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Key THEMES

Housing cycles to the fore internationally...

. Housing market cycles have played a pivotal role in the trajectory of many
developed economies since the start of the decade. Amid low interest rates, growing
economies and increasing financial innovation, house prices and residential
construction activity expanded rapidly over a sustained period of time. More recently,
weakening housing markets have had a profound impact on the performance of
equities with a significant exposure to real estate. For example, the share prices of
US homebuilders have fallen by 50% in the year to date in response to a slowing US
residential sector, while closer to home, the ISEQ, which has a ¢.60% exposure to
construction and financials, has fallen by 30% from the peak levels reached earlier
in the year. With the recent financial market problems sourced in the sub-prime
market and housing markets at close to cyclical peaks in many economies around
the world, this issue is likely to remain to the forefront of investors and policymakers’
attention.

...with residential investment to impact directly

. The most direct channel by which housing markets can affect economic activity is
through residential construction. The Irish economy has been a major beneficiary of
the boom in residential construction since the start of the decade, which has seen
housebuilding account for almost 25% of GNP growth over the period. While activity
has expanded steadily in both the UK and the US over the same time period,
housebuilding has only accounted for 7% of economic growth in these two
economies. As a result, Ireland has become over three times more dependent on
the residential sector than the UK and more than twice as exposed as the US.

Quicker construction industry response in Ireland...

. Residential construction has slowed rapidly in the US over recent quarters. Housing
starts have fallen by 31% from their peak and this performance could weaken further
on the basis of recent trends. This sector has started to drag from growth as a result.
However, the pull-back in building intentions in Ireland has been faster and more
pronounced. By the same stage in the slowdown in the Irish market, we estimate
that new housing starts could be down by as much as 50% from their peak.

...which will depress 2008 GDP estimates...

*  Arebalancing of the economy away from residential construction is an event that
was inevitable. The timing and extent of the downturn was dependent on a number
of factors including interest rates, migratory patterns, government policy and, most
importantly, confidence. Construction sentiment has continued to deteriorate of late,
hitting a five-year low in October. We believe that this is reflective of the fact that the
all-important Autumn selling season has been disappointing. Our industry contacts
have confirmed that while viewings for launches have been quite good, there has
been a noticeably lower appetite to transact. Along with the high number of unsold
second-hand houses for sale in the market, we think this will manifest itself in lower
house completions in 2008. We have revised our forecast for house completions for
2008 downwards to 50,000 units (60,000 previously). The 33% decline in housing
output next year is expected to knock as much as 3.5% off GDP growth.

. Unsurprisingly, lower housing output is, yet again, the primary reason for the
downward revision to our GDP forecast for 2008. However, on the back of lower
employment growth estimates, we expect consumption growth to fall back to 3%
next year, down from 6.5% in 2007. Net trade is expected to contribute to growth
again in 2008. As a result, we expect both GDP and GNP to expand by 2.5% next
year, down from our previous estimate of ¢.3%. While such a growth rate would
represent the lowest outturn for some years, it must be considered as satisfactory in
a year when one sector alone is expected to knock over 3% from growth.
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...but drag will not linger into 2009

. Given the speed at which housing output has contracted, the effects of the
rebalancing of the economy are not expected to linger. We have rolled out our
forecasts for 2009, (for the first time), in this report. Despite the fact that we have
pencilled in an unchanged forecast for housing output in 2009, the absence of a
drag from this sector means that investment can return to growth once again. We
believe there will be lagged effects of the suspected higher unemployment rates and
slower employment growth into 2009, consistent with previous episodes of slower
consumption growth. Therefore, a rather conservative estimate of 2% growth in
consumer expenditures is expected in that year. Slowing domestic demand will have
the effect of curtailing growth in imports and while export growth is also expected to
ease, net exports should make a further contribution to economic growth. All in all,
we are anticipating that GDP will expand by 3% in 2009.

Stock of homes for sale stands at 12 months’ supply...

. It has been suggested that the sharp decline in housing commencements has
forestalled a run-up in the stock of unsold homes, a la the situation in the US. This
is confusing cause with effect. The construction industry has responded to an
increase in the housing stock and a slowdown in liquidity in the market by cutting
future supply intentions. While no official data are available in Ireland, we estimate
that the supply of second-hand units for sale may account to as much as 12 months’
supply. This compares to a current level of ten months in the US and a long-term
average of seven months.

...but some regions are more affected than others

. This national figure disguises some important regional differences. According to the
data from Daft.ie, one in fifteen properties is currently on the market in both Cavan
and Roscommon, for example. A majority of the regions at the top of the list in terms
of properties currently for sale also came out as regions with a significant number of
vacant premises in the Census. Correlating the two of these with housebuilding
trends over the past number of years indicate that housing oversupply issues are
concentrated in some regions around the country. Interestingly, Dublin, the key
economic centre of the country comes in at the very bottom of the list in terms of
houses for sale, vacant homes and house building per head of population.

House price adjustment ongoing

. According to the official data from the permanent tsb/ESRI index, monthly house
price readings began to turn negative in March of this year. Since that time, monthly
house price readings have continued to be in negative territory and have thus
dragged the annual reading to below zero for the first time since the index began.
However, the house price adjustment has, thus far, been modest, according to the
index at least. We think house price declines have been of a more marked nature in
reality.

. Three reasons can be cited for this discrepancy. Firstly, the data are reflective of
prices at the mortgage payment stage of the house-buying process. This can be
some 3-4 months after a sales price is agreed, and, in a slower market, this lag could
get extended further. Therefore, there is a significant lag between market prices and
the official house price data. Secondly, the type of properties in the ptsb database
may be concentrated towards the lower price range in the market. While recognising
the fact that the ptsb data takes account of the different characteristics of the house,
the average price in the country is well below the estimates contained in the dataset
from the Department of the Environment. Finally, price incentives, which have
become common for new scheme developments, would not get reflected in the data.
All things considered we expect a 13% cumulative decline from the peak in house
prices. While a further 8% price decline is forecast for 2008, after a 5% decline this
year on the basis of the ptsb data, we believe a proportion of these declines have
already taken place on the ground, given the inherent lag in the index. Given the
regional supply issues, these movements will not be uniform across the country.
Further, it has become clear that prices at the higher end of the market will be most
affected. However, this adjustment will help rental yields and affordability return to
more normal levels. Nevertheless, prices are only returning to levels reached at the
end of 2005.
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Cyclical peak for housing not exclusive to Ireland

*  We have delved into the housing market trends of the UK and the US in this note.
All of the three markets analysed exhibit signs of being at, or just past, their cyclical
peaks. To be sure, construction output has already fallen substantially in the US and
Ireland. Given the current low levels of UK output, we do not expect a housing
slowdown to influence the wider UK economy in the same way. However, a housing
slowdown can feed through to the economy through different channels. The
increase in equity withdrawal in the UK and the US has undoubtedly played a part
in boosting consumption growth over recent years. We do not believe this has been
the case in lIreland. Instead, we believe that consumption growth has been
underpinned by the twin dynamics of rising incomes and increasing employment
levels. Although consumption will be impacted by the knock-on implications of a
decline in housing-related jobs, we are comfortable that any wealth effect will be
negligible, if any exists.

. Another more comforting conclusion of our analysis of the three housing markets is
that the quality of debt-holders is greater in Ireland, with sub-prime lending only
accounting for a miniscule 2% of gross new lending, relative to a fifth in the US and
8-9% in the UK.

Government policy can dramatically affect outcome

. Government policy can dramatically impact confidence and activity levels in the
property market. Faced with falling house prices, easing construction activity and
most importantly, rock-bottom confidence levels, Minister for Finance Charlie
McCreevy, in Budget 2002, decided to row back on previously announced changes
introduced to reduce the amount of investor activity in the market. This intervention
worked, and activity began to increase once more relatively quickly. While the
situation is different this time around, and, indeed, a slowdown in the sector is
desirable given the economy’s overdependence on housing, there is also an
argument to believe that the slowdown should be managed to forestall any
significant impact on employment levels.

. On the basis of our analysis, rising unsold stock levels have forced builders into
cutting back supply plans rapidly. This is not only a function of very high levels of
supply in recent years, but also a function of a reduced level of liquidity. Therefore,
any efforts to improve liquidity in the market must be encouraged. We pointed out
last year that the time for reform of stamp duty was when activity has slowed
significantly. In this light, exceptionally weak transaction activity provides the
opportunity for the Government to reform the stamp duty regime. While we do not
believe that stamp duty has been an issue which has caused the recent slowdown,
it is the most potent tool at the disposal of the Government to kick-start the market.
We do not believe the rates themselves are an issue, but do believe, at a minimum,
that the regime could be changed to allow the different rates of tax to be levied in
the incremental amount over and above the bands and not on the full amount of the
purchase price as is currently the case.




