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IRISH NATIONWIDE

www.irish-nationwide.com
Nationwide House, Grand Parade, Dublin 8. Telephene: (01) 6096000 Fax: (01} 8096399

Dr. Liam O’Reilly

Chief Executive
Irish Financial Services Regulatory Authority
PO Box 9138
College Green
Dublin2
31 March 2005
Review of commercial lending
Dear Liam,

I refer to my letter of ¥ February in response to yours of 9 December. In
the letter dated 1 February the Society responded to the issues raised in
your letter of 9 December and indicated the actions the Society has taken
and plans to take to address the concerns raised. Since then the Board of
the Society has carried out a high level review of our commnaercial lending
and the board’s views and lending strategy are set out below.

Risk profile of the book

‘The Board reviewed the risk profile of the Society’s comraercial lending

book. A summary of the Society’s lending is set out in the table below.

Summag of the Loan Book at 31 December 2004.

Total . UK
beforobod | Ireland
Tokl debt No €m Y €m %
No €m "AT provisions
Home loans (Incl. RIP's) | 24,899 2,102 38% -21 2,123 | 24,544 2010 56% 113 5%
Honsing Development 320 1,632 29«4 @ 16l 13 &9 3% BS 40%
Rit:d], Leisure, Other . | 1415 1450 26% 40l 149 ] 1146 S8 15% 92 45%
Offices 54 415 TY% =12 427 30 211 6% 216 10%
oyt Bt —
26,688 5,599 100%4 =115 714 ) 25913 3598 100% 2,116 100%
1004 IL_634 37%
Stpf1, 474
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In addition to traditional homeloans the Society has teen advancing
money for residential investment property, housing development and
other commercial property purposes for the past 35 yeers. In the past
decade greater emphasis has been placed on residential investment
property, housing development and other commercial property lending
where the product is less commoditised. In line with this growth the
Society has developed its lending expertise and achieved outstanding
results with very low loan losses. Where we hav: had adverse
experiences we have carried out successful workouts. Our pre-tax profits
of €135m in 2004 which (excluding exceptional items) was a 35%
in¢rease on the 2003 results is an indication of the underlying strength of
the Society’s commercial lending programme and the repetitive business
from long term customer relationships.

@ The Board’s view is that its commercial loan book has an appropriate risk -
profile having regard to the Society’s long experience and expertise, its
low loan losses and the quality of our current book.

Systems and procedures to review, monitor and report on lending

KPMG’s review of the Society’s commercial lending, isiued in October
2004, made a number of recommmendations to improve systems and
procedures. The Board of the Socicty is fully cornmitted to implementing
these recommendations and has made substantial progress to date.

As set out 1n the letter of 1 February we are in the proci:ss of enhancing
ouwr commercial lending administration function so as to continually
iniprove the control environment withm the Scciety. The Board will
continue to carry out quarterly reviews of our major loaa exposures and

C B our comnmercial lending pgenerally. In addition the Board will engage

' KPMG to commence work in May 2005 to examine ard advise on the
continuing improvement of our management informaticn systems with
regard to the control of commercial lending. e

The Society’s lending strategy and appetite for risk

The Society’s priority is to maintain its strong custom:r base built up
over the years by continuing to give our boitowers a good service
appropriate to the value of their business to the Society. The Society’s
current lending strategy, which will be subject to regilar review, is to
seek to maintain 30% of its lemding as traditional hoipe loans and in
relation to the balance of our lending we will seek to limit our non
housing related lending to one third of our overall lending,

IBRCO1B13 '
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The Society views the UK and Ireland as a single market where the
allocation of loans will depend on opportunities that ar ise for safe
profitable lending. However within the overall objective of 10aintaining a
securs and simple structure we will seek to maintain our UK lending at
levels consistent with our sterling loans and deposits.

In summary: The Board is satisfied with the commercial ‘ending book
and the Society’s lending strategy. The Society has a trieil and trusted
business model which is based on maintaining relationshigs and repeat
business with valued customers. However the Society recognises the
importance of continually improving the control of lemling through
enhanced information and reporting systems and we will with the
assistance of KPMG continually improve our systems.

Yowrs sincerely,

AT

Michael Walsh
Chairman
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s IRISH NATIONWIDE
BUILDING SOCIETY

www.irish-nationwide.com
Nationwide House, Grand Parade, Dublin 6. Telephone: (01) 8096000 Fax: (01) 6095200

Dr. Liam O’Reilly

Chief Executive

Irish Financial Services Regulatory Authority
PO Box 9138

College Green

Dublin 2

, : 1 February 2005.
® ‘ Dear Liam,

Your letter dated 9 December 2004 and this reply has been discussed in detail by
the Board. For ease of reference I have responded using the headings contained
in your letter.

1. High Level concerns

()  Corporate Governance

The Society has not ignored the FSR’s request to strengthen the resources
at senior / executive management level. On the contrary the Society is
always interested in improving the quality of its staff. however we have

e found it difficult to recruit senior executives as the perception in the
recruitment market is that the Society will soon convert to a company and

~come under new ownership. This has made it difficult to interest suitable

candidates in senior / executive management level positions with the
Society.

Despite these difficulties the Society has recruited a financial controller,
Vincent Holohan, to allow the Society’s finance director undertake other
management tasks. Mr. Holohan, age 40, is a chartered accountant and
jomned the Society from KBC Asset Management Ltd where he was Head
of Finance. Prior to joining KBC Asset Management, he worked with
Anglo Irish Bank for 12 years, initially as Group Internal Auditor and later
on as General Manager - Finance of Anglo Irish’s Austrian banking
subsidiary.

Chief Office: Nationwide House, Grand Parade, Dublin 6. REGISTERED NO. 148 DUBLIN
DIRECTORS: Michael P. Walsh, 8.Comm., M.B.S.. M.BA., PhD., Chairman. Cornelius PlPower, B.Comm., F.CIS,FCMA . FCCA. M Econ.Sc., D.B.A,, Comp.L.E.I, PhD.
Terence J. Cooney, B.Comm., M.Econ.Sc., FC.A., FC.C.A., FITL John S. Purcell, B.Comm., F.C.A.
Michael P. Fingleton, B.Comm., FC.1.S, F.C C A, Barrister-at-law, Managiag Direator
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The Society also made the following appointments.

- Frank Casey, age 49, was employed to carry out reviews of
commercial lending on a full time basis. Mr. Casey worked in Bank
of Ireland for thirty years. He was, for the last five years of his
career with Bank of Ireland, team leader responsible for group credit
review.

- Martin Noonan, age 53, as Mortgage Administration Manager. Mr.
Noonan worked with Bank of Ireland for thirty - three years where
he gained considerable experience in the mortgage administration
area and was Head of Client Services — Mortgages for five years
before he left the Bank.

'0 ‘ - Dermot O’Malley, age 40, as Human Resources Manager. Mr.
O’Malley 1s a highly qualified and experienced human resources
manager. He worked for ten years with the Diageo Group. (Grand
Metropolitan and Baileys) in a number of postings in Ireland, the
UK and Europe.

In relation to succession planning, there are at least two potential in-house
candidates for the position of Managing Director, namely Stan Purcell,
Finance Director and Gary McCollum the Society’s UK Manager. It is
intended that the person who will be recruited as head of commercial
lending will be of such calibre to be a third possible internal candidate.

The Society advertised for a Head of Commercial Lending on Friday 28
January 2005. The Society has been actively searching to fill this position
ej and has previously advertised publicly for a Head of Commercial Lendin g.

(i)  Internal Audit Function

The Society will forward to the FSR a copy of KPMG’s report on the
internal audit function and the Society’s action plan to deal with any
recommendations arising,

In addition, the Society is proposing the following to address the FSR’s
concerns as regards the internal audit function. The Society plans to
appoint Killian McMahon (currently Acting Internal Auditor) as Internal
Auditor and will also engage specialist service provider(s) to support and
guide him to improve the internal audit function so that within a short
time-frame, the function will be in a position to work towards operating at
best practice levels.

IBRCO1B13 6 IBRC04855-002
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Specialist service provider(s) remit will also be to provide advice,
assistance and expertise as and when required to internal audit with respect
to the audit of specialist areas such as IT and Treasury. The Society will
also recruit qualified accountants with audit experience to strengthen the
internal audit team.

The Society 1s proposing the above course of action for the following
reasons. KPMG have indicated that they consider Killian McMahon a
suitable person to be appointed as Internal Auditor providing he receives
proper mentoring and focused specialist support on an ongoing basis.
KPMG’s view is that with the recruitment of a suitably qualified
accountant to replace Mr McMahon, taken together with a review of the
staffing of the internal audit function and with the necessary support and

® ' guidance from specialist service provider(s), the internal audit function
could be developed to enable the internal audit department review
adequately the high risk areas in the Society and work towards a best
practice standard for the function generally. The Board is of the view that
the proposed approach will achieve the required results at an earlier date
and there would be more certainty than the alternative of engaging external
consultants manage and run the internal audit function.

(iii)) Commercial Lending

Business Plan and Strategy — Lending

The use of the expression “commercial lending” is misleading in the
context of the Society’s lending. The principal focus of the Society’s

e business is on the provision of finance for housing that includes home
loans, residential investment property and housing development. In
aggregate, housing related lending accounts for two thirds of our loan
book. The balance of our lending is focused on leisure (hotels), retail and
offices.

Qur strategy is clear and focused particularly since the enactment of the
Building Societies Act, 1989. We anticipated the increased level of
competition and the consequent pressure on margins. We decided to
diversify into non-home lending particularly in the housing development
market where we would obtain better margins and this we have done in a
gradual and focused manner. The success of our strategy is evident from
our results and we have built up a very strong business going forward.
Although we are active in the highly competitive home loans market, we
do not have the resources to pursue market share. We operate in a niche

IHRCO01B13 7
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market with high net worth customers who have a proven record of
success. Alongside this strategy we have avoided retail banking and exited
from areas such as life and pensions and ATM services. The Board feels
that the objective of this strategy has been highly successful as evidenced
by the strength of our balance sheet and our Accounts for the current year.

We have built our lending on customer loyalty and relationships developed
over time. A substantial part of our lending is repeat business with high
net worth individuals. The Society seeks to exploit its built up experience
in its chosen markets and focuses on identifying opportunities where there
is value in what is proposed at the outset. The combination of repeat
business with successful clients and value led opportunitics has the effect
of reducing the risks in our lending compared with attempting to increase
market share by lending to the broader market.

The Society prioritises its home loans business. No one meeting the
appropriate credit criteria has ever been rejected for a home loan.
However, even though our rates are on a par with most lenders we find it
difficult to generate the volumes we would like because of intense
competition and the share of the market sourced by brokers who have
preferred arrangements with our main competitors. The Society must
utilise the funds available to it in other areas of the lending market.
Notwithstanding the difficulties with generating home loans, the Society
will seek to maintain 30% of our lending as traditional home loans. In
relation to the balance of our lending, we will seek to limit our non housing
related lending to one third of our overall lending. The Society will also
seek to maintain its UK lending at levels consistent with its sterling loans
and deposits.

As set out in the summary below, in Ireland 56% of the Society’s lending
is for home loans (which includes residential investments properties,
“RIPs”). 79% of our euro lending is for home loans, residential investment
property and housing development. In the UK, the Society’s lending is
95% non home loan; however 40% of the UK lending 1s for housing
development. There is no point in financing home loans in the UK as the
margins are extremely low and often non-existent due to competition an
the high cost of funds.

IBRC01B13 8 IBRC04855-004
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In summary, although 63% of lending is non home loan, home loans, RIPs
and housing development loans account for two third of our total lending.

Summary of the Loan Book at 31 December 2004,

Total UK
before bad | Ireland
Total Provisions| debt No €'m % €'m %,
No €m %) €'m} provisions

Home loans (Incl. RIP's) | 24,899 2,102  38% -21 2,123 1 24544 2010 56% 113 5%
Housing Development 320 1,626 29% -48 1,674 193 829 23% 845  40%
Retail, Leisure, Other 1415 1445 26%d -45 1,490 1,146 548 15% 9242 45%
‘ Offices 54 415 7Y% -12 427 30 211 6% 216 10%
26,688 5,588 100% -126 5,714 25913 3598 100% 2,116  100%

100%; | 63%] 37%

Stgt1,474

Systems to effectively monitor, manage and control lending risk.

The Society’s lending risk is controlled in the first instance by careful
underwriting of new lending in line with its lending strategy. All non
home loan applications are dealt with by the Credit Committee. Loans
under €635 K can be approved or declined by the Committee. Loans over
€635 K are either declined by the committee or recommended to the Board
for final approval. Once a loan has been advanced it is monitored through
regular contact between the commercial lenders and the borrower as well
e‘ as an ongoing process of credit review of large and material exposures.

In October 2004 the Society set up a dedicated Commercial Lending
Administration Section to enhance the formal control of lending by regular
compiling of information and reporting on large exposures including fee
sharing arrangements.

This section is managed by Brian Fitzgibbon with Frank Casey carrying

out file reviews and checking the large exposures return. There are also a
number of support staff in this section.

IBRCO1B13 9 IBRC04855-005
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The Society plans to enhance commercial lending administration in the
light of KPMG’s recommendations and the FSR’s requirements to review
and assess the risk of the entire commercial loan book.

The enhancement of commercial lending administration will involve.

- Making available whatever resources are necessary to carry out
comprehensive and up to date reporting on the entire loan book on a
formalised and regular basis.

- Regular visits to large projects by suitably qualified personnel.
Maintaining and documenting the existing constant personal contact
with significant borrowers, including a formal assessment of the
improvement or deterioration in the credit.

- Supplying the Board with quarterly reports that will monitor and
assess the risks on large exposures, profit sharing arrangements,
joint venture development arrangements and restructuring and
moratorium arrangements.

- The Society will review, with the support of KPMG, the adequacy of
our management information systems in relation to all aspects of the
Society’s lending activities.

In addition to the above the Board will carry out a high level review of the
Society’s commercial lending.

This review will set out the Board’s views on
(1) The risk profile of the existing commercial loan book.
(2)  The systems and procedures to review, monitor and report on lending.

(3)  The Board’s appetite for risk i.c. the type of lending and attendant risk
profile the Society plans to take on.

This review will commence immediately and is expected to be concluded by 31
March 2005.

10 IBRC04855-006
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KPMG’s Review of Commercial Lending

The Society has taken on board the recommendations arising from the
KPMG review of commercial lending; however we would make the
following observations in relation to certain items raised in KPMG’s
report.

A. Lack of experience in dealing with a “workout” of a major Sacility

INBS has been involved in non home lending for the last thirty years. In
that time we have been through three recessions and we have not suffered
any material loss in this area of activity. We have over the years
accumulated sufficient expertise in the market to deal with loans in

P difficulty.

Since KPMG’s report was issued, the Society has successfully (i.e. with a
full recovery of all interest and capital advanced) concluded a “workout”
loan. The loan in question amounted to €25 mil. The borrower was

e 2d the security was land in [, This
workout was carried out over a period of three years and was successfully
concluded through expertise within INBS.

B Effect on liquidity of a delay in cashflow associated with a workout
of a major facility.

The Society notes KPMG’s comment on this item but feels that as long as
® the Society remains profitable and financially strong it will have access to
the funding markets both retail and wholesale to allow it maintain
sufficient liquidity. Our liquidity has never been affected by any delay in
realising a loan. Since the beginning of January, the Society raised a
further €750 mil under its EMTN programme for a three - year term at a
favourable margin of 17 bps plus costs. We were offered funding of €1bil.
in one day. This is clearly an endorsement by the financial markets of the
Society’s performance and business strategy-

IBRC01B13 11 IBRC04855-007
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C.  Appendices

In the appendices to this letter the Society has commented on items raised
at our meeting on 3 December 2004 and in the Schedule attached to your
letter of 9 December 2004.

The additional items dealt with in the appendices are:

/. Customer Confidentiality

Concern was expressed at our meeting on 3 December 2004 about this
exposure.

As mentioned at our meeting, four members of the Board met

o in July 2003 and visited one of the sites he is currently
developing. In the appendix, we have set out an update on this exposure.
On the basis of the most recent information, the Society expects to carn fee
income in excess of €20 m on these loans.
2. Joint Ventures — subsidiary companies
I'have set out the background and a current update of the activities of the
joint ventures and subsidiaries. The Society has earned over €38 m in pre-
tax profits over the years from its property development subsidiaries.

3. Comment on KPMG s Commercial Lending Review

» This section of the appendix sets out the Society’s comment on items
e raised in the commercial lending review.

2. Regulatory follow-up

(a) Capital Adequacy Requirements

The Society notes that the minimum capital adequacy requirement has
been increased to ten percent from nine per cent with effect from 1 J anuary
2005 for the reasons discussed at our meeting and set out in your letter of 9
December 2004. The Society is concerned with this increase. The
increase does not reflect the performance of the Society, 1s not
commercially justified and will undoubtedly affect our eredit Fating.

IBRCO1B13 12 IBRC04855-008
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(b)  Other Regulatory Requirements

(i) Property development exposure limits

Our primary property development exposure is hich 1S
discussed in detail in Appendix 2. The Society currently has three property

development exposures.

- Four sites in the e that are being developed

for housing. These sites are held in a subsidiary company,

Clearstorm Ltd. The Society owns 51% of the shares of Clearstorm
Ltd with 101ding the remaining 49%. The

Society’s total exposure is €111.2 m.

‘ ; - Property in the TR This property is not a development
property at all; 1t 1s an investment property and is treated as such in
our Accounts. It was included in the property development schedule
following a request made some years ago by the Central Bank. This
property will be disposed of in 2006 and 2007. The Society’s total
exposure 1s €3.2 m.

- A site in ST hich the Society will develop for housing.
The Society’s total exposure is €0.1 m.

The Society’s notes that the FSR has decided to reduce the property
development exposure limit from 10% and 25% of Own Funds for an
individual and the aggregate development exposure to 5% and 12%
respectively. At the end of December 2004 the actual exposure was 7.38%
and 17.01% for an individual and the aggregate exposure.

The Society feels strongly that this arbitrary reduction in the ratios which
would force the Society to either breach existing legal agreements or result
in the Society being in breach of the reduced ratios now being imposed is
not justified and the limits of 10% and 25% should remain for the
following reasons.

- The Society currently has two joint ventures developments. The
Society’s first joint venture development began in 1992 and all have
been successful to date earning over €38 m with further profits
expected over the next few years from the existing ventures.

IBRCO1B13 13 IBRC04855-009
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- The Building Societies Act envisaged Societies investing directly in
residential development. The Society’s property developments have
all been housing developments in line with the aim of the Act.

- The Society’s joint venture partners, [ReISCEae e =M and

Customer Confidential are two of the most successful Irish
property development businesses in recent years. Both are well
tested and reliable partners in achieving successful and profitable
results both in Ireland and the UK.

In any event the Society would ask the FSR to reconsider any immediate
) reduction of these limits as the Society’ actual development property exposure
o i would be in breach of these limits and would remain in breach for some time
to come. The Society cannot reduce its current exposures without breaching
existing legal commitments given to its joint venture partner
nd risking damaging the relationship with a valued and
successtul borrower that was built up over the past twelve years.

(i) Large Exposure Requirements

The Society feels strongly that it is not correct to aggregate the exposure to
Clearstorm Ltd of €111 m. with its lending to Customer Confidentiality ~— yg
€77 m. The Society’s majorlty owned (5 1%) sub51d1ary, Clearstorm Ltd, is

the owner of sites in the | -that were acquired to

develop for housing. The sites are 1ncluded in the Society’s Accounts as
: Other Assets. There is not a full loan-type exposure to
® pn respect of the borrowing of our subsidiary Clearstorm Ltd. We would
also point out that the sites held by Clearstorm Ltd are among the most
profitable opportunities for housing development the Society has engaged in.

The requirement to aggregate the full develo

' pment property exposure of
Clearstorm Ltd with the lending exposure to Customer Confidentiality SRS
reporting date, 31 December 2004, would result in thel etk cXposure

exceeding the 25% limit for a large exposure.

The Society would ask the FSR to reconsider this requirement and would DIOpOSe
that as Clearstorm Ltd is 51% owned by the Society and 49% by ISEEERtEREh | - (
49% of the Clearstorm exposure is included in the Customer Confidentiality  §

large exposure.

10
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In Summary, The Board is actively addressing all the matters raised in your
letters. However the Board is satisfied that the Society 1s run in a professional
manner as evidenced by the consistent and strong performance with an unbroken
record of increased profitability over thirty years. During that period we have
annually increased our staff numbers, had no redundancy programmes or closed
branches. The Society has built up an exceptionally strong balance sheet with
profits before tax for 2004 in excess of €135m and reserves and provisions of
over €800m with a return on assets of 1.86% for the year.

Yours sincerely,

A

Michael Walsh
Chairman

i
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APPENDIX (1)

Customer Confidentiality

Exposure at 31 December 2004 €109 m - % of own funds, 16.17%
Projected profits €88 m INBS share €25 m

Customer Confidentiality

oo e e re the principals involved in the
g as undertaken a number of extensive residential and commercial
property development schemes within and the 5.

Customer Confidentiality

The Society has three fee agreement loans with the group:-

T Oir p 1
A €18 m loan to purchase two sites in [T o develop for
residential apartments and retail at i CEES 2nd ten houses on another

smaller site, TR

Planning has been submitted for a number of schemes with different densities on the

Ay A T

BT | ¢ outcome of a full planning enquiry, as to which

scheme has been approved, is expected in the first quarter of 2005. Planning
permission has been obtained for ten houses on the [ ST sitc and
construction is now underway with completion expected in July 2005.

The projected profit on ST Site is €12 m approx., the Society’s fee
1825%1.e. €3 m.

‘ The projected profit on TS is €3.5 m, the Society’s fee is 25% i.e.
@ €875k

o |
A €42 m loan to purchase T . 2 0.77 acre site zoned for

residential use.

roposals for a residential scheme to include town houses and apartments are
at planning enquiry stage with a final decision on the number of units due in February

2005, ’
The projected profit on Sl is €27 m approx., the Society’s fee is 30% ,le.
€8 m.
1
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S o,
A €49 m loan to purchase the former GG - I
“ oy ]

re to develop the 3.25 acre site into a mixed use residential and
commercial scheme incorporating private, affordable and key worker housing, along
with commercial, leisure and retail usage. After substantial detailed negotiation with

the Local Authority planners, a formal planning application has now been submitted.

The projected profit on 1s €45 m approx., the Society’s fee is 30%

i.e. €13 m,
2
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APPENDIX (2)

Joint Ventures — Subsidiary Companies

In line with the overall aim of the Building Societies Act, 1989 (as amended) (set out
in its explanatory memorandum) that building societies “be a major source of funding
for housing by investing directly in residential development™, the Society has been
involved through its subsidiary companies in residential development with joint
venture partners as far back as 1992. In August 1992 Pangrove Ltd, a 100% owned
subsidiary, purchased a 70 acre site in [ . This site was profitably
developed into 800 houses, apartments and a shoppin g centre 1n conjunction with
SR Since then the Society has completed a number of inint
venture developments with Customer Confidential
m all of which were profitable as set out in the attached Schedule 2. This
schedule shows profits before tax earned by our subsidiaries to date of over €38 m.
At present there are joint venture developments in two subsidiaries and both are
expected to generate substantial profits over the next few years.

Vernia Ltd

Vernia in conjunction with has been involved in acquiring and
developing residential land around since 1995. To date profits of €24 m have
been booked. At the end of December 2004 Vernia had funds on deposit of €16 m,
the remaining land held stands at a cost of €5 m. This land, most of which received

: e planning permission in 2004, is expected to realise profits for Vernia of €4 m to €5 m
in 2005.

Clearstorm Ltd

In recent years successful developments with Customer Confidential il oirp
through a subsidiary Customer Confidential earned profits of over €5 m. The
Society through its 51% owned subsidiary Clearstorm Ltd is now involved with
BT i dcveloping sites in the [T

The Society’s total exposure is €111 m. (16.5% of Own Funds) and the Society’s
share of the projected profit is about €100 m.
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The various properties acquired by Clearstorm Ltd have been grouped into three
developments.

() I T

The planning application for a predominantly residential mixed use development is
currently being drawn up for this site. This will comprise the following:

Use Approx. NIA Sq Ft
2,460 Residential Units 1,293,550
Public Exhibition Space 45,000
Leisure/Health Centre 17,000
Management Office 7,200
o Training Centre 6,000
.I Flexible Workspace 19,000
Restaurant/Retail 47,000
Clinic/Dentist/Nursery 12,000

A turther planning application will be submitted for a pedestrian bridge to be
constructed over the linking IR to T

In early December 2004 a public exhibition was held to present the “Vision” and
draft proposals to local communities. This proved to be very successful. It is
anticipated that this planning application will be ready for submission by the end of
the first quarter of 2005. Consent is expected to be given in 2006/2007. As the
scheme is very dense in nature, Clearstorm Ltd will achieve a low cost per unit in
terms of land cost which equates to c£10k per apartment. This excludes the
commercial part of the development. Based on the planning densities, a development
profit of £120 m is anticipated. INBS’s share, 25%, would amount to £30 m,

.‘ (€40 m.).
() B

A masterplan for these parcels of land is currently being prepared. A preliminary site
solution is expected to be finalised by the end of the first quarter of 2005. The
planning is likely to consists of 1,300 residential units and a mixture of other units for

other uses. A series of meetings with the
are currently taking place. It is

anticipated that the planning application will be ready for submission in the second
quarter of 2005 with a decision in 2006. As the development is
expected to have 1,300 units, this will equate to c£18K land cost per residential unit,
which is a low cost per unit. Based on the planning densities, a development profit in
the region of £40 m is expected. INBs’s share, 25%, would amount to £10 m,
(€14m.).
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G) T

Architects are in the process of being appointed for this development as preliminary
concepts are being prepared. It is envisaged planning will consist in the region of
2,500 — 3,000 units with various other uses. It is expected that a planning application
will be submitted towards the end of this year. Based on the planning densities, a
development profit in the region of £140 m is expected. INBS’s share of 25% would
amount to £35, (€50 m.).

