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PARAGON FINANCE PLC

DIRECTORS’ REPORT

The directors present their annual report and the audited financial statements for the year ended 30 September 2008.
BUSINESS REVIEW AND PRINCIPAL ACTIVITIES

The Company is a wholly owned subsidiary of The Paragon Group of Companies PLC (‘the Group’). The principal
activity of the Company continues to be the administration of loan assets owned by group companies and the provision
of administration and other management services to group companies. There have been no significant changes in the
Company’s principal activities in the year under review. The directors are not aware, at the date of this report, of any
likely major changes in the Company’s activities in the next year.

As shown in the Company’s profit and loss account on page 5, the Company’s net interest income increased by 10%
over the prior year. This was primarily due to an increase in the interest charged on the subordinated loans provided to
other group companies. During the year the subordinated loans increased by 8%. During the year provision cn loans to
other group companies was £29,073,000 (2007: write back of £12,078,000) due to the effects of trading between group
companies. The retained profit has fallen from £49,287,000 to £12,293,000. '

The balance sheet on page 6 of the financial statements shows the Company’s financial position at the year end. Net
assets have increased by 4% due to retained profit for the year and actuarial loss on the pension fund. Details of
amounts owed from and to other group companies are shown in notes 19 and 24.

The Company has entered into derivative contracts in order to provide an economic hedge against its exposure to fixed
rate loans to customers. Although these instruments provide an economic hedge the prescriptive nature of the
requirements of FRS 26 means that hedge accounting cannot always be achieved. This has led to the company
recognising a fair value net gain of £1,115,000 in the year (2007: fair value net loss £1,277,000). This represents a
timing difference and cumulative gains and losses recognised will tend to zero over time.

The Group manages its operations on a centralised basis. For this reason, the Company’s directors believe that further
key performance indicators for the Company are not necessary or appropriate for an understanding of the development,
performance or position of the business. The Group’s financial performance is given in the Annual Report, which does
not form part of this Report.

PRINCIPAL RISKS AND UNCERTAINTIES

An analysis of the Company's exposure to risk, including financial risk, is set out in note 3, and a discussion of critical
accounting estimates is set out in note 2.

ENVIRONMENT

The Group recognises the importance of its environmental responsibilities, monitors its impact on the environment, and
designs and implements policies to reduce any damage that might be caused by the Group’s activities. The Company
operates in accordance with Group policies, which are described in the Group’s Annual Report, which does not form
part of this Report.

DIRECTORS

The directors who served during the year and subsequently were:
N S Terrington

N Keen

J A Heron

R D Shelton

J G Gemmell

A Mehmet

EMPLOYEES’ INVOLVEMENT

The directors recognise the benefit of keeping employees informed of the progress of the business. Employees have
been provided with regular information on the performance and plans of the Company and the financial and economic
factors affecting it, through both information circulars and management presentations.




PARAGON FINANCE PLC

DIRECTORS’ REPORT (CONTINUED)

EMPLOYMENT OF DISABLED PERSONS

Full and fair consideration is given to applications for employment made by disabled persons having regard to their
particular aptitudes and abilities. The Company has continued its policy of providing appropriate training and career
development to such persons.

CREDITOR PAYMENT POLICY

The Company agrees terms and conditions with its suppliers. Payment is then made on the terms agreed, subject to the
appropriate terms and conditions being met by the supplier. The trade creditor days figure has not been stated as the
measure is not appropriate to the business.

AUDITORS

The directors have taken all necessary steps to make themselves and the Company’s auditors aware of any information
needed in preparing the audit of the Annual Report and Financial Statements for the year, and, as far as each of the
directors is aware, there is no relevant audit information of which the auditors are unaware.

The Company’s auditors changed their name to Deloitte LLP on 1 December 2008; accordingly, a resolution for the
re-appointment of Deloitte LLP as the auditors of the Company is to be proposed at the forthcoming Annual General
Meeting.

Approved by the Board of Directors
and signed on behalf of the Board

&L —

J G Gemmell

Secretary,
22 January 2009




PARAGON FINANCE PLC

STATEMENT OF DIRECTORS' RESPONSIBILITIES
in relation to Financial Statements

The directors are responsible for preparing the Annual Report and the financial statements in accordance with
applicable law and regulations.

Company law requires the directors to prepare financial statements for each financial year. Under that law the directors
have elected to prepare the financial statements in accordance with United Kingdom Generally Accepted Accounting
Practice (United Kingdom Accounting Standards and applicable law). The financial statements are required by law to
give a true and fair view of the state of affairs of the Company and of the profit or loss of the Company for that period.
In preparing these financial statements, the directors are required to:

select suitable accounting policies and then apply them consistently;
make judgments and estimates that are reasonable and prudent;
state whether applicable UK Accounting Standards have been followed, subject to any material departures
disclosed and explained in the financial statements;

e prepare the financial statements on the going concern basis unless it is inappropriate to presume that the
Company will continue in business.

The directors are responsible for keeping proper accounting records that disclose with reasonable accuracy at any time
the financial position of the Company and enable them to ensure that the financial statements comply with the
Companies Act 1985. They are also responsible for safeguarding the assets of the Company and hence for taking
reasonable steps for the prevention and detection of fraud and other irregularities.




INDEPENDENT AUDITORS' REPORT TO THE MEMBERS OF PARAGON FINANCE PLC

We have audited the financial statements of Paragon Finance PLC for the year ended 30 September 2008 which
comprise the profit and loss account, the balance sheet, the statement of total recognised gains and losses and the related
notes 1 to 27. These financial statements have been prepared under the accounting policies set out therein.

This report is made solely to the company’s members, as a body, in accordance with section 235 of the Companies Act
1985. Our audit work has been undertaken so that we might state to the company’s members those matters we are
required to state to them in an auditors’ report and for no other purpose. To the fullest extent permitted by law, we do
not accept or assume responsibility to anyone other than the company and the company’s members as a body, for our
audit work, for this report, or for the opinions we have formed.

Respective responsibilities of directors and auditors

The directors' responsibilities for preparing the financial statements in accordance with applicable law and United
Kingdom Accounting Standards (United Kingdom Generally Accepted Accounting Practice) are set out in the
Statement of Directors' Responsibilities.

Qur responsibility is to audit the financial statements in accordance with relevant legal and regulatory requirements and
International Standards on Auditing (UK and Ireland).

We report to you our opinion as to whether the financial statements give a true and fair view and are properly prepared
in accordance with the Companies Act 1985. We also report to you whether in our opinion the information given in the
Directors' Report is consistent with the financial statements.

In addition we report to you if, in our opinion, the company has not kept proper accounting records, if we have not
received all the information and explanations we require for our audit, or if information specified by law regarding
directors’ remuneration and other transactions is not disclosed.

We read the Directors’ Report and consider the implications for our report if we become aware of any apparent
misstatements or material inconsistencies within it.

Basis of audit opinion

We conducted our audit in accordance with International Standards on Auditing (UK and Ireland) issued by the
Auditing Practices Board. An audit includes examination, on a test basis, of evidence relevant to the amounts and
disclosures in the financial statements. It also includes an assessment of the significant estimates and judgments made
by the directors in the preparation of the financial statements, and of whether the accounting policies are appropriate to
the company's circumstances, consistently applied and adequately disclosed.

We planned and performed our audit so as to obtain all the information and explanations which we considered
necessary in order to provide us with sufficient evidence to give reasonable assurance that the financial statements are
free from material misstatement, whether caused by fraud or other irregularity or error. In forming our opinion we also
evaluated the overall adequacy of the presentation of information in the financial statements.

Opinion
In our opinion:

» the financial statements give a true and fair view, in accordance with United Kingdom Generally Accepted
Accounting Practice, of the state of the company's affairs as at 30 September 2008 and of its profit for the year
then ended;

s the financial statements have been properly prepared in accordance with the Companies Act 1985; and

¢  the information given in the Directors' Report is consistent with the financial statements.

