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Forging ahead

= There is clear momentum in the Irish economy. Despite risks
increasing beneath the surface, this impetus should carry the  Contributions to GDP growth
economy strongly through 2007. We expect GDP to grow by an
impressive 5.6% next year, a rate similar to 2006. After this
golden period for growth, we do expect some moderation in 2008,
on the back of a slowdown in residential construction and strong
base effects on consumer spending due to SSIA maturity.
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= At this time of the year, fiscal issues come to the fore. With this in % r
mind, we have looked at asked some important issues around the 2% |-
outlook for the public finances. Tax revenues have jumped three- 0%
fold in the past decade. While Ireland’s tax ratio is low in a 2% L
European context, it has started to tick upwards in recent years. 1998 1999 2000 2001 2002 2003 2004 2005 2006f 2007f 2008f
The current government was clearly more aggressive on tax- S oo ooty esimes = Consumption = Government & Investment & Net Exports

reducing measures in their first term rather than their second.

= Property-related taxes have been an especially important driver
of tax revenues. While stamp duty is most visible in this regard,
the biggest revenue gatherer is, in fact, VAT receipts from
residential construction, which accounts for c.8% of total revenue.
We estimate that property-related taxes have accounted for up to
a third of the increase in the total tax take over the past two years.

Irish Growth Aggregates

Property-related taxes now account for at least 17% of total 2004 2005 2006f 2007f 2008f
revenues, up from 4% ten years ago. As the property market  Consumption 38% 66% 64% 7.0% 3.8%
slows, the scope for further upside revenue surprises is limited. Government 1.8% 4.6% 4.0% 44% 4.0%

) . o . Investment 74% 128% 7.5% 3.6% 0.3%

= In this regard,_ thg hou_smg market is in the midst of a meas_ured Domestic Demand ~ 4.4% 81% 6.4% 55% 2.8%
slowdown. Price inflation has moderated and we expect this to o o . o o
continue into 2007, when 5% growth is expected (from 12% in Exports 7:3% 39%  5.0% 50%  5.0%
2006). Helped by property tax incentives, house completions will ~ Imports 86% 6.5% 68% 49% 4.0%
peak this year at 92,000 units, but supply intentions remain strong  GDP 43% 55% 55% 5.6% 3.5%

for 2007 (88,000 units expected). GNP 39% 53% 6.2% 5.8% 3.2%

= Irish consumers have coped well with the onset of higher interest
rates. While retail sales have slowed somewhat in recent months,
car sales have had a major impact on this performance. With no
signs as yet of a SSIA spending splurge, consumers may be
holding off purchases for the New Year. We expect consumer
spending to grow by 6.4% in 2006 and 7.0% in 2007.

Property-related taxes becoming an increasingly

= lreland didn’t escape the wrath of rising inflationary pressures in ~ important source of government revenue
2006. However, two major contributors - energy and mortgage 8% 1
interest - are unlikely to prove as inflationary in 2007. We expect % r
inflation to moderate to 3.3% in 2007, from 3.9% in 2006.
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= While the government has spun the line of a prudent, fiscally
sustainable Budget package, spending is still likely to increase by
c.11% in 2007, providing further stimulus to a fast growing
economy. However, we welcome the decision to accelerate
capital spending growth. The full roll-out of the National - .. . . .
Development Plan is a necessary condition of Ireland’s 1995 1996 1997 1998 1999 2000 2001 2002 2003 2004 2005 2006e
favourable long-term growth potential.

% of total tax revenue
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Key THEMES

Clear momentum going into 2007

There is clear momentum in the domestic Irish economy at present. Despite risks
increasing beneath the surface, this momentum should carry the economy strongly
through into 2007 without any stresses starting to appear. Our forecasts at the
beginning of the year foresaw a strong expansion of domestic sectors, particularly
consumer spending. As we reflect on the year gone by, this appears to be how
events have unfolded. Although data are only available for the first six months of the
year thus far, the economy looks well on track to expand by 5.5% in real terms for
the full-year. We expect similar dynamics in 2007, with 5.6% GDP growth pencilled
in for the full-year. Although there should also be momentum going into 2008, there
are a number of exceptional factors that will be coming to an end. We see GDP
expanding by 3.5% in that year.

Economic Focus: Fiscal issues to the fore

As Budget day approaches, fiscal issues come to the fore. In the Economic Focus,
we review some of the key issues surrounding the fiscal situation in Ireland.

Surge in tax revenues pushing up the tax ratio

Total government tax revenues expanded from just under €15bn to €39.5bn in the
period from 1995 to 2005. A figure of close of over €45bn is likely by the end of 2006.
We estimate that over the ten years from 1996 - 2006, while tax revenues increased
by a cumulative 186%, nominal output, as measured by GDP, rose by 205% (192%
for GNP). The tax ratio (tax revenues as a percentage of GDP) reached a trough in
2002/2003 at roughly 27% of GDP and has risen in each year since that time. We
estimate that the tax ratio will stand at 29.2% at the end of 2006. While this is down
on the 32% level in 1996, it is clear that the tax reducing initiatives by the current
government were more aggressive in their first term rather than their second.

Composition of revenues shifts towards consumption taxes

The composition of tax revenues has changed markedly. While VAT and income tax
are still the two largest revenue gatherers, their relative positions have shifted in the
past ten years. VAT receipts are now the biggest revenue gatherer, accounting for
an estimated 29% of total this year. Income tax receipts now account for 27% of
total, down significantly from 37% in 1996. Customs and Excise duties account for
only 13% of total, down from 20% in ten years ago, while CGT and stamp duty
account for 15%, up from only 4%.

Property-related taxes accounting for a third of growth overall

The property market is now a significant revenue gatherer for the government. The
major property-related revenue gatherers are stamp duty, VAT and CGT. We
estimate that the sum of these revenues accounts for 17% of total tax revenue, up
from only 4% ten years ago. Furthermore, these taxes have accounted for up to a
third of the increase in total tax revenues in the past two years. Therefore, as the
property market slows over the coming years, we can expect revenue from these
sources to wane.

Unlikely that 3% budget deficit limit would be breached

As a result, revenue overshoots, which have been common in recent years, are less
likely going forward. However, given the rather cautious approach that the
Department of Finance takes in its forecasting and the plan to leave the public
finances in surplus, it is unlikely that the 3% budget deficit limit would be breached,
even in the event of a significant undershoot in revenues.
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No signs of stress for the consumer...

It seems that the Irish consumer has stepped up to the plate. After an
underwhelming period for consumption growth in the 2002-2004 period, consumer
spending finally looks to be taking its rightful position as the driving force of domestic
growth. In the first half of the year, real consumer spending increased by an
impressive 6.5% yoy. Given the increase in the interest burden over the past twelve
months, this is a commendable performance. While full details of consumer
spending are unavailable as yet for Q3, retail sales data indicate that there has been
some slowing momentum (to 4.7% yoy), albeit down to one particular sector - motor
trades. We estimate that consumer spending will grow by 6.4% in real terms in 2006,
before accelerating to 7% in 2007.

...as employment growth continues to impress

The growth in the numbers employed has been the most impressive element of the
recent expansion in the Irish economy. The most recent data for Q3 revealed a 4.2%
yoy increase. Given that productivity has been somewhat anaemic in recent years,
Ireland is definitely in the midst of an employment-driven growth phase. While the
domestic labour force continues to grow, immigration is now the key driver of labour
force growth. Earnings overall are growing by 5%, while there is evidence of wage
moderation in some sectors.

Growth in construction likely to shift to non-residential

The Irish economy’s addiction to construction has been maintained in 2006, with
buoyant activity being registered across the board. The fortunes of this particular
sector will play a vital role in the trajectory of the economy over the coming years.
We expect residential activity to peak in 2006 at 92,000 units, although the
moderation will be slight in 2007 (88,000 units). With fundamental demand levels
estimated at 68,000 units per annum, the sooner supply levels return to close to this
level, the better. On the prices front, a moderation looks to be in train. While monthly
price decreases are likely at the turn of the year, we expect prices to rise by 5% in
2007. This moderation is to be welcomed after the froth-like characteristics of the
first half of the year.

Inflation pressures to be less severe in 2007

Ireland has been unable to escape the international phenomenon of rising
inflationary pressures in 2006. Inflation is likely to average 3.9% for the full year, up
sharply from the 2.4% rate recorded in 2005. Inflationary pressures are unlikely to
be as prominent in 2007, with a 3.3% average rate forecast.