Cedarclose Ltd — SRSl esidential development
The Society developed houses in through its 100% owned

subsidiary Cedarclose Ltd. The Society did not operate with a joint venture partner
on this development. This development involved the Society developing the houses
e ' Onits own but there were unforeseen problems including flooding caused by a freak
L tide that raised concerns by potential customers. In addition, the location was too
remote. This development resulted in a loss 6f €1 f.
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APPENDIX (3)

Comment on KPMG’s Commercial Lending Review

Joint Ventures and subsidiaries

As mentioned at our meeting on 3 December 2004 the Commercial Lending Review
is KPMG’s report and we would question whether they fully understood the joint
venture operations of our subsidiaries. We would point out that:

* The legal documents and agreements are completed and in place for Clearstorm
Ltd and all the property it holds. In the UK the Society uses the services of
, Howard Kennedy, Solicitors. The partner we deal with is highly regarded in the
London property business.

e * The Society underwrites its joint venture loans in a proper manner. These
advances are discussed and vetted at the highest level in the Society with the
principals of our joint venture partners. The progress of the development is
monitored and reviewed on an ongoing basis. Updates on the progress of these
developments are provided to KPMG Dublin (Vernia) and KPMG London
(Clearstorm) as part of the information supplied to enable them carry out the
annual audit of the subsidiary companies.

* We disagree with the concern raised about a “potential conflict of interest where a
joint venture partner is also a customer of INBS”. Our joint venture partners are
people we have had successful and profitable dealings with over many years.
There are both very high net worth individuals with whom we have built up a
good relationship and trust over many years.

@ e The fact that the Society owns all or a majority of the shares in a joint venture
company reduces our exposure to the joint venture partner as the company which
INBS controls owns the sites. We feel it is not correct to aggregate joint venture
exposures with the borrowings of the joint venture partner to determine the
Society’s exposure to him as a customer.

Moratoria and “restructured” loans

The issues raised by the report in relation to moratoria and restructured loans are not
valid. If a transaction, say a residential development, is not complete or has not
reached the stage of completion envisaged at the outset, an extension of the term is
practical and expected in the short term. The loan is extended on the basis that it is
going well and will come to fruition. The term restructurin g 1s a misnomer in the
context of these loans. In order to track moratoria loans we look at what we are
involved with in terms of its operation and its success.
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The Society is not taking a “punt”. As with all lending the Society 1s making a
commercial decision based on our experience with the borrower, assessment of the
value on day one, an independent valuation of the property and ongoing reviews and
assessment.

Margin on Lending

The report makes reference to the margin on lending. The Society’s view is that the
return on assets is a better measure of success. To focus just on “margin falling” is
not valid. The margin is a function of competition in the lending and borrowing
markets. The return on assets results from managing the mix and volume of business
and seeking to earn fees in addition to the margin on lending.

Pre-tax profits earned by the Society as a percent of average total assets compares
favourable with other credit institutions as set out below:

‘ i Return on Assets
Year 2000 2001 2002 2003 2004
INBS 1.92% 1.88% 1.95% 2.03% 1.86%
EBS 0.47% 0.55% 0.68% 0.68%
AIB 1.60% 0.69% 1.59% 1.24%
BOI 1.59% 1.42% 1.38% 1.21% 1.37%

é Anglo 1.37% 1.40% 1.43% 1.50% 1.67%

7
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SCHEDULE 1

Irish Nationwide Building Society Development Property Exposure at 31st December 2004

Euro k Eurok Development
With
Clearstorm - | 34,243
Clearstorm - T 12,332
Clearstorm - T 14,901 27,233
Clearstorm - TSN 12,260
To complete 37,463 49,723
Customer Confi...
Sub Total 111,199
Portion of e 21,962
Less deposits held relating to this property (18,716) 3,246
Qir 126
Cedarclose jeRTIR Note 1 Nil
Total 114,571 (A)
Own Funds (per Prudential return page 34, December 2004 ref. 340) 673,461 (B)
(A)as a % of (B) 17.01%
Largest Single Development as a % of (B) IR 7.38%
Total Clearstorm Exposure as a % of Own Funds 16.51%
Note 1:
Cedarclose Ltd has completed its housing development in T The development

resulted in a loss of € 1.1 million which has been written off. In addition to this loss a provision of

€ 200k remains which relates to the possible cost of remedial work to a foul water sewer. The liability is

contingent upon the results of a cctv survey of the foul sewer and any subsequent negotiations with

the local authority. The site suffered from a freak tidal flood which affected the construction, marketing

and completion of the development.

Note 2:
5 % of Own Funds amounts to :

12 % of QOwn Funds amounts to :

23

€k

33,673

84,183
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1994
1995
1996
1997
1998
1999
2000
2001
2002
2003
2004

Total

Notes:

Document ID: 0.7.2321.39576

SCHEDULE 2

Property Development Subsidiaries — Profit Before Tax 1994 — 2004,

Pangrove Yernia Cedarclose Landor DW Clearstorm Total
Ltd.
€ € € € € €
1,029,146 0 -25.344 0 0 1,003,802
497,339 0 157,276 0 0 654,615
52,327 -130,840 129,210 263,133 0 313,830
102,216 -253,154 41,635 2,005,897 0 1,896,594
745,692 -678,468 =154 21,334 0 87,804
74,899 -202.208 -30,900 35,799 0 -122.410
6,769,339 16,962,617 -148,514 1,499,790 0 25,083,232
37,165 517,697  -1473,780 1,424 273 0 -530,039
150,235 6,346,340 414,078 0 0 6,082,497
1,562,657 326,935 93,221 0 -25,393 1,957,420
112,110 1,056,190 716,607 0 21,150 1,863,757
11,133,125 22,909,715 -955.421 5,250,226 -46,543 38,291,102

1) Results for Landor (DW) Ltd and Clearstorm have been converted from Stg at a current
exchange ratc of £0.70 = €1.

2) Results for 2004 are draft and subject to audit

3) The total loss of € 955 k for Cedarclose comprises a realised loss on the housing

development in el of € 1.1 million plus a provision of € 200 k to
cover possible remedial work to a foul sewer less earlier profits on unconnected

developments ic JCHFE& TN of €345 k.

4) The loss in Clearstorm relates to administrative expenses. Intercst is eapitalised.

24

IBRC04855-020



Document ID: 0.7.2321.39593

vvvvvv VU LU e 1 MR UUVLUVURTOU Liv auiw [FARVIVYS

N

IRISH NATIONWIDE

BUILDING SOCIETY

www.irigh-nationwide.com
Nationwide House, Grand Parade, Dublin 6. Telephone: (01) 6036000 I'ax: (01) 6096200

Dr, Liam O’Reilly

Chief Executive

Trish Financial Services Regulatory Authority
PO Box 9138

College Grecn

Dublin 2

8 April 2005

Dezr Liam,

I refer to your letter dated 22 March last which has been discussed ty the Board, My
response uses the headings in your letter for ease of reference.

Corporate Governance

The Society will expedite the process of recruiting a Head of Cor umercial Lending
with the intention, as already stated, of employing a person of suffii:ient calibre to be
appointed as an additional executive director.

The Society will also seek a suitable person to act as a non-executive director before
the end of this year if the search for an executive with director potential proves
fruitless. '

e Internal Audit function

The audit committee has been considering a revised audit plan for 2005 in the light of
KPMG’s report. The committee will submit a revised audit plan to IFSRA before the
end of this month.

This year the Socicty intends to engage specialist service providers to assist the
Internal Auditor in audits of 1.T, Treasury, and Commercial Lendin;z and Commercia)
Lending Administration. The Society will employ a leading accountancy and / or a
consultancy firm, other than KPMG for independence reasons, to provide specialist

services.

The Internal Auditor is working with KPMG who will overse: arrangements in
relation to the continming development of his expertise.

Chief Office! Natlonwida House, tirand Parade, Dublin 6. REGISTERED NO. 14B JUBCIN
DIRECTDRE: Michas! F. Walsh, B.Camny, M.B.S., M.B.A., PhD., (halrman, Cometius P. Power, B.Cormm,, FC.LS, FC.M.A, FC.C.A, M.Econ.Sc., 0.8.A., Camp.LE.l. PhD,
Taretrs J, Comey, B.Comm., M.Econ.Se., FC.A, FC.CA, FLTL John 8. Purcell B.C ynm., F.C.A, .
Michael P Fingleton, B.Comm., FC.LS., F.C.C,A., Bartiter-at-uw, Mansging Dil sctor. xror.
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CONTINUATIDN NO IRISH NATIONWIDE BUILDING SOCIETY

Commercial Lending

My letter of 31 March last addresses the issues raised under this hea:ling.
Regulatory follow-up

Cypital adequacy requirements.

Following the anmpal sudit and signing of the 2004 accounts the Society solvency
ratio now stands at 13.9%. The Society has always maintained a solvency ratio in
excess of 10% and would intend to continue to do so. However, 2s we have already
indicated, a formal increase in the minimum ratio to 10% will affect our credit rating.
We would ask IFSRA to considet retaining the minimum ratio fo1 the time being at
9%; with a commitment from the Society that it will continue to inaintain a ratio in

" excess of 10%. As provided in motice BSD S 1/00 this miniigum ratio can be
reviewed from time to time.

Otiher Regnlatory Requirements
Property development exposure limits.

The Society notes that IFSRA, having considered our commients, expects the
Society’s development property exposure to be halved to 5% and 12% of Own Funds
from 10% and 25% for individual and aggregate exposures, respectively, The
development property exposure at 31 March 2005 (see schedule 1) largely consists of
loans to Clearstorm Ltd, a 51% owned subsidiary. The Society estimates that
repayment of the advances to Clearstorm will commence in 2003 / 2010, which is
what we expect to happen based on our past experience of these tyr.es of projects.

L.arge Exposure Requirements

Customer Confidentiality

IBRCO1B13
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CONTINUATION NO IrisH NATIONWIDE BUILDING SOCIETY

IFSRA to facilitate the transfer of the Society into new ownership by waiving the 15%
resiriction in Section 102 as permitted under Section 102 (4) of the 4.ct.

In the light of the above concerns, I would like fo meet with youl to discuss these
issues further.

Yours sincerely,

WL

Michael P. Walsh
‘ Cliainman

IBRCO1B13
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Bla —Composition skills and experience of board and board subcommittees

B1d — Adequacy of board oversight over internal controls to ensure that risk

is properly identified, managed and monitored.

B2b — Appropriateness of credit policies, delegated authorities and exception

management

B6a — Effectiveness of internal audit oversight and communication of issues

related to governance, property-related lending strategies and risks and

funding and liquidity risks

Information Summary (Section33AK)

Note: All references are aggregated

Document Category

Time Period

Correspondence

Q2 —-2002
Q3 -2004
Q4 —-2004
Ql-2005
Q4 - 2006
Q4 - 2007
Ql-2008

INQO1B36
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The financial regulatory authorities® (FR) engaged in correspondence with a
medium-sized financial institution on multiple occasions throughout the period
2002-08. The Inquiry has identified 8 of these letters for the purposes of
pursuing certain of its Lines of Inquiry with witnesses from the institution
during the public hearings.

A number of key themes, concerns and issues were identified by the FR
throughout the correspondence;

e (Corporate Governance

e Lending and credit policies and resources

e Internal Audit — resourcing and functioning

e Treasury and Liquidity — policies and procedures
e Regulatory Reporting

Corporate Governance
Issues identified by the FR included:

e Lack of detail in board minutes as to topics discussed (Q1 2002)-
this point was also raised in 1999.

e Over-reliance on a single individual within the management
group, small size of the executive management group and the
failure to replace a key senior executive after more than a year
(Q3 2004).

e Concern over the size and experience of Senior Management
group, a lack of succession plans for key executives, the absence
of a Head of Commercial Lending and the failure to replace a key
senior executive (see point above) after nearly 2 years. FR
required the institution to set out plans to deal with each of these
issues. (Q4 2004).

e Concern expressed over extent of delegation of board powers to a
member of senior management. How is this delegation defined

! The term “financial regulatory authorities” is used in this summary to refer to the relevant regulatory
authority be it the Central Bank or the Financial Regulator depending on the date of the correspondence.

INQO1B36
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and monitored? More detail required in board minutes. Need to
undertake a board performance review annually. (Q4 2006)

e Concern expressed over the significant degree of approval
authority which rests with previously referenced member of
senior management (Q1 2008)

e After a number of years of correspondence on these matters, the
FR wrote to the institution in Q1 2008 summarising its concerns
once again and requiring it to:

O Recruit 3 additional Directors of which 2 must be
experienced INEDS
0 Appoint a Chief Operating Officer
Appoint a Head of Commercial Lending

o

O Board to consider and report to the FR on alternative
strategies in the event that the institution is not sold.

e Composition and Functioning of the Audit Committee (AC)

0 Conduct of AC meetings and maintenance of a quorum (Q2
2002)

O Requirement to submit a detailed audit plan to the FR and
to enlist external assistance to complete the plan (Q1 2005)

O AC minutes to reflect discussions on adequacy and
resourcing of the Internal Audit (IA) function. AC to have
responsibility for oversight of the IA function (Q4 2006)

0 AC to meet with the Head of Internal Audit in the absence
of management at least annually. Meeting to be minuted
(Q4 2006).

0 AC meetings with external auditors to be minuted (Q4
2006).

0 AC requested to review appropriateness and adequacy of IA
audit process and independent authority (Q4 2007)

INQO1B36
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e Composition and Functioning of the Credit Committee

0 Need to have Terms of Reference put in place (Q2 2002)

0 Recording of decisions in relation to credit risk management
(Q4 2006)

0 Credit Committee required to report formally to the Board.
(Q4 2006)

O Meetings must have a quorum in order to make a valid
decision. Only 3 out of 27 meetings achieved a quorum in
2006. (Q4 2006)

O FR noted that the operation of the Credit Committee
needed to be strengthened (Q1 2008).

O Minutes should be signed by all attendees. (Q1 2008)

Lending and Credit

e FR concerned general lack of resources in the commercial lending
function. Focus on driving new business means that there is
insufficient time for review of existing loans (Q2 2002).

e Concern over lack of a formal independent review of commercial
lending and a potential lack of adequate oversight (Q2 2002).

e Concern over level of staff turnover in home-loan section and
consequent inexperience of underwriting staff (Q2 2002).

e No Head of Function in place for Commercial Lending (following
departure of previous incumbent) and lack of progress in
extending review process to all Commercial Loans (Q3 2004).

e FR required the institution to have an independent review of the
Commercial Loan business carried out and forward the results to
them.(Q3 2004)

e FR concerned over significant shift in risk profile of portfolio (from
domestic to commercial) in a short period and that control
mitigants have not kept pace with these changes. Also concerned
that there is no Head of Commercial Lending function in place.(Q4
2004)

INQO1B36
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e FRrequired the institution to set out a clear strategy and business
plan for its lending business and for its risk appetite. The plan was
to be presented to the FR by Q1 2005 (Q4 2004).

e FR recommended that the Commercial Lending Review report
include more analysis of the loan book. (Q4 2006).

e Regular contact with significant borrowers should be documented
(Q4 2006).

e Loan reviews should include valuations and financial statements.
(Q4 2006)

e FR again questions the adequacy of controls and risk management
in place for large commercial property. Recommends that a
review of connected borrowers’ exposures be undertaken at least
annually ( Q1 2008).

e FRrecapped on its previous concerns over credit risk management
stretching back to 2004 including the growth in the commercial
loan book, increase in borrower concentrations, increase in the
size of commercial loans and an increasing reliance on the UK
market (Q1 2008)

e FR required the institution to forward a copy of the report on the
audit of the commercial loan book to it and to undertake a further
review in September (Q1 2008).

Internal Audit Function
e Q22002

FR raised concerns over the level of resources and the experience of
staff in the Internal Audit function. Specifically they identified a lack
of expertise in IT and Treasury areas (also raised in 2001). They noted
that the 2001 plan had not been completed due to lack of resources
and also noted a lack of progress in implementing a risk-based
methodology for auditing.

INQO1B36
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e Q3,Q4 2004

FR noted that the level of resources in Internal Audit continued to be
inadequate. Continued lack of expertise in IT, Treasury as well as
Commercial Lending. Recommends a comprehensive review of the
Internal Audit Function.

The departure of a senior member of line management heightened
the FRs concerns . They required the institution to;

(i) recruit a senior experienced person to manage IA.
(ii) review adequacy and expertise of staffing

(iii) outsource the IA function until both above are resolved.

e Q42006
FR required the Audit Committee to monitor the IA function.

Expected that an external consultant would carry out the review of
Commercial Credit due to be undertaken.

e Q42007

FR surprised at 100% level of positively rated audits in light of serious
issues identified in a number of these audits.

Treasury & Liquidity

INQO1B36

e Q22002

The FR noted that the Asset and Liability Committee (ALCO) had no
Terms of Reference. No reports were prepared for members ahead of
meetings and the Committee did not provide any reports or feedback
to the Board.
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Credit function was not represented on the Committee.

Treasury policies on hedging FX and interest rate risk were unclear.
Policies were not reviewed and approved by the Board annually.

There was no proper segregation of duties between front and back
office.

e Q32004

FR highlighted that Treasury policies lacked sufficient detail. Neither
were there any detailed procedures in place.

FR required confirmation of segregation of duties between front and
back office. (see 2002 comment above.)

e Q12008

FR raised a concern that the institution only had access to funding in
the local market. They decided to carry out a review of the
management, monitoring and reporting of liquidity in Q1 ’08.

Regulatory Reporting.
e Q22002

FR commented that a breach of Liquidity Ratio in Q4 2001
highlighted a lack of sufficient control and a breakdown in certain
existing controls.

e Q3 Q42004

FR concerned by continuing breaches of Large Exposure (LEX) limits
and apparent lack of controls around same.

INQO1B36
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FR decided to increase the institution Min Capital Adequacy from 9%
to 10% wef Q1 2005 as a result of its concerns over the shift in risk
profile in the institution’s loan book.

FR reduced limits for holding and development of land from 10% and
25% of Own Funds to 5% and 12%

FR required the institution to aggregate all exposures to customers
including JVs in its LEX report.

e Q12005

The FR confirmed its decision, made in Q4 2004 to increase the
institution’s Capital Adequacy ratio from 9% to 10%.

e Q12008

FR informed the institution that it required the institution to increase
its solvency ratio from 10% to 11% due to its ongoing concerns over
the issues raised in 2004 concerning the composition and risk of the
Commercial loan book.
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THEME: B1

Effectiveness of banks’ board governance,
client relationships and business models

LINE OF INQUIRY: B1b

Integrity of financial reporting
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KPMG

1 Stokes Place

St. Stephens Green
Dublin 2

Tel +353 (1) 410 1000
Fax +3563 (1) 412 1000

Private & Confidential
Directors

Irish Nationwide Building Society
Grand Parade

Dublin 6

14 November 2008

Dear Sirs

Corporate Governance review

In accordance with our engagement letter dated 27 May 2008, we have
completed a review of the Corporate Governance frameworks at Irish
Nationwide Building Society (“the Society™).

The report primarily addresses recommendations arising from our review of
the current Corporate Governance frameworks evaluated against best
practice guidance. We have included in Appendices A to I appropriate
extracts from a number of sources of guidance on current best practice.

The report is intended solely for your use. Our report is provided on the
basis that it is for your information only, and it is not to be copied or
disclosed to any third party without our prior written consent. However, we
are aware that a copy of the report will be presented to the Financial
Regulator, in their capacity as regulator to the Society, and we consent to
the use of our report in that regard.

Document ID: 0.7.2256.50489

We would like to thank the executive and non-executive directors and senior
management of the Society for their time and assistance during this review.

If you have any questions, please do not hesitate to contact us.

Yours faithfully

KPMG
Chartered A ccountants

IBRC01B03
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The contacts at KPMG in L]
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Background, scope and objective

Background

Irish Nationwide Building Society (hereinafter “INBS"), is an Irish Building Society regulated by the Financial Regulator. It is a mutual
society owned by its members. The Society operates from a head office in Dublin, with approximately 200 employees, from which a
network of branches, agents and brokers is managed. INBS has a network of branches throughout the Republic of Ireland and also
has operations in Belfast and the Isle of Man.

The Society operates a niche business model, its primary focus in recent years has been the successful growth of its Commercial
Loan book. To date, Commercial Lending has concentrated on a relatively small customer base and its customers are well known to
the Society. The speed of decision making (all lending decisions are approved by the Credit Committee or if urgent the Chief
Executive and two members of Credit Committee) has provided the Society with a competitive advantage which it believes is
recognised and valued by its customers. In recent years, the Society has been successful with this strategy and has attained
profitable growth increasingly underpinned by supplemental arrangement fees where it takes a percentage of the final development
profit on top of its normal lending return.

Following the enactment of the Building Societies (Amendment) Act 2006, the previous legislative restrictions over the ownership of
building societies following conversion had been removed. Since the Act, INBS had actively sought to change its mutual status, and
during 2007, the Society had commenced the initial stages of a sales process with interested parties to achieve its core objective of
maximising value for members. It was considered that a demutualisation and sale of the business would remove existing funding
constraints (minimum share deposit ratio of 30%), provide access to fresh capital and provide the potential to fully realise the value
of its Branch network and existing customer relationships.

However, in Q1 2008, credit markets significantly tightened and market conditions deteriorated reducing the probability of an
acceptable transaction. The Board of INBS have now refocused their efforts on managing the current loan portfolio and identifying
and sourcing, when necessary, adequate funding in both the wholesale and retail markets. Recently, the Board, in conjunction with
the Financial Regulator, has recognised the need to strengthen its composition and has appointed two new non-executive directors,
thus expanding the number of non-executive directors to five.

M 2008 KPMG Ireland, the Irish member firm of KPMG International, a Swiss cooperative. All rights reserved. The KPMG logo and name are trademarks of KPMG International 4
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Background, scope and objective

Scope and objective

In July 2008, INBS engaged KPMG to review the design of its Corporate Governance frameworks. This entailed a review of the following
elements of the Society’s framework:

e Board of Directors - Function, composition, remit, frequency of meetings and documentation received.

e Sub-committees of the Board - Function, composition, remit, frequency of meetings and reporting to the Board.

e Controls exercised by the Board of Directors in decision making process, including delegated authorities to operational
management.

e Board of Director’s responsibility for strategic leadership and oversight.

e Board of Director’s responsibility for monitoring and evaluation.

The objective of our review was to perform an independent assessment of current Corporate Governance frameworks and make
appropriate recommendations relevant to the organisational profile of the Society.

M © 2008 KPMG lIreland, the Irish member firm of KPMG International, a Swiss cooperative. All rights reserved. The KPMG logo and name are trademarks of KPMG International 5
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Our approach

To effectively review the Corporate Governance structures at INBS we followed KPMG's proprietary Corporate
Governance framework. This involves assessing the current INBS structures under 5 key headings:

SUSTAINABLE VALUE

GOVERNANCE EFFECTIVENESS AND ACCOUNTABILITY
e Board Operations - the Board's ability to manage its own activities: the effectiveness of the leadership is
critical to the development of a strong governance structure.

e Strategy - the Board's role in the strategy process: the effects of the organisation's oversight and
management functions need to be aligned as an important step in realising strategic objectives.

e Corporate Culture — the Board's role in overseeing the achievement of ethical behaviour in the organisation:
efforts to ensure ethical behaviour and protect the organisation’s reputation are part of the fabric of
governance.

® Monitoring and Evaluation - the Board's role in monitoring management and evaluating its performance
against defined goals: it is crucial that what management should be doing is defined and that those activities
be measured.

e Stewardship - the Board's responsibility towards stakeholders and accountability for their interest: those
responsible for the oversight and leadership of enterprises must be appropriately accountable to stakeholders.

Our approach involved:

o A "Desktop” review of relevant documentation. A full list of the documents included in this review is included
in Appendix K.

® Interviews with key personnel (Board of Directors and senior management). See Appendix J for a list of
interviews performed.

e Evaluate findings against “best practice” Corporate Governance structures appropriate to the organisational
profile of INBS.

Much of the current corporate governance requirements apply to listed public companies. However, as INBS is a
mutual society and a public interest entity, there are stakeholder expectations that INBS's corporate governance

frameworks would mirror best practice guidance where appropriate. As part of this review we have been guided
by the following “best practice” guidance:

Financial Reporting Council — The Combined Code on Corporate Governance.
European 4th, 7th and 8th Directives.

Companies Acts and Building Society Acts.

