
 
 
 
 
 
 

 
Editorial 
Few markets typify the remarkable changes in the Irish 
economy in the Celtic Tiger era better than the housing 
market. Twenty years ago, the Irish housing stock was 
old, small relative to the population and priced low. But 
in the 1990s incomes and population grew, while 
interest rates fell. The result was a spike in housing 
demand, unprecentended growth in house prices and – 
eventually – a large increase in supply. 

In this context not only the market fundamentals of 
housing supply and demand in Ireland are important, 
but also the role played by monetary policy, which 
ultimately dictates lending rates. While this interest 
rate policy is largely outside the control of Irish 
policymakers, it is important to understand its evolution 
in order to put the market in perspective. 

Credit regulation is relevant in the context of how 
much is lent, and also in determining the extent to 
which the financial system can withstand the negative 
effects of a market downturn. Recent turmoil in 
subprime lending markets in the US has attracted 
public interest. While the Irish market is still small there 
is reason to believe it will grow in the years to come. 
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The past ten years have seen unprecedented 
growth in property prices and in housebuilding in 
Ireland. Figures 1 and 2 illustrate the extent of 
this change. With such remarkable appreciation 
taking place in this important asset class, 
frequent concern about the sustainability of the 
sector has been voiced. In this section, we will 
look at the fundamentals of the Irish property 
market. In the final section, we examine the 
market prospects for the next five years. 

 

In general markets can be relied upon to find the 
‘right’ price. The interaction of supply and 
demand usually causes prices to adjust quickly 
and works to clear most markets, thus ensuring 
sustainability. However, this is not true of all 
markets all the time. In particular, there are 
reasons why the housing market can become 
significantly misaligned over time. 

Firstly, property is an illiquid asset class, 
meaning it is more difficult to buy and sell than 
other assets. High rates of owner occupancy in 
Ireland compound this problem.  Owner-
occupiers must base their decision to buy or sell 
not just on the market, but also on concerns 
around their personal tenancy.  

A further consideration is that the housing 
market in Ireland has come to be such an 
important part of the overall economy, that it has 
wide repercussions for the other sectors of the 
economy, in particular through the effects on 
the labour market. Where a significant 
proportion of the labour market is employed in 
construction and other housing-related 
activities, the effects in the housing market can 
be felt into other sectors of the economy. This 
will be discussed in more detail below. 

Figure 1 – Average Residential Property 
Prices in Ireland (1996 – 2006) 
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Demand Factors 
A significant feature of the Irish housing market 
has long been the very high rates of home 
ownership (73% in Ireland, compared with an 
EU average of around 65%). Distortions in tax 
policy in terms of mortgage interest relief and 
the lack of tax on ‘imputed’ rents1 may be 
partially responsible for this, as well as historic 
factors such as the pattern of land use and 
ownership2. While this high rate is not in itself 
problematic, it can point to an additional 
difficulty in price adjustments, as a significant 
percentage of sales depend not only on a 
seller’s willingness to part with the asset for a 
given price, but also on his/her willingness to 
change occupancy. 

Figure 2 – Irish New Home Completions  

0

10,000

20,000

30,000

40,000

50,000

60,000

70,000

80,000

90,000

100,000

1996 1997 1998 1999 2000 2001 2002 2003 2004 2005 2006

Source: Department of the Environment, Heritage and Local 
Government   

In general, growth in property demand over the 
past number of years can be attributed to the 
following three fundamental factors: 

 

• Growth in real incomes3 – for the period 

                                                 
1 Rents are commonly thought to be paid only when the 
tenant and the landlord are not one and the same person. 
But in economic terms, every occupied property is an 
invested asset that demands a return. Owner-occupiers are 
in effect ‘renting’ their homes to themselves. This is 
known as ‘imputed’ rent.  Because this is not taxed as 
income in Ireland, owner occupancy is in effect being 
subsidised, relative to renting. 
2  Somerville, 2007 
3 Measured as GNI/workers, deflated using the CPI.  
Source: CSO 

 1

Housing Market Fundamentals 



1996 – 2006 real incomes grew by 46.6%. 

• Growth in the labour force – perhaps more 
significantly, the growth in real incomes has 
been matched by unprecendented growth in 
the size of the labour force. The number of 
workers in the Irish economy has increased 
over the past 10 years from 1.33m to 2.04m; 
an increase of 53.4%. This in turn is related 
to the exceptional economic growth that has 
taken place, and to demographics over the 
past fifteen years which have favoured 
strong demographic growth in new 
household formation. These result from a 
combination of a high birth rate in the 1970s 
and from net inflows of immigrants and 
returned emigrants in the key household-
forming demographic. 

Figure 3 – Ratio of New Home Completions to Total 
Housing Stock in Ireland and Elsewhere 
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• Fall in interest rates – Most significantly 
of all, mortgage interest rates have fallen 
dramatically over the past fifteen years; from 
11.45% at the start of the 1990s, to 4.57% in 
2006. Interest rates are a key determinant in 

housing demand, because so many borrowers 
base their purchase decisions on the 
affordability of the loan. But Ireland does not 
have control of its interest rate policy, which is 
ultimately determined by the performance of 
core European economies and is set by the 
European Central Bank (ECB). These core 
economies, in turn, have had much slower rates 
of economic growth than Ireland. Therefore 
Euro-area interest rates have been arguably ‘too 
low’ for the Irish economy. 

 
Supply Factors 
Although Ireland has a relatively low population 
density in EU terms (just over half the EU 
average), the pressure of population growth and 
inadequate residential infrastructure/amenities 
have created difficulties in the provision of 
development land in key agglomerations, 
particularly Greater Dublin4. Delays in planning 
approval and appeals have held back the supply 
of new sites, while constraints in the tight labour 
market in the early part of the 2000’s have made 
it difficult to carry out construction on planning-
approved sites. It has also been suggested that 
a systemic rejection of higher density 
developments has resulted in skewed spatial 
planning and a proliferation of one off houses5. 
While Irish house prices are amongst the 
highest in the OECD, apartment prices remain 
moderate compared with those of other 
metropolitan cities, such as Paris or New York, 
where wages are comparable.  This is despite 

the relative 
underdevelopment of 
the apartment market 
in Ireland, again a 
reflection of these 
preferences6. 

A further issue is that 
Ireland is almost 
unique in the 
developed world in 
that there is no 
residential property 
tax. Where land 
values are growing 
rapidly, it can be 
argued that this 

encourages 
speculation on vacant 
or underused 
properties. There is 
no penalty to 
landowners who 

choose to hold back development land and not 
‘bring it to its highest and best use’, thereby 
limiting potential supply. 

These issues notwithstanding, the past ten 
years have seen considerable growth in the 

                                                 
4 See Kenny G for a discussion of housing supply 
dynamics in Ireland 
5 Norris & Sheils (2007) in Housing Studies 
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stock of housing in response to rising prices. 
The number of private dwelling completions in 
Ireland grew steadily (see Figure 2) and now 
stands at a record high 81,805 per annum7. To 
put this in some kind of context, total 
completions of private dwellings in the United 
Kingdom for 2002 was 163,800 per annum8, 
only twice as many, despite the fact that the 
UK’s population is about fourteen times greater. 
In terms of new private dwelling completions as 
a percentage of total housing stock, Figure 3 
shows how high Ireland’s ratio of completions to 
total stock is when compared with that of other 
countries. 

Figure 4 – Percentage Employed in Construction (2006) 
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In evaluating these statistics, it is important to 
keep in mind that prior to this construction boom 
housing stock per thousand of population was 
very low, even without taking into account the 
large flows of in-migration that were to occur. 
Even now, Ireland remains below the EU 
average, with 420 (compared to 450) units per 
thousand of population9. In this respect, much of 
the residential construction activity of the past 
ten years has been ‘catch up’ activity and does 
not point to a significant oversupply of housing 
at present. 

This fact notwithstanding, 
the recent pace of activity 
in residential construction 
cannot be reasonably 
expected to be sustained 
indefinitely, and the likely 
effects of a return to more 
sustainable levels must be 
considered, both in terms 
of its effect on the housing 
market, and also on the 
wider economy. 