Dok uf

Deloitte LLP

Chartered Accountants and Registered Auditors
Birmingham, United Kingdom

22 January 2009




PROFIT AND LOSS ACCOUNT

YEAR ENDED 30 SEPTEMBER 2008

Interest receivable

Interest payable and similar charges
Net interest income

Other operating income

Total operating income

Operating expenses

Provisions for losses

Fair value net gain / (loss)

Operating profit, being profit on ordinary activities before taxation
Tax on profit on ordinary activities

Profit on ordinary activities after taxation

All activities derive from continuing operations,

Note

10
11
12
22

PARAGON FINANCE PLC

STATEMENT OF TOTAL RECOGNISED GAINS AND LOSSES

YEAR ENDED 30 SEPTEMBER 2008

Profit attributable to members of the Company
Actuarial (loss) / gain on pension fund
Deferred tax on actuarial (loss) / gain

Total gains and losses recognised since last Annual Report and
Financial Statements

2008 2007
£000 £000
107,040 69,953
(70,124) (36,471)
36,916 33,482
20,380 27,204
57,296 60,686
(1,928) (6,032)
(32,066) 11,670
23,302 66,324
1,115 (1,277
24,417 65,047
(12,124) (15,760)
12,293 49,287
2008 2007
£000 £000
12,293 49,287
(10,451) 3,400
2,949 (1,020)
4,791 51,667




PARAGON FINANCE PLC

BALANCE SHEET
30 SEPTEMBER 2008
2008 2007
Note £000 £000 £000 £000
ASSETS EMPLOYED
FIXED ASSETS
Tangible assets 13 2,161 2,709
Financial assets 14 7,699 6,054
Retirement benefit obligations 25 - 5,123
Investments — group companies 18 167,056 155,049
176,916 168,935
CURRENT ASSETS
Debtors falling due within one year 19 504,324 609,420
Cash at bank an ' 40,819
T 508313 650,239
T 681,229 T 819,174
FINANCED BY -
SHAREHOLDERS' FUNDS .
Called up share capital 21 53,447 53,447
Profit and loss account 22 63,731 58,940
R VA Y T 112,387
PROVISIONS FOR LIABILITIES AND
CHARGES 23 544 1,567
CREDITORS
Amounts falling due within one year 24 559,910 705,220
RETIREMENT BENEFIT OBLIGATIONS 25 3,597 -
T 681,229 T 819,174

e —————— e ————

These financial statements were approved by the Board of Directors on 22 January 2009,
Signed on behaif of the Board of Directors

N Keen

Director




PARAGON FINANCE PLC

NOTES TO THE ACCOUNTS
YEAR ENDED 30 SEPTEMBER 2008

ACCOUNTING POLICIES

The financial statements are prepared in accordance with applicable UK Accounting Standards. The particular
accounting policies adopted are described below. They have been applied consistently throughout the current
and preceding year.

Accounting convention

The financial statements are prepared under the historical cost convention, except as required in the valuation
of certain financial instruments which are carried at fair value.

Tangible fixed assets
Tangible fixed assets are stated at cost less accumulated depreciation and provision for impairment.
Depreciation

Depreciation is provided on cost or valuation in equal annual instalments over the lives of the assets. The rates
of depreciation are as follows:

Short leasehold premises over the life of the lease
Plant and machinery 25% per annum
Computer equipment 25% per annum

Fumniture, fixtures and office equipment 15% per annum
Loans to customers

Loans to customers are considered to be ‘loans and receivables’ as defined by Financial Reporting Standard 26
— ‘Financial Instruments: Measurement’ (FRS 26). They are therefore accounted for on the amortised cost
basis.

Such loans are valued at inception as amount of initial advance, which is the fair value at that time, inclusive of
procuration fees paid to brokers or other business providers and less initial fees paid by the customer.
Thereafter they are valued at this amount less the cumulative amortisation calculated using the Effective
Interest Rate (‘*EIR’) method. The loan balances are then reduced where necessary by a provision for balances
which are considered to be impaired.

The EIR method spreads the expected net income arising from a loan over its expected life. The EIR is that rate
of interest which, at inception, exactly discounts the expected future cash payments and receipts arising from
the loan to the initial carrying amount.

The Company’s policy is to hedge against any exposure to fixed rate loan assets (note 3).
Impairment of loans and receivables

Loans and receivables are reviewed for indications of possible impairment throughout the year and at each
balance sheet date, in accordance with FRS 26, Where loans exhibit objective evidence of impairment, the
carrying value of the loans is reduced to the net present value of their expected future cash flows, including the
value of the potential realisation of any security, discounted at the original FIR. Loans are assessed
collectively, compared by risk characteristics and account is taken of any impairment arising due to events
which are believed to have taken place but have not been specifically identified at the balance sheet date.

Investments

The Company’s investments in subsidiary companies are valued by the directors at the Company’s share of the
book value of their underlying net tangible assets.

Goodwill

Goodwill arising from the purchase of the assets of other companies, representing the excess of the fair value
of the purchase consideration over the fair value of the assets acquired, has previously been written off on
acquisition against reserves, as a matter of accounting policy. Such amounts would be charged or credited to
the profit and loss account on any future disposal of the business to which they relate.




PARAGON FINANCE PLC

NOTES TO THE ACCOUNTS

YEAR ENDED 30 SEPTEMBER 2008

1.

ACCOUNTING POLICIES (CONTINUED)
Retirement benefit obligations

The expected cost of providing pensions within the funded defined benefit scheme, determined on the basis of
annual valuations by professionally qualified actuaries using the projected unit method, is charged to the profit
and loss. Actuarial gains and losses are recognised in full in the period in which they occur and do not form
part of the result for the period, being recognised in the Statement of Recognised Gains and Losses.

The retirement benefit obligation recognised in the balance sheet represents the present value of the defined
benefit obligation, as adjusted for unrecognised past service cost, and as reduced by the fair value of scheme
assets at the balance sheet date.

Both the return on investment expected in the period and the expected financing cost of the liability, as
estimated at the beginning of the period are recognised in the result for the period. Any variances against these
estimates in the year form part of the actuarial gain or loss,

The assets of the scheme are held separately from those of the Group in an independently administered fund.

The charge to the profit and loss account for providing pensions under defined contribution pension schemes is
equal to the contributions payable to such schemes for the year.

Operating leases

Rental costs under operating leases are charged to the profit and loss account on a straight line basis over the
period of the leases.

Transactions with other group companies

The Company has taken advantage of the exemption granted by Financial Reporting Standard 8 - Related
Party Disclosures' and does not therefore provide details of transactions with other Group companies as it is a
wholly owned subsidiary of The Paragon Group of Companies PLC, the accounts of which are publicly
available.

Current tax

Current tax, including UK corporation tax, is provided at amounts expected to be paid (or recovered) using the
tax rates and laws that have been enacted or substantively enacted by the balance sheet date.

Deferred taxation

Deferred taxation is provided in full on timing differences that result in an obligation at the balance sheet date
to pay more tax, at a future date, at rates expected to apply when they crystallise based on current tax rates and
law. Timing differences arise from the inclusion of items of income and expenditure in taxation computations
in periods different from those in which they are included in financial statements. Deferred tax assets are
recognised to the extent that it is regarded as more likely than not that they will be recovered. Deferred tax
assets and liabilities are not discounted.

Borrowings

Borrowings are carried in the balance sheet on the amortised cost basis. The initial value recognised includes
the principal amount received less any discount on issue or costs of issvance.

Interest and all other costs of the funding are expensed to the profit and loss account as mterest payable over
the term of the borrowing on an Effective Interest Rate basis.

FRS 29 Disclosure

The Company has taken advantage of the exemption granted by Financial Reporting Standard 29 (IFRS 7) -
‘Financial Instruments: Disclosures’ and does not therefore provide the disclosures required by the Standard as
it is a wholly owned subsidiary of The Paragon Group of Companies PLC, the accounts of which are publicly
available.




PARAGON FINANCE PLC

NOTES TO THE ACCOUNTS

YEAR ENDED 30 SEPTEMBER 2008

1.

ACCOUNTING POLICIES (CONTINUED)
Derivative financial instruments

Derivative instruments utilised by the Company comprise currency swaps and interest rate swaps. All such
instruments are used for hedging purposes to alter the risk profile of the existing underlying exposure of the
Company in line with the Company’s risk management policies.

The Company does not enter into speculative derivative contracts.