Standard and Poor’s Corporate Governance Scores (CGS) rating criteria.
Moody's Corporate Governance Assessment

SUSTAINABLE VALUE Basel Committee on Banking Supervision — Corporate Governance principles

M © 2008 KPMG Ireland, the Irish member firm of KPMG International, a Swiss cooperative. All rights reserved. The KPMG logo and name are trademarks of KPMG International. 6
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Summary of major observations and recommendations

ference Major observations Recommend ns
1 ® The Society has an established and functioning Board of Directors currently ® The Board should consider appointing another Executive Director to
consisting of four Non Executive Directors and one Executive Director (the balance the composition of the Board and to assist the Board to
Finance Director). We note an additional Non Executive Director will shortly be successfully implement the current strategy.
appointed.
o Furthermore, the Board should develop formal succession plans for
e The former Managing Director, upon reaching seventy years of age, ceased to be Executive and Non-Executive Directors and key senior management
a Director (in accordance with Society Rules) and is now the Chief Executive of positions, in particular the Chief Executive and Commercial Lending
the Society. As such, despite being the most senior official within the Society, he Department Manager. As part of this process consideration should be
does not have the same statutory and fiduciary responsibilities as members of the given to strengthening operational management particularly in the
Board. Furthermore, a formal succession plan has not been put in place for the Commercial Lending and Liquidity Management functions.

Chief Executive.

® Given the exceptional market circumstances, we believe that the current
Chief Executive should be a member of the board, acknowledging the
fact that this would require an amendment to the Society Rules. In
addition, a formal succession plan should be developed for the current
Chief Executive.

M 2008 KPMG Ireland, the Irish member firm of KPMG International, a Swiss cooperative. All rights reserved. The KPMG logo and name are trademarks of KPMG International 7

IBRC01B03
43 IBRC00955-007



Document ID: 0.7.2256.50489

Summary of major observations and recommendations

ference Major observations Recommend ns
2 ® There is no formal determination process of Director independence by the Board ® The Board should implement a formal assessment of Director
prior to nomination/recommendation or on a continual basis following election. independence prior to nomination and/or recommendation. This
We particularly note that Mr. David Brophy was co-opted to the Board in February assessment of independence should be performed annually for all Non-
2006 and formally elected by members at the April 2007 AGM. At the time of the Executive Directors. (Further guidance on Director independence is
election Mr. Brophy was Group Director of Corporate Finance with Smurfit Kappa. included in Appendix B).

However, in September 2007, Mr. Brophy was appointed Chief Operating Officer

*(and subseguently Chief Executive Officer) °f ® The Board should develop a Conflicts of Interest policy which outlines
Directors obligations, defines conflicts (with examples) and outlines
procedures to declare and manage conflicts.

e Furthermore, while we recognise there is an annual declaration by Directors

relating to Interest in Contracts and a register of disclosures is maintained (as per

Section 53 of the Act), there is no formal Conflicts of Interest policy which

outlines Directors obligations, defines conflicts (with examples) and outlines

procedures to declare and manage conflicts on an ongoing basis.

ved. The KPMG logo and name are trademarks of KPMG International
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Summary of major observations and recommendations

Reference

Major observations

Recommendations

3 ® There is no formally documented and approved Terms of Reference governing the @ The Board should formally document a Board Terms of Reference
operation of the Board. We further note there is no formal schedule of matters incorporating a comprehensive schedule of material matters specifically
specifically reserved for decision by the Board and no formal detailed delegation reserved for decision by the Board (decision types and materiality levels).
of authorities to sub-committees or other key senior management as appropriate. This document should also formalise and detail the delegation of authority

by the Board to the Chief Executive and sub-committees.

e From an operational perspective, the Chief Executive role is key and significant
operational powers have been vested to him by the Board. These powers date The Board should also assign appropriate Non Executive Directors to
back to a Board resolution from 1994 which vested substantial powers to the each committee to ensure an appropriate level of Board oversight is
Managing Director. This resolution has not been updated in the interim period. maintained. Furthermore, the Board should review each sub-committee’s
Specifically, the exact authorities delegated by the Board to the Chief Executive Terms of Reference on an annual basis, with particular emphasis on the
have not been defined. This is of particular importance given that the current Chief limits and authorities that the Board has delegated to these committees.
Executive has ceased to be a member of the Board upon reaching 70 years of Updates from each sub-committee should be standard agenda items for
age, in accordance with Society Rules. the Board meetings.

® The Board has established a number of committees including: Audit; Credit; Asset Terms of Reference for the Remuneration Committee should be formally
and Liabilities; Provisioning and Remuneration committees. However, Non documented and submitted to the Board for approval. Specifically, the
Executive Directors are not represented on the Credit, Asset and Liabilities and Remuneration Committee should recommend and monitor the level and
Provisioning committees. Furthermore, updates from each sub-committee on are structure of remuneration for senior management. Furthermore, the
not a standard agenda item for Board meetings Society Rules should be amended to specifically require members to

approve all new long term incentive schemes and significant changes to

e For example, the Credit Committee (based on its Terms of Reference) has full existing schemes.
authority to approve loan applications and advances. However, the Credit
Committee consists solely of the Chief Executive and executive management (it
has no executive or non-executive Directors members), as such it cannot be
deemed a sub-committee of the Board for delegation purposes.

® The Society has a Remuneration Committee that reviews and agrees the
Executive Director’s and the Chief Executive's salaries. The Committee does not
recommend or monitor the level and structure of remuneration for senior
management. Moreover, the Terms of Reference for the Remuneration
Committee is not formally documented. In addition, the Society Rules do not
require members to approve the remuneration policies/packages (including
pension rights).

2008 KPMG Ireland, the Irish member firm of KPMG International, a Swiss cooperative. All rights reserved. The KPMG logo and name are trademarks of KPMG International
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Summary of major observations and recommendations

Reference Recommendations

Major observations

4 ® There is a formal Compliance Manual (incorporating a Compliance Policy) which e The Compliance function should be enhanced by developing a

R

details all relevant obligations for the Society (legislative and regulatory). However,
there is no overall compliance framework including a formal programme of
Compliance reviews to be performed by the Compliance function.

Furthermore, there is no forum for communication on compliance matters
between the business units and the Compliance Manager. The Compliance
Manager does not review business unit policies and procedures to ensure that
they are appropriate.

Although Compliance matters are considered by the Board, the Compliance
Manager does not provide compliance status updates to the Board.

In addition, the position of Compliance Manager is occupied on a temporary basis
as the regular Compliance Manager is on an extended leave. However, the acting
Compliance Manager does not have direct compliance experience and/or detailed
knowledge.

compliance framework to include; communication and education,
business unit self assessment, a programme of independent compliance
reviews to be performed by the Compliance function, and regular
Compliance status reporting to the Board/Audit Committee.

The Board should consider recruiting additional personnel for the
Compliance function with the requisite skills and knowledge to develop
and deliver the enhanced Compliance framework.

2008 KPMG Ireland, the Irish member firm of KPMG International, a Swiss cooperative. All rights reserved. The KPMG logo and name are trademarks of KPMG International
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Summary of major observations and recommendations

Reference Recommendations

Major observations

5 ® There are formally documented Lending and Funding strategies which are ® The Board should incorporate scenario planning into a formal strategic

R

continually monitored by the Board. However, there is no formally documented
business strategy with linked financial and operational action plans. In addition,
scenario analysis has not been built into financial planning process.

and financial planning process. Assumptions should be stress tested and
results analysed to ascertain potential impact on financial performance.

® The Board should develop a set of strategic objectives, and Key
The Society has documented operational risk management policies in relation Performance Indicators (KPI's) in line with the agreed strategic direction.
areas such as Credit, Liquidity and Interest Rate policies. However, the Society
does not have a formal, documented strategic risk assessment process. Strategic , ) .
risks are not quantified by probability / impact and mitigating controls are not ° Thhese s shc_;uld o mzr;l‘[’ored re_gullarcljy .by e Board_. ]I:lor examgle,fln
appropriately identified. The current risk management process is focussed on il curreqt enwronme-nt S may Inciu ?' repaymept n oowsfas 00
operational risk. There is no formal link to strategic objectives. commercial loan book; share deposit ratio; and pipeline as % o

commercial loan book.

A senior executive with overall responsibility for risk management within the o
Society has not been appointed. ® The Board should perform an annual strategic risk assessment.

® The Board should assign a senior executive with overall responsibility for

Risk Management in the Society.

2008 KPMG Ireland, the Irish member firm of KPMG International, a Swiss cooperative. All rights reserved. The KPMG logo and name are trademarks of KPMG International
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Summary of major observations and recommendations

Recommendations

Reference Major observations

6 o Key stakeholders for the Society are the members, customers, staff and the Irish
Financial Regulator. Members receive a letter from the Chairman of the Board on
an annual basis in advance of the AGM which summarises financial performance,
outlines key external events and strategic issues.

o However, we note that communications with the Irish Financial Regulator are not
coordinated centrally. There is no central point of contact with oversight of all
communications with the Regulator.

e [n addition, there are no regular formal executive management team briefings to
facilitate open and appropriate communication between Board and Non-Board
executive management.

The Board should consider assigning formal responsibility for all
communications with the Regulator to ensure coordination and
consistency of response. Furthermore, a log of all correspondence should
be maintained.

Regular executive management team briefings should be established to
facilitate open and appropriate communication between Board and senior
management.

M 2008 KPMG Ireland, the Irish member firm of KPMG International, a Swiss cooperative. All rights reserved. The KPMG logo and name are trademarks of KPMG International
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Summary of major observations and recommendations

Reference

7

10

R

Major observations

® The Society Secretary has a number of roles within the Society including Finance

Director and liaising between Internal Audit and the business.

Itis unclear if the Society Secretary role has responsibility for advising the Board,
through the Chairman, on Corporate Governance matters.

Board packs are very detailed and at times lack clarity and structure. For example,
there is little market and operational overview and salient financial commentary
provided.

The Board packs are distributed to members in advance of Board meetings, but
given the current volume of information, the advance timeframe for consideration
by Directors is not deemed adequate.

There is no formal induction programme for new Directors to the Board. However,
each Director on the Board has unfettered authority to request ad-hoc information
should they require to facilitate an appropriate induction.

There is no personal development or training programme for Executive and Non-
Executive Directors.

On an annual basis the Board assesses its own and the sub committees
performance. However, no formal performance and evaluation criteria are
established for the assessment.

Recommendations

The Board should consider separating the role of Society Secretary and
Finance Director and assigning specific responsibility for advising the
Board on Corporate Governance matters.

The format of Board packs should be reviewed to ensure that all
information required for Board decision making is presented in a clear and
concise manner allowing the Board to utilise their time effectively.
Furthermore, there should be Executive reports on operational and
market performance and strategic issues with relevant supporting
financial commentary for the management accounts.

The Board should consider facilitating an information needs gap exercise
to identify training, development and induction requirements of all
Directors

The Board should establish formal performance and evaluation criteria to
form the basis for the annual assessment.

2008 KPMG Ireland, the Irish member firm of KPMG International, a Swiss cooperative. All rights reserved. The KPMG logo and name are trademarks of KPMG International
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Jusiness overview: Risk assessment | _;

. Risk assessment

o The Group's profitabifity and growth are strongly linked ta economic
develepments in Ireland and the UK in particular, with some limited
exposurs to the rest of Europe

» Residential based lending Is concentrated almost entirely in ROL. The
Group does not have & significant market share and does not have a
significant exposure 1o high LTVs. The level of advances 1o first time
buyer has decrsased fram €186 miliion in FY04 10 €129 million in
FY08, Management has concentrated on growing its cornmercial
business which has higher margins than its residential business

The Group doas.not
operate a~eo_mpla'1(~
businass mddpl an
incressingly foEus;ed o

commereial lending/which

does not require’
significant investment

),

e Commercial lending growth is increasingly focussed upon the UK
market with significant lending to developers of undeveloped sitss in
London Dockiands in particular, wha expect to hensfit from urban
regenetation in the run up to the 2012 Olympics

e Cormnmercial lending is also heavily concentrated in terms of customer
base: consequently, the Group is potentially exposed to a customer
failure as well as any more general market downturs

® The Group's approach to the assessment and management of such
risks is driven by a smali core group of peaple in the organisation, led
by the Managing Director, with significant Board involvement, The
Board itself is sctively involved in all significant lending decisions —
currently all commercial and residential loans greater than €1 million
require Board approval

» The overall approach to risk assessment would not be desaribed as
highly developed given that the Group continues fo rely heavily on the
Managing Director, does nat have sophisticated IT systems, and
operates across a limited range of preducts. This modus operandi
would be described by management as fit for purpose, particularly
given the degree of Board oversight on the lending appraval process

The reperting.and:contro
structures ofthéié up
mean mat..ir;,ﬁd&"m
overall direction and
govemanc'e;r':_’f':-th"g‘f
the Board-itsalfiisa
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Business Overview: Organisation aind product overview

Qverview of distribution channels and business lines

Managemsnt of the Graup '
is highly cantrali&od;

Coramateial londm '
largely drivan by 2
group of paople
office and Beifast

Branch refwork d
residentialk Ighdiﬁgi '

Organisational structura

e The Group operstes {rom 3 head office in Dublin, with approximéqaly 200
employees, from which a network of branches, agsnts and brokers is
managed. Approximately 200 peaple are employed i the branch network

e The network of 50 branches is geographically well spread throughout the
ROl {see overieaf)

e The Society is currently in the process of trying to wind down the majority
of its agency business, due 10 a combination of the increased leve! of
reguiation required of agents, the associated potential reputational risk and
the lirmited contribution to the Group's overall business

e Brokers appaointed by the Society are well distributed throughout the island

savings products a!though- ! of freland, with 15 in Connaught, 76 in Leinster {principally Dubiin based),
i i i H H
Troasury will also sounce | 4 ; 54 in Mun?ter and 9 in Ulster
significant amount'c Business Units [Brokers -~ ¢ . Product offerings
cavings. busmmfrﬁm / lines: . 154 brokess | ° As stated previously the Group has a narrow product fine
highn etworthnh - o Cornmergial “i T S e The loan products, broadly distinguished between residential mongage
lendmg and commercial lending, can be charactenzed as follows:
® Hasmenmal ~ residentiel mortgage products for principal private residences, ho!iday
" MONgages. homes, residential investment property and equity releases. Business
& Savings ax\d is driven by the branch netwark
1“%%5“??')?3%, - Within the commercial sector, the Society will consider annuity or
& Tregsury . interest only loans and repayment methods available include interest
» F‘ayments only, full capital and interest moratoria loans and buliet repeyments
‘@ Salés And. which are advanced across a broad range of business sectors but
distribution princigally to real estate developers. Business is lergely drven by Head
. . office and Belfast lending departments but with some business
generated through the branch network
e A limited range of savings products is offered (savings and deposit
accounts). There is no develapment pipeling or processes for developing
new products internally and the Group limits activity in this areg to
refining/altering existing products depending on competition in the market
{vis-&-vis interast rates offered). The Group is not actively cross-selling
other financiat institutions products {other than arranging life assurance for
residential loans) nor planning any initiatives in this regard
m Thiz document s CONFIDENTIAL and s areulalion and Use are RESTRICTED. © 2007 KPMG, the insh membar [xm of KPMG inletmational, a Svisa cooperstve. Al npits cosarved, KPMG 18
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Key ﬁﬁdings
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is concentrated
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30 exposures :

Ebilisans

FYo1 FY02

FY03 FYDS

Frod

w Commercial loan book @ Residenusl loan book

npairment provision
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. Specific impairrment

Collecuve impairment

Gross loans (o customers

-4 Impairment proviston %
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5714
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&Y findings' |

S,

financial reporting’

The Group prépared:
financial statémants
FYO8 under IFRS
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ommercial lending - real estate, renting and business

iterms of growth; the . 1
ral ostate, reuﬁhg"'ézhd'
usiness sector: has :
ignificantly. uxwedod ﬁw g
15t of the cammemm 3
1an portfoho

peculat:ve pmpertys
wastments: have shown
wong gmwth Wlthm'bo
‘esland and' the UI{»a £
iflion each: rasp
BWeen. FYM ‘A

neome have.mcm;g&d by.
1.3 billion in the UK
AGR of 83%

L

IBRCO1B11

Analysis of real estate, renting and business sector FY(M to FY06
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Qverview

@ Real estate, renting and business lending has increased €3.5 billion from
€2.1 billion in Decermnber 2004 1o €5.6 billion in Decermber 2008. The
increase of £3.5 billion is driven predominantly by increases in:

~ ’speculative property’ of €1.9 billicn end

- ‘propeny developments with contracted rental income stream’ of
€1.5 biltion

o The growth rate for both categories of real estate lending has bsen in
excess of 50% year on yesr between £Y04 and FY08. Other commercial
lending sectors on average recorded a growth rate of 38% between
FY04 and FY0B5 and 20% hetween FYOS and FY0B

= Based on discussions with management the pricnary reason for the
growth in real estate fending is due 1o the attractiveness of entering into
supplemental arrangement fees which are currently forming @ common
feature on a number of these loans

’Dmermcludes . ,,,f'“—'“

Speculative proparty investments

e Speculative property investments have increased €1.9 billion from €1.3
billion in FY04 to €3.2 billion in FY0S. There were 638 speculative
property investment loans outstanding at 31 December 2008 with the
average loan size being €5 million

e Geographically the increase of €1.8 hillion can be analysed as iollows:
~ lreland €1 billion; UK €0.9 billien

» Development finance issued on speculative property investments is the
main form of lending issued to commercial customers in Ireland. Within
jreland this sector has grown at 8 CAGR of 53% frorm €0.7 billion in
FY04 to €1.7 hilfion in FY08

» Similar to the situation in Ireland, strong growth has been recorded in
the UK on fending issued in respect of speculative property, with the UK
1oan book increasing from €0.6 billion in FY04 to €1.5 billion in FY0S

e |1 should be noted that while the average loan size at Dscember 2006
within 1hi sector in the UK was €6.9 million, there was a high
concentration as the top ten loans accounted for 44% of the total
balance

Property developments with contracted rental income

e Lbans for property with contracted rental income have grown at a faster
rate than spaculative propersty investments. increasing at a CAGR of
74% from €0.8 billion in FY04 to €2.3 billion in FY0S. The average loan +
size was €7.2 million at December 2006

e Management has indicated that there is a preference 10 lend for projects
with contracted rental income over other types of real estate projects
particularly in the UK due to the additional security that the rental
income provides together with the fact thet the cornmarcial portfolio is
becoming increasingly concentrated

& Property developments with contracted rental income are more
concentrated in the UK whers there has been an increase of €1.3 billion
between FY04 and FY0S, a CAGR of 83%

e The loan batence for property developments with contracted rental

income in ireland remained low as a percentage of its loan book over
the period and stood at €0.5 billion at 31 December 2006
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ksset quality: LTVs

LTV Informationis’

RO! ex. Dublin City . '
' & County . London : Rest of UK . Europe : Total

Res! Comm Res: Comm Res; Comm Res; Comm Res! Comm Res

€m! £m €m! €m &m’ €m £m’ €m €m’ &m €m

X 317 117.9, 407 37, 748 08, 1173 0., 3373 1918

153.4! 168.0 39100 1940 250 2435 3.1, 6.5 04, 8180 5305

5.6 23.2 2028, 2068 427, 106.0 50 0.0 208 4827 282.5

57.8 453 2222 2480 210 3750 15 253 27, 83,8 326.0

173 71.0 277. 3450 1.8 1845 40 990 0.3 1,086.0 400.4

137.0¢ 82.9 3377 3922 33 3333 1.3 28 0.0: 1,058.7 479.2

55.9: 24.5 829 2323 0o 381 04 581 0.00  395.0 139.2

zo.of 83.4 31 2043 I 802 0.8 116 3,4« Cmﬁ_'a 613

o 85.41 398.7 836 6820 58  753.2 808 1178 5.0 (239700  250.7

Total . 1,785 795.6, 8448  1,7515 26350 24,4, 21936 97.4, 4385 2.8 TATI1 2701765106748

L 4

IBRCO1B11

Overview

As part of the application process the Society obtains LTV information,
using a panet of recognised valuars, for all residential and commercial
lending

While the Group maintains LTV informatian in refation to all commercial
and residential lending no meaningfut trend analysis can be performed as
once LTV information is received it is generally not updated for changes or
developments concerning the underlying asset securing the loan

Residentisl LTVs

-A7%, phasidannal advancss have.a. LD greaterhan 80%. Maximum LTV
parameters are in place for rasidentiat lending and will vary depending on
the purpese and size of the loan, whether a first-time buyer and wheiher
customer is resident or non~resident (autlined in Corporete
governance/Risk management section of the repont). All residential loans
greater than €1 million must be approved by the Board. The Socigty will
consider applications in excess of these paremeters an a case by base
basis, and will generally require additional security before approving a foan

Nota: Comemuercial end resicdeni(el ipans by sector wilt diffsr masginally o s LTV enalysiz ax It Is bessd ai the property thet has provided the sscurlty for the foan. Soma commercial joans
Hiwve beon secucsd on privale praperty, Source:  Summit December 2006

Residential LTVs {continued])

Although there have been more recent signs of a cooling in the residential
macket ffonowmg on from ECB rate increases and uncertainty over stamp
dutyl, given the overall pecformance of the market over the fast number of
years management has indicated it does not believe its risk profile has
changed to any significant degree and 1s not experiencing any significagt
repossessions or bad debts on the residential ponfolio .

Commercial LTVs

®

LTV parameters are in place for commeccial lending, by sector (see also
Corporate gavernance/Risk management section of the report)

D e}g ment finance, W{wﬂm J$ egivarx;e,g, 0 the-real estaje seciar
ERraoplann orpeforpre-sales:of prelers have |

ial LTVs

K 168rs 78 that sachToan is

by case baws and all loans greater than f,l..madhon arg

assessed by mexﬁﬁﬁ.
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sset quality: LTVs (continued)

Commercial LTVs [continued)}

& Management has indicatsd that while an assassment of LTV is 2 key
slement in the lending process, knowladge of the custarmer @ whom the
loan 15 being advanced and their rack record, understanding of the
underlying development and risks associated thereon and assessment of
the likeiihood of a successful development of a sitefreceipt of planning,
are also critical 1o any lending decision. Where the Beard considers that a

0% or €2.4 billion of-
:mmarcial'caﬁiﬁe{l 9
alances .an LTV: a

fhila mansgemeanthas

. et # loan application passes these considerations it will lend at greater than
idicated ?hatg'ﬁg"’f’&ﬁ?’°t 100% LTV on the basis of the value that will bs created by the custorner
slieve its risk-profilehas in developing the site or property

e 30% or £2.4 billion of commergial capital balances on LTVs are greater
than 100%. We understand from management that they believs this is
misleading for two reasans (1} it does not necessarily refiect the curent
status of the underlying development, e.g. a loan may have been on an
infual LTV greater than 100% before planning was achieved. planning has
since been obtained but the LTV has not been updated to reflect the
increased valus of the secured property, and (2) the 100% plus LTV can
arise where the loan is based not just on the purchase price but also
stamp duty and planning fess but the real valus thatis there at the outset
is not fully recognised. Management have represented that they beligve
that there is real, unrecogrused value at the outset but that although the
‘value' is present, the valuers will not give a valuation greater than the
purchase price

e While management has indicated that it goas not believe its risk profile
has changed significantly, it recognises that the growth in commercial

lending including such speculative land projects, does require strong
secyrity and close interaction with custorners

Thia docurnant s CONFIDENTIAL and 1ts crcudstion ard uss sre BESTRICTED. © 2007 KPS, the Ivsh moembor fm of KPMG Intea
T PG 1090 Bie rogslared tadernarks of KPMG intieoatronal 8 Swiss Coopoty
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THEME: B1

Effectiveness of banks’ board governance,
client relationships and business models

LINE OF INQUIRY: B1c

Quality of business model setting process
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Annual Report & Accounts 2007

01B02

Irish Nationwide

Assets €m

16,096
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58

Total Reserves €m
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Irish Nationwide

N
o

Notes to the
financial statements

21. Other assets

Annual Report & Accounts 2007

Society Group
2007 2006 2007 2006
€m €m €m €m
Amounts receivable under contractual
22.0 22.0 property arrangements 22.0 22.0
0.7 1.2 Prepayments and accrued income 1.3 2.0
22.7 23.2 Atend of year 23.3 24.0

22. Income before taxation

2007 2006
Group and Society €000 €000
Income before taxation has been arrived at after charging
Directors’ remuneration:
Fees as directors 313 288
Other emoluments 2,693 2,147
Pensions 492 451
3,498 2,886
2007 2006
€000 €000
Auditor’s remuneration (including VAT) 224 220
Directors’ emoluments 2007
Total Total
Salary Fees Bonus Benefits 2007 2006
€000 €000 €000 €000 €000 €000
Executive Directors
Michael P. Fingleton 812 53 1,400 48 2,313 1,836
John S. Purcell 264 53 150 19 486 407

The remuneration (fees) of the non-executive directors was: Michael P. Walsh, Chairman €100,430 (2006:
€91,300), Terence J. Cooney €53,240 (2006: €48,400), and David M.). Brophy €53,240 (2006: €40,600).
Pension contributions made by the Society in respect of the executive directors were: Michael P. Fingleton
€nil (2006: €388,000) and John S. Purcell €492,000 (2006: €63,000).

01B02 59
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THEME: B1

Effectiveness of banks’ board governance,
client relationships and business models

LINE OF INQUIRY: B1d

Adequacy of board oversight over internal
controls to ensure risk is properly identified,
managed and monitored
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Document ID: 0.7.2256.15179

Ms. Mary Burke

Head of Banking Supervision Department
Financial Regulator

PO Box No 9138

College Green

Dublin 2

2\ & April 2008

Re: Inspection of Commercial Property Lending Exposures

Dear Ms. Burke,

I refer to your letter dated 8 February 2008 in relation to the above. The Board of the
Society considered the contents of your letter at the Board meeting held on 18
February 2008. I have set out below the Boards comments together with details of
proposed follow-up actions and timeframes.