 

Employment in the 
Construction Sector 

In most countries, direct 
employment in 
construction accounts for 
roughly 6-8% of the labour force. In Ireland in 
2006, it was about twice this, at 12.4% (See 

                                                 

                                                

7 The DoEHLG has advised that some recorded 
completions in 2006 may have been actually completed in 
2005, due to a data recording anomaly. For this reason we 
use the average of 2005-2006 
8 Office of National Statistics; English Housing Stock 
Survey 
9 DoEHLG Annual Housing Statistics Bulletin 2006 

Figure 4). Only Spain comes close to this rate, 
but there the effects of a slowdown on the wider 
economy may be somewhat insulated by the 
fact that a large proportion of housing demand 
stems from foreign buyers of holiday homes, 
whereas in Ireland demand for housing is 
probably more directly related to the market 
fundamentals in the domestic economy. 
Therefore for Ireland the likely effects of a 
slowdown in construction, of which residential 
construction accounts for roughly two thirds, are 
potentially quite severe. 

The problem is further exacerbated when we 
consider employment multiplier effects; i.e. the 
indirect employment effects of a slowdown in 
residential completions. While there is no 
precise construction employment multiplier 
available for Ireland, a figure of 1.844 has been 
calculated for Scotland based on aggregate 
demand flows, implying that for every new job in 
construction created, an additional 844 new jobs 
are created, giving a total of 1,844 new jobs 
economy-wide10. Based on this approach, we 
can estimate the static employment effects of a 
return of new home completions to a sustainable 

baseline. The choice of timeframe is arbitrary, 
but we look at a five year timeframe in this 
analysis, and use two baseline indicators of 
sustainability, the unweighted averages of the 
ratio of new completions to total stock for three 
key economies, Germany, the US and the UK 
(baseline 1: 17,521 completions by 2011), and 
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10 Scottish Executive statistics, 1998, online at 
http://www.scotland.gov.uk/stats/docs/io98.xls 

http://www.scotland.gov.uk/stats/docs/io98.xls


Figure 5 – Construction Employment in Ireland, 
Actual and Forecast 

0

50,000

100,000

150,000

200,000

250,000

300,000

2003 2004 2005 2006 2007* 2008* 2009* 2010* 2011*

Numbers 
Employed

Estimates using baseline 1 Estimates using baseline 2

Source: calculations based on CSO and DoEHLG figures 

the 26-year average of new private home 
completions in Ireland (baseline two: 33,974 
completions by 2011). Assuming a smooth 
return in completions to the baseline over the 
five years, we estimate the effects on 
construction employment using a productivity 
multiplier11, and then on the wider 
labour market using the above-
mentioned construction employment 
multiplier.  

A weakness of estimates of this kind is 
that they are ‘static’ and do not take into 
account a wide range of consequences 
related to the initial employment drop. 
These include the substitution of new 
residential construction labour into other 
subsectors of the sector (maintenance 
and repair, infrastructure, commercial), 
the budgetary fallout through lowered 
tax revenue resulting from the decrease 
in employment and commensurate 
reduction in the tax base, and potential 
improvements in competitiveness 
related to downward pressure on real 
wages. While it is difficult to forsee 
precisely what the overall labour market 
effects of a stabilisation of the construction 
sector will be in the medium term, in the 
absence of a more refined analysis the static 
estimate shown here gives us a useful indication 
of the decline in construction employment which 
might be expected as the economy returns to 
something approaching equilibrium. 

Whether the drop in construction employment 
results in an increase in unemployment will 
depend on how much of the job loss can be 
absorbed by other sectors of the economy, but 
also on whether newly arrived immigrants 
employed in construction, will leave the country 
once the construction boom ends. In 2006, non-
Irish workers employed in construction 
accounted for 12.4% of all employment in the 
sector. This was the second highest ratio of all 
sectors in the economy, behind hotels and 
restaurants. 

 

                                                 

                                                

11 Since productivity is a function of many factors (output, 
scale, quality) we create a multiplier based on a regression 
of the 37 year time series of construction employment on 
private dwelling completions. While this may mask some of 
the long run trends in productivity, it will be more robust 
against changes in productivity drivers that vary with output 
levels and wider economic conditions. The regression 
coefficient on completions is 2.713 and is significant at the 
99% confidence level. 

Renting versus Buying 
The impact of this interest rate cycle can be 
seen in the relationship between rents and 
house prices, with the marginal buyer likely to 
rent given current mortgage servicing costs. If 

the costs of servicing a mortgage are greater 
than the rent a potential buyer would have to 
pay on an equivalent property, the only financial 
gain to buying is the potential appreciation of the 
asset. But revised predictions for house prices 
do not anticipate large gains in the near future. 
Given that renting and buying are to some 
extent ‘substitutes’, one would expect rents to 
rise faster when property prices are falling and 
vice versa.  

While both rents and house prices have 
generally been on the rise as the economy 
continues to grow, this effect has been observed 
somewhat. While rents fell by up to 20% over 
the 2001 to 2004 period, the average increase in 
rents nationally was 11.9% between May 2006 
and 2007.12 The recent decline in house prices 
will not be enough to close the gap between 
financing costs and rental yields.  
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12 According to the Daft.ie Rental Report 
http://www.daft.ie/report/Daft-Rental-Report-June-2007.pdf  

http://www.daft.ie/report/Daft-Rental-Report-June-2007.pdf


 

Figure 6 –Irish Monetary Policy 
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Overview of Irish Monetary Policy 
Monetary policy is the use of interest rates or 
controls on the money supply to influence the 
economy. It is usually conducted by a country’s 
central bank. Main developments in Irish 
monetary policy are illustrated in Figure 7. 

In essence, Ireland has never really had an 
independent monetary policy. This policy 
vacuum, and also the lack of a central bank up 
until 1943, was a result of Ireland’s participation 
in a monetary union with Britain from the time of 
the Act of Union. Even after its establishment, 
the Central Bank had little scope to conduct an 
independent monetary policy as the Irish pound 
was firstly tied to Sterling and then to a basket of 
European currencies in the European Monetary 
System (EMS).  

Ireland’s continuous participation in a fixed or 
partially fixed exchange rate system has 
affected the ability of Irish monetary 
policymakers to control interest rates. The 
Central Bank, in setting interest rates, took its 

lead from the Bank of England before 1979 and 
from the Bundesbank thereafter. The European 
Central Bank (ECB) now has responsibility for 
monetary policy and the interest rate in the euro 
area, which includes Ireland. 

European Monetary Policy and the Irish 
Economy 
The primary objective of the ECB’s monetary 
policy is to maintain price stability, as 
established but not clearly defined by the Treaty. 
The ECB’s Governing Council has, however, 
provided a quantitative definition of price stability 
as being a year-on-year increase in the 
Harmonised Index of Consumer Prices (HICP)13 
for the euro area of below 2% to be maintained 
over the medium term. To achieve this objective 
the ECB uses a two-pillar approach to the 
analysis of the risks to price stability. The two 
pillars are economic analysis and monetary 
analysis. The economic analysis focuses on real 
activity and financial conditions in the economy, 
while the monetary analysis focuses on 
monetary and credit developments. 

 
ECB Interest Rate Policy 
Changing the official interest rate is part of the 
ECB’s transmission mechanism of monetary 
policy. Changing the interest rate can affect 

                                                 
13 Eurostat’s Harmonised Index of Consumer Prices 
(HICP) is used to measure inflation across the EU. It differs 
from the main measure of inflation in Ireland, the 
Consumer Price Index (CPI), in that the HICP does not 
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inflation, with rising interest rates tending to 
decrease inflation. This is because interest rate 
increases discourage borrowing and investment, 
hence reducing inflation. The opposite is true of 
lowering interest rates. Altering the official 
interest rate directly affects money-market 
interest rates and indirectly affects lending and 
deposit rates set by banks. 

Changes in the interest rate can have a number 
of effects, including those on expectations, on 
saving and investment decisions, and on the 
supply of credit, all of which are of significance 
in terms of housing. Higher interest rates 
generally make it less attractive to take out 
loans, thus impacting upon saving and 
investment decisions. There is a greater risk of 
borrowers defaulting on their loans when 
interest rates are raised. The supply of credit 
can be affected if banks decide to reduce the 
amount of funds they are willing to provide. 

Figure 7 – Historical Mortgage Lending Rates in Ireland 
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The Governing Council of the ECB sets the 
interest rate for the euro zone area, including 
Ireland. The Governing Council usually takes 
decisions on the key interest rate at the first of 
two monthly meetings. Interest rates have risen 
from 2% to 4% in the eighteen months to June 
2007. The Governing Council decided to leave 
the interest rate unchanged at the most recent 
meeting on 6th September 
2007. 

