2014, cumulative cash receipts totalled 105.3%
of the values predicted at the point the loans were acquired.

During the year the division assumed the servicing of a further 26,300 accounts (2013: 50,000 accounts). At 30 September 2014
the Group managed 146,981 accounts on behalf of third parties (30 September 2013: 161,842), 35.4% of the total managed by the Group
(80 September 2013: 43.8%), the reduction being due in part to the acquisition by Idem Capital of previously serviced assets. With increased
availability of funding for investments in the year, the Group’s strategy has been to focus its servicing capability on its own investments.

The growth in investment levels, strong cash performance and a continued focus on cost management have led to Idem Capital’s contribution
to underlying profit for the period reaching £48.1 million (2013 (restated): £34.5 million), an increase of 39.4%.

Annual Report & Accounts 2014 21

=
o)
o}
2
Q
(@)
O]
0
©
=
()]
<




T
[}
Q
©
0

Q
o)
i
©
S
=

(9]

<

A3.2 Business review continued

During the year, new financing opportunities for purchased assets have been developed, both for new acquisitions and extant assets, expanding
the scale and scope of the portfolio investment opportunities the Group is able to consider. Together with the prospects of continuing vendor
activity and the investments made in the year in systems and personnel, the division is well placed as it moves into the new financial year.

Paragon Bank

On 18 February 2014 the Group launched its banking subsidiary, Paragon Bank PLC, following authorisation by the Prudential Regulation
Authority (‘PRA’). Paragon Bank offers savings and loan products, broadening competition and choice in the UK banking market.

Paragon Bank, regulated by the PRA and by the FCA, is a wholly owned subsidiary of the Company. It is led by Managing Director
Richard Doe, previously Chief Executive of ING Direct UK, together with an experienced banking and consumer finance management team
and Board of Directors.

During the year, Paragon Bank launched car finance, secured personal loan, buy-to-let mortgage and savings products. The Group provided
capital of £48.9 million to Paragon Bank during the year and expects to provide additional capital over time to support its growth. The initial
costs of setting up the bank, obtaining regulatory authorisation and developing its business systems resulted in a loss for the year in this
segment of £6.4 million (2013 (restated): £1.3 million).

The new lending businesses within Paragon Bank have only recently become operational and as a result, only modest lending volumes
were achieved during 2014 while their franchises are being established. This should, however, lead to significant growth in lending in the
coming year.

Paragon Bank continues to investigate further product developments, where these match its risk appetite. In addition to organic product
development it intends to work with the Idem Capital team where potential asset purchases fit with its risk appetite and business model,
thereby broadening the scope of both parts of the Group.

Car finance

The UK car market has continued to grow during the year. September 2014 witnessed 426,000 new car registrations (‘64 plate’) which
was the highest number for a decade and was the 31st consecutive month of growth. Additionally, calendar year-to-date registrations to
30 September 2014 were 1,958,000 which is a 9.1% increase on the same period in 2013.

The UK car finance market has also experienced considerable growth with the Finance and Leasing Association (‘FLA’) reporting total finance
granted in the year ended 30 September 2014 up 17.6% at £31.4 billion (2013: £26.7 billion). There were similar percentage increases for new
and used car funding at £20.4 billion and £11.0 billion respectively (2013: £17.5 billion and £9.2 billion).

Paragon Bank launched Paragon Car Finance in February 2014 and has progressed in the establishment of its dealer panel and the promotion
of products that meet the new regulatory requirements established following the transfer of responsibility for the regulation of consumer credit
from the OFT to the FCA in April 2014. The initial focus has been on the development of the franchise. Advances of £5.3 million were made
by the year end.

Personal finance

The secured personal loans market has enjoyed successive year-on-year growth since October 2012. Statistics released by the FLA for
September 2014 showed year-on-year growth of over 34.6% to £548 million (2013: £407 million). The total lending volume for the three
months ended 30 September 2014 at £150 million represented an increase of 32.7% compared to the corresponding period in 2013 (quarter
ended 30 September 2013: £113 million).
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Paragon Bank entered the market trading as Paragon Personal Finance on 30 September 2014 with an experienced workforce recruited from
the Group’s previous secured loan business. The initial activity will centre on ensuring systems perform as expected with broker distribution
strengthened quickly thereafter. Initial broker feedback has been very encouraging.

New market entrants over the last year (including Paragon Personal Finance) have provided additional stimulus to the market and consumers
are benefitting from competitive pricing and product development. However, at present volumes still remain below pre-crisis levels. The move
in April 2014 from OFT to FCA regulation has not led to any noticeable fall in market activity. We see longer term growth in the market and look
forward to becoming a market leader in it.

Buy-to-let

During September 2014 Paragon Bank commenced offering buy-to-let mortgages, using the Group’s existing systems and distribution
channels, with distinct and complementary products to those offered by Paragon Mortgages. By the year end £0.5 million of advances had
been made with a pipeline of £45.3 million. The buy-to-let market is discussed in more detail under ‘Paragon Mortgages’ above.

Savings

The UK savings market continues to grow strongly, with household balances increasing by nearly £40 billion in the year. This strong supply has
driven down the rates on offer, with term deposit rates falling by 0.57% 