Trade continues to drag

A weak merchandise export performance has given rise to a re-examination of
Ireland’s trading position. An ongoing shift to services is part of its evolution as a
small, open economy. While merchandise exports have picked up somewhat in
recent months, the combination of pedestrian growth in the first six months and
strong import growth should lead to a negative contribution from trade in 2006

Surplus likely, but fiscal policy to be expansionary

It looked to be all set up for that “giveaway” Budget in December, with a number of
different factors pointing to why that may have been the case. However, as Budget
Day approaches Minister for Finance, Brian Cowen, has been keen to stress that
Budget 2007 will be a “fiscally sustainable” affair with continued concentration on
managing the public finances in a prudent manner. This can’t be easy for a politician
facing into an Election year. While promising to run a Budget surplus, the Minister
can still afford to announce quite generous expenditure increases of up to 11% on
Budget Day. We welcome the decision in the Estimates to skew increases towards
capital expenditure (13.6% relative to 7.4% for current spending).
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IRELAND AT A GLANCE

2002 2003 2004 2005 2006F 2007F 2008F
Growth Components
Consumption 3.8% 3.2% 3.8% 6.6% 6.4% 7.0% 3.8%
Government 7.1% 3.2% 1.8% 4.6% 4.0% 4.4% 4.0%
Investment 3.5% 5.7% 7.4% 12.8% 7.5% 3.6% 0.3%
Domestic Demand 4.3% 3.9% 4.4% 8.1% 6.4% 5.5% 2.8%
Exports 4.5% 0.5% 7.3% 3.9% 5.0% 5.0% 5.0%
Imports 2.4% -1.2% 8.6% 6.5% 6.8% 4.9% 4.0%
GDP 6.0% 4.3% 4.3% 5.5% 5.5% 5.6% 3.5%
GNP 2.8% 5.5% 3.9% 5.3% 6.2% 5.8% 3.2%
Housing Statistics
Completions 57,695 68,819 76,954 86,188 92,000 88,000 77,000
Average House Price (€k) 205,898 234,066 254,215 272,562 305,269 320,533 330,149
Average House Price Inflation 13.8% 8.6% 9.3% 7.2% 12.0% 5.0% 3.0%
Mortgage Credit Growth 19.9% 24.2% 27.2% 26.0% 25.6% 18.7% 13.8%
Prices
Consumer Price Inflation 4.6% 3.5% 2.2% 2.4% 3.9% 3.3% 2.6%
Wage Inflation (GBS) 6.1% 4.4% 5.9% 5.4% 5.0% 5.4% 5.4%
Fiscal
Exchequer Balance 92 -979.7 33.0 -852.3 1817.7 539 165
Exchequer Balance / GNP 0.1% -0.8% 0.0% -0.6% 1.2% 0.3% 0.1%
General Government Balance -577 223 2117 497 3,910 2,788 2603
GGB / GDP -0.4% 0.2% 1.4% 0.3% 2.2% 1.4% 1.3%
Consumer Profile
Real Household Disp. Income 3.0% 1.8% 3.9% 6.6% 2.8% 3.8% 1.8%
Employment Growth 1.8% 1.9% 3.0% 4.7% 4.4% 3.0% 2.0%
Unemployment Rate 4.5% 4.5% 4.3% 4.4% 4.3% 4.1% 4.4%
Debt/Disp. Income 83.9% 95.5% 119.8% 138.0% 159.6% 177.4% 189.9%
Interest Rates (At year end)
ECB 3.3% 2.0% 2.0% 2.3% 3.5% 3.8% 3.8%
BoE 4.0% 3.8% 4.8% 4.5% 5.0% 4.8% 4.5%
Fed 1.3% 1.0% 2.0% 4.3% 5.3% 4.5% 4.0%
Trade
Current Account (€m) -1295 -2 -867 4,200 -6778 -7836 -7867
CA as a % of GNP -1.2% 0.0% -0.7% -3.1% -4.5% -4.8% -4.5%
Exchange Rates (Average for the year)
€/$ 0.94 1.12 1.24 1.25 1.25 1.30 1.35
€1£ 0.63 0.69 0.68 0.68 0.69 0.70 0.71
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EcoNomic Focus: FiscAL ISSUES

As Budget day approaches, fiscal issues often come to the fore. This year is no different,
with speculation about possible measures to be introduced on December 6th receiving
much attention. In this Economic Focus, we review some of the key issues surrounding
the fiscal situation in Ireland. In particular, we ask a number of important questions:

. (1) How have total tax revenues performed over recent years?

. (2) How does this performance compare to growth in the overall economy and is
Ireland really a low-tax economy?

. (3) What has been the composition of the performance of tax revenues and what are
now the largest revenue gatherers for the government?

. (4) How important is a stable property market to the government coffers?

o (5) What has been the government’s track record in forecasting revenues and
expenditure over recent years?

(1) How have tax revenues performed in recent years?

Much has been written about the correction in the public finances in Ireland since the mid
1980s, when Ireland almost reached the point of bankruptcy. The initial improvement was
largely based on a more sensible approach to public spending. Here, we largely
concentrate on the other side of the balance sheet.

Total government tax revenues expanded from just under €15bn to €39.5bn in the period
from 1995 to 2005. A figure of of over €45bn is likely by the end of 2006. In 2002,
revenues had almost doubled from the 1996 level, while revenues in 2006 are likely to be
more than three times that of a decade earlier. The government can certainly not
complain about a lack of resources.

With the exception of 2001 and 2002, tax revenues have been growing at rates in excess
of 10% per annum consistently. Indeed, in the late 1990’s annual growth in tax revenues
was running at over 15% yoy. Since the deceleration in 2001 and 2002, growth in tax
revenues have picked up strongly, with this year’s receipts likely to be c.16% ahead of
2005 levels. We will review the forecasting record of the Department of Finance later in
this piece.

Tax revenues likely to breach €45bn level in 2006
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45000 - 16%
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35000 - 19%
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&25000 - g
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20000 -
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Bl Total tax revenue — Annual growth

Source: Revenue Commissioners

Strong growth in tax revenues
witnessed in last decade...

...with revenues estimated to
be ahead 12% in 2006
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(2) How does the performance of tax revenues compare to
overall economic growth?

This revenue performance must be put in the context of the wider buoyancy of the
economy in recent years. We estimate that over the ten years from 1996 - 2006, while
tax revenues increased by a cumulative 186%, nominal output, as measured by GDP,

rose by 205% (192% for GNP). The tax ratio (tax revenues as a percentage of GDP) Tax reducing measures more
reached a trough in 2002/2003 at roughly 27% of GDP and has risen in each year since aggressive in first term of
that time. We estimate that the tax ratio will stand at 30.2% at the end of 2006. While this current government

is down on the 32% level at the start of our period, it is clear from the chart below that the
tax reducing initiatives by the current government were more aggressive in their first term
rather than their second.

Tax revenues as a % of output
32%
30%

28%

% of output
N
[e)]
X

24%

22%

20%

1996 1997 1998 1999 2000 2001 2002 2003 2004 2005 2006
B GNP m GDP

Source: Dept. of Finance

Comparison with Europe
But, how does the Irish tax ratio compare with the rest of Europe? To answer this

question, we have to look at a measure of tax which includes social security contributions Tax ratio below the EU
(PRSI in Ireland’s case). Data on this comparable measure is available from the average, but in line with the
European Commission. On this measure, the tax ratio in Ireland rises to 35% of GDP UK

(39.9% of GNP). While this is at the lower end in a European context, the GNP measure
is likely to be a more appropriate indicator for Ireland. By this standard, Ireland’s tax ratio
is slightly below the European average (42.3%) and in line with that of the UK.

Ireland’s tax ratio below the average
60
55
50
45

40 t

% of GDP

35

30

Source: European Commission (data is for 2005)




‘ — Goodbody Stockbrokers

IRISH EcoNoMIC COMMENTARY

It is interesting to note the position of the Accession states within this league table,
highlighting the contrast between “New” and “Old” Europe in the fiscal stakes. Ireland’s
incentivising tax structure has clearly been a key factor in the attraction of labour and
capital over the past decade. For it to continue to be attractive, policy will have to start to
reflect the international competitive realities that the country faces. The supposition that
the tax-cutting days are over may need to be challenged.

The tax structure in Ireland

Delving into this a little bit more, one important factor to be considered is the tax structure
that prevails in Ireland. In comparing the various tax structures in the EU, a recent paper
by the European Commission notes that the structure in Ireland differs considerably from
the typical tax structure for the EU-25 as a whole. Broken down by economic factor, the
tax structure in Ireland is 37%, 35%, and 28% for consumption, labour and capital,
respectively. The corresponding breakdown for the EU-25 is 32%, 48%, and 20%, as can
be seen below.

This formula has been successful for Ireland. By weighting tax away from labour, which
is a direct tax, Ireland has been able to reduce the tax wedge and thus incentivise labour.
This is discussed more in the Employment section of this Commentary.

Tax structure differs noticeably from EU average
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(3) What taxes have been contributing most?

The table on the next page illustrates the performance of the different tax headings over
the past ten years. All categories of tax are, unexpectedly, well ahead over recent years.
There are, however, some specific tax headings which have performed particularly well.
Capital Acquisitions Tax (CAT) is the fastest growing tax heading in the past few years,
although this is only a small proportion of the total tax take.