The ECB and Economic 
Developments 
The ECB provides monthly 
analysis of “all relevant 
economic developments and 
conditions, on which the 
Governing Council of the 
ECB bases its assessment 
and monetary policy 
decisions”.14 According to 
the September bulletin, euro 
area inflation stood at 1.8% 
in August 2007, the same 
rate as in the previous 
month. The ECB is, 
however, anticipating the 
likelihood of inflation rates 
increasing to above 2% over 
the remainder of 2007. The 
euro area economy grew by 

                                                                                
take mortgage interest into account. 
14 See http://www.ecb.int/mopo/devel/html/index.en.html for 
more information. 

2.7% in 2006. The euro area grew by 0.7% in 
the first quarter and by 0.3% in the second 
quarter. 

The recent troubles in the US sub-prime 
mortgage market15 have been key to the ECB’s 
decision not to raise rates in September. The 
US Federal Reserve recently went one step 
further and made a half point cut in interest 
rates. Other factors of this ECB decision 
included the slow rates of growth in France, 
Germany and Italy, because, as previously 
stated, the ECB focuses primarily on inflation.  

In conclusion, the move to EMU entailed the 
loss of the instrument of monetary policy for 
individual participant countries. The effect of this 
would not have been profound in the case of 
Ireland for reasons already drawn out above, i.e. 
the fact that Ireland was never previously in a 
position to conduct an independent monetary 
policy. The monetary policy conducted by the 
ECB applies to the euro area as a whole and is 
not tailored to address economic conditions 
prevailing in one participant country, and thus 
may not always be appropriate for all. In Ireland, 
the housing market is relatively important, 
making the effect of ECB monetary policy, and 
in particular interest rate policy, all the more 
significant. 
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15 The issue of sub-prime lending is treated in greater 
depth in the section on subprime lending. 

http://www.ecb.int/mopo/devel/html/index.en.html


Effects of Interest Rate Policy on the 
Housing Market 
House loans: The interest rate is the rate 
charged by lenders for borrowing a particular 
sum of money. It is determined by the supply 
and demand for finance and the conduct of 
monetary policy by the authorities. Demand for 
money increases when the cost of borrowing 
decreases. The cost of borrowing to purchase 
property can be measured by mortgage interest 
rates, which are themselves driven by ECB base 
rates. 

The establishment of the euro in 1999 under the 
European System of Central Banks (ESBC), of 
which Ireland was a founder member, brought 
about a reduction in interest rates. This in turn 
has meant that the cost of mortgages has fallen. 
As Figure 7 illustrates mortgage interest rates 
were considerably lower in 2006 than in 1980. 
They particularly declined between 2001 and 
2005, and despite increasing in 2006, are still at 
historically low levels. These low rates have fed 
into trends in lending growth, which was 
relatively strong during 2004, 2005 and the first 
half of 2006, coinciding with the time in which 
mortgage interest rates were at very low levels 
by historical standards. 

Figure 8 – Mortgage Cost (% of average earnings) 
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As the forecast model predicts, the most recent 
rise in interest rates is having an effect on 
mortgage demand in Ireland. According to 
Central Bank figures, which reflect the flow of 
new lending for house purchase, other mortgage 

lending and redemptions, lending growth 

peaked at 28.1% in March 2006. It dropped to 
24.2% by December 2006, and to 17.9% in July 
2007, the lowest rate in nearly five and a half 
years. Mortgage lending grew when interest 
rates were low, but the recent rate interest 
increases have negatively impacted on lending 
growth. 

Affordability: There is a clear link between 
interest rates and affordability. Lower interest 
rates reduce the cost of mortgages, thus 
increasing affordability and consequently 
demand for housing. Home purchase in Ireland 
became more affordable in recent years as 
mortgages accounted for a smaller proportion of 
borrowers’ income, with the latter rising steadily 
in the last ten years. However, as housing 
supply could not match increased demand at a 
fast enough pace, house prices increased. This 
resulted in a deterioration in affordability, 
beginning around 2005, which in turn affected 
prices and supply.  

The DoEHLG provides data on affordability 
defined as the cost of servicing a mortgage over 
a 20 year loan period for two income 
households. This affordability ratio indicates that 
there has been a decrease in affordability since 
1994. More specifically, mortgage outgoings 
represented about 31% of disposable income in 
2006, compared to 22% in 1995 and 29% in the 
early nineties on a national basis. However, 
many mortgages are now taken out over longer 
timeframes, and interest only mortgages have 

increased in popularity, 
which enables first-time 
buyers to make lower 
monthly repayments 
but increases their 
overall cost of 
borrowing in the long 
run. 
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Bank of Ireland has 
produced a different 
affordability model, 
which expresses the 
annual cost of servicing 
a new 25 year 
mortgage relative to 
average income, with 
the latter defined as 
average pay per 
employee using data 
from the national 
accounts. It shows that 
affordability has 



averaged 28% of income over the thirty years to 
2005, ranging from the high 30s to the low 20s. 
Affordability began to deteriorate relative to the 
average in 2005 when the index stood at 30.5%, 
reflecting a rise in the scale of borrowing. This 
increased to over 35% in 2006 “in response to a 
combination of rising rates, an increase in the 
size of the average new mortgage and a 
surprisingly low increase in average pay per 
employee” (Bank of Ireland, 2007, p.14). 

House prices: Ireland has experienced 
unprecedented growth in house prices over the 
last ten years. The CSO16 estimates that the 
average price of a new house and a second-
hand house increased by 64% and 74% 
respectively between 2000 and 2005. These 
high levels of growth have been driven by strong 
demand for housing during a period which has 
exhibited robust economic growth and an 
expanding workforce. Low interest rates also 
facilitated rapidly rising house prices by 
increasing affordability as mentioned above. 
Products such as 100% mortgages would have 
also increased affordability and their possible 
role in escalating house prices has recently 
been highlighted.17  

House prices have fallen, however, as interest 
rates have risen. This has happened more 
recently in Ireland due to decreased affordability 
and housing demand. The Permanent 
TSB/ESRI House Price Index, which has the 
advantage of being published on a monthly 
basis, shows that national house prices declined 
by 1.9% between August 2006 and 2007. 
However, the rate of decline accelerated to 
3.3% in the first eight months of 2007. 

Housing supply: Economic growth and 
population increase resulted in strong levels of 
demand for housing. This put upward pressure 
on prices, particularly in Dublin. Housing supply 
has risen rapidly over the past ten years in 
response to these rising prices and strong 
demand. Figure 3 (on page 2) illustrated 
Ireland’s high ratio of new home completions to 
total stock relative to other countries. The level 
of completions has increased from 57,695 in 

                                                 
16Central Statistics Office (CSO) Construction and Housing 
in Ireland  
http://www.cso.ie/releasespublications/documents/construc
tion/current/constructhousing.pdf  
17 This point was attributed to Des Geraghty, Chairman of 
the Affordable Housing Partnership, in an Irish Times 
article on 12 September 2007, 100% mortgages ‘inflated 
house prices’. 

2002 to the current record level of 81,805 per 
annum. Rising interest rates, have, however, 
impacted upon house price growth. Affordability, 
having initially increased due to lower interest 
rates, has deteriorated of late due to increases 
in both interest rates and house prices. Housing 
supply appears to have responded to this and 
adjusted accordingly, with level of completions 
declining since the start of 2007. Proxy 
indicators for housing starts, New House 
Guarantee Registrations and commencement 
notices to local authorities, have also 
disimproved of late. This contrasts with the 
period of increasing house prices and supply in 
the earlier part of the decade.  

There is much speculation that housing 
completions will be lower this year than in 2006 
as the market adjusts supply in response to the 
slowdown in price inflation. Bank of Ireland now 
expects 75,000 completions in 2007, the lowest 
total since 2003, while Davy is anticipating 
80,000 completions. AIB is now predicting that 
completions will fall to around 62,500 in 2008 
based on recent registrations trends. 

The pattern of steadily rising rates has 
negatively impacted on borrowers’ affordability, 
which in turn affects the growth in prices and 
loans. There has been a slowdown in prices, 
transactions and mortgage lending as evidenced 
above during the period of rate hikes. The 
impact can be seen in economists’ and 
commentators’ economic growth predictions for 
2008, which have tended to be in region of 3%. 
It seems that rising interest rates and 
uncertainty about further rises is having an 
increasing impact on the housing market.  