€= Goodbody Stockbrokers HOUSING: AN INTERNATIONAL PERSPECTIVE

Contents
Page
Housing — An international perspective 7
Implications for the Irish economy 9
Overall Macro forecasts 14

Economic performance and the contribution from housebuilding 15

Recent Trends in Housebuilding & Stock Levels 19
House Prices 25
Mortgage Debt Levels 29

The other side of the household balance sheet - household wealth 30

Mortgage Market Breakdown 32

Financial Innovation 37




€= Goodbody Stockbrokers HOUSING: AN INTERNATIONAL PERSPECTIVE

IRELAND AT A GLANCE

2004 2005 2006 2007F 2008F 2009F
Growth Components
Consumption 4.1% 7.3% 5.7% 6.5% 3.0% 2.0%
Government 1.5% 4.0% 5.3% 5.4% 4.5% 4.4%
Investment 6.9% 11.8% 3.1% 2.5% -7.0% 3.0%
Domestic Demand 4.5% 8.1% 4.9% 5.1% 0.4% 2.7%
Exports 7.3% 5.2% 4.4% 7.0% 5.3% 4.0%
Imports 8.5% 7.7% 4.4% 5.5% 3.7% 3.3%
GDP 4.3% 5.9% 5.7% 4.9% 2.5% 3.0%
GNP 3.7% 4.9% 6.5% 4.5% 2.5% 3.0%
Housing Statistics
Completions 76,954 86,189 88,419 75,000 50,000 50,000
Average House Price (€k) 254,215 277,852 310,632 295,100 271,492 279,637
Average House Price Inflation 8.6% 9.3% 11.8% -5.0% -8.0% 3.0%
Mortgage Credit Growth 27.2% 26.0% 25.6% 12.7% 7.7% 6.3%
Prices
Consumer Price Inflation 2.2% 2.4% 3.9% 4.8% 2.8% 2.3%
Wage Inflation (GBS) 9.4% 6.1% 5.1% 4.8% 4.7% 3.9%
Fiscal
Exchequer Balance 33 -908 2,265 -1,269 -4,812 -6,245
Exchequer Balance / GNP 0.0% -0.7% 1.5% -0.8% -2.8% -3.5%
General Government Balance 2117.0 497.0 3977.6 1355.7 -2808.3 -4144.2
GGB / GDP 1.4% 0.3% 2.3% 0.7% -1.4% -2.0%
Consumer Profile
Real Household Disp. Income 3.9% 6.6% 3.3% 0.8% 0.1% 2.4%
Employment Growth (end year) 3.6% 4.6% 4.3% 2.7% 0.2% 1.2%
Unemployment Rate (end-year) 4.3% 4.4% 4.1% 4.9% 6.1% 6.1%
Debt/Disp. Income 119% 138% 145% 155% 160% 160%
Interest Rates (At year end)
ECB 2.00% 2.25% 3.50% 4.00% 4.00% 3.50%
BoE 4.75% 4.50% 5.00% 5.75% 4.75% 4.25%
Fed 2.00% 4.25% 5.25% 4.50% 3.75% 3.50%
Trade
Current Account (€m) -497 -5,691 -7,271 -6,531 -4,879 -4,552
CA as a % of GNP -0.4% -4.2% -4.9% -4.0% -2.9% -2.5%

Exchange Rates (Average for the year)

€/$ 1.24 1.25 1.26 1.37 1.48 1.45
€/£ 0.68 0.68 0.68 0.68 0.70 0.70
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HOUSING — AN INTERNATIONAL PERSPECTIVE

No other issue has dominated both the economic and investment climate in 2007 quite
like the housing market. Problems in the US sub-prime mortgage market have already
sent shudders around global financial markets, but there are risks of a broader weakness
in this asset class having an effect on a number of developed economies. Indeed,
weakness in the residential construction sector in Ireland this year has been the major
factor in share price weakness within the ISEQ.

Interest rate movements a key similarity between economies...
In this note, we aim to compare and contrast the housing markets of the US, the UK and
Ireland. There are some interesting similarities, but there are also important differences
to be pointed out. We believe the similarities stem from the synchronised nature of
interest rate cycles over the period since the beginning of the decade. While differing in
scale and duration, interest rates were cut aggressively in all three regions in response
to the global slowdown in 2001/2002. A rather loose monetary setting was maintained
thereafter for significantly longer than previous episodes, thus sowing the seeds of the
subsequent housing market boom.

...with Irish experience part of a broader structural change
Without doubt, the experience of the Irish housing market stands out above all others in
terms of increases in output and prices. In truth, the comparisons found in this report may
appear worrying at first glance. However, it must also be remembered that the Irish
economy has experienced unprecedented structural changes over this time period, not
least the entry to a more stable, and significantly lower, interest rate environment. For
example, the population increased by 18% over the past ten years, while output in the
economy has grown by 180%. Over the same period, the US and UK populations
increased by 11% and 4%, respectively, while output has increased c¢.70% in both
economies.

Stimulative interest rates have negative side effects

For Ireland, the clearly inappropriate interest rate settings, while acting as a stimulus to
superior economic growth rates, have come at a cost. Imbalances have built in the
economy, and these will have to revert to some sort of normality over the course of the
next few years. We commented at the time of the release of our previous Irish Economic
Commentary at the beginning of August that this was a necessary event. The speed of
this adjustment has now been put into question, given the continued anaemic nature of
the property market. The construction industry has responded surprisingly rapidly. On our
estimates, output could fall by up over 40% over a two year time horizon.

Construction industry response to rising stock increases has
been a rational one

It has been suggested by some that this has forestalled an increase in stock in the
market. This is confusing cause with effect. Stock management is a key process in most
industries. The construction industry is no different. With the liquidity in the market
slowing significantly, stock levels have built up. We estimate that this situation could now
be worse than that of the US, where ten months of supply of second-hand homes are
currently on the market. In Ireland, we estimate that there is currently twelve months'
supply of second-hand homes for sale. At current transaction rates, it would take some
time for this stock to be reduced to more normal levels, and will also lead to further
declines in average house prices. This is our core scenario at this stage.

Housing playing a key role in
equity weakness

A synchronised interest rate
environment

Irish performance part of a
wider structural change

Rebalancing is occurring
quicker than originally
expected

Stock issues may take some
time to play out given the
depressed transaction levels
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Government policy could dramatically affect trajectory of the
market

We have seen previously that policy decisions can have a dramatic influence on
confidence and activity levels in the property market. This was certainly the case when
the Department of Finance decided to abolish measures enacted as a result of the Bacon
Report, which aimed to reduce investor participation in the property market in 2001.
Faced with falling house prices, easing construction activity and most importantly, rock-
bottom confidence levels, Minister for Finance Charlie McCreevy gave the market a kick-
start in Budget 2002, by rowing back on the previously announced changes. It worked,
and activity began to increase once more. While the situation is different this time around,
and, indeed, a slowdown in the sector is desirable, there is also an argument to believe
that the slowdown should be managed to forestall any significant impact on employment
levels, as is likely to be the case next year.

Any efforts to improve liquidity in the market must be encouraged. In this light,
exceptionally weak transaction activity provides the opportunity for the Government to
reform the stamp duty regime. While we do not believe that stamp duty has been an issue
which has caused the recent slowdown, it is the most obvious tool at the disposal of the
Government to kickstart the market. We do not believe the rates themselves are an issue,
but do believe that the regime could be changed to allow the different rates of tax to be
levied in the incremental amount over and above the bands. The current regime creates
an unnecessary barrier between prices.

In what follows, we firstly detail the main conclusions of our analysis on the outlook for

the Irish economy. We then provide a compare and contrast approach to housing markets
in the UK, US and Ireland.

Key housing market projections

Budget 2002 gave a fillip to the
propert market at the time

Is it the opportune time to
reform stamp duty?

2004 2005 2006 2007 2008 2009
House completions 76,954 86,189 88,419 75,000 50,000 50,000
Average house price (€) 254,215 277,852 310,632 295,100 271,492 279,637
Price inflation (% YoY) 8.6% 9.3% 11.8% -5.0% -8.0% 3.0%
Gross mortgage lending (€m) n/a 34,115 39,873 35,260 32,785 33,545
Mortgage credit growth 27.2% 26.0% 25.6% 12.7% 7.7% 6.3%
Affordability index* 26% 27% 33% 35% 31% 29%
Gross rental yield 3.7% 3.6% 3.4% 4.0% 4.6% 4.6%

*Series which measures the servicing cost (as a % of disposable income) for average working couple
Source: Goodbody estimates, Central Bank, CSO, IBF, ptsb/ESRI
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IMPLICATIONS FOR THE IRISH ECONOMY

A “compare and contrast” approach to the analysis of the housing market situation in the
US, UK and Ireland allows us to better understand the situation that the three economies
find themselves in at the present time. It is clear that all three housing markets are very
close to their cyclical peaks in terms of prices, while the US and Irish markets have
already passed their peaks in terms of construction activity. How this process evolves will
be crucial to the development of all economies over the next few years. This is especially
true in Ireland, where we have shown that the residential construction sector has
accounted for almost a quarter of growth since the beginning of the decade.

Housebuilding

While we suspected at the beginning of the year that construction activity had passed its
peak in 2006, the scale of the slowdown in new housebuilding starts (which would get
reflected in the completions data in 2008) has taken us by surprise. For the third time this
year, we are adjusting our house completions forecasts downwards in reflection of:

. We have consistently stated that the Autumn selling season would prove crucial for
the prospects of the Irish housing market. The success or otherwise of launches of
housing schemes in this period would determine how sustainable current price
levels are and, more importantly, have a large influence on the output plans as we
go into 2008. While some scheme launches have been a success, our industry
contacts suggest that while viewings have been quite good, the level of sales has
come in below expectations.

. Recent housing registrations and commencements data reveal that housing starts
have taken a further downleg since the last time we adjusted our forecasts at the
end of July. According to the commencements data, housing starts fell by 46% in the
three months to August. The registrations data reveal an even more marked decline,
with the numbers down by 59% yoy in the three months to October.

. Based on our analysis, it is clear that the stock of houses currently for sale on the
market remains unreasonably high relative to the US experience, at least over the
last 25 years. In an environment of low levels of liquidity, it would be prudent for
developers to hold off on the commencement of new projects until current stocks are
offloaded.

Taking all of these factors into account, we have adjusted our housing completions
forecast down to 50,000 units for 2008, while we are leaving our 2007 forecast
unchanged at 75,000. For 2009, we are pencilling in a flat outturn. Beyond this, we
expect housebuilding to increase towards 60,000 as we go into the next decade.

While we still expect non-residential construction to remain resilient, mainly underpinned
by the spending under the National Development Plan (NDP), this will be insufficient to
halt a contraction in the construction industry overall. In terms of the impact on our
economic forecasts, we have pulled down our estimate for gross fixed capital formation
in 2008. After growth of 2.5% this year, we expect investment to decline by 7% in 2008.
However, as most of the drag from lower housebuilding occurs in 2008, we expect
investment to grow once again in 2009.