Of the big two - VAT and income tax - VAT receipts have been the fastest growing over
the past two years in particular. This has been through a combination of unexpectedly
lower income tax take in light of the buoyant labour market conditions and a healthy
spending environment and housing market (which we will return to in greater detail later).

Ireland’s tax structure differs
from the EU...

...which can be seen here

CAT and VAT showing rapid
growth in recent years
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Tax revenue performances by category

% of total
1-year 2-year 3-year 5-year 10-year revenues 2006

% increase

Customs & Excise 4% 12% 20% 34%  88% 13%
Capital Gains Tax 56% 103% 116%  254% 2816% 7%
Capital Acquisitions Tax 40% 84% 64% 109% 329% 1%
Stamp 38% 79% 122% 203% T77% 8%
Income 8% 15% 34% 32% 112% 27%
Corporation 21%  25% 30% 61% 268% 15%
VAT 1% 26%  38% 70% 241% 30%
Total Tax revenue 16% 28% 42% 63% 186%

% contribution to total growth

Customs & Excise 4% 6% 7% 8% 9%

Capital Gains Tax 18% 16% 12% 13% 10%

Capital Acquisitions Tax 2% 2% 1% 1% 1%

Stamp 17% 17%  15% 14% 11%

Income 16% 16%  24% 17% 22%

Corporation 19% 14% 11% 14% 16%

VAT 21%  28%  28% 32%  32%

Source: Dept. of Finance, Goodbody estimates

The smaller categories of tax revenue have played an important role in growth over the
past two years. For example, stamp duty receipts are estimated to have accounted for
almost one-fifth of the growth in total tax receipts despite the fact that this category only
accounts for 8% of total tax revenues. Similarly, CGT receipts have accounted for 16% of
the growth in tax revenues in the past two years, despite the fact that this category only
accounts for 7% of total tax revenues. There are a number of tax headings which are
clearly punching above their weight.

Marked difference in source of revenues

As a result, the composition of tax revenues has changed markedly. While VAT and
income tax are still the two largest revenue gatherers, their relative positions have shifted
in the past ten years. VAT receipts are now the biggest revenue gatherer, accounting for
an estimated 29% of revenues this year. Income tax receipts now account for 27% of
total, down significantly from 37% in 1996. Customs and Excise duties now account for
only 13% of total, down from 20% in ten years ago.

Source of revenues in 1996... ...and in 2006
Customs &

Exclse Customs & Excise
20% 13%

VAT

26%‘
Corporation__— '
12%

‘Source: Department of Finance

Capital Gains Tax
Tax %
1%

\ Capital
Acquisitions Tax
1%

Stamp
3% 27%

Capital Gains 29‘,/-1

Capital Acquisitions
1%
Stamp
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copraion /
15% l
Income

Income
37%

The most significant changes, however, have been in stamp duty receipts and capital
gains taxes. Combined, these two tax headings accounted for 4% of total tax revenues in
1996. By the end of this year, we estimate that these two taxes will amount to 15% of the
total tax take of the government. The property market has had a big role to play in this
particular movement. This is the topic of the next section.

Stamp duty receipts have
accounted for one-fifth of
growth in tax revenues...

...with less reliance on income

tax and excise duties

10
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(4) How have property taxes contributed to the rising tax take
in recent years?

It is often assumed that the buoyancy of tax revenue in recent years has been due to the
extraordinary performance of the housing and construction sectors. In this section we
ascertain whether this statement is true. The analysis finds that property and land related
taxes have indeed increased in importance over the past number of years and have
accounted for close to a third of the increase in overall tax revenues.

In terms of the impact of the property market on overall tax revenues, we need to look at
the most relevant individual tax revenues. While there are also likely to be indirect effects
on wealth associated with a booming property market, we only concentrate on the direct
effects in this section. In this regard, it is difficult to ascertain the degree to which the
property market is affecting income tax revenues from construction workers as well as
corporation tax revenues from property companies. We look at each property tax heading
in turn:

Stamp-duty

Stamp duty is the most cited beneficiary of the property boom in Ireland in recent years.
This is probably due to the fact that it is the most visible type of property-related tax as it
is an extra charge on the transaction. While stamp duty is also charged on share-dealing
and cheques for example, it is no surprise that property-related activity has been the most
important driver of stamp duty revenue. Property-related stamp duty has jumped ten-fold
over the past ten years and now accounts for almost 80% of total stamp duty receipts.
Furthermore, we estimate that by the end of 2006, property-related stamp duty will
account for over 6% of total tax revenue, up from 1.6% in 1996.

Stamp duty almost completely dependant on property

2100 - as % oftotal .+ 80%
stamp duty

1800 - 1 7%
| 0,
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4 65%
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Source: Department of Finance

Residential only accounts for 44% of property-related stamp duty
Within stamp duties derived from land and property, it is unarguably those transactions
relating to the residential sector that receive the lion’s share of attention. However, this
component only amounts to 44% of total property-related stamp duty receipts. Therefore,
stamp duty emanating from commercial property and land sales are now the most
important component of this category of tax.

Property and land-related
taxes contributing significantly
to the increase in tax revenue

Property-related stamp duty
has increased ten-fold in the
past ten years...

...with duty on commercial and
land activity leading the way

1"
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VAT

Whereas stamp duty receipts are very much dependent on the transaction activity in the
property market, the trends in VAT receipts are reliant on both transactions and building
trends in the sector. Unfortunately, there is no detailed breakdown of VAT receipts
available. However, we can calculate the extent of tax from that source through the
analysis of the new housing sales and average new house prices over the past few years.
The calculations are detailed in the table below:

VAT receipts from residential property

1996 2001 2006e
Total VAT (€) 3,950 7,920 13,410
Completions 33,725 52,602 92,000
Average price (€) 87,202 182,863 309,368
V.A.T. exclusive (€) 76,830 161,113 272,571
V.A.T. 13.5% (€) 10,372 21,750 36,797
Property-related V.A.T. (€m) 350 1,144 3,385
% of total VAT revenue 8.9% 14.4% 25.2%
% of Total tax revenue 2.2% 4.1% 7.7%

Source: Goodbody estimates

VAT receipts from property as important as stamp

The calculations above assume that all residential units that are being are also sold. We
also assume that the price of the unit is inclusive of VAT at 13.5%. The above calculations
do not include RMI activity or purchases such as furniture, which are associated with the
house purchase. This could add up to another €150m+ to the total VAT take from
property. According to these calculations, we estimate that the surge in residential activity
has seen VAT receipts from the property market increase from 2.2% of total tax revenue
in 1996 to 7.7% by the end of this year.

Capital gains tax

A breakdown of capital gains tax is also unavailable. However, we have received an
estimated breakdown from the Revenue Commissioners, based on responses from its
Revenue on-line service in 2004. For that year, the following breakdown has been
provided to us:

CGT Breakdown

Other assets
6%

Development Land
10%

Agricultural Land Shares
11% 41%
Commercial
Premises
15%

Residential
Premises
17%

Source: Department of Finance (figures are for 2004 and relate to returns filed

We can also calculate VAT
from new housing

VAT on new housing
accounting for 7.7% of total
revenue

12
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Based on this breakdown, we estimate that property-related capital gains tax will breach
the €1bn mark this year, up from a meagre €45m in 1996 (assuming the relative
proportions remained constant). Revenue from this source now accounts for 2.4% of total
tax revenues.

17% of tax coming from property-related activity

We must stress again that there are other property related taxes, such as corporation tax
paid by property companies or income tax paid by construction workers. While both of
these revenue sources would be hit by a slowdown in the sector, it is not possible to
calculate the extent of revenues emanating from this source.

Nevertheless, the following graph illustrates the extent to which property-related taxes
have increased in importance over recent years. We estimate that the three observable
property-related taxes now account for 17% of total tax revenue. This represents more
than a fourfold increase in the past ten years.

Property-related taxes becoming an increasingly
important source of government revenue
18%
16%
14%

% of total tax revenue

1995 1996 1997 1998 1999 2000 2001 2002 2003 2004 2005 2006e

Close to a third of growth in tax revenues emanating from property
Put another way, we estimate that these property-related taxes have accounted for 24%
of the total increase in tax revenues over the past ten years. However, the dependence
on property related revenues has increased markedly more recently. In the past five
years, 32% of the increase in tax revenues has emanated from this source, while in the
last two years the contribution has been over a third.

Contribution from property-related taxes
Increase in tax Increase in property-
revenues (€m) related taxes (€m)

% of increase

10 years 28,051 6,621 23.6%
5 years 16,023 5,077 31.7%
1 year 4,694 1,606 34.2%

Source: DoF, Goodbody estimates

Itis clear, therefore, that the property market has been an important driver of tax revenues
in recent years. Assuming that the current property market boom is unsustainable, we are
then close to a peak in terms of tax revenue from this sector. The Department of Finance
has consistently taken a relatively cautious approach to forecasting tax revenues from the
property market. The need for this approach is even more necessary given the
Exchequer’s current dependence on this sector.