Mr. Fingleton — Chief Executive

Mr. Fingleton is closely involved with the U K. and Ireland commercial lending
managers in assessing large commercial loan applications and in ongoing reviews and
discussions with large borrowers. The Chief Executive is ultimately responsible for
all lending and it is essential that he is involved in all material loans being approved
by the Society.

Comments on credit committee

The credit committee’s terms of reference were reviewed in December 2007 and its
membership was increased. The Society has also implemented the recommendations
in relation to M3 — Credit Committee outlined in your letter dated 8 February 2008,

Compliance with S41 of BSA

The Society does not agree that *INBS declined to provide certain copies of material
when requested’. The staff involved in the inspection have confirmed that any
information sought by the inspectors was provided. This matter was not brought up at
the closing meeting following the inspection where any misunderstanding would have
been resolved. The Society has always provided any information requested in
accordance with section 41 of the Act.

IBRC01B13
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Comments on ‘claims on security’

The Society engages external solicitors to perfect security on its behalf however no

solicitor will give a 100% guarantee that there are no other claims on such security.

The solicitors perform searches on security which the Society relies upon but the .
timing of these searches can determine the result. With the exception of the [eretagemrey

the Society is not aware of any claims against security other than those

disclosed to the Society.

Comments on “slowdown in residential market and its affect on developers financial
capacity’

Many of the Society’s large developers are well established and long standing
customers of the Society. They have a proven track record within the markets they
operate and the Society has a very strong relationship with them. While
independently verified financial information is not available for some clients the
Society’s experience of these clients to date would indicate that they possess a robust
financial capacity.

Yours sincerely,

Michael P. Walsh
Chairman

62 IBRC04854-002



General Findings

Schedule

Document ID: 0.7.2256.15179

Recommendation

INBS Comment

Timeframe

Medium Priority

M1 - Net Worth Statements

1.

The inspectors consider that
institutions should obtain a Net
Worth Statement from those
borrowers to which they have a
significant exposure. In addition,
it would be preferable for
institutions to obtain Net Worth
Statements which have been
certified by a third party, If a Net
Worth Statement is not available,
credit institutions should justify
the basis of their assessment of the
repayment capacity of the
borrower.

Net worth statements will be sought for those
borrowers to whom we have a significant
exposure.

April 2008

M2 — Group Indebtedness

1.

Institutions should review the
methodology they use for
assessing the overall indebtedness
of the groups to which they are
exposed. The Financial Regulator
would expect credit institutions to
assess the overall exposure to all
credit institutions of the Group
exposures at the loan applications
stage and on an-going basis as part
of the loan review process.

The Society will seek information on the
overall indebtedness of the customer on an
annual basis.

April 2008

INBS Specific Findings

High Priority

H1 - Credit Reviews

1.

INBS should conduct and
document a comprehensive review
of exposures to a group of
connected borrowers on at least an
annual basis. Such reviews should
include, inter alia, an assessment
of the following where appropriate
— Audited Financial Statements,
cash Flow Statements, Rental
Income Schedules, Valuations,
Quantity Surveyor reports etc.

Up to date valuations will be sought as
required in addition to accounts and project
appraisals.

April 2008

RC01B13
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IBRCO1B13

Recommendation INBS Comment Timeframe
2. | Details of all credit reviews Credit risk review reports will be submitted to | May 2008
performed should be forwarded to | the Credit Committee when reviews are
the Credit Committee. carried out. Reviews are carried out at '
different intervals depending on the
circumstances of the loan. Informal contact
with lenders about the content of specific
reviews is ongoing as lenders receive updates
which result in changes in the risk profile of a
given account. Details of accounts graded 4, 5
and 6 will be copied to the lenders on a
monthly basis.
H2 — Valuations
1. | The circumstances in which If management estimates of valuations are May 2008
management estimates of used, the circumstances and the methodology
valuations may be used should be | used on each occasion will be recorded on the
documented and the methodology | loan file
used on each occasion should be
recorded on the loan file.
2. | INBS to confirm whether New/additional facilities provided to April 2008
new/additional facilities provided | borrowers based on existing security are
to borrowers based on existing assessed using up to date independent
security are assessed using the valuations.
most recent independent
valuations or on “management
estimates”.
3. | INBS to confirm that it is satisfied | Where management estimates of valuations N/A
that such management estimates were used they were prudent valuations.
provide reliable, prudent
valuations.
Medium Priority
M2 - Watch List
1. | INBS to confirm whether any of Customer Confidentiality ﬂ Customer Confidentiality \JEYYal N/A
the exposures included in the Customer Confide... § Customer Confidentiality [algss gradcd 4,
inspection are on the watchlist. Grade 4 is Watch List.
2. | INBS to advise of the These two accounts relate to a facility for the | N/A
circumstances which gave rise to a Customer Confidentiality
credit grade of 4 for exposures to Customer Confidentiality | customer co.. |
Customer Confidentiality felala! Customer Confidentiality
sl 25 at September Customer Confidentiality iven the
2007 and, if no longer on the current uncertainty in the home purchase
watchlist, the circumstances which | market the borrower has opted to wait until
resulted in a regrading of both 2008 on the basis that the market will have
exposures. recovered sufficiently at that time. Given the
current position of €59M debt against a
4

64
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Recommendation INBS Comment Timeframe
December 2007 independent third party
valuation of €80M, the Society is not unduly
concerned and has agreed to an extension of
the facility until the end of this year but will
continue to monitor developments and liaise
with the customer. This scheme (
was launched last week.

M3 - Credit Committee

1. | The minutes of the Credit The Society has a quorum of three for Credit | Implemented
Committee should be signed by all | Committee meetings and three members will | from 14
members in attendance. sign the minutes. March 2008

2. | Credit Committee minutes should | This recommendation is now in place. Implemented
distinguish between members of from 14
the Committee and those attending March 2008
meetings who are not members. '

3. | Credit Loan Application Forms This recommendation is noted and has been Implemented
submitted to the Credit Committee | implemented. from 14
should not anticipate the March 2008
Committee’s dccision.

4. | INBS to advise why the majority The Credit Application Forms with no N/A
of Credit Application Forms signatures werc probably printed from the
provided to inspectors contained system rather than those submitted to the
only one or no signatures. Board for formal sanction. Credit Loan

Applications have two signatures. -
5
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B1ld — Adequacy of board oversight over internal controls to ensure that risk
is properly identified, managed and monitored.

Information Summary (Section33AK)

Note: All references are aggregated

Document Category Time Period
Correspondence Q3 - 2008

INQO1B36
66 INQO00146-001



In Q3 2008 the Financial Regulator wrote to the Department of Finance
regarding a medium-sized financial institution.

The letter included summary information on the composition of the
institution’s assets as at Q4 2007, including classification of commercial
assets and analysis of Loan-to —Value amounts by percentage bands.

Key items of note were:

e Loans and receivables totalled €12.3bn

e Of which 79% (€9.7bn) were Commercial and 21% (€2.6bn) were
Residential.

e €6.2bn of loans were in the UK — all commercial.

e 33.9% of total loans had an LTV greater than 100% .

e 50.9% of total loans had an LTV greater than 90%.

INQO1B36
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THEME: B2

Effectiveness of banks’ credit strategies and
risk management

LINE OF INQUIRY: B2a

Appropriateness of property-related lending
strategies and risk appetite
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Section 1.4 - Irish Nationwide Building Society Draft: Strictly Confidential - Price Sensitive Information

Approximately 42% of the total loan exposures (drawn and committed) relate to
Speculative property investment and Speculative construction activities at 30 September

2008
Total Loan Exposures to Customers - Business Sectoral (CBI Criteria)
30 Sep 2008

CBI Europe &
€ in millions Code Ireland UK Other Balance Impairment %
Speculative property investment K11 1,630.2 2,291.5 3225 4,244.2 (48.6) 1.14%
Mortgage Finance for PDH 011 1,665.1 1.2 0.1 1,666.3 (24) 0.14%
Property development with contracted rental income K12 220.1 1,270.0 132.3 1,622.4 4.7 0.29%
Construction activities (customer contract) F02 2845 493.9 169.3 947.8 (10.3) 1.08%
Speculative construction activities FO1 470.0 409.3 325 911.8 (84) 0.92%
Accommodation - hotels HO1 116.7 3825 228.0 727.2 - 0.00%
Mortgage Finance for RIP 012 663.5 12.9 6.6 683.1 (10.1) 1.48%
Recreation, Sports NO1 1131 238.0 55 356.6 - 0.00%
Other Accomodation HO4 9.3 181.3 - 190.5 (0.8) 0.44%
Bars HO03 304 146.2 - 176.6 (0.0) 0.02%
Retail GO03 23.0 127.2 2.2 152.4 (0.1) 0.05%
Travel 103 2.7 77.3 60.3 140.3 - 0.00%
Hospital & Medical Mo1 - - 1155 1155 - 0.00%
Business investment - personal 003 91.3 3.4 - 94.7 2.7y 1.85%
Transport 101 56.0 - - 56.0 - 0.00%
Loan Sectoral Exposures >€50m 5,376.0 5,634.6 1,074.9 12,085.5 (87.1) 0.72%
Other 65.7 77.2 57.9 200.8 (5.3) 2.63%
Total 5,441.6 5,711.9 1,132.8 12,286.3 (92.4) 0.75%

Source: Credit Risk Management

Project Atlas Il Volume 1 « Overview Working Draft: Contents not for release 51
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The table opposite
presents total loan
exposures (both drawn
and committed) to
customers by sectoral and
geographic split at 30
September 2008.

Approximately 42% of the
total loan exposures relate
to speculative property
investment and
construction activities (K11
and F01).

In addition, 62% of the
total specific loan loss
impairment (€92.4 million)
relate to these two sectors.

DOF02573-059



Section 1.4 - Irish Nationwide Building Society Draft: Strictly Confidential - Price Sensitive Information

Land and development (L&D) exposures account for ¢.59% of the total commercial loan
book at 30 September 2008. Of the total L&D exposure of €5.6 billion, 81% relates to
speculative property investment and speculative construction activities.

Land and Development Exposures - 30 September 2008

Land ¢ We set out opposite the top 20 land & development
Zonedno —Zoned Ext.  Int. exposures at 30 September 2008. It should be noted
€in millions Unzoned PP PP Construction  Other Total LTV% LTV% . . « ”
that the figures presented opposite are “drawn only
400284211 - - - - 2403 2403 78%  N/A figures and do not include any commitments.
400206894 - - - 164.1 - 164.1 73% 91%
400284321 - - - 187.8 - 1878 135%  96% * Thetop loan _ under
1198 - 1198 69% _ 69% “Other” category is the development of an existing
S 68 - 768 5% 5% building G
111.3 - - - 111.3 72%  82%
400276049 - 91.2 - - - 91.2 128%  83%
762 : : : 762 82% es% ¢ Top 20 L&D exposures account for 34% of the total
0 T alo e L&D exposures and 20% of the total commercial loan
book at 30 September 2008.
62.1 - - - 62.1 120% 78%
~—-== o Total L&D loans account for 59% of the total
85 . 85 69%  56% commercial loan book at 30 September 2008.
762 - 762 108%  91% *  47% of the top 20 L&D loans of €1.9 billion is in
Z - - 72.4 - 72.4 171%  93% « . ”
400008504 & Construction” phase.
400176854 - - - 57.0 - 57.0 71%  88% . . L
554 : : : 8547 1ds% i01% ¢ 46% of the remaining L&D loans of €3.7 billion is in
o051 L e “Land Zoned without Planning” phase.
54.1 - 54.1 69% 69% . i
* Overall breakdown of total L&D loans of €5.6 billion is
68.1 - - 68.1 176% 77%

460351457 : TS - - 7.6 165%  85% as follows: Unzoned (3.2%), Land Zoned without
Planning (37.5%), Land Zoned with Planning (13.6%),

Top 20 Land & Development exposure 65.5 396.3 287.9 886.7 240.3 1,876.6 \
Other 1115  1,687.7 4701 8783 5387 36864 Construction (31.7%) and Other (14.0%).
Total Land & Development exposure 177.0 2,084.0 758.0 1,765.0 779.0 5,563.0

Source: Credit Risk Management

Project Atlas Il Volume 1 « Overview Working Draft: Contents not for release 52
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THEME: B2

Effectiveness of banks’ credit strategies and
risk management

LINE OF INQUIRY: B2b

Appropriateness of credit policies, delegated
authorities and exception management
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1. Executive Summary

1.1 Background

Irish Nationwide Building Society (‘'INBS’; ‘the Society’) is one of Ireland's oldest financial institutions with offices in
the Republic of Ireland and the United Kingdom. It was established in October 1873 and has a network of 49
branches and 36 agencies in the Republic of Ireland and one branch in Belfast. INBS is committed to maintaining a
strong Society and implementing a successful demutualisation programme as soon as is practicable. Irish
Nationwide is regulated in Ireland by the Financial Regulator and by the Financial Services Authority in the United
Kingdom.

As at 31% December 2007, commercial lending accounted for 79.3% (70% in 2006) of the total loan book (€12.5
billion). The commercial loan book (circa €9.9 billion) is split 31% to loans within the domestic Irish market, 64% in
the United Kingdom, which includes Northern Ireland, the Isle of Man and Channel Islands and the remaining 5%
into other geographic areas. The Society’s Top 30 customers account for approximately 60.7% (63% in 2006) of
the total commercial portfolio (albeit this percentage figure may contain an element of residential lending).

Residential lending accounts for 20.7% of the total loan book. INBS primarily lends on residential properties located
within the Republic of Ireland.

INBS has over time developed a relationship driven strategy, particularly for its commercial lending activities where
quick decision making, flexible packages and personalised service are, amongst other elements, key to the Society’s
philosophy.

Appendix I sets out the process flows for both the current commercial and the current residential lending
procedures. It should be noted that the Society reviewed and revised its commercial and residential lending policies
and procedures in December 2007. Of particular note for commercial lending was the extension of the power of the
Credit Committee from the approval of loan applications up to €1 million (pre December 2007) to the approval of all

Irish Nationwide Building Society Page 3
C cial and Residential Lending Review — May 2008
IBRC01BO03 73
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commercial loan applications (post December 2007). The Board is no longer directly involved in the approval of
loans; prior to December 2007 the Board approved commercial loan applications in excess of €1 million.

The Commercial and Residential Lending functions are key components of INBS and play key roles in managing the
various risks faced by INBS:

Operational Risk
The Commercial Lending and Residential Lending Departments of INBS need to balance the commercial opportunity
available to INBS because of its responsiveness to particular lending requests against the risk of loans going bad.

There are a number of factors, which influence the risk from lending within INBS. These potential risks include for
example;
Governance - A lack of governance and oversight over the lending functions, from either the Board or Credit
Committee;
Control - A lack of control over loan applications, loan products used and approval process through to the
payment and collection of the loans. This would include management of the adherence of the loan to the terms
of the loan agreement;

Process and People - fraud, incompetence, key man risk, inadequate staffing, improper segregation of duties,
improper supervision, deficient project management, non-adherence to internal policies and procedures, and
incorrect model inputs;

Monitoring and Reporting — A lack of adequate monitoring and reporting to include value of the loans, spread
profile (type, age, customer, industry) and the loan risk exposure;

Financial Calculation and Reporting — Incorrect calculation of the loan interest income received and receivable.
Incorrect booking and accounting for the loan and any related arrangement fees and profit sharing arrangements
on commercial loans;

Regulation and Legal - INBS fails to remain in compliance with appropriate regulations (Financial Regulator /
Basel II) and with legislation.

Credit Risk
Irish Nationwide Building Society Page 4
C cial and Residential Lending Review — May 2008
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The numbers of issues raised by category are:

Priority 1 Priority 2 Priority 3

Critical Significant Other

1.6 Conclusion

We have identified a number of areas where controls could be enhanced and improvements made. The number and

grading of these findings indicates that urgent action is required to strengthen the control environment. These
findings are set out in detail in Section 2.

Irish Nationwide Building Society

Page 12
C cial and Residential Lending Review — May 2008
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2. Detailed Findings and Recommendations

@

N

Inisq NATIONWIDE

1 Adherence to Credit Committee Terms of Reference

Finding

Recommendation

Priority

Management

Deadline

Response

The Credit Committee terms of The Credit Committee should 1 The Credit Committee is Implemented.

reference are not being fully adhere to its terms of and will continue to adhere

adhered to. We noted two areas not | reference and should to its terms of reference

fully adhered to: maintain appropriate record and will keep appropriate

e Considering and approving/ keeping arrangements to records to demonstrate that
declining all commercial loan demonstrate the required the required approvals
applications; and approva|s have been made. have been made.

e Considering and approving/
declining the residential loan The Drawdown & Control
applications where a customer’s section, as part of the loan
exposure to the Society exceeds payout process, ensure
€1 million. that all loans are approved

in accordance with the

No Credit Committee approval was commercial an_d reS|d_e_nt|aI

present on a number of reviewed mortgage lending policies.

files, mostly relating to loans

originating in Belfast.

In many cases the Commercial

Loan Application was approved by

only one member of the Credit

Committee, while at least two

members are required under the

terms of reference to approve these

loans.
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Finding Recommendation Priority ELET Deadline

Response

Residential loans were not approved
by the Credit Committee until
December 2007, although the policy
required such approval if the loan is
over €1 million.
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2 Board Approval not on file

Finding

Recommendation

Priority

Management

Document ID: 0.7.2256.30396

@

N

Inisq NATIONWIDE

Deadline

Response

Until December 2007, Board While the Board no longer has a 1 Appropriately approved Immediately.
approval was required for all role in the approval of loans, the Commercial Loan
loans in excess of €1m. Society should maintain Applications will be kept on
appropriate record keeping each customer’s loan file,
In a number of instances, no arrangements to demonstrate in addition to the loan
Board approval could be located | the required approvals have approval being
(in either the loan file or the been made in accordance with documented in the Credit
Board minutes) for loans which, policy. Committee minutes.
according to the lending policy in
operation at the time, would have
required Board approval.
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3

Amendments to approved loans do not follow best practice

Finding

Recommendation

Document ID: 0.7.2256.30396

Management

@

N

Inisq NATIONWIDE

Deadline

Response

We noted several instances These instances of Going forward, all Immediately.
during our audit where we believe | discrepancies between the amendments to the original
lending best practice standards | commercial loans approved by terms of a loan will have
are not being fully met: the Credit Committee / the Credit Committee approval
« The interest rate was Board and the actual loan prior to loan payout.
manually changed and issued may be considered of
signed by the Managing minimal importance. However,
Director on the loan offer on a strict reading of the lending
with no date noted of the‘ policies they are breaches as
change. We were informed only the Credit Committee
that thelchange was made (previously the Board) could so
. ) amend the terms of the loan.
before the client signed the The Society may wish to
offer. consider if there are situations
e Aloan amount was where non-material changes to
increased by £10 million loans can be made without the
(from £71 million to £81 approval of the Credit
million) with the approval | Committee and document this
Of the Managing Director accordingly within the policy.
with only the Alternatively, the Society should
accompanying memo adhere to the position set out
stating that £10,125,000 of | within policy, i.e. any
VAT monies will be repaid | amendments, which are
within 3 months time. This | subsequently made to the terms
is in breach of the rules of | of 5 10an, must receive the
commercial lending policy approval of the Credit
as the increased approval | committee.
can only be given by the
Irish Nationwide Building Society Page 16
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Finding

Recommendation

Document ID: 0.7.2256.30396

@

N

Inisq NATIONWIDE

Priority Management Deadline

Response

Credit Committee and in
this case only the
Managing Director agreed
the increase.

¢ In several instances there
was a discrepancy
between the amount of the
loan approved by the
Board or Credit Committee
(depending on the amount
/ circumstances of the
loan) and the actual loan
amount. We noted in one
case the loan offer of
€6.25 million was higher
then the credit loan
approval of €6 million.

Irish Nationwide Building Society

C cial and R

IBRC01B03

ial Lending Review — May 2008

80

Page 17

IBRC00950-017



Deloitte

4 The loans approval procedures are not performed in the correct sequence

Finding

Recommendation

Priority

Management

Document ID: 0.7.2256.30396

@

N

Inisq NATIONWIDE

Deadline

Response

We observed in several cases, A loan offer forms an integral 1 The application process Immediately.
that the application date on part of the contract. The (including Commercial
approved Commercial Loan application process, including Loan Application
Applications (CLAs) was later the completion of a CLA, should completion) will be
than the letter of offer signed by | be undertaken before a signed undertaken before a Loan
the customer. loan offer is issued. Offer is issued.
In addition, in several instances,
we noted that the date of the
letter of offer was earlier than
Credit Committee / Board
approvals, as applicable.
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5 Documentation supporting loan approval is not complete

Finding

Recommendation

Management

Document ID: 0.7.2256.30396

@

N

Inisq NATIONWIDE

Deadline

Response

We identified in many cases that | We recommend the Society The Drawdown & Control | Immediately.
required information was not seeks ways to ensure the section will ensure all
being retained on file. The most | checklist, which is a key control, commercial files have a
frequent gaps in the required is fully completed as a matter of fully complete checklist on
information relate to: routine. file before the loan can be
e Completed checklists not on A frequent and robust quality paid out.
. I"e (for mo;t ?asei)th il assurance or quality control A monthly quality control
nsurance Folicy of the building check should pe |mplemgnted to check will be performed on
e No Board res.olut|on regarding | ensure checklists are being a sample of new loans
the (_:ommermal loan completed full})/ and corregtly, issued to ensure checklists
. Audlt.ed .accounts _ e.g. a 10 — 20% monthly files are being completed fully
e Credit history checks - There is | check. and correctly.
limited evidence of credit
history on files. In accordance
with the revised lending
policies, we were informed that
ICB checks are requested only
for new customers
¢ Profit share agreements
e TCC/ P60
¢ Valuation report
e Planning Permission
e Loan to value
e Net Worth Statement
¢ Audited accounts of financial
information.
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6 LTV for related parties

Finding

Recommendation

Priority

Document ID: 0.7.2256.30396

@

N

Management
Response

Inisq NATIONWIDE

Deadline

When new advances are Where the Society has many 1 Going forward, the Society | Immediately.
considered and Commercial significant related Group loans will ensure that the total
Lending Applications prepared for | there should be a key check and Group exposure is
approval, commercial lenders management review prior to new compared with the total
have information on total advances being considered for value of Group security held
exposure for the Group. In the approval. by the Society and this
CLA there is no information on the information will be
additional, linked exposures with documented on each
the borrowing Group. There is no individual loan’s
evidence that the total value of Commercial Loan
Group exposure is compared with Application.
the total value of securities held
by the Society.
There is no regular report that
would allow for a comparison of
the total Group exposure with the
total Group value of security on
Summit. The LTV parameter for
the whole Group is not calculated.
LTV is calculated only in individual
cases before the new loan is
approved.
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7 Documentation supporting residential lending incomplete

Finding

Recommendation

Priority

Document ID: 0.7.2256.30396

Management

@

N

Inisq NATIONWIDE

Deadline

In one instance we noted a Home
Loan Application was not fully
completed. In particular this loan
application, with an LTV of 100%,
contained no evidence of an
affordability check being
conducted.

In other cases, income details
were not found on the manual file
or on the system.

We recommend that the Society
adhere to is residential
mortgage policy and related
procedures. Determining
affordability and retaining the
evidence on file is crucial in
several respects, not least in
being able to demonstrate
responsible lending and to
address any complaints or
disputes which may arise with
the borrower at a later stage.

Response

The Society's underwriters
will strictly adhere to the
residential mortgage policy
and related procedures.

The Drawdown & Control
section, as part of the loan
payout process, ensure that
all loans are approved in
accordance with the
residential mortgage lending
policy, that each loan is
underwritten correctly and
that all loan files have
minimum documentation
requirements.

In addition to this,
management will perform
monthly spot checks to
ensure that affordability is
determined and evidence
supporting this is held on
file.