Housing markets to play a key
role in economic
developments...

...especially in Ireland...

...where we have adjusted our
output forecasts downwards
for the third time this year...

...and now expect 50,000 units

to be completed in 2008...

...while non-residential
construction will continue to
grow
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Forward looking indicators pointing to a slowdown in '08
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House prices down 4% in the year to date...

On the basis of the permanant tsb / ESRI index, annual house price inflation turned
negative for the first time (the index began in 1997) in July 2007. Since the beginning of
the year prices have fallen by almost 4% nationally. However, even allowing for these
declines, our analysis shows that houses are not selling at a fast enough rate to halt the
increase in the stock of unsold homes. Furthermore, it is important to remember that
these data are lagged by approximately three months, due to the fact that the price is
calculated at the mortgage transaction stage. In fact, in a slower market, the lag could
even be somewhat longer as the chain is broken and the transaction delayed. Recent
evidence on asking prices indicates that prices have continued to ease, and this will be
reflected in continuing month-on-month declines in the official house price index as we go
into 2008.

...but further declines are likely...

But where will we reach an equilibrium? Many econometric models have been produced
which have come up with conflicting results on the scale of overvaluation in Irish house
prices. However, these models often exclude some important explanatory variables that
are exclusive to a particular market (e.g. property tax incentives). House price
overvaluation can also often persist for much longer than expected.

...as rental yields adjust

For forecasting economic variables on a two-year time horizon, these models do not,
therefore, provide much use to us. We have commented before about the importance of
investors in the Irish housing market (roughly 25% of the volume of mortgage
transactions). These are the most mobile element of demand and can thus determine the
direction of house prices to a large degree if they do not enter it at the same rate or
indeed decide to exit the market entirely. In our report on rental yields (see Not as bad as
we thought, 19 September 2007), we estimated that the current rental yield on residential
property in Ireland stands at 3.8%. However, with average funding costs 1% above this
level and house prices actually falling, there is little incentive for the investor to get
involved in a property investment based on financial fundamentals. The average
residential rental yield in the UK is currently estimated at 5%, but has begun to increase
in the most recent three months. However, it must be remembered that funding costs are
more than 1.5% higher in the UK than in Ireland, so the difference in the yields is justified.

Housing starts down
significantly

Prices down 4% since the
beginning of the year

Econometric models little use
for short-term forecasting

Rental yields have further to
climb...

10
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Increasing rents increase incentive to buy

A similar trade-off between buying or renting is also apparent for first-time buyers. The
decision to buy is determined by the cost of the transaction (mortgage rate), as is the cost
of renting (rental yield). When the rental yield matches the funding cost (albeit allowing
for a 100% LTV mortgage), the household should be indifferent between renting and
buying. Given the Irish affinity with owner-occupation, this should happen well before
funding costs match the cost of renting. However, the marginal buyer is the investor in our
view, and in this regard, while some investors have sufficient equity to allow them to avoid
looking for 100% finance (and, indeed, wouldn’t be given access to it), the risk/reward
trade-off of investing in the Irish property market is still tilted towards staying out of the
market until rental yields adjust further from their current levels and capital values
stabilise. The former process is ongoing at the current time.

Rental yield adjustment has further to go
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Psychological forces also at play

While we recognise that property markets are very much affected by confidence levels
and in this regard a cut in interest rates will help in the second half of 2008, this theoretical
framework, we think, explains the dynamics of the financial decision of price movements
quite well. If interest rates were to fall quicker than we expect, confidence could well halt
the decline in prices faster than we currently anticipate.

As can be seen on the next page, affordability will also be allowed to return to more
normal levels as a result of the cumulative fall in house prices. Our affordability index
measures the proportion of income spent by an average working couple on servicing a
25-year mortgage with a 90% LTV. We estimate that this index peaked in the second
quarter of 2007 at c.36% and has now started to improve. Affordability is set to improve
further over the next two years as house prices continue to adjust. This, in effect, is a
healthy adjustment.

...as the risk-reward trade-off
adjusts

Expectations to play a crucial
role

11
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Mortgage payments as a % of disposable income
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Mortgage market

Mortgage lending growth has slowed steadily since the beginning of the year, falling by
approximately 1% per month to stand at 16% yoy in September. This slowdown is
reflective of the fall in new mortgage lending witnessed over the course of the past twelve
months. According to the Irish Banking Federation (IBF) data, the value of mortgage
lending fell by 11% in the first half of the year, with particularly large declines seen in the
trading-up, investor and top-up components. We expect similar weakness to be contained
in the H2 data, when it is released.

Gross lending has, so far, been in line with our expectations. However, the level of
redemptions has been lower than we originally thought, leading to net lending growth
readings coming in slightly higher than anticipated. We are, therefore, increasing our end-
2007 net lending forecasts by approximately 1% to 12.7%.

Net mortgage lending growth of 8% expected in 2008

As a result of our lower forecasts for gross lending in 2008, net lending is still expected
to slow to below 8% by the end of 2008. Stemming from a stabilisation in activity in 2009,
net mortgage lending growth is expected to slow only modestly in that year (to 6.3%).
This would represent the lowest rate of growth in mortgage lending that we have on
record. We have presented detailed estimates on the categories of mortgage lending as
well as the feed-through to net lending estimates below.

Net mortgage lending

2006 2007f 2008f 2009f
Mortgage balance at start of year 94,259 110,603 123,307 136,519
Gross lending (FTB, mover, investor) 27,766 23,639 20,663 20,843
Churn (Top-ups & Re-mortgage) 12,106 11,621 12,122 12,702
Gross lending 39,873 35,260 32,785 33,545
Repayments - 15,541 - 17,556 - 19,573 - 22,019
Reclassifications - 400 - - -
Securitisations - 7,988 - 5,000 - -
Closing mortgage book 110,203 123,307 136,519 148,045
Outstanding securitisations 12,685 15,671 13,184 11,058
Total outstanding mortgages 123,288 138,978 149,703 159,103
Net mortgage lending growth* 24.2% 12.7% 7.7% 6.3%

*Some reclassifications are made by the Central Bank occasionally

Mortgage lending growth
slowing by 1% per month...

...although redemptions have

been slower than anticipated

Net lending expected to
moderate further in 2008 &
2009
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Mortgage growth forecasts

2005 2006 2007f 2008f 2009f
FTB Volume 37,879 37,064 32,855 30,884 31,810
Growth -2.2% -11.4% -6.0% 3.0%
FTB Loan (€) 203,728 227,957 235,187 225,780 225,780
Growth 11.9% 3.2% -4.0% 0.0%
FTB Value (€m) 7,717 8,449 7,727 6,973 7,182
Growth 9.5% -8.5% -5.0% 3.0%
Mover Volume 46,760 45,585 36,147 32,533 32,533
Growth -2.5% -20.7% -10.0% 0.0%
Mover Loan (€) 221,557 249,380 261,111 250,667 253,173
Growth 12.6% 4.7% -4.0% 1.0%
Mover Value (€m) 10,360 11,368 9,438 8,155 8,236
Growth 9.7% -17.0% -13.6% 1.0%
RIPS Volume 25,856 28,141 21,980 19,782 19,387
Growth 8.8% -21.9% -10.0% -2.0%
RIPS Loan (€) 243,000 282,506 294,524 279,797 279,797
Growth 16.3% 4.3% -5.0% 0.0%
RIPS Value (€m) 6,283 7,950 6,474 5,535 5,424
Growth 26.5% -18.6% -14.5% -2.0%
Re-mortgage Volume 25,944 26,565 24,902 25,649 26,419
Growth 2.4% -6.3% 3.0% 3.0%
Re-mortgage Loan (€) 194,187 228,383 264,174 272,100 280,263
Growth 17.6% 15.7% 3.0% 3.0%
Re-mortgage Value (€m) 5,038 6,067 6,578 6,979 7,404
Growth 20.4% 8.4% 6.1% 6.1%
Top-up Volume 64,821 66,598 50,799 50,799 51,307
Growth 2.7% -23.7% 0.0% 1.0%
Top-up Loan (€) 72,770 90,678 99,256 101,241 103,266
Growth 24.6% 9.5% 2.0% 2.0%
Top-up Value (€Em) 4,717 6,039 5,042 5,143 5,298
Growth 28.0% -16.5% 2.0% 3.0%
Total Volume 201,260 203,953 166,684 159,647 161,455
Growth 1.3% -18.3% -4.2% 1.1%
Average Loan size (€) 169,507 195,501 211,538 205,359 207,768
Growth 15.3% 8.2% -2.9% 1.2%
Total Gross lending (€m) 34,115 39,873 35,260 32,785 33,545
Growth 16.9% -11.6% -7.0% 2.3%

Source: IBF, Goodbody forecasts
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OVERALL MACRO FORECASTS

The trajectory of the housing market will have a significant bearing on the performance
of the wider economy over the next two years. Given its rising importance over recent
years, the steep decline in housebuilding over the next two years will knock as much as
c.3.5% off GDP growth in 2008. Thus, this is the major influence, yet again, of the
downward revision to our forecasts for economic growth. Continuing growth in non-
residential construction will be able to take up the construction sector growth baton
somewhat, but this will not be sufficient to halt a decline in output from the sector overall
over the next two years. As far as investment overall is concerned, we are expecting a
decline of 7% in 2008.

Investment can return to growth in 2009

However, as we roll into 2009, the correction in the housing market will be largely played
out, so, despite the fact that we see no growth in the residential arena in that year, the
absence of the drag will mean that overall investment will rebound. This is aided by
continuing growth in machinery and equipment investment. Investment growth of 3% is
expected in 2009.

Consumer spending to moderate as employment growth eases

On the back of lowered expectations for the labour market (only modest employment
growth now expected in 2008), we have also pulled back our forecast for consumption
growth next year. This is also influenced by the recent deteriorating consumer confidence
readings. Consumption spending is expected to increase by a healthy 6.5% this year, but
this is expected to slow to 3.0% in 2008. With a rising unemployment rate into 2009,
lagged effects on consumption may be realised in that year. While forecasts are still
subject to a great deal of uncertainty at this stage, we believe that consumption growth
may grow by a modest 2% in that year.