Contribution to tax revenue
from property-related activity
increasing foufold in the past

ten years...

...with the contribution in past
two years particularly marked
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5. What has been the forecasting record of the Department of
Finance on revenues and expenditure?

Revenue overshoot of €3.5bn+ likely in 2006
As the year has progressed, it has been clear that tax revenues are easily going to
overshoot revenue projections set out by the Department of Finance at the beginning of

the year. We estimate that tax revenues will be 16% ahead by the end of the year, which Revenues are likely to
will mean that revenue projections will overshoot by over €3.5bn this year. The largest overshoot by more than
overshoot in monetary terms will be in stamp duty, which will be over €1bn ahead of €2bn...

original projections. VAT (c.€695m) and capital taxes (c.€1165m) make up the majority of
the remainder of the overshoot. This is not a new phenomenon, however, and is a
reflection of the caution that the Department puts into making their projections for the
following year.

The most volatile tax category over the past five years has been capital taxes, which has

overshot earlier projections by a cumulative 47% over the past five Budgets. Next along

has been stamp duty revenue, which has overshot by a cumulative 29%. As we have ...but this is not a new
addressed already, these have been based largely on the booming property market. Of phenomenon...
course, this does not automatically assume that these tax headings will overshoot once

again in 2007. To the contrary, we would encourage the Department to maintain its

cautious tack when forecasting revenues over the coming years.

Tax revenue forecasts and outturns (€m)
2002 2003 2004 2005 2006 2002-2006

Customs & Excise

Estimated 4,231 4,633 4,737 5,210 5,760 24,571
Actual 4,575 4,709 5,102 5,460 5,862 25,707
Difference 344 76 365 250 102 1,136
% from estimate 8.1% 1.6% 7.7% 4.8% 1.8% 4.6%
Capital Taxes

Estimated 909 800 1,000 1,680 2,285 6,674
Actual 778 1,649 1,706 2,209 3,450 9,792
Difference - 131 849 706 529 1,165 3,118
% from estimate -14% 106% 71% 31% 51% 47%
Stamp Duty

Estimated 1,230 1,136 1,600 2,150 2,690 8,806 ...as can be seen on this table
Actual 1,167 1,688 2,088 2,725 3,700 11,369
Difference - 63 552 488 575 1,010 2,563
% from estimate -5% 49% 31% 27% 38% 29%
Income Tax

Estimated 9,753 9,272 10,300 11,595 12,420 53,340
Actual 9,063 9,162 10,651 11,266 12,300 52,442
Difference - 690 - 110 351 - 329 - 120 - 898
% from estimate -7% -1% 3% -3% -1% -2%
Corporation Tax

Estimated 4,601 5,042 5,350 5,685 6,005 26,683
Actual 4,803 5,161 5,332 5,492 6,680 27,468
Difference 202 119 - 18 - 193 675 785
% from estimate 4% 2% 0% -3% 11% 3%
VAT

Estimated 8,345 9,587 10,244 11,425 12,760 52,361
Actual 8,885 9,721 10,693 12,089 13,455 54,843
Difference 540 134 449 664 695 2,482
% from estimate 6% 1% 4% 6% 5% 5%
Total estimated reve 29,080 30,475 33,236 37,750 41,925 172,466
Total actual revenue 29,287 32,103 35,581 39,254 45,452 181,677
Difference 207 1,628 2,345 1,504 3,527 9,211
% from estimate 1% 5% 7% 4% 8% 5%

Source: Dept. of Finance, Goodbody estimates
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Deficit unlikely to move close to 3% of GDP, even in the event of an
undershooting of revenues

As can be seen in the table, the average discrepancy over the past five years has ranged
from 1% in 2002 to 8% in 2006. This gives a gauge of the possible errors involved in the
revenue projections. If tax revenues were to undershoot revenues in 2006 by the average
discrepancy of the past five years, there would be a shortfall in revenues of the order of
close to €2bn. Assuming that the Minister sticks to his word on Budget Day and
announces estimates of a small general government surplus to be delivered in 2007,
even a €2bn shortfall would not threaten to put the public finances close to the 3% of GDP
Stability and Growth Pact (SGP) deficit limit. The deficit would only go to ¢.1.2% of GDP
in this event (assuming spending estimates are met).

Buoyant revenues not the whole story

However, a consistent underspend on the expenditure side has also aided the Exchequer
position greatly in recent years. Spending forecasts, over both current and capital
spending, as set out in the estimates, have not been met in each of the last three years.
Furthermore, looking at the voted capital element of total expenditure, we see that actual
spending in this particular component has fallen short of estimates in each of the last four
years, with the outturn for this year also expected to feature a spending shortfall. This has
amounted to an underspend of almost a €1bn since 2002 as can be seen below. While
the sums involved are far less than the upside experienced on the revenue side, it is a
point worth noting nonetheless.

Difference between actual and estimated voted capital
expenditure
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Source: Department of Finance (note all figures are gross except those for 2002)

A breach of the SGP limit is
unlikely

Government spending has
fallen short of target in each of
the last three years...

...with voted capital spending
falling particularly short
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THE REVIEW & FORECAST

There is clear momentum in the domestic Irish economy at present. Despite risks
increasing beneath the surface, this momentum should carry the economy strongly
through 2007 without any stresses starting to appear. Our forecasts at the beginning of
the year foresaw a strong expansion of domestic sectors, particularly consumer
spending. As we reflect on the year gone by, this appears to be how events have
unfolded. Although data are only available for the first six months of the year thus far, the
economy looks well on track to expand by 5.5% in real terms for the full-year. We expect
similar dynamics in 2007, with a similar 5.6% growth rate pencilled in. Although there
should also be momentum going into 2008, there are a number of exceptional factors that
will be coming to an end. We see GDP expanding by 3.5% in that year.

Even allowing for the improvement in the fortunes of the euro-area economy in 2006,
these growth projections compare very well. Furthermore, Irish headline growth rates are
also understating the true buoyancy of domestic sectors of the economy. With net exports
set to subtract from overall economic growth for the second consecutive year in 2006,
other sectors have had to take up the slack. We estimate that domestic demand (the sum
of consumption, investment and current government spending) will increase by 6.4% in
real terms in 2006, following the stellar 8.1% growth rate achieved in 2005. Record rates
of population growth are a major driver of this activity.

Domestically-led growth
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A new phase in the growth development

Ireland has clearly entered a new phase in its growth development. While exports are still
important as a percentage of GDP, the contribution to growth in the economy in recent
years has been negative. The situation would have been worse had service exports not
started to make a more meaningful contribution to total exports (now account for 36% of
total). Import growth has also contributed to the weak performance from net exports,
aided by higher energy import bills and robust domestic demand.

Consumer concern looks to be overdone...

The effect of rising interest rates was a common concern among international observers
of the Irish economy as we entered 2006. However, consumers looked to have coped
with the onset of higher rates quite well. Given the highly indebted nature of the Irish
consumer, there is no doubt that the sensitivity to interest rate movements is high.
However, consumer spending patterns do not look to have been adversely affected just
yet. This resilience can be put down to a number of different factors.

Despite underlying risks...

...economy is expected to grow
by 5.5% in 2006 and 2007

Domestic sectors continue
rapid expansion...

..while exports continue to drag
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...with major supports still remaining

Most significantly, employment trends continue to impress. In the third quarter of the year,
employment increased by 4.2% yoy. With earnings growing by slightly more than this, one
can clearly see the reason that consumer spending can be so strong. These trends come
before the expected boon to spending as a result of the release of the SSIA monies.
While 25% of the funds have already been released, we have seen no signs of a
spending boom materialising. It is early days, though. The majority of the cash is not
expected to be released until the last two months of the scheme in March and April of next
year. Further, we think it is likely that the late entrants will have a higher propensity to
consume than the more financially-savvy early movers. For this reason, we see
consumer spending accelerating to 7% yoy in 2007, from 6.4% in 2006.

Contributions to GDP growth
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Broad-based contribution from investment

Within this, new housebuilding has performed beyond expectations once again, with a
record 92,000 units set to be built in 2006. Supply intentions for 2007 also appear to be
quite strong. Nevertheless, we estimate that fundamental demand levels at 68,000 units
per annum in the period from 2006 to 2011. There are some exceptional supply issues at
play here in the form of the ending of property-based tax incentive schemes. As a result,
we expect housebuilding will slow to 77,000 units in 2008.

On the prices front, a moderation looks to be in train. House price inflation peaked at
15.0% yoy, and has moderated to 14.2% in October. Prices are still rising on a monthly
basis but at a slower pace. As we have pointed out in the Economic Focus, the outlook
for this sector is important to the path of the whole economy in the coming years.
However, non-residential construction looks to be picking up at the right time. The
government has reaffirmed its intention to roll out its infrastructure plans while prospects
for private non-residential construction look strong. With housing such a labour intensive
sector and it accounting for two-thirds of construction output, a slowdown is bound to
have an impact. However, we think that non-residential construction taking over the baton
can compensate for some of this fall-off. Nevertheless, we see the prospects for further
strong growth in the industry overall being limited.