All derivatives are carried in the balance sheet at fair value, as assets where the value is positive or as liabilities
where the value is negative. Fair value is based on market prices, where a market exists. If there is no active
market, fair value is calculated using present value models which incorporate assumptions based on market
conditions and are consistent with accepted economic methodologies for pricing financial instruments.
Changes in the fair value of derivatives are recognised in the profit and loss account, except where such
amounts are permitted to be taken to equity as part of the accounting for a cash flow hedge.

Hedging

For all hedges, the Company documents, at inception, the relationship between the hedging instruments and the
hedged items, as well as its risk management strategy and objectives for undertaking the transaction. The
Company also documents its assessment, both at hedge inception and on an ongoing basis, of whether the
hedging arrangement put in place are considered to be ‘highly effective’ as defined by FRS 26.

For a fair value hedge, as long as the hedging relationship is deemed ‘highly effective’ and meets the hedging
requirements of FRS 26, any gain or loss on the hedging instrument recognised in income can be offset against
the fair value loss or gain arising from the hedged item for the hedged risk. For macro hedges (hedges of
interest rate risk for a portfolio of loan assets) this fair value adjustment is disclosed in the balance sheet
alongside the hedged item, for other hedges the adjustment is made to the carrying value of the hedged asset or
liability. Only the net ineffectiveness of the hedge is charged or credited to income. Where a fair value hedge
relationship is terminated, or deemed ineffective, the fair value adjustment is amortised over the remaining
term of the underlying item.

Where a derivative is used to hedge the variability of cash flows of an asset or liability, it may be designated as
a cash flow hedge so long as this relationship meets the hedging requirements of FRS 26. For such an
instrument the effective portion of the change in the fair value of the derivative is taken initially to equity, with
the ineffective part taken to profit or loss. The amount taken to equity is released to the profit and loss account
at the same time as the hedged item affects the profit and loss account. Where a cash flow hedge relationship is
terminated, or deemed ineffective, the amount taken to equity will remain there until the hedged transaction is
recognised, or is no longer highly probable.

Fee and commission income

Other income includes administration fees charged to borrowers, which are credited to the profit and loss
account when the related service is performed.

Share based payments

In accordance with FRS 20 — ‘Share based payments’, the fair value at the date of grant of awards to be made
in respect of options and shares granted under the terms of the Group’s various share based employee incentive

arrangements is charged to the profit and loss account over the period between the date of grant and the vesting
date.

Only those options and awards granted after 7 November 2002 and not vested at 1 January 2005 were restated
on the adoption of FRS 20.

National Insurance on share based payments is accrued over the vesting period, based on the share price at the
balance sheet date.

Cash flow statement

The Company has taken advantage of the exemption granted by Financial Reporting Standard 1 - “Cash Flow
Statements’ and does not therefore provide a cash flow statement as it is a wholly owned subsidiary of The
Paragon Group of Companies PLC, the accounts of which are publicly available.




PARAGON FINANCE PLC

NOTES TO THE ACCOUNTS
YEAR ENDED 30 SEPTEMBER 2008

2. CRITICAL ACCOUNTING ESTIMATES

Certain balances reported in the financial statements are based wholly or in part on estimates or assumptions
made by the directors. There is, therefore, a potential risk that they may be subject to change in future periods.
The most significant of these are:

Impairment losses on loans to customers

Impairment losses on loans are calculated based on statistical models. The key assumptions revolve around
estimates of future cash flows from customer’s accounts, their timing and, for secured accounts, the expected
proceeds from the realisation of the property. These key assumptions are based on observed data from
historical patterns and are updated regularly based on new data as it becomes available,

In addition the directors consider how appropriate past trends and patterns might be in the current economic
situation and make any adjustments they believe are necessary to reflect the current conditions.

The accuracy of the impairment calculations would therefore be affected by unexpected changes to the
economic situation, variances between the models used and the actual results or assumptions which differ from
the actual outcomes.

In particular, if the impact of economic factors such as employment levels on customers is worse than is
implicit in the model then the number of accounts requiring provision might be greater than suggested by the
model, while falls in house prices, over and above any assumed by the model might increase the provision
required in respect of accounts currently provided.

Effective interest rates

In order to determine the effective interest rate applicable to loans an estimate must be made of the expected
life of each loan and hence the cash flows relating thereto. These estimates are based on historical data and
reviewed regularly. The accuracy of the effective interest rate applied would therefore be compromised by any
differences between acmal borrower behaviour and that predicted,

Fair values

Where financial assets and liabilities are carried at fair value, in the majority of cases this can be derived by
reference to quoted market prices. Where such a quoted price is not available the valuation is based on cash
flow models, based, where possible on independently sourced parameters. The accuracy of the calculation
would therefore be affected by unexpected market movements or other variances in the operation of the models
or the assumptions used.

Retirement benefits

The present value of the retirement benefit obligation is derived from an actuarial calculation which rests on a
number of assumptions. These are listed in note 25. Where actual conditions differ from those assumed the
ultimate value of the obligation would be different.

10




PARAGON FINANCE PLC

NOTES TO THE ACCOUNTS

YEAR ENDED 30 SEPTEMBER 2008

3.

FINANCIAL RISK MANAGEMENT

The Company’s operations were financed principally by a revolving credit facility and, to a lesser extent, by a
mixture of share capital and loans from other group companies. The Company drew down the facility to
acquire loans and to provide funding to other Group companies and to provide working capital for the Group.
In addition, various financial instruments, for example debtors, prepayments and accruals, arise directly from
the Company’s operations.

The principal risks arising from the Company’s financial instruments are credit risk, liquidity risk and interest
rate risk. The board of the Company’s holding company reviews and agrees policies for all companies in the
Group managing each of these risks and they are summarised below. These policies have remained unchanged
throughout the year and since the year end.

Credit risk

The Company’s credit risk is primarily attributable to its subordinated loans to other Group companies and its
loans to customers. Subordinated loans made to other Group companies provide the credit enhancement for
the company to commence trading. The repayment of these loans is dependent on the credit performance of
the loan assets in the creditor company and hence the credit risk on these balances is managed through careful
management of the credit risk on the Groups loans to customers.

The loans to customers in the Company and the Group are secured by first charges over residential properties
in the United Kingdom. Despite this security, in assessing credit risk an applicant’s ability to repay the loan
remains the overriding factor in the decision to lend by the originater.

The Company administers the mortgages and the collections process is the same as that wilised for all
companies in the group.

The maximum credit risk at 30 September 2008 approximates to the carrying value of loans to customers (note
15) and subordinated lcans (note 18). There are no significant concentrations of credit risk due to the large
number of customers included in the portfolios of other Group companies.

In order to control credit risk relating to counterparties to the Company’s financial instruments, the board of
the Company’s holding company determines on a group basis, which counterparties the Group will deal with,
establishes limits for each counterparty and monitors compliance with those limits.

Liquidity risk
The Company's assets were principally financed by drawing down on the credit facility. Details of the
Company’s borrowings are given in note 24,

The securitisation process and the terms of the warehouse facility effectively limit liquidity risk from the
funding of the Group’s loan assets. It remains to ensure that sufficient funding is available to fund the Group’s
participation in the SPVs, provide capital support for new loans and working capital for the Group. This
responsibility rests with the Asset and Liability Committee which sets the Group’s liquidity policy and uses
detailed cash flow projections to ensure that an adequate level of liquidity is available at all times.

Interest rate risk

The Company’s policy is to maintain floating rate liabilities and match these with floating rate assets by the
use of interest rate swap or cap agreements.

The rates payable on the revolving credit facility are reset on the basis of LIBOR. The interest rates charged on
the Company’s variable rate loan assets are determined by reference to, inter alia, the Company’s funding costs
and the rates being charged on similar products in the market. Generally this ensures the matching of changes
in interest rates on the Company’s loan assets and borrowings and any exposure arising on the interest rate
resets is relatively short term.

Currency risk

The Company has no material exposure to foreign currency risk.

11




PARAGON FINANCE PLC

NOTES TO THE ACCOUNTS

YEAR ENDED 30 SEPTEMBER 2008

3.