Government unlikely to drag further from growth

Tax revenue growth, going forward, will not be as buoyant as in recent years. However,
with domestic demand slowing markedly, we believe that the Government will be loath to
exert any further downward pressure on growth by cutting spending plans aggressively.
Therefore, Government spending is expected to continue to grow at a rate of between
4%-5% over the forecast horizon, providing a constant contribution to overall economic
growth.

Net exports set to contribute to growth

Despite slowing global growth momentum, net exports are expected to contribute to
growth over the next two years. We do anticipate that export growth will slow, but this will
be offset be a more marked slowdown in import growth as a result of slowing domestic
demand.

Growth of 2.5% expected in 2008, but rebound to 3% likely in 2009
The slowdown in residential construction will hamper growth prospects in the Irish
economy in the short-term. However, given the speed of this correction, much of the
damage will be done in a short period of time. On the back of the reductions to our
forecasts, we now expect GDP and GNP to grow by 2.5% in 2008, before growth of 3%
in 2009. While such an outturn would be the lowest for some time in Ireland, it would still
compare favourably with the rest of the euro-area. Given that one large sector is expected
to see output decline by over 40% over a two-year time horizon, this would represent a
very satisfactory outcome.

Housing could knock 3.5% off
GDP growth in 2008...

...but investment may rebound

in 2009

Employment and confidence
effects to hit consumer

Steady contribution from
Government...

...while exports will add to
growth

3% growth expected in 2009
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ECONOMIC PERFORMANCE AND THE CONTRIBUTION
FROM HOUSEBUILDING

All three economies - Ireland, the US and the UK - have grown at a faster rate than the
OECD average since the beginning of the decade. However, average Irish GNP growth,
at 5.3%, is double the rate achieved by both the UK (2.7%) and the US (2.6%). The
average for the OECD in total was 2.5% over the same period.

All three economies have outperformed the OECD in

recent years
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Housing markets can influence an economy in a number of
different ways

But how much of this strong performance has been due to the housing market? This is a
more difficult question to answer than one might initially think, because housing markets
can affect economic activity in a miriad of ways, i.e. the sector has a rather large multiplier
effect:

. The direct impact is through the economic output associated with housebuilding.

This activity also spurs other feeder industries.
. Construction employment and earnings then feed through to consumption growth.

. The final way in which housing markets can affect overall economic activity is
through the so-called wealth effect. Consumers can decide to either use the equity
built up in the house as a source of disposable income or consumers may also
decide to draw down savings as a result of the paper wealth that has built up in their

housing assets.

Superior performances in all
three economies

Influence from housing can
come through a number of
different channels
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Direct impact from housebuilding

We first look at the contribution of housing construction to overall economic growth over
the past few years. Unsurprisingly, the Irish construction industry has grown at a much
faster pace over recent years to that of the UK and the US. We estimate that the volume
of residential investment output grew at an average pace of 10% in the period from 2000-
2006, relative to 5% and 4% for the UK and the US, respectively. Its contribution to overall
economic growth therefore has been much more pronounced. We estimate that
housebuilding added roughly 1% to economic growth over the past seven years in
Ireland, relative to only 0.2% in both the UK and the US (although it must be noted that
residential construction actually subtracted from US economic growth in 2006 and
increased only modestly in both 2000 and 2001). Effectively, residential investment
accounted for a quarter of the growth in the Irish economy since the start of the decade.

Housebuilding contribution to economic growth*

2000 2001 2002 2003 2004 2005 2006 Average
Residential Ireland 9.7% 5.2%  9.7% 19.9% 12.0% 11.8% 3.3% 10.2%

investment UK 01% 39% 7.8% 4.4% 8.0% 1.9% 8.5% 4.9%
growth  US 0.7% 0.4% 4.8% 8.4% 10.0% 6.6% -4.6% 3.7%
Ireland  9.7% 4.0% 29% 57% 3.7% 49% 6.5% 5.3%

GDP growth UK 3.8% 24% 21% 28% 3.3% 18% 2.8% 2.7%
us 3.7% 08% 1.6% 25% 3.6% 3.1% 2.9% 2.6%

0, 0, 0, 0, 0, 0, 0, 0,

Residential Ireland 0.9% 05% 09% 2.0% 1.4% 1.5% 0.4% 1.1%
contribution 0.0% 0.1% 03% 0.1% 0.3% 0.1% 0.3% 0.2%
us 0.0% 0.0% 02% 0.4% 0.5% 0.3% -0.3% 0.2%

Proportion Ireland 9% 12% 32%  36% 38% 30% 7%  23.5%
of GDP UK 0% 5% 12% 5% 8% 4% 11% 6.5%
growth US 1% 2% 14%  16% 14% 11% -9% 6.9%
Ireland  9.5% 9.6% 10.2% 11.6% 125% 13.3% 12.9% 11.4%

Res/GDP UK 32% 32% 3.4% 34% 3.6% 3.6% 3.8% 3.5%
us 46% 45% 4.7% 4.9% 5.2% 5.4% 5.0% 4.9%

Source: CSO, Datastream
*Note: Irish data are expressed as a % of GNP

As a result, housebuilding has become a significant component of overall economic
output in Ireland, estimated at ¢.13% in 2006. This is more than twice the dependence in
the US and more than three times that of the UK. Ireland should be more dependent on
housebuilding than its peers in the developed world, given its faster growing population,
high household size and low housing stock. However, this sector has overshot its
sustainable path over recent years and we can see this dependence wane to the order
of 7% or less by the end of 2008. Even at that level, the housebuilding industry in Ireland
will be significantly bigger than that of the US and the UK. In this light, the contraction in
supply in Ireland can be seen as a necessary rebalancing away from an over-
dependence on one particular sector.

Feed-through to other areas

Employment effect:

Given the labour intensity of construction in general, and housebuilding in particular, this
sector can play an important role in employment growth. This has been the case over
recent years in the three economies examined. Construction employment in Ireland grew
at an average annual pace of 9% since 2000. Thus, the construction sector alone
accounted for 28% of all job gains since that time. In the UK, construction employment
(2.6% yoy) has also grown at a faster pace than total employment growth (1.0% yoy) over
the same period. The sector accounted for almost one fifth of job gains over the period.

Housebuilding added 1% per
annum to Irish GNP growth,
but only 0.2% to US & UK

economic growth

Dependence on construction to
decrease over next two years

Sector accounted for c30% of

recent job gains
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US construction employment growth averaged 2.2% since the beginning of the decade,
relative to less than 1% for the total workforce. The sector accounted for 13% of the
growth over the period.

Construction employment growth compared
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Wealth effect not as strong in Ireland

The link between housing wealth and consumption is a much more difficult concept to
calculate empirically. However, this issue has recently been addressed by both the
Economic and Social Research Institute (ESRI) in Ireland and the Bank of England. Tim
Besley, Bank of England Monetary Policy Committee (MPC) member, recently pointed
out that while the wealth effects from housing do not appear to be that great in the UK,
there may be a case to believe that the housing feed-through to consumption comes from
the easier access to credit that is available when the amount of collateral available to the
financial institutions is rising, i.e. it is more of a collateral effect rather than a wealth effect.

In a paper entitled “Consumption and House Prices in Ireland”, published in the latest
ESRI Quarterly Economic Commentary, the authors conclude that house price wealth
effects had no role to play in the rise in consumption spending over recent years. The
authors prove empirically that consumption growth over recent years can be explained by
the increase in personal disposable income alone. This result made sense to us as we
have been highlighting for some time that were housing wealth playing a role in driving
consumption this would be reflected in a falling savings ratio.

Access to data on the level of mortgage equity withdrawal is unavailable for Ireland. We
do have data in relation to the amount of top-up mortgages and re-mortgages, but the end
use of these monies is unknown. Our suspicion is that a significant proportion has been
finding its way into investment in the form of other property or refurbishment. The Bank
of England produces quarterly statistics on mortgage equity withdrawal in the UK.
According to the latest data, the amount of mortgage equity withdrawal fell from 5.5% of
household income in 2006 as a whole to 4.5% in the second quarter of this year.

Former Federal Reserve Chairman Alan Greenspan recently produced a paper on the
issue of mortgage equity withdrawal in the US, indicating that it amounted to ¢.7% of
disposable income in 2005.

BoE has recently discussed
the collateral effect from
housing

Wealth effect has had little role
to play consumer spending in
Ireland...

...but equity withdrwal has
been a feature in the UK...

...and the US
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Are house prices important to the Irish economy?

Given that house price gains have not had a material effect on consumption spending in
Ireland over the boom period of the last decade, we think it is fair to assume that a fall in
house prices, as we are experiencing now, will have little impact going forward. The same
cannot be said for the UK and the US where a significant rise in house prices has been
accompanied by a fall in the savings ratio.

However, it would be fodder to suggest that falling house prices would have no impact at
all on the Irish economy. For one, lower prices will make it more difficult for people to
trade up to larger properties, thus impacting economic activity associated with the
purchase (estate agents, solicitors etc.). Lower prices also reduce the incentive for
builders to enter the residential sector, if input costs, such as land, labour and materials
do not fall in price to a similar extent. This would obviously then feed through to output
and employment levels. According to the two quoted Irish housebuilders at least
(Mclnerney and Abbey), profit margins still remain relatively high in Ireland, so there is
scope for these to come down over the coming years.

In terms of the overall economy, we remain more concerned about the output effects on
the construction industry rather than the price effect. This is the subject of the next section
of the analysis.

No wealth effect likely as
prices decline...

