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Credit FAQ:

The Ongoing Ties Between The Irish Sovereign
And Its Banks

The fortunes of the Irish sovereign are closely intertwined with the health of its banking sector. Since 2008, the

government has injected about €64 billion of capital (40% of GDP) into its banking system alongside other support

measures. These measures have had an effect: The size of the Irish banking system is now significantly smaller and

meaningful restructuring has taken place. Moreover, following successful debt issues by the sovereign in 2012, some

Irish banks have started to re-establish access to unguaranteed wholesale markets in recent weeks, while one of the

contingent capital instruments issued to the government has been sold to third-party investors. Thus, investor appetite

for Irish sovereign and bank debt appears to be returning, in our view.

Despite the improving market sentiment, the banks are still making losses, however, and we believe that 2013 will be

another challenging year for the Irish banking system. We do not expect the government will be able to quickly exit or

reduce its support for its banks--not least because we think the banks need yet more capital. We consequently believe

that the very close relationship between the Irish sovereign and its banks will continue for several years.

The following are some of the questions investors may have regarding the outlook for our ratings on the Irish

sovereign and Irish banks.

Frequently Asked Questions

Standard & Poor's Ratings Services recently affirmed the 'BBB+/A-2' ratings on the Irish sovereign.
However, the outlook remains negative. What was the rationale for this?

The negative outlook on the long-term rating on Ireland reflects our view of prevailing downside risks to financial

sector stability and the government's balance sheet given high net public borrowing needs, and uncertain growth

prospects for the domestic economy.

We could lower the ratings if the government under-executes the EU/IMF program, which, in our opinion, would

likely reverse the government's progress in regaining market access and complicate its negotiations for what would

then be a required successor program. A downgrade could also accompany impaired market access in meeting 2013

funding requirements, or weaker growth amid financial disintermediation across Europe. The latter could occur if there

is a delay or reversal in eurozone fiscal and banking integration. (for more information, see "Ireland Ratings Affirmed

At 'BBB+/A-2' On Stabilizing Fiscal And Economic Environment; Outlook Negative," published Jan. 11, 2013).

What might lead to a revision of the outlook to stable?

The ratings could stabilize at the current level if the government were able to sell its sizable equity portion in the

domestic banking system to the European Stability Mechanism or to the non-resident private sector, enabling

authorities to pay down general government debt to levels below 100% of GDP.

The injection of nondomestic capital support into the distressed Irish financial sector would, in our opinion, place
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banks in a stronger position to intermediate savings and provide credit to businesses, enabling the labor market to

improve. If this occurred, we think arrears on residential mortgages could fall, fostering a more sustained recovery of

intermediation and the domestic economy. A further rating positive would be restructuring relief for government

interest payments in respect of the Irish Bank Resolution Corporation Ltd. (IBRC; B-/Stable/C) promissory notes.

Standard & Poor's also has negative outlooks on most of the Irish banks. Will their rating outlooks
move in tandem with that of the sovereign?

Not necessarily. Given the intertwined sovereign and bank creditworthiness in Ireland, as well as the commonality of a

number of economic factors in our banking system and sovereign ratings criteria, it is possible that improving fortunes

for the sovereign would also translate into positive rating factors for the banks. A sale of the government's equity

position in the banks or restructuring relief on the government's interest payments in respect of the IBRC promissory

notes could lead to an outlook revision back to stable for the sovereign rating. However, we continue to see some

specific challenges for the banks that could justify continued negative outlooks on these institutions.

The ratings on the three banks in which the Irish government owns an equity stake, Allied Irish Banks PLC (AIB;

BB/Negative/B), Bank of Ireland (BOI; BB+/Negative/B), and Permanent TSB PLC (PTSB; B+/Negative/B), have a

negative outlook because in each case we see downside risk to their stand-alone credit profiles (SACPs), which in turn

could lead to a lowering of their counterparty credit ratings.

To what extent have funding conditions for the Irish sovereign and banks improved in recent
months?

Along with most eurozone sovereigns, funding conditions for the Irish sovereign improved in the second half of 2012,

reflecting its progress in rebuilding market confidence. Bond yields have fallen markedly across a range of tenors.

Overall, spreads on 2-year bonds have fallen around 385 basis points since June, bringing yields down to 1.85%.

Continued market access will be required in our view to fully meet Ireland's gross borrowing requirements for 2013,

which we estimated to be €26.5 billion (16.3% of GDP) prior to the 2013 issue. We estimate market financing to be

€16.1 billion (9.9% of GDP) in gross issuance (including rollovers), with the remainder to be funded through cash

drawdowns (€1.3 billion; 0.8% of GDP), and official program support (European Financial Stabilisation

Mechanism/European Financial Stability Facility: €6.4 billion (3.9% of GDP); Bilateral EU €1.8 billion (1.1% of GDP);

and IMF €3.5 billion;(2.2% of GDP).

