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= lreland has become addicted to construction. The sector now
accounts for 23% of output in the economy, relative to only 14%
ten years ago and an average of 12% in the rest of the European
Union. Concern has been voiced that the country has become
overdependant on one sector. However, such a conclusion merits
an in-depth analysis of the entire sector. One must remember that
the construction sector is composed of many different moving &
parts. These sub-sectors can often move in opposing directions. s
We believe this will prove to be the case in the next few years, as
non-residential takes over the baton from residential construction.

Recent dependence on construction is due to residential

30% 18%

= Ireland was more dependent on the construction sector at the
beginning of the 1980s than it is now. In 1981, construction output
amounted to 26% of Gross National Product (GNP). However,
this was mainly due to the contribution of non-residential
construction, which accounted for 16% of output in the economy
overall. A quarter of a century later, the roles have fully reversed,
with non-residential output only amounting to 8% of GNP.
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= Therefore, Ireland’s dependence on the construction sector is
solely due to housing. Output in the residential sector grew from

€3.2bn in 1995 to €20.9bn by the end of 2005. In that time, _Construction industry output growth

completions grew from ¢.30,000 units to 86,000 units. Despite
this, we believe that output has not yet reached its peak. We
expect completions to reach 92,000 units in 2006 (previously
85,000 forecast) before slowing modestly to 88,000 units in 2007.

Although population dynamics are impressive, we do not believe
that the current rate of housebuilding is sustainable. We estimate
that sustainable demand is in the order of 68,000 units per annum
up to 2011. This level of demand depends importantly on the
continued decline of household sizes towards the EU average.
Affordability constraints may mean that household sizes will not
be able to fall to any significant degree. We expect completions
to moderate to 77,000 units in 2008.

Given the dependence on the residential sector, the
macroeconomic impact of a sharper slowdown in building is
significant. However, even in the unlikely event of housing output
falling from 92,000 units in 2006 to 70,000 in 2007, we estimate
that GDP growth would still come in at 2.5%, which would still be
above the European average.

Non-residential construction, which accounts for a third of output,
should take up the baton post-2006. Public capital spending
remains underpinned due to a gaping infrastructure deficit, while
the government is committed to addressing this. Private non-
residential construction will be supported by strong population
dynamics, accommodative monetary policy, increasing share of
services employment and inward FDI. We estimate that the
construction industry output should grow once more in 2007
(4.9%) before contracting modestly (-1.4%) in 2008.

2003 2004 2005  2006f

2007f

2008f

New

Housing
New

Contracting
New Civil
Engineering
RMI:

33.0% 25.4% 17.3% 16.5%

-10.9% 41% 17.5% 13.2%

10.5%
20.0%
27.0%

8.4%

0.9%
0.2%
-5.9%
11.9%

0.6%
13.3%
15.0%
10.4%

9.0%
8.4%
8.1%
8.9%

Housing
Other
Total

Construction 12.0% 15.7% 14.4% 15.9%

-3.9%
14.0%

9.5%
20.9%
25.1%
12.7%

4.9%

-13.0%

12.1%

8.3%
10.5%
13.0%

5.0%

-1.4%

Note: in nominal prices

House completions set to peak in 2006
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Key THEMES

Ireland has become addicted to construction. While building activity has been robust in
many countries across the developed world in recent years, Ireland stands out in
particular. The sector now accounts for 23% of output in the economy, relative to only
14% ten years ago and an average of 12% in the rest of the European Union. As a result,
some have voiced the opinion that the economy has become overdependent on the
construction sector.

Such a conclusion merits an in-depth analysis of the entire sector. The construction
industry is composed of many different moving parts. These sub-sectors can often move
in opposing directions. For example, when private non-residential construction was
suffering in the 2002-2003 period, both residential and civil engineering buoyancy were
sufficient to take up the slack. In this report, we delve into these differing trends and
highlight the key drivers for the sector. We think non-residential will take up some of the
slack emanating from a slowdown in the residential construction sector over the next few
years.