...but economy to be affected
by building response to lower
prices

18



€= Goodbody Stockbrokers HOUSING MARKETS: AN INTERNATIONAL PERSPECTIVE

RECeENT TRENDS IN HOUSEBUILDING & STOCK
LEVELS

The performance of the Irish housebuilding sector overshadows that of both the US and
the UK over recent years. As we have illustrated already, housebuilding accounts for a
significantly higher amount of output in the Irish economy than in the other two countries
examined. We can also assess these trends in relation to the size of the population. This
is illustrated below. We estimate that the number of houses built in Ireland amounted to
c.21 per 1000 of the population in 2006. This compares to 6.6 in the US and only 3.1 in
the UK.

Housebuilding in both US and UK has not reached

the levels seen in Ireland
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Housing starts slowing rapidly in US and Ireland

This, of course, is all historical information at this stage. Commencement of new housing
projects have been in decline since the beginning of 2006 in the US, while a sharp decline
has been evident in Ireland since Q4 2006.

On a trailing-twelve month basis, housing starts in the US peaked at 2.1m units in March
2006. Since that time, housing starts have slowed every month and in September, the
latest data available, housing starts had declined by 31% from their peak. Given that the
unsold housing stock is at its highest level since the early 1990s it is likely that
housebuilders will continue to reduce the number of housing starts in the coming months
as they work to reduce the unsold inventory. As a guide, the annualised monthly statistics
reveal that housing starts are down by 42% from their peak.

For comparison purposes, we use housing registrations as a proxy for housing starts in
Ireland. While they do not include the full complement of residential units in progress in
the country, the indicator is the most timely and accurate guide of domestic building
trends. It must be noted that we suspect that housing units not picked up in the
registrations data, including one-off units and public-sector output, are holding up
relatively better in the recent period of moderation for private housing.

In any case, the registrations data reveal that the housing contraction in Ireland has been
much quicker than that seen in the US. On the same trailing-twelve month measure used
above, housing registrations peaked in September 2006 at almost 69,000. The latest data
for October reveal that starts are now down by 38% from that peak. At the comparable
time period after the peak in the US starts were down by only 22%.

Housebuilding accounts for a
significantly higher amount of
output in the Irish economy
than in the other two countries
examined

US housing starts down 31%
from their peak...

...but slowdown in Ireland has
been quicker and more
pronounced
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Quicker supply response occurred in Ireland -
Housing starts from the peak
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Based on our estimates, we believe that housing registrations will have declined by
¢.50% relative to their peak level (completions will not fall by that much because of the
fact that one-off housing and government output will not fall by the same magnitude) after
eighteen months. This compares to ¢.30% in the US.

Unlikely to see similar slowdown in UK housing starts

A comparison with the UK market is not worthwhile at this stage due to the fact that starts
have remained relatively robust over recent months. Even in the event of a downturn in
UK housing demand, we think a fall of the magnitude seen in the US and Ireland is very
unlikely given that output has not risen to any significant extent over the past number of
years. Any slowdown in the UK market is likely to be reflected in a decline in the liquidity
of the existing housing stock and the implications that will have on house prices and
consumer spending activity.

Substantial increase in homes for sale on the market

It has been argued by some that the swiftness of the response by the Irish construction
industry reduces the risk of price reductions in the housing market. All things being equal,
this may indeed be the case, but everything is not equal. There has been a noticeable
increase in the number of homes for sale on the market over the past year associated
with a declining level of liquidity in the market. While there is no official measure of the
unsold housing stock available in Ireland, we have used data obtained from the property
website Daft.ie for this purpose.

The chart on the next page shows the number of second-hand homes available for sale
on the website in 2007 thus far. We do not include new homes as estate agents usually
do not advertise every individual property in a new development, thus the numbers would
understate the extent of new homes on the market. It can be seen that there has been a
pretty dramatic increase in second-hand houses on the market since the beginning of the
year; according to the data, the stock of second-hand homes (including sites) for sale has
doubled from 24,000 units to 48,000 units. However, we must include the caveat here that
Daft.ie has been improving its coverage of the market over this time period. Therefore,
some of this increase must be put down to this reason. At this stage, Daft.ie argues that
it has more than 90% coverage, so market share issues are not as prescient going
forward.

Unlikely to see slowdown of
this magnitude in the UK

Declining liquidity in the
market...

...causing the stock of second-
hand homes for sale to grow to
48,000
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Stock of houses for sale on Daft.ie

50000 r
45000 r
40000 r
35000 r
30000 r

25000 r

20000 1 1 1 1 1 1 1 1 1 J
Jan- Feb- Mar- Apr- May- Jun- Jul- Aug- Sep- Oct-
2007 2007 2007 2007 2007 2007 2007 2007 2007 2007

Source: Daft.ie

Stock continued to grow over Autumn selling season

To abstact from this particular issue, we have tracked the data ourselves on a weekly
basis for the past three months. Given that this straddled the most important selling
season of the year, these data give important information on the evolution of the stock of
housing over this time period. Our analysis also allows a comparison of the trends on a
regional basis.

The weekly trends, shown below, reveal that the stock of homes for sale continued to
increase throughout September, before stabilising over the past two weeks. However, we
estimate that the stock of homes for sale on the website has increased by approximately
270 per week over the past fifteen weeks. Our latest analysis shows that there were
46,000 homes (both new and second-hand) for sale as at 2nd November 2007. This was
made up of 40,500 second-hand and 5,500 new homes.

Stock for sale has begun to stabilise
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Important selling season...

...didn’t halt run-up in stock of
homes for sale
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How does this compare to transactions?

To calculate how much supply this actually equates to, we must compare the stock
relative to the number of transactions. Unfortunately, such data are not available in
Ireland. However, we can use the mortgage transactions data as a proxy. While this
method would not include property transactions where no finance was attached, it is likely
that the number of these transactions is small. According to data from the Department of
the Environment and Local Government (DoELG), 55,516 mortgages were advanced for
the purpose of the purchase of a second-hand house in 2006, some 3% above the 2005
level and representing an all-time record in Ireland. However, transactions have fallen
quite significantly in 2007 thus far. In the first six months of the year, the number of
mortgages advanced for the purchase of a second-hand house fell by 22% on the same
period in 2006. Based on these trends, the number of mortgages paid for the purchase
of second-hand houses may fall to ¢.43,000 in 2007.

12 months’ supply of homes on the market...

Therefore, the number of second-hand homes currently on the market is roughly
equivalent to the expected level of sales in 2007 as a whole, i.e. there is twelve months’
supply of unsold second-hand homes currently on the market. However, this is based on
rather depressed transaction levels, and, as such, an increase in liquidity in the market
could help reduce this stock quite quickly.

Unfortunately, we do not have further historical data on the stock of unsold houses prior
to 2006. Therefore, it is difficult to know what is the “appropriate” number of unsold
houses on the market, i.e. the frictional element of the housing market. For this we have
to use the data from the US, for which information is available for the last quarter century.

...which is higher than the US level
The number of “Existing homes” on the market rose sharply over the first eight months of
the year in the US. While in January, the months’ supply stood at the equivalent of 6.5
months, this rose to over 10 by September. While this is now well above the long-term
average of 7 months in the US, the Irish housing stock, even based on more optimistic
estimates for transactions is above this level.

Month's supply of unsold "Existing" houses in the US
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55,000 mortgage transactions
for second-hand homes in
2006...

...but down 22% in H1

Homes for sale equivalent to
12 months’ supply...

...compared to 10 months in
the US
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Some counties have particular stock issues

All areas of the country have witnessed an increase in the stock of homes for sale over
the period analysed. While recognising that the coverage of properties for sale on the
website is not totally exhaustive, we have compared the number for sale relative to the
size of the housing stock (taken from Census 2006) in each individual county. The
exercise allows us to pinpoint any regional-specific issues in relation to the housing
market.

A relatively wide disparity can be seen in the table below. While only one in a hundred
properties are for sale in Dublin at present, one in fifteen are on the market in
Roscommon and Cavan. In terms of geographical split, the most severe housing stock
issues appear to be occurring in the midlands and north of the country.

Interestingly, we then compared these findings with the results of the Census 2006
module on housing in a bid to find any overlaps. The Census estimated that some 15%
of the housing stock was vacant on Census night in April 2006. Excluding holiday homes,
the vacancy rate drops to 12%. Seven counties (Roscommon, Cavan, Leitrim, Mayo,
Wexford, Kerry and Longford) are common to both top ten lists, meaning that the reason
for such high rates of vacancy cannot be solely put down to the presence of holiday
homes in these areas. Prices should be more affected in these areas as a result.

Stock of homes for sale Vacancy rate as a % of
relative to housing stock housing stock

County % County %
1 Roscommon 6.6% 1 Leitrim 29.3%
2 Cavan 6.3% 2 Donegal 27.0%
3 Leitrim 5.6% 3 Kerry 24.8%
4 Westmeath 4.6% 4 Mayo 24.4%
5 Waterford 4.4% 5 Sligo 23.1%
6 Mayo 4.1% 6 Longford 22.2%
7 Wexford 4.0% 7 Roscommon 21.8%
8 Kerry 4.0% 8 Wexford 21.5%
9 Longford 3.8% 9 Cavan 21.2%
10 Laois 3.7% 10 Clare 20.1%
11 Offaly 3.7% 11 Galway 17.9%
12 Galway 3.5% 12 Waterford 16.8%
13 Carlow 3.4% 13 Laois 15.7%
14 Clare 2.9% 14 Westmeath 15.3%
15 Louth 2.9% 15 Cork 15.3%
16 Sligo 2.9% 16 Louth 13.4%
17 Meath 2.6% 17 North Tipperary 13.4%
18 Cork 2.5% 18 Offaly 12.9%
19 Donegal 2.4% 19 Monaghan 12.8%
20 Kildare 2.2% 20 South Tipperary 12.7%
21 Tipperary 2.2% 21 Limerick 12.6%
22 Limerick 2.1% 22 Carlow 12.3%
23 Monaghan 2.1% 23 Kilkenny 12.0%
24 Wicklow 1.7% 24 Wicklow 11.4%
25 Kilkenny 1.5% 25 Meath 10.6%
26 Dublin 1.2% 26 Kildare 9.9%
27 Dublin 9.7%

Source: Daft.ie, CSO

The Midlands and North of the
country appear to have the
most severe housing stock

issues
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HOUSES FOR SALE AS A % OF HOUSING STOCK

Roscommon 6.6%
Cavan 6.3%
Leitrim 5.6%
Westmeath 4.6%
’ Waterford 4.4%
Mayo 4.1%
Wexford 4.0%
Kerry 4.0%
Longford 3.8%
Laois 3.7%
Offaly 3.7%
Galway 3.5%
Carlow 3.4%
Clare 2.9%
Louth 2.9%
Sligo 2.9%
Meath 2.6%
Cork 2.5%
7z Donegal 2.4%
Kildare 2.2%
Tipperary 2.2%
Limerick 2.1%
Monaghan 2.1%
Wicklow 1.7%
Kilkenny 1.5%
Dublin 1.2%

Ireland still in catch-up

Despite these issues, it must be pointed out that the Irish housing stock still remains low
by international standards. In effect, Ireland was in catch-up mode over the past decade,
as the population in the house-buying age cohort increased dramatically. The European
average, incidentally, currently stands at 440 per 1000 of the population.

