INTERNATIONAL STRUCTURED FINANCE

NEW ISSUE REPORT

Paragon Mortgages No.1 PLC,
Multi Class Mortgage-Backed FRNs
AUTHOR:
Stephen Murray
VP/Senior Analyst
(0171) 772-5341
CONTACTS:
London

Dominic Swan
Senior Vice President
(0171) 772-5354
Robbin Conner
Managing Director
(0171) 772-5356
New York

Vernessa Poole
Asset-Backed
Securities and
Collateralized Debt
Obligations
(212) 553-4796
poolev@moodys.com
Sally Cornejo
All Mortgage Related
and Fully Supported
Securities
(212) 553-4806
cornejos@moodys.com

UK – MBS

TRANSACTION IN BRIEF
Rating:
Amount:
Coupon:
Step Up Date:
Step Up Margin:
Final Maturity:
Interest Payment Dates:
Issuer:
Originator:
Servicer
Servicer of Last Resort:
Trustee:
Lead Manager:
Asset Characteristics:

Class A
Class B
Aaa
A1
£168,000,000
£17,000,000
LIBOR + 28 bps
LIBOR + 80 bps
July 2004
July 2004
56 bps
160 bps
Oct 2030
Oct 2041
15th day in July, October, January, April
Paragon Mortgages (No.1) PLC
Paragon Mortgages Limited
Paragon Finance PLC
Guardian Mortgage Services Limited
Citicorp Trustee Company Limited
JP Morgan Securities Ltd.
First residential mortgages to individuals and corporates in England, Wales and Scotland

Summary of Provisional Pool (as at 30 April 1999)
Count:
Prin. Amt:
LTV:
Loan Size:
Performance:

Loan Usage:
Interest Rate:
Concentration:

Seasoning:
Mtg. Indem. Ins:
Credit Support:

Launch Date:

3,147 residential loans
£156,686,000
Avg: 68.9%; 90-95%: 0.3%;
95-100%: 0.6%; 100+%: 0%
Avg: £49,000; Max: £500,000
Current (inc <=1 month arrears) 99.4%
Arrears: 1-3 months 0.6%; 3-6 months 0%;
6+ months 0.03%
Purchase 48.2%, Remortgage 51.8%
Paragon Variable Rate 33.2%; Capped 10%;
LIBOR-linked 1.5%; Fixed Rate 55.3%
North 2.4%; N.West 5.2%; Yorks 8.9%; EMidlands
3.7%; W.Midlands 5.9%; E.Anglia 2.8%; S.East
33.9%; S.West 8.7%; G.London 24.2%; Wales
2.9%; Scot 1.6%
1998 50%, 1999 49.9%
C.E. Heath (Lloyd’s of London) (£5,045,813 of the
portfolio is covered by MIG insurance)
First Loss Fund (2.5% of the initial balance of the
mortgages and the Pre-Funding Reserve), the
Class B Notes and Excess Spread
4 June 1999

July 1, 1999

RATING OPINION
Moody’s has assigned long-term credit ratings of Aaa to the Class A Notes and A1 to the
Class B Notes of the Issuer.
The rating of the Class A Notes is based upon an analysis of the characteristics of the mortgage pool backing the Notes, the protection the Notes receive from credit enhancement
against defaults and arrears in the mortgage pool, and the legal and structural integrity of
the issue.
The ratings of the Class B Notes are based on the above factors, and on an assessment of
the extent of their subordinate position within the structure.
The ratings of each of the Notes address the timely payment of interest, and ultimate payment of principal.