Dependence solely due to housing

. Ireland was more dependent on construction in the early 1980s (26% of GNP in
1981) than it is now. At that time, it was non-residential construction, particularly
public projects, that the sector relied on. While the 1980s saw an across the board
decline in the importance of the construction sector, residential output has been
rising as a percentage of GNP through the 1990s. Residential only became relatively
more important than non-residential in 1994. Since the turn of the decade, the
relative performances have differed sharply, culminating in the situation in 2005
whereby residential construction accounted for 15% of output in the Irish economy
(and 66% of output of the construction sector).

. Therefore, it is clear that residential housebuilding has been the key driver of the
construction sector. Completions reached a record level of 86,000 units in 2005,
representing the 11th record year of output. Completions are now running at a rate
of almost 21 units per 1000 population, relative to only 5 units per 1000 in the EU as
a whole. However, Ireland’s housing stock remains quite low (410 units per 1000)
relative to the EU average (463 units). Therefore, Ireland has been in catch-up mode
in recent years.

. The mix of residential units is important, as the characteristics of the housing stock
depend on the evolving demography of the country. As recently as 2001 individual
houses had been the most common type of house built in Ireland, accounting for
almost 50% of the total. Yet this year, this category will likely see the least amount
of completions as shortages of building land and increasing prices make higher
density housing a more attractive option. The share of individual houses in total
completions has almost halved over the past 10 years, decreasing from 46% in 1996
to 25% in 2005. Conversely, the number of scheme houses has surged. They
accounted for over half of the total number of houses built last year. The number of
apartments has also risen strongly in recent years, although as a proportion of total
output, they have remained in a relatively steady range (between 18%-22%).

Outlook for housing is vital

. Given its clear importance, an in-depth analysis of the residential sector is vital to
determining the path of the economy over the coming years. Expected supply will
depend on a number of, sometimes volatile, factors over the next number of years.
Interest rates are a key factor. However, we expect interest rate increases over the
next two years to be modest, peaking at 3.75%. However, we concentrate on four
longer term demand influences for the sector, namely population dynamics,
household sizes, replacement activity and the incidence of second/holiday homes.
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Demographics are still supportive

Ireland’s demographic history has been, to say the least, volatile. The recent Census
reveals that the population reached 4.2m in April of this year, representing an 8.1%
increase on the Census carried out four years earlier. The 2.0% average annual
increase in the population is some four times greater than that seen in the rest of
Europe. Inward migration has become an increasingly important component of
population growth, with it accounting for over 60% of the increase in the most recent
Census period. This, we believe, will remain a feature going forward. On the
assumption that net immigration averages 50,000 per annum up to 2011, before
slowing to an average annual gain of 40,000 p.a. up to 2016, we estimate that the
population will breach the 5 million barrier in that year. This would represent an
average annual increase of some 2.0%.

Due to both social and structural phenomena, Ireland still has the highest household
size in Europe (2.94 based on Census 2002). There are 36% of the Irish population
below the age of 25, relative to only 30% in the EU as a whole. Divorce rates are
exceptionally low relative to the rest of Europe. As the economy ages and social
characteristics converge, Irish household sizes should fall in line with the EU.

Still a black hole element to housing supply

Fundamental influences are not sufficient to explain the recent surge in house
completions. However, growth in housing units has exceeded that of household
formation for decades. The rest of the completions are therefore attributable to either
second, vacant or replacement (SVR) units. SVR has accounted for between 21%
and 75% of completions since 1961. Given our estimation that the average
household size in Ireland dropped to 2.8 in the 2002-2006 time-frame, we suggest
that there were 224,000 households formed over the period, representing an annual
average increase of 56,000. However, there were 71,000 p.a. residential units
completed over the same period, meaning that a total of 60,000 units built over the
last four years cannot be attributed to fundamental growth in household formation.

Demand could stretch to 68,000 units per annum

We estimate that housing demand will amount to 68,000 units per annum up to
2011, before slowing to 65,000 units per annum up to 2016. Therefore, current
output is running above sustainable demand. Nevertheless, the short-term outlook
for housing completions remains quite bright. We estimate that 92,000 residential
units will be built this year. There is also upside risk to our 88,000 forecast for 2007.
Beyond that, we expect completions to fall materially to 77,000 units in 2008, as
output falls more in line with sustainable demand.