FINANCIAL RISK MANAGEMENT (CONTINUED)

Use of derivative financial instruments

The Company uses derivative financial instruments for risk management purposes. Such instruments are used
only to limit the exposure of the Company to movements in market interest or exchange rates, as described
above.

It is, and has been throughout the year under review, the Company’s policy that no trading in financial
instruments shall be undertaken, and hence ali of the Company’s derivative financial instruments are for
commercial hedging purposes. These are used to protect the Company from exposures principally arising from
fixed rate lending or borrowing and borrowings denominated in foreign currencies. Hedge accounting is
applied where appropriate, though it should be noted that some derivatives, while forming part of an economic
hedge relationship, do not qualify for this accounting treatment under FRS 26 either because natural
accounting offsets are expected, or obtaining hedge accounting would be especially onerous.

Fair values of financial assets and financial liabilities

Fair values have been determined for all derivatives, listed securities and any other financial assets and
liabilities for which an active and liquid market exists. The fair values of cash at bank and in hand, bank loans
and overdrafts are not materially different from their book values because all the assets mature within three
months of the year end and the interest rates charged on financial liabilities reset on a quarterly basis.

Derivative financial instruments are stated at their fair values. The fair values of the interest rate swaps and

caps have been determined by reference to prices available from the markets on which these instruments are
traded.

The fair value of loans to customers is considered to be not materially different to the amortised cost value at
which they are disclosed.

INTEREST RECEIVABLE
2008 2007
£000 £000
Mortgages 2 3
On loans to other group companies 102,438 66,123
Other 1,003 1,009
© 103,443 67,135
Return on pension scheme assets 3,597 2,818
107,040 69,953

12




NOTES TO THE ACCOUNTS
YEAR ENDED 30 SEPTEMBER 2008

. INTEREST PAYABLE AND SIMILAR CHARGES

On bank loans and overdrafis

On loans from other group companies

Return on pension scheme liabilities

6. OTHER OPERATING INCOME

PARAGON FINANCE PL.C

2008 2007
£000 £000
29,488 14,450
37,854 19,707
67,342 34,157
2,782 2,314
70,124 36,471

Other operating income includes £19.3m (2007: £19.0m) in respect of income receivable from various special
purpose vehicle companies within the Group which own mortgage and loan assets administered by the

Company. Further details are given in note 17.

7. DIRECTORS AND EMPLOYEES

a) Directors

Directors’ emoluments:
Fees

Other emoluments

Pension contributions paid in respect of directors

Emoluments of the highest paid director:
Excluding pension contributions

Pension contributions

2008 2007
£000 £000
704 618
704 618
86 79
351 287
28 26
379 313

Six of the directors (2007: Six)} (three of whom are directors of the parent company) are members of the
Paragon Group pension scheme. At 30 September 2008 the accrued benefit under the pension scheme of the

highest paid director was £64,625 (2007: £58,667).

13




NOTES TO THE ACCOUNTS

YEAR ENDED 30 SEPTEMBER 2008

7.

DIRECTORS AND EMPLOYEES (CONTINUED)
b} Employees

PARAGON FINANCE PLC

The average number of persons (including directors) employed by the Company during the year was 596
(2007: 698). The costs incurred during the year in respect of these employees were:

2008
£000
Share based remuneration 622
Other wages and salaries 20,950
Total wages and salaries
National insurance on share based
remuneration (590)
Other social security costs 1,743
Total social security costs
Defined benefit pension cost 1,462
Other pension costs 130

Total pension costs

Total staff costs

2008
£000

21,572

1,153

1,592
24,317

2007 2007
£000 £000
2,616
23,720
26,336
(1,178)
1,942
764
2,038
110
2,148
29,248

The credit in the year in respect of National Insurance on share based remuneration relates to the partial
reversal of accruals made on unvested awards at 30 September 2007 and based on the share price at that date,

following the reduction in the share price during the vear.

Details of the pension schemes operated by the Company are given in note 25.

14




PARAGON FINANCE PLC

NOTES TO THE ACCOUNTS

YEAR ENDED 30 SEPTEMBER 2008

8.

SHARE BASED REMUNERATION

During the year the Group had various share based payment arrangements with employees. They are accounted
for by the Group and the Company as shown below.

The effect of the share based payment arrangements on the Company’s profit is shown in note 7.
(a) Share option schemes

Options under the Executive Share Option (‘Executive’) schemes have been granted to directors and senior
employees from time to time, on the basis of performance and at the discretion of the Remuneration
Committee. These options vest so long as the grantee is still employed by the Group at the end of the vesting
period and, where applicable, performance criteria have been satisfied. It is not the present intention of the
Group that any further awards should be made under the Executive schemes.

The Group also operates an All Employee Share Option (‘Sharesave’) scheme. Grants under this scheme vest
after the completion of the appropriate service period and subject to a savings requirement.

A reconciliation of movements in the number and weighted average exercise price during the year ended
30 September 2008 and the year ended 30 September 2007 is shown below.

2008 2008 2007 2007
Number Weighted Number Weighted
average average
exercise exercise
price price
p p
Options outstanding
10p ordinary shares
At 1 October 2007 4,062,440 255.78 4,385,684 246.54
Granted in the year - - 337,004 430,24
Exercised in the year - - (452,380) 184.95
Lapsed during the year (276,744) 41045 (207,868) 497.78
Share conversion and rights issue (3,785,696) 244 .47 - -
At 30 September 2008 - - 4,062,440 255.78
Options exercisable - - 2,878,938 213.45
£1 ordinary shares
At 1 October 2007 - - - -
Share conversion and rights issue 2,374,606 389.69 - -
Granted in the year 2,808,211 63.00 - -
Exercised in the year - - - -
Lapsed during the year (342,559) 454.79 - -
At 30 September 2008 4,840,258 159.36 - -
Options exercisable 2,047 955 373.10 - -

No share options were exercised in the year. The weighted average share price at date of exercise for share
options exercised during the year ended 30 September 2007 was 585.48p.

The weighted average remaining contractual life of options outstanding at 30 September 2008 was 23.5 months
(2007: 5.4 months)
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NOTES TO THE ACCOUNTS

YEAR ENDED 30 SEPTEMBER 2008

8.

SHARE BASED REMUNERATION (CONTINUED)

Options are outstanding under the Executive and Sharesave schemes to purchase ordinary shares in the parent
company are as follows:

Grant date

Period exercisable

Executive Schemes

31/03/1998
11/01/1999
17/02/2000
27/11/2001
29/07/2002
14/03/2003
18/12/2003
01/06/20604
01/12/2004

31/03/2001 to 31/03/2008
11/01/2002 10 11/01/2009
17/02/2003 to 17/02/2010
27/11/2004 to 27/11/2011
29/07/2005 to 29/07/2012
14/03/2006 to 14/03/2013

18/12/2006 to 18/12/2013
01/06/2007 to 01/06/2014
01/12/2007 to 01/12/2014

Sharesave Schemes

18/06/2003
23/06/2005
23/06/2005
28/07/2006
28/07/2006
20/06/2007
20/06/2007
18/077/2008
18/07/2008

01/08/2008 to 01/02/2009
01/08/2008 to 01/02/2009
01/08/2010 to 01/02/2011
01/09/2009 to 01/03/2010
01/09/2011 to 01/03/2012
01/08/2010 to 01/02/2011
01/08/2012 to 01/02/2013
01/09/2011 to 01/03/2012
01/09/2013 to 01/03/2014

Exercise price

2008

235.13p
234.33p
395.34p
297.30p
297.30p
540.40p
514.10p
555.34p

291.78p
520.89p
520.8%
837.73p
837.73p
685.84p
685.84p

63.00p

63.00p

2007

218.00p
147.50p
147.00p
248.00p
186.50p
186.50p
339.00p
322.50p
348.38p

183.04p
326.76p
326.76p
525.52p
525.52p
430.24p
430.24p

PARAGON FINANCE PLC

Ordinary Ordinary
shares of  shares of
£1 each 10p each
Number Number
2008 2007

- 279,000

301,104 480,000
94,095 150,000
319,923 510,000
244 647 390,000
413,110 658,552
225,199 371,386
25,092 40,000
264,672 434,552
1,887,842 3,313,490
71,372 123,018
58,741 140,916
5,196 95,654
8.883 48,132

574 13,227
11,189 226,937
4,960 101,066
1,698,776 -
1,092,725 -
2,952,416 748,950
4,840,258 4,062,440

+ The exercise of these options is conditional upon the parent company’s total shareholder return (*TSR’)
exceeding the TSR for at least half of a specified group of comparator companies,

The number of share options outstanding and the exercise price under each of the arrangements shown above
was adjusted in accordance with the respective scheme rules, following the share comsolidation on
29 January 2008 and the rights issue on 21 February 2008.