Structure
Purchase of Mortgage Loans

The Issuer used the Note proceeds:
1. To purchase a portfolio of UK residential mortgage loans originated by Paragon
Mortgages Limited (PML);
2. To make a loan to Paragon Mortgages (No.2) SA (PSA2), an insolvency remote special
purpose company incorporated in Luxembourg, which in turn purchased a further portfolio of UK residential mortgage originated by PML;
3. In funding the initial balance of the Pre-Funding Reserve, which is a reserve fund to be
used to purchase further mortgage loans up to 30 September 1999.
The Issuer utilised the proceeds of a subordinated loan from Paragon Finance PLC (PFPLC)
to meet the start-up costs and to fund the £4.6M First Loss Fund.
The mortgage loans purchased by PSA2 are mortgage loans made to corporates and the
purpose of the PSA2 loan structure is to eliminate the potential imposition of UK withholding
tax that would otherwise fall due on payments to the Issuer from corporate borrowers had it
purchased the loans directly. Borrowers are able to rely on the UK/Luxembourg double tax
treaty to remove the need to withhold on payments under the loans. Under Luxembourg
law, payments by PSA2 under the loan back into the UK to the Issuer can be made free
from withholding. Moody’s is concerned that this arrangement could be attacked on antiavoidance grounds by either the UK or Luxembourg tax authorities, but is satisfied that
these risks are sufficiently mitigated by the following:
1. Advice has been given by the transaction’s accountants that the amount of the withholding would be limited to 20% of the interest payable with respect to 15.71% (the proportion
of corporate loans in the deal) of the portfolio balance, which amounts would ultimately
be recoverable from the UK revenue by the Issuer. Accordingly, the impact of an imposition of withholding tax would be of a liquidity rather than a credit nature;
2. The same advice also confirms that, if UK withholding tax was to be imposed, the UK
Revenue would have recourse to the related borrower and not against the Issuer should
it attempt to recover amounts that should have been withheld as the obligation to withhold is an obligation of the borrower; and
3. Paragon and its advisors have discussed the arrangement with the UK tax authorities
and, whilst a definitive sign-off has not yet been achieved, it would appear that the UK
tax authorities are positive (although until formal clearance is given, borrowers remain
under an obligation to withhold).
PSA2 has created security over all its assets in favour of the Issuer as security for the repayment of the loan made to PSA2. The Issuer has also created fixed and floating security over
all its assets including the mortgage loans purchased directly by it, and its rights under the
loan made to PSA2 and the security granted to it by PSA2. Opinions in relevant jurisdictions
confirm the validity of these arrangements.
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Ownership of Issuer

The Issuer is a special purpose vehicle incorporated in England ultimately owned by The
Paragon Group of Companies PLC and SPV Management (an independent provider of services to securitised transactions). Typically, UK MBS transactions rated by Moody’s have featured an orphan SPV as issuer. The fact that the Issuer is not an orphan company introduces additional risks not typically found in UK MBS transactions:
• As a matter of UK tax law, it is possible that a subsidiary can be fixed with liabilities for
tax of another member of its group. In this case, an extensive range of undertakings provides assurance that the chance of such secondary liabilities arising is remote.
• A company organised in the UK can be wound up by a shareholders’ resolution. Whilst,
in the circumstances, there might be little advantage to be gained by a liquidator of the
Issuer’s parent company by doing this, Moody’s stress scenarios envisage such an
attempt being made. Moody’s is, however, satisfied that the combination of the non-petition covenants given by the parent companies in the Paragon group, and the share ownership structure of the Issuer, effectively eliminate this risk.
VAT Grouping

In common with other Paragon transactions rated by Moody’s (see the previous “Finance
For People” deals), but unlike the vast majority of UK MBS transactions, the Issuer is
grouped with the rest of the Paragon Group for VAT purposes. The VAT grouping means that
services or goods provided between members of the VAT group are not subject to VAT
(which would otherwise be payable on servicing fees); but, as a consequence, each member of the VAT group is jointly and severally liable for VAT liabilities of all other members of
that group. A long standing arrangement is in place to mitigate this risk:
1. A Trust Account, held in the name of Morgan Guaranty Trust Company of New York (Aa3,
Prime-1) (MGT) as trustee with National Westminster Bank Plc (Aa2, Prime-1), can be
used by any member of the VAT group to meet group VAT liabilities should PFPLC (which,
as representative member, is primarily liable for group VAT) fail to do so. PFPLC must
maintain a minimum balance in the Trust Account equal to the greater of (1) £120,000, (2)
1.2 times the actual VAT liability for the Paragon VAT Group in the last two accounting
periods, or (3) 1.2 times the sum of the estimated VAT liabilities of the Paragon VAT Group
for the current and next succeeding accounting periods.
2. If PFPLC fails to pay VAT due by it, or fails to maintain the minimum balance in the Trust
Account), the Issuer will automatically be de-grouped; on a degrouping, no new VAT liabilities will arise but any that exist remain. The VAT authority cannot prevent a company from
de-grouping, but it must be given 90 days’ prior notice.
3. If de-grouping were to occur, the administration fees payable by the issuer are in any
event expressed to be VAT inclusive.
PSA2 is not a member of the Paragon VAT Group.