More abrupt slowdown would have large macro impact

While we believe a slowdown in residential construction will be offset by growth in
non-residential, we have modelled the macroeconomic impact of a more abrupt
slowdown. A fall in output in the sector would hit the economy in a number of
different ways. First and foremost, growth in capital formation would be impacted
directly, while consumption would be adversely affected by a slowdown in
employment and earnings growth. Our modelling of a reduction in output from
92,000 units in 2006 to 70,000 units in 2007 would knock up to 2.7% from GDP
growth in that year. However, this would leave growth in that year at 2.6%, which is
still above the European average.
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Non-residential construction accounts for a third of output

Although less focus has been placed on the sub-sector in recent years, the non-
residential sector is still an important component of construction output. During the
early 1980s non-residential construction was the driving force and although this
importance has lessened somewhat, the sector still accounts for 33% of output, and
can act as a counter to the forecast slowdown in the residential sector.

Productive infrastructure to remain strong

Productive infrastructure incorporates output from the construction of road and rail
networks, as well as energy infrastructure and public buildings. This sector is the
second largest after residential and contributed some €5.2bn (17%) to the value of
the construction industry in 2005. Infrastructure spending remains high, with Ireland
ranking third in terms of output in Europe. Long-term plans have been laid out for
the sector, with the next seven-year National Development Plan for 2007-2013 due
before the end of the year. Given that a gaping infrastructure deficit still exists in the
country, further significant levels of funding will be used to address this issue into the
medium term. In this regard, given the healthy state of government finances
(government debt estimated at only 28% of GDP), we expect the current and future
governments to keep to the pledge of spending 5% of GNP on capital projects. For
this reason, the outlook for this component of the construction sector is relatively

clear.

Drivers still in place for private non-residential

Private non-residential construction encompasses output from industrial,
commercial and tourism related building. This sector, which is highly affected by the
macro economic environment, saw output fall dramatically over the period 2001-
2003. Since then the sector has recovered with real output growth estimated at over
11% in 2005. Commercial building is the main component of private non-residential
construction. Within this, retail construction has performed particularly strongly in
recent years, whereas office development has fallen back somewhat. However, both
of these areas experienced strong growth in 2005 and into 2006. Analysis of the
fundamental drivers of private non-residential construction indicates that further
growth is likely in the coming years. Interest rates continue to be expansionary, while
services employment will continue to rise in importance in the Irish economy.

Almost 1 in 5 employed affected by construction

Latest estimates suggest that, 262,000, or 13% of the workforce, are now employed
in the construction industry. This is far above the EU-25 average which stands at
7.9%, and is in fact the highest dependency among all EU-25 countries. Yet these
figures relate only to those directly employed in construction and may underestimate
the true extent of Ireland’s reliance on construction for employment. The ESRI
estimate that the numbers indirectly employed may extend to as much as 40% of
those directly employed, an estimation that implies some 18% of Irelands workforce
are employed in the construction industry either directly or indirectly.
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Construction sub-sectors set to diverge

. We think that the different components of the construction industry are set to diverge
in the coming years. Residential output is set to moderate to more sustainable
levels, reflecting both a return to fundamental levels of demand and an ending of
important property-based tax reliefs. On the other hand, non-residential construction
is set to take over the baton of growth, with supports still in place for growth in the
sector. In 2006, we expect growth in the construction industry of 15.8%. However,
growth should moderate to 4.9% in 2007, before a slight fall in output of 1.4% in
2008.

Implications for Irish construction and building materials

companies

. Six quoted Irish construction and building material companies (Abbey, CRH,
Grafton, Kingspan, Mclnerney and Readymix) have operations in Ireland. Those
exposures range from a 53% EBIT dependency for Grafton to CRH, which produces
8% of its trading profits in the domestic market. Overall the group’s dependency on
Ireland at an EBIT level has fallen from 36% in 1996 to 18% in 2005.

. The core conclusion in our economic analysis is that the construction sector will
remain relatively solid over the next three years, albeit with a change in mix away
from housing towards infrastructure and non-residential activity. We have modelled
that macro-economic outlook into our company forecasts.