A number of the above options were granted to former employees whose rights terminate at the later of twelve
months following redundancy or forty-two months after the issue of the options.
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NOTES TO THE ACCOUNTS
YEAR ENDED 30 SEPTEMBER 2008

8. SHARE BASED REMUNERATION (CONTINUED)

PARAGON FINANCE PLC

All grants in the period were made under the Sharesave scheme. The fair value of options granted is
determined using a Binomial model. Details of the awards made in the year ended 30 September 2008 and the

year ended 30 September 2007 are shown below:

Grant date 18/07/08
Number of awards granted 1,715,486%
Market price at date of grant 82.25p
Contractual life (years) 3.0
Fair value per share at date of grant 19.83p
Inputs to valuation model

Expected volatility 29.03%
Expected life at grant date (years) 3.42
Risk-free interest rate 4.97%
Expected dividend yield 4.86%
Expected annual departures 5.00%

* 10p ordinary shares

18/07/08  20/06/07  20/06/07
1,092,725+  235938¢  101,066*
82.25p 535.00p  535.00p
5.0 3.0 5.0
18.38p 142.64p  143.53p
29.03% 27.02%  27.02%
5.41 342 5.39
4.97% 5.67% 5.67%
4.86% 2.74% 2.74%
5.00% 5.00% 5.00%

1 £1 ordinary shares

For awards granted before 18 July 2008 the expected volatility of the share price used in determining the fair
value was based on the annualised standard deviation of daily changes in price over the previous year from the
grant date. The expected volatility for awards granted after this date is calculated using the same method but
using daily changes in price over the six years preceding the grant date.

(b) Paragon Performance Share Plan

Awards under this plan comprise a right to acquire ordinary shares in the parent company for nil or nominal
paymeni and will vest on the third anniversary of their granting, to the extent that the applicable performance
criteria have been satisfied, if the holder is still employed by the Group. The awards will lapse to the extent
that the performance condition has not been satisfied on the third anniversary.
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PARAGON FINANCE PLC

NOTES TO THE ACCOUNTS

YEAR ENDED 30 SEPTEMBER 2008

8.

SHARE BASED REMUNERATION (CONTINUED)

The conditional entitlements outstanding under this scheme at 30 September 2008 and 30 September 2007

were:
Grant Period Ordinary Ordinary
date exercisable shares of shares of 10p
£1 each each
Number Number
2008 2007
22/06/2004 22/06/2007 1o 22/12/2007 * - 53,511
02/12/2004 02/12/2007 to 02/06/2008 * - 295,389
02/06/2005 02/06/2008 to 02/12/2008 * - 261,178
07/03/2006 (7/03/2009 to 07/09/2009 t 110,008 177,412
25/05/2006 25/05/2009 to 25/11/2009 1 56,377 90,981
25/09/2006 25/09/2009 to 25/03/2010 + 54,298 87,606
05/01/2007 05/01/2010 to 09/07/2010 % 76,551 123,082
28/03/2007 28/03/2010 to 28/09/2010 56,118 89,459
14/06/2007 14/06/2010 to 14/12/2010 98,540 157,086
26/09/2007 26/09/2010 to 26/03/2011 + 130,534 208,088
26/11/2007 26/11/2010 to 26/05/2011 383,713 -
18/03/2008 18/03/2011 to 18/09/2011 § 860,000 -
29/09/2008 29/09/2011 to 29/03/2012 2,331,830 -
4,157,969 1,543,792

* The receipt of these shares was subject to the parent company’s TSR exceeding the TSR of a relevant
proportion of the constituents of the FTSE All Share Banks and General Financial sectors, No part of an
award vested for below median performance, 25% vested for median performance and 100% vested for
upper quartile performance. Between median and upper quartile performance, awards vested on a straight
line basis.

1 The receipt of these shares is 50% subject to an EPS test and 50% to a TSR test. The growth in the Group's

EPS (as adjusted for a common rate of corporation tax) and its TSR will be compared over the vesting period
to the performance of a group of designated comparator companies. 35% of each element of the award will
vest for median performance with full vesting for upper quartile performance; between these points awards
will vest on a straight line basis. For below median performance, none of the relevant element of the award
will vest. In addition, the Remuneration Committee will have regard to the underlying financial performance
of the parent company as compared with the level of TSR and EPS performance.

§ The receipt of these shares is subject to the parent company’s TSR exceeding the TSR of a comparator group
drawn from the FTSE All Share Banks and General Financial sectors. No part of an award will vest for
below median performance, 35% will vest for median performance and 100% will vest for upper quartile
performance. Between median and upper quartile performance, awards will vest on a straight line basis.

1 The receipt of these shares is subject to an absolute TSR petformance condition, whereby the increase in the
net return index over the performance period, based on a share price that is equivalent on the grant date to
125 pence per share, must at least equal compound annual growth of 10%. 35% of the awards will vest for
10% compound annual growth over the performance period, increasing on a straight-line basis to full vesting
for compound annual growth of 15%. The performance period is the three year period commencing on the
date of grant.
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PARAGON FINANCE PLC

NOTES TO THE ACCOUNTS
YEAR ENDED 30 SEPTEMBER 2008

8. SHARE BASED REMUNERATION (CONTINUED)

The number of awards outstanding under each of the arrangements shown above was adjusted in accordance
with the scheme rules, following the share consolidation on 29 January 2008 and the rights issue on
21 February 2008.

The fair value of awards granted under the Performance Share Plan is determined using a Monte Carlo

simulation model, to take account of the effect of the market based condition. Details of the awards made in the
year ended 30 September 2008 and the year ended 30 September 2007 are shown below:

Grant date 26/11/07 18/03/08 29/09/08
Number of awards granted 611,690* 860,000f  2,331,830%
Market price at date of grant 130.50p 94.00p 72.00p
Fair value per share at date of grant 37.46p 29.90p 5.28p

Inputs to valuation model

Expected volatility 54.50% 31.19% 33.58%
Risk-free interest rate 4.26% 3.59% 3.97%
Expected dividend yield 4.00% 8.78% 5.51%
Grant date 09/01/07 28/03/07 14/06/07 26/09/07
Number of awards granted 124,132* 89,459+ 157,086* 208,088*
Market price at date of grant 655.00p 576.50p 543.00p 296.50p
Fair value per share at date of grant 456.00p 393.00p 362.00p 162.00p

Inputs to valuation model

Expected volatility 25.74% 26.60% 26.73% 36.75%
Risk-free interest rate 5.07% 5.18% 5.80% 4.93%
Expected dividend yield 2.56% 2.61% 2.73% 3.11%

* 10p ordinary shares + £1 ordinary shares

For all of the above grants the contractual life and expected life at grant date is three years and no departures
are expected.

For awards granted before 18 July 2008 the expected volatility of the share price used in determining the fair
value was based on the annualised standard deviation of daily changes in price over the previous year from the
grant date. The expected volatility for awards granted after this date is calculated using the same method but
using daily changes in price over the six years preceding the grant date.
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PARAGON FINANCE PLC
NOTES TO THE ACCOUNTS

YEAR ENDED 30 SEPTEMBER 2008

8. SHARE BASED REMUNERATION (CONTINUED)
{c) Deferred Bonus awards

Awards under this scheme comprise a right to acquire ordinary shares in the parent company for nil or nominal
payment and will vest on the third anniversary of their granting.

The conditional entitlements outstanding under this scheme at 30 September 2008 and 30 September 2007

were:
Grant Transfer Ordinary Ordinary
date date shares of shares of 10p
£1 each each
Number Number

2008 2007
27/02/2005 01/10/2007 - 184,962
13/03/2006 01/10/2008 47,468 75,671
15/01/2007 01/10/2009 42,793 68,217
28/12/2007 01/10/2010 29,121 -
119,382 328,850

The shares awarded will be transferred to the scheme participants as soon as is reasonably practicable after the
transfer date.