Collateral
The assets backing the structure are loans to individuals and corporates located in England,
Wales, and Scotland secured by first ranking mortgages over residential properties situated
in England, Wales and Scotland. All mortgages were originated by PML.
This is the first public transaction of its kind rated by Moody’s which includes residential
loans made to corporate borrowers. These loans are in the main buy to let loans made to
“professional landlords”.
Although a number of the products in the Paragon pool (such as the self employed products and the buy to let products) are now increasingly being offered by other Prime lenders
on a greater scale, Moody’s believes that these products can be more volatile in adverse
economic environments. The pool credit quality was negatively affected by:
1. The proportion of buy-to-let mortgages (approximately 87.5%) in the pool;
2. The proportion of non-commodity products (e.g. Freshstart mortgages – 4.3%; Shared
Ownership mortgages – 2%) in the pool;
3. 64% of the loans having been made to self-employed borrowers; and
4. A degree of collateral concentration in the South East (33.9%) and in Greater London
(24.2%).
Paragon Mortgages No.1 PLC

•3

Moody’s believes that these factors are addressed by the relatively strong performance of
similar loans previously originated by PML, the low LTV’s in the pool, and by the amount of
credit enhancement present in the structure.
In addition, a small percentage of the loans (approximately 3.2% of the pool) have the benefit of Mortgage Indemnity policies provided by Lloyd’s of London through C.E.Heath. (A substantial element of this policy is re-insured on a cut through basis by highly rated entities.)
The loans covered by the MIG policy are those loans (other than Share Ownership loans,
Right-to-Buy loans and Buy-to-Let loans) with an LTV in excess of 75%.

Credit Enhancement
Investors in the Notes are protected from the effect of credit losses on the pool in a number
of ways.
Excess Spread and the MMR

The first layer of protection for investors in the Notes is the Excess Spread in the transaction
which is the difference between:
1. The income receivable by the Issuer under the mortgage loans and its other investments
and swap arrangements; and
2. The amounts of interest due by the Issuer on account of its various ongoing costs and
expenses and under the Notes and swap arrangements.
Excess Spread is to be applied by the Issuer first in increasing the First Loss Fund to the
required amount, and then in reduction of any principal deficiencies that have arisen following a principal loss on any of the loans. (Such losses are recorded on the Principal
Deficiency Ledger, which is a ledger maintained for this specific purpose.)
The transaction benefits from a Minimum Mortgage Rate (MMR) which provides some guarantee as to the amount of Excess Spread that will be available; under the MMR, the
Administrator must set the rate on the variable rate mortgages in the portfolio so as to
ensure that the weighted average interest of the portfolio taken as a whole is at least a
specified margin in excess of the Libor rate applicable to the Notes. The specified margin
starts at 1.60%, and becomes 2% after July 2004 (although there is an option for the Issuer
to borrow further amounts under the subordinated loan made by PFPLC so as to cover the
shortfall that would result absent the MMR.)
However, the credit enhancement value of the MMR, and the Excess Spread that it generates, depends on a number of factors such as relative prepayment speeds of the various
loan types in the portfolio; should the variable rate loans (including the Libor-linked loans),
which make up 34.7% of the portfolio, prepay more quickly, then the portfolio would be
dependent on an increasingly small number of variable loans generating sufficient revenue
to cover any shortfall arising with respect to other loan-types (such as fixed and capped
rate loans) in the portfolio. Moody’s has analysed the likelihood of adverse prepayment
speeds and is satisfied that the residual risk is consistent with the rating levels, especially
given that the majority of fixed and capped rate mortgage loans revert to a variable rate
after a fixed initial period of up to 5 years.
The credit enhancement value of Excess Spread also depends on the timing of principal
losses. Excess Spread is available on a “use it or lose it” basis and so, if not used to top up
the First Loss Fund or to reduce the Principal Deficiencies Ledger, it is paid back to PFPLC
via the Subordinated Loan and other profit extraction mechanisms; which might occur
before losses on the portfolio have shown through. The value of the Excess Spread was
assessed by Moody’s under a variety of adverse conditions.
First Loss Fund

