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The

While most research and analysis have tended to focus on the Irish residential market, it could be argued that developments in
the commercial property market have greater consequences for the stability of the Irish financial system. This may be especially
true in the light of international experience regarding recent financial crises in developed economies, the results of stress-testing
exercises and the current historically high share of commercial property-related lending to private non-financial corporates. Over
the period 2003 to 2006, there was a large increase in capital values in the Irish commercial property market without a corre-
spondingly large increase in rents. Consequently, income vyields on all types of commercial property reached very low levels in
2006. Of additional concern, from a financial stability perspective, has been the rapid rates of increase in lending for commercial
property-related purposes during the same period. This paper investigates whether these trends are unique to Ireland, and
considers the extent to which the growth in commercial property values can be explained by fundamental factors.
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Residential property investors have grown in importance in recent years and now play a significant role in both the housing
market and as borrowers from the banking system. It is sometimes suggested that investors, unlike owner occupiers, potentially
pose a risk to the stability of the housing market insofar as they may attempt to exit the market and at short notice. This may be
an unlikely event whenever capital growth is strong and the return on investing in property is correspondingly high. The concern
is that the slowdown in residential prices may encourage existing investors to realise their capital gains, or prospective investors
to postpone their purchases, thus slowing capital growth further, thereby amplifying any downturn, and potentially weakening
the residential market further. This paper reviews the arguments on both sides of the debate as to how residential property
investors might respond to a slowdown in the housing market.
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The financial health of the Irish banking sector is dependent on the health of the Irish economy and a persistent financial stability
concern is that a significant shock to the Irish economy could weaken the banking system. However, the macroeconomic risks
to the sector’s health might be diversified away from the domestic economy because several Irish banks earn a significant part
of their income from operations in other countries. On the other hand, there might be fewer diversification benefits if economic
growth between these foreign locations and Ireland were found to be highly correlated such that it might be likely the banks
could still be faced with a downturn in all their key markets at the same time. This paper aims to identify the scale and location
of Irish banks’ foreign business and to assess the level of co-movement between economic activity in these locations and the
Irish economy.

Measuring the Sectoral Distribution of Lending to Irish Non-Financial Corporates
by Rory McElligott and Rebecca Stuart 115

There has been a rapid increase in lending to the Irish non-financial corporate (NFC) sector in recent times accompanied by a
significant shift in the sectoral distribution of lending. At first glance, the effect of this appears to have been to increase the
concentration of the NFC loan portfolio. However, there are a number of measures of concentration and it is possible that
different measures would yield different results. In the first part of this paper we use a number of measures of concentration to
determine whether Irish banks’ loan portfolios have become more or less concentrated in recent times. In the second part of
this paper, we take a closer look at sectoral concentration. Firstly, we review the literature in this area. Secondly, we present a
European comparison of the sectoral distribution of the NFC loan book. Finally, we list some possible mitigating factors that may
apply specifically to the Irish NFC loan book.

Credit Institutions Operating in the Irish Market: Their Exposures to Hedge Funds, Private Equity

and

the Subprime Sector by Gavin Doheny 129

From an international perspective, the profitability of traditional banking activities has been in decline in recent years. Accordingly,
international banks are believed to have supplemented their income from sources other than traditional banking activities. In
particular, it appears the growth of the subprime, hedge fund and private equity sectors has been facilitated somewhat by the
increased involvement of international banks. Notwithstanding the fact that numerous Irish banks earn significant levels of non-
interest income, typically the Irish banking sector continues to earn the greater part of its earnings from traditional banking
activities. A combination of exceptionally strong economic growth over the past 15 years and a booming housing market has
placed the Irish banking sector in an unusual position by international standards. To some degree, this combination of devel-
opments has meant that traditional banking activities have remained highly profitable in the Irish market. Therefore, it is not
obvious that credit institutions operating in the Irish market have had the same incentives to engage with non-traditional banking
activities. This article documents a survey of exposures that licensed credit institutions operating in the Irish market hold in
relation to the hedge fund, private equity and subprime sectors.
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Foreword

| am happy to present our latest assessment of the
stability of the domestic financial system. The
Financial Stability Report 2007 is intended to update
financial market participants and the wider public on
developments in the economic and financial
environment, with particular attention to the key
risks.

The publication of this Report is one way in which the Central Bank &
Financial Services Authority of Ireland fulfils its legal mandate, under both
domestic and European law, to contribute to financial stability both at home
and abroad. The Central Bank and Financial Regulator have shared
responsibilities in this regard and cooperate fully on matters relating to
financial stability. This Report reflects the joint views of the Bank and the
Financial Regulator.

Our overall assessment is that financial stability risks have, on balance,
increased since the 2006 Report. Nevertheless, the overall conclusion is that
the Irish financial system’s shock absorption capacity remains robust and the
system is well placed to cope with emerging issues.

To date, 2007 has provided a more challenging international environment
for financial stability. There has been considerable turbulence in international
financial markets as problems, which arose initially in the US subprime
mortgage market, spread to the European banking sector. The possible
spillover effects from these events could be important for domestic financial
stability because of the potential impact on the banking sector and on the
economy. However, we are reassured by the fact that our credit institutions
do not have significant exposures to the subprime market, either directly or
indirectly, and their shock-absorption capacity is sufficient to deal with the
current period of heightened stress in financial markets.

On the domestic front, this year has been a turning point in some key respects
because there has been an improvement in several of the risks identified in
earlier financial stability reports. In particular, the upward momentum in
residential property prices has abated, thus reducing the vulnerability posed
by the previous substantial increases in house prices. Furthermore, the rate
of credit growth has eased and the rate of accumulation of private-sector
indebtedness has moderated accordingly. Against a more uncertain
international backdrop, the indications are that the domestic economy
continues to perform solidly although, as indicated in the Report, downside
risks remain.

| hope that the wide-ranging analyses in this Report convey to our readers the
importance of a stable financial system and encourages discussion of the
current financial-stability environment. The main commentary provides an
analysis of domestic and international economic and financial developments
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and highlights potential areas of concern relevant to the Irish financial system.
There are also a number of research articles in Part 2 of the Report which
provide more in-depth analyses of issues raised in the main commentary. The
property market is important for financial stability and the Report includes
papers on commercial property and residential property investors. The
remaining articles deal with the banking sector. These include the results of a
survey of banks’ exposures to subprime lending, private equity and hedge
funds. The issue of concentration in loan portfolios and the international
dimension of Irish banks” business are also considered.

A Hosloy

John Hurley,
Governor.



Achoimre

[s é an measin foriomlan na go bhfuil méada tagtha
trid is trid ar rioscai cobhsaiochta airgeadais 6 foilsiodh
Tuarascail BCUSAE ar Chobhsaiocht Airgeadais don
bhliain 2006. Shainaithin Tuarascéil na bliana 2006 tri
phriomh-leochaileacht intire do chobhsaiocht airgeadais:
fas tréan creidmheasa agus féichitinas ata ag ardq,
moéiminteam anios i bpraghsanna tithe agus droch-
thionchar ualai aisiocaiochta méadaitheacha ar dhea-
bhail earnail an teaghlaigh. O shin, tharla roinnt
feabhsuithe maidir le rioscai intire agus failtitear rompu
seo. Ar an gcéad dul sios, t& maolG tagtha ar an
moéiminteam anios i bpraghsanna na réadmhaoine
conaithe, rud a laghdaionn an leochaileacht a bhi ann
mar thoradh ar an méadi suntasach a tharla roimhe sin
i bpraghsanna tithe. Ar an dara dul sios, mhoilligh rata
fais creidmheasa agus mhaolaigh rata carntha
fhéichitnais na hearndla priobhaidi da réir. Ta
saincheisteanna tagtha chun cinn, afach, maidir leis an
ngeilleagar intire mar thoradh ar an dul in olcas nios
fadtéarmai san iomaiochas, an laghdd sa mhéid a
dhéanann an ghniomhaiocht in earndil na foirgniochta
conaithe chun cur leis an bhfas foriomlan, agus na
héifeachtai a d’fhéadfadh a bheith ag an tsuaiteacht sna
margai airgeadais idirndisiiinta. D’eascair an tsuaiteacht
seo de réir mar a leathnaigh fadhbanna i margadh na
morgdisti  fophriomha i SAM go dti go raibh
athphraghsail rioscai i roinnt margai airgeadais. Cé gur
céim i seo ar an mbealach chuig praghsail nios
normalaithe riosca, d’fhéadfadh tabhacht a bhaint le
haon éifeachtai iarmhartacha a leanfadh 6n gcoigeart
seo do chobhsaiocht airgeadais sa bhaile agus i gcéin
mar gheall ar an andil phoitéinsiGil ar earnail na
baincéireachta agus ar an ngeilleagar. Tathar ag stil go
buntsach, afach, bunaithe ar mheastna na rioscai ata i
ndan d’earndil an teaghlaigh agus don earnail
chorparaideach neamh-airgeadais, ar dhea-bhail earnail
na baincéireachta agus ar thorthai na tastala inti ar strus a
rinneadh le déanai, d’ainneoin na suaiteachta sna margai
airgeadais  idirnadisinta, go  leanfaidh  coras
baincéireachta na hEireann de bheith i riocht maith chun
teacht slan 6 fhorbairti codarsnacha eacnamaiocha agus
earnadlacha sa  ghearrthéarma agus anonn sa
mheantéarma.

Measiuna foriomlan

Baineann neamhchinnteacht idirnaisiinta méadaithe le
héifeachtai iarmhartacha na bhfadhbanna in earnail na
morgaisti fophriomha i SAM. Go luath i 2007, tharla laga

géar sna margai cothromais domhanda, ait ar oibrigh
athmheastnd didltach den dearcadh geilleagrach i SAM
mar cheann tioméana. Chlaochlaigh sé seo, nios déanai
sa bhliain, go dti an tréimhse thuasluaite ina raibh
morshuaiteacht sna margai. Ba iad priomhthréithe na
suaiteachta seo na luaineacht a bhi ag méad, leachtacht
a bhi ag laghdd agus athphraghséil géar riosca. Rud
tdbhachtach a rannchuidigh leis seo na go rabhthas ag
éiri i bhfad nios buartha, 6 lar 2007 ar aghaidh, faoi
neamhchosaint réimse leathan d’urrdis a bhi bainteach
le morgdisti agus tairgi struchtartha creidmheasa ar
chaillteanais mhéadaitheacha i margadh na morgaisti
fophriomha i SAM. Mar thoradh ar neamhchinnteacht
maidir le méid agus daileadh na neamhchosainti ar
rioscai creidmheasa agus caillteanais bhainteacha
mhéadaigh an drogall roimh riosca a thuilleadh. Da bharr
sin bhi tionchar géar ag athphraghsail leantnach riosca
creidmheasa i gcoitinne a leathnaigh agus a bhi le
feiceail mar mheon an-didltach i leith an mhargaidh do
mhaoinit gearrthéarmach comhthaobhaithe. Chuir sé
seo isteach ar shreafai leachtachta na mbanc, de réir mar
a bhi sé ag éiri nios deacra péipéar trachtala faoi
chumhdach s6cmhainne (ABCP) a rolladh thart. |
dteannta leis an neamhchinnteacht faoi neamhchosainti
na mbanc do shocmhainni riosctla, mhéadaigh an imni
maidir le riosca contraphairti agus thosaigh fadbhanna
ag sineadh amach go dti an margadh idirbhainc.
Thosaigh roinnt banc ceannais, ag leantint lorg an BCE,
ag frithghniomhd go pras chun na fadhbanna seo a
mhaolG tri instealltai substaintila leachtachta a
sholathar. Mhaolaigh na gniomhartha seo na fadhbanna
ag an taobh an-ghearr den mhargadh idirbhainc cé nach
bhfuil coigeartd iomlan déanta fés ag ratai nios
fadtéarami agus go bhfuil na raonta difriochta idir na
ratai seo agus ratai beartais i gconai cuiosach leathan.
Trid is trid, afach, beidh an trasdul chuig praghsail riosca
nios normalaithe tairbhitil do chobhsaiocht airgeadais
idirndisidnta san fhadtéarma.

Ta na héifeachtai iarmhartacha a d’fhéadfadh eascair 6n
luaineacht a bhi ann le déanai i margai airgeadais
tabhachtach do chobhsaiocht airgeadais mar gheall ar an
tionchar poitéinsiGil ar an bhfiorgheilleagar, go
domhanda agus in FEirinn. Baineann na rioscai 6n
ngeilleagar idirnaisianta leis an neamhchinnteacht breise
maidir le hionchais fhais dhomhanda agus leis an imni
mhéadaithe i measc infheisteoiri, 6s rud é go bhféadfadh
préimheanna riosca arda agus go mbeidh coinniollacha
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creidmheasa nios teinne le hiarmhairti codarsnacha don
fhas eacnamaioch thar na priomhréigitin. Tugann
réamhaisnéisi 6 na priomhinstititidi eacnamaiocha
idirnaisitnta le tuiscint go mbaineann na rioscai taobh
thios is troime le SAM. Bhi an geilleagar domhanda agus
geilleagar limistéar an euro ag fas go téagartha sular ar
thosaigh an tsuaiteacht sna margai le déanai agus sitd is
gur chostil go gcabhroidh sé seo lena n-athléimneacht,
bhainfeadh moilli mér i bhfas SAM cuid mhaith den
spreagadh on ngniomhaiocht sa chuid eile den domhan.
Go héirithe, fagann na naisc shuntasacha tradéala agus
infheistiochta idir Eirinn agus SAM go bhfuil geilleagar na
hEireann thar a bheith leochaileach do mheathld ar bith
san fhas i SAM. Ta an riosca idirndisiinta seo do
gheilleagar na  hEireann ann  de  bhreis ar
shaincheisteanna leantnacha maidir le praghsanna
fuinnimh ata ard agus luaineach agus an seans go
bfhéadfadh an euro laidrit a thuilleadh i gcoinne dollar
SAM mar chuid de phroéiseas chun michothromaiochtai
idirnaisitinta i gcuntais reatha a cheart.

Bhi drochthionchar ag imeachtai a tharla le déanai ar an
gcoras idirndisiGnta baincéireachta, go direach mar
gheall ar chaillteanais na mbanc ina s6cmhainni
fophriomha i SAM, agus go hindireach tri sheilbh a
bheith acu ar infheistiochtai ata oscailte do chaillteanais
fhophriomha SAM, mar gheall ar cheangaltais
chreidmheasa do chainéil/fheithicli sainchuspoéireacha
agus mar gheall ar chur isteach ginearalta ar ghné. Ina
leith sin, nil na bainc intire ag tuairisciti go bhfuil aon
neamhchosaint mhér  dhireach acu  ar  mhorgaisti
fophriomha SAM agus nach bhfuil ach neamhchosaint
an-teoranta acu tri infheistiochtai agus linte creidmheasa
a cuireadh ar fail do chomhlachtai airgeadais eile n6 do
fheithicli sainchuspoireacha. Is ar éigean a laghdaiodh
cumas na mbanc intire chun turraingi a ionsG mar
thoradh ar na tarldinti seo.

Sa mhéid a bhaineann leis an bpriomhfhorbairt intire,
laghdaigh an maolG suntasach i bfhas praghsanna na
tithiochta conaithe cuid de na priomhabhair imni a luadh
i dTuarascéil na bliana seo caite. Cé gur mhéadaigh
praghsanna tithe ar bhonn naisiGinta beagnach 12 faoin
gcéad ar an mean sa bhliain 2006, mhoilligh siad go
suntasach sa dara leath den bhliain. Lean an moillia i
2007 agus anois ta praghsanna thart ar 3", faoin gcéad
nios isle ar bhonn bliain-go-data. Ba choir na forbairti seo
a mheas in aghaidh na ngnoéthachan i bpraghsanna tithe
le blianta beaga anuas. Thairis sin, ta laghda tagtha ar an
imni go ngluaisfeadh praghsanna tithe i dtreo go mbeadh
siad nios |G i gcomhréir leis na buntosca agus go rachadh
inacmhainneacht tithiochta in olcas 6 foilsiodh Tuarascail
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na bliana seo caite. Maidir le forbairti i bpraghsanna tithe
amach anseo, ta tabhacht faoi leith ag baint le tosca
amhail rannphairtiocht infheisteoiri sa mhargadh
réadmhaoine, inbhuanaitheacht ratai reatha inimirce, an
treo a leanfaidh beartas airgeadaiochta sa todhchai agus
feidhmia mhargadh an tsaothair agus dealraionn sé go
bfuil na buntosca i gconai laidir. Tugann cnédmha
larnacha an scéil le tuiscint, mar sin, gur cosdla go
mbeidh tuirlingt bhog na tuirlingt chrua ann.

Leanann rata carnaithe fiachais teaghlach agus corparaidi
neamh-airgeadais de bheith ag maolt don dara bhliain
as a chéile. T4 an rata reatha i gconai ard, afach, de réir
comparaidi idirnaisiinta. Bhi méadd tagtha ar an
gcoimheas idir creidmheas na hearnala priobhaidi agus
OTN in Eirinn sna blianta ata direach thart, rud a léirionn
leibhéal na gniomhaiochta geilleagrai i gcoitinne agus,
go hairithe, an t-éileamh méadaithe ar thithiocht agus
ghniomhaiocht infheistiochta. Cé go  gcuireann
ardleibhéal fiachais leochaileacht na hearnéla priobhaidi
do thurraingi ioncaim agus ratai Gis, ta tosca
maolaitheacha  tabhachtacha ann freisin  ambhail
glanfhitachas foriomlan na hearndla agus an dearcadh
dearfach atd ann maidir leis an ngeilleagar agus nuair a
déantar measunG orthu sitd in éineacht leis an moillit
san iasachtaiocht laghdaionn siad an leochaileacht seo
beagainin.

Ta ualai aisiocaiochta teaghlach cobhsaithe beagainin 6
foilsiodh Tuarascail na bliana seo caite ach td an
dearcadh i gconai neamhchinnte. Chobhsaigh na hualai
aisiocaiochta toisc gur lean ioncaim indiGscartha
teaghlach de bheith ag fas go laidir agus chuidigh
athruithe canach sa bhuiséad chun na costais bhreise a
bhain le méaduithe éagsula i ratai Gis a tharla roimhe sin
a cheall. T4 earndil an teaghlaigh i gconai leochaileach
do ratai nios airde Uis, afach, toisc go bhfuil formhoér na
morgaisti reatha chomh maith le sreabhadh iasachtai nua
morgaiste ag ratai athraitheacha.

| gcomhthéacs idirnaisianta nios neamhchinnte ta
comharthai ann go bhfuil an geilleagar intire ag feidhmid
go téagartha i gconai. Trid is trid ta an scéal maidir le fas
eacnamaioch sastil i gcoitinne sa timpeallacht
idirnaisiinta atd neamhchinnte faoi lathair i ndiaidh
tréimhse ina raibh an fas ard. Ar an taobh dearfach den
scéal, td na buntosca eacnamaiocha — riocht buiséadach
maith, fas eacnamaioch laidir, geilleagar inoiriGinaithe — i
gconai fonta. Tathar ag sdil le diluasghéard éigin san fhas
geilleagrach i 2008, ach ta réamh-mheastachain fhais i
gconai  cuiosach  dearfach de réir  caighdedin
idirndisinta. De réir mar a mhoillionn an fas



geilleagrach, is cosil go n-ardéidh an rata difhostaiochta.
Tathar ag suil, afach, go mbeidh an méadi seo cuiosach
beag agus tathar ag tuar go bhfanfaidh an geilleagar gar
da riocht de lanfhostaiocht. Thairis sin, de réir mar ata
fas an aschuir intire ag lagg, tathar ag suil go n-isleoidh
branna boilscitheacha sa gheilleagar freisin.