Implemented.
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8 Speculative / Development lending
Finding Recommendation Priority Management Deadline
Response
In a number of cases the LTV was | As this is higher risk lending for 2 In future, if loans are 30/4/08
higher than 100%. In these cases | the Society there needs to be a advanced with an LTV of
planning had not been obtained policy in place to track these 100% or greater, one of the
and it is expected that following loans and to provide a sufficient Commercial Mortgage Offer
planning being successful the level of oversight. conditions will ensure that
LTV will become less than 100%. quarterly updates are

provided to the Society on
the planning and
development process.
These updates will be
substantiated by reports
from appropriate
professionals i.e. planning
consultants/project

managers.
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9 Valuation of additional securities for the loans is not evident

Finding

Recommendation

Priority

Management

Document ID: 0.7.2256.30396

@

N

Inisq NATIONWIDE

Deadline

Response

The LTV methodology utilised by There is information available 2 The Society is working 30/9/08
the Society is based on the value on additional securities for the towards enhancing its
of the first mortgage. To establish | loans in the Group but they are current systems to provide
the value of a cross charge, the not valued in the Summit a more accurate reflection
value of the collaterals for the system. We noted that these of aloan’s LTV where
other loans needs to be additional collaterals are further charges/cross
established. Details of any such sometimes the same for charges are perfected on
collaterals for other loans for cross | various loans within the Group. existing security(s).
charge calculations are now
available only for Top 50 The Society should consider
exposures. implementing a database
consisting of the nature and
Cross charge is used in the value of additional securities.
following cases: the next loan to
the borrower may be approved
only if there is a low LTV
parameter for the previous loan to
given to this customer. The total
value of exposure is compared
with the total value of security —
before the next loan advance is
approved.
At present the commercial lenders
consider these parameters at the
customer level, not an account
Irish Nationwide Building Society Page 23
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Finding Recommendation Priority ELET Deadline

Response

level. INBS is required to report on
an account level (for Basel Il
purposes). Thus approval of loans
(cross charges) on total/customer
level will result in higher capital
requirements. The Society is in the
process of establishing the data
required for credit risk purpose
(using a pro forma due diligence
report). We are unclear whether
the information gathered will
include the value of additional
securities, e.g. in section “Security
Beyond Underlying Property” in the
due diligence report.
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10 Urgently required commercial credit decisions

Finding

Recommendation

Management

Document ID: 0.7.2256.30396

@

N

Inisq NATIONWIDE

Deadline

Response

The Commercial Mortgage We recommend the Lending The policy will be amended | Implemented.
Lending Policy dated 1 December | Policy be clarified in respect of to read ‘Any loan so
2007 states: what this signing-off by the approved will be presented
Credit Committee will to the Credit Committee as
“In the event that a credit decision | constitute. soon as practicable’.
is required urgently and it is not
possible to convene a meeting This presentation ensures
with the Credit Committee, the all Credit Committee
credit decision must be approved members are notified of
by the Managing Director and any the advance made for
two of the following Credit overview and information
Committee members: purposes.
e Tom McMenamin
e Martin Noonan
e Gary McCollum
Any loan so approved should be
signed off by the Credit Committee
as soon as practicable” (Page 13).
It is unclear what this (post
approval) Credit Committee sign
off will entail. If a loan offer has
been signed and issued to the
borrower the Credit Committee
review would appear to be a
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Finding Recommendation Priority ELET Deadline

Response
formality. It is unclear if there will
be any Board oversight of the
number and size of any credit
decisions so made.
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@

N

Inisq NATIONWIDE

Deloitte

11 Not all commercial loans are subject to regular review by Credit Risk

Recommendation Deadline

Finding

Priority ELET

Response

There are Credit Risk meetings held The appointment of a 2 The Society is actively 31 July 2008
approximately every week to discuss Credit Risk Manager (with recruiting another staff
Top 50 loans (constituting support staff) has been a member for the Credit Risk
approximately 76% of the commercial | Major initiative undertaken Department and will
loan book). Within the Access by the Society over the last monitor the staffing
database used by Credit Risk for its two years. We recommend requirements of the
analysis, there are 950 accounts the Society consider if the Department on an on-going
(although we noted some of these Credit Risk Manager has basis.
accounts were already redeemed and | been allocated sufficient
some may no longer reflect Top 50 resources, both human
exposures). and |T, to establish and
. . . embed Basel Il compliant
Credit review checks are rogtlnely processes and associated
m_a(_je only for Ioans_ e_xceedlng EUR10 | sk management
million and those W|th|q the top 50 procedures.
exposures. The collection of relevant
data, particularly related to cross-
charges has presented the Credit Risk
department with difficulties in obtaining
robust information.
The Credit Risk Department is
currently working on:
e The transfer of data from Access to
SAS
e Assigning new risk profiles to the
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Finding Recommendation Priority ELET Deadline

Response

accounts (constituting a transfer
from 4 to 6 grades). It is intended
that this process will be completed
within Q2 2008 for the risk profiles
for the Top 50 exposures.
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12 Protection of relevant do

Finding

Some of files are kept at the
commercial lenders’ desks until all
documentation is gathered.
Current files are with the lenders
(where documentation is being
completed).

Files of redeemed loans are
archived in the warehouse.

During our fieldwork we observed
on one occasion a cheque book
was found to be in an insecure
location on a member of staff’s
desk in the Drawdown and Control
section.

cumentation
Recommendation

The Society may wish to review
its file keeping arrangements.
This may include a review of the
relevant record keeping sections
of the Society’s Business
Continuity Plans for both sites
(Dublin and Belfast).

The cheque book should be
held in a secure location and
not left in an open environment
for any length of time.

Document ID: 0.7.2256.30396

Management
Response

The Society continually
reviews its file keeping
arrangements.

The commercial lenders
will be reminded to ensure
all documentation is
gathered on customer files
and to ensure the customer
files are kept in the
Fileroom each night.

The cheque book will be
kept in a secure location.

@

N

Inisq NATIONWIDE

Deadline

30/4/08
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Deloitte

13 Account is set up on the computer system before loan approval by the Credit Committee

Finding

Recommendation

Priority

Management
Response

Deadline
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Contrary to the Society’s New Account set up is the final 3 In future, the procedures Immediately.
procedures, in several cases, stage in the Society’s lending will be adhered to and a
accounts were set up/ made procedures. This has the effect ‘Commercial Advances
active on the Summit system, of, inter alia, controlling the Checklist” will be completed
before the loan was approved by | number of loan account prior to account set-up.
the Credit Committee. The numbers created and reducing
procedures dictate that a the likelihood of any fraudulent
‘Commercial Advances Checklist’ | accounts being created. The
listing all documentation is Society should adhere to its
required prior to account set-up. procedures in this respect.
The last step in the lending
procedures is the set-up of the
account, as it follows the payment
of the advance. Prior to payment
all information is controlled by the
Quality Controller.
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14 Staff Training

Finding Recommendation Priority ELET Deadline
Response

There is a training plan in place The training plan should be 3 The training plan will be 31/7/08

for the Commercial Lending reviewed (and reviewed in reviewed by the

Department, drafted in 2006. future on a regular basis) by Commercial Lending

This plan has not been updated | relevant management to ensure manager.

since it was originally drafted. the plan is fit for purpose and is

being implemented.
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3. Comparison 2006 (INBS) / 2008 (Deloitte)

SUMMARY OF RISK AREAS AND COMMENT ON RATINGS

We present in the table below the summary of our findings as the results of our benchmarking exercise between the Society’s Internal Audit
review conducted by the Society’s Internal Audit department in 2006 and our review, which is subject of this report. For all the Internal Audit
risk areas, all the Society’s Internal Audit findings are compared with our findings and presented in Appendix Il of this report.

In the table below the findings and comments are aggregated under more general headings/ Risk areas.

Risk areas for Commercial Lending | Rating by Internal Audit based on Commentary

review findings in 2006 based on Deloitte findings in
2008

Documentation held on file Adequate Finding

Approvals (Credit Committee / Board) Very good Significant finding

Evidence of repayment capacity Good Significant finding

Fee agreement/ Profit share Good Finding

Exposures / credit reviews Very good Finding

Other risks Very good N/A
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1.1 Objective and Scope of Audit

Internal audit conducted an audit of the operation of the credit committee from January 2008 to June 2008. This limited scope review will focus on
the frequency of and attendance at meetings, documentation supplied at the meetings, details recorded in the minutes and a view on the quality of its
operations.

The audit consisted of detailed testing performed to assess the risks identified in Section 1.2 of this report.

The audit seeks to provide assurance on the effectiveness of the controls in place. The audit will seek to identify new controls and make
recommendations that will enhance the Society’s control environment.

The audit was conducted in accordance with the International Standards for the Professional Practice of Internal Auditing.

This is the first review undertaken by the Internal Audit Department of the Credit Committee process since the Belfast audit in January 2008. The
controls in place have been tested for their effectiveness and adequacy and the department/section procedures have been assessed for potential
weaknesses in process.

This report will be circulated to Mr. Fingleton and the Audit Committee.

Killian McMahon completed the audit field work and Patricia Canniffe reviewed the audit file.

The fieldwork was completed on 14 July 2008.

In the course of this report (except where otherwise defined):

“the Society” refers to Irish Nationwide Building Society.
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1.2 Overall Rating

Internal Audit has conducted a review of the credit committee from January to June 2008. The following areas were reviewed and assessed:

Risk Risk Weighting Rating
The Credit Committee may not meet with sufficient frequency Medium Good
A quorum may not be maintained at the meetings Medium Excellent
The documentation provided at Credit Committee meetings may not be | High Adequate
sufficient
Credit Committee minutes may not be adequate and may not represent Medium Good
an accurate description of each meeting
The Credit Committee may not be adhering to its Terms of Reference High Good
The Credit Committee may not be completing all tasks within its scope Medium Good
The Credit Committee operations may not meet the Society’s Medium Very Good
requirements
OVERALL RATING | GOOD (4.33)
The overall rating is calculated as follows:

¥ (Risk Weighting' X Risk Rating') + (Risk Weighting® X Risk Rating®) +......... + (Risk Weighting” X Risk Rating")

Y Risk Weighting' + Risk Weighting® +......... + Risk Weighting”

(Where n = no. of risks)
An overall rating less than 1.5 results in an Excellent rating, an overall rating from 1.5 to 2.5 results in a Very Good rating, an overall rating from 2.5

to 4.5 results in a Good rating, an overall rating from 4.5 to 8.5 results in an Adequate rating, an overall rating from 8.5 to 16.5 results in a Room for
improvement rating, and an overall rating of 16.5 or greater results in an Unsatisfactory rating.

Explanation of Risk Weightings Used

Value Rating Explanation
1 Low This risk is either not expected to occur or if controls fail, the loss to the Society would not be significant.
2 Medium Such a risk may occur and if it did occur, the loss to the Society may be material.
4 High If this risk is not controlled, the Society may incur a great loss in monetary and/or reputation terms.
Credit Committee Operational Review Page 3
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Explanation of Risk Ratings Used

Value Rating Explanation

1 Excellent Commendable standards attained.

2 Vety good High standards generally evident. A few areas for improvement are evident but these are not considered to
represent serious control weaknesses.

4 Good Generally good standards attained, but areas for improvement are evident.

8 Adequate Average standards attained. Controls are in place but weaknesses have become evident.

16 Room for improvement | Below expected standard with room for improvement. Control weaknesses may become serious unless
addressed.

32 Unsatisfactory Inadequate level of standards evident — remedial action required.

1.3 Main issues arising

Two moderate weaknesses were noted in the operation of the Credit Committee:

1. The Credit Committee members receive minimal documentation prior to each meeting.
2. The approval process for three payouts was not in accordance with the Society’s payout policy.

1.4 Overall Conclusion

There have been thirteen credit committee meetings between January and June 2008. The meeting frequency has significantly declined from a high of
five meetings in January to only one meeting each in April, May and June. However, meetings are only called when there are loans to approve and
loan approvals have decreased since January 2008. John Murphy has attended all thirteen meetings. Tom McMenamin, Martin Noonan and Alan
Deering have each attended twelve meetings. Michael Fingleton has attended eight meetings while Gary McCollum has attended one meeting via a
phone link.

The overall rating of Good reflects that the Credit Committee is assessing loans within its remit and loan approval exceptions are decreasing.
However, relevant documentation must be prepared and circulated prior to each meeting taking place to ensure all members have complete loan
information.
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2.1 Credit Committee Meetings

Exception(s) Recommendation Rating Deadline
2.1.1 | Discussions concerning loan applications were the only matters detailed in | The Credit Committee must receive 2 31 Aug 2008
the meeting minutes. There were no documented discussions about information on and consider the

moratoria extensions, non-performing loans, relevant MIS reports or other | other items within its remit.
issues concerning the credit committee.

2.2 Credit Committee Terms of Reference

No. Exception(s) Recommendation Rating Deadline
2.2.1 | The Terms of Reference are still referring to Mr. The Terms of Reference should be updated to refer to 1 31 Aug 2008
Michael Fingleton as the Managing Director. the Chief Executive only.
2.2.2 | The Credit Committee Terms of Reference makes no | The Credit Committee should be given responsibility for 2 31 Aug 2008
reference to terms extensions. approving terms extensions on all commercial loans and
residential loans greater than €1 million.
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2.3 Credit Committee Minutes

Exception(s) Recommendation Deadline
2.3.1 | The Credit Committee minutes do not detail the customer’s account The customer’s account number 2 31 Aug 2008

number. The account number is especially pertinent when a customer has a | should be recorded in the Credit

number of different accounts with the Society. Committee minutes.

2.4 Credit Committee Documentation

No. Exception(s) Recommendation Deadline
2.4.1 | The Credit Committee members receive minimal documentation The Credit Committee members should 3 31 Aug 2008
prior to each meeting. They receive a copy of the case summary receive the case summary or Commercial
for residential loans prior to the meeting but only receive the Loan Application for each loan at least 24
Commercial Loan Applications at the actual meetings. hours prior to the scheduled meeting.
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2.5 Approval Process

Exception(s) Recommendation Rating Deadline
2.5.1 | All 39 agreed advances exceeding €1 million enteted on Summit between 1/1/08 All loan payouts must be 3 Immediately.

and 29/6/08 were tested to ensure the correct approvals were received before made in accordance with

payout. The following exceptions were noted: Society policy.

e Three loan payouts were made for a different amount to the approved
amount. However, two of the payouts were for a lesser amount and the other payont
exceeded the approved amount because the admin fee was added to the loan.

e Five approval exceptions were noted. Two of these exceptions were
authorised by a signed Commercial Loan Application and three were
authorised by a signed Payout Approval sheet. Only two of the approval
exceptions were in compliance with the Credit Committee Terms of

Reference.
Internal Audit Exception Ratings Key
Rating Type Description
4 Critical Serious control weakness with a high probability of significant financial loss, misstatement of financial results,
compliance implications or reputational impacts, if left unaddressed.
3 Significant Significant control weakness with a real possibility of significant financial loss, misstatement of financial results,
compliance implications or reputational impacts, if left unaddressed.
2 Moderate Moderate control weakness with some possibility of significant financial loss, misstatement of financial results,
compliance implications or reputational impacts if left unaddressed.
1 Minor Minor control weakness, which is unlikely to result in financial loss, misstatement of financial results, compliance
implications or reputational impacts, if left unaddressed.
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1.1 Objective and Scope of Audit

Internal audit conducted an audit of the operation of the credit committee from July 2008 to 15 December 2008. This limited scope review will focus
on the frequency of and attendance at meetings, documentation supplied at the meetings, details recorded in the minutes and a view on the quality of
its operations.

The audit consisted of detailed testing performed to assess the risks identified in Section 1.2 of this report.

The audit secks to provide assurance on the adequacy and effectiveness of the controls in place and to assess the department/section procedures for
potential weaknesses in process. The audit will seek to identify new controls and make recommendations that will enhance the Society’s control

environment.

The Internal Audit Department’s purpose, role, responsibilities, status and authority are derived from the Internal Audit Charter. The audit was
conducted in accordance with the International Standards for the Professional Practice of Internal Auditing.

This is the first review undertaken by the Internal Audit Department of the Credit Committee process since July 2008. This is a high risk category
within the Society.

This report will be circulated to Tom McMenamin, Mr. Fingleton and the Audit Committee.
Killian McMahon completed the audit field work and Patricia Canniffe reviewed the audit file.
The fieldwork was completed on 9 January 2008.

In the course of this report (except where otherwise defined): “¢he Society” refers to Irish Nationwide Building Society.

Credit Committee Operational Review Page 2
Internal Audit Department - January 2009
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1.2 Overall Rating

Internal Audit has conducted a review of the credit committee from July to December 2008. The following areas were reviewed and assessed:

Exception || Risk Risk Risk Rating
No. Weighting
2.1 The Credit Committee may not meet with sufficient frequency Medium Adequate
2.2 A quorum may not be maintained at the meetings Medium Good
2.3 The documentation provided at Credit Committee meetings may not be sufficient High Adequate
N/a Credit Committee minutes may not be adequate and may not represent an accurate description Medium Very Good
of each meeting
2.4 The Credit Committee may not be adhering to its Terms of Reference High Good
2.5 & 2.6 | The Credit Committee operations may not meet the Society’s requirements Medium Room for improvement
| OVERALL RATING | ADEQUATE (6.75)

1.3 Main issues arising
One critical weakness was noted in the operation of the Credit Committee:

1. The Society has made multiple agreed additional commercial advances, which have not been presented or approved by the Credit Committee.
Three significant weaknesses were noted in the operation of the Credit Committee:

1. The Credit Committee only met five times between July and December 2008 and is not meeting with enough frequency to fulfil all its duties.

2. Aloan amount advanced to refinance an existing Society loan exceeded the Credit Committee approved amount.
3. Aloan for €10,000,000 was advanced without sufficient backup documentation and without receiving credit committee approval.

1.4 Overall Conclusion

The Overall Rating' of ‘Adequate’ reflects that the Credit Committee is not meeting with sufficient frequency. The rating also reflects that a number
of loans are being advanced without credit committee approval and that the Committee is not considering all tasks under its remit.

!'The Overall Rating and Exception Rating system descriptions are available in Appendix 1.
Credit Committee Operational Review Page 3
Internal Audit Department - January 2009
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2.1 Frequency of Credit Committee Meetings
No. Exception(s)

2.1 | The Credit Committee has only met five times between
July and December 2008. A number of loans were
approved and advanced on the same date.

In the absence of regular credit committee meetings,
loans may be advanced, which were not approved in
accordance with the Society's lending policies.

Recommendation

The credit committee should
schedule its meetings at the
start of each month; send this
schedule to all committee
members and schedule/meet
at least twice a month.

Management
Response

The Credit Committee
is scheduled to meet on
the second and last
Tuesday of every
month.

Rating Deadline

3 27/2/09

2.2 Credit Committee Quorums

Exception(s)

Recommendation

Management

Rating Deadline

2.2 | The UK General Manager, who is responsible for all
Society 4 loans, has only attended one credit committee
meeting in 2008.

In the absence of the UK General Manager at these
meetings, Society 4 loans are only being assessed based
on a memo prepared in Belfast and no active
discussion can take place on the loans.

The UK General Manager
should participate (in person
or by phone) in credit
committee meetings where
Society 4 loans are presented
to the committee.

Response

The UK General
Manager will attend in
future and UK loans will
be presented by him.

2 31/3/09

Credit Committee Operational Review
Internal Audit Department - January 2009
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2.3 Credit Committee Documentation

Exception(s)

Recommendation

Management

Rating Deadline

The Credit Committee members receive minimal
documentation prior to each meeting. They receive a
copy of the case summary for residential loans prior to
the meeting but only receive the Commercial Loan
Applications at the actual meetings.

In the absence of loan information being provided in a
timely manner, an informed decision cannot be made
by credit committee members on the loans being
presented.

The Credit Committee
members should receive the
case summary or Commercial
Loan Application for each loan
at least 24 hours prior to the
scheduled meeting.

Response

The case summary
and CLA are now
presented to each
member at least 24

hours prior to each
meeting.

2 27/2/09

2.4 Credit Committee Terms of Reference

No. Exception(s)

2.4

The current Terms of Reference detail two committee
members who have left the Society. The Terms do not
make any reference to term extensions.

In the absence of an accurate Terms of Reference, the
Credit Committee may act outside its scope or may not
consider all relevant items at meetings.

Recommendation

The Credit Committee Terms
of Reference must be updated
to appoint new committee
members and a reference must
be made to the consideration of
term extensions.

Management
Response

The Terms of
Reference have been
amended and were
approved by the
Board on 19/12/08.

Rating Deadline

1 31/12/08

Credit Committee Operational Review
Internal Audit Department - January 2009
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2.5 Approval Process

No.

Exception(s)

Recommendation

Management
Response

Rating

Deadline

2.5.1 was advanced to refinance Where a loan is advanced | The Commercial Mortgage 3 31/3/09
This was Board approved | to refinance an existing Offer will include a new
on 26/7/07. The amount approved was £3,750,000. Society loan, the variation clause.
However, the actual loan advanced was £4,025,000 as | Commercial Mortgage
this was the account balance on account no. Offer should indicate that
PO o ¢ the redemption date (i.e. 4/7/08). the approved loan amount
is subject to variation.
In the absence of an amount variation clause, the
Society could advance a redemption amount that
exceeds the credit committee approved amount.
2.5.2 [ The Credit Committee approved a /4 million If a customer submits an | Agreed. 2 27/2/09
additional loan on account nomowever, application to refinance an
the UK General Manager issued a new loan facility of | existing loan and borrow
£10 million to refinance the existing debt of £6 an additional amount, the
million and release £4 million equity. Credit Committee must
approve the total
In the absence of the full loan amount being application amount.
presented to the Credit Committee, the refinance
clement of the new loan may be advanced on terms,
which would not have been accepted by the Credit
Committee.
2.5.3 | The Credit Committee sanctioned a €4m loan for All material amendments | All material amendments to 1 27/2/09
account no IS eYlldeelglile Ll wrote to the made to Credit Credit Committee approved
Credit Committee on 26/5/08 to explain that the Committee approved loans will be minuted
loan amount had been amended to €3.6m. This was | loans should be accordingly.
not minuted by the Credit Committee. represented to the Credit

Credit Committee Operational Review
Internal Audit Department - January 2009
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In the absence of complete minutes, it cannot be
deduced whether the memo was presented to the
Credit Committee.

Committee and minuted
accordingly.

2.5.4

A €10.000.,000 additional advance on account no.
paid out on 2/9/08. This advance
was not presented to the Credit Committee until
15/9/08, which retrospectively sanctioned the loan.
This advance was part of an overall approved
advance of €38.47 million. However, a DAA was
posted for €10,000,000 to account no. EEEEEEELS
and a DAA was posted for €38,470,000 for account
no. WTherefore, a total agreed advance
of €48,470,000 was incorrectly posted to these
accounts.

The Society advanced this loan without adequate
backup documentation. A number of documents
supporting the loan decision were received after the
loan was advanced.

In the absence of Credit Committee approval, loans
can be advanced that do not meet the Society’s
lending criteria and which the Society would have no
risk appetite for.

All commercial loans must
be presented to the Credit
Committee prior to a loan
offer and a payout being
made.

The Drawdown & Control
section will ensure that there
is proper approval for all
payouts.

27/2/09

2.6 Agreed Additional Advances

No.

Exception(s)

The Society has made sixteen separate advances on

account no. CRCEEEICRE totalling £282,942.85

Recommendation

The Society must ensure that
all commercial advances are

Management
Response

The Drawdown &
Control section will

Rating Deadline

31/3/09

Credit Committee Operational Review
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between July and December 2008. The Society has
made thirty-eight separate advances in 2008 on this
account totalling £1,766,116.99. The current debt on
the account is approximately £23.5 million. The
Society is financing the completion of this
development. However, the Credit Committee has
not formally approved this expenditure. The Credit
Committee has discussed th I loan on
18/12/08. The dvances are not being
approved correctly as exceptions as only two
members of the Credit Committee are approving the
drawdowns.

To a lesser extent, agteed advances have also been
made on account no. [EEEELIM o protect the
Society’s interests. There are a number of credit
committee approved amounts for this loan but the
loan is being entered in stages on Summit and it is
difficult to ascertain, which drawdown relates to
which approved amount.

An advance on account no. as not
approved correctly as an exception as only two
members of the Credit Committee approved the
drawdown. The advance was for €226,680.36 but the

Society’s exposure is over €3.7 million on this loan.

rances (account numbers
nd were not approved

correctly as only one member of the Credit
Committee approved each drawdown.

One advance on account no. W'ﬂ.S not

approved by any signed document and was advanced
based on a request from the UK General Manager.

referred to the Credit
Committee. Where the Society
is advancing funds to protect
its own interests, the Credit
Committee should approve
the reasons for the agreed
additional advances and the
committee should also receive
regular updates on the loan’s
status.

ensure that there is
proper approval for all
payouts.

Commercial lenders will
update the Credit
Committee at regular
intervals on the status of
loans where the Society
has to finance the
completion of
developments to protect
its security.

Credit Committee Operational Review
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A number of the above advances should not have
been classified as advances. Solicitor fees should have
been classified as SFDs on Summit, valuation fees
can be classified as VALs on Summit and fees
incurred after repossession can be classified as REPs.
Internal Audit has instructed the Summit
Development Manager to set up a new code called
NCI, which will be applied to Necessary Costs
Incurred on loan accounts to protect the Society’s
security, maximise the Society’s profit and/or
minimise any Society loss.

Whilst Internal Audit acknowledges that the Society
is protecting its interests by financing the completion
of developments, in the absence of credit committee
approval for DAAs, the Society is not complying
with the current Commercial Mortgage lending
Policy.

Credit Committee Operational Review Page 9
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Overall Rating

The overall rating is calculated as follows:
Y (Risk Weighting' X Risk Rating') + (Risk Weighting® X Risk Rating®) +......... + (Risk Weighting" X Risk Rating")
¥ Risk Weighting' + Risk Weighting® +......... + Risk Weighting”

(Where n = no. of risks)
An overall rating less than 1.5 results in an Excellent rating, an overall rating from 1.5 to 2.5 results in a Very Good rating, an overall rating from 2.5

to 4.5 results in a Good rating, an overall rating from 4.5 to 8.5 results in an Adequate rating, an overall rating from 8.5 to 16.5 results in a Room for
improvement rating, and an overall rating of 16.5 or greater results in an Unsatisfactory rating.

Explanation of Risk Weightings Used

Value | Rating Explanation
1 Low This risk is either not expected to occur or if controls fail, the loss to the Society would not be significant.
4 Medium Such a risk may occur and if it did occur, the loss to the Society may be material.
8 High If this risk is not controlled, the Society may incur a great loss in monetary and/or reputation terms.

Explanation of Risk Ratings Used

Value Rating Explanation

1 Excellent Commendable standards attained.

2 Very good High standards generally evident. A few areas for improvement are evident but these are not considered to
represent serious control weaknesses.

4 Good Generally good standards attained, but areas for improvement are evident.

8 Adequate Average standards attained. Controls are in place but weaknesses have become evident.

16 Room for improvement | Below expected standard with room for improvement. Control weaknesses may become serious unless
addressed.

32 Unsatisfactory Inadequate level of standards evident — remedial action required.

IBRCO1B02 114
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Exception Ratings

Rating Type Description
4 Critical Serious control weakness with a high probability of significant financial loss, misstatement of financial results,
compliance implications or reputational impacts, if left unaddressed.