It has been suggested that the market is unlikely 
to pick up until there is clarity in relation to the 
peak rate of the cycle.18 Prospects for interest 
rates will likely remain the key factor in 
determining trends in housing loan growth in the 
coming months. To date the housing market has 
responded to rising interest rates with falling 
prices and a slowdown in mortgage lending. 
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18 Bank of Ireland, The Irish Property Review August, 2007 

http://www.cso.ie/releasespublications/documents/construction/current/constructhousing.pdf
http://www.cso.ie/releasespublications/documents/construction/current/constructhousing.pdf


  
The financial sector is an important provider of 
employment and output but more vitally it is the 
bedrock on which all forms of exchange are 
based in a modern economy. The health of the 
financial sector is vital for the health and growth 
of the economy. 

The protection of consumers and ensuring that 
individuals have faith in the financial system is 
an important function of the financial regulatory 
authority. In general consumers are at a 
disadvantage in financial transactions due to 
information asymmetries (i.e. where one party in 
a transaction has more knowledge than the 
other). Banks and other financial service 
providers have additional technical and market 
knowledge that they could use to their 
advantage when dealing with individual 
customers.  

In addition to its consumer protection function 
the regulatory authority must make certain that 
the financial institutions themselves are acting in 
an appropriate way to the risks they face. They 
must ensure that financial institutions do not 
over-lend or over-borrow, are aware of the risks 
they are taking and are prepared for adverse 
shocks.  

 

Financial Regulation in Ireland 
The Irish Financial Services Regulatory 
Authority (also known as the Financial 
Regulator19) regulates the financial system in 
Ireland. The Financial Regulator is a single 
regulator in that it regulates almost all aspects of 
the financial sector – banking, 
insurance/reinsurance, moneylenders, stock-
broking, financial advisers and credit unions. 
Prior to its foundation in 2003 as a separate 
entity with its own board within the Central Bank 
and Financial Services Authority of Ireland, 
financial regulation was conducted by a number 
of bodies, including the Central Bank and 
various government departments.  The new 
Financial Regulator was given enhanced 
regulatory and enforcement powers. 

In addition, consultative consumer and industry 
panels were also appointed to ensure that the 

                                                                                                 
19 In this Spotlight the Irish Financial Services Regulatory 
Authority will be called the Financial Regulator. 

Financial Regulator is responsive to the needs 
of consumers and the industry itself. The 
Financial Regulator receives approximately half 
its funding from a levy on regulated entities, with 
the balance from the State.  

 

Approaches to Financial Regulation 
There are two contrasting approaches to the 
regulation of financial services: a principles 
based approach or a rules based approach20. 
With a principle based approach a number of 
high level principles that financial service 
providers must adhere to are set out by the 
regulator, which may also give guidelines on 
how the principles should work in practice. The 
aim is to ensure that the behaviour of providers 
and the outcome for customers meet the 
regulator’s expectation, but that the providers 
have discretion on how to achieve the outcome. 
With the rules based approach detailed rules 
which must be complied with by all service 
providers are set out by the regulator. These 
cover all aspects of how they conduct their 
business and their interactions with consumers 
and the regulator.  

The advantage of the rules based approach is 
that it is clear and transparent.  However it can 
be inflexible and costly, both to providers and 
the regulator (and ultimately to the consumer).  
The advantage of the principles based approach 
is that compliance costs can be reduced and 
innovation is not impeded.   

In practice most financial services regulatory 
authorities, including the Financial Regulator, 
use a mixture of both approaches. When it was 
created the Financial Regulator inherited a large 
body of principles, rules and regulations from 
the various previous regulators. It has updated 
and standardised these principles and rules for 
all regulated entities. In general the Financial 
Regulator sets out the principles it wants 
regulated entities to adhere to and gives the 
guidelines on how to go about doing this. 
However, it also sets out specific rules and 
regulations in many areas to ensure consumer 
protection and a healthy financial system. 

 
20 This section is adapted from Comptroller and Auditor 
General (2007) p21.  
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Credit Regulation 



 

Protecting Consumers - Consumer Credit 
Code 
The Consumer Credit Code came into force fully 
on 1st July 2007. This code is a set of rules and 
guidelines for credit institutions in dealing with 
their customers. The code protects customers 
by setting the standards that all regulated 
entities must meet when dealing with them. All 
regulated entities must abide by certain general 
principles and common rules such as acting 
honestly and professionally, keeping adequate 
records, providing adequate information to the 
consumer on the products or services they are 
interested in and ensuring that the products and 
services are suitable for the customer given the 
customer’s individual circumstances. They must 
also make the customer aware of any charges 
they are expected to pay and handle complaints 
and errors quickly and efficiently. The above 
apply generally, but in addition some specific 
products such as bank accounts, loans and 
mortgages and insurance have specific rules 
and guidelines associated with them. The code 
also covers advertising and gives detailed rules 
that regulated entities must follow to ensure that 
the customer is protected from false or 
misleading advertising.  

 

Financial Regulation and Mortgage 
Lending 
Financial Regulation impacts on mortgage 
lending by adding costs to the loan. By imposing 
rules and regulations on lenders it makes 
lending more expensive resulting in a reduction 
in overall lending. These rules are necessary to 
protect consumers in what is usually the largest 
transaction in their life and also to ensure that 
lenders do not lend recklessly, thus damaging 
the financial system.  

The Consumer Protection Code has some 
specific rules in regards to mortgage lending. 
These include, inter alia: 

• For consolidating loans, providing the 
customer with a written comparison of the total 
cost of continuing with the existing facilities 
versus the total cost of the consolidated facility 
on offer;  

• Making the customer aware of mortgages that 
have gone into arrears and information about 
their arrears including the interest rate and 
other fees and charges;  

• Providing information on the mortgage 
intermediaries which lenders use and ensuring 
such intermediaries sign declarations that they 
have seen all supporting documentation 
needed to access a mortgage; 

• And, ensuring that lenders have seen a 
valuation report on the property. 

There are also specific instructions when 
dealing with lifetime mortgages (mortgages 
where the interest accrues and the loan is 
repaid when the property is sold.)  

Credit institutions must abide by the Consumer 
Protection Code when issuing mortgages i.e. the 
mortgage product must be suitable for the 
customer. However, the Financial Regulator 
does not issue guidelines on what is a suitable 
home loan in terms of multiple of income, 
percentage of income to go on repayments, 
length of the loan or other such measure. There 
is a lack of clarity as to the extent to which 
subprime lenders are covered under the 
Consumer Protection Code.  This issue will be 
examined further in the next section. 

The Financial Regulator does however issue 
guidelines on stress testing of individual 
mortgages (see below).  

There has been considerable criticism over the 
lack of action of financial regulators when banks 
were easing lending criteria in the past few 
years. This easing came in the form of 
increasing the length of loans, increasing the 
Loan to Value (LTV) ratio to 100% or over in 
some jurisdictions and offering variable rate 
loans rather than fixed rate loans. Lenders in 
Ireland have also eased access to credit over 
the past few years and the Financial Regulator 
has rarely intervened.  

Length of Loans: In the 1980s and early 1990’s 
mortgage loans were typically for 20-25 years. 
In the past decade this has increased to 30-35 
years. Increasing the length of a mortgage 
makes mortgage repayments more affordable at 
the expense of increasing the overall cost of the 
loan. This increase in affordability led to greater 
demand for mortgages and (in the absence of a 
commensurate increase in supply) a one off 
increase in house prices.  
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Fixed Versus Flexible: In most European 
countries mortgage holders tend to take out long 
term fixed rate mortgages with the rates lasting 
the duration of the loan. The main benefit of 
fixed rate mortgages is that the borrower has a 
fixed payment for the entire length of the loan 



Figure 9 – Share of First Time Buyers with 100% mortgages 
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which does not vary due to market conditions. In 
many countries lenders have begun to offer 
variable rate mortgages. Variable rate 
mortgages are more beneficial to the lender as 
their profit margin is secure. This allows them to 
reduce the initial cost of the mortgage to the 
borrower but the borrower now faces the risk 
that interest rates increase. On the other hand 

borrowers benefit from lower payments if 
interest rates fall.  