The second layer of protection for investors in the Notes is the First Loss Fund (equal to
2.5% of the initial current balance of the portfolio and the Pre-Funding Reserve (see below)).
This fund is available to pay interest and senior cost obligations of the Issuer should there
be insufficient spread on the assets to meet these obligations. The fund is topped up, in priority to the elimination of any principal deficiencies on the Principal Deficiency Ledger until
all the Class A Notes are redeemed, using Excess Spread. After July 2004, the required bal-
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ance of the First Loss Fund may amortise in line with the mortgage collateral so that it
equals 5% of the current principal balance of the outstanding mortgage pool, but only if (a)
there is no debit balance on the PDL, and (b) less than 8% of the pool by principal balance
is more than 3 months’ in arrears. Moody’s believes that these are very strict tests to meet.
Principal Subordination

The third layer of protection for investors is the subordination of the principal balance of the
B Notes to the A Notes which arises by virtue of the sequential redemption of the Notes. The
Notes can redeem pro rata with the Class B Notes after 5 years but only if:
1. The ratio of Class B Notes to Class B Notes and Class A Notes is at least twice the ratio
calculated as at closing;
2. There is no debit balance on the PDL;
3. Less than 22% of the pool by principal balance is 3 or more months in arrears; and
4. Pro rata redemption would not cause the principal balance of the Class B Notes to fall
below £8.5M.
Interest/Interest Subordination

Further protection is provided via the subordination of interest due under the Notes; on each
interest payment date, all income (after paying certain senior costs and expenses) is allocated first to pay Class A interest and then Class B interest.
Interest/Principal Subordination

In addition, in certain circumstances, Class B Note interest is subordinated to payment of
principal under the Class A Notes. This occurs where outstanding principal losses and any
interest arrears on the Class A Notes (after the effect of spread) exceed the First Loss Fund
plus the Class B Note balance; in this circumstance, payment of Class B interest is subordinated to the topping-up of the First Loss Fund and to the reduction of the PDL. Class B
interest is therefore effectively subordinate to A Note interest and principal but not Class B
principal.

Liquidity
Several levels of protection are available to investors to counter the effect of temporary
shortfall in cashflows from the loans caused by delinquencies in the pool or any interruption
in the servicing functions or cash collection functions.
Principal Paying Interest

The Issuer has the ability to use principal receipts under the mortgage loans to meet its
senior expenses obligations and interest due under the Class A Notes (but not the Class B
Notes). This provides substantial protection for investors in the Class A Notes against a
gradual deterioration in the arrears performance of the portfolio. Moody’s believes, however,
that the fact that the Issuer is unable to use principal receipts to pay the Class B Notes
exposes the Class B Notes to greater liquidity risk than is common in UK MBS.
First Loss Fund

As described above, the First Loss Fund is available to cover interest shortfalls under the
Notes. The value of the liquidity support provided by the First Loss Fund is increased by the
fact that the First Loss Fund is topped-up prior to payments being made to investors in
respect of any PDL balances that may arise within the structure, and replenishment of the
First Loss Fund ranks ahead of the reduction of any outstanding Principal Deficiency Ledger.
The availability of the First Loss Fund to pay Class B Note interest is, however, limited in the
manner described in “Interest/Principal Subordination” above.
Liquidity Facility

The Issuer does not have the benefit of a separate liquidity facility. Moody’s believes that the
First Loss Fund, which is topped-up from Excess Spread before Excess Spread is applied
in reduction of the PDL, provides adequate liquidity support for the transaction.