3 Significant Significant control weakness with a real possibility of significant financial loss, misstatement of financial results,
compliance implications or reputational impacts, if left unaddressed.

2 Moderate Moderate control weakness with some possibility of significant financial loss, misstatement of financial results,
compliance implications or reputational impacts if left unaddressed.

1 Minor Minor control weakness, which is unlikely to result in financial loss, misstatement of financial results, compliance
implications or reputational impacts, if left unaddressed.

Correlation between Exception Ratings and Overall Ratings

Each risk area’s rating is based on the results of the auditor’s testing. There can be a subjective element to each risk area’s allocated rating and the risk
rating may be based on the auditot’s opinion.

The exception rating indicates the exception’s potential impact if action is not taken to address it. The higher the exception rating, the lower the risk
rating will be. A critical exception rating (i.e. 4) should not result in a risk rating exceeding ‘Adequate’, a significant exception rating (i.e. 3) should not
result in a risk rating exceeding ‘Good’, and a minor or moderate exception rating (i.e. 1 or 2) should not result in a risk rating exceeding ‘Very Good’.
Where risk ratings contravene these general criteria, an explanation will be provided within the exception field. The highest exception rating in a risk
area should determine the risk rating.

If a risk area has one or two exception ratings of the same value, the above criteria apply.

If a risk area has three to five exception ratings of the same value, the risk rating for that area should automatically decrease one level e.g. if a risk area
has three significant exceptions, the best risk rating that the area can receive is ‘Adequate’ (i.e. the best risk rating the area can achieve has decreased
one level from ‘Good’).

If a risk area has six or more exception ratings of the same value, the risk rating for that area should automatically decrease two levels e.g. if a risk area
has six significant exceptions, the best risk rating that the area can receive is ‘Room for improvement’ (i.e. the best risk rating the area can achieve has
decreased two levels from ‘Good’).
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www.irish-nationwide.com

Mr. Con Horan
Prudential Director
Financial Regulator
P.O. Box 9138
College Green
Dublin 2

Dear Con,

I refer to your letter dated 7 March 2008 and our subseqﬁent conversations. I
apologise for the delay in formally responding to you but I was anxious to make
~ some progress. '

1. Proposals for the implementation of corporate governance issues

29 May 2008

Nationwide House
Grand Parade
Dublin 6

Tel: 016096490
Fax: 016096499

a) The Society intends to increase the Board by the addition of three non
executive directors. We expect, subject to Regulatory approval, to be in a
position to appoinf the first two of these in early July. The proposed
appointments are Mr. Liam Barron, former Director General of the Central
Bank, and Mr. Sean Carey, former Deputy City Manager of Dublin, who has
a planning and finance background. Both individuals are preparing the fit
and proper questionnaires for submission to the Regulator.  We are
continuing to seek an appropriate third person, in the light of the varied

experience of the expanded group of non-executive directors.

b),c) To meet part of the current needs of the Society and in particular to

strengthen the management and review of existing commercial loan

customers the Society has appointed Michael Goggins as Risk Evaluation -

Chief Office: Nationwide House, Grand Parade, Dublin 6. REGISTERED NO. 148 DUBLIN

DIRECTORS: Michael P. Walsh, B.Comm., M.B.S., M.B.A., PhD., Chalrman. Terence J. Coonay, B.Comm.. M.Econ.8¢., FC.A., FC.CA., FLTI.

David M. J. 8rophy, B.A. (Mod) Law. John 8, Purcell, B.Comm., FC.A. .
Michael P. Fingleton, B.Comm., FC.L.S., F.C.C.A,, Barrister-at-law, Managing Director.
Irish Nationwide Building Saciety is regulated by the Financlal Regulator
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~ Executive. Mr. Goggins, aged 58, is a qualified accountant, is experienced in
property and lending having previously worked with ICC Bank Ltd, property
development companies and as Housing Director with the Construction
Industry Federation (CIF). As you will be aware the Society, from a lending
perspective, is primarily focussed on managing its existing book rather than
seeking to do new lending. Mr. Goggins brings valuable experience to this

‘ endeavour.

.  The Society is also looking to recruit at least one other individual who will

have a broader mandate.

2. Credit risk management

The audit of lending conducted by Deloitte was submitted to the Financial
Regulator on 23 April 2008 last. The Society will ensure that Deloitte will
conduct a further review of the operation of appropriate credit processes at
end September 2008 and the resﬁltant report will be submitted to the
Financial Regulator.

‘ 3. Liquidity risk
The inspection which focused on liquidity was completed on site on 2 April
last: A letter dated 2 May 2008 in relation to the findings of the inspection

has been received by the Society. I am sending, under separate cover, a

reply to this letter to-day.

In relation to MBPN, the Society is now in a position to tender for MBPN
funds, and to ensure that everything is in order, has tendered for €100 million
earlier this week and received the fulllalllocaliion-

IBRCO1B13 e
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4.  Delay in the demutualisation and sale process

The Board has considered the question of alternative plans for the Society
should the sale not proceed. The Board’s view is that, due to the credit
crunch and the market view of property in Ireland and the UK, a sale is
unlikely to be agreed in 2008. However potential purchasers have recently
said that they are still interested in the opportunity but they now need to show
more caution. The Society is continuing to work with Goldman Sachs to
review its options. The Society intends to sell at the earliest possible
opportunity. However the ability to consummate a sale in whole or in part is
very dependent on the state of the credit and property markets. A trade sale
of the entire business in 2009 or 2010 is still the Board’s preferred option,
however all options are open for consideration inciuding sale of part(s) of the

loan book.

The Society asked Goldman Sachs to:
1. Provide an update on the capital markets environment;

2. Provide a summary of the Society’s strategic alternatives.

A copy of their memorandum dated 7% May 2008 is enclosed.

IBRCO1B13

Wﬁ

Michael P. Walsh
Chairman

IrRISH NATIONWIDE BUILDING SOCIETY
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MEMORANDUM , gg!:(;llglﬂll

To: Stan Purcell
From: Goldman Sachs

Date: 7 May 2008

'Re: Project Harmony

Document ID: 0.7.2321.39621

Goldman Sachs has been asked {o prepare this memorandum fo:
1. Provide an update on the capital markets environment, and
2. Provide a summary of Harmony'’s strategic alternatives.

1. Capital Markets Updéte

Equity Markets

B Q12008 was the worst quarter for global equity indices since Q3 2002, with European
banks down 18.4% ‘ :
— Equity market volatility remains high with stocks reacting nervously to credit market
developments and macro economic indicators
— Further European corporate earnings downgrades are expected with consensus
“forecasting ¢.7% earnings growth in 2008 relative to 2007 vs. GS Investment
Research estimates of a 12% fall

B The shares of irish banks have underperformed the ISEQ in the past 12 months (see

table below)

B The average performance of BOI, AlIB and ILP has been 46.8% since the beginning of
2008 and the performance of the ISEQ has been -36.4% during the same period; Anglo

was -52.4% on the same basis

B The sell-side analyst research community has a number of concerns around the Irish

banking sector in general

. — House prices are expected to continue to fall. Ireland has seen strong growth in asset
prices over the past 10 years. Since 1997, house prices have increased by over
200%, however, given the fall in house prices over the past year, there are

indications that the cycle has turned

-~ Forecasts of 30% downside to commercial property values for commercial rental

yields to return to historic levels

— The risk of higher impairments is rising. While the environment has remained sound
thusfar, analysts believe a slowing economy and falling asset prices may lead to

increased impairment charges over coming years
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- There is a general negative outiook on Ireland as a whole given the substantial

growth of the past number of years

Figure 1: Irish Banks’ Share Price Performance ~ Last 12 Months
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Figure 2: Irish Banks' Price/Earnings Ratio — Last 12 Months

16x Average 12Month Allied irish  Anglo Bank of IrishLife &
W Forward P/E Banks Irish  ireland Permanent ISEQ
Cast 2 Months 7.8x 82x 73x 76X 0.I%
14x 1 Tast8 Months B6x (X3 60x B Sax__
* k- Since 1Jan 2008 54x 5.7x 59x 5.9% 9.%
=~ J’L‘ T R, Last iMonth 6.3 53x 6% 85x (X
gax 1 WY Y
w ] g
- . %
8 10x
£
S
w
_g 8x
T
a
8x
ax T Y T T T T T
Apr-2007  Jun-2007 Aug-2007 Sep-2007  Naw-2007  Jan-2008 Mar-2008  Apr-2008
amepllicd Irish Banks ~~-Anglo Irish =~=Bank of Ireland —-Irish Life & Permanent wmarne {SEQ)

Source: Datastream as of 24-Apr-2008

Nota: Prica/Forward EPS represenis a one year forward looking F/E based on the expegted ﬁﬂﬁf twebde maniis eamings

121

IBRC04857-@6



IBRCO1B13

Tabhle 1: Broker EPS Forecasts for Irish Banks (€, Calendarised)

Document ID: 0.7.2321.39621
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W March and April 2008 saw the announcement of numerous bank recapitalisations via a
combination of rights issues and other capital raisings including Societe Generale (SG),
Lehman Brothers, UBS, Washington Mutual, Wachovia, National City and Royal Bank of
Scotland (RBS)

— Since Q3 2007 total announced bank equity and equity-linked capital issuance has
exceeded $130bn

- SG's issue was to cover fraudulent trading losses while Lehman Brothers’ issue was
more opportunistic and increased flexibility rather than ‘plugging’ capital holes. The
other issues were to shore up capital following structured credit write downs and to
increase overall capitalisation levels in more challenging markets

— Investors are generally of the view that there is more equity issuance to come from
European banks, but are becoming more comfortable with visibility on potential
structured credit write downs and the more conservative approach banks are taking
to marking portfolios

— A growing trend towards de-leveraging balance sheets and a return to funding-driven
business models is changing bank managers’ and regulators’ approach to risk

B Qutlook for the remainder of 2008
— The macro environment remains difficult, which could result in continuing highly

volatile equity markets with little short-term upside. There is some potential for upside
later in the year as investors look through to an expected modest recovery in 2008

Credit Markets

M Credit indices reached their widest ever levels in March 2008 on the back of continuing
negative newsflow (e.g. the Bear Stearns failure) and investor nervousness over the true

capital positions of financial institutions

— The iTraxx Main index, which measures the cost of insuring bonds against default via
Credit Default Swaps (CDS), traded out to c.150bps versus ¢.25bps pre the credit
market dislocation

W However, credit spreads have tightened in April 2008 with the iTraxx Main index falling
¢.50% from March levels as efforts by the FED improved market sentiment and fears
over the future of US monoline insurers reduced. Irish Banks’ CDS levels also tightened
in April, although Anglo’s CDS remains at much wider levels due to lower credit ratings
relative to peers and ongoing concerns over its commercial real estate exposure
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Figure 3: trish Banks’ CDS Levels (Last 12 Months, 5 year Senior CDS)
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B The spread of Anglo's Tier 1 capital instruments, which rank just above equity in the
capital structure, has also increased dramatically since the end of 2007

— The current yield on this security is approximately 13.4%, implying the cost of equity
for the bank could be significantly higher

Figure 4: Anglo Irish Tler 1 Instrument Trading Levels
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Real Estate Financing Markets

Rating agencies currently view the real estate environment in the UK and Ireland as
weak and are anticipating a downturn as the cycle tumns further. They expect the
volumes of residential and commercial lending to subside in 2008 and the asset quality
to deteriorate as asset prices fall, particularly affecting more vulnerable, speculative
developments. This Is expected to have a severe impact on significant commercial real
estate lenders.

Commercial real estate is also a key area concern for brokers. GS Research estimate

- that over 75% of loans have been originated in the last three years and 30% of the

market is due to refinance in the next two years

For the sector, GS Research estimate that CRE impairments could rise to 95bps in 2009,
but in a negative scenario could be as high as 200bps, which is close to the previous
peak in corporate provisioning of 250bps in 1992. Under this scenario profits would be hit
by 30%

The commercial property market remains broadly at risk, with limited office demand in
the City, Canary Wharf and the West End of London driven by the uncertainty in the
financial sector

Activity in the UK's commercial property construction industry fell for a fifth consecutive
month in March. The monthly survey by Savills noted that its Total Commercial
Development Activity Index showed a net balance of -16.4% in March compared with -
6% in February

In the UK, the Credit Default Swap (CDS) level on a 'AAA' rated Commercial Mortgage
Backed Security (CMBS) is currently ¢.225bps, compared to 10 - 20 bps in the first half
of 2007 and 100bps three months ago

The Bank of England’s inclusion of ‘AAA’ rated CMBS issued prior to 2007 as qualifying

collateral for its new £50bn repo facility is positive news for the sector and should
alleviate some concerns around refinancing risk
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2. Summary of Harmony’s Strategic Alternatives

B Finalising the commercial loan book data and third party valuation exercise is a pre
requisite for pursuing any of the options summarised below:

Comments Benefits Issues
: W Re-engage with v Straight-forward if ? Buyer appetite and
e : potentially interested interested parties ability to fund a
.-Continug with parties remain engaged transaction in current
~Sale of Entire B Distribute loan book v Process clear and environment
data and process letters prepared ? Timing in the context of

Business to One

capital markets
conditions and the real

estate cycle
S ® Consider selling assets ¥ Provides Harmony ? Increassd compiexity of
N Consi dér Break to different purchasers greater er_xibIIity in transaction
; Gk - a.g. sell commercial dealing with potentially 2 Buyer appetite and
real estate book to one interested partners for ability to fund
purchaser and the retail different parts of transactions in curient
business to a different business snvironment
purchaser % \Weak markets
Continue to prepare ¥ Potentially more ? Management team for
business for sale interested parties in immediate future
Consider reinitiating the more favourable macro 7  Market perception
process in more and real estata 2 Unclear duration of
favourable conditions environment market dislocation
Demutualise via a v Complete »  Significant
public listing of demutualisation organisational and
members’ shares process logistical commitment
v Access o public equity = Weak markets
capital
W Approach Irish listed v Gompletes ? Partner availability and
banks with merger demutualisation interest
proposal process ? Relative valuation
— Members receive + Share-for-share offer *  Weak markets
Irish listed paper in could improve capital
exchange for position of acquirer
member shares
125

Document ID: 0.7.2321.39621

IBRC04857 410



THEME: B2

Effectiveness of banks’ credit strategies and
risk management

LINE OF INQUIRY: B2c

Analysis of risk concentration in the base, the
adverse economic scenarios and the impact
on capital structure

126




IBRCO1B10

Document ID: 0.7.2256.15192

KPMG Telephone  +353 1 410 1900
Chartered Accountants Fax +353 1412 2873
1 Harbourmaster Place internet www.kpmg.ie
IFSC
Dublin 1
Ireland

Ms Yvonne Madden

Banking Supervision Department Our ref: ak/398551

Financial Regulator

P.O. Box 559

Dame Street

Dublin 2

31 March 2006

Dear Ms Madden

Statutory Duty Confirmation: Statement by the auditors for Irish Nationwide Building
Society to the Irish Financial Services Regulatory Authority (‘IFSRA’)

The annex to this letter lists the reporting periods in which we acted as auditors of: Irish
Nationwide Building Society and therefore are subject to the ‘statutory duty’ as described by
S.89 of the Building Societies Act 1989 and Regulation 7 of the Supervision of Credit
Institutions, Stock Exchange Member Firms and Investment Business Firms Regulations,

'1996 (‘the Post BCCI Regulations’). We submit this statement to you in accordance with the

instructions to credit institutions issued by the Financial Regulator,
Respective responsibilities of directors and auditors
It is the responsibility of the directors of the Society:

m  to take appropriate steps to provide reasonable assurance that the Society complies with
the Building Societies Act 1989 and also the statutory instruments enacted and
administrative notices issued in relation to EU Directives that relate to the supervision of
credit institutions (‘the Supervisory Requirements’). Administrative provisions, as
referred to above, also include the IFSRA’s Licensing and Supervision Requirements and
Standards for Credit Institutions;

m to establish arrangements designed to detect material non-compliance with the
Supervisory Requirements, and to report any breaches to you;

® to report to the Financial Regulator any information which they know or have reasonable
cause to believe is of material significance for Financial Regulator’s supervisory functions
under the Supervisory Requirements.
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Our responsibilities, with respect to our statutory duty to report to you matters which come to
our attention in the course of our work as auditors and of regulatory concern to you, are as set
out in the Building Societies Act 1989,

Basis of statement

In discharging our statutory duties to report to you under the Building Societies Act 1989, we
have had regard to Practice Note 19 (Banks in the Republic of Ireland). In doing so, we are
required to consider matters of which we have become aware in the capacities as auditors
listed in the Annex to this letter.

! ) The basis of the work done in respect of each capacity is referenced in the Annex to this
) letter. We are not required to carry out any additional work to identify matters to be reported
under the statutory duty.
Statement
We understand that the Society has already informed you, both verbally and in writing, of the

following matters:

(1) Sectoral Return, 2005

The aggregate exposure to the construction (“F”) and real estate (“K™) sectors exceeded 250%
of own funds limit and the real estate sector exceeded 200% of own funds limit during the
period from January 2005 to December 2005.

We understand that the Society has corresponded with you on this matter during 2005 and this
may continue to be an issue during 2006.

(2) Prudential Return December 2005

Following internal review of the Prudential Return the Society identified an error in the level
of non-performing loans reported in its December return. The amount was understated by
€38.8 million and accordingly restated to €160.8 million.

We understand that the Society resubmitted to you a its revised Prudential Return on 29
March 2005.

(3) Large Exposures return March and December

(1) Following a request by the Financial Regulator the Society resubmitted its Large
Exposures return for the month of March 2003. The revised return included 100% of the
exposure as part of the total exposure category.

The society submitted to you the amended report to reflect the above matter under its cover
letter dated 31 March 2005.
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(1) The Society re-submitted the Large Exposures return for the month of December 2005 as
two exposures to financial institutions reported under Schedule 2 of the return were not listed
on the ‘New Clients’ schedule. These financial institutions were not new to the Society but
had not appeared on the previous quarter Large Exposures Return.

The Society submitted to you the amended report to reflect the above matter under its cover
letter dated 26 January 2006.
Should you wish to discuss further any of the above matters, please do not hesitate to contact

Vincent Reilly (Direct Line 410 1378).

Yours faithfully

o~

KPMG
P
i) cc Board of Irish Nationwide Building Society.
}
3
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KPMG Telephone  +353 1 410 1000
| Chartered Accountants Fax +353 1 412 1122

1 Harbourmaster Place Internet www.kpmg.ie
IFSC
Dublin 1
Ireland

Ms Yvonne Madden

Banking Supervision Department Our ref: aob/398551

Financial Regulator.

P.O. Box 559

Dame Street

. Dublin 2
27 March 2007
Dear Ms Madden
: Statutory Duty Confirmation: Statement by the auditors for Irish Nationwide Building

Society to the Financial Regulator

The annex to this letter lists the reporting periods in which we acted as auditor of Irish
Nationwide Building Society and therefore are subject to the ‘statutory duty’ as described by
S.89 of the Building Societies Act 1989 and Regulation 7 of the Supervision of Credit
Institutions, Stock Exchange Member Firms and Investment Business Firms Regulations,
1996 (‘the Post BCCI Regulations’). We submit this statement to you in accordance with the
instructions to credit institutions issued by the Financial Regulator.

Respective responsibilities of directors and auditor
It is the responsibility of the directors of the Society:

® to take appropriate steps to provide reasonable assurance that the Society complies with
the Building Societies Act 1989 and also the statutory instruments enacted and
administrative notices issued in relation to EU Directives that relate to the supervision of .
credit institutions (‘the Supervisory Requirements’). Administrative provisions, as
referred to above, also include the Financial Regulator’s Licensing and Supervision
Requirements and Standards for Credit Institutions;

B to establish arrangements designed to detect material non-compliance with the
Supervisory Requirements, and to report any breaches to you;

® to report to the Financial Regulator any information which they know or have reasonable
cause to believe is of material significance for Financial Regulator’s supervisory functions
under the Supervisory Requirements.
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Our responsibilities, with respect to our statutory duty to report to you matters which come to
our attention in the course of our work as auditor and of regulatory concern to you, are as set
out in the Building Societies Act 1989.

Basis of statement

In discharging our statutory duties to report to you under the Building Societies Act 1989, we

have had regard to Practice Note 19 (Banks in the Republic of Ireland). In doing so, we are

required to consider matters of which we have become aware in the capacities as auditor to

the entities listed in the Annex to this letter.

The basis of the -work done in respect of each capacity is referenced in the Annex to this

letter. We are not required to carry out any additional work to identify matters to be reported
o under the statutory duty.

Statement

We understand that the Society has already informed you, both verbally and in writing, of the

following matters:

(1) Prudential Return March 2006

Following a request by the Financial Regulator the Society had to resubmit the Prudential
Return for March.

The Society was requested to amend an error in the classification “Financial Fixed Asset
Revaluation Reserves” which was reallocated to “Minority Interests in Tier Two Elements”.
The Society also resubmitted the December 2005 return amending it for the same error.

The Society was queried on the classification of “Off balance sheet instruments held for
trading purposes: assets” in the March return. The amount of €13,917 was later reclassified as
“unallocated assets” in the resubmitted return on 9 June 2006.

The Society was requested by IFSRA to amend another misclassification of “Central
Government — Other Funding sources ~ debt securities issued” reported in the March return.
The amount of €39,842 was accordingly reclassified as “Central government Deposits”
following queries surrounding the June return. The return also contained an error where a
certain share had been recorded at cost rather than at market value, this was also amended in
the 12/09/06 return.

We understand that the Society amended these classifications in their resubmitted reports on
9/06/06, 5/07/06 and 12/09/06.

(2) Prudential Return June 2006

Following a request by the Financial Regulator the Society resubmitted the prudential return
for June five times.

The return originally submitted had contained an error on the hard copy that was sent to the
Financial Regulator, however the soft copy was updated. As a result the Socxety resubmitted
thls sheet changing the SSIA figure.
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‘ The Society had sought advice from the Financial Regulator for the treatment of a cross
. currency swap. On receipt of this advice, the return was again resubmitted.

The Financial Regulator queried many of the movements within the return and following the
realisation of errors within the return submitted, the Society had to amend both the June and
March returns to allow for misclassifications. The Society had amended the June GOVDEP
and GOVDSC classifications for the June return and was advised to resubmit the March
return also reflecting the reclassification that occurred (see above (1)).

The June return was also amended to reflect the incorrect recording of the positive
replacement cost (BBRPCI) of €21.102m as €29.202m. The return also contained an amended
value for the cross currency swap as both the sterling and the euro legs had been included
before giving a total of €2b, whereas it should have been €1b.

The Society resubmitted their June return again amending the cross currency swap figures. In
this case they changed the long and short positions reported where a slight variance was
noted.

The Society resubmitted their December Prudential Return amending it for a link formula in
the DBI section. The net positive replacement cost was amended. The Society decided to
resubmit the June and September returns also on 2/02/07.

Following these errors, the Financial Regulator added that it was “concerned with the number
of errors reported” and requested that the Society should outline what controls they will put in
place to ensure that errors do not reoccur.

We understand that the Society amended these classifications in their resubmitted reports on
11/08/06, 23/08/06, 12/09/06, 18/10/06 and 2/02/07.

(3) Prudential Return September 2006

The Society resubmitted their December Prudential Return amending it for a link formula in
the DBI section. The net positive replacement cost was amended. The Society decided to
resubmit the June and September returns also on 2/02/07. .

We understand that the Society amended these classifications in their resubmitted report on
2/02/07.

{4) Prudential Return December 2006

The Society resubmitted their December Prudential Return following an enquiry by the
Financial Regulator. An error was noted in the soft copy concerning the cross currency
interest rate related derivative contracts as the future credit exposure should be 5% rather than
-5%. They also amended the balance sheet risk asset as it should include cash in course of
collection. As a result of these queries the Society decided to resubmit the updated section of
the return on 25 January 2007.

The Society resubmitted their December Prudential Return amending it for a link formula in
the DBI section. The net positive replacement cost was amended. The Society decided to
resubmit the June and September returns also on 2/02/07.

We understand that the Society amended these classifications in their resubmitted reports on
25/01/07 and 2/02/07.
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(5) Large Exposure Return June 2006 ‘ )

The Society resubmitted the LEX return for June following a request by the Financial
Regulator. The exposure to directors figure was amended to 0.06% from the original incorrect
figure of 0%.

The June LEX return was resubmitted on one further occasion at the request of the Financial
Regulator. In this instance the Society was using a client code that was not recognised by
IFSRA in relation to Again the Society amended the errors and
resubmitted the return.

We understand that the Society amended the Return and resubmitted it on 28/07/06 and again
on 8/08/06.

T (6) Large Exposure Return September 2006

The Financial Regulator requested that the Societv amend the client codes in relation to three
clients; Customer Confidential This was due to incorrect codes
being used. For Customer Confidential the unigue client exnosure code was used
rather than the group code, an incorrect code was input for GRS

Following a further request from IFSRA, the i bmitted the September Return a
second time. This is due to the exposure of [SECHEIeILEEY whlch was mcorrectly entered on
the return as a connected client, The amended return include e in correct

€xposure group. It also contained an explanation of the (&Sl Confidential exposure as this
had exceeded the 25% of Own Funds limit within the Return.

‘We understand that the Society resubmitted the revised Returns under the cover letters dated
7/11/06 and 10/11/06.

(7) Large Exposure Return December 2006

The December LEX Return has been resubmitted on 5 February 20Q his s again due to
incorrect client codes being used for exposure groups. In this caseand
werc amended from the original Return and resubmitted
it under the cover letter dated 5/02/07.