Most Irish banks remain heavily reliant on support from the monetary authorities and we believe that a return to

"normal" funding conditions remains some way off. For the government-owned, or "covered" banks, this support

totalled about €96 billion at end-November 2012 (59.1% of GDP; though usage is down about 40% from the peak in

early 2011, and we assume a continuation of this trend). Nevertheless, we recognize there have been some positive

developments in recent months. First, the banks have been able to reduce deposit pricing in recent months (from what

we consider unsustainable levels), and that these balances have proven sticky. Second, AIB and BOI were each able to

undertake a covered bond issue in November. Third, in December BOI was able to issue the first unguaranteed,

unsecured bond by an Irish bank since 2010--a €250 dated 10-year subordinated note, albeit with a high 10% coupon.

For each of the covered banks, liquidity is a negative contributor to our SACP assessment because we assume, for

example, that usage of monetary authority facilities will continue to exceed at least 25% of total wholesale funding for
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the foreseeable future.

What are Standard & Poor's expectations for fiscal consolidation by the government?

The Irish government has made substantial progress in its fiscal consolidation measures in recent years. Excluding

government-funded banking sector recapitalization payments, we estimate that the government will have adjusted its

fiscal settings by about €25 billion (16% of GDP) over 2008-2012 and will deliver additional fiscal savings of €8.6

billion (5% of GDP) over 2013-2015. We expect general government debt to fall to around 109.8% of GDP by 2016 as

the deficit shrinks to about 3% of GDP over this period.

That said, we see significant risks associated with Ireland's current high deficits and debt burden, and the challenge of

complying with the EU/IMF fiscal adjustment program, still persist.

What are Standard & Poor's expectations for Ireland's growth prospects?

We consider that the economy is showing signs of a modest recovery, led by improving exports that have been

supported by competitiveness gains in recent years. We expect Ireland's current account surpluses to continue to

gather strength on the back of improving trade surpluses.

Household and private sector sentiment and spending remain weak, in our view, with domestic demand as of

end-2012 down an estimated 25% versus 2007.

Moreover, we believe that fiscal consolidation, private sector deleveraging, and weak investment, labor, and property

markets will continue to weigh on Ireland's growth prospects. After three successive years of contraction, Ireland's

economy returned to positive GDP growth of 1.4% in 2011 and an estimated 0.4% in 2012 (albeit in per capita GDP

terms, growth continued to contract by an estimated -0.8% and -1.8%, respectively). We expect GDP to increase to

1.2% in 2013 and to average 2.5% over 2014-2016, though the outlook for GNP is more uncertain.

What does Standard & Poor's see as the main industrywide developments in the Irish banking
system?

The most likely near-term positive development will be the exit by the covered banks from the government's Eligible

Liabilities Scheme (ELG), under which it guaranteed €78 billion of bank liabilities at Sept. 30, 2012 in return for a fee.

While the government has recently extended the ELG through to June 30, 2013, despite bank lobbying, our base-case

assumption is that the banks will exit the ELG at or before this point.

Another factor is whether the government will be able to reduce the annual fiscal cost of the large balance of

promissory notes that it injected as capital into IBRC.

Of perhaps greater significance for many Irish banks in our opinion is the possibility that the government may be able

to engineer the transfer of uneconomic tracker residential mortgages from their balance sheets. Tracker mortgages

represent more than one-half of all Irish mortgages, about 40% of GDP, and currently generate a near-zero, or even

negative, net interest margin for the banks. In addition to a likely enhancement to underlying profitability, such a

transfer would, in our view, transform the banks' funding and liquidity profiles. However, a book transfer at fair value

could weaken bank capital ratios, in our view. We consider it unlikely that the government will find a solution to this

issue in the near term.
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What is Standard & Poor's view on Irish bank capitalization?

We believe that the capitalization of almost all of the rated Irish banks, based on our risk-adjusted capital (RAC)

measure, is a relative weakness. We don't believe that there is related near-term pressure on government finances

because current Basel II regulatory ratios are high. However, as the banks move toward fully implementing Basel III

over the coming years, and in the event that the return to meaningful internal capital generation is delayed, we believe

that pressure on the sovereign could resume.