Paragon Mortgages No.1 PLC
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Pre-Funding
Part of the proceeds of the Notes has been retained by the Issuer and will be used to purchase
further mortgage loans, and/or to make further advances under the Luxembourg Loan to allow
PSA2 to purchase further loans, on or prior to 30 September 1999. However, before further
loans can be included within the transaction in this way, Moody’s must confirm its ratings of the
Notes. Any amounts that are retained for Pre-Funding will, to the extent not applied in the purchase of further loans, be applied in redemption of the Notes on 15 October 1999, which is the
first Interest Payment Date.

Accrued Interest
The Issuer purchased all loans made to individuals which were “current” as at the closing date
at par. Loans which were not current and which are loans to individuals (ie those sold direct to
the issuer) were, however, sold at par plus the amount of all interest and arrears as at the purchase date. PSA2 purchased all loans which are loans to corporates at par the plus the amount
of all interest and arrears as at the purchase date. (Any further purchases made by the Issuer
and PSA2 using Pre-Funding proceeds will be calculated in the same way). The transaction
structure provides for this to be repaid as follows: each payment received under such a loan will
be treated as first representing the accrued interest or arrears and used to redeem the Notes.
Whilst this mechanism results in temporary under-collateralisation of the Notes, it is a term of
the transaction that, should the rate at which such interest and arrears amounts are collected fall
below Moody’s expectations, Moody’s may specify that the First Loss Fund is to be increased to
a higher amount in order to mitigate this risk.

Collections and Bank Accounts
The vast majority of payments under the Loans are collected by PML under the direct debit
scheme. All receipts in respect of the loans will be paid directly into the PML collection account,
and will be held on trust for the Issuer or PSA2 pending transfer into the transaction account of
the Issuer or PSA2 as appropriate. These transaction accounts are dedicated accounts of the
Issuer and PSA2 held with National Westminster Bank Plc (Aa2, Prime-1). Cash in the transaction accounts must be invested by PFPLC as administrator in eligible investments which meet
certain criteria, including a requirement that the investments are rated either Aaa or Prime-1
and mature prior to the next interest payment date.

Interest Rate Risk
The mortgage loans either charge interest at a variable rate set by PML (33.2% of the pool), or
by reference to 3 month LIBOR (1.54% of the pool) or at a (temporarily) fixed or capped rate
(65.3% of the pool), whereas payments under the Notes are to be calculated by reference to 3m sterling LIBOR. The MMR mechanism described above partially mitigates this risk because it
ensures that weighted average rate under the mortgage loans exceeds LIBOR under the Notes
plus the relevant margins. However, as mentioned above, the protection afforded by this mechanism is susceptible to a number of factors such as relative prepayment speeds of the various
loan types in the portfolio.
In order to further mitigate interest rate, the structure also benefits from interest rate swaps and
caps provided by Morgan Guaranty Trust Company of New York (Aa3, Prime-1) in respect of
the fixed and capped rate mortgages. The swap may require the Issuer to pay certain break
costs to the swap provider in the event that mortgages default or prepay, but payments of these
amounts is deeply subordinated.
The Issuer is also obliged to enter into suitable arrangements with respect to the hedging of further fixed rate or capped rate loans acquired subsequently via the Pre-Funding mechanism or
as a result of conversion (see below).

Conversion
The Servicer may alter the payment method between repayment and interest only and may also
convert fixed rate into floating rate mortgages and vice versa. However, there are pre-conditions
to any conversion between interest charging methods; for example, if required to maintain the
ratings on the Notes, appropriate hedging must be in place.
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Further Advances
The Issuer may use principal receipts from the mortgage portfolio to make further advances
to the mortgage borrowers, but the cumulative amount of further advances is subject to a
cap of £20m, and is also conditional on the Issuer’s continued compliance with various contractual restrictions contained in the transaction documents. In addition, if Moody’s indicates
to the Issuer that the making of additional Further Advances will result in a downgrade of
the Notes, then, unless the First Loss Fund is increased to a level such that Moody’s confirms the ratings of the Notes will not be downgraded if additional Further Advances were to
be made, the Issuer will no longer be entitled to make Further Advances.