The number of awards outstanding under each of the arrangements shown above was adjusted in accordance
with the scheme rules, following the share consolidation on 29 January 2008 and the rights issue on
21 February 2008. ’

The fair value of Deferred Bonus awards issued in the year was determined using a Black-Scholes Merton
model. Details of the awards made in the year ended 30 September 2008 and the year ended
30 September 2007 are shown below:

Grant date 28/12/07 15/01/07
Number of awards granted 46,423* 69,342*
Market price at date of grant 132.00p 631.00p
Fair value per share at date of grant 114.11p 584.44p

Inputs to valuation model

Risk-free interest rate ~ 4.30% 5.07%
Expected dividend yield 4.85% 2.56%
* 10p ordinary shares
(d) Matching Share Plan

Awards under this plan comprise a right to acquire ordinary shares in the parent company for nil or nominal
payment and will vest on the third anniversary of their granting to the extent that the applicable performance
criteria have been satisfied, if the holder is still employed by the Group. The awards will lapse to the extent
that the performance condition has not been satisfied on the third anniversary.
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PARAGON FINANCE PLC

NOTES TO THE ACCOUNTS

YEAR ENDED 30 SEPTEMBER 2008

8.

SHARE BASED REMUNERATION (CONTINUED)

The conditional entitlements outstanding under this scheme at 30 September 2008 and at 30 September 2007
WEIC:

Grant Transfer date Ordinary Ordinary
Date shares of shares of 10p
£1 each each
Number Number
2008 2007
22/03/2006 22/06/2009 1 93,875 149,649
09/01/2007 09/01/2010 ¥ 84,081 134,037
02/01/2008 02/01/2011 ¢ 56,680 -
234,636 283,686

+ The receipt of these shares is 50% subject to an EPS test and 50% to a TSR test. The growth in the parent
company’s EPS (as adjusted for a common rate of corporation tax) and its TSR will be compared over the
vesting period to the performance of a group of designated comparator companies. 35% of each element of
the award will vest for median performance with full vesting for upper quartile performance; between these
points awards will vest on a straight line basis. For below median performance, none of the relevant element
of the award will vest. In addition, the Remuneration Committee will have regard to the underlying financial
performance of the parent company as compared with the level of TSR and EPS performance.

The number of awards outstanding under each of the arrangements shown above was adjusted in accordance

with the scheme rules, following the share consolidation on 29 January 2008 and the rights issue on
21 February 2008.

The fair value of awards granted under the Matching Share Plan is determined using a Monte Carlo simulation
model, to take account of the effect of the market based condition. Details of the awards made in the year
ended 30 September 2008 and the year ended 30 September 2007 are shown below:

Grant date 02/01/08 09/01/077
Number of awards granted 90,355* 140,785*
Market price at date of grant 132.25p 655.00p
Fair value per share at date of grant 36.88p 456.00p

Inputs to valuation model

Expected volatility 55.04% 25.74%
Risk-free interest rate 4.19% 5.07%
Expected dividend yield 4.93% 2.56%

* 10p ordinary shares

For all of the above grants the contractual life and expected life at grant date is three years and no departures
are expected.

For awards granted before 18 July 2008 the expected volatility of the share price used in determining the fair
value was based on the annualised standard deviation of daily changes in price over the previous year from the
grant date. The expected volatility for awards granted after this date is calculated using the same method but
using daily changes in price over the six years preceding the grant date,
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NOTES TO THE ACCOUNTS
YEAR ENDED 30 SEPTEMBER 2008

9. PROVISIONS FOR LOSSES

Impairment of financial assets
First mortgage loans
Investments in group companies

Loans to group companies

Other provisions

10. FAIR VALUE NET GAIN / (LOSS)

PARAGON FINANCE PLC

2008 2007
£000 £000
904 (425)
(3,848) 156
(29,073) 12,078
(32,017) 11,809
(49) (139)
(32,066) 11,670

The fair value net gain of £1,115,000 (2007: fair value net loss £1,277,000) represents the accounting
volatility on derivative instruments which are matching risk exposure on an economic basis. Some accounting
volatility arises on these items due to accounting ineffectiveness on designated hedges, or because hedge
accounting has not been adopted or is not achievable on certain items. The gain / (loss) is primarily due to
timing differences in income recognition between the derivative instruments and the economically hedged

assets and liabilities.

11, OPERATING PROFIT, BEING PROFIT ON ORDINARY ACTIVITIES BEFORE TAXATION

Operating profit is after charging / (recharging):
Depreciation

Auditors' remuneration - audit services

Loss on disposal of fixed assets

Hire of plant and machinery

Property rents

Costs recharged to other group companies

2008
£000

815

99

522

3,140
(35,498)

2007
£000

842
107
92
499
3,400

(35,144)

Non audit fees provided to the group are disclosed in the accounts of the ﬁarent company and the exemption
from disclosure of fees payable to the Company’s auditors in respect on non-audit services in these financial

statements has been taken.
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NOTES TO THE ACCOUNTS

YEAR ENDED 30 SEPTEMBER 2008

12.

TAX ON PROFIT ON ORDINARY ACTIVITIES

a) Tax charge for the year

Current tax:
Corporation tax
Group relief

Adjustments in respect of prior years
Deferred tax (note 20):
Prior year adjustment

Origination and reversal of timing differences
Rate change

b) Factors affecting the current tax charge

Profit before tax

UK corporation tax at 29% (2007: 30%) based on the

profit for the year
Effects of:

Provisions and expenses not deductible for tax purposes

Accelerated capital allowances

Inter-group profit

Movement on short term timing differences
Adjustments in respect of prior years

Other adjustments

PARAGON FINANCE PLC

2008 2007
£000 £000
6 1,616
15,505 12,001
(4,603) (105)
10,508 13,512
464 .
752 1,995
- 253
1,216 2,248
12,124 15,760
2008 2007
£000 £000
24,417 65,047
7,081 19,514
10,187 (3,780)
33 -
- (28)
(1,252) (1,995)
(4,603) (105)
(543) (94)
10,508 13,512

The United Kingdom government has enacted provisions which reduced the standard rate of corporation tax
to 28% with effect from 1 April 2008. Therefore the standard rate of corporation tax applicable to the
Company is 29% in the year ending 30 September 2008 and will be 28% thereafter. The expected impact of
this change on the values at which deferred tax amounts are expected to crystallise was accounted for in the

year ended 30 September 2007 when the legislation was enacted.
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NOTES TO THE ACCOUNTS
YEAR ENDED 30 SEPTEMBER 2008

13.

TANGIBLE FIXED ASSETS

Cost

At 1 October 2006
Additions

Disposals

At 30 September 2007
Additions

Disposals

At 30 September 2008

Accamulated depreciation

At 1 October 2006
Charge for the year
On disposals

At 30 September 2007
Charge for the year
On disposals

At 30 September 2008

Net book value
At 30 September 2008

At 30 September 2007

PARAGON FINANCE PLC

Short leasehold Plant and

premises machinery Total
£000 £000 £000
2,336 6,543 8,879
- 924 924

- (377 (377
2,336 7,090 9,426
63 204 267

- (263) (263)
2,399 7,031 9,430
1,253 4,860 6,113
116 726 842

- (238) (238)
1,369 5,348 6,717
116 699 815

- (263) (263)
1,485 5,784 7,269
914 1,247 2,161
967 1,742 2,709

24




NOTES TO THE ACCOUNTS

YEAR ENDED 30 SEPTEMBER 2008

14,

15.

FINANCIAL ASSETS

Loans to customers (note 15}

Derivative financial assets {(note 16)

LOANS TO CUSTOMERS

PARAGON FINANCE PLC

2008 2007
£000 £000
6,215 5,116
1,484 938
7,699 6,054

Loans to customers at 30 September 2008 and 30 September 2007, which are all denominated and payable in
sterling, are first mortgages which are secured on residential property within the United Kingdom and which

are categorised as loans and receivables as defined by FRS 26.