However, in Ireland most mortgages are taken 
out at variable rates or short term fixed rates 
which eventually revert to variable rates. This 
means that borrowers face almost all the risk 
when interest rates rise. Promoting long term 
fixed rate mortgages would give borrowers the 
comfort of knowing that interest rate movements 
do not affect them and reduce the risk that they 
default. The main barrier to long term fixed rate 
mortgages in Ireland is that lenders charge 
higher interest rates (to compensate them for 
the risk they face) and also charge large fees if 
the loan is repaid early (to compensate them for 
the loss of profit). In fact most Irish lenders do 
not offer fixed rate mortgages for more than ten 
years. If the Financial Regulator deemed that 
this situation was a market failure it would have 
a reason to intervene.  

100% Mortgages: Traditionally mortgage 
lenders would expect that borrowers saved a 
deposit towards the cost of a home and would 
lend the balance between the price and the 
deposit. However, in the past few years lenders 

have begun to lend 100% of the value of a 
home. 100% mortgages became more widely 
available in Ireland in July 2005. The move to 
100% mortgages means that borrowers no 
longer have to save a deposit and can purchase 
a property earlier. This, in theory, will lead to a 
one off increase in house prices as borrowers 
bring forward their purchase decision. The 

increase will be 
permanent if 100% 
mortgages become a 
fixed part of the market. 
However, if they are 
removed demand will 
fall and lead to a one 
off fall in house prices.  

After concern about 
100% mortgages, the 
Regulator intervened 
and changed the risk 
weighting of residential 
mortgages. Under EU 
capital requirements, 
loans are subject to 
some form of risk 
weighting i.e. some of 
the loan is deemed to 
be at risk and a 
solvency ratio (typically 
8%) is applied. This 

amount must be held in reserves. Before the 
change, residential mortgages had a risk rating 
of 50%21. In March 2006 the risk weighting was 
changed for loans where the Loan to Value 
(LTV) ratio is over 80%. The part of the loan 
over 80% LTV ratio is now risk weighted at 
100%. This makes it more expensive for banks 
to issue such loans. However the increase in 
reserves should provide a cushion for banks in 
case of a downturn, thereby safeguarding the 
integrity of the financial system. 

Two direct results should be observable from 
this change; the number of loans where the LTV 
ratio is over 80% should fall and the share of 
loans with very high LTV ratios should fall. This 
effect has been observable in the First Time 
Buyer (FTB) market where high LTV ratios are 
typical. The number of FTB taking out 100% 
mortgages rose from 13.9% in the period July to 
December 2005 to 27.4% in January to June 
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21 Thus for a 100% loan on €300,000 borrowed, €12,000 
would be kept in reserves (8% of €150,000). After the 
change the bank would need to set aside €14,400 on the 
same loan.  



2006 when the new regulations were brought 
in22. The share continued to rise to 35.1% in 
July to December 2006 before falling to 23.7% 
in January to June 2007. In addition the overall 
number of FTB mortgages fell by 8.4% in the 
year after change compared to the year before. 
This is a larger fall than the number of 
mortgages overall 6.4%23.  

Whether this is in response to the regulatory 
change or to other factors is unclear.  

 
Stress Testing - Lenders 
The Financial Regulator must ensure that the 
financial sector is healthy, that credit institutions 
are aware of the risks they are taking and they 
are prepared for adverse shocks. They do this in 
many ways including setting minimum reserves 
as discussed above and stress testing the 
institution. Stress testing is a generic term used 
to describe a range of techniques designed to 
gauge the potential vulnerability of financial 
institutions and/or financial systems to 
exceptional but plausible shocks24. Many 
techniques can be used including sensitivity 
testing where the impact of potential shocks on 
an institution are examined separately and 
scenario analysis where the impact of many 
shocks happening simultaneously is examined.   

The Central Bank and Financial Services 
Authority undertook a stress testing exercise in 
Ireland in 2006.  It used the scenario technique 
with a specific emphasis on the possible impact 
of a slowdown in the residential construction 
sector accompanied with an appreciation of the 
euro and a significant fall in foreign direct 
investment. The effect of these shocks included 
reduced economic growth, increased 
unemployment and decreased house prices 
compared to a baseline scenario without such 
shocks. Based on the responses from the 
commercial banks, the health of the banking 
sector would remain robust when measured by 
the standard indicators (solvency, liquidity, 
profitability and asset quality) but the rate of 
growth in assets, income and profits would slow 
significantly compared to the baseline scenario.  

                                                 
22 Irish Mortgage Corporation Press release Uptake of 
100% Mortgages Decline. The Irish mortgage corporation 
is an independent mortgage broker with approximately 3% 
of the mortgage market.  
23 See Irish Banking Federation (2007) IBF/PwC Mortgage 
Market Profile Quarter 1 2007 available from 
http://www.ibf.ie/pdfs/ibf_pwc_mortgage_q107.pdf  
24 Definition from Kearns et al (2006) 

The analysis went further and examined the 
impact of different levels of house price falls in 
on the banks’ ability to absorb losses which 
could subsequently arise. The results showed 
that if prices fell by up to 25% and default rates 
were 10% or less the banks could manage the 
losses. Any combination of higher default rates 
and larger reductions in house price would lead 
to more significant losses. However, the 
analysis only examined first round losses only 
(i.e. direct losses from defaults). No attempt was 
made to examine second round effects i.e. 
reduced profitability, lower volumes of new 
business, the possible limitation of credit and the 
effect on the wider economy. 

 

Stress Testing – Individual Loans 
Banks and other credit institutions also stress 
test their customers to assess their ability to pay 
if their circumstances change or if interest rates 
rise. In September 2007 Financial Regulator 
updated its guidelines on what stress testing 
should be done. The guidelines state that credit 
institutions should stress test all residential 
mortgages at 2% above the ECB’s minimum bid 
interest rate plus a margin of 0.75%. This stress 
test is a prudential measure which should be 
one of a number of factors informing a credit 
institution’s decision to grant a loan. As this is a 
guideline it is not subject to sanctions if not 
applied. The Financial Regulator would however 
expect institutions to apply these guidelines and 
compliance is reviewed as part of their 
inspection process. The Financial Regulator can 
issue binding rules to regulated entities in this 
area under Section 10 of the Central Bank Act 
1971. The stress test guidelines do not include 
guidelines on how much of a person’s income 
should go towards mortgage repayments – this 
is up to the credit institutions themselves.  
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When incomes are rising and interest rates are 
falling, the stress test can show that the 
borrowers can take on a lot of debt to buy bigger 
houses in better locations. This has the effect of 
driving up house prices and forcing others in the 
market to take on large amounts of debt. 
Conversely, when interest rates are rising and 
incomes levels are more uncertain, the stress 
test will have the effect of lowering the amount 
that can be borrowed. This will have knock-on 
effects on the housing market as the demand for 
houses at any given price will fall. Eventually 
house prices will fall in line with the ability of 
mortgage applicants to borrow. This pro-cyclical 

http://www.ibf.ie/pdfs/ibf_pwc_mortgage_q107.pdf


effect can accelerate house prices increase 
when interest rates are falling and/or when 
incomes are rising; or it can exascerbate falling 
prices when interest rates are rising and/or 
when incomes are falling. 

 

Evaluation of the Financial Regulator 
The Financial Regulator is a relatively new body 
but its performance has been evaluated in a 
number of different reports. In a recent report25 
the International Monetary Fund (IMF) found 
that good progress had been made in 
strengthening the regulatory and supervisory 
framework of the Irish financial system. The 
strategy of creating a unified approach to risk 
(differentiated where necessary) was working 
well. It did however say that improvements in 
some aspects of supervision could be made, 
especially in the insurance and re-insurance 
sectors. A recent IMF working paper26 ranked 
the Financial Regulator first in independence 
and accountability compared to other similar 
financial regulators around the world.  

A recent value for money report on the Financial 
Regulator by the Comptroller and Auditor 
General was in general very positive. It did 
however recommend that the Financial 
Regulator improve its website, especially in 
regards to information for regulated entities and 
consumers.  It further recommended the 
continued improvement of its risk rating model 
and linking it to on-site inspections.   

The annual report of the Financial Services 
Consultative Consumer Panel for 2006 has a 
review of the Financial Regulator from the 
consumer’s perspective. The Panel said that 
overall the “Financial Regulator has got the 
balance about right between the protection of 
the consumer and the need to keep the level of 
regulation appropriate”. It deemed that the 
Financial Regulators performance was 
satisfactory in its stance on maturing SSIAs, the 
production of surveys, the content of the 
Consumer Protection Code, its dealings with 
Credit Unions and the development of the 
Financial Regulator’s profile, both in the media 
and with consumers. However, the Panel felt 
unsatisfactory progress had been made in some 
areas.  These included slowness and excessive 
caution in dealing with controversial issues, the 

                                                 
25 International Monetary Fund (2006) Ireland: Financial 
System Stability Update  
26 Quintyn et al. (2007)  
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Panel’s suggestion on putting information on 
DIRT on bank statements and the lack of a 
consumer perspective during the consultation 
process for proposed EU directives in the area 
of financial services. 