In ainneoin na timpeallachta geilleagrai seo ata réasdnta
fabhrach, ta lion airithe rioscai fés ann agus tathar
buartha go rachaidh rioscai éagsula diobh seo i gcion ar
an ngeilleagar ag an am chéanna. O pheirspictiocht
intire, tathar imnioch i gconai faoin sciar ard atad ag
earnail na foirgniochta sa ghniomhaiocht eacnamaioch,
cé go bhfuil sé seo ag titim, agus faoi na caillteanais nios
fadtéarmai san iomaiochas. Tathar ag suil go dtitfidh sciar
ard na foirgniochta de réir a chéile sna blianta amach
romhainn, agus go ndéanfar an laghdd i ngniomhaiocht
choénaitheach a fhrithaireamh ar bhealach le fas laidir
leantnach i bhfoirgniocht na hearnala poibli agus na
hearnédla priobhaidi neamhchoénaithe. Léirionn meathld
an iomaiochais tosca éagsula lena n-airitear praghsanna
agus costais tairgthe ata ag ardlG i gcomparaid lenar
gcomhphairtithe tradala, laidriG rata malairte an euro, go
héirithe i gcoinne an dollar agus fas nios laige
tairgidlachta. Ag féachaint d’oscailteacht an gheilleagair,
ta FEire thar a bheith leochaileach do thurraingi
domhanda. Chomh maith leis an tsuaiteacht reatha sna
margai, ta saincheisteanna i gconai ann a bhaineann le
praghsanna arda luaineacha fuinnimh mar aon le laidria
breise an euro i gcoinne dollar SAM mar chuid de
phroiseas chun michothromaiochtai na gcuntas reatha
idirnaisinta  agus neamhchinnteachtai maidir le
geilleagar SAM a chearta.

Ta dha fhorbairt eile ann 6 foilsiodh an Tuarascail
dheiridh ar fid breathnt orthu. Ar an gcéad dul sios,
murab ionann agus an margadh coénaitheach, ta
praghsanna na maoine trachtdla i gconai ag
luachmhéada ag ratai ata cuiosach ard. D’fheidhmigh
margadh na maoine trachtala go laidir feadh gach

earnala (i.e. earndlacha na n-oifigi, na miondiola agus an
tionscail) i 2006 agus go luath i 2007, le luachmhéadu
caipititil ag baint rata bliantdil de 24 faoin gcéad amach
anuraidh. Bhiothas buartha ni hamhain toisc go raibh
ratai fais chaipitil i margadh na maoine trachtéla ard ach
freisin toisc gur dhealraigh sé gur eisréimnigh siad 6 ratai
fais comhfhreagracha ciosanna sa tsli gur tiomaineadh
faltais chuig na leibhéil is isle da raibh riamh ann. Da
bhri sin failtitear roimh an maolt ata tosaithe i luas an
luachmhéaduithe chaipitiGil, roimh an laghdd atd ag
teacht ar an mbearna idir fhas caipitiGil agus fas
ciosanna, agus roimh an laghda fadtéarmach i bhfaltais
in FEirinn ata ar aon dul lena bfhuil ag tarld go
hidirnaisitnta de réir dealraimh.

Ar an dara dul sios, ta éifeacht chomhcheangailte ag
corrlaigh isle glantis agus costais mhaoinithe nios airde
ar earnail na baincéireachta i dtimpeallacht ina bhfuil
toirt an fhais nios isle. D’fhéadfadh margadh tithiochta
nios moille in éineacht le fas geilleagrach ata rud beag
nios moille agus anail na suaiteachta reatha i margai
airgeadais ar thoilteanas na mbanc chun iasachtai a
sholathar, cuidit chun toirt an fhais a isliG amach anseo.
| gcomhthéacs ina mbaineann na leochaileachtai agus na
rioscai seo leis na hionchais don gheilleagar, ni mor coras
baincéireachta follain a bheith ann ata i gcumas turraingi
a ionsa i dtreo gur féidir leis coras airgeadais cobhsai a
chothd. Ta dea-bhail i gconai ar an gcoras baincéireachta
arna thomhas ag na gnaththascairi: s6écmhainneacht,
brabtsacht, leachtacht, caighdean s6cmhainni  agus
tascairi margaidh. Tathar ag suil go buntsach, bunaithe
ar mheasGn( na rioscai ata i ndan d’earnail an teaghlaigh
agus don earnail chorpardideach neamh-airgeadais, ar
dhea-bhail earnéil na baincéireachta agus ar thorthai na
tastala inti ar strus a rinneadh le déanai, d’ainneoin na
suaiteachta sna margai airgeadais idirnaisiinta, go
leanfaidh an coras baincéireachta de bheith i riocht
maith chun teacht slan 6 fhorbairti codarsnacha
eacnamaiocha agus earndlacha sa ghearrthéarma agus
anonn sa mheantéarma.
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Summary

The overall assessment is that financial stability risks have
on balance increased since the CBFSAl’s Financial
Stability Report 2006. The 2006 Report identified three
major domestic vulnerabilities for financial stability:
strong credit growth and rising indebtedness, upward
momentum in house prices and the adverse impact of
increasing repayment burdens on the health of the
household sector. Since then, there has been a number
of welcome improvements with respect to domestic
risks. First, the upward momentum in residential property
prices has abated, thus reducing the vulnerability posed
by the previous substantial increase in house prices.
Second, the rate of credit growth has eased and the rate
of accumulation of private-sector indebtedness has
moderated accordingly. However, issues have arisen
with respect to the domestic economy arising from the
longerterm  deterioration in  competitiveness, the
moderation in the contribution of residential
construction-sector activity to overall growth, and the
possible effects of international financial-market
turbulence. This turbulence arose as problems in the US
subprime mortgage market broadened into a repricing
of risk in a number of financial markets. Although this is
a transition to a more normalised pricing of risk, the
possible spillover effects from this adjustment could be
important for financial stability both at home and abroad
because of the potential impact on the banking sector
and on the economy. However, the central expectation,
based on an assessment of the risks facing both the
household and non-financial corporate sectors, the
health of the banking sector and the results of recent in-
house stress testing is that, notwithstanding the
international financial market turbulence, the Irish
banking system continues to be well placed to withstand
adverse economic and sectoral developments in the
short to medium term.

Overall Assessment

Increased international uncertainty is associated with the
fallout arising from problems in the subprime mortgage
sector in the US. In early-2007, there was a sharp
weakening in global equity markets, where the key driver
was a negative re-assessment of the economic outlook
in the US. This developed, later in the year, into the
period of severe market turbulence mentioned above
and was characterised by rising volatility, declining
liquidity and a sharp repricing of risk. An important
contributing factor was a significant heightening of

concern, from mid-2007 onwards, about the exposure of
a wide range of mortgagerelated securities and
structured credit products to mounting losses in the US
subprime mortgage market. Uncertainty about the size
and distribution of credit risk exposures and related
losses caused risk aversion to heighten further. This
triggered a sharp spillover from the ongoing repricing
of credit risk generally to particularly negative sentiment
towards the market for collateralised short-term
financing. This disrupted banks’ liquidity flows, as asset-
backed commercial paper (ABCP) became increasingly
difficult to rollover. Allied to the uncertainty about banks’
exposures to risky assets, concerns about counterparty
risk heightened and problems began to spillover to the
interbank market. A number of central banks, led by the
ECB, reacted promptly to alleviate these problems
through the provision of substantial liquidity injections.
These actions alleviated the problems at the very short-
end of the interbank market, although longer-term rates
have not yet fully adjusted and spreads between these
rates and policy rates remain relatively wide. Overall
though, the transition to a more normalised pricing of
risk will be beneficial for international financial stability
in the long run.

The possible spillover effects from recent volatility in
financial markets are important for financial stability
because of the potential impact on the real economy,
both globally and in Ireland. The risks from the
international economy relate to the heightened
uncertainty about global growth prospects and increased
investor nervousness, with the possibility that risk premia
will rise and credit conditions will be tighter with adverse
consequences for economic growth across the major
regions. Forecasts from the major international
economic institutions suggest that the downside risks are
most pronounced for the US. While the resilience of the
global and euro area economies should be helped by
the fact that both were growing solidly before the recent
outbreak of market turbulence, a marked slowdown in
US growth would remove considerable impetus to
activity in the rest of the world. In particular, the
significant trade and investment links between Ireland
and the US leave the Irish economy particularly
vulnerable to any downturn in growth in the US. This
international risk to the Irish economy is in addition to
continuing issues about high and volatile energy prices
and the possibility of further strengthening of the euro
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against the US dollar as part of a correction process for
international current-account imbalances.

The international banking system has been negatively
affected by recent events, both directly through banks’
losses on their US subprime assets, and indirectly
through holdings of investments exposed to US
subprime losses, from credit commitments to
conduits/special purpose vehicles, and from a general
disruption to business. In this respect, the domestic
banks report no significant direct exposures to US
subprime mortgages and very limited exposures through
investments and credit lines extended to other financial
companies or special purpose vehicles. The domestic
banks” shock absorption capacity has not been much
reduced by these events.

Regarding the main domestic development, the
significant easing in residential house price growth has
reduced some of the key concerns noted in last year’s
Report. While house prices increased nationally by
almost 12 per cent on average in 2006, they slowed
significantly in the second half of the year. The slowdown
continued in 2007 and prices are now about 3, per
cent lower on a year-to-date basis. These developments
should be assessed against the gains in house prices in
recent years. Furthermore, concerns that house prices
would move further out of line with fundamentals and
that housing affordability would worsen have lessened
since last year’s Report. Regarding future house price
developments, factors such as investors’ participation in
the property market, the sustainability of current rates of
immigration, the future direction of monetary policy and
the performance of the labour market are all important.
The underlying fundamentals of the residential market
continue to appear strong. The central scenario is,
therefore, for a soft, rather than a hard, landing.

The rate of accumulation of debt by households and
non-financial corporates has continued to ease for a
second successive year. However, the current rate
remains high by international comparison. The ratio of
private-sector credit to GNP in Ireland had increased in
recent years reflecting the level of economic activity
generally and, specifically, the increased demand for
housing and investment activity. Although a high level
of indebtedness increases the vulnerability of the private
sector to income and interest-rate shocks, there are also
important mitigating factors such as the sector’s overall
net worth and the positive outlook for the economy
which, when assessed alongside the slowdown in
borrowing, reduce this vulnerability somewhat.
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Households” repayment burdens have stabilised
somewhat since the publication of last year’s Report but
the outlook remains uncertain. Repayment burdens had
stabilised because households’ disposable incomes
continued to grow robustly and budgetary tax changes
helped offset the additional costs of some earlier interest-
rate increases. The household sector remains, however,
vulnerable to higher interest rates because the bulk of
both the stock of existing mortgages as well as the flow
of new mortgage loans are at variable rates.

Against a more uncertain international backdrop, the
indications are that the domestic economy continues to
perform solidly. The overall picture for economic growth
is generally satisfactory in the current uncertain
international environment and follows a period of high
growth. On the positive side, economic fundamentals —
a good budgetary position, strong employment growth,
an adaptable economy — continue to be sound. The
outlook is for some deceleration of economic growth in
2008, but growth projections remain reasonably positive
by international standards. As economic growth slows,
an upturn in the unemployment rate is likely. However,
this is expected to be modest and the forecast is for the
economy to remain at close to its fullemployment
position. Moreover, as domestic output growth
weakens, inflationary pressures in the economy are
expected to reduce.

Despite  this  relatively  favourable  economic
environment, a number of risks remain and the concern
is that the economy may be affected by several of these
risks at the same time. From a domestic perspective,
there are continuing concerns about the high, if
declining, share of the construction sector in economic
activity and the longer-term losses of competitiveness.
The high share of construction is expected to decline
gradually in the coming years, with the reduction in
residential activity offset in part by continued strong
growth in public sector and private non-residential
construction. The deterioration in competitiveness
reflects a number of factors including rising prices and
production costs relative to our trading partners, the
strengthening of the euro exchange rate, particularly
against the dollar, and weaker productivity growth.
Given the openness of the economy, Ireland is
particularly vulnerable to global shocks. In addition to
the current market turbulence, there are continuing
issues about high and volatile energy prices as well as
the further strengthening of the euro against the US
dollar as part of a correction process for international
current-account imbalances and uncertainties relating to

the US economy.



There are two additional developments since the last
Report which merit consideration. First, in contrast to the
residential market, commercial property prices continue
to appreciate at relatively high rates. The commercial
property market performed strongly across all sectors
(i.e., office, retail and industrial) in 2006 and early-2007,
with capital appreciation reaching an annual rate of 24
per cent last year. The concern was not only that capital
growth rates in the commercial property market were
high, but they also appeared to have diverged from the
corresponding rental growth rates such that yields were
driven to unprecedented low levels. It is welcome,
therefore, that the pace of capital appreciation has
begun to ease, the divergence between capital and
rental growth has begun to decline, and the long-run
decline in vyields in Ireland appears to mirror the
international experience.

Second, there is the combined effect on the banking
sector of low net interest margins and higher funding
costs in an environment of lower volume growth. A
combination of a slower housing market, somewhat
slower economic growth and the impact of the current
turbulence in financial markets on banks” willingness to
supply loans, could all contribute to lower volume
growth in the future. In the context of these
vulnerabilities and risks to the economic outlook, a
healthy banking system with good shock-absorption
capacity is needed to support a stable financial system.
The health of the banking system remains robust when
measured by the usual indicators: solvency, profitability,
liquidity, asset quality and market indicators. The central
expectation, based on an assessment of the risks facing
both the household and non-financial corporate sectors,
the health of the banking sector and the results of recent
in-house stress testing is that, notwithstanding the
international financial market turbulence, the Irish
banking system continues to be well placed to withstand
adverse economic and sectoral developments in the
short to medium term.

CBFSAl’'s Mandate

The CBFSAl's legal mandate is to contribute to the
maintenance of financial stability in both Ireland and the
euro area. Financial stability is an issue of major
importance for both the Central Bank and the Financial
Regulator. The key elements in the discharge of this
mandate are to raise awareness of financial stability
matters through initiatives like the publication of the
annual financial stability report, maintaining a dialogue
with domestic credit institutions in order to highlight
issues for the financial system and, finally, to continue

to develop procedures to deal with potential disruptive
events and to facilitate an orderly resolution. In relation
to cross-border financial institutions, the Central Bank
and Financial Regulator maintain ongoing dialogue with
their counterpart central banks and financial regulators.

Economic and Sectoral Commentary
Domestic Macroeconomic Outlook

Economic growth in the Irish economy remains strong
and labour market conditions remain favourable,
although the projections for growth in 2007 have been
revised downwards marginally since the last Report. Last
year the volume of GNP increased by 6.5 per cent with
a corresponding increase in GDP of 5.7 per cent. While
these rates of growth were somewhat above the
estimated potential growth rate of the economy, slower
growth is expected during 2007 and 2008. This partly
reflects developments in the residential construction
sector, the output of which appears to have peaked
during 2006. Private consumption growth is also
expected to moderate somewhat next year as the impact
of maturing SSIA funds lessens. As a result, GNP growth
is projected to fall to around 4%, per cent this year with
a further decline to around 3", per cent in 2008. The
corresponding projections for GDP growth in 2007 and
2008 are 4%, per cent and 3, per cent, respectively.

The labour market continues to perform well, although
the projections for unemployment have been revised
upwards slightly since the publication of the last Report.
Total employment increased by 4.4 per cent in 2006,
with particularly strong increases in construction (9.7 per
cent), health (8.2 per cent) and wholesale and retail
trades (4.6 per cent). Despite some well-publicised
adverse employment news recently, the aggregate data
indicate that the strong labour market performance looks
set to continue. As economic growth slows, an upturn
in the unemployment rate is expected. However, this is
expected to be modest and the forecast is for the
economy to remain at close to its fullemployment
position.

Domestic Macroeconomic Risks

Despite the relatively favourable economic outlook, a
number of significant risks remain. First, from a domestic
perspective, there are concerns about the continuing
high share of the construction sector in economic
activity. This is expected to decline gradually in the
coming years with the reduction in residential activity
mitigated in part by continued strong growth in public-
construction.

sector and  private-non-residential

However, a sharper-than-expected fall in housing output
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would have a negative impact on both GDP growth
and employment.

A second domestic risk relates to longer-term losses of
competitiveness.  While the economy was in an
extremely  strong, but probably unsustainable,
competitiveness position at the beginning of the current
decade, the situation has subsequently deteriorated. As
already noted, this has been due to a number of factors
including rising prices and wages relative to our main
trading partners, an appreciation of the exchange rate
and lower productivity growth. While the overall
competitiveness position of the economy does not
appear to be too strained, judging from data on inward
FDI flows, nevertheless, a continuation of underlying
trends could lead to a more significant adjustment in the

longer run.

International Macroeconomic Risks and Financial
Market Developments

Given the openness of the Irish economy, its financial
system is potentially vulnerable to global shocks and to
the current developments in the international financial
system. The most significant issue since the last Financial
Stability Report has been signs of significant distress in
the US subprime mortgage sector, which came to a head
in early- to mid-2007. From late-June onwards, concerns
were heightened about the exposure of a wide range of
mortgage-related securities and structured credit
products to mounting losses in the US subprime
mortgage market, causing problems in the market for
asset-backed commercial paper (ABCP), where investors
were reluctant to rollover financing given the increased
nervousness about the associated risks. Uncertainty
about the size and distribution of credit risk exposures
and related losses affected market conditions, and what
started as a credit market sell-off quickly evolved into a
bout of severe market turbulence characterised by rising
volatility, declining liquidity and a sharp repricing of risk.
Risk aversion heightened further when the problems —
which, up to then, had been concentrated in hedge
funds and US financial institutions involved in mortgage
business — began to spread to the more broad-based
banking sector internationally especially through banks’
connections with  ABCP  conduits or structured
investment vehicles. Thus, the generalised ongoing
repricing of credit risk caused a drying up of liquidity
in the collateralised shortterm commercial paper
market.