Ireland is still in catch-up on a
national basis

Housing stock per capita - Ireland still catching up
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HOUSE PRICES

Price booms have been an integral part of the housing cycles of recent years. Since the
beginning of the decade, house prices rose by over 12% per annum in Ireland, 11% in
the UK and 9% in the US. The convergence of Irish interest rates to lower EU levels
throughout the 1990s played a pivotal role in the beginning of the house price boom of
the late 1990s, whereas, monetary levers meant that the housing markets of the UK and
the US were quite sluggish for much of the 1990s after the recession in the early part of
the decade.

Similar price booms since start of the decade

35 - Average house price increases

Ireland us UK
30 1990-1999 11.9 3.0 3.0
2000-2006 125 88 112

25
20 UK

15 |

% YoY

10 |

10 L
1990 1992 1994 1996 1998 2000 2002 2004 2006

Source: OECD

Many different metrics are used to assess the sustainability of such house price
increases. None are perfect. Two common measures used are the prices/rents ratio and
the prices/incomes ratio. We chart the performance of these two ratios for the countries
involved since 1990 below. Due to the methodological issues associated with comparing
these data across the countries, we have had to use common data from the OECD.
These data track the ratios on the basis of an index in which the long-term average is
rebased to 100.

House-prices/income ratios at all-time highs
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Source: OECD

More significant price
increases in Ireland

Number of ways to analyse
fundamental price level
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House prices/rents ratio
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Ratios at all-time highs

In all of the countries analysed, house price/income ratios are at all-time highs currently.
Once again, Ireland tops this particular list where the house price/income ratio is over
50% ahead of its long-term average. The house price/rents ratio (see above) reveals
similar trends although there has been some stabilisation in the UK and Ireland due to
the steady growth in rents more recently.

Recent house price developments

More recently, house price inflation has turned negative in both the US and Ireland.
According to the Case-Shiller index, prices fell 5% yoy in July in the US, while Irish house
prices were down by 4% yoy in September. UK house prices have been more resilient
recently, rising by 9% yoy. However, even prices there are showing signs of slowing with
the RICS house price balance at its lowest level in two years and house prices falling on
a monthly basis in September and October, according to Halifax.

Price cycle has already turned in the US & Ireland
35%
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25% r
20% Ireland
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Source: permanent tsb/ESRI, Halifax, Case-Shiller

Prices turning downwards in all
regions

Ratios at all-time highs...

...with annual price inflation
negative territory in both the
US and Ireland
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Price movements not uniform across geographies or types

The US house price inflation data actually hides some significant regional disparities. For
example, prices fell by 10% yoy in Detroit and 9% yoy in Tampa in July. However, prices
increased by 6% yoy in Charlotte, highlighting the fact that the US market is a collection
of markets rather than one major entity.

This range of price inflation disparity is not evident in Ireland, highlighting the fact that not
only is Ireland a small market but the same factors are affecting the whole country.
However, as we have shown, housing stock issues are more prevalent in some regions.
This is likely to be reflected in more marked declines in these areas. Furthermore, house
price declines are likely to be more marked in the higher end of the market. In fact, we
have noticed that declines in asking prices are more pronounced in this area over recent
months. Finally, due to the fact that incentives are being included in the sale of new
homes, this sector may be shielded somewhat from price declines in the official data.

House price changes vary in the year thus far

0.0% : : : : : :
-1.0% I
-2.0%

S -3.0%

-4.0%
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Source: Permanent tsh /ESRI

Regional disparities evident in
the US...

...while price inflation
disparities are also likely in
Ireland
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MoORTGAGE DEBT LEVELS

Increasing levels of indebtedness are a common feature of the housing market booms
experienced in developed economies over the last decade. For some countries,
household debt levels in excess of 100% of disposable income have been commonplace
for a number of years. For example, households in Canada, Japan, Germany and the UK
all had debt levels above this level in the mid-1990s. Debt levels in Germany and Japan
have remained relatively stable since that time, but, in the UK, have continued to
increase. US household debt has also increased dramatically, rising from 93% in 1995 to
140% in 2006.

Irish household debt now in line with the UK

Due to restrictive interest rates and lending practices and a weak economic environment
in the 1980s and early 1990s, Irish households were underindebted in 1995, when
household debt amounted to around 50% of disposable income. This was well below its
international peers at the time. Since then, however, Irish households have accumulated
debt at an unprecedented rate. Relative to disposable income, Ireland’s household debt
ratio has more than doubled since the beginning of the decade from 71% to 145%. By
the end of 2007, we expect household debt to extend to about 155% of disposable
income, more than treble the level that pertained a decade ago. Irish households have
now surpassed their US counterparts and are now in line with debt levels in the UK. In
effect, the convergence period that has been in train for the past decade is at an end,
despite the fact that with a younger population, Irish households can be expected to have
a higher debt threshold.

Housing and debt well linked

The link between debt levels and housing is neatly encapsulated by concentrating solely
on mortgage lending. More than four fifths, or 84%, of all household debt in Ireland is
mortgage-related. This is somewhat of an outlier by international comparison. Even the
UK, with its relatively higher level of household indebtedness has a smaller proportion
(78%) of its debt concentrated in mortgages. For the US, just 72% of its stock of
household debt is made up of mortgages.

Irish mortgage indebtedness relative to income
catching up on UK levels

140% r UK
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Source: Federal Reserve, Goodobody estimates

Rise in household debt has
accompanied housing boom...

...with the UK, US and Ireland
all experiencing increases

Over 80% of Irish household
debt is mortgages
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Ireland to the fore - % of household debt which is

mortgage related
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Source: Central Bank, OECD, Goodbody estimates

THE OTHER SIDE OF THE HOUSEHOLD BALANCE SHEET
- HOUSEHOLD WEALTH

We have commented on the surge in household debt and in doing so have concentrated
almost exclusively on the liability section of the household balance sheet. However, it is
unfair to examine the financial situation of Irish households without considering the asset
side of the equation also and in this light, the net asset position of households remains
quite healthy. Despite the large increase in mortgage debt accumulation since the start of
the decade, the growth in the value of household assets has kept pace with this increased
indebtedness.

Shift occurring in the components of wealth

Overall, the net wealth of Irish households extends to over 865% of disposable income,
as at the end of 2005, up from 705% in 2001. This overall net asset position clouds the
differences that have occurred in the various components of household wealth, namely
between financial and non — financial assets. In particular, a recent analysis by the
Central Bank points to the fact that the increase in net wealth of Irish households since
the start of the decade has been wholly due to an increase in non-financial assets,
namely housing assets.

Housing assets have become ever more important in Ireland

Net financial assets grew by 12% in the four years to 2005, but the value of housing
assets grew by 84% over the same time period. As such, the substantial increase in the
value of housing related assets has been the reason behind the improvement in Ireland’s
net asset position. Indeed such has been the strong growth in the value of housing assets
that over two thirds of Ireland’s total assets are non-financial.

How does this compare internationally?

While the net asset position of Irish households is quite a healthy one, housing wealth
clearly plays a large role in the asset side of the household balance sheet, amounting to
655% of disposable income. Is this also the case on an international scale? Data from the
OECD on a selection of countries allow us to examine this point. The data details financial
and non-financial wealth and indicates that Ireland is not an outlier when it comes to its
reliance on non-financial or housing assets in the overall household balance sheet.

Must examine the asset side of
the balance sheet also

Ireland’s household wealth
largely concentrated in non-
financial assets...

...but this is not unusual
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In the UK, financial assets accounted for 47% of total household assets as at the end of
2005. The US is relatively more reliant on financial assets with 61% of household’s
wealth concentrated in this class. In terms of disposable income, financial assets
amounted to 461% of household disposable income in the UK in 2005 similar to the US
where household financial assets are valued at over 442% of disposable income. Despite
the fact that the majority of Irish household wealth is concentrated in non financial assets,
the value of financial assets still extends to 327% of disposable income according to the
Central Bank. In the UK housing or non financial assets amounted to 502% of disposable
income at the end of 2005, while in the US, non-financial assets totalled 281% of
disposable income at the end of 2006.

Net asset position of households healthy
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Source: Central Bank, OECD, Goodbody estimates

House price falls will have implications for housing wealth

Despite the strong net asset position of Irish households, the recent softening of house
prices will unarguably have impacts for the value of housing assets going forward. Below,
we have examined how our forecasts for house price inflation, as well as disposable
income growth, will affect the value of housing wealth over the next two year period. The
results are quite striking in that when expressed as a percentage of disposable income,
the value of housing assets will fall from 690% of disposable income in 2006 to 545% by
2009. This is due to the -5% and -8% declines in house prices that we have pencilled in
over the 2007/2008 period. Nonetheless, it must be pointed out that even with such a
moderation in value to 545% of household disposable income, this would still place the
value of Ireland’s housing assets ahead of the current comparable figure in the UK in
terms of disposable income (502%) and well ahead of the US (282%). This is an
important consideration, and highlights that even allowing for declines in the value of the
most important household asset, Ireland’s position would remain resilient in an
international context.