 
Subprime mortgage lending is a relatively new 
phenomenon, with official and academic 
scholarship on the topic only emerging in the 
last decade. Most research in this area is based 
on the US the most mature subprime market.  

The Federal Reserve Bank of San Francisco27 
research highlights two key legislative changes 
that created the necessary conditions for 
subprime lending to emerge in the US. Firstly, in 
the early 1980s, ceilings on interest rates were 
eliminated which allowed for high interest rate 
products. This made lending to riskier borrowers 
more profitable and therefore reducing financial 
exclusion. Secondly, a 1986 tax reform allowed 
borrowers to deduct mortgage interest payment 
from tax, thus subsiding mortgages. This had 
the effect of incentivising borrowers to substitute 
mortgage debt for other debt through refinancing 
options, as interest on other loans is not 
deductible. In addition to these legislative 
changes, the development of securitisation – 
which is the pooling and reselling of loans to 
investors – allowed the subprime sector to 
greatly expand in the 1990s. A decade ago 
subprime accounted for about 5% of all US 
mortgage loans; by 2005 this had increased to 
approximately 20%.28  

Subprime lending has spread to other financial 
markets. Given the similarity of the UK financial 
sector to the US it is not surprising that 
subprime mortgage lending there is viewed as 
the most mature in the EU. Canada and 
Australia are also showing rapid development. 
Research by Datamonitor29 views Ireland as an 
emerging competitive subprime lending market 
due to significant deregulation of financial 
markets. Deregulation is important because it 
allows for the development of innovative 
financial products. 

 

Characteristics of Subprime  
Subprime lending is best described by what it is 
not, prime lending. Prime loans are loans given 
at market interest rates to people with good 

                                                                                                 
27 Ladernan, E. (2001) Subprime Mortgage Lending and 
the Capital Markets FRBSF Economic Letter 2001-38 
28 Sabry. F, Schopflocher, T (2007) The Subprime 
Meltdown: A Primer NERA Economic Consulting p: 1  
29 Banking Business Review (2007) Western Europe 
Presents Opportunity for Subprime Lending  

credit history or who meet other underwriting 
standards of the lending institution. Subprime 
does not always imply that the person seeking 
the loan has a poor credit rating. Often the prime 
market will not lend to those who have irregular 
income streams including the self employed and 
contract employees, as well as those with 
insufficient documentation. 

 

Subprime Borrowers 
The general perception is that the typical 
subprime borrower tends to have a poor or no 
credit history, a high debt to income ratio and be 
viewed as a high credit risk with a high likelihood 
of default. This is upheld by research done on 
the US market30,31. However it also uncovers 
some interesting characteristics:  

• Subprime borrowers tend to be less financially 
sophisticated, have less information searching 
and processing skills and are more likely to 
respond to marketing techniques such as sale 
calls or promotional offers; 

• They will often be attracted by offers of low 
monthly repayments rather than seeking out 
the best interest rate; 

• They tend to be older than prime borrowers, a 
fact which may explain the success of equity 
release products, which encourage existing 
homeowners to refinance and take cash out of 
the property; 

• In the US, subprime borrowers tend to be less 
educated and from minority backgrounds; 

• They face significant financial hurdles and will 
have often been refused loans by the prime 
market, therefore making them more likely to 
accept loans on less favourable terms;  

• They are more likely to experience major life 
disruptions such as illness and accompanying 
medical expenses, to be separated, divorced 
or widowed; or experience major spells of 
unemployment;  

• They are less likely to have an adequate 
‘financial safety net’ in terms of savings or 

 
30 Lax, H. et al. (2004) Subprime Lending: An Investigation 
of Economic Efficiency Housing Policy Debate Vol.15 
(3).pg. 533-571 
31 Courchane, M.J. et al (2004) Subprime Borrowers: 
Mortgage Transitions and Outcomes Journal of Real Estate 
Finance and Economics 29:4. 365-392.  
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capacity for informal borrowing. They tend 
therefore to use missing payments as a 
payment strategy or refinance and take cash 
from the loan.  

One interesting distinction between prime and 
subprime borrowers is their view on default and 
repossession. Prime borrowers who are 90 days 
delinquent are more likely to end in 
repossession while the most seriously 
delinquent sub prime borrowers avoid default. 
This suggests that subprime borrowers view 
regular non-payment of the loan as a short term 
borrowing option.32  

While the above characteristics of US subprime 
borrowers may not correspond exactly with the 
profile of Irish subprime borrowers, this 
comprehensive research does align with a 
description of non-mainstream borrowers 
complied by the Financial Service Authority in 
the UK.33 It highlights that those who take 
subprime loans may often be more vulnerable to 
abuses due to their education level, financial 
sophistication or gender.  

 

Subprime Loans  
Subprime loans are characterised by several 
factors which are discussed in this section. The 
presence of a high interest rate accompanied by 
one or more of these characteristics would 
suggest that the loan is subprime. 

Higher Interest Rates: A high long term interest 
rate, often accompanied by a low introductory 
rate typifies subprime loans. Interest rates on 
subprime loans often carry a premium of 2 
percent points but they can be as much as 
double the rate applied to prime mortgage loans. 

Fees and prepayment penalties: Subprime 
mortgages often carry large penalties for 
prepayment and have large upfront arrangement 
fees. It is in this area that subprime lenders have 
been accused of predatory lending practices. 
Prepayment penalties can be as high as 1% of 
the total loan value and during the first three to 
five years prepayment may not be permitted. 
While a 1% fee may not seem excessive when 
combined with the practice of loan flipping it can 
represent large gains for the lender. Flipping is 

                                                 

                                                

32 Cutts, A. and Van Order R. (2005) On the Economics of 
Subprime The Journal of Real Estate Finance and 
Economics 30:2 pg. 173 
33 Financial Services Authority (2005) In or Out? Financial 
Exclusion: A Literature and Research Review      

the practice of encouraging borrowers to 
refinance their mortgage. This would also 
require the payment of prepayment penalties for 
early payment. If borrowers are encouraged to 
refinance at regular intervals they could end up 
paying multiples of 1% of the loan value in a 
relatively short period of time. Prepayment 
penalties can also have a perverse effect on the 
borrowers’ decision to refinance when interest 
rates drop. Other arranging fees are often rolled 
into the principal of the mortgage, thus causing 
interest to accrue on this additional amount as 
well.  

Loan to Value (LTV) Ratio: The LTV ratio 
describes how much of the value of a property is 
being lent.  It is not entirely clear how the LTV 
ratio relates to subprime lending. Some 
research suggests subprime loans display low 
LTV ratios. This indicates lenders require 
borrowers to make large down payments in the 
belief that borrowers with equity in the property 
at stake are less likely to default.34 An 
alternative view is that subprime loans have high 
LTV ratios which reflect the greater difficulty that 
subprime borrowers have in saving for a down 
payment.35 The truth is somewhere in between. 
Lenders will offer a more competitive rate of 
interest on loans where the buyer makes a large 
down payment. For example the best performing 
subprime loans, with the lowest risk of default, 
offer a lower interest rate the lower the LTV 
ratio. However, those in the worst performing 
tranche of the subprime market may only be 
eligible for loans where a significant deposit (35-
40%) is made and yet attract a higher rate of 
interest.36 

The above characteristics should not be viewed 
as a checklist to identify a subprime loan. For 
example, a recent innovation in Irish financial 
markets is the 100% LTV mortgage. If this was 
taken in itself, it may be described as a 
subprime loan. While these 100% loans do 
attract marginally higher interest rates they are 
not at subprime premium levels and some banks 
currently only offer 100% mortgages to a limited 
range of customers, specifically those with a 

 
34 Cutts, A. and Van. Order R. (2005) Op. Cit. pg. 168 
35 Gramlich. Edward M. Governor of The Federal Reserve 
(2004) Subprime Mortgage Lending: Benefits, Costs and 
Challenges.  
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36 Chomsisengphet S. and Pennington Cross, A. (2006)The 
Evolution of the Subprime Market. Federal Reserve Bank 
of St. Louis Review, Jan/Feb 2006 88(1). pp.31-56.  



high future earnings potential.37  

 

Benefits of Subprime 
The emergence of the subprime sector plays an 
important role in financial markets by creating a 
complete and inclusive financial sector. In the 
absence of subprime lending some borrowers, 
whether through poor credit history, irregular 
income streams or inability to document income 
history, are ineligible for a mortgage.38 
Furthermore, complex financial products can 
increase choice and household welfare.  