While the government is trying to spin the line of a prudent, cautious Budget package
ahead of next year’s General Election, the end details are still likely to be supportive to
the economy overall. The Book of Esimates revealed that spending would increase by
8.1% in 2007. Including the yet to be announced Budget measures the final outcome is
more likely to be closer to 11%. While expected strong growth in revenues will allow
Minister Cowen to declare this a prudent package, it will still provide some stimulus to an
already fast-growing economy.

No sign of SSIA fuelled
spending spree just yet

Although we see a decline in
house-building in the coming
years...

...non-residential construction
should ease its impact overall
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THE CONSUMER

It seems that the Irish consumer has stepped up to the plate. After an underwhelming
period for consumption growth in the 2002-2004 period, consumer spending finally looks
to be taking its rightful position as the driving force of domestic growth. While average
consumption growth of 3.6% in that three year period was impressive in an international
context (euro-area consumption growth averaged only 1.2%), compared to employment
and earnings trends in Ireland it can be described as pedestrian.

This more meaningful contribution by the consumer to the Irish economy was long
overdue and this momentum has continued into 2006. In the first half of the year, the CSO
estimate that real consumer spending increased by an impressive 6.5% yoy, pretty much
matching last year’s outturn. Given the increase in the interest burden on the Irish
consumer over the past twelve months, this is indeed a commendable performance.
While full details of consumer spending are unavailable as yet for Q3, retail sales data
indicate that there has been some slowing momentum (to 4.7% yoy), albeit down to one
particular sector - motor trades. We now estimate that consumer spending will grow by
6.4% in real terms in 2006, before accelerating to 7.0% in 2007.

Consumption outperforming the economy
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A surge in retail sales in Q1 2007?

Analysis of the reasons behind the slowdown in retail sales in Q3 is important, as it may
be simply a decision by consumers to hold off the purchase of motor vehicles until new
registration plates are released in January. While this reason could be used in any year,
the effect may be particularly prominent this year with the release of the SSIA funds.
Motor vehicles appeared frequently as one of the more likely purchases to be made with
SSIA cash. For example, up to one in five respondents to the tns/mrbi survey revealed
that this would be the destination for some of the funds. While it is possible that car
purchases were frontloaded into Q1 of this year (motor vehicle sales grew by 9% yoy in
Q1), we suspect that the first quarter of next year will also prove to be an impressive one
for car sales in a year that total sales could approach levels reached in the record year
of 2000. This distinction is important as core sales (i.e. excl. motors) have continued to
impress. In the third quarter, the volume of core retail sales grew by 6.6% yoy. If car sales
do take off again in the first quarter of 2007, real consumer spending growth could well
return to ¢.7% around that time.

Consumer spending to take
over as the driving force of
domestic demand...

...despite a rising interest rate
burden

Recent moderation in spending
has been caused by the motor
industry
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Retail sales propelling consumption along nicely

Indeed, there are some categories of retail sales which have seen growth in excess of
this rate already in 2006 thus far. High Street spending has been especially impressive,
with sales of textiles and clothing (+7.6% yoy) and footwear and leather (+8.7% yoy)
ahead strongly in the third quarter of the year. Discretionary spending does not look to
have been particularly impacted by the combination of higher inflation and interest costs
thus far.

The continued buoyancy of the housing market in 2006 has also had a beneficial impact
on sales of household-related/DIY-type sales. Sales of household related goods such as
“hardware, paints and glass” (+9.3% yoy) and “furniture and lighting” (+9.8% yoy) reflect
this strength.

Impressive resilience- Irish retail sales
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Interest rates should hit disposable income...

One concern that was voiced on the sustainability of the current spending growth was the
effect that higher interest rates may have on an indebted Irish consumer. Debt burdens
have indeed increased quite dramatically in 2006, due to the continued high rate of debt
accumulation and increased interest rates. By the end of 2006, we estimate that
households will be spending 8.4% of disposable income on interest payments on debt,
up from 5.6% at the end of 2005. Given the relatively small movement in interest rates,
the scale of the increase in the interest burden reveals the extent to which Irish
households have become more sensitive to rate movements.

...but there are countervailing forces at play also

However, as we have stated already, consumers haven't refrained from spending. Could
there be a lagged effect that could hit spending in 20077 While disposable incomes will
be hit by rate increases in the coming months, there are some countervailing forces at
play that should pull the consumer through. Of particular note is the freeing up of monies
which have been flowing into SSIA accounts for the past five years. While it is impossible
to know whether SSIA account holders are also those with the high debt burden, there
should be an element of overlap within the two groups of people.

Furthermore, the high rate of savings in Ireland reveals that consumers have remained
quite cautious in their spending patterns overall. The latest official data on the Irish
savings ratio is only available for 2004, which showed it at 9.5% (these data included
downward revisions to the rate for previous years). We estimate that the savings ratio
increased to ¢.11% in 2005 and should be at a similar level in 2006. So, despite the
impact of higher rates, the Irish consumer looks to have plenty left in reserve.

Some categories of retail sales
showing considerable
buoyancy

Debt burdens have increased
significantly...

...but there are numerous
supports to the consumer
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EMPLOYMENT

The growth in the numbers employed has been the most impressive element of the
recent expansion in the Irish economy. The most recent data for Q3 revealed a 4.2% yoy
increase in the number of people employed in the State. Earlier in the year, employment
breached the 2 million mark for the first time. Given that productivity has been somewhat
anaemic in recent years, Ireland is definitely in the midst of an employment-driven growth
phase.

Labour market buoyancy continues
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Participation in the labour force continues to increase...

This growth phase is being made possible by extraordinary, and unexpected, growth in
the labour force. As Ireland’s domestic labour resources were utilised in the Celtic Tiger
period, it was assumed that labour force growth would be forced lower as a result in the
following years. As it turns out, domestic labour force growth has remained quite strong
in recent years, helped especially by a further increase in the female participation rate.
The female participation rate stood at 54.0% in Q3 2006, up 4% from its level five years
earlier. The movements are particularly marked in some particular age cohorts. For
example, the participation rate for females aged 45-54 has increased from 55.4% to
63.9% in the past five years. The CSO estimates that increased participation added
22,000 to the labour force in the year to Q3 2006. Clearly, being in the Irish labour market
is attractive.
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Employment growing at 4.6%
yoy

Domestic labour force growth
remains surprisingly strong...

...helped by rising female
participation rates in particular
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...but immigration remains key

While the domestic labour force continues to grow, immigration is now the key driver of
labour force growth. In the year to the third quarter, immigration accounted for 53% of the
increase in the labour force. According to the CSO’s Quarterly National Household
Survey (QNHS), non-Irish nationals now account for over 10% of the labour force, up
from only 6% two years ago. The sheer scale of the immigration flows that Ireland has
experienced in recent years is unprecedented in European terms. While it is too early to
comment on the real economic effects of such a surge in immigrants into the labour force,
we can safely say that Ireland would not have experienced the level of employment
growth in the absence of this source of labour.

Employment breakdown

% of
NACE 2001 2005 2006 Annual 5-year % of annual
Code '000 Q3 Q3 Q3 growth growth Total gain
A-B  Agr, Forestry & Fishing 129 120 122 1.8% -5.8% 5.9% 3%
C-E  Other Production Industries 331 295 297  0.7% -10.3% 14.3% 2%
F Construction 186 252 278 10.2% 49.3% 13.4% 31%
G Wholesale & Retail Trade 253 287 298 3.9% 17.9% 14.4% 13%
H Hotels & Restaurants 115 120 121 02% 4.9% 5.8% 0%
Transport, Storage &
| Communication 113 119 128 8.3% 13.2% 6.2% 12%
J-K  Fin. & other Bus. Services 230 263 268 1.7% 16.6% 12.9% 5%
L Public Admin & Defence 85 101 106 4.8% 24.8% 5.1% 6%
M Education 103 120 124 3.3% 20.2% 6.0% 5%
N Health 148 192 211 101% 42.7% 10.2% 23%
Public Sector 336 412 440 6.8% 31.3% 21.2% 34%
(0] Other Services 97 122 122 0.0% 26.4% 5.9% 0%
Total 1,789 1,990 2,073 4.2% 15.9% 100.0% 100%
Source: CSO

Employment growth becoming more broad-based

With regard to the source of employment growth, recent quarters have seen a more
broad-based contribution from different sectors. While the construction sector continues
to account for a significant proportion of the growth in total employment, the dependence
has fallen from 36% in 2005 to 26% in the first three-quarters of 2006. Somewhat
surprisingly, the public sector has taken up the baton in 2006, accounting for more than
a third of employment gains. The renewed recruitment drive by the public sector has
added over 28,000 new jobs in the year to Q3 2006, representing an annual increase of
6.8%, far outstripping the 3.5% growth in the private sector. This is despite the cap that
was put on public sector employment in 2003. The cap clearly didn’t fit. Nevertheless, it
must be noted that while the public sector expands at a faster pace, the private sector
continues to make the majority contribution in terms of numbers of jobs created. In the
year to the third quarter, the private sector accounted for 66% of the jobs gained.