Financial assets relatively
more important in the US and
the UK

But while falls in housing
values will have implications,
especially for Irish housing
wealth...

...the relative value of housing
assets will still compare
favourably with the US and the
UK

Impacts on Irish housing wealth

Current Current

2005 2006 2007f 2008f 2009f USlevel UK level
Housing stock (€m) 1,662,700 1,740,911 1,805,465 1,854,633 1,908,505
Avg hse price (€) 328,439 367,195 348,835 320,929 320,929
Value of housing assets (€n 546,096 639,254 629,810 595,205 612,494
Disp income (€m) 83,359 92,529 100,856 105,899 112,253
Housing assets as % of 655% 691% 624% 562% 546% 282% 502%

Source: Central Bank, Goodbody estimates
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MORTGAGE MARKET BREAKDOWN

Due to the relatively similar dynamics, it is instructive to contrast the mortgage market
characteristics of the UK and Ireland. For Ireland the breakdown of gross mortgage
lending is provided by the Irish Banking Federation (IBF), while for the UK, the Council of
Mortgage Lenders (CML) provides a similar dataset.

Comparing mortgage markets

The UK gross lending data set are broken down in a similar manner to that for Ireland,
with the categories of First time buyer, Residential Investment Properties or RIPS (Buy-
to-let in the UK), Trade-ups and Remortaging all present. The final category in the case
of the UK s classified as “Other lending”. This includes lifetime mortgages, further
advances, as well as other mortgages not included elsewhere. The final category in the
IBF data is classified as “Top ups”, which we assume to be contained in the “Other
lending” category in the case of the UK. While a breakdown by volume and value is
available for all categories in the IBF data, the CML dataset does not have “Other
lending” on a volume basis. Therefore, to ensure that the two data sets are as
comparable as possible, we exclude both the “Top-up” category in the Irish case as well
as the “Other lending” category in the UK in the analysis.

Differences in mortgage market make-up...

In terms of the dynamics of the Irish and UK mortgage markets, there are some distinct
differences to be seen. In particular, the first-time buyer segment is much more important
in the Irish market. Only 16% of the volume of gross lending in 2006 was to first time
buyers in the UK (15% on a value basis), while in Ireland’s case, over a quarter of new
lending volumes were to this category, (25% by value).

Irish mortgage lending by volume - 2006 UK mortgage lending by volume - 2006

Remortgage FT8

19% T8 Trade up, 16%

‘27% 28%
RIPS
20%
Buy-to-let
Trading up
34%

13%

Remortgage
3%

Source: CML

Irish mortgage market by value - 2006 UK mortgage lending by value- 2006

Buy to let
12%

Re-mortgage

FTB

25% Trade ups
34%
RIPS
23%
Remortage
39%
FTB.
Trading up 15%
34%

Source: BF (note: data excludes top -up mortgages)

‘Source: CML (Note:data excludes "Other”lending)

Similar dynamics of the UK
and Irish mortgage markets...

...while data on the two
markets can be compared
easily
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Mover-purchasers also play a more important role in the Irish mortgage market than in
the UK. Over a third of the volume of gross lending in Ireland was to this component,
compared with 28% in the case of the UK. On a value basis trading-up mortgages also
accounted for a third of gross new lending in Ireland last year, similar to the case of the
UK.

Core elements of housing market more dominant in Ireland...
Combined, the categories of first time buyer and trading-up accounted for 61% of the
volume of new lending in Ireland last year, compared to just 44% for the UK. The picture
is similar on a value basis in that trade ups and first time buyers combined made up 59%
of gross new lending in Ireland last year (excl. top-up’s). For the UK, the comparable
proportion is just 49%. Nevertheless, the trading-up segment of the mortgage market in
the UK did contribute strongly in terms of growth in lending last year.

...while high levels of remortgaging evident in UK lending flows
Remortgaging activity is more prevalent in the UK, and accounted for 43% of new
mortgage lending volumes last year (and almost 40% by value). This compares with just
19% of gross new lending volumes for Ireland or 18% when measured in value terms.
However, remortgaging is a relatively new phenomenon to the Irish mortgage market,
while the UK mortgage market can be seen as more mature and developed, and in this
regard it can expected that remortgaging activity will continue to expand in Ireland over
the coming few years.

Ireland - Where did the mortgage growth come from in
20067

100%
80%
60%
40%
20%

0%

% of growth in 2006

-20%

-40%

-60% -

FTB Trading up RIPS Re-mortgage Top-up
M Volume M Value

Source: Irish Banking Federation

Investor activity also key to both Irish and UK markets...

Mortgages for the purpose of residential investment accounted for 23% of the value of all
mortgage lending in Ireland in 2006 or 20% on a volume basis (excluding top ups in both
cases). Furthermore, investors accounted for almost 40% of the overall growth in lending
last year. In the chart above, we have included the top-up component as it is our belief
that some residential investment may have found its way into this category of lending.

Trading-up and FTBs more
important to mortgage lending
in Ireland...

...while there may be further
scope for growth in re-
mortgaging activity

Investors important to both
markets
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...but has stepped back of late

While data are not available prior to 2005, the trends in this recent data clearly point to a
very active investor up to now in the Irish housing market. Indeed, one of the main
reasons behind the decline in gross new mortgage lending in Ireland in the first half of
2007 has been due to investors stepping to the sidelines. The value of gross new lending
for the purpose of RIPs fell 13% in the first half of the year. Falling rental yields and
weakening prospects for capital appreciation are two of the reasons behind this, as we
detail in other areas of the report.

Buy- to-let rising in importance in the UK

What about the UK? Buy-to-let lending has increased strongly since the start of the

decade in the UK. This component accounted for just 2.8% of the value of all mortgage

lending in 1999. Since then, however, its share has increased fourfold and accounted for RIPS lending down 13% in H1
12% of the value of gross lending in 2006. Furthermore, buy-to-let was one of the main in Ireland...
drivers of growth in the mortgage market last year, with over half of the increase in lending

in volume terms due to buy-to-let and a quarter of the value increase due to this area.

Even the most recent data point to ongoing high levels of lending in the buy-to-let space

with growth of 22% yoy in the first six months of 2007.

Buy to let lending has grown strongly in UK mortgage

marke
16%

14% r
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More recent trends

Gross new lending declines in Ireland...

Recent trends have seen a moderation in gross new lending across the board in Ireland.
The value of all lending fell 11% in H1, led by the trading up segment of the market (-17%

yoy in H1), while lending for investment (i.e. RIPS) was also very weak (-13% yoy). With All lending categories apart
the value of mortgage lending to first time buyers behind 9% in the first half of the year from re-mortgaging have
and top up mortgages down 16%, the only category of lending which has seen positive suffered in 2007 thus far...

growth in the first half of the year is the re-mortgaging category. However, given the
increasing level of competition in this space and the fact that this area of the market
remains relatively new, we are likely to see further growth in this area. However, as we
pointed out at the beginning of the report, gross new lending is likely to decline again in
2008, before returning to growth in 2009, barring any radical policy changes in the
meantime.
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...while the UK mortgage market continues to see growth

On the other hand, gross new lending in the UK continues to grow and was ahead in
value terms by 11% in the opening half of the year, with all categories increasing. The
value of buy-to-let lending, in keeping with the trends in the sector as outlined above,
grew by 22% yoy in H1. While this and the “Other” component of lending were the most
buoyant (ahead 56% yoy), the fact that gross new lending continues to record growth
across all categories indicates that the expected moderation in the UK housing market
has yet to feed through into lending trends just yet.

However, there are tentative signs that this may be starting to feed through. For example,
mortgage approvals have fallen from a monthly rate of 119,000 at the beginning of the
year to 102,000 at present. The RICS index has indicated that prices have begun to fall,
and this is backed up by the latest Halifax price index, which revealed prices declined in
October and November.

...while UK lending has proved
resilient...

...but for how long?
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FINANCIAL INNOVATION

Cheaper money has not been the only reason for the credit boom experienced over
recent years. Financial innovation has increased the availability and choice of products
available to households. Furthermore, there has been a loosening of credit standards in
all economies, reflected in increasing loan-to-value ratios, larger loan sizes as a
percentage of income and the extension of credit to some less-creditworthy individuals.
The latter point spawned a large increase in the share of sub-prime mortages in the
market and, indeed, has been the root cause of the recent financial turbulence as defaults
on this type of lending sub-prime lending have risen substantially. This sector has also
grown substantially in the UK and while the non-conforming lending sector has also
grown in importance in Ireland, it remains very small relative to the UK and the US.

What is sub-prime lending?

It is important to be aware of what exactly is included under the umbrella term “sub-prime
lending” as no standard definition exists. The make-up of this segment of the market can
differ greatly:

US has a wider definition...

In the US all borrowers who do not fit into the prime category are classified as either “Alt
A” or “sub-prime” borrowers. Sub-prime mortgages account for ¢.13%-14% of the stock
of mortgages in the US, with ¢.11%-12% falling under the heading of Alt-A mortgages.
More recently, these types of lending combined accounted for up to a third of new
mortgage lending in 2006. In the US sub-prime refers to borrowers with adverse credit
histories, low credit scores, or high debt-to-income or loan-to-value ratios. Alt-A includes
borrowers with good credit records but do not meet guidelines on documentation.