Morigage loans have a contractual term of up to thirty years, the borrower is entitled to settle the loan at any
point and in most ¢ases such settlement does take place. All borrowers are required to make monthly payments,
except where an initial deferred period is included in the contractual terms.

Balance at 1 October 2007
Securitisations and other sales
Other movements
Repayments and redemptions
Balance at 30 September 2008

2008 2007

£000 £000
5116 10,135
- (1,634)
1,072 (3,329)
27 (56)
6,215 5,116

Other movements include primarily interest charged to customers on loans outstanding, impairment
movements on these loans and other changes in the amortised cost of the assets caused by the effective

interest rate method.
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NOTES TO THE ACCOUNTS

YEAR ENDED 30 SEPTEMBER 20608

16.

17.

DERIVATIVE FINANCIAL ASSETS AND LIABILITIES

PARAGON FINANCE PLC

All of the Company’s financial derivatives are held for economic hedging purposes, although not all may be
designated for hedge accounting in accordance with the provisions on FRS 26. The analysis of the derivatives

is shown below.

2008
Notional
amount
£000
Other derivatives

Interest rate swaps 227,646
Interest rate caps 54,796

Total recognised derivative
assets / (liabilities) 282,442

2007 2007 2007
Notional Assets Liabilities
amount
£000 £000 £000
289472 540 (614)
72,713 398 -
362,185 938 (614)

SECURITISATIONS

As part of the Group’s financing arrangements, the Company has sold portfolios of mortgages to a number of

other group companies referred to as “special purpose vehicles' or SPVs.

The SPVs have issued securities which are secured on the mortgages acquired, to finance the purchase of those
mortgages. In each case the Company has provided a subordinated loan to the issuer and met certain of its front
end expenses which will be recovered over time. In certain cases the Company has also taken a minority

shareholding or subscribed for loan stock.

The Company has entered into agreements with the SPVs under which it administers and manages the
mortgages purchased by those companies, Other than its responsibilities with regard to these arrangements and
the warranties given in the mortgage sale agreements, the Company has no commitment to repurchase the
mortgages acquired by the SPVs and has no other liability in respect thereof.
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PARAGON FINANCE PLC
NOTES TO THE ACCOUNTS
YEAR ENDED 30 SEPTEMBER 2008

18. INVESTMENTS - GROUP COMPANIES

2008 2007

£000 £000
Valuation
At 1 October 2007 155,049 104,385
Investment during the year 22,857 69,428
Disposal - -
Provisions (note 9) (3,848) 156
Repayment of loans (7,002) (18,920)
At 30 September 2008 167,056 155,049
Cost
At | October 2007 187,953 137,445
Investment during the year 22,857 69,428
Disposal _ - -
Repayment of loans (7,002) (18,920)
At 30 September 2008 203,808 187,953

The investments are loans to group companies which are not subsidiaries of the company. The investments
include subordinated loans amounting to £166,017,000 (2007: £154,074 000) and shares in subsidiaries
amounting to £15,000 (2007: £15,000).

The Company itself is a wholly-owned subsidiary and, therefore, no consolidated accounts have been prepared.

The directors consider that the value of the investments in subsidiary companies is at least equal to the amounts
at which they are stated.

19. DEBTORS

2008 2007
£000 £000

Amounts falling due within one year:
Amounts owed by parent undertaking 22,173 215,513
Amounts due from group companies 460,208 365,109
Corporation tax - 1,546 8,155
Deferred tax (note 20) 3,000 1,282
Other debtors 775 1,813
Prepayments and accrued income 16,622 17,548
504,324 609,420

The fair value of the above items are not considered to be materially different to their carrying values.

The amounts owed by parent undertaking is interest bearing and included in the amount due from group
companies is £165,860,000 (2007: £184,416,000) which is interest bearing.
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NOTES TO THE ACCOUNTS
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20.

21.

DEFERRED TAX

The movements in the net asset for deferred tax are as follows:

Balance at 1 October 2007

Loans sold to another group company
Charge to reserves

Prior year profit and loss charge
Profit and loss charge

Rate change (note 12}

Balance at 30 September 2008

The net deferred tax asset recognised is analysed as follows:

Accelerated tax depreciation
Retirement benefit obligations
Impairment and other provisions
Other timing differences

Net deferred tax asset

The balances are analysed as follows:

Deferred tax debtor
Retirement benefit liability
Net deferred tax asset

CALLED UP SHARE CAPITAL

Authorised:
208,643,146 ordinary shares of 75p each
80,909,750 non-voting shares of 1p each

Allotted:
71,262,521 ordinary shares of 75p each

PARAGON FINANCE PLC

2008 2007
£000 £000
2,223 5933
442 (442) .
2,949 (1,020)
(464) -
(752) (1,995)
- (253)
4,398 2,223
2008 2007
£000 £000
229 42
1,398 941
1,691 1,661
1,080 (421)
4,398 2,223
2008 2007
£000 £000
3,000 1,282
1,398 941
4398 2,223
2008 2007
£000 £000
156,482 156,482
- 809 809
157,291 157,291
53,447 53,447
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22, COMBINED STATEMENT OF MOVEMENT IN SHAREHOLDERS’ FUNDS AND STATEMENT OF

MOVEMENT ON RESERVES

Share Capital Profit and loss Shareholders’

account Funds

£000 £000 £000

At 1 October 2006 53,447 7,273 60,720
Profit for the financial year - 49,287 49,287
Actuarial gain on pension fund net of tax - 2,380 2,380
At 30 September 2007 53,447 58,940 112,387
Profit for the financial year - 12,293 12,293

Actuarial gain on pension fund net of tax - (7,502) (7,502)
At 30 September 2008 53,447 63,731 117,178

The cumulative amount of goodwill on acquisitions written off to reserves is £24,712,000
(2007: £24,712,000). This goodwill is included in the profit and loss account to ensure compliance with
Financial Reporting Standard 10 - ‘Goodwill and intangible assets’. The inclusion of the goodwill in the
Profit and Loss Account has of itself no effect on the distributable profits of the Company.

23, PROVISIONS FOR LIABILITIES AND CHARGES

2008 2007

£000 £000
Balance at 1 October 2007 1,567 2,312
Charged in the year (note 9) 49 139
Utilised in the year (1,072) (884)
Balance at 30 September 2008 544 1,567

The provisions comprise committed future lease costs for properties no longer occupied by the Company.
These provisions are expected to be utilised within five years.
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24, CREDITORS

Amounts falling due within one year:
Amounts due to group companies
Bank loan

Derivative financial liabilities (note 16)

Accruals and deferred income

PARAGON FINANCE PLC

2008 2007
£000 £000
554,310 416,087
] 279,889

71 614
5,529 8,630
559,910 705,220

Included in the amount due to group companies is £166,151,000 (2007: £225,608,000 ) which is interest

bearing.

The Company had a committed corporate

syndicated sterling bank facility of £280,000,000

(2007: £280,000,000), used to provide working capital for the Group. This facility fell due and was repaid in
full on 27 February 2008. At 30 September 2008 there were drawings under this facility of £nil (2007:
£280,000,000). The facility was secured by a fixed and floating charge over the assets of the Company, and

certain other group companies.
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YEAR ENDED 30 SEPTEMBER 2008

25,

RETIREMENT BENEFIT OBLIGATIONS

The Group operates a defined benefit pension scheme in the UK, which is sponsored by the Company. A full
actuarial valuation was carried out at 31 March 2007 and updated to 30 September 2008 by a qualified
independent actuary.