Beyond that, other elements of the service sector continue to enjoy healthy employment
gains. In Ireland’s current domestically-led expansion phase, it comes as no surprise to
find that demand for services such as retail and wholesale (+3.9% yoy) is strong, and thus
employment continues to grow in these sectors.

56% of labour force growth
attributable to immigration

Public sector taking some of
the slack
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Immigrants more prominent in some sectors...

The contribution from immigrant flows is particularly marked in some sectors. Contrary to
popular belief, while non-Irish nationals account for 12.7% of employment in the
construction sector, it is not this sector which has the largest concentration of this type of
labour. This tag belongs to the hotels and restaurants sector, where one in four workers
are non-Irish nationals.

...which may be helping suppress wage growth

While immigrant labour should act to ease labour constraints, there is no evidence as yet
that it is having a depressing impact on wage levels. However, in the construction
industry, this may be the reason for the slowdown in the rate of wage increases in recent
quarters. On a trailing six-month basis, construction earnings only grew at an annual rate
of 2.5% in Q2 of this year, representing the slowest rate of increase since the first quarter
of 1999. The slowdown has been most evident for skilled operatives, with nominal wages
remaining static over the past year. Given that double-digit annual wage growth has been
a common occurence in this sector in recent years, this moderation is to be welcomed on
competitiveness grounds.

Immigrant labour may be having an effect on some

sectors but overall wage growth remains firm
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Other labour market segments do not show the same moderating trends. For example,
wages in the distribution and business services sector are growing at an annual rate of
6.1%, while earnings in banks, one of the fastest growing employment sectors, are
growing by 5.3% yoy. Public sector earnings continue their inexorable rise, up by 5.8%
yoy. The ongoing discussions on the succession to the benchmarking agreement on
public sector wages must be conducted in the context of the economic risks associated
with rising wage inflationary pressures on competitiveness, not to mention the bloating
impact on the public finances. Overall, we estimate that wage growth for the whole
economy is set to come in at ¢.5% for the full-year, similar to 2005 growth rates.

Still plenty of momentum in the labour market

There are clearly significant amounts of momentum in the Irish labour market. We
estimate that employment will increase by 4.5% in 2006. Due to the expected slowdown
in the construction sector over the following two years, we are projecting that this sector
makes a negligible contribution to overall employment growth in those years. This will
have an effect on overall employment growth, but we still expect employment to grow by
an impressive 3.0% in 2007 and 2.0% in 2008.

Construction earnings grew at
a moderate 2.5% yoy in Q2...

...while other sectors are
seeing stronger growth....

...giving an estimated 5%
wage growth for the economy
overall
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BUILDING, CONSTRUCTION & HOUSING

The Irish economy’s addiction to construction has been maintained in 2006, with buoyant
activity being registered across the board. Employment in the sector has continued to
grow strongly, amounting to a total of 13% of the workforce in the third quarter of the year,
while construction output now amounts to 23% of GNP. Clearly, the fortunes of this
particular sector will play an important role in the trajectory of the economy over the

coming years.

While Ireland is clearly dependent on the sector (construction accounts for 12% of output
in the EU as a whole), we need to distinguish between the different sub-sectors of
construction to gauge its likely future path. Breaking down construction between its two
principal sub-components — residential and non-residential — it can be seen below that the
increasing dependence on the construction sector over the past decade can be totally
attributed to the extraordinary growth of the housing sector. Given that residential now
accounts for over two-thirds of total construction output, it is clear that the outlook for the
industry as a whole has become increasingly vulnerable to a slowdown in this sphere.

Recent dependence on construction is due to residential
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Housing output to reach 92,000 units in 2006

In output terms, the rate of housebuilding has exceeded all expectations in 2006 (yet
again!). From an upwardly revised level of 86,000 units in 2005, we expect output to hit
92,000 this year. Given that this represents a tripling on the 1995 level of ¢.30,000 units,
supply has been far from inelastic. Furthermore, there is only tentative evidence thus far
of a slowdown in building intentions in the residential sector into next year. We are
forecasting that 88,000 units will be built in 2007, with 77,000 units constructed in 2008.

As can be seen on the next page, planning permissions look to have passed their peak,
albeit at a very high level. The rolling-twelve month total for residential planning
permissions is currently put at 86,000 units in the second quarter of this year. For the first
time since the second quarter of 1998, the rolling total for completions exceeded that of
planning permissions. However, given the excess of permissions over completions over
recent years, this is not a strict indication that supply has peaked. In any case, planning
permissions data can be an unreliable guide to completions as they do not always get to
the finished stage and there are often resubmissions for permissions for the same
projects due to changes in the details or lapses.

Construction to play a large
role in the trajectory of the
economy...

...with the residential sector
particularly important

Planning permissons look to
have passed the peak
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Supply intentions still running at a high level

On a more reliable gauge of future completions — home registrations — the trends suggest
that supply should be maintained at a high level in 2007. In the first ten months of the
year, registrations were ahead by 11% on the same period in 2005, though there has
been a deceleration in the momentum witnessed over recent months.

Future completion levels

110000
100000 r
90000 r
80000
70000 r
60000 [
50000 r

Planning permissions
-

Completions

\

units

N

House registrations

40000
30000 [

20000 Lo

Q4 Q3 Q2 Q1 Q@4 Q@3 Q2 Qa1 Q4 Q3 Q2 Q1 Q@4 Q3
1996 1997 1998 1999 1999 2000 2001 2002 2002 2003 2004 2005 2005 2006

Source : Homebond, Premier, DOELG, Goodbody estimates

In our recent report on the construction industry (Constructive thinking), we detailed our
estimates for fundamental housing demand. We estimate that, in the period from 2006-
2011, demand will run at an annual rate of 68,000 units per annum. With current supply
levels running some 35% above this, is there something that we are missing? First and
foremost, the Irish housing stock is still playing catch-up with its European peers.
Measured in terms of housing per 1000 of the population, Ireland languishes some 12%
behind the European average. One unexpected demand side factor that has undoubtedly
influenced the housing market in recent years is the surge in migratory flows amounting
to 123,000 in the past two years alone (up to April 2006).

Exceptional supply-side factors are likely to be at play

However, we suspect that exceptional supply side factors are also at play this year in the
form of property-based tax incentives. These are also likely to play a role in boosting
completions in 2007. Property-based tax incentives, which have been in place in Ireland
for over two decades, are due to come to an end on a phased basis over the course of
the next two years. Housing registrations data so far this year suggest that builders may
be frontloading the development of projects in some areas of the country. For example,
registrations are ahead by 192% in the first nine months of the year in Longford.
Converting these registrations to completions (completions are ordinarily ¢.20% greater
than registrations) means that houses are being built at a rate of 65 units per thousand
of the population in this county, more than three times ahead of the national average and
an extraordinary thirteen times ahead of the European average. Other factors are clearly
at play. The graph on the next page illustrates that this is not a phenomenon exclusive to
this county, with tax incentives in place in most of the counties where building activity is
occurring at a rapid pace. We suspect, therefore, that supply is being temporarily boosted
by builders taking full advantage of tax breaks on property investments. Therefore,
following this temporary boost in the next two years, the base effects going into 2008 and
2009 look to be quite tough.

Deceleration in house
registrations in recent months

Ireland is still playing catch-up
with European peers

Tax incentives are likely to be
playing a role in boosting
completions in the short-term
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Vast geographical divergence in residential activity
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Non-residential construction now represents a dwindling share of overall construction
output. In 2005, only one-third of activity emanated from this sub-sector. However, there
are signs that non-residential construction could take up the mantle of growth over the
coming years. Most importantly, public spending on capital projects is set to be
accelerated in the coming years, as Ireland’s infrastructure deficit is addressed. Full
details on the spending plans will be found in the National Development Plan 2007-2013,
which is due for release in the New Year. The Government has repeatedly stressed its
intention to spend an amount equivalent to 5% of Gross National Product (GNP) on
capital projects.

Government reaffirms its commitment to capital spending

More recently, the Government reaffirmed this intention by announcing a 12% increase in
its Estimates for 2007, despite calls by the government’s economic think-tank — the ESRI
— to curtail spending somewhat to avoid bottlenecks in the construction sector. This public
spending commitment provides a non-cyclical element to what is largely a highly cyclical
industry. Private non-residential construction can be very much a cyclical industry. In this
regard, recent data confirm that this sub-sector is in the midst of a strong upturn. This
strength is being witnessed across the board, with retail, office and industrial all expected
to perform strongly in 2006 and 2007.