. Investors seeking a high exposure to the Irish construction sector should consider
Grafton, which generates over 50% of its operating profit in Ireland (largely from its
builders merchants and DIY activities) yet is trading at comfortable valuation levels
(EV/EBITDA 9.1x, PER of 12.3x for '07).

. Due to the rapid expansion of CRH in international markets, and especially in the
US, its relative exposure to Ireland has declined sharply. In 1996, 28% of operating
profits were produced in Ireland whereas in 2007 that proportion should decline to
7%. While Ireland provides a solid EBIT flow for the group, its share price is more
likely to be driven by wider macro-economic factors, including trends in the key US
housing and construction industries.

. Over 17% of Kingspan's profits are derived in Ireland and this report suggests those
operations will be exposed to a relatively benign environment. Kingspan though is
primarily, in our view, a structural growth story where positive earnings momentum
flows from the regulatory, energy efficiency and conversion trends in its key
insulation, container and timber-frame markets across a number of geographies. lts
investment case stands independent of trends inside Ireland.

. Mclnerney is our preferred housebuilding exposure, although we note the housing

segment within the overall Irish construction sector will show slower growth than
either infrastructure or non-residential activity.

Irish Construction and Building Materials Sector

Company Recommendation Market Cap. P/E'06  Dividend Yield '06
Abbey Add 278.0 7.8 3.6
CRH Buy 14371.5 11.8 1.7
Grafton Buy 2469.2 13.7 1.6
Kingspan Buy 2759.1 19.7 1.0
Mclnerney Add 426.6 9.2 2.2
Readymix Reduce 273.9 15.0 2.8
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Irish Construction

2003 2004 2005 2006f 2007f 2008f
Total Construction Output
Current Prices (€m) 23,841 27,595 31,556 36,700 38,482 37,965
% change 12.0% 15.7% 14.4% 16.3% 4.9% -1.3%
% real change 5.3% 6.9% 9.4% 10.3% 1.9% -4.3%
Capital Formation
Current Prices (€m) 31,964 36,243 43,582 49,394 52,885 53,882
Real % change 5.7% 7.4% 12.8% 7.6% 3.9% -0.1%
Real GDP growth 4.3% 4.3% 5.5% 5.7% 5.6% 3.2%
Real GNP growth 5.5% 3.9% 5.3% 6.4% 5.7% 2.9%
House completions 68,819 76,954 86,188 92,000 88,000 77,000
Private 62,686 71,808 80,629 86,000 82,000 71,000
Social 6,133 5,146 5,559 6,000 6,000 6,000
Residential output (€m) 14,645 18,055 20,873 24,703 25,083 23,333
% change (current prices) 22.8% 23.3% 15.6% 18.3% 1.5% -7.0%
Non-residential construction
Productive infrastructure (€m) 4,782 4,831 5,234 5,794 6,348 6,915
Private non-residential (€m) 2,731 2,959 3,422 3,890 4,476 4,886
Social infrastructure (€m) 1,684 1,750 2,027 2,314 2,575 2,831
House prices/inflation
House price inflation 14.3% 11.6% 7.2% 12.0% 5.0% 3.0%
Average house price (€) 205,898 234,066 254,215 272,562 305,269 320,533
House building cost index 2.7% 2.8% 3.0% - - -
Building and construction index 0.7% 8.6% 5.1% - - -
Mortgage credit growth 24.2% 27.2% 26.0% 25.6% 18.7% 13.8%
Interest rates 2.00% 2.00% 2.25% 3.50% 3.75% 3.75%
Employment in construction
Total employment ('000) 1,811 1,865 1,952 2,020 2,081 2,137
% change 1.9% 3.0% 4.7% 3.5% 3.0% 2.7%
Construction Employment ('000) 195.23 214.35 2452 - - -
% change 4.4% 9.8% 14.4% - - -

Source: Various, Goodbody estimates
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IRISH CONSTRUCTION

Ireland has become addicted to construction. While building activity has been robust in
many countries across the developed world in recent years, mainly in response to a loose
monetary stance, Ireland stands out in particular. The sector now accounts for 23% of
output in the economy, relative to only 14% ten years ago and an average of 12% in the
rest of the European Union. As a result, organisations such as the IMF have voiced their
concern that the economy has become over-reliant on this one individual sector.