The liabilities of the benefit scheme are measured by discounting the best estimate of future cash flows to be
paid out by the scheme using the Projected Unit method. This amount is reflected in the asset in the balance
sheet. The Projected Unit method is an accrued benefits valuation method in which the technical provisions are
calculated based on service up until the valuation date allowing for future salary growth until the date of
retirement, withdrawal or death, as appropriate. The future service rate is then calculated as the contribution
rate required to fund the service accruing over the control period again allowing for future salary growth. Asa
result of the Plan being closed to new entrants, the service cost will increase as the members of the Plan
approach retirement. The major weighted average assumptions used by the actuary were (in nominal terms):

30 September 30 September

2008 2007
In determining net pension cost for the year
Discount rate 6.10% 5.20%
Rate of compensation increase 1.10% 3.70%
Rate of increase of pensions
in payment (accrued before 6 April 2006) 3.10% 2.70%
in payment (accrued after § April 2006) 2.50% 2.25%
in deferment 3.10% 2.70%
In determining benefit obligations
Discount rate 6.50% 6.10%
Rate of compensation increase 4.35% 4.10%
Rate of increase of pensions
in payment (accrued before 6 April 2006) 31.35% 3.10%
in payment (accrued after 5 April 2006) 2.50% 2.50%
in deferment 135% 3.10%
Further life expectancy at age 60
Pensioner {male) 30 26
Pensioner (female) 33 29
Non-retired member (male) ©31 29
Non-retired member (female) 35 32
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PARAGON FINANCE PLC

NOTES TO THE ACCOUNTS

YEAR ENDED 30 SEPTEMBER 2008

25.

RETIREMENT BENEFIT OBLIGATIONS (CONTINUED)

The assets in the Plan at 30 September 2008 and 30 September 2007 and the expected rate of return were:
At 30 September 2008 At 30 September 2007

Long term Value Long term Value
rate of rate of
return return
expected £000 expected £000
Equities 8.20% 31,487 7.70% 37,444
Bonds 6.25% 12,103 5.60% 11,710
Other 6.25% 263 0.50% 49
Total market value of assets 7.20% 43,853 1 6.30% 49,203
Present value of scheme liabilities (48,848) (45,021)
(Deficit) / surplus in the scheme {4,995) 4,182
Related deferred tax (note 20) 1,398 941
Net pension (liability) / asset {3,597) ' 5,123

The Plan assets are held in a separate trustee-administered fund to meet long-term pension liabilities to past
and present employees. The trusices of the Plan are required to act in the best interests of the Plan’s
beneficiaries. The appointment of trustees to the Plan is determined by the scheme’s trust documentation. The
Group has a policy that one third of all trustees should be nominated by active and pensioner members of the
Plan.

At 30 September 2008 the Plan assets were invested in a diversified portfolio that consisted primarily of equity
and gilt investments. The majority of the equities held by the Plan are in developed markets. The target asset
allocations for the year ending 30 September 2009 are 75% equities and 25% bonds.

In conjunction with the trustees, the Group has continued to conduct asset-liability reviews of the Plan. These
studies are used to assist the trustees and the Group to determine the optimal long-term asset allocation with
regard to the structure of liabilities within the Plan. The results of the stedies are used to assist the trustees in
managing the volatility in the underlying investment performance and risk of a significant increase in the
scheme deficit by providing information used to determine the investment strategy of the Plan.

Following the 2007 actuarial valuation, the trustees put in place a recovery plan. The trustees’ recovery plan
aims to meet the statutory funding objective within ten years and nine months from the date of valuation, i.e.
by 1 January 2018.

The rate of return expected on scheme assets is based on the current level of expected retumns on risk free
investments (primarily government bonds), the historical level of the risk premium associated with other asset
classes in which the portfolio is invested and the expectations for future returns of each asset class. The
expected return for each asset class was then weighted based on the asset allocation to develop the expected
long-term rate of return on assets assumption for the portfolio.
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NOTES TO THE ACCOUNTS
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25, RETIREMENT BENEFIT OBLIGATIONS (CONTINUED)

PARAGON FINANCE PL.C

The movement in the market value of the scheme assets during the year was as follows:

At 1 October 2007

Movement in year
Contributions by the Group
Contributions by scheme members
Benefits paid
Expected return on scheme assets
Actuarial (loss) / gain

At 30 September 2008

2008 2007
£000 £000
49,203 43,929
1,921 1,997
352 379
(782) (801)
3,597 2,818
(10,438) 881
43,853 49,203

The actual negative rate of return on scheme assets in the year ended 30 September 2008 was 13.7%

(2007: positive rate of return of 8.6%)

The movement in the present value of the scheme liabilities during the year was as follows:

At 1 October 2007
Movement in year
Current service cost
Past service costs
Contributions by scheme members
Benefits paid
Finance cost
Actuarial loss / (gain)

At 30 September 2008

2008 2007
£000 £000
45,021 43,610
1,462 1,909
- 129
352 379
(782) (801)
2,782 2,314
13 (2,519)
48,348 45,021

The most recent valuation of the scheme liabilities on a buy out basis obtained by the trustees in accordance
with section 224 of the Pensions Act 2004 was calculated at 31 March 2007, when the valuation on that basis

was £76.1m.

The sensitivity of the valuation of the scheme liabilities to the principal assumptions disclosed above at

30 September 2008 is as follows:

Assumption Increase in assumption
Discount rate 0.1%
Rate of inflation * 0.1%
Rate of salary growth 0.1%
Rates of mortality 1 year of life expectancy

Impact on scheme liabilities
Decrease by 2.7%
Increase by 2.5%
Increase by 0.9%
Increase by 1.8%

* maintaining a 1% real increase in salary growth
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25. RETIREMENT BENEFIT OBLIGATIONS (CONTINUED)

The duration of the scheme’s liabilities are shown 1n the table below:

PARAGON FINANCE PLC

Category of ntember Duration of liability Duration of liability
Years Years
2008 2007
Active members 28 29
Deferred pensioners 27 28
Current pensioners 14 13
All members 27 28

The agreed rate of employer contributions was 24.5% of gross salaries for participating employees until
30 June 2008 and 27.4% of gross salaries for participating employees thereafter. Since 1 July 2008 an

additional contribution of £500,000 per annum has been paid by monthly instalments.

The amounts charged in the income statement in respect of the pension scheme are:

Current service cost
Past service cost

Included within operating expenses
Expected return on scheme assets
Funding cost of scheme liability

Total expense recognised in profit

2008 2007
£000 £000
1,462 1,909
- 129
1,462 2,038
(3,597) (2,818)
2,782 2314
647 1,534

The actuarial losses and gains in the statement of recognised income and expenditure in respect of the pension

scheme are:

(Loss) / gain on scheme assets
(Loss) / gain on scheme liabilities

Total actuarial (loss) / gain
Tax charge thereon (note 20)

Net actuarial (loss) / gain

2008 2007
£000 £000
(10,438) 881
(13) 2,519
(10,451) 3,400
2,949 (1,020)
2,380

(7,502)
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25. RETIREMENT BENEFIT OBLIGATIONS (CONTINUED)

The cumulative value of actuarial losses charged to the Statement of Recognised Gains and Losses since
1 October 2001, is £14.8m (2007: £9.5m}:

The five year history of experience adjustments on the scheme is as shown below:

2008 2007 2006 2005 2004
£000 £000 £000 £000 £000
Fair value of scheme assets 43,853 49,203 43,929 24,493 18,353

Present value of scheme obligations (48,848)  (45,021) (43,6100  (39,096) (32,623)

(Deficit) / surplus in the scheme (4,995) 4,182 319 (14,603)  (14,288)

Experience adjustments on scheme

assets:
Amount (£000) (10,438) 881 433 2,602 265
Percentage of scheme assets (23.8)% 1.8% 1% 11% 1%
Experience adjustments on scheme
liabilities:
Amount (£000) 201 2,519 (35) - (1,670)
Percentage of scheme liabilities 0.4% 5.6% - - (5)%

In addition 10 the Group Pension Scheme, the Group operates a defined contribution (Stakeholder) pension
scheme. Contributions made by the Company to this scheme in the year ended 30 September 2008 were £0.1m
{2007: £0.1m).
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PARAGON FINANCE PLC
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26. FINANCIAL COMMITMENTS

At 30 September 2008 the Company had commitments to make anpual payments under operating leases

which expire as follows:

2008 2007
£000 £000
Plant and machinery
Within one year 33 95
Between two to five years 304 226
Land and buildings
Within one year - -
Between two and five years 304 304
Over five years 2,256 2,256
2,897 2,881

27, ULTIMATE PARENT COMPANY

The Company's immediate and ultimate parent company and ultimate controlling party is The Paragon Group
of Companies PLC, a company registered in England and Wales. Copies of the Group's financial statements
are available from that company's registered office at St Catherine's Court, Herbert Road, Solihull, West

Midlands, B91 3QE.
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