Allied to the uncertainty about banks” exposures to the
repricing of risky assets, concerns about counterparty
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risk heightened from early-August and problems began
to spillover to the interbank market. With banks
becoming very reluctant to lend to one another, even at
very short maturities, overnight rates began to rise
sharply. A number of central banks — led by the ECB —
reacted promptly to alleviate problems in the interbank
money market through the provision of substantial
liquidity injections. These actions succeeded in
alleviating the problems at the very-short end of the
interbank market, with overnight rates reverting to their
earlier levels. Longer-term rates, however, have not yet
fully adjusted and spreads between these rates and
policy rates remain relatively wide. This is likely to place
upward pressure on the cost of borrowing, as will the
widening of spreads on lower-rated corporate debt.
There is also the possibility that creditworthy borrowers
will face some rationing of credit which could have
adverse implications for global growth prospects.

Prior to the above events, the outlook for the global
economy was favourable but there were also risks to the
outlook which could have knock-on implications for the
domestic outlook. The assessment made prior to the US
subprime  crisis  was  that the international
macroeconomic environment had remained supportive
of financial stability given its robust pace of expansion,
in spite of high and volatile oil prices, a sharp slowdown
in the US housing market and earlier financial market
turbulence. Risks to the inflation outlook, however, had
been tilted to the upside, relating to increased capacity
utilisation, high oil prices and the prospect that wage
pressures would intensify as labour markets improved.
As a result, monetary policy had generally been either in
a stable or tightening phase. While a broader economic
assessment of the implications of recent events in
international financial markets depends on the duration
of disturbed market conditions and the associated
uncertainty, the current assessment is that the overall
outlook for growth remains positive although clearly
downside risks have risen somewhat. A key
consideration is that, even if market liquidity improves,
risk spreads are likely to remain higher on a longterm
basis than they have been in recent years.

Forecasts from the major international economic
institutions suggest that the downside risks are most
pronounced for the US. This reflects the view that the
problems in financial markets are likely to intensify the
downturn in the US housing market, where forward-
looking indicators of conditions were pointing lower
even before the recent turbulence began. In addition to
the direct impact of US housing market weakness on



GDP, the weakness of US house prices, higher mortgage
rates and tighter lending terms also threaten to dampen
US consumer spending, which has been the main engine
of growth in recent years. While the resilience of the
global and euro area economies should be helped by
the fact that both were growing solidly before the recent
market turbulence, a marked slowdown in US growth
would remove considerable impetus to activity in the
rest of the world. Quite apart from this dampening
influence, however, the generalised repricing of risk and
tightening of financing conditions has, of itself, moved
the balance of risks to the downside for the rest of the
global economy.

There is an argument that current market developments
could be positive over the medium-term for international
financial stability, by reversing a perceived mispricing of
risk in financial markets that has persisted for a number
of years. More generally, the mispricing of risk reflected
excessive risk taking over the last number of years and
may have pushed many asset prices beyond sustainable
values. A pervasive search for yield had characterised
financial markets and had driven risk premia across a
very wide range of financial assets to very low levels.
Although there is no clear consensus as to the ultimate
driving force behind this search for yield, there is little
doubt that low interest rates and easy availability of
funding had boosted the appetite for risk significantly.
There was always the possibility, however, that a reversal
of the search for yield along with a tightening of credit
could have resulted in a widespread correction of a
range of asset prices which may be overvalued, as
reflected in risk premia that were until recently
unsustainably low.

In early-2007 and prior to recent events, longer-term
market rates had begun responding more than before to
the tightening in official rates. In current market
conditions, longerterm rates have oscillated reflecting
the offsetting impacts of expectations of higher inflation
with a flight to quality. The behaviour of yields has been
different for sovereign and corporate debt; government
bond yields have fallen while yields on corporate bonds
have increased.

Oil prices have moved higher in recent months. At the
beginning of 2007 oil prices declined sharply, reaching
their lowest level since mid-2005, but subsequently
increased due to continuing strong demand and
prevailing weather and political conditions. Looking
ahead, expected robust demand, coupled with
continued limited spare capacity, is likely to sustain oil

prices at relatively high levels. Futures markets suggest
that oil prices will remain at high levels in the medium
term.

The risk from global imbalances has not abated and
remains significant. The US current-account deficit was
6.5 per cent of GDP in 2006, close to its level in the
previous year. Some commentators expect a decline in
the size of the deficit in 2007. However, the risk remains
that any shortfall in the scale of capital flows required to
finance the large US current-account deficit could pose
problems for global financial stability. To date, the US
authorities have had little difficulty in financing this
growing external deficit. However, the stability of global
foreign exchange and other financial markets is
vulnerable to any significant drop in demand for US
dollar assets.

Private-Sector Credit and Indebtedness

The rate of accumulation of debt by households and
non-financial corporates in Ireland has continued to ease
for a second successive year, although the current rate
remains high by international comparison. In 2006, the
annual rate of increase in total loans to the private sector
was 25.4 per cent compared with 30.5 per cent in 2005.
There has been a further welcome easing of year-on-year
increases in private-sector credit in 2007 (the estimated
annualised rate of growth for 2007 is currently about
19 per cent) and, accordingly, the debt-to-GNP ratio is
increasing at a slower pace now (12 per cent) by
comparison with 2006 (14 per cent). The overall level of
indebtedness could reach 248 per cent of GNP by end-
2007 compared with 222 per cent at end-2006. This
level of indebtedness continues to represent a
vulnerability in the event of an adverse shock to the
repayment capacity of borrowers, although some
comfort can be taken from the persistent easing in credit
growth as well as the healthy net worth position of the
private sector alongside the outlook for the economy.

Residential Property Market

The main domestic development in the financial stability
risk profile since the 2006 Report has been in the
residential property market. According to the permanent
tsb/ESRI house price index, annual increases in house
prices peaked at 15.4 per cent in July and August 2006.
Subsequently, there has been a slowdown that has
continued into 2007 and prices are now about 3", per
cent lower on a year-to-date basis. These developments
should be assessed against the gains in house prices in
recent years, whereby prices rose by about 12 per cent
in 2006 alone and by over 50 per cent between 2002
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and 2006. The average house price is now at mid-2006
levels.

This recent moderation is welcome because it reduces
some of the key concerns noted in last year’s Report.
The reacceleration in annual house price increases that
had emerged in early-2006 was of particular concern for
three reasons. First, it was not obvious that the earlier
reacceleration was driven by fundamental factors and
the concern was that a higher level of house prices that
was not supported by fundamental factors would be
more prone to a sudden correction. In particular, it was
argued that continuing strong income growth and
demographics in early-2006 should have been
counteracted to some extent by higher interest rates and
continuing high levels of housing supply. Second, the
large increases in house prices combined with higher
interest rates appeared to be reducing the pool of
available purchasers in the market, defined as the
proportion of the population that could afford to borrow
to purchase an average house. This could have
undermined the stability of the housing market by
reducing the pool of potential purchasers and increasing
pressure for a compensating liberalisation of lending
standards. Third, the robust rate of house price
appreciation relative to rents was reducing yields for
residential investors. Unlike owner-occupiers, investors
pose a risk to the stability of the market insofar as they
may be more prone to exit the market, and at short
notice. Nevertheless, it was argued in 2006 that investors
were less likely to leave while they could still reap a
return from the high rates of capital growth.

In the event, a number of developments suggest that
risks to house prices have improved somewhat since last
year’s Report. First, house prices appear to have become
more responsive to fundamental factors, with higher
interest rates and current levels of supply now appearing
to have a significant effect. Housing supply remains
strong compared with the economy’s medium-term
requirements, although housing completions will be
somewhat down on last year’s record figure. Demand,
on the other hand, has been affected by the progressive
raising of short-term interest rates in recent years which
has made mortgage finance more expensive, albeit
partly offset by the impact of tax changes in the last
Budget and growth in incomes. Second, the outlook for
the size of the pool of potential purchasers in the
housing market, defined as the proportion of the
population able to borrow to purchase an average
house, is improved due to the moderation in house price
increases, notwithstanding higher interest rates. This
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should reduce concerns over the stability of the housing
market by maintaining the existing size of the pool of
potential purchasers.

While rents continue to recover and are now increasing
at a high rate, the stabilisation of house prices has
reduced the attractiveness of residential investment for
investors. Although, in early-2007, rental growth
exceeded house price growth for the first time since
April 2002, a shortfall between mortgage repayments
and rental income remains for highly leveraged new
investors. Investors relied heavily on capital growth for
their returns in recent years, and the moderation in
house price increases in an environment of higher
borrowing costs has, most likely, increased the incentive
for investors to delay their investments or for existing
investors to realise capital gains, thereby slowing capital
growth further. There are other mitigating arguments
made, however, with respect to these incentives,
namely, the relatively high risk-adjusted return for
property for potential investors that has been apparent
in recent decades, the recovery in rents and the
significance of transactions costs for existing investors.

Regarding future house price developments, factors such
as the level of investors’ participation in the property
market, the sustainability of current rates of immigration
and the future direction of monetary policy are all
important. However, the underlying fundamentals of the
residential market continue to appear strong and the
current trend in monthly price developments does not
imply a sharp correction. The central scenario is,
therefore, for a soft landing.

Commercial Property Market

Commercial property prices in Ireland continue to
appreciate at relatively high rates. The commercial
property market performed strongly across all sectors
(i.e., office, retail and industrial) in 2006 and 2007, in
terms of capital appreciation. The annual rate of increase
in capital values in the industrial sector is approximately
11 per cent (2007Q3), with increases of 10.1 and 9 per
cent, respectively, in the retail and office sectors. These
are lower rates of appreciation by comparison with
early-2006.

The concern is not only that capital growth rates in the
commercial property market have been high but they
had also diverged from the corresponding rental
developments in 2006. Rents in the office and industrial
sector are increasing at an annual rate of 6.5 per cent
and 1.4 per cent, respectively, and by 7.9 per cent in the



retail sector (2007Q3). In 2006, rents had risen by 5.7
per cent, compared with a rate of capital appreciation of
23.1 per cent. This divergence had resulted in
considerable yield compression in recent years and it is
therefore notable that the divergence fell somewhat in
the first half of 2007.

Yields on all types of Irish commercial property have
followed a general downward trend since the mid-1990s.
It may be of comfort that some international markets
have also mirrored this trend of robust appreciation in
capital values, indicating that global factors may explain
some of these trends. Furthermore, other markets have
not only experienced robust capital growth but have also
experienced relatively static rental growth such that, in
general, it appears that yields on European commercial
property have also declined significantly.

Household Sector

The key risks arising in the household sector relate to the
level of indebtedness and repayment burdens, but these
risks must be assessed against the sector’s healthy net
worth  position and low unemployment levels.
Households” indebtedness continues to increase, but at
a slower rate, and average repayment burdens have
stabilised in the past year. Moreover, the general
macroeconomic outlook appears favourable with
economic growth, employment and income conditions
expected to remain positive. The aggregate data suggest
that the strong labour market performance looks set to
continue. As economic growth slows, an upturn in the
unemployment rate is expected. However, this is
expected to be modest and the forecast is for the
economy to remain at close to its full employment
position. In addition, the household sector, in aggregate,
is in a healthy net worth position.

The annual increase in mortgage lending has slowed in
line with the housing market. The annual growth rate of
personal-sector credit and residential mortgage lending
in particular, has been declining recently. The annual
growth rate of personalsector credit in mid-2007 was
17.8 per cent, compared with 27.5 per cent in mid-2006.
The annual underlying increase in residential-mortgage
credit has been declining consistently over the past year
and the annual increase is now approximately 16 per
cent. Data from the Irish Banking Federation and
PricewaterhouseCoopers also suggest that the mortgage
market has been slowing somewhat in recent months.

The gross indebtedness of the household sector in
Ireland, before account is taken of its financial net worth,
is high by comparison with other euro area countries.
As of August 2007 the stock of lending from monetary

financial institutions to domestic households was almost
78 per cent of GDP in Ireland. This puts Ireland in a
group of four countries — with the Netherlands, Spain
and Portugal — as the most highly indebted countries in
the euro area. However, the growth rate in the Irish ratio
has begun to slow, suggesting that the situation may be
stabilising. Nevertheless concerns about household
indebtedness remain.

The average repayment burden stabilised somewhat
since the publication of last year’s Report but the outlook
for repayment burdens remains uncertain. The position
stabilised between late-2006 and early-2007 because
budgetary tax changes to mortgage interest relief and
income taxes had the effect of approximately offsetting
the additional costs of two ', percentage point interest-
rate  increases. However, market participants’
expectations for future interest rates have been affected
by market turbulence although it is still uncertain
whether these changes amount to a postponement of
the expected date of any future increases or a view that
the top of the cycle might be lower than was expected
6 months ago. There may also be some pass-through of
higher funding costs from banks to households in the
form of higher borrowing rates. With the bulk of both
the stock of existing, and flow of new, mortgage debt at
variable interest rates, there is a concern surrounding the
ability of some categories of households to continue to

meet their debt repayments.

There are no firm indications so far of a significantly
higher level of mortgage arrears recorded by the banking
system. However, this does not preclude the possibility
that repayment difficulties may be increasing for
households and could be manifesting themselves in
different ways, for instance, in terms of rescheduling
repayments or a greater incidence of arrears on items
such as utility bills.

Non-Financial Corporate Sector

Concerns relating to non-financial corporates (NFCs)
have arisen largely from the high rate of growth in
lending to the corporate sector. In particular, the strong
increases in lending to the commercial property-related
sector have been of concern. While remaining high,
recent data suggest that a slowdown is occurring in the
growth of lending, easing concerns somewhat. Risks
associated with this high lending growth are somewhat
mitigated by the continued low rate of defaults from the
corporate sector and the seemingly robust state of its
financial position.
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The indebtedness of the non-financial corporate (NFC)
sector has increased in recent years. As measured by
bank debt, corporate sector indebtedness increased to
139 per cent of GDP in 2007Q1, from approximately
103 per cent in 2005. The Irish corporate sector remains
highly indebted by European comparison.

Credit growth to NFCs has been increasing strongly in
recent years following a period of relatively low growth
in the early-2000s, but there may be indications that the
rate is slowing. In 2007Q2, year-on-year credit growth
was 30.8 per cent. Though this is high, it marks a
slowdown on the rate in 2006Q2, when growth peaked
at almost 40 per cent. The commercial property-related
sector continues to be the fastest growing sector in
terms of credit growth and accounts for approximately
85 per cent of all new lending to NFCs. However, there
has been a marked slowdown in growth to this sector in
early-2007.

Defaults in the corporate sector continue to be at a
historically low level. The annualised rate of liquidations
involving potentially insolvent firms was 0.22 per cent of
all companies, the same as the 2006 rate, and below the
long-run average of 0.37 per cent. The share of
liquidations accounted for by potentially insolvent firms
is forecast at approximately 26 per cent of all liquidations
for 2007, significantly below the long-run average of 55.4
per cent. In 2006, this figure was 27.6 per cent. In
addition, preliminary data on corporates’ interest
repayment burdens suggest that these have been
trending downwards recently. This is complemented by
preliminary indications that both the profitability and
liquidity of the corporate sector improved in 2006.

Banking Sector

The turbulence in financial markets will pose challenges
for the domestic banking sector, although the sector’s
shock absorption capacity has not been much reduced
by these events. The domestic banking system reports
no significant direct exposures to US subprime
mortgages and very limited exposures through
investments and through links with other financial
companies or special purpose vehicles which themselves
were negatively affected by the current market turmoil.

The health of the banking system remains robust when
measured by the usual indicators and the results of in-
house stress testing. The banking sector continues to
grow strongly, albeit at a slower rate than heretofore.
The assets of the domestic banking sector expanded by
an annual rate of 19.4 per cent in the second quarter of
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2007 compared with 24.5 per cent in 2006. This
reduction in growth has occurred in both resident and
non-resident business. The downward trend in credit
growth has continued in 2007. Private-sector credit
growth has declined from 30.9 per cent in February
2006 (the highest rate of credit growth since August
2000) to 20.4 per cent in September 2007. The Irish
banking sector remains well capitalised with the majority
of banks reporting an increase in both their overall
solvency and Tier 1 capital ratios. The profitability figures
reported for 2006 represent the first full year for all banks
reporting under the new International Financial
Reporting Standards (IFRS) accounting system. In
particular, net interest margins have stabilised at a
relatively low level. Asset quality remains high by
historical standards. The ratings of Irish credit institutions
continue to support the view that the Irish banking
system remains healthy.

The domestic banking sector has minimal direct
involvement in the Irish subprime residential mortgage
market. The Irish market is characterised by limited
mainstream banks involvement in the market, the
relatively very small — albeit growing — size of the market
and generally modest average loan-to-value ratios.

A number of issues in the banking sector were identified
in the 2006 Report, namely, excessive credit growth,
concentration in property-related business, a private-
sector funding gap, falling net interest margins, and a
persistent reduction in provisioning. There has been an
improvement in many of these issues, where some
longer-term trends have stabilised.

First, the concentration of banks’ resident loan portfolios
in property-related business has persisted since the
publication of last year's Report. Secondly, the
persistently high growth in private-sector credit has
declined. Although the current rate remains high, the
trend appears to be moving in the right direction. Thirdly,
the funding gap of the Irish banking system, i.e., the
difference between private-sector deposits and private-
sector loans, has stabilised. While any funding gap
represents some risk, a fuller assessment of this risk in an
Irish context indicates the significant medium-term
maturity element of many of these liabilities as well as
the relatively wide range of funding options available to
the domestic banking sector. Fourthly, preliminary
analysis suggests that net interest margins may have
stabilised — albeit at a low level. Margins over the longer-
term have fallen significantly. This has increased banks’
reliance on volume growth to support income growth
and has pointed to their need to find alternative sources



of non-interest income. Margins may come under
renewed pressure in the short-term because of higher
market funding costs. Finally, the level of loan
impairment charges (provisions) is no longer falling and
appears to have stabilised, albeit at a historically low
level. This trend has reflected both the benign economic
environment and the introduction of new accounting
standards in recent years.

A key development is the combined effect on the
banking sector of low net interest margins and higher
funding costs in an environment where volume growth
may be lower. A combination of a slower housing
market, somewhat slower economic growth and the
impact of the current turbulence in financial markets on
banks” willingness to supply loans could all contribute to
lower volume growth in the future. The effect will be to
reduce the profitability of traditional banking activities
because volume growth in lending will be less likely to

continue to compensate for low margins. To some
extent, the exceptionally good performance of the Irish
economy over the last 15 years has placed the Irish
banking sector in an unusual position by international
standards. Although many Irish banks earn significant
levels of non-interest income, in general, the banking
sector has continued to reap the larger part of its
earnings from traditional banking activities. Strong
economic growth combined with a booming housing
market has ensured, at least to date, that traditional
banking activities have remained profitable for Irish
banks. Although Irish banks share the experience of
other countries with respect to the pressures on net
interest margins, they have been more than able to
compensate for this by rapidly expanding the scale of
their on-balance sheet business. However, the current
environment may make it more difficult for banks to
continue to compensate for low margins with relatively
high levels of volume growth.