Servicing
PFPLC is the servicer for the transaction. PFPLC currently employs approximately 365 staff
in originating and administering a mortgage portfolio of approximately £1.1 bn for the
Paragon Group and associated securitisation vehicles. Paragon also has entered the consumer loan business in 1997 and administers a £368m portfolio. Moody’s believes that
Paragon has a well developed servicing business with a track record of successful collections and arrears management in the United Kingdom.
Guardian Mortgage Services Limited (GMS), a wholly owned subsidiary of Guardian Royal
Exchange PLC (A1, Prime-1), is the servicer of last resort. In the event that PFPLC is no
longer servicing the portfolio, GMS will, if a successor has not been located, assume the
responsibility of servicing the mortgage portfolio.

Paragon Mortgages No.1 PLC
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© Copyright 1999 by Moody’s Investors Service, Inc., 99 Church Street, New York, New York 10007.
All rights reserved. ALL INFORMATION CONTAINED HEREIN IS COPYRIGHTED IN THE NAME OF MOODY’S INVESTORS SERVICE, INC. (“MOODY’S”), AND NONE OF SUCH INFORMATION MAY BE
COPIED OR OTHERWISE REPRODUCED, REPACKAGED, FURTHER TRANSMITTED, TRANSFERRED, DISSEMINATED, REDISTRIBUTED OR RESOLD, OR STORED FOR SUBSEQUENT USE FOR ANY
SUCH PURPOSE, IN WHOLE OR IN PART, IN ANY FORM OR MANNER OR BY ANY MEANS WHATSOEVER, BY ANY PERSON WITHOUT MOODY’S PRIOR WRITTEN CONSENT. All information contained
herein is obtained by MOODY’S from sources believed by it to be accurate and reliable. Because of the possibility of human or mechanical error as well as other factors, however, such information is provided
“as is” without warranty of any kind and MOODY’S, in particular, makes no representation or warranty, express or implied, as to the accuracy, timeliness, completeness, merchantability or fitness for any particular purpose of any such information. Under no circumstances shall MOODY’S have any liability to any person or entity for (a) any loss or damage in whole or in part caused by, resulting from, or relating to, any
error (negligent or otherwise) or other circumstance or contingency within or outside the control of MOODY’S or any of its directors, officers, employees or agents in connection with the procurement, collection,
compilation, analysis, interpretation, communication, publication or delivery of any such information, or (b) any direct, indirect, special, consequential, compensatory or incidental damages whatsoever (including
without limitation, lost profits), even if MOODY’S is advised in advance of the possibility of such damages, resulting from the use of or inability to use, any such information. The credit ratings, if any, constituting
part of the information contained herein are, and must be construed solely as, statements of opinion and not statements of fact or recommendations to purchase, sell or hold any securities. NO WARRANTY,
EXPRESS OR IMPLIED, AS TO THE ACCURACY, TIMELINESS, COMPLETENESS, MERCHANTABILITY OR FITNESS FOR ANY PARTICULAR PURPOSE OF ANY SUCH RATING OR OTHER OPINION OR
INFORMATION IS GIVEN OR MADE BY MOODY’S IN ANY FORM OR MANNER WHATSOEVER. Each rating or other opinion must be weighed solely as one factor in any investment decision made by or on
behalf of any user of the information contained herein, and each such user must accordingly make its own study and evaluation of each security and of each issuer and guarantor of, and each
provider of credit support for, each security that it may consider purchasing, holding or selling. Pursuant to Section 17(b) of the Securities Act of 1933, MOODY’S hereby discloses that most issuers
of debt securities (including corporate and municipal bonds, debentures, notes and commercial paper) and preferred stock rated by MOODY’S have, prior to assignment of any rating, agreed to
pay to MOODY’S for appraisal and rating services rendered by it fees ranging from $1,000 to $1,500,000.

8•

Paragon Mortgages No.1 PLC