Should you wish to discuss further any of the above matters, please do not hesitate to contact
Vincent Reilly (Direct Line 410 1378).

Yours faithfully

WP Cr
KPMG

cc Board of Irish Nationwide Building Society.
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Annex to Statutory Duty Confirmation

Capacity Reporting period Reference to basis of work

Auditor of Irish Nationwide Financial year ended 31 Audit report
Building Society December 2006

Auditors of the following
bodies closely linked by Financial year ended 31 Audit report
control to Irish Nationwide December 2006
Building Society:

¢ Pangrove Limited

® Veria Limited

¢ Cedarclose limited

¢ Irish Nationwide (1.O.M.)
Limited

Clearstorm Limited

‘ e INL&P Limited

Nt
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Chartered Accountants Fax +363 1 412 2873
1 Harbourmaster Place Internet www.kpmg.ie
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Dublin 1
lrefand

Mr Dermot Finneran

Banking Supervision Department : Our ref: ak/398551

Irish Financial Services Regulatory Authority

P.O. Box 559

Dame Street

Dublin 2

26 April 2005

Dear Mr Finneran

Statutory Duty Confirmation: Statement by the auditors for Irish Nationwide Building
Society to the Irish Financial Services Regulatory Authority (‘IFSRA’)

The annex to this letter lists the reporting periods in which we acted as auditors of Irish
Nationwide Building Society and therefore are subject to the ‘statutory duty’ as described by
S.89 of the Building Societies Act 1989 and Regulation 7 of the Supervision of Credit
Institutions, Stock Exchange Member Firms and Investment Business Firms Regulations,
1996 (‘the Post BCCI Regulations’), from 24 Aprif 2004 to 26 April 2005.

Respective responsibilities of directors and auditors
[t is the responsibility of the directors of the bank(s):

m  to take appropriate steps to provide reasonable assurance that the bank(s) complies with
the Building Societies Act 1989 and also the statutory instruments enacted and
administrative notices issued in relation to EU Directives that relate to the supervision of
credit institutions (‘the Supervisory Requirements’). Administrative provisions, as
referred to above, also include the IFSRA’s Licensing and Supervision Requirements and
Standards for Credit Institutions;

m to establish arrangements designed to detect material non-compliance with the
Supervisory Requirements, and to report any breaches to you;

m  to report to IFSRA any information which they know or have reasonable cause to believe
is of material significance for IFSRA’s supervisory functions under the Supervisory
Requirements.

Our responsibilities, with respect to our statutory duty to report to you matters which come to
our attention in the course of our work as auditors and of regulatory concern to you, are as set
out in the Building Societies Act 1989.
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Basis of statement

In discharging our statutory duties to report to you under the Building Societies Act 1989, we
have had regard to Practice Note 19 (Banks in the Republic of Ireland). In doing so, we are
required to consider matters of which we have become aware in the capacities as auditors
listed in the Annex to this letter.

The basis of the work done in respect of each capacity is referenced in the Annex to this
letter. We are not required to carry out any additional work to identify matters to be reported
under the statutory duty.

Statement

We understand that the Society has already informed you, both verbally and in writing, of the
following matters:

(1) Large Exposure Return (LEX). March 2004

Following an internal review of the large exposures reporting process the Society identified 6
understated and 2 overstated exposures arising due to a clerical errors resulting in the total
understatement of €55 million in the LEX Return for 2004.

We understand that the Society submitted to you the amended LEX, i.e. revised to reflect the
above matter, under cover of its letter dated 4 June 2004.

(2) Sectoral Return, 2004

The aggregate exposure to the construction (“F”) and real estate (“K”) sectors exceeded 250%
of own funds limit and the real estate sector exceeded 200% of own funds limit during the
period from January 2004 to December 2004.

We understand that the Society has corresponded with you on this matter during 2004 and this
may continue to be an issue during 2005.

(3) (i) Prudentia] Return January to June 2004

The Society did not disclose the positive replacement cost associated with a Sterling SWAP
in the Prudential Return during the period from January 2004 to June 2004,

We understand that the Society submitted to you a revised Prudential Retumn to reflect this
matter, under the cover of its letter on 13 August 2004,

Except as noted above, no matters have come to our attention, in our capacity, described in

the Annex attached to this letter, that have given rise to a statutory duty for us to repart to you
under the Building Society Act, 1989 and the Post BCCI Regulations,
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3) (ii) Prudential Return December 2004

The Society included a guarantee of €2m in error in its Prudential Return at 31 December
2004. We understand that the Society has corresponded with you on this matter in its letter
dated 22 April 2005.

Should you wish to discuss further any of the above matters, please do not hesitate to contact
Vincent Reilly (Direct Line 410 1378).

Yours faithfully

® e

KPMG

ce Board of Irish Nationwide Building Society.
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Example Annex to Statutory Duty Confirmation

Capacity

Reporting period

Reference to basis of work

Auditor of Irish Nationwide
Building Society

Financial year ended 31
December 2004

Audit report dated 15 March
200S.
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KPMG Telephone
Chartered Accountants Fax
2 Harboprmastar Place nternest W kg e

Ms Yvonne Madden

Banking Supervision Department Our ref: vV RIAK/EOC/O006L
Financial Regulator

P.O. Box 559

Dawme Street

Dublin 2

26 March 2008

Dear Ms Madden

Statutory Duty Confirmation: Statement by the auditors for Irish Nationwide Building
Society to the Financial Regulator

The annex to this letter lists the reporting periods in which we acted as auditor of Trish
Nationwide Building Society and therefore are subject to the ‘statutory duty’ as described by
5.89 of the Building Societies Act 1989 and Regulation 7 of the Supervision of Credit
Institutions, Stock Exchange Member Firms and Investment Business Firms Regulations,
1996 (“the Post BCCI Regulations’). We submit this statement to you in accordance with the
instructions to credit institutions issued by the Financial Regulator.

Respective responsibilities of directors and auditor

It is the responsibility of the directors of the Society:

to take appropriate steps to provide reasonable assurance that the Society complies with
the Building Societies Act 1989 and also the statutory instruments enacted and
admmistrative notices issued in relation to EU Directives that relate to the supervision of
credit institutions (‘the Supervisory Requirements’). Administrative provisions, as
referred to above, also include the Financial Regulator’s Licensing and Supervision

Requirements and Standards for Credit Institutions;

to establish arrangements designed to detect material non-compliance with the
Supervisory Requirements, and to report any breaches to you;

to report to the Financial Regulator any information which they know or have reasonable
cause to believe is of material significance for Financial Regulator’s supervisory functions
under the Supervisory Requivements.

“KPME00233-001



KPMGO01B04

Our responsibilities, with respect to our statutory duty to report to you matters which come to
our attention in the course of our work as auditor and of regulatory concern to you, are as set
out in the Building Societies Act 1989.

Basis of statement

In discharging our statutory duties to report to you under the Building Societies Act 1989, we
have bad regard to Practice Note 19 (Banks in the Republic of Ireland). In doing so, we are
required to consider matters of which we have become aware in the capacities as auditor to
the entities listed in the Annex to this letter.

The basis of the work done in respect of each capacity is referenced in the Amnex to this

letter. We are not required to carry out any additional work to identify matters to be reported
under the statutory duty.

Statement

We understand that the Society has already informed you, both verbally and in writing, of the
following matters:

Sectoral return

The aggregate exposure to real estate (“K™) exceeded 200% of own funds limit during the
period from January 2007 to December 2007.

We understand that the Society has corresponded with you on this matter and this may
continue to be an issue in 2008.

(1) Prudential Return March 2007

Following a request from the Financial Regulator, the Society resubmitted the March
Prudential Return as an error was identified in the EMTN programme split between
“Monetary Financial Institutions” and “Non-Government”.

We understand that the Society amended the split and resubmitted the March Prudential
return in late August 2007,

Furthermore, the Society identified that the changes made to rectify the split between
“Monetary Financial Institutions” and “Non-Government” resulted in a change to the “Non-
Government — other funding sources” on a separate part of the return.

We understand that the Society resubmitted the amended report on 19 October 2007.

As part of an internal review, the Society identified an error in the Top 10 largest deposits as a
percentage of the total deposits.

We understand that the Society amended this identified error and resubmitted reports on 26
April 2007,

{2} Prudential Return June 2007

Following a request from the Financial Regulator, the Society resubmitted the June Prudential
Return following an error identified in the EMTN programune split between “Monetary
Financial Institutions” and ”Non-Government”.

[
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We understand that the Society amended the split resubmitted the June Prudential retumn in
August 2007 along with the March Prudential Return noted earlier.

Furthermore, the Society identified that the changes made to rectify the split between
“Monetary Financial Institutious™ and “Non-Government” resulted inn a change to the “Non-
Government - other funding sources” on a separate part of the return.

We understand that the Society resubmitted the amended report on 19 October 2007,

The Society was queried by the Financial Regulator on the movement of €0.495m in the
figure “Other mortgages” in the June return. Upon investigation the Society resubmitted their
June Prudential Return with a reclassification of the amount €0.495m from *‘Other
mortgages” to “Loans up to & including 1 year”.

We understand that the Society amended these classifications in their resubmitted reports on §
December 2007.

The Society identified an error in relation to the reclassification of €2m between “Fixed
Assets” and “Capital Reserves” with both balances being reduced by €2m following the
revaluation for Dun Laoghaire being entered twice in error.

We understand that the Society amended these classifications in their resubmitted reports on 9
September 2007.

{3y Prudential Return September 2007

The Society was queried by the Financial Regulator on the movement of €0.1m in the figure
“Other mortgages” in the September return. Upon investigation the Society resubmitted their
September Prudential Return with a reclassification of the amount €0.1m from “Other
mortgages” to “Loans up to & including 1 year”.

We understand that the Society amended these classifications in their resubmitted report on 5
December 2007.

(4) Prudential Return December 2007

The Society identified an error in relation to a deposit reclassification of StgE5m from Non-
Government to Monetary Financial Institutions (MFI) and resubmitted the December return
as a result. The Society advised that the Stg€5m in the Non-Government deposits should have
been classified as a MFI under other credit institutions. This error also resulted in the
reclassification of accrued nterest which the Society has accounted for.

We understand that the Society amended these classifications in their resubmitted report on
23 January 2008.

Furthermore, the Society has had to resubmit the December Prudential Return in regards to
the 2 Clearstorm Guarantees. At the time of initial submission of the return, no valuation
reports were available on the guarantees however recent information has become available
and a value of €78.2m can be attributed to the guarantees.

We understand that the Socicty amended the return to include these guarantees in their
resubnitted report on 6 March 2008.
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(5 Resident Return January 2007

The Society identified an error in relation to the balance with the Bank of England of
€3.921m which was tncluded in error in the report. This was reclassified to Non Resident
office as this was due to business that the Belfast office carries out.

We understand that the Society amended this error in their resubmitted report on 13 February
2007.

(6) Resident Return March 2007

The Society identified an error in relation to the market value of quoted securities by
Monetary Financial Institutions which was overstated by €25.902m due to the insertion of the
Iste of Man (I1OM) share capital of Stg£18m.

We understand that the Society amended this error in their resubmitted report on 25 April
2007.

(7) Resident Return June 2007

The Society identified an error in relation to an over statement in the commitments figure.
This was done in error due to the inclusion of two letters of offers that had since been
dechned.

Furthermore, the Society identified an error in relation to the market value of the cross
currency swaps which was entered as zero in error.

We understand that the Society amended these errors in their resubmitted report on 20 July
2007.

(8) Resident Return December 2007

The Society identified an error in relation to a deposit classification between “Non-
Government” and “Monetary Institutions”. The Society advised the Financial Regulator that
the Stg€5m deposit which was included in “Non-Government™ deposits should have been
classified as a MFI under other credit institutions. This error also resulted in the
reclassification of accrued interest which the Society has been accounted for.

We understand that the Society amended these errors in their resubmitted report on 23
January 2008.

(9) Large Exposures Return June 2007

The Society received a request from the Financial Regulator in relati
schedule to include
Client and sectoral cogles for

We understand that the Society amended these errors in their resubmitted report on 31 July
2007.

The Society identified an errvor in relation the revaluation reserve which was overstated in the
Prudential return by €2m and therefore resulted in the “Own Funds” being overstated.

We understand that the Society amended this error in their resubmitted report on 9 August
2007.
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(10) Large Exposures Retum August 2007

The Society received a request from the Financial Regulator in relation to the “New Clients”
schedule to include Client_

We understand that the Saciety amended this error in their resubmitted report on 30 October
2007,

(11} Large Exposures Return August 2007
The Society identified an error in relation to the exposure to Connected Client-
—which was incorrectly stated at €3.785m in the original return.

We understand that the Society amended this error to reflect the confirmed net exposure of
€3.803m in their resubmitted report on 15 November 2007.

which was excluded from the original return. This was due to a
formatting error in the return preparation. Furthermore, this client was also excluded from
“New Clients” schedule.

The Sccieti identified an error in relation to the exposure of €100m to Unique Client -

We understand that the Society amended these errors in their resubmitted report on 15
November 2007.

The Society identified an error in relation to the exposures to c!ients_ and
* which were incorrectly stated due to a formatting error in the return
spreadsheet.

We understand that the Society amended these errors in their resubmitted report on 15
November 2007.

(12} Laree Exposures Return December 2007

The Society resubmitted the December 2007 return to include two guarantees in relation to
Clearstorm Ltd connected client of This arises as planning permission
was granted on 7 December 2007 and value can now be attributed to the guarantees, and

which equates to €78.2m.
We understand that the Society amended the December 2007 return to reflect the value of

these guarantees in their resubmitted report on 25 February 2007.

Should you wish to discuss further any of the above matters, please do not hesitate to contact
Vincent Reilly (Direct Line 410 1378).

Yours faithfully

KPP Ly
KPMG

ce Board of Irish Nationwide Building Society.
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Annex to Statutory Duty Confirmation

Capacity

Reporting period

Reference to basis of work

Auditor of Irish Nationwide
Building Society

Financial year ended 31
December 2007

Audit report
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Annual Report and Financial Statements for the year ended 31 December 2011 17

Acquired Loan Assets

NAMA was established in December 2009 following the
enactment of the National Asset Management Agency
Act, 2009 in November of that year. Five institutions (and
their subsidiaries) were designated as participating
institutions by the Minister for Finance in February 2010:
Allied Irish Bank, Bank of Ireland, Anglo Irish Bank, Irish
Nationwide Building Society and EBS Building Society*.

LOAN ACQUISITION

The first loan transfers occurred in late March 2010.
Table 2 below summarises the major phases of the loan
acquisition process:

TABLE 2: Phases of loan acquisition

€bn Date of transfer
Tranche 1 15.3 March - May 2010
Tranche 2 11.9 June - August 2010
Bulk transfer* 44.0 October - December 2010
Transfers in 2011 2.8 March and October 2011
TOTAL 74.0

*At the request of the Minister for Finance, the transfer of
the third and later loan tranches was accelerated as part of
a bulk transfer in the last quarter of 2010.

96% of the portfolio (€71.2 billion) was acquired within a
nine-month period between March and December 2010.

Transfers in 2011 took place in two phases: a transfer of
€1.1 billion in March (loans which were deemed eligible
by AIB in late 2010) and a transfer of €1.7 billion in
October. After the Supreme Court judgements in the
Dellway case, NAMA instituted a process of consultation
in June 2011 with debtors whose loans had not, at that
stage, yet been acquired. Debtors were invited to make
written representations to NAMA in respect of the
possible acquisition of their loans and, in particular, as to
any adverse effect such acquisition was likely to have on
their interests. Debtors were also provided with an
opportunity to make representations as to the eligibility of
the loans by reference to the criteria for eligibility set out
in the Act and in the Regulations.

Following a review of submissions received from debtors,
the NAMA Board exercised its discretion, under Section
84 of the Act, to acquire loans totalling €1.7 billion and
this acquisition was completed in October 2011. In the

4 The business of Irish Nationwide Building Society
transferred to Anglo Irish Bank on 1 July 2011 and the
merged entity now trades as Irish Bank Resolution
Corporation Ltd. (IBRC). EBS Building Society was acquired
by Allied Irish Banks plc. on 1 July 20711 and now operates as
a subsidiary of AIB.

NAMAO1B01-V
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case of another €400m, the Board exercised its discretion
not to acquire the loans concerned. Loans totalling

€260m were deemed to be ineligible following a review of
additional information received in debtor representations.

ACQUISITIONS BY INSTITUTION

Table 3 below summarises the transfers by institution:

TABLE 3: Loan acquisitions by institution (€ billion)
AIB ANGLO BOlI EBS INBS TOTAL

Loan balances
transferred 20.4 34.1 9.9 0.9 8.7 74.0

Consideration
paid 9.0 134 56 04 3.4 31.8

Discount 56% 61% 43% 57% 61% 57%

Table 4 below provides a breakdown of debtor
connections® by size of nominal debt acquired by NAMA
(many of the debtors are also indebted to non-NAMA
financial institutions).

TABLE 4: Distribution of NAMA debtor connections
by size of nominal debt

Total
Average nominal
nominal debt
Number of  debt per in this
debtor connection category
Nominal Debt connections €m €m
In excess of €2,000m 3 2,758 8,275
Between €1,000m
and €2,000m 9 1,549 13,945
Between €500m
and €999.9m 17 674 11,454
Between €250m
and €499.9m 34 347 11,796
Between €100m
and €249.9m 82 152 12,496
Between €50m
and €99.9m 99 68 6,752
Between €20m
and €49.9m 226 32 7,180
Less than €20m 302 7 2,117
TOTAL 772 96 74,015

5 Debtor connections may consist of one debtor or a number of
closely-connected debtors whose aggregate debt is considered
by NAMA to be best managed as one cohesive connection
rather than managed through separate debtor entities.

NAMAO00027-020
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Historic experience: Fee income FY04 10 FY06
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On a loan per loan basis, loans with these attached additional fees are the
most profitable arangernents currently in place with the Group. €66
million was recelved in cash in FYQ8 with €48 million being derived from
nine customers. The fass received from these nine customers has been
docurnented an the foliowing pages

Overall the Group’s capacity 1o generate non-interest incame on
commercial loans affords the Group greater flexibility end reduces its
exposure to margin erosion on its residential mortgage and savings
products

Supplamental arrangemaent fees received in cash in FY06

In FY08 €57 million or 86% of cash received in respect of these
arrangemsants were in respect of developments in the UK. Loan
agreements with these extra fees attached are weighted towards the UK
commercial loan book

Fees derived from Ireland decreased from €27 million in FY05 10 €9
million in FY0B indicating that these sources of revenue are “lumpy” in
nature. However management bas indicated that there are a number of
large projects nearing completion and cash receipts ace expectad in FYQ7
pending agreement of final accounts

Management has indicated that no disputes have arisen with customers
in respect of these arrangement fees
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THEME: B4

Impact of the property valuation
methodologies on banks’ credit risk
management

LINE OF INQUIRY: B4c

Adequacy of internal controls over perfection
of security and policy exceptions
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1.1 Objective and Scope of Audit
Internal audit conducted an audit of the Legal Department from June to August 2008.
The audit consisted of detailed testing performed to assess the risks identified in section 1.2 of this report.

The audit seeks to provide assurance on the effectiveness of the controls in place. The audit will seek to identify new controls and make
recommendations that will enhance the Society’s control environment.

The audit was conducted in accordance with the International Standards for the Professional Practice of Internal Auditing.

This is the first review undertaken by the Internal Audit Department of the Legal Department since November 2004. The testing performed was
based on the Legal Department Risk Assessment prepared by Marion Kiernan. The controls in place have been tested for their effectiveness and
adequacy and the department/section procedures have been documented and assessed for potential weaknesses in process.

The Legal Department is a medium risk category within the Society. It has a total risk score of 3.13 based on the 2008 Risk Assessment.

This report will be circulated to Marion Kiernan, Mr. Fingleton and the Audit Committee.

Ronan Guckian completed the audit field work and Killian McMahon reviewed the audit file.

The fieldwork was completed on the 29® August 2008.

In the conrse of this report: “the Society” refers to Irish Nationwide Building Society.

Legal Dept Audit Page 2
Internal Audit Department - September 2008
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1.2 Overall Rating

Internal Audit conducted a review of the Legal Department from June to August 2008. The following areas were reviewed and assessed:

Risk Risk Weighting Rating

Destruction or misplacing of title deeds. Title deeds may be lost in a fire. High Adequate

Advances may be made without security High Good

ATR fees may not be collected and fees may not be sufficient to cover Low Very Good

administration costs

Problems with title to properties arises damaging Society security Medium Very Good

Solicitor’s undertakings may be discharged incorrectly or may not be High Good

complied with

Solicitor may not be adequately insured to discharge undertakings High Good

All title documents may not be returned by the customer’s solicitor to the High Very Good

Society

The vacate process may take too long Low Good

Complaints to the Legal Department may not be logged Low Good

The Society’s Legal Department may deal with loans, which they do not High Adequate

have the expertise to deal with

Transfers/Release of Society secutity may not be administered correctly High Very Good

Society standard legal documentation and customer letters may be out of High Adequate

date, inconsistent or not in compliance with prevailing legislation

Society security may be undermined by solicitor’s failure to register High Room for Improvement

security on time

Society may lose legal files and fail to follow-up on security High Room for Improvement
| OVERALL RATING | ADEQUATE (6.71)

Legal Dept Audit Page 3

Internal Audit Department - September 2008
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The overall rating is calculated as follows:
Y (Risk Weighting' X Risk Rating') + (Risk Weighting’ X Risk Rating®) +......... + (Risk Weighting” X Risk Rating”)

(Where n = no. of risks)

Y Risk Weighting' + Risk Weighting” +......... + Risk Weighting”

Explanation of Risk Weightings Used

Value Rating Explanation
1 Low This risk is either not expected to occur or if controls fail, the loss to the Society would not be significant.
2 Medium Such a risk may occur and if it did occur, the loss to the Society may be material.
4 High If this risk is not controlled, the Society may incur a great loss in monetary and/or reputation terms.

Explanation of Risk Ratings Used

Value Rating Explanation
1 Excellent Commendable standards attained.
2 Vety good High standards generally evident. A few areas for improvement are evident but these are not considered to
represent serious control weaknesses.
4 Good Generally good standards attained, but areas for improvement are evident.
8 Adequate Average standards attained. Controls are in place but weaknesses have become evident.
16 Room for improvement | Below expected standard with room for improvement. Control weaknesses may become serious unless
addressed.
32 Unsatisfactory Inadequate level of standards evident — remedial action requited.
Legal Dept Audit Page 4
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1.3 Main issues arising
One critical weakness was noted in the Legal Department control environment:

1. The Department has no system for following up on solicitor’s undertakings to ensure the Society’s security is correctly registered within a
reasonable timeframe. The Department is failing to adequately protect the Society’s interests.

The following seven significant weaknesses were noted in the Legal Department control environment:

1. There are an excessive number of legal files logged out to various staff members and numerous files are still logged out to staff who have left
the Society.

There were an excessive number of legal files logged out to individual staff members at any one time.

Files located on the 6" Floor are not being stored in a secure location.

A number of files reviewed had been discharged without all of the conditions of the mortgage offer being met.

A number of files reviewed did not have the authority from the borrowers to release title deeds to third parties for the purpose of vacating the
mortgage.

There is no documented policy concerning commercial loan undertakings.

7. There is no formal communication between Residential Advances and the Legal Department.

v N

o

1.4 Overall Conclusion

The Legal Department has performed well in a number of areas, but there is room for improvement with respect to the registration process and the
security of legal files. Internal Audit is also of the opinion that significant work is also required on the Legal Department’s current policies and
procedures, which are not sufficiently control orientated at present. The Legal Department must assume a position as one of the major control points
in the Society’s lending processes and move away from a purely administrative function.

The overall rating of ‘Adequate’ correctly reflects the number of control weaknesses identified.

Legal Dept Audit Page 5
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2.1 File Creation & Storage of Title Deeds

Exception

Recommendation

Management

Rating Deadline

Response

2.1.1 | The Legal Safe has identified numerous legal files still | Any legal files logged out to former Agreed 3 31/12/08
logged out to members of staff who are no longer staff members must be located.
employed with the Society.
2.1.2 | There are no documented procedures currently in place | The Legal Department must Agreed 2 31/12/08
directing legal staff leaving the Society to account for formulate and implement a policy
all files logged out to them under their names prior to | concerning files logged out to
their departure. members of staff who are leaving the
Society’s employment.
2.1.3 | There were an excessive number of legal files logged The limit of thirty legal files per Agreed 3 Immediately
out to individual staff members at any one time e.g. person must be adhered to and the
one person had over 100 legal files logged out to them, [ Legal Safe must enforce this limit.
with several of these files logged out since 2006.
2.1.4 | It was noted that several boxes of pre-2000 redeemed A search of both warehouses must be | Warehouse 1 is 1 31/12/08
legal files were located in vatious parts of Warehouses | undertaken and all legal file boxes Full — Provision
1 and 2 and not in the main storage location in located ate to be returned to the main | to be made in
Warehouse 1. location in Warehouse 1. Warehouse 2
Legal Dept Audit Page 6
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Internal Audit noted large numbers of active legal files | Legal files on the 6™ floor must be
containing title deeds on desks and in other unsecured | stored in secure locations.

locations on the 6" Floor at close of business each day.

Agreed

Immediately

2.2 Cheque Issue & Solicitor Undertakings

No. Exception Recommendation Management Rating Deadline
Response

2.2.1 | The Legal Department has no independent The Legal Department should keep a copy Agreed 2 Immediately
customer specimen signatures recorded on the | of the signed Offer Letter on the legal file.
legal file for authentication purposes.