Such a conclusion merits an in-depth analyis of the entire sector. One must remember
that the construction sector is composed of many different moving parts. These sub-
sectors can often move in opposing directions. For example, when private non-residential
construction was suffering in the 2002-2003 period, both residential and civil engineering
strength were sufficient to take up the slack. In this report, we delve into these differing
trends and highlight the key drivers for the sector over the coming years.

Residential has become the most important sector

Residential construction has witnessed a rapid growth period over the past few years.
Output in this sector amounted to some €20.9bn in 2005, up from only €3.2bn in 1995.
Completions have risen from 31,000 to 86,000 over the same period. Our findings
suggest that while activity is likely to reach record levels of 92,000 completions in 2006,
we estimate that supply levels will slow in line with demand fundamentals as we approach
the end of the decade. Our forecasts suggest that new residential building activity will
peak this year, but remain at relatively high levels in 2007, with 88,000 units expected to
be completed in that year. Beyond that, completions are expected to fall to 77,000 units
in 2008, as supply levels start to fall in line with the fundamental demand drivers such as
population growth, falling household sizes and second/holiday homes.

Our analysis of these fundamental drivers leads us to the conclusion that annual demand
for homes is running at the 68,000 level in the 2006-2011 period. Our demand forecasts
are very much dependent on the pattern of household size over the coming years. Ireland
currently has the highest household size in Europe (estimated at 2.9 at the most recent
count). This is partly down to the demographic structure of the economy. As the
population ages, household sizes should fall over the coming years. Nevertheless,
despite the fact that we have assumed that household sizes will fall in line with European
norms, we can not come up with a scenario whereby demand meets current supply levels
of up to 90,000 units per annum.

Economy more sensitive to movements in the sector

Given the proportion of output emanating from the construction sector, the path of the
economy is now much more sensitive to movements in this sector. In particular, the effect
of a slowdown in residential sector is dependent on two things: (1) the nature of the
slowdown in activity, i.e. is it an abrupt slowdown or gradual one over the space of a few
years?, and (2) whether other sectors within the construction industry can take over the
slack.

On the former, our core scenario envisages a gradual slowdown to 65,000 completions
per annum over the course of the next four years. However, our modelling of a more
abrupt slowdown highlights the degree of risk that is now associated with the sector. We
estimate a slowdown in completions to 70,000 from this year’s level of 92,000 could cut
growth in half in the Irish economy over this time period. The effect of a slowdown would
be obviously felt through the impact on investment spending itself, but also through the
impact on disposable income and consumption growth.
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The latter will have an important role to play in how the economy performs during this
moderation phase for residential construction. If non-residential construction continues its
performance of recent quarters, as we believe it could well do, then the effect on the Irish
economy could be relatively subdued. Given that construction employees are one of the
most flexible types of workers, resources could switch from residential to non-residential
construction in a relatively orderly manner.

Soft landing is the core scenario

For this reason, we believe that the sector should experience a soft landing over the next
few years. While residential output has reachd its peak, our analysis suggest that non-
residential activity will remain well underpinned by increasing levels of public spending
and continued growth in private construction activity.

Supply and demand factors detailed

We divide the report into a number of different sections. Firstly, we concentrate on the
supply side, with an in-depth review of the different components of the construction sector
over the buoyant period over the past ten years. This includes a review of the different
moving parts of the construction sector, as well as analysis of employment and pricing
trends in the sector.

The second part of the report concentrates on demand-side elements of the sector. Large
focus has been placed on the housing market, given that this sector has become such a
large part of the construction industry. We assess the fundamental influences of demand
in this sector, which comprise of population and immigration trends, household sizes and
the second-home phenomenon. We also assess the key drivers of the non-residential
sector, which includes infrastructure deficits, employment trends and FDI activity.

Interest rates to remain supportive

Allied to all of these factors, the path of interest rates will have an important influence on
the construction industry overall. On this front, we think that much of the monetary
tightening is already behind us. We expect rates to rise to 3.75% by the end of 2007. A
modest increase such as this is unlikely to lead to abrupt slowdown in the sector.
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