Financial Stability Report 2007 19






Financial Stability Report 2007

Part 1

1. Introduction

This is the seventh annual Financial Stability Report to be published on the
stability and health of the Irish financial system. Part 1 of the Report is the
main commentary which provides a broad overview of developments relevant
to the financial system. In particular, there is an update on various domestic
and international macroeconomic developments, a description of financial
developments in the household and non-financial corporate (NFC) sectors and
a broad overview of the health of the domestic banking sector. The focus is
primarily on identifying any emerging vulnerabilities in these areas as well as
the potential events that might trigger those vulnerabilities. There are several
boxes placed throughout the Report which explore topical issues in greater
detail.

This commentary is complemented by a number of research articles in Part 2
of the Report, which provide further support for the conclusions reached in
the main commentary.

There are two articles on the Irish property market. In recent times, there has
been a large increase in capital values in the Irish commercial property market,
without a corresponding large increase in rents. There has also been strong
growth in commercial property-related lending to private non-financial
corporates. In A Financial Stability Analysis of the Irish Commercial Property
Market, Maria Woods examines developments in this sector and suggests
some driving forces that may be underpinning the rapid pace of capital
appreciation. In The Significance of Residential Property Investors, Allan Kearns
explores the significant role that residential property investors now play in
both the housing market and as borrowers from the banking system. The
paper outlines the arguments on both sides of the debate as to how property
investors might react to the moderation in house price inflation.

There is an article on the banking sector which highlights the international
dimension of Irish banks’ business. In A Financial Stability Perspective on Irish
Banks’ Foreign Business, Allan Kearns explores the scale and geographic
location of Irish banks” foreign operations and outlines the possible
implications for financial stability.

Historical experience shows that concentration of credit risk in asset portfolios
is a risk for banks. In Ireland, year-on-year growth in lending to non-financial
corporates is currently running at approximately 30 per cent, with growth
particularly strong in the commercial property-related sub-sector. In Measuring
the Sectoral Distribution of Lending to Irish Non-Financial Corporates, Rory
McElligott and Rebecca Stuart use a number of measures of concentration to
determine whether Irish banks” NFC loan portfolios have become more or
less diversified in recent times.

In recent years, global financial market conditions have been characterised by
strong growth, low inflation, innovation and increasing globalisation. These
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Chart 1: Real GNP Growth
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Chart 2: Real Personal Consumption
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developments have driven a search for vyield among many financial
institutions. Rapid growth in areas such as hedge funds, private equity and
subprime lending can be seen as an extension of this phenomenon. In Credit
Institutions Operating in the Irish Market: Their Exposures to Hedge Funds,
Private Equity and the Subprime Sector, Gavin Doheny reports on a survey of
credit institutions operating in the Irish market, which examines their
exposures to hedge funds, private equity and subprime lending.

2. Assessment of the Irish Financial Sector
2.1 Macroeconomic Review
2.1.1 Economic Outlook

Economic growth in the Irish economy remains strong. Last year the volume
of GNP increased by 6.5 per cent with a corresponding increase in GDP of
5.7 per cent (Chart 1). The latest data show that this momentum was sustained
during the first half of 2007, with annual increases in GNP and GDP of 5.7
per cent and 6.7 per cent, respectively. As the year progressed, however, a
gradual deceleration appears to have occurred and growth for this year as a
whole is expected to be around 4%, per cent in both GNP and GDP terms. A
further easing of growth is likely in 2008. This will partly reflect a quite
significant slowdown in the residential construction sector, which appears to
have peaked during 2006. Private consumption growth is also expected to
moderate somewhat next year as the impact of maturing Special Savings
Incentive Accounts (SSIAs) lessens. As a result, GNP growth is projected to
fall to around 3", per cent in 2008, with perhaps a slightly higher outturn of
around 3", per cent in terms of GDP growth. Moreover, there are a number
of significant downside risks to the outlook, both domestic and external, which
are discussed later in this section. As economic growth slows, some upturn in
the unemployment rate is expected while inflationary pressures in the
economy are expected to ease. HICP inflation, which picked up during 2006
and remained quite high during 2007, is expected to come broadly into line
with the euro area average during 2008.

In recent years, domestic demand has provided the major impetus to output
growth with a somewhat more muted contribution from the external sector.
Private consumption growth, for example, increased by 7.3 per cent and 5.7
per cent in 2005 and 2006, respectively, and is estimated to have increased
by a further 7 per cent this year (Chart 2). The acceleration in consumer
demand in 2007 reflects a combination of continued strong increases in
personal disposable income and a positive boost from maturing SSIA funds.
As the impact of the SSIAs weakens, together with some moderation in the
rate of increase in disposable incomes, private consumption growth is
projected to fall to a much lower rate of around 3%, per cent in 2008.

Weaker growth in private investment will also contribute to a decline in
domestic demand growth next year. This essentially reflects developments in
the housing sector where, following several years of extremely strong activity,
output growth appears to have peaked. Last year, allowing for certain
statistical effects which pushed up the headline figure for housing
completions, the number of new housing units built was around 88,000.
Available indicators point to a figure of around 75,000 units for this year, with
a further fall to around 65,000 units expected in 2008. The slowdown in
residential building is likely to be only partly offset by continued growth in



non-residential construction, including public projects, and private equipment
investment. Overall, investment growth is estimated to have fallen from 3.1
per cent last year to around 1 per cent this year with a decline in investment
expenditure of around ', per cent expected in 2008.

Export growth has strengthened this year following a subdued performance
in 2006. In volume terms, the rate of increase was 7.7 per cent in the first half
of 2007. This compares with increases of 4.4 per cent, 5.2 per cent and 7.3
per cent, respectively, in 2006, 2005 and 2004 (Chart 3). The recovery this
year reflects in part an improvement in key sectors including information and
communications techology (ICT) and chemicals. However, export growth has
been relatively muted in recent years, resulting in some loss of export market
share and contributing to an increased balance-of-payments deficit. Lower
export growth in chemicals and ICT sectors, due to a combination of sector-
specific factors and competitiveness pressures, largely explains the decline in
merchandise export growth in recent years. More recently, the weakening of
sterling against the euro has also weighed on the competitiveness of Irish
exports. The deterioration in competitiveness reflects a number of factors,
including rising prices and production costs relative to our trading partners,
the strengthening of the euro exchange rate, particularly against the dollar,
and weaker productivity growth (Chart 4). The decline in merchandise export
growth has been partly offset by strong growth in services exports in recent
years, particularly insurance, financial and business service exports. For this
year as a whole, it is expected that export growth will be around 6, per cent
with perhaps a slight deceleration to around 6 per cent in 2008. However,
this will still be below the expected growth in Ireland’s export markets and,
accordingly, further modest declines in market share are expected in the
coming years.

Strong domestic demand growth in recent years has been reflected in the
continued strong performance of the labour market. Total employment
increased by 4.4 per cent in 2006, with particularly strong increases in
construction (up 9.7 per cent), health (up 8.2 per cent) and wholesale and
retail trades (up 4.6 per cent) (Chart 5). (See Box A on Sectoral Employment
Trends.) Strong employment growth was facilitated by a marked increase in
the labour force of 4.5 per cent last year, due to a combination of strong
inward migration and increased labour force participation, particularly among
females. Both employment and labour force growth rates have moderated in
2007 and this trend is expected to continue in 2008, partly due to the
expected decline in employment in the construction sector. The
unemployment rate is expected to increase gradually, averaging around 4%,
per cent this year and 5", per cent in 2008. Nevertheless, this remains quite
low in comparison with other EU countries.

Consumer price inflation picked up during 2006, having been close to the
euro area average during the preceding two years, and remained reasonably
high during most of 2007. The average rate of HICP inflation last year was
2.7 per cent, which was above the corresponding average rate for the euro
area of 2.2 per cent. An average rate of 2.8 per cent is expected this year.
The increase in inflation has been mainly due to domestic inflationary
pressures, most notably an acceleration of services sector inflation. The
outlook is for HICP inflation to decline gradually to close to the euro area

Chart 3: Real Export Growth
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average during 2008, due to a number of factors including a moderation in
services inflation, lower energy inflation and a weaker contribution from
tobacco prices. The average increase in the CPI last year was 4 per cent, with
a further increase of 4.9 per cent estimated for this year (Chart 6). CPI inflation
is also expected to fall next year, with an average rate of around 3 per cent
currently projected. The main difference between the CPI and HICP measures
is that average mortgage interest repayments are included in the former but
excluded from the latter. These have increased substantially over the past two
years due primarily to the impact of higher interest rates.

The public finances had a very strong year in 2006 with an estimated General
Government Surplus of 2.9 per cent of GDP. This outturn exceeded
expectations, due principally to very robust tax receipts across all revenue
categories. In particular, revenues were boosted considerably until recently
by the buoyancy of the residential property market. However, a much smaller
surplus is likely to be achieved this year, perhaps around 1 per cent of GDP,
largely due to a slowdown in property-related tax receipts. Consequently, the
public finances will enter 2008 with less momentum than at the start of the
year.

Chart 6: Irish Inflation Rate —
Selected Measures
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The ongoing slowdown in the domestic construction sector and the
uncertainty prevailing in the global economy following recent financial
turbulence mean that there are a number of significant risks to the
macroeconomic outlook. The high share of the construction sector in
economic activity is expected to fall in the coming years due to the significant
decline in housing output. With export growth picking up and strong growth
expected in public sector and private non-residential construction, the
economy appears reasonably well-positioned to absorb the effects of this
slowdown in housing activity. However, a sharper-than-expected fall in
housing output would have a negative impact on both GDP growth
and employment, particularly if accompanied by a shock to external
demand.

A second domestic risk relates to recent competitiveness pressures. While the
economy was in an extremely strong, and probably unsustainable,
competitiveness position at the beginning of the current decade, the situation
has subsequently deteriorated. As already noted, this has been due to a
number of factors including rising prices and wages relative to our main
trading partners, an appreciation of the exchange rate and lower productivity
growth. While the overall competitiveness position of the economy does not
appear too unfavourable judging from data on inward FDI flows, a
continuation of recent trends could lead to a more severe adjustment in the
longer run.

There are also risks for the Irish economy related to the uncertainties in global
financial and commodity markets. In particular, the significant trade and
investment links between Ireland and the US leave the Irish economy
vulnerable to any sharp downturn in growth in the US. As yet, it remains
difficult to assess what impact the recent financial market turbulence will have
on economic activity in the US. In addition, there are continuing issues related
to the value of the dollar vis-a-vis the euro. The dollar has weakened
significantly over the past two years, putting pressure on Irish exporters to the
US and raising labour costs for US multinationals based in Ireland, and the
possibility of further strengthening of the euro against the US dollar as part of
a correction process for international current-account imbalances cannot be
ruled out. Finally, the economy remains vulnerable to the possibility of further
increases in global oil prices, given strong demand conditions in developing
economies and continuing uncertainties over supply.

2.1.2 Private-Sector Credit and Indebtedness

The Bank’s Financial Stability Report 2006 highlighted both the level and
speed at which private-sector indebtedness was being accumulated. This was
seen as a cause for concern because the rapid pace of borrowing was
primarily funding house and property purchases whose prices were rising at
levels that were not sustainable in the long-run.

During 2007 a welcome easing has taken place in the rate of private
borrowing, since Ireland’s indebtedness continues to be ranked highly by
international comparison. This increasing indebtedness, which has been
incurred mainly for asset purchase, carries risks and leaves the banking sector
more vulnerable to the risk of default in the event of a negative shock to the
economy. Although a high level of indebtedness increases the vulnerability of
the private sector to income and interest-rate shocks, there are also important
mitigating factors such as the sector’s net worth and the positive outlook for
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Chart 7: Private-Sector Credit as
a % of GDP and GNP
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In an alternative scenario (not shown) where house prices decline in year one before
growing modestly thereafter and two more (25bp) interest-rate increases occur before
rates level off, eligibility is also seen to improve, however, at a slower pace than if
current trends were to continue. In this case households in decile 6 and above would
be eligible for a mortgage on the average house at T+6.

It should be noted that, in this Box, eligibility for a mortgage is based purely on
household income and does not take into account other sources of wealth or savings.
As a result the analysis presented here may understate the ability of some households
to obtain a mortgage on the average house.

'In the scenario analysis in this Box eligibility is based solely on the fraction of disposable income
that would go on mortgage repayments. 40 per cent of disposable income is chosen as the cut
off point for eligibility (i.e. it is assumed that only those households who would have a debt
service ratio/mortgage repayment burden of below 40 per cent would be eligible for a
mortgage). In practice debt service ratios are only one of a number of possible criteria used by
mortgage lenders. Furthermore mortgage eligibility tends to be determined on a case by case
basis, therefore different debt service ratios may be applied to different households.

“Trends in this Box are as of August 2007.

*This assumes an eligibility cut-off point of 40 per cent of disposable income. If a lower/higher
percentage of disposable income was chosen this would tend to mean a larger/smaller
proportion of households would be deemed ineligible for a mortgage.

“This improvement occurs under the assumption that present trends will continue for the
foreseeable future, namely, the rate of house price growth will persist at approximately —1.9 per
cent, household disposable incomes will grow at between 7 and 8 per cent while retail mortgage
rates remain at their current level.

the economy which, when assessed alongside the slowdown in borrowing,
reduce this vulnerability somewhat. Since late-2003, the annual rate of
increase in total loans to the private sector followed a general upward trend
before peaking in February 2006 at 30.9 per cent'. As 2006 progressed,
however, there was a gradual easing in the pace of private-sector credit (PSC)
growth. By December 2006, PSC increased year-on-year by 25.4 per cent,
compared with 30.8 per cent in December 2005. This moderating trend has
continued into 2007 with annual rates of increase in PSC now at their lowest
level since late-2004. In September 2007 PSC increased year-on-year by 20.4
per cent, compared with 27.5 per cent in September 2006. Assuming that
current trends persist, the annualised rate of credit growth in 2007 could be
approximately 19 per cent.

Notwithstanding a slowing in credit growth by end-2006, Ireland’s private-
sector indebtedness, as proxied by the ratio of PSC to GNP, reached 222 per
cent in 2006, compared with 194 per cent in 2005 (Chart 7). If current trends
were to persist, the ratio could reach 248 per cent by end-2007.

Table 1 benchmarks Ireland’s private-sector indebtedness against those OECD
countries® for which data are available and whose indebtedness ratios are in
excess of 100 per cent in 2006. By end-2006, Ireland was the second most
indebted country in this sample. To provide an indication of possible ranking
by end-2007, it is assumed that recent trends will persist for all countries®. In
this context, it is estimated that the Irish ratio of PSC to GDP would surpass
all countries within this grouping by end-2007.

' To obtain a more complete measure of indebtedness, this measure of private-sector credit
includes the value of securitisations which are loans that have been removed from banks’ loan
books because they have been sold to investors. However, the loans are still held by the Irish
private sector and should be included in the definition of indebtedness.

2 Countries were chosen on the basis of data availability. The PSC figures do not include
securitsations so the ratios for Ireland will differ from those noted earlier.

* Annual rates of increase up to May 2007 and current forecasts of GDP in 2007 for each
country were used in this estimation.




Table 1: Cross-Country Comparison of PSC/GDP

PSC/GDP

End-2006° End-2007"
Denmark 185 198
Ireland® 183 (216) 202 (239)
Netherland 176 183
United Kingdom 176 188
Switzerland 176 185
Spain 167 192
Luxembourg 159 148
Portugal 157 166
Sweden 117 125
Austria 115 114
Germany 110 105
France 100 105

* Ratios in brackets refer to PSC/GNP.
Source: IMF, Eurostat and CBFSAI calculations.

Note: Countries are ranked in descending order according to PSC/GDP ratios in 2006.

The rate of increase in indebtedness, as measured by this ratio of PSC to GNP
decreased to 14 per cent in 2006 from 19.5 per cent in 2005. Should present
trends persist, the rate of increase would be approximately 12 per cent at
end-2007. Although, a high level of indebtedness increases the vulnerability of
the private sector to income and interest-rate shocks, there are also important
mitigating factors such as the sector’s overall net worth and the positive
outlook for the economy which, when assessed alongside the slowdown in
borrowing, reduce this vulnerability somewhat.

2.2 Property Sector Developments

2.2.1 Residential Property

One of the main developments in the financial stability risk profile since the
Financial Stability Report 2006, has been in the residential property market
where the upward momentum in house prices has abated. The year-to-date
changes should be assessed in the context of gains in house prices made in
recent years. The moderation is welcome in that it reduces some of the key
concerns noted in last year's Report. First, house prices appear to have
become more responsive to fundamental factors and the concerns about
house prices moving further out of line with fundamentals have lessened.
Second, the outlook for macro-affordability is much improved after the
substantial earlier house price increases, notwithstanding higher interest rates.
(See Box B for a fuller discussion.)

— House Price Developments

Over the course of 2006, there was a significant shift in the rate of house
price appreciation according to the permanent tsb/ESRI house price index
(ptsb). In the first half of 2006 national house prices increased by almost 8
per cent before slowing to almost 4 per cent over the latter part of the year.
In the first nine months of 2007, house prices fell by 3.6 per cent (Chart 9).
These developments should be assessed against the gains in house prices in
recent years, namely, prices rose by about 12 per cent in 2006 and by over
50 per cent between 2002 and 2006. The average house price is now at mid-
2006 levels. (See Box C for analysis of the economic literature on international
house-price cycles.)

Chart 8: Annual Growth in the
Ratio of Private-Sector Credit to
GNP
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Chart 9: PTSB National House
Price Index
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House price data from the Department of the Environment, Heritage and
Local Government also show that annual rates of increase started to
decelerate in late-2006. On a national basis, the annual rate of increase for
new houses reached 9 per cent in 2006Q4, compared with an annual rate of
12.1 per cent in the previous quarter. The pace of increase in prices for
second-hand houses eased by a relatively greater amount, registering an
annual rate of increase in the order of 6.8 per cent in 2006Q4, down from
18.9 per cent in 2006Q3. The latest available data from this source indicate
that the average price for new houses increased by 3.4 per cent while second-
hand house prices decreased by 2.6 per cent in the second quarter of 2007.