On a regulatory basis, we believe the capitalization of AIB, BOI, and PTSB is healthy as a result of the government-led

recapitalization exercise in 2011. For example, BOI has stated that its core Tier 1 ratio (on a PCAR [Prudential Capital

Assessment Review]/EBA [European Banking Authority] basis) was 13.9% at end-October 2012. AIB stated that its

core Tier 1 ratio was 17.3% at June 30, 2012. Both AIB and BOI appear well ahead of the 10.5% minimum set under

the Central Bank of Ireland's 2011 Financial Measures Programme.

We expect that the covered banks' RAC ratios will remain relatively weak for the foreseeable future. For example, our

projected RAC range in the next 18-24 months for AIB and BOI is 3.0%-3.5% and 3.5%-4.0%, respectively.

We see two primary reasons for the large difference between our capital analysis and the regulatory capital ratios of

these and other Irish banks. First, we exclude preference shares issued by the banks to the Irish government, and large

amounts of tax loss carryforwards, from our calculation of total adjusted capital. Second, we apply more conservative

risk weightings in our calculation of risk-weighted assets to reflect our view of economic risk within Ireland. Moreover,

on a forward-looking basis we expect further losses in both 2013 and 2014 to more than offset the reduction in

risk-weighted assets from non-core asset deleveraging.

What is Standard & Poor's view on collateral values--have they bottomed out yet?

The economic downturn hit the Irish property market hard. Since the peak in 2007, official price indicators show about

a 50% peak-to-trough decline in residential property prices. The IPD Index shows commercial real estate (CRE) capital

values down about three-quarters.

There are some nascent encouraging signs in the residential property market with recent evidence of price rises, most

especially in parts of the Dublin market. Similarly, the pace of decline in CRE capital values appears to have slowed

significantly, suggesting that they may now be close to bottoming. However, while there are some signs of rising

investor interest in good quality, well-located properties in Central Dublin, the almost complete absence of market

liquidity continues to lead to significant uncertainty around market pricing.

Given the severe disruption to the Irish property market we do not factor into our analysis a conclusive bottoming of

the market in 2013. Nevertheless, we assume that house prices, in nominal terms, will be about 1% lower in 2013 than

in 2012, and that they could be flat in 2014. For CRE, we expect to see valuations to be highly asset-specific, with

pricing for the best quality assets showing resilience, but possible further declines in poor quality or badly located

properties.

And what about the banks' residential mortgage books?

We consider that this remains an area of both uncertainty and concern. Over and above uncertainty in relation to the

evolution of unemployment rates and property prices, it is uncertain how the impact of better bank arrears and
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collections capabilities, the new mortgage arrears resolution strategies, and the new personal insolvency regime will

play out. The latter may lead, for example, to a change in borrower behaviour or may throw up evidence of

under-reserving by banks as they start to close out some nonperforming mortgages. To date, banks have reported very

high levels of arrears and forbearance, but very low levels of foreclosures. We believe that the true level of distress is

high. According to industry data at Sept. 30, 2012, over 25% of all mortgage cases are in some form of difficulty (i.e. in

arrears, in long-term arrears, subject to forbearance but not in arrears, or being foreclosed).

When will the banks likely return to profitability?

Not this year, in our view.

For 2013, we assume a limited recovery in pre-provision profits, supported by some recovery in margins and cost

actions. While we expect loan impairment charges to be lower in 2013 than in 2012, they will likely remain elevated. In

our view, the main areas at issue are Irish mortgages and SME and CRE loan portfolios. We also expect further losses

on asset disposals and restructuring costs, though these will vary considerably from bank to bank.

We also note the Central Bank of Ireland's ongoing investigation into the sale of Payment Protection Insurance (PPI)

policies by Irish financial institutions between 2007 and 2010. While we recognize that there is great uncertainty with

respect to the potential ultimate costs and timing, we believe it is prudent to incorporate some related charges into our

forecasts.

What could affect Standard & Poor's Irish BICRA assessment?

We currently rank Ireland in BICRA group '7'. We also score it '7' in terms of both economic and industry risk.

Our assessment of the sovereign rating influences our assessment of economic risk, but our BICRA assessment also

incorporates bank-specific areas such as credit risk, where we see downside risk to the performance of residential

mortgage and SME portfolios, for example. Our view of industry risk is constrained by the only tentative signs we see

at this stage of an improvement in systemwide funding.

Given the significant difficulties that the Irish banking system has faced over the past several years, we would expect to

see a sustained period of better operating performance, business stability, and more favorable economic prospects

before we rank Ireland in a lower BICRA group. (For more information, see " Banking Industry Country Risk

Assessment: Ireland," published July 25, 2012.)
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