The existence of a subprime market and a 
general increase in mortgage credit can have a 
positive effect on home ownership rates. In the 
US, over the period 1994 - 2003 home 
ownership increased from 64% to 68%, with 
over half of the increases going to minority 
households.39 Permitting greater segmentation 
of the sector allows for the more efficient 
allocation of risk and is supported by the 
securitisation of loans. Securitisation acts to 
increase the liquidity of subprime lenders, 
allowing them to reach more willing borrowers. 
Securitisation also increases the amount of 
funds entering the market and enhances 
competition. 40  

 

Predatory Lending and Regulation 
The subprime lending industry, in its two most 
mature markets, the US and UK, has faced 
accusations of predatory lending practices. 
Research shows that those who access the 
subprime market are more likely to be financially 
vulnerable and display little financial 
sophistication, underlining the need for 
protection from predatory lending practices. For 
example, in the UK there is evidence that 
subprime lenders engage in cold-calling those 
people who have County Court Judgements (for 
repossessions etc.) recorded against them to 
offer them new loans.41 The Chairman of the US 
Federal Reserve, Ben Bernanke, recently 
referred to the practice of loans being granted to 

                                                 

                                                

37 International Monetary Fund (2006) Ireland: Financial 
System Stability Update August 2006.  
38 Chinloy, P. and McDonald N. (2005) Subprime Lenders 
and Mortgage Market Completion. The Journal of Real 
Estate Finance and Economics. 30:2. pg. 153.  
39 Gramlich. Edward M. Governor of The Federal Reserve 
(2004) Op. Cit.  
40 Landerman (2001) Op. Cit.  
41 FSA (2005) Op. Cit. p45 

borrowers who were misled about their capacity 
to make repayments and where the complexity 
of contracts being signed was not adequately 
explained.42 Other predatory practices include 
the selling of unnecessary insurance or display 
features such as negative amortization.43,44 

In response to these practices, legislation was 
introduced to restrict the activities of subprime 
lenders and impose additional consumer 
protection codes on them. The State of North 
Carolina introduced a Predatory Lending Law in 
1999 aimed at introducing additional restrictions 
which in effect would raise the cost of lending. 
Economic theory suggests lenders would 
respond to higher costs by reducing the supply 
of credit. The extra restrictions required lenders 
to confirm that the borrower received home 
ownership counselling prior to taking out the 
loan45, as well as placing restrictions on the 
features of the loan such as no prepayment fees 
on loans of a specified value, and no ‘flipping’ (in 
which a lender refinances an existing loan while 
at the same time collecting upfront fees).46  

Research into the impact of the NC Lending 
Laws suggests the regulations had the effect of 
causing lenders to restrict the amount of credit 
they were willing to offer to higher risk 
consumers, as the law raised the cost of taking 
on the risk. Thus, the law acted to take back 
some of the gains in credit availability made to 
higher risk borrowers earlier in the 1990s, and 
reductions in predatory lending were achieved at 
the cost of decreased credit availability to 
potential subprime borrowers.47  

Economists at Freddie Mac48 have argued that 
pro-consumer lending practices can be achieved 
without impacting negatively on the market. 

 
42 Sabry. F, Schopflocher, T (2007) Op. Cit pg. 10 
43 Harvey, K. and Nigro P. (2004) Do Predatory Lending 
Laws Influence Mortgage Lending? An Analysis of the 
North Carolina Predatory Lending Law. Journal of Real 
Estate Finance and Economics. 29:4 p413 
44 Negative amortization loans are loans where the 
repayments are less than the interest due, thereby adding 
the unpaid interest to the principal. 
45 Elliehausen, G and Staten M. (2004) Regulations of 
Subprime Mortgage Products: An Analysis of the North 
Carolina Predatory Lending Law. Journal of Real Estate 
Finance and Economics. 29:4. p 413 
46 Coalition for Responsible Lending (2002) Summary of 
NC Predatory Lending Law.  
47 Elliehausen and Staten (2004) Op. Cit. p 430 
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48 Freddie Mac (FMAC) is a US Government Sponsored 
Enterprise authorised to make loans and loan guarantees 
with the objective of making America’s mortgage market 
liquid and stable. 



Legislators and regulators could facilitate access 
to a greater range of products, which will 
enhance consumer choice and welfare, by 
creating conditions for greater competition in the 
subprime market. Programmes aimed at 
increasing financial literacy among the 
financially vulnerable may aid in addressing and 
removing poor lending practices without the 
need for actions which may reduce access to 
credit for this group.49 

 

Subprime in Ireland 
The subprime market in Ireland is likely to grow 
due to several factors. Ireland’s financial system 
is similar to that of the US and the UK and 
trends in the Irish market follow those countries. 
Innovations in housing finance products that 
initially emerged in the US and spread to the UK 
are now available in Ireland such as hybrid 
adjustable rate mortgages, 100% mortgages, 
interest only mortgages and mortgage equity 
release products.50 Regulation in Ireland is 
viewed as supportive of innovation in financial 
markets and as mortgage and consumer credit 
growth continues it is viewed that subprime is 
emerging as a growth sector in Irish housing 
finance.51 

The Irish subprime market is dominated by new 
institutions that specialise in the area. As non-
deposit takers, they are more likely to use 
securitisation which improves their liquidity52. As 
the opportunities represented by subprime 
lending become apparent some of the 
established prime lenders in Ireland are entering 
the market, through subsidiary brands. Market 
actors include Start Mortgages (the first entrants 
in 2004), CitiFinancial and GE Money. 
Established lenders IIB Homeloans and 
Permanent TSB have entered the market under 
joint ventures with UK and US investment 
banks.53 Subprime loans are almost exclusively 
arranged through the network of mortgage 
brokers. There are over 1,800 mortgage 
                                                 

                                                

49 Courchane, M.J. et al (2004) Op. Cit p. 381  
50 Bank of International Settlement, Committee on the 
Global Financial System (2006) Housing Finance in the 
Global Financial Market. CGFS Working Papers No. 26. 
pg. 11.  
51 Banking Business Review (2007) Western Europe 
Presents Opportunity for Subprime Lending  
52 BIS Op. Cit. pg. 17.  
53 IIB Homeloans offer subprime mortgages in conjunction 
with Lehman Brothers under the Stepstone Brand; while 
Permanent TSB and Merrill Lynch subprime brand is the 
Springboard Mortgage. 

intermediaries registered with the Financial 
Regulator as of 31 July 2007.54 

As mentioned above subprime loans are 
characterised by higher interest rates. In Ireland, 
mortgages offered by the market leader Start 
Mortgages range from 6.5% to 10%. In media 
reports55 a spokesperson for the lender 
confirmed that about 7% of borrowers were 
paying a margin of 5% over the base (ECB) 
rate. 

 

Market Size and Market Behaviour 
Estimates of the potential size of the subprime 
market in Ireland indicate the market will grow to 
four to five billion euro56 over the next five years, 
from about one euro billion at present. As credit 
becomes more expensive in Ireland through 
higher interest rates, and customers find 
themselves unable to meet their monthly 
payments, it is possible that they will seek to 
reorganise their outgoings by refinancing 
through subprime lenders. This would indicate 
that subprime is contributing to market 
completion. Those borrowers who are struggling 
to meet repayments and are at serious risk of 
default can now access the subprime market 
and retain the property, without the fear of 
repossession. 

In terms of how it relates to customers, the 
subprime sector in Ireland does not behave 
similarly to the subprime sector in the US, where 
predatory lending practices have been 
observed. The lending strategy of subprime 
lenders in Ireland is to provide finance for three 
to five years after which clients’ credit history will 
have been adequately repaired such that they 
then will be considered by prime lenders. At this 
point, the subprime lender receives a fee from 
the borrower for paying off the debt ahead of 
schedule. Such fees have constituted an area of 
concern in other countries. 