This moderation in house prices indicates that they appear to have become
more responsive to fundamental factors. Housing supply remains strong
compared with the economy’s medium-term requirements, although it is
down on last year’s record figures. In the first eight months of 2007, total
completions have decreased by approximately 7 per cent relative to the same
period in 2006*. Forward-looking indicators of supply also indicate declines in
activity in the near future. New house registrations for the January to July
period were down 35 per cent compared with the same period the previous
year, while housing commencements, which generally lead completions by
between six and nine months, were down approximately 22 per cent for the
January to June period, year-on-year. Other ‘soft’ indicators such as planning
permissions (down approximately 8 per cent in the first quarter, year-on-year)
also point to the emergence of a weaker, but anticipated, trend in the house-
building sector. On this basis, house completions are expected to fall this year
to somewhere in the region of 75,000 units. Demand for housing may have
been affected by the progressive raising of short-term interest rates in recent
years, which has made mortgage finance more expensive. Since the
publication of the last Report, however, affordability pressures may have
moderated slightly as a result of easing in the upward momentum in house
prices and amendments introduced in Budget 2007. At the current juncture,
market expectations for future interest rates have been affected by market
turbulence. Generally these changes amount to a postponement of the
expected date of any future increases or a view that the top of the cycle might
be lower than was expected six months ago.

— Risks to the Outlook: the Buy-to-Let Segment

Rents continue to recover and are increasing at a high rate, nevertheless, the
risk arising from low rental yields for residential investors appears to have
increased since the 2006 Report. Investors in the residential sector have relied
heavily on capital appreciation for their returns in recent years. The slight fall
in house prices in an environment of higher borrowing costs would appear to
have increased the incentive for prospective investors to delay investing or
for existing investors to realise their capital gains, thereby slowing capital
growth further. Investors have accounted for a significant share of demand in
the Irish residential property market in recent years, although there are some
indications that the share of purchases by investors will be lower in 2007.
Since 2004, the buy-to-let sector has comprised a growing share of
outstanding residential mortgages. As at June 2007, 26.1 per cent of
outstanding mortgages could be attributed to investors. The corresponding

4 Completions figures for 2006 are adjusted for a backlog in ESB connections encountered in
2005.
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Chart 11: Rents and Mortgage
Repayments for an Average Buy-to-Let
Property
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figure for December 2003 was 16.7 per cent. However, there is uncertainty
surrounding the reaction of this market segment to the possibility of a marked
slowdown or a fall in house prices. The recent pattern of house prices may
have particular relevance for new investors who may already be facing a
shortfall in terms of covering their mortgage obligations with rental income.

However, more recently, positive developments in regard to rents may
alleviate some pressure on new investors. The recovery in rents has gathered
momentum with annual increases reaching 12.1 per cent in August 2007
according to the CSO’s Private Rental Index (Chart 10). Only three years
earlier in August 2004, rents had been declining by 4.2 per cent. An alternative
source of rental data (Daft.ie) confirms this recovery, indicating national rental
increases of 9 per cent in July 2007 relative to July 2006. This annual rate of
increase for July, however, represents a slight decline over corresponding
figures for May and June (11.3 per cent and 16.8 per cent, respectively).

Although in early-2007 rental increases exceeded house price increases for
the first time since April 2002, a shortfall between mortgage repayments and
rental income remains for new investors. As at 2007Q2, those investing in
new houses face an estimated shortfall between their annual mortgage
repayments and annual rental income of approximately 36 per cent (Chart
11). This represents a significant deterioration since 2005Q1, when the
estimated shortfall was less than half this amount (16 per cent). The estimated
shortfall is more pronounced for those investing in second-hand houses (43
per cent in 2007Q2).

The levelling off and, more recently, falls in house prices, combined with the
recent pick-up in rental growth, means that the yield on residential property
increased marginally to 4.15 per cent in the second quarter of 2007 (Chart
12). However, this is a recovery from historical lows when yields declined to
4.12 per cent in 2006Q2. To put these figures in perspective, in 1997Q1 the
yield on residential property was 9.73 per cent.

There are other arguments made, however, with respect to the relatively high
risk-adjusted return on property for potential investors, the recovery in rents
and the significance of transaction costs for existing investors that may reduce
investors’ incentives to exit the current market. Using a longer-term analysis
of the risk-adjusted returns to property suggests that, despite facing slower
capital growth and low vyields, investors may not exit the current market in
significant numbers. The Sharpe ratio, which normalises the return on an asset
for a given measure of risk, suggests that residential property (including or
excluding rental income) offered relatively better risk-adjusted returns relative
to equities for the period 1989 to 2007Q2 (Table 2).

Table 2: Asset Portfolio Performance (1989 to 2007Q2)

Residential
housing
Equities (incl. Government
(incl. Residential rental 10-year
Equities dividends) housing income) bonds
Average annual return (%) 14.48 17.25 9.86 18.60 6.34
Variance 506.37 528.78 46.62 59.59 4.89
Sharpe ratio 0.016 0.021 0.076 0.206 -




— The Outlook for House Prices

Regarding future house price developments, factors that will have an influence
on the future direction of house prices are investors’ participation in the
property market, the sustainability of current rates of immigration and the
future direction of monetary policy. The underlying fundamentals of the
residential market continue to appear strong, as evidenced by rent increases.
The central scenario is, therefore, for a soft, rather than a hard, landing.

2.2.2 Commercial Property

The Irish commercial property market performed strongly across all sectors
(i.e., office, retail and industrial) in 2006 in terms of capital appreciation. Based
on data from Jones Lang LaSalle, the annual rate of increase in capital values
has persistently outpaced the increase in rents since late-2003 (Chart 13). This
divergence has resulted in considerable yield compression in recent years.
According to the SCS/IPD lIreland Index, the equivalent yield on all
commercial property was 4.10 per cent in 2006Q4, compared with 8.41 per
cent in 1995Q1. Since the mid-1990s, yields on all types of Irish commercial
property have followed a general downward trend. Many international
markets have also mirrored this trend of robust appreciation in capital values,
indicating that some global factors can explain these trends. Furthermore,
other markets have not only experienced robust capital growth but have also
experienced relatively static rental growth such that, in general, it appears that
yields on European commercial property have declined significantly.

More recently, the pace of capital appreciation has begun to ease, albeit still
maintaining a brisk pace across all three commercial property sectors (i.e.,
office, retail and industrial). Although, the annual rate of capital appreciation
continues to outpace rental growth, the extent of this divergence has declined
in absolute terms. However, nominal income vyields remain at low levels.
Capital values on total commercial property increased year-on-year by 9.5 per
cent in 2007Q3, compared with 26.7 per cent in 2006QQ3. Rental values, by
contrast, registered an annual rate of increase of 6.1 per cent in 2007Q3 (the
equivalent figure in 2006QQ3 was 4.5 per cent).

A disaggregated analysis of the commercial property sector indicates that the
industrial sector has replaced the retail sector as the best performing
commercial property sector since 2006Q4 (Chart 14). The annual rate of
increase in capital values in the industrial sector was 11.3 per cent, while
the equivalent rate for the retail sector was 10.1 per cent in 2007Q3 (the
corresponding figures in 2006Q3 were 24.1 per cent and 28.9 per cent,
respectively). Capital values in the office sector increased year-on-year by 8.9
per cent in 2007Q3 compared with an annual rate of 25.8 per cent in
2006Q3. Relative to 2007Q?2, there has been a weakening in the annual rates
of increase in capital values across all three sectors in 2007Q3.

The annual increase in rental values has not kept pace with capital
appreciation in any of the three commercial property sectors. Although the
modest recovery in rental values in the office sector has continued into the
third quarter of 2007, annual increases in rental values on both the industrial
and retail property eased relative to 2007Q2. Rental values in the office and
industrial sectors increased at an annual rate of 6.5 per cent and 1.4 per cent,
respectively (Chart 15). In 2006Q3, the corresponding rates were 2.9 per cent
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Chart 17: Personal-Sector Credit
Growth

and 2.6 per cent. Regarding the retail sector, rental values rose year-on-year
by 7.9 per cent, compared with 8.6 per cent in 2006Q3.
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2.3 Household Sector
2.3.1 Household Indebtedness

— Personal-Sector Credit

Personal-sector credit is the largest single component of private-sector credit,
Chart 18: Residential Mortgage
Credit Growth

annual percentage change 30

accounting for approximately 41 per cent. The annual increase in personal-
sector credit has been declining somewhat in recent quarters; as of 2007Q2,
this was 17.8 per cent® compared with 27.5 per cent in 2006Q2 (Chart 17).
An interpretation of this decline is complicated, however, by the fact that
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increases has been declining consistently over the past year, in line with the
slowing housing market. As of September 2007, the increase was 16.1 per
cent (Chart 18), having peaked in March of last year at 28.1 per cent. Data
from the Irish Banking Federation (IBF) and Pricewaterhouse Coopers (PwC)
also show that the mortgage market has been slowing. The total value of
mortgages issued in 2007Q2 (€8,733 million) was 13.8 per cent below the
value issued in the corresponding quarter of 2006. In terms of loan volumes,
all market segments showed a decline in comparison with 2006Q1. The re-
mortgage category showed the smallest decline over this time (approximately
9 per cent).

The average annual rate of increase in lending to domestic households in
Ireland over the first eight months of 2007 was 13.7 per cent (Table 3). This
is the fifth highest average rate of increase among the euro area countries and
almost double the rate in the euro area as a whole.

The sectoral distribution of advances® to the Irish personal sector has
remained largely unchanged over the last year to 18 months, with the share
of housing finance in the region of 83 to 84 per cent (Chart 19). In the earlier
years of the current decade, the share of housing finance had increased from
75 per cent in the early-2000s to a peak of 84 per cent in 2006Q1. The other

> Growth rates have been adjusted for securitisation of Irish residential mortgages.
© Sectoral distribution figures have not been adjusted for securitisation of Irish residential
mortgages.



components of personal-sector credit — finance for investment, credit-card
debt and other advances — account for relatively small shares which have also
been fairly stable in recent times, at approximately 4, 2 and 11 per cent of
personal-sector credit, respectively.

Table 3: Average Annual Growth Rate in Monetary Financial Institution
(MFI) Lending to Domestic Households — First Eight Months of

2007
Country Growth rate
Slovenia 24.8
Greece 22.5
Luxembourg 20.8
Spain 17.9
Ireland 13.7
Finland 12.9
France 10.9
Portugal 10.6
Italy 8.9
Belgium 8.6
Euro area 7.3
Austria 5.4
Netherlands 3.9
Germany -1.0

Source: ECB and CBFSAI calculations

A breakdown of housing finance shows that mortgages on principal dwelling
houses account for almost three-quarters of total housing finance (Chart 20).
However, this share has been declining since 2003Q4 when it accounted for
81 per cent. Mortgages for buy-to-let properties, on the other hand, have been
increasing as a share of housing finance, now accounting for a little over one-
quarter of housing finance compared with less than 17 per cent in 2003Q4.
The shares accounted for by holiday homes/second houses and other housing
finance are small and have been stable over this time.

— Indebtedness

At end-2006, personal-sector credit was 164 per cent of disposable income’
(Chart 21) and the proportionate increase in the ratio over the year was
14 per cent. The slowdown in personal-sector credit growth suggests that
household-sector indebtedness should increase at a slower rate in 2007. If the
current trend in personal-sector credit continues, the ratio is expected to
increase by approximately 6 per cent in 2007, resulting in a personal-sector
credit-to-disposable income ratio in the region of 175 per cent by end-2007.
In an international context, Ireland is among a group of four countries — the
Netherlands, Spain and Portugal — with the highest household debt ratios in
the euro area. As of August 2007, MFI lending to domestic households was
77.8 per cent of GDP in Ireland (Chart 22). This places Ireland as the third
most indebted country after the Netherlands (80 per cent) and Spain (78
per cent).

" The level of Irish household indebtedness has been adjusted to take account of mortgage
securitisation.
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Chart 1: Household Sector Net
Financial Assets as % of GDP
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Box D: Financial Position of the Household Sector

The analysis of the household sector in previous years’ Financial Stability Reports has
predominantly focused on the liabilities of the household sector. This has been due
to a lack of data on household sector assets and in particular the lack of a household
sector balance sheet. This Box attempts to provide a more rounded picture of the
financial position of the household sector by using household sector financial balance
sheet data recently published by the CSO.

In April 2007 the CSO published Institutional Sector Accounts (Financial and Non-
Financial) for Ireland for the first time. The accounts analyse the main macroeconomic
variables and provide a financial balance sheet for each economic sector —
households, government, financial corporations, non-financial corporations and rest
of world. This Box uses the data, contained in these accounts, relevant to the
household sector to provide a picture of the financial position of the sector.

The financial balance sheet' of the household sector shows that, in aggregate, it is in
a strong financial position. First, financial liabilities amount to little over 50 per cent
of financial assets, i.e., the household sector has a substantial positive net financial
asset position. As of 2005, net financial assets amounted to approximately €130
billion — equivalent to approximately 80 per cent of GDP (Chart 1). Secondly, the
household savings rate has averaged almost 7 per cent over the years 2002 to 2006,
indicating that the sector has a stock of savings in place if required.

While in aggregate the financial position, as outlined above, shows the household
sector to be in a healthy financial situation, an increase in the levels of financial
liabilities and debt held is noticeable in recent years. Financial liabilities have increased
by 130 per cent since 2001 and in 2005 amounted to €145 billion. This increase in
financial liabilities is due to the substantial increase in the value of loans, which
account for approximately 98 per cent of the sector’s financial liabilities, held by the
sector over this time. Loans more than doubled between 2001 and 2005, going from
approximately €61 billion to €142 billion. The growth in financial assets over this
period — 55 per cent — has failed to keep pace with growth in financial liabilities. The
effects of these developments is the decrease in the sector’s net financial assets as a
percentage of GDP (Chart 1) and the increase in financial liabilities as a percentage
of total financial-assets, in recent years (Chart 2).

The increase in the level of debt accumulated by the household sector in recent years
is evident in the increase in the household debt-to-disposable income ratio over this
period. In 2005, the household debt-to-disposable income ratio had risen to in excess
of 170 per cent (Chart 3), compared to approximately 143 per cent in 2004 and 110
per cent in 2001.

The Institutional Sector Accounts only provide a financial balance sheet for the
household sector; a non-financial balance sheet is not contained in the accounts.
However, the value of dwellings held by households? can be added to the households’
net financial asset position to obtain a rough proxy for the sector’s net worth. If this
is done, it reinforces the picture that the household sector, in aggregate, appears to
have a substantial positive net position — in excess of 400 per cent of GDP in 2005
(Chart 4). Furthermore, the increase in the value of housing more than offsets any
weakening in the net financial position of the household sector, resulting in an
improvement in the overall net worth position of the household sector since 2002 —
total net assets as a percentage of GDP increasing from 344 per cent in 2002 to 418
per cent in 2005. It should be noted, however, that the value of dwellings are a
relatively illiquid asset that would not usually be available immediately to pay down
households” indebtedness.
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The data above show that the level of debt held by the household sector has
increased in recent years, suggesting that the household sector may be more
vulnerable to a negative shock than was previously the case. However, despite the
fact that some household sector assets are likely to be illiquid and so may not be
available to households immediately, in aggregate, the household sector appears to
be in a healthy position, with a positive net position.’

It should be noted that aggregate level data is used in this box and so it does not
show that within the household sector the financial position of individual households
may vary quite considerably.

'The financial balance sheet presents the financial assets and liabilities of the household sector.
Financial assets and liabilities are made up of currency and deposits, securities other than shares,
loans, shares and other equity, insurance technical reserves and other accounts. A non-financial
balance sheet is not part of the accounts. This means that the value of housing owned by the
household sector, which is the main non-financial asset of the household sector, is not included
in the accounts.

“The value of dwellings (housing assets) is sourced from Kelly, J., M. Cussen and G. Phelan,
(2007), “The Net Worth of Irish Households — An Update”, Quarterly Bulletin, CBFSAI, No. 3,
pp. 109-122.

*For a more detailed analysis of the financial position of the household sector and the data
contained in the Institutional Sector Accounts see Kelly, J., M. Cussen and G. Phelan, (2007),
“The Net Worth of Irish Households — An Update”, Quarterly Bulletin, CBFSAI, No. 3, pp.
109-122.
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— Asset Side of the Balance Sheet

The gross indebtedness data do not reflect the overall financial position of the
household sector because no adjustment has been made for the significant
value of households’ assets. The data from institutional sector accounts —
essentially the household sector’s financial balance sheet — indicate that the
net financial assets of the household sector amounted to approximately €130
billion in 2005. This excludes the gross value of dwellings which can be added
to the households’ net financial assets to obtain a proxy for the sector’s net
worth. When the value of dwellings in included, the data suggest that the
household sector enjoys a healthy net worth position (418 per cent of GDP)
(Chart 23). However, there are two important caveats to these aggregate
figures. First, it is considered unlikely that heavily indebted households are the
same households that have significant net worth. Second, the definition of net
worth used above is a broad measure and includes possibly illiquid assets
such as the value of dwellings. (Box D provides a more in-depth look at the
financial position of the household sector.)

A breakdown of the household sector’s financial balance sheet shows that
loans make up practically all of its financial liabilities — approximately 98 per
cent (Chart 24). On the asset side, ‘insurance technical reserves’® are the main
component (41 per cent) with currency and deposits (30 per cent) and shares
and other equity (27 per cent) also accounting for significant portions.

— Affordability

Since December 2005, the ECB has raised the main refinancing rate from 2
per cent to 4 per cent. This has occurred through eight 25 basis point
increases. As the majority of household debt is held at variable rates, most
mortgaged households are likely to have experienced increases in their debt
repayments over this time. In 2007Q2, 76.4 per cent of outstanding mortgage
credit was held at variable rates (Charts 25 and 26). This share peaked in late-
2005 (85.8 per cent) and has been declining since. In the intervening period

% “Insurance technical reserves’ covers the net equity of households in life insurance and pension
fund reserves, together with prepayments of insurance premiums and
outstanding claims.

reserves for
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the slight move away from variable rate mortgages and towards fixed-rate
mortgages is likely to have been influenced by the changing interest-rate
environment. The greater part of fixed-rate mortgages are held at shorter
terms. Over 70 per cent of outstanding fixed-rate mortgage credit is fixed for
between 1 and 3 years.

Mortgage repayment burdens have generally increased in recent years (Chart
27); initially, driven by the high rate of houses price inflation, and since late-
2005, driven by interest-rate increases. (Box E in this Report reviews in more
detail some of the developments in mortgage repayment burdens over the
past twelve months.) Robust income growth as well as changes introduced in
the last Budget regarding tax bands, tax credits and mortgage interest relief,
have worked to reduce repayment burdens somewhat since the last Report.
The moderation in house price developments has also eased some of the
upward pressure on burdens. Market participants’ expectations of future
interest rates have been affected by market turbulence and these seem to
amount to a postponement of the expected date of any future increases or a
view that the top of the cycle might be lower than was expected six months
ago (Chart 28).

While interest-rate increases will have impacted on variable-rate mortgages
and on the rates offered on new mortgages, the impact on repayments will
tend to vary across mortgages. Other things being equal, a rise in interest
rates will increase the repayment on a newer mortgage by more than the
repayment on an older mortgage. This is illustrated in Table 4 where it can be
seen that the effect of the interest-rate increase on the mortgage repayment
declines successively each year. Thus it is those households with newer
mortgages that are likely to have been affected most by the interest-rate
increases since late-2005. Since the majority of mortgage debt held is at
variable rates and since over a quarter of households where the dwelling is
owner occupied with a loan or mortgage have been built since 2001, there
is likely to be a proportion of households who have seen large increases in
their mortgage repayments. It should be noted however that not all
households hold mortgage debt.