...than the UK

In the UK, subprime is termed “adverse credit lending” according to the Council of
Mortgage Lenders (CML). It does not extend to cases where income is self certified unlike
the US but does include cases where borrowers who do not have a regular income
stream. However, it instead mainly applies to those with adverse credit histories. Clearly,
the scope of the UK definition is much narrower than that in the US. This type of lending
is also far less common in the UK — the CML estimates that adverse credit lending
accounted for ¢.5-6% of gross new lending in 2006 (€15-16bn), while in the US subprime
and Alt A lending combined, accounted for almost a third of gross new lending in 2006 as
mentioned above. On a wider definition, UK non-prime lending may account for 8%-9%
of total lending.

Non-conforming lending in Ireland only accounted for 2% of total in
2006

In Ireland, the non-comforming lending space is still in its infancy phase. We estimate that
lending to this segment accounted for only 2.2% (€904m) of gross new advances in 2006.
A number of new players have entered the Irish market over recent years, but the
problems in the US and the corresonding clamp-down by financial authorities may mean
that the growth in the non-conforming lending space may slow going forward. We will now
look at the key issues behind the sub-prime space in the US in the UK before detailing
some of the financial innovation that has occurred in Ireland over the past few years.

Loosening of credit standards
in recent years...

...with sub-prime lending rising
in importance in the UK and in
Us...

...but is at a very early stage in
Ireland
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UK and Ireland dwarfed by scale of sub-prime lending in the US

Lending to the non prime areas of the market in the US has mushroomed in a relatively
short period of time. As mentioned already it accounted for a third new lending in 2006.
Pure sub-prime lending on its own made up over a fifth of new advances, with the
remainder derived from the Alt A sector of the market. The growth in sub-prime is
captured by the statistic that reveals that its proportion of total new mortgage lending has
grown from only 6% in 2002 to 20% in 2006.

Type of products in the sub-prime market

There are differences in the characteristics of the non-prime mortgages offered in the UK
and the US. In the US, adjustable-rate mortgages are the product of choice for sub-prime
buyers. This is in contrast to the wider US mortgage market, where the majority of
mortgages are taken out on a long-term fixed rate basis. The chart below ilustrates the
increase in mortgages paid out on a variable rate basis during the period of historically
low US interest rates from 2001-2004.

US variable rate mortgages as a % of total
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Teaser rates may be a problem for US mortgage holders

The use of special introductory or “teaser” rates” was also prevalent in the US sub-prime
market, with many of these loans now beginning to revert to higher rates. A recent article
suggested that €350bn of adjustable rate mortgages will reset at higher rates over the
next 18 months in the US.

In contrast, the vast majority of UK sub-prime lending is at fixed rates, while a recent
report by the Council of Mortgage Lenders (CML) says that of the 160 sub-prime products
available, only 23 of those or 14% offered a discounted rate at the outset. Furthermore,
these discounts are typically quite modest and do not allow for the rolling up of interest,
something which was widespread in US sub-prime lending. As well as this the relative
increase in interest rates that has taken place in the UK has been minor compared with
the US case. All this points to the view that the UK will not experience similar problems
to the US.

Sub-prime accounting for 20%
of mortgage lending in the US

Sub-prime lending was largely
on adjustable rates ...

...and this became a problem
when rates went higher
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...which has lead to an increase in delinquencies

The effects of these loose lending standards have already started to have a major impact
on delinquency rates in the US mortgage market. Many of those resetting their mortgages
so far have been unable to meet the new repayments and as such mortgage
delinquencies have started to rise sharply. At the end of June 14.8% of sub-prime loans
were delinquent, the highest proportion since June 2002 (the delinquency rate is defined
as the proportion of loans on which no payment has been made for 60 days or more).

There are also a significant number of sub-prime loans which are seriously delinquent,
defined as a mortgage on which no payment has been made for over 90 days. The
proportion of loans which are seriously delinquent is currently at 2.5%, which is the
highest since the series began in 2002. Unsurprisingly, it is again the sub-prime sector
where these serious delinquencies are mainly concentrated. Almost 10% of overall sub-
prime loans are seriously delinquent, while almost one in six (17%) adjustable rate
mortgages in the sub-prime sector were delinquent at the end of June.

Delinquencies increasing at faster rate for adjustable
sub-prime mortgages
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And foreclosures also ticking up...

These delinquencies have started to translate into foreclosures as the chart on the next
page shows. While the rate of foreclosures on sub-prime mortgages is still relatively low
in a recent historical context, the trends in the delinquency data point to this ticking up
significantly in the quarters ahead. In the latest data, the total delinquency rate stood at
1.4%, up from 1.0% twelve months previously and already ahead of the long-term
average of 1.1%. The delinquency rate for sub-prime mortgages stood at 5.5% as at the
end of June.

The combination of these delinquencies and the collapse of the asset-backed paper
market is sure to curtail the growth in this industry going forward. In fact, one website that
tracks these trends in this market has calculated that 185 major US lending operations
have “imploded” since the end of 2006.

Delinquincy rates have started
to increase in the US...

...with serious delinquicies at
their highest level since 2002

Foreclosure rate still low, but
likely to trend higher in the
quarters ahead
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Foreclosures up in both prime and sub-prime areas
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These trends also reflected in the UK...
While we do not have data relating to the numbers of adverse credit mortgages

experiencing payment problems, the overall mortgage market in the UK has already seen
an increase in mortgage possessions. In the first half of 2004 the number of properties

14,000 mortgage possessions
in H1 2006 in the UK

taken into posession troughed at 3,700. However, in each six month period since, this

number has risen and in the first half of 2007, 14,000 possessions were recorded. While

this is still only 0.12% of all properties with a mortgage, it is likely to increase further in

the months ahead reflecting the effects of higher base rates over the past year as well as

the more recent problems in the money markets and the associated increase in mortgage

interest rates as a result.

UK mortgage posessions starting to tick up
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Financial innovation in Ireland

While sub-prime mortgages are not an issue for the Irish housing market, there has been
a wave of financial innovation nonetheless. This is reflected primarily in an increase in the
average loan term and availability of higher loan to value mortgages. The easing in credit
standards around the time of the widespread introduction of 100% LTV mortgages in the
summer of 2005 can clearly be seen in the following chart taken from the quarterly
banking survey of the ECB. A higher rating implies a loosening of credit standards over
the previous three months. In October 2005, the index reached a peak of 3.8. According
to the ECB, a reading of 4 indicates that standards have “eased somewhat”.

Actual change in credit standards over previous 3

months
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Average LTVs are still quite conservative

We can work out the consequences of this easing by analysing data from the Department
of the Environment, Heritage and Local Government (DoELG). Average loan-to-value
ratios for new business continue to be quite conservative. The chart below shows that
while average LTVs have increased somewhat, mortgages paid out for new homes had
an average LTV of only 65% in 2006, with the average LTV on other houses standing at
70%.

Some increase in LTVs have been evident but overall

levels remain conservative
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Wave of financial innovation...

...reflected in loosening of
credit standards in 2005..

...but overall LTVs remain quite

low
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This is supported by the table below, which shows shows the percentage of loans paid
with a range of different loan to value ratios over the 2005/2006 time frame. Mortgages
paid to non-first time buyers over the past two years were paid out on the basis of rather
conservative loan-to-value ratios. This is consistent with presentations by some of the
major banks in the country. For example, Bank of Ireland stated recently that average
LTVs for owner occupier mortgages stood at 74%, while for investor mortgages the LTV
was even more conservative at 63%.

Range of Loan-to-Value ratios

Up to 70% 71%-80% 81%-90% 91%-95% 96%-99% 100%
FTBs 15 6 15 48 2 14

2005
Non-FTBs 42 18 24 11 1 4
2006 FTBs 14 6 11 28 5 36
Non-FTBs 43 19 23 9 1 5

Source: DoELG

100% LTV mortgages very important to first-time buyers

However, loans to first-time buyers, as one might expect, have been conducted on
significantly higher LTVs. More than one in three mortgages paid to FTBs in 2006 were
at an LTV of 100%, while a further third were paid at an LTV of between 91% and 99%.
The increase in 100% LTV mortgages from 2005 to 2006 acted as a significant fillip to the
housing market in our opinion as well as increasing the risk profile of the mortgage book.

Negative equity only a problem is borrowers face difficulty...

On the back of the large increase in the number of higher LTV mortgages paid over the
last two years in particular, this raises the risk that these homeowners will face the
prospect of a loan which is higher in value than the house itself, i.e. negative equity, if
house prices fall as we expect them too over the next two years.

...but we believe stringent enforcement of stress testing reduces the
chances of significant problems

We don't yet have information on the LTV ratios of mortgages paid out in so far this year,
so we detail the calculations based on data from 2005 and 2006. Our forecasts imply that
house prices will return to Q4 2005 levels by the end of 2008. Under this scenario, those
who obtained 100% LTV mortgages from this time are affected. Our calculations below
detail the number of mortgages (not including top-ups and remortgaging) that would be
affected by negative equity in light of our assumptions for average house prices in the
country. It must be stressed that this is an illustrative exercise as house price dynamics
will differ both across regions and types of properties. Nevertheless, the calculations
imply that some 25% of mortgage-holders from 2005/2006, or 35,000 households, would
be in a situation of negative equity by the end of 2008. It must be stressed that this only
becomes an issue if the mortgage becomes unaffordable, and we believe it is the case
that stress-testing of mortgages has been enforced stringently over recent years by the
financial institutions.

Negative equity calculations

No. in negative equity situation

Total mortgages House price
FTBs Other in period change to end 08
Q1 2005 21,371 6.3%
Q2 2005 27,833 4.7%
Q3 2005 29,592 1.8%
Q4 2005 1,580 817 31,699 -1.8%
Q1 2006 3,603 1,026 25,888 -5.2%
Q2 2006 6,491 2,802 28,088 -9.0%
Q3 2006 6,820 3,000 29,884 -11.5%
Q4 2006 6,199 2,692 26,930 -12.2%
Total 24,693 10,337 142,489

Source: Goodbody estimates, permanent tsb/ESRI, IBF, DOELG

Conservative LTVs coming
from owner-occupiers and
investors...

...while the LTV for FTBs has

been much higher

42