 

Impact on the Irish Housing Market  
Anecdotal evidence suggests that first time 
buyers make up only a small proportion of 
subprime borrowers, therefore, the presence of 

 
54 Register of Mortgage Intermediaries (2007) 
55 Sunday Business Post (2007) Customers of Subprime 
Lender Facing 10% Mortgage rates 15/07/2007 
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56 IL&P Group Press Release (2007) Springboard 
Mortgages Open For Business.  



Is the US subprime crisis 
contagious? 

 
Recent turmoil in the US subprime 
mortgage market has had a contagious 
effect elsewhere in the global economy. It 
is a major contributing factor to the recent 
decline in global equity prices, and the 
accompanying volatility of equity markets. 
This has led to a flight to quality, leading to 
a sharp decline in prices.  
 
This turmoil was sparked by a drying up of 
credit. European banks were unwilling to 
loan to each other, prompting the ECB to 
release funds into the market to improve 
liquidity. So far we have witnessed the 
failure of one European bank, Sachsen LB. 
Closer to home, investment funds based in 
Dublin have had their investment grade 
ratings cut and some have collapsed. The 
recent run on Northern Rock, the first run 
on a UK lender in almost 150 years, can be 
traced back to the tightening of credit 
supply in the money market.  
 
Of concern is the extent to which it may 
impact on the euro area and broader EU. A 
direct effect of recent events is a 
reassessment of credit risk and pricing, 
which may result in EU-based companies - 
from small start-ups to multinationals - 
having difficulty in accessing cheap 
finance. 

subprime lenders does little to encourage home 
ownership rates. Rather, most subprime loans 
fall into the category of refinancing of existing 
mortgages including debt consolidation. The 
recent fall in house prices may have an effect on 
the development of the subprime market, but 
this is as yet unknown. 

Statistics on default rates and 
repossessions are incomplete. 
Figures from the High Court 
show that there were 311 
repossession summonses 
brought by financial institutions 
in 2006.57 However, 
repossession orders do not 
necessarily result in 
repossession. While they may 
take up to two years to 
execute, lenders are more 
likely to come to agreements 
with borrowers making efforts 
to reorganise debts. In 
addition borrowers in such 
circumstances may be likely to 
seek financing through a 
subprime lender. 

According to the Irish Bankers 
Federation, prime lenders 
repossessed less than fifty 
houses in 2006. While this 
may appear a high number, it 
is in the context of almost 
570,000 mortgages on the 
market in 2006.58 Start 
Mortgages, the largest 
subprime lender in Ireland, 
has obtained repossession 
orders on 30 homes but has 
not yet repossessed any.59  We do not have 
figures relating to the number of outstanding 
mortgages held by subprime lenders. 

Given the relatively small size of the subprime 
market, in particular to first time buyers, the 
impact on the housing market is likely to be 
limited. 

Impact on the Financial Market  
While the subprime market is set to expand in 

                                                 

                                                

57 Sunday Tribune, Business Week (2007) 50% More 
Borrowers Risk Losing Their Homes 27/05/07 
58 CSO (2007) Census 2006, Volume 6 – Housing. Table 
18 pg. 48.  
59 Sunday Business Post (2007) Customers of Subprime 
Lender Facing 10% Mortgage rates 15/07/2007 

the short term, it will remain small relative to the 
prime market. Currently subprime accounts for 
less than one percent of all mortgages. 
According to the IMF non performing loans for 
mortgages stand at 0.45% which further 
mitigates risks to financial stability60. 

Securitisation of subprime 
loans and any decline in 
the value of such securities 
held by Irish pension funds 
may impact negatively on 
the value of these funds. 
While pension funds may 
not invest directly in these 
securities, they are likely to 
face some exposure due to 
their investment in hedge 
funds.  

 

Regulation 
As ‘non-deposit taking 
lenders’, subprime lenders 
do not fall under the remit 
of the Financial Regulator. 
Proscribed Credit 
Institutions (PCIs) are 
required to comply with the 
Consumer Credit Act 1995. 
In response to a recent 
Parliamentary Question61, 
the Minister for Finance, 
Brian Cowen said non-
deposit taking mortgage 
providers will be brought 
under enhanced 
supervision when the Third 
Money Laundering 
Directive is transposed into 

Irish law. This legislation is due by the 15th of 
December 2007. The Department of Finance 
issued a consultation document on the 21st 
September 2007 on proposals to make 
subprime lenders subject to the Financial 
Regulator’s Consumer Protection Code (CPC).  

Given the characteristics of those seeking 
subprime loans, in particular their lack of 
financial sophistication, an adequate regulatory 
environment is needed to protect the consumer 
and to support the development of the subprime 
sector. 

 
60 IMF (2006) Op. Cit. pg. 15.  
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61 Parliamentary Question (2007) Ref No: 17251/07. 26 
June 2007.  



 

Figure 10 – Forecasts of nominal house prices in Ireland, 
‘ability to borrow’ model for different lending rates 
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Source: Calculations based on DoEHLG and CSO statistics 
*Actual price figures are from the DoEHLG, except 2007, which is taken from the 
Permanent TSB/ESRI House Price Index for July 2007. 

14 year average 

There is a wide range of variability in forecasts 
for the housing market in Ireland, and while 
almost all studies agree that recent levels of 
house price appreciation are unsustainable, 
there is little consensus as to the nature, 
severity and duration of the correction to come. 

There are a number of different approaches 
which have been used to derive a ‘fundamental’ 
value for house prices. The first is an 
econometric approach, which uses historical 
data to quantify the importance of demand and 
supply ‘determinants’ (such as incomes, number 
of households, interest rates, 
cost of construction, etc) and 
then finds a predicted price level 
which should clear the market. 
This predicted price level is then 
compared with actual prices. 
Using this approach, the OECD 
in their 2006 Economic Survey 
of Ireland estimate that house 
prices were between 10% and 
26% overvalued in 2004, 
depending on assumptions 
about the medium term interest 
rate. 

By contrast Kelly (2007) 
assumes a mean reversion of 
prices to fundamentals and 
estimates a relationship 
between ‘boom’ and ‘bust’ using 
international comparisons. This 
leads to a more dramatic 
prediction of falls in real house 
prices equal to 40 to 60 per cent over a period of 
8 to 9 years. 

However, in both these cases, the role played 
by interest rates as a determinant of housing 
demand is not being properly accounted for. In 
the former case, in the econometric 
specification, interest rates and income enter 
separately as demand determinants. But in 
reality, interest rate decreases compound rises 
in real income to generate (much) greater 
housing demand. With Kelly, interest rates enter 
the analysis only indirectly as historical drivers 
of the previous boom/bust cycles upon which 
the author bases his analysis. 

McQuinn and O’Reilly (2006) account for the 
essential role played by interest rates much 
more intuitively, by modelling housing demand 

as a function of ‘ability to borrow’. This reflects 
the common sense fact that borrowers base 
their decision of which house to buy on the likely 
affordability of their mortgage repayments. 

A further advantage of this approach is that it 
allows us to create realistic forecasts which take 
account of the effects of falling construction 
employment on house prices under different 
assumptions of what will happen to the interest 
rate over time. 

Based on the McQuinn and O’Reilly model, we 
estimate a five year forecast using the 
assumptions of new completions as outlined in 

the last section. Figure 10 shows the predictions 
of average house prices from 2004 to 2011, 
along with actual house prices for 2004 to 2007. 
The extent to which interest rates drive house 
prices is made clear by this model.  

If medium term lending rates remain at current 
levels, house prices are predicted to fall only 
moderately (less than 1% a year). By contrast, 
even a moderate increase in interest rates could 
have consequences for the sustainability of the 
sector. An increase to a level suggested by the 
14 year average of lending rates62 for Ireland 
(5.76%) yields a predicted fall in average 

                                                 
62 The 14 year average is chosen because this is the 
period of time (up to 2006) in which Ireland has been under 
its current regime, from which interest rate policy stems.  
See the section on Interest Rate Policy for more detail. 
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property prices of 17.7% over five years; in line 
with some of the more drastic predictions made. 

While interest rates are a key determinant of 
credit availability, equally issues around banks’ 
lending criteria and the financial regulatory 
environment will exert an important influence on 
the ‘ability to borrow’, and hence on house 
prices. However, it must be remembered that 
models of this nature tend to ‘smooth’ 
behaviours, because they assume that when 
faced with change, individuals will behave in 
predictable and rational ways. 

 20

Experience shows that the very nature of booms 
and busts is irrational.  Should a sudden drop in 
house prices occur, it will be very difficult to 
predict how individuals in the marketplace might 
behave.  
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