Table 4: Effect of Interest-Rate Increase on Mortgage Repayments

Year® Increase in annual repayment”
2007 (June) €470
2006 €465
2005 €395
2004 €345
2003 €300
2000 €288
1998 €115
1996 €65

* Refers to the year when mortgage was taken out.

b Refers to the increase in the annual mortgage repayment due to a 25 basis point increase in

mortgage rates.

Note: The increase in mortgage repayments is for illustrative purposes. The repayments are based
on the average national house price as of December in each year. A 90 per cent loan-to-
value ratio and a mortgage term of 20 years have been assumed.

9 CSO Census 2006.
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Data from Census 2006 put the proportion of private dwellings, which are
owner occupied with a loan or mortgage, at 39 per cent. A further 34 per
cent of dwellings are owner occupied without a loan or mortgage while 10
per cent of dwellings are privately rented.'

There are, as of yet, no real signs of widespread repayment problems in terms
of arrears, as the rate of non-performing assets on mortgage credit has picked
up only slightly over the last year or so. This slight increase in non-performing
mortgages has occurred from the historical lows in recent years and the level
remains relatively low''. A 2007 ESRI/IIB survey'? found that the proportion
of respondents finding their mortgage debt repayments a heavy burden
increased marginally in recent years, reaching 18 per cent in 2007. The
proportion of respondents finding their unsecured debt a heavy burden
remained unchanged in 2007. Another recent survey published by the IBF"
finds a similar proportion of first-time buyers (16 per cent) reporting it either
difficult or very difficult to meet their mortgage repayments. Data from the
Examiners Office of the High Court relating to personal insolvency in Ireland
show bankruptcy to be a very rare occurrence. In 2006, only eight people
were adjudicated bankrupt, and there has been no evidence of a general
upward trend in the number of bankruptcies in recent years despite the
increase in the level of household indebtedness. The fact that there are no
firm indications so far of a significantly higher level of mortgage arrears
recorded by the banking system does not preclude the possibility that
repayment difficulties are increasing for households and could be manifesting
themselves in different ways — for instance, in terms of rescheduling
repayments or a greater incidence of arrears in other areas such as
utility bills. (Box F looks further at the issue of financial stress in Irish
households.)

— Savings

The household savings rate declined to 5 per cent in 2006, having remained
relatively stable at around 7.5 per cent in previous years (Chart 29). This fall
has been attributed to a higher level of taxes and a reduction in subsidies
(agricultural) to the household sector. A look at household savings rates in a
sample of European countries shows France and ltaly to have relatively high
savings rates at almost 12 per cent while Finland are at the opposite end of
the scale with a negative savings rate (Chart 30).

2.3.2 Risks to the Household Sector

The key risks arising in the household sector relate to the level of indebtedness
and repayment burdens. Households’ indebtedness continues to increase, but
at a slower rate, and average repayment burdens have stabilised since the last
Report. The greater part of both the stock of existing, and flow of new,
mortgage debt is at variable rates and, accordingly, the household sector bears
the interestrate risk. However, the key mitigating factors for the household
sector, in aggregate, are a positive outlook for the labour market as well as
the sector’s healthy net worth position.

19 Dwellings being purchased from a local authority, rented from a local authority or voluntary
body, owned free of rent or where the nature of occupancy is not stated account for the
remaining 17 per cent.

" Furthermore, the change to IFRS reporting has resulted in some technical changes to the
definitions of non-performing assets which might have resulted in non-performing assets
increasing.

2 Irish Household Finances Survey 2007, October 2007.

'3 IBF/Amarach First-Time Buyer Survey October 2007.
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2.4 Non-Financial Corporate Sector

2.4.1 Indebtedness

The indebtedness of the NFC sector has increased in recent years. Aggregate
indebtedness, where debt includes bank debt and securities other than shares,
increased from 44 per cent of firms’ assets in 2001 to 52 per cent in 2005
(Chart 31).

Concentrating on bank loans, corporate-sector indebtedness can be proxied
by total corporate sector bank debt as a percentage of GDP. Bank debt
increased to 139 per cent of GDP in 2007Q1, from approximately 103 per
cent in 2005 (Chart 32). This represents a 32 per cent increase in the ratio
and marks a continuation of the trend of strong growth in corporate
indebtedness that has been apparent since 2003. In the four-year period from
2003 to 2006, the year-on-year increase in the corporate sector debt-to-GDP
ratio averaged 23 per cent.

Total bank debt is a measure of borrowing from both resident and non-
resident credit institutions. Focusing on resident institutions only, corporate
indebtedness increased to 76 per cent of GDP in 2007Q2 (Chart 33). In 2005,
the ratio was 57 per cent. Ireland’s NFC sector remains highly indebted by
European standards. In 2005, Ireland was the third most indebted European
NFC sector when measured by debt to GDP, after Spain and Portugal. By
end-2006, it is estimated that Ireland was the second most indebted after
Spain (76.7 per cent), having leapfrogged Portugal (59.2 per cent). The
average level of corporate indebtedness in the euro area was 45.8 per cent
in 2006, just over 60 per cent of the Irish level of indebtedness.

As has been the case in recent years, NFC borrowings grew faster than the
sector’s holdings of deposits in 2006. Measured as loans less deposits, net
corporate indebtedness increased to 55.2 per cent of GDP in 2007Q2 from
35 per cent in 2005. Net indebtedness is now more than two-thirds the level
of gross indebtedness. In the late-1990s this figure was one-third. The ratio of
borrowings to deposits also illustrates their relative growth (Chart 34). In
2007Q2, borrowings were 3.7 times the level of deposits, compared with 1.4
in the late-1990s.

2.4.2 Credit Growth

Credit growth to NFCs has been increasing strongly in recent years, following
a period of falling growth in the early-2000s. Since credit growth began to
pick-up in 2003, average year-on-year growth in lending to the corporate
sector has been approximately 28 per cent. In 2007Q2, year-on-year credit
growth was 30.8 per cent (Chart 35). Though this figure remains high, it marks
a slowdown in the rate by comparison with 2006Q2, when growth peaked
at almost 40 per cent.

The commercial property sector continues to be the fastest growing sub-
sector in terms of credit growth. However, there has been a marked
slowdown in growth to this sector. In 2006Q2 lending growth to this sector
was 60.5 per cent. At end-2006, growth was 53.1 per cent, and in 2007Q2
growth was 42 per cent. Despite this slowdown in credit growth, commercial
property-related lending continues to drive loan growth to NFCs. In 2007Q)2,



the commercial property-related sector accounted for approximately 85 per
cent of the growth in NFC lending (Chart 36). As a result, commercial
property-related lending continues to increase as a share of the banking
sector’s overall loan book, accounting for over 67 per cent of lending to NFCs
in 2007Q2 (Chart 37).

There has been a wide variation in the pattern of credit growth across the
other NFC sectors. The wholesale, retail, hotels and restaurants sector, which
accounts for almost 16 per cent of loans to NFCs, has experienced a
slowdown in growth in recent years. Growth in lending to this sector halved
in 2006 to 15 per cent from 30 per cent in 2005. This trend appears to be
continuing with an increase of 11.4 per cent in the twelve months to 2007Q2.
In contrast, there has been a pick-up in lending growth to manufacturing,
which accounts for 5.7 per cent of overall lending to NFCs. Growth in lending
to this sector was 28.9 per cent year-on-year in 2007Q2.

Both the short-term finance lending rate (less than 1 year) and the longer-term
finance lending rate (over 5 years) increased in the twelve months to August
2007. The longterm rate increased marginally less during this period,
increasing the spread. In terms of outstanding loan volumes, the relative
importance of long- and shortterm finance has remained relatively
unchanged. Short-term finance (up to 1 year original maturity) accounted for
29.1 per cent of loans in August 2007, compared with 29.7 per cent in August
2006. In August 2007 and August 2006, longer-term finance (over 5 years to
original maturity) accounted for 37.7 per cent and 41.2 per cent of loans,

respectively'.

2.4.3 Realised Credit Risks related to the Corporate Sector

Realised credit risks in the corporate sector continue to be at a historically
low level. The annualised rate of liquidations involving potentially insolvent
firms was 0.22 per cent of all companies, the same as the 2006 rate, and
below the longrun average of 0.37 per cent (Chart 38). The share of
liquidations accounted for by potentially insolvent firms is forecast at
approximately 26 per cent of all liquidations for 2007, significantly below the
long-run average of 55.4 per cent. In 2006, this figure was 27.6 per cent.

The repayment burden, calculated as interest to net-operating income, is a
measure of the financial pressure on firms in meeting their interest repayments
on debt held. New data, available from 2002 to 2006 in the CSO’s
Institutional Sector Accounts, enables an estimate of the repayment burden
of lrish NFCs to be calculated. The repayment burden has been increasing
over time, and in 2006 it was 12.7 per cent.

Data from a sample of firms are used to calculate ‘debt at risk’, a measure of
the proportion of debt held by firms with relatively higher probabilities of
default. Three indicators are used to identify firms with a relatively high
probability of default: those in the lowest 20 per cent of the sample for
profitability and liquidity and the highest 20 per cent for gearing. ‘Debt at risk’
is calculated as the debt held by those firms that have two or more indicators
coinciding (e.g., high gearing and low profitability). In 2005, 14.4 per cent of
firms were in this category. These firms accounted for 27.9 per cent of the

" The remainder of outstanding loans are over 1 year and up to 5 years original maturity.
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Chart 37: Sectoral Distribution of
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total debt outstanding. The firms with three indicators coinciding (high
gearing, low profitability and low liquidity), and therefore which might be
considered to be most vulnerable to incur debt problems, accounted for 7.7
per cent of the debt (Chart 39).

2.4.4 Financial Position

Firm-level data provide information on profitability, liquidity and gearing which
is used to assess the financial position of Irish NFCs. Preliminary results for
2006 are based on a small sample of NFCs.

The data in Table 5 summarise financial position indicators for the lIrish
corporate sector. Capital gearing, i.e., the ratio of long-term liabilities and
short-term loans and overdrafts to shareholders’ funds, is a measure of the
indebtedness of companies. Preliminary results suggest that the gearing of the
Irish corporate sector decreased slightly in 2006 to 62.3 per cent, from 63.7
per cent in 2005. The gearing level remains below the 5-year average of 69.5
per cent. The ability of firms to meet their debt repayments is indicated by
their liquidity levels. Higher liquidity levels insulate firms somewhat from risks
associated with higher debt levels. Liquidity levels have been increasing in
recent years, and this trend continued in 2006, with the liquidity ratio at 1.43.
Profitability increased in 2006 to 12.5 per cent. This marks a continuation of
the trend of increasing profitability that has been evident since 2003.

Table 5: Financial Position of Irish NFCs

Gearing® Liquidity” Profitability”
2006 62.3 1.43 12.50
2005 63.7 1.34 11.05
2004 68.2 1.31 10.74
2003 74.2 1.29 9.35
2002 72.0 1.25 9.89
2001 69.2 1.29 10.72
Average 2001-2005 69.5 1.30 10.40

* Capital gearing = (short-term loans and overdrafts + long-term liabilities)/(shareholders’ funds).
b Liquidity ratio = (current assets/current liabilities). Current assets include trade debtors, stock,
work in progress capital, deposits and group loans, and other current assets. Current liabilities
include trade creditors, short-term loans and overdrafts, and other current liabilities.

¢ Profitability is measured by the return on capital. Return on capital = profit (loss) before tax/(total
assets — current liabilities).

Source: Bureau van Dijk and CBFSAI calculations

Other indicators of the corporate sector’s financial position are provided by
aggregate sales and output data. Provisional figures for the volume of retail
sales show an increase of 7.3 per cent year-on-year in July 2007. In July 2006,
the volume of sales rose by 6.5 per cent. Provisional figures show overall
industrial production decreased by 1.44 per cent year-on-year in 2007Q?2. This
reduction was apparently driven by a fall in the production of intermediate
goods. However, production of both capital and consumer goods increased
in 2007Q2, by 3.5 per cent and 11.25 per cent, respectively.

2.4.5 Forward-Looking Indicators

Business confidence has increased in recent months, having decreased
somewhat through mid- to late-2006 and into the first half of 2007. Despite
this increase in confidence, Irish sentiment has fallen somewhat behind euro



area sentiment since mid-2006. Aggregate sectoral sentiment indicators show
that confidence in the construction sector has declined since 2006, with more
firms expressing negative rather than positive sentiment' (Chart 40). In the
retail trade'® and industrial'” sectors it appears sentiment remained largely
unchanged since mid-2006.

2.4.6 Risks to the Non-Financial Corporate Sector

Recent concerns relating to NFCs have arisen largely from the high rate of
growth in lending to the corporate sector. In particular, the strong increases
in lending to the commercial property-related sector have been of concern.
While remaining high, recent developments suggest that a slowdown is
occurring in the growth of lending to both the NFC sector as a whole and
the commercial property sub-sector, easing concerns somewhat. Any risks
associated with high lending growth are further mitigated by the continued
low rate of realised credit risk from the corporate sector and the seemingly
robust state of its financial position.

2.5 Banking Sector

2.5.1 Irish Banking System

The Irish banking system consists of a diverse range of credit institutions. In
general, these credit institutions can be grouped into two categories. First,
there are credit institutions that have significant interaction with the domestic
economy through deposit-taking activities and the granting of credit. Second,
there are internationally-orientated credit institutions that, while located in
Ireland, conduct the majority of their business internationally and have limited
direct exposure to the Irish economy.'® The focus in these sections is on the
group of credit institutions with significant links to the Irish economy.

— Developments in the Irish Banking Sector

The domestic banking sector continues to expand robustly; measured by total
assets, the sector’s size increased by 24.5 per cent in 2006 (Chart 41). This
compares with a rate of 30.2 per cent in 2005. Data available for the second
quarter of 2007 suggest the rate of increase has continued to moderate (19.4
per cent). However, the current rate of asset growth remains robust when
compared with the banking sectors of other Monetary Union members
(Chart 42).

The growth rate in banks’ total assets can be categorised by counterparty.
Assets vis-a-vis resident counterparties currently account for 51.4 per cent of
the Irish  banking
counterparties increased by 15 per cent in the second quarter of 2007. This

sector’s total assets. Asset growth vis-a-vis these

rate of increase has declined significantly since the end of 2005 (28.1 per
cent). Asset growth vis-a-vis the non-resident counterparties saw a similar

> The construction confidence indicator is a composite measure of building firms” assessment of
order books and employment expectations for the months ahead.

'° The retail trade confidence indicator is a composite of retail business assessment of business
activity over recent months and of the expected business situation.

7 The industrial confidence indicator is a composite of industrial business assessment of order-
book levels, stocks of finished products and production trends observed in recent months.

'8 For further information on the classifications of banks into the domestic and foreign categories,
see Box F: IFSC Banks’ Links to the Irish Financial System in the Financial Stability Report
2006, CBFSAL.
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decline — from 33 per cent in 2005 to 24.5 per cent in the second quarter
of 2007.

While the growth rate in both categories of assets remain strong, the nature
of this business differs by counterparty. An analysis by currency shows that
Irish resident assets have expanded, primarily in the form of assets
denominated in euro. On the other hand, assets vis-a-vis non-domestic
counterparties have expanded primarily by way of non-euro currency and with
counterparties based outside the euro area. A further decomposition of assets
reveals that 85 per cent of assets vis-a-vis Irish counterparties consist of loans.
This figure is somewhat smaller for non-domestic counterparties (58.3 per
cent).

— Lending Growth"

While lending by the Irish banking system to the domestic economy remained
strong in 2006 and into 2007, there has been a downward trend in credit
growth. PSC growth has declined from 30.9 per cent in February 2006, the
highest rate of credit growth since August 2000, to 25.4 per cent by the end
of last year (Chart 43). The moderating trend has continued into 2007 with
the annual increases declining to 20.4 per cent in September.

The decline in PSC growth is primarily due to a reduction in the rate of growth
of residential mortgage credit (26.9 per cent in September 2006 to 16.1 per
cent in September 2007) (Chart 44). Non-mortgage credit growth, which
continues to be supported by strong growth from non-financial corporates,
also declined in recent months but continues at a high level. The current
growth rate is 24.5 per cent (compared with 32 per cent for September 2006).

The rate of increase in credit can be further decomposed into sub-categories
of lending. Following a period of increasing credit growth in lending to the
NFC sector, data for mid-2007 suggest that the pace of credit growth has
declined. The rate of growth in lending to NFCs had increased from just under
30 per cent in the second quarter of 2005 to a peak of 38.7 per cent in
September of last year. By the second quarter of 2007, the growth rate had
declined to 30.8 per cent. It is difficult to interpret trends in personal-sector
credit due to revisions in the underlying data during the course of the year.?
As a result of this reclassification, the increase in personal-sector lending has
declined from 26.8 per cent in December 2005 to a current rate of 11 per
cent.?’ While this may be affected by reclassifications, it follows a period of
decline in personal-sector credit growth from 29.9 per cent in September
2004 to 26.8 per cent in December 2005. A further breakdown of personal-
sector credit shows that housing-related credit growth has also fallen.

The concentration of the Irish banking system’s loan book in the broadly
defined property sector has increased marginally. Property-related lending,
which includes lending for construction and real estate activities as well as

" To obtain a more encompassing description of credit growth, this measure of private-sector
credit includes securitisations, which traditionally would have been deducted, though it is
acknowledged that this may involve some element of double counting. Therefore, historical
figures in this section will not correspond to those used in previous Bank publications.

20 The revisions include a transfer of outstanding credit from non-property-related personal lending
category to the real estate category.

2! These figures are not adjusted for securitisations.



personal housing-related finance, accounted for 74 per cent of the growth in
PSC during 2007Q2. As a result of this strong growth, the broad category of
property-related lending accounted for over 62 per cent of the banking
system’s loan book (Chart 45) and this trend looks set to continue, albeit at a
slower pace, as the increase in property-related lending continues to exceed
the corresponding non-property-related category (Chart 46). Personal housing-
related credit accounts for 54 per cent of property-related lending with the
remainder accounted for by real estate activities (34 per cent) and
construction (11 per cent).

The domestic banking sector has minimal involvement in the Irish subprime
residential mortgage market. The Irish market is characterised by limited
mainstream banks’ involvement in the market, the relatively very small — albeit
growing — size of the market and generally modest average loan-to-value
ratios.