While building activity looks to have sustained momentum, the outlook for prices in the
residential market has received an increased amount of attention in recent months. This
increased sense of concern has stemmed particularly from a batch of weak auction
results. While it would be naive to suggest that such occurrences are meaningless, it is
also folly to suggest that this is a definitive sign of a start of a sharp downturn in the
housing market. In particular, we estimate that auctions represent only ¢.1% of activity in
the housing market. Secondly, the price tag on auctioned properties (€2m+) is not
reflective of the housing market as a whole, where the average price is a little over
€300,000.

Housing market in the midst of a moderation

At an annual rate, house price inflation remains high — 14.2% in October. However, we
have witnessed a deceleration in the monthly rate of increase. We expect this moderation
to continue, with a 5% increase in house prices pencilled in for 2007. While there are
bound to be regional variations around this national figure, and some properties may
even fall in price, we think such an eventuality would facilitate the famed soft landing.

5% of GNP to spent on capital
projects

Private non-residential
construction witnessing a
strong upturn

Expect prices to grow by only
5% in 2007
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MONETARY ISSUES

Ireland has been unable to escape the international phenomenon of rising inflationary
pressures in 2006. This is unsurprising given the small, open nature of the Irish economy,
making price pressures an externally-driven event. According to the latest data for
October, CPI was running at an annual rate of 3.9%, down from the peak of 4.5% reached
in August. This is likely to be only a temporary respite, however, with base effects likely
to lead to an acceleration in the final two months of the year. Inflation is likely to average
3.9% for the full year, up sharply from the 2.4% rate recorded in 2005. The major question
is now whether this will prove to be only a temporary spike.

There are reasons to believe that this may prove to be the case. Externally driven
influences, in the form of higher interest rates and energy prices, have had a marked
effect on inflation readings in 2006. On the former, while the price of energy products was
increasing by as much as 15% in the early part of the year, the latest data reveal that
prices within this category are now falling by 2% yoy. Energy prices have stabilised in
recent months, and so should not be the inflationary influence in 2007 that they were this
year.

Mortgages & energy the main culprits for inflation spike
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Core inflation running at 2.0%

Unlike the European measure of inflation - the HICP - the Irish CPI excludes mortgage
interest payments from its calculations. Therefore, the combination of an acceleration in
house prices and higher interest rates have led these two measures of inflation to diverge
to a record level this year. In October, for example, the HICP was rising at an annual rate
of 2.2%, relative to 3.9% in the case of the CPI. This does not mean that the CPI can be
ignored - they do represent price increases that are felt by Irish consumers, but this does
illustrate that inflation in Ireland is not completely out of kilter with the rest of Europe. As
can be seen above, if we exclude these two aforementioned influences from the CPI,
inflation almost halves to only 2.0% in the latest month.

Externally-driven influences
the catalyst of inflation in
2006...

...with mortgage interest and
energy being the major drivers

Excluding these influences, the
infaltion rate would be cut in
half
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Services inflation continues to rise...

Despite these caveats, there are trends within some categories of the inflation basket that
deserve some cause for concern. These concerns are primarily in the services sector of
the economy. In October, services inflation reached a 5 1/2 year high of 7.8%, up from
4.4% at the beginning of the year. While mortgage interest costs have also contributed to
the rise in this particular index, the prices of some other services have also grown
markedly in the past year. These include health, education and more fundamentally,
restaurants and hotels.

These three categories stand out in particular as outliers in a European context, as can
be seen below. Health costs rose by 4.3% yoy in October, relative to only 1.7% yoy in the
euro-area. Similarly for education, prices rose by 5.9% in the twelve months to October,
relative to 3.4% for the euro-area. While the government deserves to be commended for
refraining from adding to inflation through increases in indirect taxes in recent years, the
same can not be said for the provision of its services. Finally, while recreation costs are
flat in the euro-area as a whole, the booming nature of the domestic service sector has
contributed to the price of recreation activities (cultural entertainment, holidays etc)
increasing by 2.7% in the past year.

Non traded sector responsible for eurozone divergence
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...while some goods price continue to decline

The opposite trends have been evident within goods, leading the gap between the two to
widen further. A more competitive domestic environment, coupled with continued
deflationary influences abroad has meant that some categories of goods have continued
to decline in price. The price of clothing and footwear costs has been falling on an annual
basis consistently, while household equipment and furnishing prices have seen negative
increases for each of the past 36 months.

It appears that the abolition of the Groceries Order is having a dampening effect on some
food items. The CSO neatly encapsulates this in a table of Groceries Order and Non-
Groceries Order items in the CPI release. This analysis reveals that the prices of goods
included in the Order have fallen marginally (-0.2%) over the past year, while goods not
covered by the order have increased by 4.0% over the same time period. While it is not
conclusive, this does provide tentative evidence that the imposition has been a positive
for consumers, for goods covered by the Order at least.

Price inflation in health,
education and recreation
higher than the euro-area
average...

...while the price of some
goods has been falling
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Interest rates to peak in Q1 2007

With regard to the interest rate outlook, the combination of surprising momentum in the
euro-area economy, rising inflationary pressures and dynamic money supply growth has
led the European Central Bank to increase rates by a cumulative 125bps since last
December. Another hike is almost a certainty at the December 7th meeting, bringing the
base rate to 3.5%. But, is there an end in sight for rates? While the resilience of the euro-
area economy has surprised us this year, and the data continues to be quite positive, we
believe that the ECB is close to the end of its tightening cycle. Forward expectations for
the euro-area’s largest economy - Germany - are weak because of the possible impact
of the increase in VAT rates at the beginning of next year, while the recent appreciation
of the euro will act to moderate imported inflation pressures and also make euro-area
exporters vulnerable. As a result, we expect the ECB to move to 3.75% in the first quarter
of 2007, and this will represent the peak for rates in the euro-area. With inflation set to
average slightly less than this in 2007, real rates will clearly remain at stimulatory levels
for the Irish economy.

Inflation likely to average 3.3% in 2007

Overall, inflation is now likely to average 3.9% for 2006 as a whole, well above the rate
expected at the beginning of the year. Nevertheless, inflation is likely to outstrip the euro-
area average for some time to come, exacerbating the competitiveness issues that have
come to the fore in recent years.

Goods and Services inflation continues to diverge
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There are also upside risks to this forecast, with the interest rate outlook being a case in
point with regard to its effect on mortgage interest costs. Furthermore, with housing costs
set to increase in light of announced price increases by both the electricity and gas
utilities, Ireland is relying on modest imported inflation pressures. A renewed rise in the
oil price is another key risk to this forecast. Despite these risks, we see inflation at 3.3%
in 2007 and 2.6% in 2008.

Interest rates still at stimulatory
levels for the Irish economy

Inflation is likely to moderate in
2007
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INTERNATIONAL FLOWS

External trade has been frequently cited as key to the Irish economic growth miracle. The
story goes that Ireland was successful in attracting high-tech multi-nationals into the
country, using an array of different attractions and incentives. In turn, as global demand
in these industries surged, Ireland was able to take advantage. Whether it was down to
the accounting engineering to take advantage of lower tax rates in the country or not, the
official data show that exports of pharmaceutical and high-tech computer equipment
boomed in the late nineties, at some stages by up to 60% yoy. Ireland even managed to
fair pretty well during the international slowdown in 2002. However, recently we have
seen a different picture emerging from merchandise trade data that has given rise to a re-
examination of the country’s position in trading circles. The ongoing shift to services has
also been acknowledged as part of the changing dynamics of Ireland’s external trade
flows.

Services have grown strongly

Services are becoming an increasingly important driver of both export and import growth.
Balance of Payments data reveal the extent of this over recent years. After exceptional
growth up to 2002, merchandise exports contributed strongly to the rise in exports overall.
However, since that time, merchandise export growth has been underwhelming. In fact,
the value of merchandise exports had not returned to levels reached in 2001 by the end
of last year. Further, in the first half of this year, merchandise exports grew by 2.9% in
nominal terms, unimpressive given that global demand continues to run at impressive
rates.

Services becoming increasingly important to exports
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As a result, services exports have had to take up the baton. Services exports accounted
for 36% of total exports from Ireland in 2005, up from only 19% in 1999. This trend has
continued on into this year’s data, and services could account for 40% of exports in 2006.
In a similar vein to the merchandise side, exports of services from lIreland are
concentrated in a few key areas. While computer services continue to be the largest
export, this sector has not been the key driver of growth in recent quarters. This tag
belongs to business services, which grew by 43% in 2005 and has continued to expand
in the first half of this year. Along with computer software, exports of financial services
feature strongly. Together with computer services, these two categories now account for
60% of total service exports from Ireland, although we would question the degree to
which these trends translate into economic activity on the ground.

Merchandise trade was a key
element of the growth story...

...but its role has diminished...