2.5.2 Financial Conditions*

— Solvency

The Irish banking sector remains well capitalised; all institutions reported a
solvency ratio well in excess of the minimum 8 per cent regulatory
requirement — with the majority of banks reporting an increase in both their
overall solvency ratios and Tier 1 ratios. The average weighted (the weights
used are total assets) solvency ratio was 10.9 per cent for June 2007, an
increase from the 2005 figure of 10.6 per cent (Chart 47). The Tier 1 solvency
figure has also increased to 8.3 per cent (7.3 per cent in 2005).

— Liquidity

The liquidity position of the Irish banking sector remains above regulatory
requirements, with the liquidity ratio remaining broadly unchanged over the
last five years. In 2007, the 25 per cent stock requirement was phased out
and replaced by a maturity mismatch approach. With effect from 1 July 2007,
the new quantitative requirements of the maturity mismatch approach involve
credit institutions assigning their cash inflows and outflows to various time
bands based on their contractual residual maturity. Limits are assigned to how
much outflows can exceed inflows in any one time-band.

— Profitability

The profitability figures reported for 2006 represent the first full year for all
banks reporting under the new International Financial Reporting Standards
(IFRS) system. While profitability, as measured by the Return on Assets (ROA),
has appeared to stabilise, this follows a longerrun downward trend in
profitability. The ROA was 1.09 per cent in 2006 compared with 1.08 per
cent in 2005 (Chart 48). An examination of the components of the ROA
shows that profit margins (operating income before tax and impairment
charges over total income) increased between 2005 (52.6 per cent) and 2006
(57.3 per cent) (Chart 49). However, the effect of an increase in profit margins
on the ROA was offset by a decline in asset utilisation. Asset utilisation — the
ratio of gross income to total income — fell to 1.9 per cent in 2006 from 2.1
per cent in the previous year. The costincome ratio declined to 46.1 per cent
from 46.3 per cent in 2005.

22 See Box G for an overview of financial soundness indicators.
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In a small open economy, macroeconomic developments can affect financial stability
in both a direct and indirect manner. Overall, the indicators do not give much cause
for concern and appear to signal a relatively benign economic environment. The only
exception is private-sector indebtedness as its value is still above the threshold level.
It should be pointed out, however, that as the figure for 2006 is significantly lower
than the 2005 level, the trend is moving in the right direction.

The FSls are one component in this Report’s broader assessment of financial stability.
In summary, the FSIs support this broader assessment by indicating the current robust
health of the banking sector as well as the favourable macroeconomic outlook. The
indicators confirm also some of the key vulnerabilities highlighted elsewhere, notably,
the trend decline in banks’ rate of profitability, the concentration of the banking
sector’s loan book in property and households’ repayment burdens.

Table 1: Irish Financial Soundness Indicators

Indicator 2005 2006

Threshold Value Signal  Threshold Value Signal

Banking Sector®

Tier 1/risk-weighted assets” 7.00 6.79 Yes 6.91 7.69 No
Total capital/risk-weighted assets” 10.62 10.54 Yes 10.53 10.71 No
Non-performing loans/total loans® 2.28 0.77 No 2.21 0.67 No
Return on assets 1.35 1.08 Yes 1.29 1.09 Yes
Net interest income/gross income 64.66 69.47 No 64.88 75.24 No
Non-interest expense/gross income 61.98 49.04 No 61.80 49.01 No
Corporate Sector

Loans to non-financial corporates/total ~ 5.83 2.87 No 5.89 12.09  Yes
loans®

Liquidations rate 0.52 0.23 No 0.51 0.22 No
Household Sector

Personal debt/GDP* 13.74 16.61 Yes 14.31 7.42 No
House prices/disposable income® ¢ 8.31 1.51 No 8.16 1.71 No
Mortgage repayment burden®? 7.38 1.33 No 7.33 1474  Yes
Real Estate Sector

House prices®? 16.02 9.48 No 15.98 9.04 No
Mortgage loans/total loans® 12.30 -0.62  No 11.98 -4.04  No
Real estate loans/total loans® 20.34 22.04 Yes 21.38 28.76 Yes
Macroeconomic Variables

Private-sector credit/GDP® 8.74 19.23 Yes 10.19 13.50 Yes
GDP growth 2.07 5.92 No 2.16 5.74 No
GNP growth 0.70 4.87 No 0.80 6.47 No
Inflation 9.71 2.42 No 9.58 4.90 No
Real interest rates® 0.73 0.38 No 0.73 -1.32 No
Real consumption growth 0.53 7.31 No 0.67 574  No

?Banking data are available from 1993-2006, except for NPL data, which are from 1995 to 2006. Also, results
for individual banks were weighted by their share of total assets, to account for the uneven structure of the
Irish banking sector.

°(2006) Data for these signals taken at Q2 2007 for a sample of Irish Banks.

“Variables are calculated as the one-year percentage change.

9Based on Department of Environment, Heritage and Local Government house price data up to end of 2006.
°Data only available up to August 2006.

"The less favourable standard deviation depends on the indicator. If from a financial stability
perspective it is more desirable to have a higher value, e.g., return on assets we subtract our
standard deviation figure from the mean in order to obtain a floor, below which signals a
concern. Alternatively in the case where a low value is more appropriate e.g., non-performing
loans we add the standard deviation figure to the mean to give a ceiling, values above which
signal a warning.

2An overview of the methodology used in calculating and assessing the FSls can be found in
Box E of the Financial Stability Report 2004.
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Net interest margins, which have generally fallen over the past decade, have
shown signs of stabilising — albeit at historically low levels. Net interest
margins declined from 1.47 per cent in 2005 to 1.46 per cent in 2006 (Chart
50). The recent relatively flat slope of the yield curve (Chart 51) limits the
margins on banks’ traditional business of maturity transformation.

— Asset Quality and Impairment Charges

Asset quality remains high by historical standards with non-performing assets-
to-outstanding loans at 0.94 per cent in June 2007, a slight increase from
previous figures (0.87 per cent in 2005) (Chart 52). The current ratio is on a
par with the rate of non-performing loans in September 2004. Impairment
charges, or provisioning, have generally stabilised, declining marginally from
0.63 per cent of outstanding non-Government credit in 2005 to 0.50 per cent
by the end of June 2006. The fall in the level of provisions relates to a decline
in general provisions over the period (from an average of 0.22 per cent of
outstanding loans at end-2005 to an average of 0.16 per cent at end-June
2006). The cover ratio (provisions to non-performing assets) has also fallen.
The current ratio is 53.6 per cent down from 72.2 per cent at the end of 2005
(Chart 53).

— Funding

The funding structure of the Irish banking sector has not changed markedly
over the last year. Private-sector deposits increased by 18.2 per cent in the
year to June 2007, the same rate of growth experienced in the second quarter
of last year. The corresponding changes for issuance of debt securities and
interbank borrowing were 10.6 per cent and —5.2 per cent, respectively. The
Irish banking sector’s private-sector funding ratio (i.e., value of private-sector
deposits held by Irish credit institutions relative to the value of private-sector
credit granted) has remained relatively constant since 2005.% At the end of
June 2007, the value of private-sector deposits with Irish credit institutions
was 60.4 per cent of the value of private-sector loans (Chart 54), an increase
over the 2005 figure of 59.2 per cent. The share of non-deposit funding
accounted for by debt securities has been increasing in recent years — from
26.7 per cent in 2003 to almost 50 per cent in 2007Q2. According to the
ratings agency Standard & Poors, this reflects Irish banks’ strategy of
broadening their funding base and increasing the maturity profile of their
wholesale funding over time (Chart 55). Debt securities account for the largest
proportion of non-deposit funding (46.3 per cent) with the proportion of
wholesale funding accounted for by interbank deposits declining almost
proportionately. Other credit institutions constitute a large proportion of the
market for debt securities — more than 60 per cent of debt securities issued
by Irish banks are held by other credit institutions. About 55 per cent of these
securities have a maturity of more than 2 years, with a further 7 per cent
having a maturity of between 1 and 2 years.** The current level of securitised
mortgages is 11.6 per cent of the total stock of outstanding mortgages.

— Market Information

The ratings of Irish credit institutions continue to support the view that the
Irish banking system remains healthy. All of the 35 Irish institutions rated by
Fitch have a rating of B or higher (Chart 56).

2 A funding ratio of less then one implies that the value of loans granted by credit institutions is
greater than the value of the private-sector deposits they hold.
** The maturity may be original or residual, depending on the reporting by institution.



The assessment of the Irish equity market was that Irish financial companies
were viewed favourably during 2006. In general, the ISEQ outperformed the
ISEF (the index of lIrish financial companies) during 2006, with the ISEQ
exhibiting average annual growth of 24 per cent compared with 21.1 per cent
for the ISEF (Chart 57). This contrasts with the trend in 2005 when the ISEF
outperformed the ISEQ. Since the beginning of 2007, a significant decline in
the year-on-year growth rates of both the ISEQ and ISEF has been observed.
The average annual growth rate to September 2007 is 7.95 per cent for the
ISEF and 15.9 per cent for the ISEQ. The latest year-on-year rates during
September show a decline of 4.1 per cent for the ISEQ and 14.6 per cent for
the ISEF. This decline in the ISEF reflects both domestic and international
developments.

The Dow Jones Bank STOXX index outperformed the ISEF during 2006. The
average annual growth rate in 2006 was 21.1 per cent for the ISEF compared
with 23.9 per cent for the Dow Jones Bank STOXX (Chart 58). This represents
a reversal of the trend in 2005 when the average annual growth rate was 27.7
per cent for the ISEF and 15.8 per cent for the Dow Jones Bank STOXX. In a
similar fashion to the lIrish indices the Dow Jones Bank STOXX has also
experienced lower growth since the beginning of 2007. The average annual
growth rate for Dow Jones Bank STOXX to September 2007 was 9.4 per cent
compared with 7.95 per cent for the ISEF. The latest year-on-year rate for the
Dow Jones Bank STOXX was a decline of 4.6 per cent.

2.5.3 Internal Risks to the Banking Sector

The health of the banking system remains robust when measured by the usual
indicators and the results of in-house stress-testing exercises. The international
banking system has been affected directly through losses on their US
subprime assets and indirectly, through holdings of investments exposed to
US subprime losses, from credit commitments to conduits/special purpose
vehicles, and from a general disruption to business. However, the domestic
banks report no significant direct exposures to US subprime mortgages and
very limited exposures through investments and credit lines extended to other
financial companies or special purpose vehicles. The domestic banks’ shock
absorption capacity has not been much reduced by these events.

As a result, the central expectation, based on an assessment of the risks facing
both the household and non-financial corporate sectors, the health of the
banking sector and the results of recent in-house stress testing is that,
notwithstanding the international financial market turbulence, the banking
system continues to be well placed to withstand adverse economic and
sectoral developments in the short to medium term.

There were a number of internal risks arising in the banking sector which were
identified in the 2006 Report, namely, excessive credit growth, concentration
on property-related business, a private-sector funding gap, falling net interest
margins, and a persistent reduction in provisioning. There has been some
improvement in many of these internal risks, where some longer-term trends
have stabilised. A key development with respect to the sector is the combined

effect on the health of the banking sector of low net interest margins and 2(;02 (;3

Chart 55: Non-Equity Financial
Instruments by Maturity

per cent
- 100
~ 80
- 60
- 40
- 20
-0

2003 04 05 06 07Q2

B Greater than B Between 1 and B Less than 1
2 years 2 years

Source: CBFSAI

Chart 56: Fitch Ratings (Individual
Banks) — September 2007

0 20 40
per cent

B B or higher [l B/C or below

60 80

Source: Bankscope (BVD)
Note: Number of rated banks varies by
country and not every bank in a country is
rated in the first instance.

Chart 57: Irish Equity Indices

higher funding costs in an environment where volume growth may be lower June

in the future.

index June 2002 = 100 [ 215
e=|SEF - 190
==ISEQ
- 165
- 140
=115
- 90
T T T T 65
04 05 06 07 Sept
Source: ISE
Financial Stability Report 2007 53



54

Chart 58: International Equity Indi

index June 2002 = 100

@=|SEF
===Dow Jones Bank STOXX

f T T T T T
2002 03 04 05 06 07 Sept
June

Source: Bloomberg and Irish Stock Exchange

Financial Stability Report 2007

ces

185

165

145

125

105

85

65




Financial Stability Report 2007 55



56

Financial Stability Report 2007




Financial Stability Report 2007 57



58

Financial Stability Report 2007

cover the range of shocks considered in the tests. In particular, the banking sector
appears resilient to severe credit and liquidity shocks. The corresponding tests on
various market risks such as exchange rate, interest rate and equity risks showed very
small effects. Nevertheless, there are some limitations to stress testing and to the
analysis in this Box in particular. The key limitations, which should be borne in mind,
are:

® all losses are immediately written off against capital with no contribution from
profits or other reserves;

® o account is taken of the extent to which any of the exposures are hedged;
® no attempt is made to quantify the likelihood of the various shocks occurring;

® the tests have been completed sequentially and it is plausible that a
combination of the shocks occurring simultaneously could have a more
significant impact on the sector’s capital reserves; and

® the results from applying individual shocks are firstround effects. The analysis
does not capture contagion effects between banks or second-round effects
where banks assimilate the shock and their subsequent reaction impacts on the
wider economy.

'For a fuller discussion of different approaches to stress testing see:

Kearns, A.,, M. McGuire, A. McKiernan and D. Smyth, (2006), “Bottom-Up Stress Testing: The
Key Results”, Financial Stability Report 2006, CBFSAI, pp. 113-122.

Kearns, A., (2006), “Top-Down Stress Testing: The Key Results”, Financial Stability Report 2006,
CBFSAI, pp. 99-112.

Kearns, A., (2004), “Loan Losses and the Macroeconomy: A Framework for Stress Testing Irish
Credit Institutions” Well-Being”, Financial Stability Report 2004, CBFSAI, pp. 111-122.

First, the concentration of banks’ resident loan portfolios in property-related
business has persisted. Secondly, the persistently high growth in private-sector
credit has declined. Although the current rate remains high, the trend appears
to be moving in the right direction. Thirdly, the funding gap of the Irish banking
system, i.e., the difference between private-sector deposits and private-sector
loans, has stabilised. While any funding gap represents some risk, a fuller
assessment of this risk in an Irish context indicates the significant medium-
term maturity element of many of these liabilities as well as the relatively wide
range of funding options available to the domestic banking sector. Fourthly,
preliminary analysis suggests that net interest margins may have stabilised —
albeit at a low level. Margins over the longer-term have fallen significantly.
This has increased banks’ reliance on volume growth to support income
growth and has pointed to their need to find alternative sources of non-
interest income. Margins may come under renewed pressure in the short term
because of higher market funding costs. Finally, the level of loan impairment
charges (provisions) is no longer falling and appears to have stabilised, albeit
at a historically low level. This trend has reflected both the benign economic
environment and the introduction of new accounting standards in recent
years. (See Box | for a fuller discussion of recent trends in provisioning.)

A key development with respect to internal risks in the sector is the combined
effect on the health of the banking sector of low net interest margins and
somewhat higher funding costs in an environment where volume growth may
be lower. A combination of a slower housing market, marginally slower
economic growth and the impact of the current turbulence in financial
markets on banks” willingness to supply loans, could all contribute to lower
volume growth in the future. The effect will be to reduce the profitability of
traditional banking activities because volume growth in lending will be less
likely to continue to compensate for low margins. To some extent, the
exceptionally good performance of the Irish economy over the last 15 years
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has placed the Irish banking sector in an unusual position by international
standards. Although many Irish banks have significant levels of non-interest
income, in general the banking sector has continued to earn the larger part
of its earnings from traditional banking activities. Strong economic growth
combined with a booming housing market has ensured that traditional
banking activities have remained profitable for Irish banks. Although Irish
banks share the experience of other countries with respect to the pressures
on net interest margins, they have been more than able to compensate for
this by rapidly expanding the scale of their on-balance sheet business.
However, the current environment may make it more difficult for banks to
continue to compensate for low margins with relatively high levels of
volume growth.

2.6 Insurance Sector

At the time of publication of the Financial Stability Report 2006, an assessment
of the insurance sector suggested that the risks emanating from the sector
were quite low and this continues to be the current assessment. Specifically,
when assessed by indicators of profitability, claims, costincome, investment
returns and management quality both life and non-life insurance sectors
demonstrated a general improvement throughout 2005. The international
financial market turbulence has had no material impact on the solvency
position of any undertakings because of limited exposures to asset-backed
commercial paper and collateralised debt obligations (CDOs) and negligible
underwriting of financial guarantees in North American markets.

The insurance sector has continued to grow strongly in 2006. Insurance
companies’ asset growth declined to 22.8 per cent in 2006 compared with
27.6 per cent in 2005. Despite this decline, the insurance sector continues to
demonstrate a healthy rate of growth. The expansion of the insurance sector
has been of similar magnitude to that of the banking sector for the last number
of years. During the period 2001 to 2006 the insurance sector’s asset growth
has averaged 18.2 per cent per annum compared with 19.4 per cent per
annum in the banking sector (Chart 59).

2.6.1 Non-Life Insurance Sector”

The general improvement of the non-life insurance sector in recent years has
continued in 2006 when the sector is assessed by indicators of profitability,
claims, cost-income and management quality.

The profitability of the non-life insurance sector has continued to strengthen
in 2006. Profitability (measured as a percentage of premium income) rose to
55 per cent in 2006 from 52.5 per cent in 2005 (Chart 60). The improved
profitability of the non-life sector was supported by a further improvement in
the loss ratio (the ratio of total claims to total premiums) as the ratio declined
between 2005 and 2006. The loss ratio was 55.4 per cent in 2005 compared
with 54 per cent in 2006 (Chart 61). Real growth in net premiums has been
falling since 2002 and actually declined by 3.7 per cent in 2005. In 2006 it
declined again, falling by 1 per cent.

% See Box G: Financial Soundness Indicators for the Insurance Sector in the Financial Stability
Report 2005, CBFSAI, for a fuller discussion of the indicators used in Sections 2.6.1 and 2.6.2.



The income ratio (the ratio of investment income to net premium) in the non-
life sector has remained unchanged since last year, currently standing at 13.2
per cent. This year represents the first year since 2002 (when the ratio stood
at 10.3 per cent) that the income ratio has not improved.

In terms of earnings efficiency, a decrease in the ratios marks an improvement.
The management expenses ratio (the ratio of management expenses to net
premiums) weakened slightly in 2006 having increased to 11.5 per cent
from 11 per cent in 2005. The commission ratio (the ratio of commissions to
net premiums) improved to 14.5 per cent in 2006, from 17 per cent in
2005.

There are two management soundness indicators — the gross premium to
employees ratio and the assets per employee ratio. The average gross
premium per employee ratio deteriorated slightly to a value of 0.84 in 2006
from 0.86 in 2005. The assets per employee ratio improved slightly as it
increased from 3.4 in 2005 to 3.5 in 2006.

2.6.2 Life Insurance Sector

Following a similar trend to that of the non-life insurance sector, the general
improvement in the life sector during the last number of years has continued
in 2006 when the sector is assessed by indicators of claims, investment returns
decline in

and management soundness, notwithstanding a marginal

profitability over the last year.

Profitability (measured by profit as a percentage of total income) in the life
insurance sector deteriorated to 62 per cent in 2006 from 68 per cent in 2005
(Chart 62). This represents the first year since 2003 that profitability in the life
insurance sector has not strengthened. The claims to premiums ratio improved
slightly to 52.2 per cent in 2006, a decline from 55.3 per cent in 2005 (Chart
63). This is the first year since 2004 that the claims/premiums ratio has
improved. The real growth in net premiums strengthened somewhat in 2006
from 26 per centin 2005 to 27 per cent in 2006, representing further recovery
from the decline in real net premiums seen in 2003.

The return on investment assets (the ratio of investment income to the value
of total assets) was 3 per cent during 2006 (Chart 64). Since 2003 the return
on investment assets for the life insurance sector has remained broadly
unchanged at the current level. The continuing stability of investment returns
over the last number of years has contributed to the overall health of the life
insurance sector.

In terms of the earnings efficiency ratios, both ratios made gains during 2006.
The management expenses ratio continued to improve to 3.5 per cent in 2006
from 4.3 per cent in 2005. The commission ratio also improved slightly from
a value of 5.9 per cent in 2005 to 5.6 per cent in 2006.

Both management soundness indicators improved during 2006. The average
premium per employee ratio (the ratio of gross premiums to the number of
employees) rose from 3.8 in 2005 to 5.3 in 2006. The asset per employee
ratio improved to a value of 23.4 in 2006 from 17.7 in 2005.
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3. International Dimension
3.1 Overview

Given the openness of the Irish economy, its financial system is potentially
vulnerable to global shocks and to the current developments in the
international financial system. These international risks are important because
they are additional to the domestic risks noted earlier. While the global
economy continued to expand at a robust pace in the first half of this year,
recent developments in financial markets have significantly raised uncertainty
about the economic outlook. While it is not yet possible to assess the extent
to which the market turmoil may affect activity, the sharp repricing of risk and
tightening of financial market conditions, via wider risk spreads and higher
term funding, threaten to dampen future global growth. In this regard, a key
consideration is that, even if market liquidity improves, risk spreads are likely
to remain higher on a long-term basis than they have been in recent years.

Forecasts from the major international economic institutions suggest that the
downside risks are most pronounced for the US. This reflects the view that
the problems in financial markets are likely to intensify the downturn in the US
housing market, where forward-looking indicators of conditions were pointing
lower even before the recent turbulence began. In addition to the direct
impact of US housing market weakness on GDP, the weakness of US house
prices, higher mortgage rates and tighter lending terms also threaten to
dampen US consumer spending, which has been the main engine of growth
in recent years. While the resilience of the global and euro area economies
should be helped by the fact that both were growing solidly before the recent
market turbulence, a marked slowdown in US growth would remove
considerable impetus to activity in the rest of the world. Quite apart from this
dampening influence, however, the generalised repricing of risk and tightening
of financing conditions has, of itself, raised the balance of risks to the
downside for the rest of the global economy.

3.2 International Macroeconomic Risks and Developments in Global
Financial Markets

Global financial markets experienced a number of bouts of volatility over the
course of 2007, the most recent of which has seen a sharp and sizeable
repricing of risk which has triggered widespread financial market turbulence.
The earlier bouts of volatility were less severe, with the first involving a sharp
weakening in global equity markets in late-February, while the second
involved a sizeable rise in bond yields in June, which has been more than
offset since.

In February, although the catalyst for the sharp fall in global equity markets
was a sell-off in the Chinese stock market, the key drivers were events within
the US which led to a negative re-assessment of the economic outlook. In
particular, growing concerns over signs of significant distress in the subprime
mortgage sector gave rise to fears that problems in the US housing sector
would intensify and damage growth. (See Box J for a discussion of the US
subprime mortgage market.) The effect was to prompt a sharp, but shortlived,
sell-off in equity markets and a flight to bonds, which pushed down bond
yields globally. The decline in US bond yields was greater than that in other
major markets, reflecting investors’ views of a particularly vulnerable US
economy due to persisting worries relating to the weak housing market.
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Over the next one to two years, existing subprime borrowers, especially those with
more recently originated ARMs, are likely to continue to experience elevated
delinquency and foreclosure rates as these loans reach their interest-rate reset point.
According to an influential study by Cagan in March of this year?, the interest rate for
an estimated 1.1 million subprime loans will reset in 2007 and an additional 882,000
will reset in 2008.Taking account of the fact that mortgage rates have risen sharply in
the past few months, the number of delinquencies on these reset mortgages is
expected to be greater than previously anticipated. For many of these borrowers, the
threat of foreclosure looms, as fewer and fewer of them will be able to refinance
because of the slowing rate of house price appreciation, higher interest rates and,
especially, the problems faced by subprime lenders. More generally, stricter lending
standards are expected to be a source of some restraint on home purchases and
residential investment in the coming quarters, which is likely to curtail demand for
housing, at a time when inventories are at high levels. In a recent speech, Federal
Reserve Chairman Bernanke acknowledged that ‘with many borrowers facing their
first interest rate resets in coming quarters, and with softness in house prices expected
to continue to impede refinancing, delinquencies among this class of mortgages are
likely to rise further’.

Overall, with lending standards tightening, interestrates increasing, and a large
number of adjustable rate mortgages resetting this year and next, tensions in the
subprime market will continue to fuel the continued housing market weakness and
add to the uncertainty surrounding the US outlook. Recent data suggest that the US
housing situation is worsening, with no quick end to the downturn in sight. Home
sales, construction activity and house prices continue to show a pronounced
downward trend and there are signs beginning to emerge that the housing downturn
is spilling over to the rest of the economy, with the decline in housing wealth and
credit availability starting to dampen consumption. On the basis of past experiences,
subprime delinquencies tend to peak 18 to 24 months after origination, suggesting
that the subprime problem is not going away any time soon and the true economic
impact may be only beginning to unfold.

" Usually a mortgage package of two loans — the first, usually covering 80 per cent of the value
of the property could be securitised and sold, while the second loan would cover the remaining
borrowing. The second loan would be subordinate to the first in the event of a default.

2 ARMs are loans that begin with relatively low payments, and then, after a short period, reset
at a higher rate. There are many variations, but most offer a low ‘teaser’ interest rate for the
first two or three years before resetting.

* Cagan, Christopher, (2007), “Mortgage Payment Reset: The Issue and the Impact”, First
American Corelogis, March.

Although equity markets recovered from mid-March onwards, US Treasury
yields were slow to move above their late-February levels as investors
remained uncertain about the economic outlook. Investors’ concerns were
that weakness in the housing market would prompt a slowdown in spending
and a deterioration in the labour market, while also encouraging a tightening
in lending standards. Against this background, analysts’ forecasts for US GDP
growth in 2007 were revised down, following a brief period of upward
revisions at the beginning of the year, and markets began to price-in around
50 basis points of Fed easing in 2007.

However, the Fed signalled that it did not share the market’s concerns in
relation to the economic outlook. While dropping the explicit bias to tighten
contained in previous Federal Open Market Committee (FOMC) statements
at its 21 March meeting, the Fed signalled that it expected the economy to
continue to expand at a moderate pace and stated that inflation remained its
‘predominant policy concern’. Initially, data releases supported the market’s
view, but then labour market data and, subsequently, broader activity data
proved more favourable than expected. Against this background, by May,
much of the earlier pessimism about the outlook for the US economy receded




and, with inflation concerns edging up, markets revised their expectations,
seeing a greater likelihood of a tighter US monetary policy stance than
previously expected. As a result, by the beginning of June, expectations of a
cut in US interest rates during 2007 had faded almost completely. Reflecting
these developments, as well as evidence of a rise in term premia, bond yields
rose sharply, and, by mid-June, 10-year yields were almost 60 basis points
higher than at end-April. From the second half of June, however, bond yields
started to fall again as problems in credit markets began to surface.

What started as a credit market sell-off in the second half of June quickly
evolved into a bout of severe market turbulence characterised by rising
volatility, declining liquidity and a sharp repricing of risk. The catalyst for these
developments was a significant heightening of concern, from late-June
onwards, about the exposure of a wide range of mortgage-related securities
and structured credit products to mounting losses in the US subprime
mortgage market. This caused problems in the market for asset-backed
commercial paper (ABCP) where investors were reluctant to rollover financing
following increased nervousness about the associated risks. (See Box K for a
fuller discussion of the links between the recent financial market events and
the associated financial products.) The general repricing of credit risk moved
quickly from the first series of ratings downgrades and signs of problems with
some hedge funds exposed to mortgage-backed securities in June onto a
more widespread and pronounced adjustment across credit markets in July.
This was reflected in a sharp widening of credit spreads, as uncertainty about
the size and distribution of credit risk exposures and related losses affected
market confidence. Accompanying this was a general loss of confidence in
the valuation of mortgage-related securities and structured credit products
signalled by growing difficulties in pricing these instruments. Against this
background, market liquidity for these products dried up.

Risk aversion heightened further in early-August when the problems which,
up to then, had been concentrated on hedge funds and US financial
institutions involved in mortgage business, began to spread to the more broad-
based banking sector internationally especially through banks’ financing of
ABCP conduits or structured investment vehicles. News of problems for a
number of banks, primarily European, as a result of difficulties on the part of
ABCP conduits or structured investment vehicles heightened, already
elevated, market nervousness. Thus, the generalised ongoing repricing of
credit risk caused a drying up of liquidity in the collateralised shortterm
commercial paper market. With banks providing liquidity back-up lines to
ABCP programmes, which typically rolled-over their funding on a very short-
term basis, rollover risks quickly translated into concerns about banks’
contingent liabilities.

Arising from the uncertainty about banks” exposures to the general repricing
of risky assets, concerns about counterparty risk heightened and problems
began to spillover to the interbank market. With liquidity demand surging and
banks becoming extremely reluctant to lend, even at very short maturities,
overnight rates began to rise sharply. Once signs of these difficulties emerged
a number of central banks, led by the ECB, reacted promptly to alleviate the
liquidity problems in the interbank money market through the provision of
substantial short-term liquidity injections. These actions succeeded in
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Nonetheless, as of mid-October, tensions persisted in money markets despite ongoing
measures from central banks. 3-month interbank rates, for instance, while they eased
somewhat, remained higher than normal relative to policy rates. Reports also
suggested banks were still trying to offload certain risky assets and that problems
faced by off-balance sheet vehicles had not gone away. It was therefore unclear
whether there was a shortterm bounce in risk appetite or a more fundamental
improvement in market conditions. Certainly, significant uncertainties persisted, and
some markets remained virtually closed and rating agencies were still downgrading
large chunks of securities backed by subprime mortgages, after US home foreclosures
doubled in September from a year earlier.

"In a cash CDO, underlying debt obligations can include corporate bonds (CBOs), mortgages
or mortgage bonds (CMOs), loans (CLOs), ABS (ABS CDOs) or even other CDOs (CDOs of
CDOs, or CDO squared). Synthetic CDOs generally package and securitise credit default swaps
on a range of companies.

? Analysts now estimate that mezzanine ABS CDOs may suffer losses all the way up to their
AAA tranches, while High Grade ABS will probably be only slightly better off.

> On 5 October, the FT reported that Northern Rock had borrowed nearly £11 billion in three
weeks from the Bank of England, equivalent to 45 per cent of its end-June deposit base.

alleviating the problems at the very short end of the interbank market, with
overnight rates reverting to their earlier levels. Term rates, however, have not
yet fully adjusted and spreads between these rates and policy rates remain
relatively wide. If this continues, this is likely to place upward pressure on the
cost of borrowing, as will the widening of spreads on lower-rated corporate
debt. There is also the possibility of some rationing of credit to borrowers.
Should the banking sector have to bring significant volumes of ABCP conduits
back on its balance sheet, this may incur extra costs for the banks, thereby
reducing the funds available for other lending activities and could result in
banks adopting a more cautious lending attitude vis-a-vis customers and
businesses. At this point, the lack of hard economic data complicates a
broader economic assessment of the implications of recent events, though
clearly downside risks have risen noticeably. Much depends on how market
developments and financial conditions evolve in coming months, with the
manner in which events unfold in the US, especially in the housing sector,
playing a key role.

There is an argument that current market developments could be positive over
the medium term for international financial stability by reversing a perceived
mispricing of risk in financial markets that has persisted for a number of years.
More generally, the possible mispricing of risk may have encouraged
excessive risk taking over the last number of years and may have pushed asset
prices beyond sustainable values. A pervasive search for vyield had
characterised financial markets over recent years that had driven risk premia
across a very wide range of financial assets to very low levels. Although there
is no clear consensus as to the ultimate driving force behind this search for
yield, there is little doubt that low interest rates and easy availability of funding
had boosted the appetite for risk significantly. There was always the risk that
a reversal of the search for yield along with a tightening of credit could have
resulted in a widespread correction of a range of asset prices. If a correlated
correction across a number of asset classes were to occur simultaneously, this
could yet pose a significant threat to financial stability, both globally and to
the Irish economy.

Prior to recent events, longer-term market rates had begun responding more
than before to the tightening in official rates. In the current market conditions,
longer-term rates have oscillated reflecting the offsetting impacts of
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Chart 65: 10-Year Bond Yields
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Chart 66: International Oil Prices
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Chart 67: US Current Account
Deficit
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expectations for higher inflation with a flight to quality. The behaviour of yields
has been different for sovereign and corporate debt; government bond yields
have fallen while yields on corporate bonds have increased (Chart 65).

Oil prices have moved higher in recent months. At the beginning of 2007
oil prices declined sharply, reaching their lowest level since mid-2005, but
subsequently increased due to lower supply and prevailing weather and
political conditions (Chart 66). Looking ahead, expected robust demand,
coupled with continued limited spare capacity, is likely to sustain oil prices at
relatively high levels. Futures markets suggest that oil prices will remain at high
levels in the medium term.

The risk from global imbalances has not abated and remains significant. The
US current-account deficit reached 6.5 per cent of GDP in 2006, close to its
level in the previous year (Chart 67). Some commentators expect a decline in
the size of the deficit in 2007. However, the risk remains that any shortfall in
the scale of capital flows required to finance the large US current-account
deficit could pose risks for global financial stability. To date, the US authorities
have had little problem in financing this growing external deficit. However, the
stability of global foreign exchange and other financial markets is vulnerable to
any significant drop in demand for US dollar assets.

Turbulence in financial markets has had a significant impact on the valuation
of the euro, which strengthened notably against the US dollar and sterling in
September and early-October (Chart 68). In the case of the dollar, this
represents the continuance of a clear upward trend; following a modest
appreciation of 1 per cent in 2006 (compared with the average of the
preceding year), the euro increased steadily against the dollar in the first nine
months of this year. In average terms, the currency had increased 7 per cent
against the US dollar by early-October (compared with the average of 2006),
passing the US$1.40 mark for the first time since its introduction in 1999. The
rapid increase against sterling, on the other hand, followed much more volatile
movements between the two currencies earlier in the year. As a result, by the
start of October the euro was still marginally weaker against sterling — in
average terms — than it was in 2006. Looking ahead, the global imbalance
issues noted above, and concerns about the US economic outlook more
generally, suggest that there are risks of a further weakening of the dollar
against the euro in the coming quarters.

3.3 International House Price Developments and Household Debt

In recent years, house prices in many industrial countries increased at
unprecedented rates providing a boost to economic growth. While housing
markets remained dynamic in parts of the euro area during 2006, there was
some moderation in average euro area property price inflation to 6.4 per cent
in 2006, down from 7.9 per cent in 2005. Most countries within the euro area
that witnessed strong increases in house prices in 2005 experienced some
moderation in the course of 2006, and evidence suggests that the housing
market has weakened further in the first half of 2007. In Belgium, France
and ltaly, house prices moderated during the year, while in Ireland a gradual
moderation has taken place since mid-2006 (Chart 69). Meanwhile, in Spain,
2006 constituted a continuation of the moderation that started in 2005. It
appears that the decline in house price growth reflects a cooling of demand,



as the cost of mortgage debt has risen, reflecting the increase in interest rates,
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years, Irish households have experienced a significant increase in their net
worth despite a steady rise in their mortgage debt.

In the US, following an extended boom in housing, the demand for homes

began to weaken in mid-2005 and since mid- to end-2006, the US housing Chart 69: International House Prices

market has cooled significantly as sales have fallen and inventories have risen annual percentage change [ 20
sharply. Alongside this, household sector indebtedness has also risen in recent
years (around 80 per cent of GDP). Resulting from rising interest rates and a
slowing in house price growth, the recent significant rise in the number of
delinquencies and foreclosures in the subprime mortgage market led to a
significant amount of subprime mortgage lenders either failing or filing for
bankruptcy. With the downturn in the housing market showing no signs of
improving, the rate of subprime mortgage delinquencies increasing and
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While there are no direct links between the subprime sector and the corporate
sector, there are some similarities between leveraged buyouts (LBOs) and US
subprime lending. Just as subprime mortgages were strongly sought after in
2005 and 2006, leveraged loans in the past year have been in strong demand.
In particular, the set of incentives that exist in the subprime sector (strong
demand for high yield debt, falling lending standards and weaknesses in
underwriting) also emerged in the corporate sector, and in particular the
leveraged buyout boom.

Over the last year or so, there has been a massive increase in private equity
buyouts, which has resulted in a sharp rise in leverage, with global LBO
issuance increasing by roughly 60 per cent in 2006. The current wave of LBOs
differs from prior waves in that the size of the deal is much larger, while the
degree of leverage is rising. Few firms are now thought to be too large to be
the target of a takeover, with the deal size growing, in part, because a large
number of LBOs are being completed by groups of sponsors that pool their
resources.

Note: Weights based on 2005 nominal GDP.
Belgian data — new & existing houses; whole
country. Spanish & Italian data — all dwellings
(new & existing, houses & flats); whole country.
French & Netherlands data — existing dwellings
(houses & flats); whole country. Irish data —
national average house price.
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There are a number of factors that have contributed to the rise in LBO activity
over the last year or so. Strong corporate balance sheets, combined with the
reticence of some publicly-traded companies to undertake new investment,
have provided a ripe environment for mergers and acquisitions activity. In
addition, firms in certain sectors (such as utilities, consumer goods and retail)
with relatively stable earnings and cashflows are making tempting targets for
buyouts, while in some cases, public firms have become private to overcome
costs associated with regulatory compliance and shareholder scrutiny. Finally,
the large influx of capital into private equity funds has contributed to the rise
in LBO activity. This wave of LBO activity has introduced some risks, and from
a financial stability perspective, the growing leverage can constitute a concern
if its financing is likely to prove unsustainable. In recent months, however, LBO
activity has dried up somewhat on the back of financial market turbulence.