...as services have carried the
baton somewhat
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Growth in imports down to fundamentals

Concentrating on imports, the buoyant growth on this side can be explained by more
fundamental factors. Within merchandise imports, one of the fastest growing categories
is mineral fuels, which are ahead 12% yoy in the most recent three months to August.
This reflects of a combination of strong demand but also markedly higher energy prices.
Oil prices have recently fallen back quite considerably (-25% from the July peak), and in
the coming months we can expect the effect from this category of imports on overall
import growth to subside. There has also been strong demand for manufactured goods
this year, with the volume of imports ahead by 13% yoy in the three months to August. In
total, merchandise import growth has been running at twice the rate of that for exports for
much of this year although the performance of trade flows in both directions has been
relatively subdued in the past few months. Nevertheless, with domestic demand set to
remain the propeller of economic growth for 2007 also, next year will likely see imports
revert to their impressive growth rates seen earlier this year.

External trade performance muted in recent months
20% r
15% r Imports
10% r

5%

0%

yoy (3mth average)

5% Exports

-10%

-15% -
Sep-03 Jan-04 May-04 Sep-04 Jan-05 May-05 Sep-05 Jan-06 May-06 Sep-06

Source: CSO

FDI flows also an issue

While the tangibility of data on trade and financial flows into and out of Ireland has often
been an issue, this was the case again recently with a report from the United Nations
Conference on Trade and Development (UNCTAD) which revealed that Ireland had fallen
from 4th position in the rankings of FDI flows in 2004 to 89th in 2005, prompting calls from
some that Ireland is now unable to attract the same levels of investment that it had done
before. However, closer inspection reveals that this was due to an exceptionally high level
of repatriated profits from a number of US multi-nationals. This coincided with the US Job
Creation Act 2004, which gave companies a window to bring back profits to the country
at a much reduced tax rate. This highlights once more the volatile, and sometimes
meaningless, nature of data on flows into and out of Ireland, which, nevertheless have a
significant impact on the aggregate data.

However, despite these discrepancies, external trade continues to be an important
component of Irish economic activity, accounting for approximately 13% of output in 2005
(net exports). The targeting and overcoming of competitiveness issues, which is the
overriding concern, is necessary if the weakness in net exports is to be reversed in the
coming years.

Merchandise import growth
running at twice the rate of
exports

Fall in FDI ranking does not tell
the whole story

External trade will fail to
contribute to growth this year
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FiscAL ISSUES

It looked to be all set up for that “giveaway” Budget. (1) Tax revenues are likely to be over
€3bn ahead of expectations by year-end. (2) Government debt levels continue to decline
(% of GDP). (3) The imminent General Election provided the political reasoning behind it;
and (4) Economic buoyancy into 2007 is also likely to push tax revenues strongly ahead.
Along with these reasons, the current government also had precedence for ramping up
spending prior to a General Election. However, as Budget Day approaches Minister for
Finance, Brian Cowen, has been keen to stress that Budget 2007 will be a “fiscally
sustainable” affair with continued concentration on managing the public finances in a
prudent manner.

Rhetoric points towards prudence...

In light of the resources that he has at his disposal, running a tight ship is unlikely to come
easily to a politician. If followed through with, it is something that deserves to be
applauded. Although the temptation is obvious, pumping money into an economy that is
already operating at its full capacity can only create problems. The spending projections
given in the recent Book of Estimates point to an increase of 8.1%. After measures to be
announced on Budget Day are included the total increase in spending is likely to be close
to 11%. Allowing for the fact that wage inflation in the public sector is running at 5%+, the
general level of inflation is at 4% and the economy is growing at something close to 8%,
the Minister cannot be accused of spending exuberance.

Revenues -v- Expenditure
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...but overall increases are likely to be generous

In the same vein, however, the proposed budget surplus in 2007 is only made possible
by the buoyancy of tax revenue receipts. An 11% increase in voted expenditure is still a
healthy addition to government spending. Encouragingly though, announced spending
increases in the Book of Estimates were skewed towards capital expenditure. Capital
spending is due to increase by c.12% in 2007, bring the total to €7.8bn. While current
spending is set to increase by ¢.7%, most of this will in fact be accounted for by wage
increases and general price increases in the overall economy. The Book of Estimates is
only one part of the Budgetary process, with the announcements on social welfare and
tax reserved for Budget Day itself (December 6). On that day, a package of roughly €2bn
is likely to be announced. This would take the total increase in spending in the year to
about €6bn.

Many reasons behind a
generous Budget package...

...but a prudent package would
be desirable for the economy

12% increase in capital
spending announced

32



‘ — Goodbody Stockbrokers

IRISH EcoNOoMIC COMMENTARY

Unlikely to see stamp duty changes...

There has been much speculation in the run-up to the current Budget regarding the
possible tax changes that may be announced on the day. First of all, the issue of reform
of the residential stamp duty regime has been mooted by the junior partner in government
and this seems to have had an effect on activity in the housing market. The Minister has
been keen to dampen speculation on this matter, and we think nothing will be done on
this score on the 6th December. However, we suspect that another measure will be
introduced to take some of the pressure off the government on the issue of the housing
market. While changes to the stamp duty may add further fuel to the housing market, an
increase in the mortgage relief for first-time buyers may be a less-risky measure that will
go some way to achieving their political goals. Further, as we have shown in the
Economic Focus, the notion that the government can afford to forego revenue made from
residential stamp duty is false.

Prudent fiscal policy in recent years - GGB
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...or top tax rate

The second major piece of speculation with regard to fiscal policy was with regard to
changes to the top rate of income tax, which currently stands at 42%. Once again, we
think that no changes will be made on this score this year, but we would not rule out
further cuts in tax rates in the years ahead. For this to occur, government spending,
especially for current purposes must be kept in check.

Revenue projections need to be prudent too

Although tax revenues are surging, this is in part a cyclical phenomenon that will not
continue indefinitely. If our forecasts for a slowdown in residential construction over the
next few years materialise, this source of revenue will not be available. Therefore, not
only will restraint be necessary on public spending, a prudent approach to revenue
projections will also be needed.

Unlikely to see a change in the
stamp duty regime...

...or a change in the top rate of
tax
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Key DATA & FORECASTS

2002 2003 2004 2005 2006F 2007F 2008F
Growth Components
Consumption 3.8% 3.2% 3.8% 6.6% 6.4% 7.0% 3.8%
Government 7.1% 3.2% 1.8% 4.6% 4.0% 4.4% 4.0%
Investment 3.5% 5.7% 7.4% 12.8% 7.5% 3.6% 0.3%
Domestic Demand 4.3% 3.9% 4.4% 8.1% 6.4% 5.5% 2.8%
Exports 4.5% 0.5% 7.3% 3.9% 5.0% 5.0% 5.0%
Imports 2.4% -1.2% 8.6% 6.5% 6.8% 4.9% 4.0%
GDP 6.0% 4.3% 4.3% 5.5% 5.5% 5.6% 3.5%
GNP 2.8% 5.5% 3.9% 5.3% 6.2% 5.8% 3.2%
Housing Statistics
Completions 57,695 68,819 76,954 86,188 92,000 88,000 77,000
Average House Price (€k) 205,898 234,066 254,215 272,562 305,269 320,533 330,149
Average House Price Inflation 13.8% 8.6% 9.3% 7.2% 12.0% 5.0% 3.0%
Mortgage Credit Growth 19.9% 24.2% 27.2% 26.0% 25.6% 18.7% 13.8%
Prices
Consumer Price Inflation 4.6% 3.5% 2.2% 2.4% 3.9% 3.3% 2.6%
Wage Inflation (GBS) 6.1% 4.4% 5.9% 5.4% 5.0% 5.4% 5.4%
Fiscal
Exchequer Balance 92 -979.7 33.0 -852.3 1817.7 539 165
Exchequer Balance / GNP 0.1% -0.8% 0.0% -0.6% 1.2% 0.3% 0.1%
General Government Balance -577 223 2117 497 3,910 2,788 2603
GGB / GDP -0.4% 0.2% 1.4% 0.3% 2.2% 1.4% 1.3%
Consumer Profile
Real Household Disp. Income 3.0% 1.8% 3.9% 6.6% 2.8% 3.8% 1.8%
Employment Growth 1.8% 1.9% 3.0% 4.7% 4.4% 3.0% 2.0%
Unemployment Rate 4.5% 4.5% 4.3% 4.4% 4.3% 4.1% 4.4%
Debt/Disp. Income 83.9% 95.5% 119.8% 138.0% 159.6% 177.4% 189.9%
Interest Rates (At year end)
ECB 3.3% 2.0% 2.0% 2.3% 3.5% 3.8% 3.8%
BoE 4.0% 3.8% 4.8% 4.5% 5.0% 4.8% 4.5%
Fed 1.3% 1.0% 2.0% 4.3% 5.3% 4.5% 4.0%
Trade
Current Account (€m) -1295 -2 -867 4,200 -6778 -7836 -7867
CA as a % of GNP -1.2% 0.0% -0.7% -3.1% -4.5% -4.8% -4.5%
Exchange Rates (Average for the year)
€/$ 0.94 1.12 1.24 1.25 1.25 1.30 1.35
€/£ 0.63 0.69 0.68 0.68 0.69 0.70 0.71
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