2.2.2 | The Legal Department has no procedure to Staff members requisitioning loan cheques Agreed 2 Immediately
compare and verify the signatures of borrowers | should examine and verify the borrower’s
who have signed solicitor undertakings. signatures on undertakings.

2.2.3 | The Legal Department does not have any The Legal Department must obtain and use Agreed 1 Immediately
current Law Directory to verify solicitor a current Law Society Directory to verify the
qualifications and addresses other than those authenticity of solicitors signing
available to the Society’s solicitors. undertakings.

Legal Dept Audit Page 7
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2.3 Perfection of Title & Discharge of Undertakings

Exception

Recommendation

Management Rating Deadline

Response

2.3.1 | The Legal Department does not currently have an adequate | The Legal Department must To Be 2 31/1/09
capacity level to process and review title documents assign a second expetienced Discussed With
received from solicitors attempting to discharge their member of staff to review title HR
undertakings. deeds and discharge
Note: This volume has increased due to the Society’s registration undertakings.
project.
2.3.2 | Internal Audit noted that three loans (10%) discharged in Undertakings must not be Agreed 3 Immediately
2007 were done so without first requesting that the discharged until all the conditions
solicitor comply with the specific conditions laid down in of the mortgage offer have been
the mortgage offer. met.
2.4 Professional Indemnity & Conflicts of Interest
No. Exception Recommendation Management Rating Deadline
Response
2.4.1 | Internal Audit noted that three legal files (15%) did | Loan cheques must not be issued to Agreed 3 Immediately
not have any evidence of the undertaking solicitor’s | borrowers without first receiving a copy
professional indemnity cover prior to the issue of of the solicitor’s professional indemnity
the loan cheque. cover.
2.4.2 | There are no procedures in place to ensure there are | The Legal Department must draft Agreed 1 31/12/08
no possible conflicts of interest between the guidelines on the duty of a borrower’s
undertaking solicitor and the borrower, other than solicitor to disclose to the Society any
when the solicitor is the customer. potential conflict of interest.
Legal Dept Audit Page 8
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2.4.3 | Internal Audit noted that the Legal Department
does not maintain a record of solicitors who have
been struck off by the High Court.

A list of all solicitors struck off in the
last 6 years must be obtained.

Agreed

2 31/12/08

2.5 Vacates Process

Exception

Recommendation

Management

Rating Deadline

Response

2.5.1 | Internal Audit noted that three (15%) of the The Legal Department must ensure that Agreed 3 Immediately
legal files tested in 2007 had no authority from | adequate authority is obtained from
the borrower recorded allowing the release of borrowers prior to the release of their title
title deeds to third parties. documents.

2.5.2 | Internal Audit noted that at least three (15%) of | The redemptions report should be sent Agreed 1 31/12/08
the legal files tested in 2007 were only vacated directly to the vacates section to prevent
after a delay of two months or more. unnecessary delays.

Legal Dept Audit
Internal Audit Department - September 2008
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2.6 Customer Complaints

No. Exception Recommendation Management Rating Deadline
Response

2.6.1 | Internal Audit noted that at least one complaint All complaints from customers must be Agreed 2 Immediately
concerning the loss of title deeds by the Society had | logged on the complaints database.
not been adequately recorded on the customer
complaints database. See ammn

2.6.2 | Internal Audit noted that there was no official The Legal Department must document Agreed 2 31/12/08
policy and procedure to handle the loss of title the procedures for the replacement of
deeds by the Society. title deeds.

2.7 Policies & Legal Documentation

No. Exception

Recommendation

Management
Response

Rating Deadline

2.7.1 | Internal Audit could not find any record of staff | The Legal Department must hold staff Agreed 31/12/08
meetings held by the Department within the last | meetings on a quartetly basis.
12 months.

2.7.2 | Internal Audit noted that the current policies and | The Legal Department must formulate a Agreed 2 31/12/08
procedures for the Legal Department are complete policy manual covering all areas
disparate, disjointed and incomplete. of the Department’s operations.

2.7.3 | Internal Audit noted that there was no official The Legal Department must formulate an Agreed - subject 3 31/12/08
policy in place concerning, which commercial undertaking acceptance policy covering to advances
loans could and could not be administered by the | loan types and sizes, which the Department policy
Legal Department. will administer the legal process on.

Legal Dept Audit Page 10
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2.7.4 | Internal Audit noted that initial correspondence [ All correspondence to borrowers’ solicitors Agreed Immediately
to solicitors enclosing loan cheques is routinely must be dated.
undated.
2.7.5 | Internal Audit noted a lack of any formal All legal requirements for residential and Agreed — subject 1/11/08
directions/communication issued to Commetcial | commetcial lending must be communicated to advances
and Residential Advances by the Legal to Drawdown & Control indicating the policy
Department with no advice given to the different limits and requitements in relation
Drawdown & Control section on legal to additional loans and cross-charges.
requirements.
Legal Dept Audit Page 11
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2.8 Registration of Society Security

No. Exception Recommendation Management Rating Deadline
Response
2.8.1 | The following exceptions were noted when examining | All undertakings for registration of Agreed 4 Immediately
whether the Society’s charges had been registered and | Society charges must be followed up
the length of time taken to comply with registration. within 3 months of the cheque issue,
These were as follows: obtaining at a minimum a dealing
= In1 case (3%), there was no correspondence from | number, book number or adequate
the solicitor concerning registration of charges for | explanation for delay in registration.
12 months.
= In1 case (3%), there was no correspondence from | Any solicitor, providing an Agtreed
the solicitor concerning the registration of charges | undertaking, who has failed to
for 8 months and no reminders were sent. respond to the Society within 3
= In 4 cases (13%), there was no correspondence months, should be issued with a
from the solicitor concerning the registration of warning letter.
charges for 6 months and no reminders were sent.
= In 4 cases (13%), there was no correspondence The status of the registration of Agreed
from the solicitor concerning the registration of Society charges must be automatically
charges for 3 months and no reminders were sent. | tracked to prevent undue delays in
registration.
2.8.2 | There is no formal procedure in place on how and The Legal Department must set up a Agreed 1 31/12/08
when to complain to the Law Society about solicitors procedute to systematically initiate
failing to discharge their undertakings to the Society. complaints concerning non-
compliant solicitors.
2.8.3 | Internal Audit could find no systematic recording of A record must be kept of all Agreed 1 Immediately
complaints taken against solicitors for failing to complaints initiated against non-
discharge their undertakings. compliant solicitors and the loans to
which these complaints relate.
Legal Dept Audit Page 12
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Internal Audit Exception Ratings Key

Rating Type Description
4 Critical Serious control weakness with a high probability of significant financial loss, misstatement of financial results,
compliance implications or reputational impacts, if left unaddressed.
3 Significant Significant control weakness with a real possibility of significant financial loss, misstatement of financial results,
compliance implications or reputational impacts, if left unaddressed.
2 Moderate Moderate control weakness with some possibility of significant financial loss, misstatement of financial results,
compliance implications or reputational impacts if left unaddressed.
1 Minor Minor control weakness, which is unlikely to result in financial loss, misstatement of financial results, compliance
implications or reputational impacts, if left unaddressed.
Legal Dept Audit Page 13
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THEME: B5

Impact of the remuneration arrangements on
banks' risk management

LINE OF INQUIRY: B5a

Adequacy of the incentive and remuneration
arrangements to promote sound risk
governance
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Irish Nationwide Building Society
2001 — 2008
Top 10 Bonus Allocations

Notes to this Submission

e The documents in Submission 4 are not pre-existing documents and have been created by
the Joint Special Liquidators from the information contained in the books and reconds that are
available to the Joint Special Liquidators, specifically the annual reports and aceounts for Irish
Nationwide Building Society ("INBS”) for the years 2004-2008 and HR~records.( “The
information contained therein relates to the period prior to the Joint.Speecial Liquidators’
appointment. In such circumstances, the Joint Special Liquidators are<unable to pkovide any
guarantee or assurance regarding the accuracy or completeness of this informatien.

e Furthermore, the Joint Committee should note that the information containedtherein may be
relevant to on-going High Court proceedings, prosecutionshand /or other investigations and
therefore is confidential and is being provided strictly ‘On the basis that/it is for the purposes
of the Inquiry only and will not be disseminated or used for anysyother purpose.

e Irish Nationwide Building Society did not offer Shares based bofus schemes.

e This submission includes provisional benus‘payment details based on the data that has been
retrieved from INBS legacy files and-systems to‘date. We have been unable to source any
additional bonus information othepthan'that as\presented, for the years 2001 and 2003.

e The Joint Special Liquidators®have been unable to retrieve any bonus records for the years
2002 and 2004. Howevery a, document, retrieved from the INBS server included details of total
bonus payments for those, years, that reflect the following cumulative amounts:

o 2002 = Total Bonus Amount €591,399
2004°< Total Bonus Amount €731,554

e All amgunts/are quetedin Euro currency, unless otherwise stated.

Page 1 of 3
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Irish Nationwide Building Society
2001 — 2008
Top 10 Bonus Allocations

2001
Name Bonus Total Bonus
237,700 237,700

2003
Name Bonus Total Bonus
I 277,000 277,000
] 52,000 52;000

2005

Name Bonus Total Bonus
] 500,000 500,000
] 5,000 75,000
I 27,500 27,500
[ 20,000 20,000
] 7,000 7,000
I 6,000 6,000
I 5,000 5,000
] 4,000 4,000
] 4,000 4,000
] 3,000 3,000

2006

Name Bonus Total Bonus
I 1,000,000 1,000,000
I GBP250,000 GBP250,000
] 100,000 100,000
I 55,000 55,000
I 40,606 40,606
I 25,000 25,000
[ 7,500 7,500
] 7,000 7,000
I 5,000 5,000
] 5,000 5,000

This information must be considered in conjunction with the Notes disclosed on page 1 of this report.
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164

Page 2 of 3
IBRC03851-002



Irish Nationwide Building Society

2001 — 2008
Top 10 Bonus Allocations

2007

Name Bonus Total Bonus
I 1,400,000 1,400,000
] 150,000 150,000
I GBP300,000 GBP300,000
] 50,000 50,000
] 51,362 51,362
[ ] 10,000 10,000
[ ] 10,000 10,000
[ 6,000 6,000
I 6,000 6,000
[ 6,000 6,000

2008

Name Bonus Total Bonus
I 1,000,000 1,000,000
] GBP300,000 GBP300,000
] 40,000 40,000
[ 29,174 29,174
] 10,000 10,000
I 7,500 7,500
[ ] 6,000 6,000
] 5,000 5,000
I 5,000 5,000
I 5,000 5,000

This information must be considered in conjunction with the Notes disclosed on page 1 of this report.
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Irish Nationwide

v
o

Notes to the
financial statements

23. Other assets

Annual Report & Accounts 2008

Society Group
2008 2007 2008 2007
€m €m €m €m
Amounts receivable under contractual property
22.0 22.0 arrangements 22.0 22.0
1.2 0.7 Prepayments and accrued income 1.5 1.3
23.2 22.7 Atend of year 23.5 233

In February 2009, the Society’s interest in amounts receivable under a contractual property arrangement
relating to an IFSC property was settled for €22m.

24. (Loss)/profit before taxation

2008 2007
Group and Society €000 €000
(Loss)/profit before taxation has been arrived at after charging
Directors’ and chief executive remuneration:
Fees as Directors 304 313
Other emoluments 2,697 2,693
Pensions 213 492
3,214 3,498
2008 2007
€000 €000
; Auditor’s remuneration (including VAT) 350 224

Remuneration of Directors and Chief Executive 2008
The Group’s key management personnel are the Chief Executive and the Executive Director.

Contract * Other Total Total
Salary Fees Bonus Payments Benefits 2008 2007
€000 €000 €000 €000 €000 €000 €000
Chief Executive
Michael P. Fingleton 893 4 1,000 450 70 2,417 2,313
Executive Director
John S. Purcell 264 53 - - 20 337 486

The remuneration (fees) of the non-executive directors was: Michael P. Walsh, Chairman €100,430 (2007: €100,430),
Terence J. Cooney €53,240 (2007: €53,240), David M.). Brophy €53,240 (2007: €53,240), John T. Carey €26,620
(2007: €nil), and Daniel J. Kitchen €13,310 (2007: €nil). Pension contributions made by the Society in respect
of the executives were: Michael P. Fingleton €nil (2007: €nil) and John S. Purcell €213,000 (2007: €492,000).

01B02 *QOther payments consists of payments made on a monthly basis which do not form part of salary or bonus
and a payment of €50k in lieu of directors fees. IBRC00679-051




THEME: B5

Impact of the remuneration arrangements on
banks' risk management

LINE OF INQUIRY: B5b

Impact of shareholder or lending
relationships in promoting independent
challenge by the board and/or executives
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planning permission, which generaly increased the value of the site, was attained it was
intended that another bank would refinance the loan and INBS would be repaid. Loan contracts
tended to include profit share agreements, with INBS receiving typically between 25% and 50%
of the profit if and when a project was concluded successfully.

2.4.9 Thisbusiness model was, in principle and in practice, risky because of the planning permission
risks involved and because of the reliance on the refinancing of borrowers by other banks.
These risks were seen by INBS as significantly mitigated by accepting, as borrowers, only
developers who had a long and successful history of doing such projects. The model was in
some ways closer to that of a venture-capital financier than that of typical banks. Its key risks
were adecline in property values and a disturbance in the refinancing abilities of other banks.

2.4.10 INBS's overarching driver was demutualisation and sale. This was frequently expressed by
management, the Board and INBS members and was expected to result in a cash windfall for all
parties.®® As the value of INBS would dictate the size of the windfall, it is noteworthy that the
bank’s most significant growth spurt was during the years leading up to the expected
demutualisation.

Other Banks

2.4.11 The four other banks can be broadly divided into the two bigger full-service banks (AIB and
Bol) and the two smaller institutions primarily concentrating on providing residential mortgages
and other similar products (Educational Building Society (EBS)* and Irish Life and Permanent
(IL&P)™).

2.4.12 The drategies of the two bigger banks included a desire to maintain their independence. To
drive share price growth, and thereby increase their market capitalisations, it was felt that banks
needed to show sufficiently strong growth in earnings and at least maintain market share.
Strong market capitaisations, in turn, somewhat protected the banks from takeover by a
domestic or foreign competitor. Both banks viewed Anglo as a major threat: it was growing
rapidly and it was greatly admired by many market commentators and advisors both
domestically and abroad.® Also, as illustrated in Figure 2.12 below, Anglo had a higher price-
earnings ratio than the other listed Irish banks for most of the Period.

30 An amendment to the Act in 2006 repealed a rule which provided that, after demutualisation, a building society
could not be sold to a single entity for five years. The INBS had been lobbying for this change for many years and a
trade sale would have resulted in a windfall for members and a substantial bonus for management. When the
legislation was passed, the INBS did not achieve a sale straight away. This was probably because the 2007 financial
results were to have yielded a higher valuation and consequently a higher sale price. However, the economic collapse
meant that the planned trade sale never materialised.

31 In the case of EBS, the Commission focused primarily on its commercial property lending.

32 In the case of IL&P, the Commission focused only on the banking arm of the institution.

33 For instance, as late as 2007, a well-respected external consultancy firm presented Anglo, at an AIB seminar, as an
example to which AIB should aspire.
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THEME: B6

Impact of the banks’ internal audit processes
in supporting effective risk management

LINE OF INQUIRY: Bba

Effectiveness of internal audit oversight

and communication of issues related to
governance, property-related lending
strategies and risks, and funding and liquidity
risks
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1.11 Internal Audit

Observation:

Following our review of internal audit procedures in the current year, KPMG noted Management response:

that the Society's Internal Audit department needs to build up its experience and  Internal Audit will focus on the key risk areas of the Society. The Society has and
training in order to perform reviews of key risks areas which are currently  will continue to outsource the audit of key risk areas as directed by the Financial
outsourced to a third party service provider. It was noted that when audit  Regulator.

procedures are outsourced to a third party service provider, Internal Audit do not The responsibility for AML/CFT will be migrated to the Chief Risk Officer.

necessary get involved in the close out of findings. o _ S _
It was also noted by KPMG that Internal Audit perform compliance work {e.g. Responsibility and due date: Intemal Audit and Chief Risk Officer.

money laundering procedures), which means that it is fulfiling a compliance  Status:
function and no longer acting in its expected role as a second line of defence. Grade: C

Recommendation and benefit:

KPMG recommend that Internal Audit should be more focused in the key risk
areas of the Society. If the Society continues to outsource key risk areas (e.g.
commercial and residential loan review), we recommend that Internal Audit
become more involved in the scoping of outsourced reviews and in the close out
of findings.

KPMG recommend that Internal Audit do not perform any compliance work.
Rather Internal Audit should be involved in the review of compliance work to
ensure that it meets required standards.

9 2009 KPMG the Irish member firm of KPMG International a Swiss cooperative All rights reserved 15

0,

KPMG01B04 170 KPMG00189-016



1.12 Security perfection

Observation:

During the work we performed on behalf of the Board to facilitate the Boards
reporting to the Financial Regulator we noted the following observations in
respect of the Society's security perfection procedures:

*  There is no Service Level Agreement in place with the legal panel solicitors
acting on behalf of the Society in the Republic of Ireland

+ no formal letter of instruction is sent to solicitors acting on behalf of the
Society in the Republic of Ireland requesting them to act in respect of
security perfection and hence no formal response received from the solicitor
confirming action to be taken

+ There is no procedure in place for monitoring security perfection to ensure
that security is indeed perfected and that it is completed on a timely basis or
to record where cross charges exist

» There is no procedure currently in place for follow up of insurance
certificates. Whilst insurance certificates are received when advancing a
loan ongoing confirmation that insurance in place is not required from the
borrower.

Recommendation and benefit:

Management response:

L

The Legal Department are currently drafting a Service Level Agreement
which should be finalised and agreed with all panel solicitors by the end
of August 2009.

The Legal department has implemented a policy for security perfection in
relation to residential loans whereby a letter issues to the solicitor acting,
three months after cheque issue. This letter contains a request to update
the Society regarding registration of the Society's charge, this is followed
up at specified time intervals. Security is recorded on Summit and
Filetrail.

Procedures which require the lending team to obtain up to date insurance
certificates as part of the ongoing loan review process will be
implemented.

Responsibility and due date:

Responses | & 2: Legal department, 31 August 2009

Response 3: Commercial lending managers; 31 August 2009

Status:

The Society should review security perfection controls and process and at a Grade: B
minimum it should rade-
* Formally document Service Level Agreements with panel solicitors and

implement a process which requires formal letters of instruction to be sent to

all panel solicitors prior to them acting on transactions for the Society
+ The Society should consider implementing a system which records all

security in place, charges which are in progress but not yet in place for follow

up and cross charges to reduce the risk to the Society that collateral may be

inappropriately released
* Introduce a procedure which requires the lending team obtain up to date

insurance certificates as part of the ongoing loan review process.

9 2009 KPMG the Irish member firm of KPMG International, a Swiss cooperative. All rights reserved. 16
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2.11 Commercial lending: Stress testing

This matter was also raised in the 2004 Management Letter

Issue and effect:

Stress testing is performed by the Society on both individual residential loans
and portfolio basis when requested by the regulator. No formal policy is
currently in place for the ongoing monitoring of the effects of adverse
changes in economic conditions on the commercial portfolio.

Over the last number of years the Society has become increasingly exposed
to concentration risk in respect of its commercial portfolio. This arises due to
increases in the absolute value of loans and value of the top 30 exposures.

Stressed markets are often characterised by a material loss of liquidity.
Without stress testing the portfolio, management may be unaware of the
potential effects that unexpected adverse market conditions may have on the
Society's portfolio and the resultant strain this may have on the Society's
funding base.

Recommendation:

We recommend the loan portfolio be stress tested regularly using a number
of assumptions which are workable, realistic and timely and that the results of
this analysis be reported to the board. The stress testing may be performed
in two ways to predict;

+ the loss if a particular scenario occurs;

+ what event's could occur that would cause a reduction in equity of
specified amounts

Examples of the type of factors to be applied may include the following:
» extension of all moratoria accounts by specified periods

+ reduction in customer/deposit base by specified amounts

* increase in arrears on non-moratoria loans

+ reducing security value to a fire sale price

» effects on profitability given different stressed interest rates

Management response:

A stress test was carried out in 2006 and a summary report was sent to the Board
on 24 October 2006 and to the Financial Regulator on 10 November 2006. A stress
test of the mortgage book was carried out in last quarter of 2006 and is due to go to
the Board in February 2007.

The Society will stress test its mortgage book on an annual basis.
Responsibility and due date:

Credit Risk Manager

Status:

Ongoing, Stress testing performed on loan book as at 31 December 2005.

Stress testing of the 31 December 2006 loan book is due for completion by end of
Q2 2007.

Management response 2007:

Credit Risk Department submitted a stress test of the entire mortgage book to the
Board in February 2007 based on the 31st December 2005 data for the mortgage
book. This exercise will be repeated on the 31st December 2006 data and is due
for completion by end of Q2, 2007.

Status 2008:
Ongoing
Management response 2008:

A stress test was not completed in 2007 due to an increase in workloads from due
diligence queries. It was postponed until April 2008 and will be performed on the
December 2007 year end. When completed and presented to the Board it will be
forwarded to the Financial Regulator.

2009 KPMG. the Irish member firm of KPMG International, a Swiss cooperative. All rights reserved. 33
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Internal Audit (IA} within Irish Nationwide is going through a period of significant change. The business emphasis has changed such that there is a greater focus on commercial
lending and there is a vacancy for the position of Internal Auditor. Management and the Audit Committee together with the regulator IFSRA recognise that given these changes,
it is an appropriate time to complete a review of IA. As a result KPMG was commissioned to complete a review of the effectiveness of the function, with a view to developing an
action plan which would reposition 1A in the Saciety to meet best practice and to meet its changing needs.

There are many instances where best practices are being complied with and these include:

There is a strong audit committee in place

There is a strong mandate for Internal Audit

Funding is available to enhance the section provided there is a business case

1A use a risk based methodology

An audit manuat is in place

1A perform a quarterly review of large expostres

The Acting Internal Auditor is thought very highly of throughout the business and there is an expactation that improvements will occur
|A have a dedicated training budget

There is a strong team culture within the 1A section

+ & 6 & 00 &0 8

We also observed compensating management controls which focus on the main business risks of the Society and these include:

® Internal Audit report to the MD and while this is consistent with best practice, it should be noted that the MD retains some responsibility for Commercial Lending
® An on-going review of the top 50 commercial loans by an independent third party
®  The creation of a Compliance post and a Mortgage Administration Audit and Control post

In the course of our examination we also identified a number of areas where the effectiveness of I1A could be improved and these included:

® The section lacks the experience and business knowledge to provide a real and robust challenge to some of the more complex business areas including Commaercial Lending,
Treasury and [T;

|A could improve the way it co-ordinates its work with other internal assurance providers;
IA does not use CAATs and test samples are not representative;

Follow up procedures need to be improved;

Certain members of the |A team lack credibility with management;

Only one member of the 1A team has a recognised IA qualification;

Training is not targeted to individuals compstency development.

We have made a comprehensive series of recommendations which will form a basis for a detailed action plan for management and IA. Where possible management have
commenced addressing our recommendations, for example, management held a workshop to identify and assess the key risks being faced by the Society. The next step will be
for the internal audit plan to be aligned with the key risks. On the basis that the action plan will be implemented within the prescribed timescales, we are confident that the
internal audit section will form an effective, robust and integral part of the Society’s control framework.

2004 KPMG, the Irish mamber firm of KPMG International, wiss cooperative, All nghis reserved 3
The KPIAG logo and name are trademarks of KPMG International
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IFSRA requested the review should focus on, inter Our findings / answer

ELEN

e The needs and requirements of the Society in the ® The existing internal audit function is not best practice. It is in a transition period having lost
context of having a "best practice” A function its former Internal Auditor. In particular it lacks the depth of experience necessary to challenge
which has the ability to review, monitor and the areas of key risk which includes Treasury and Cormmercial Lending.

recommend irmprovement for all business activities o

! Management are however, awars of the shortfalls of Internal Audit and have taken decisive
of the Society

action in order 1o increase their confidence regarding the accuracy and robustness of their
systems. This is evident by Irish Nationwide commissioning a loans specialist to conduct on-
going reviews of the top commercial loans, the appointment of a compliance manager and
the appointment of a Mortgage Administration Audit and Control person.

® We have made detailed recommendations which will form the basis of an action plan with
management. If implemented, the internal audit section will become an effective, robust and
integral part of the Society's control framework.

e The ability of the existing IA function to provide such e The internal audit section needs to be developed. In the short term it is our assessment that
a service; the section will need assistance in the specialist areas such as Treasury, IT and Commercial
Lending together with training on aligning the audit plan to the key organisational risks and
condueting assignments in a way which improves their credibility with managers throughout
the Society.

& Management responses to our recommendations together with an action plan has been
included within Appendix V.

o Adequacy of the current “risk assessment” ® The risk assessment performed by the Internal Audit section is quite pervasive and well
approach adopted by [A; and considered. However, it lacks transparency and has not been developed in full and open
consultation with management. As such it is very much perceived to be |1A's risk assessment
and not managements.
® We have however facilitated a risk assessment with the Board and identified the key risks of
the Society. The risks will form the basis of an audit needs assessment which re-aligns the
audit plan to these key risks in accordance with best practice.

o Review the adequacy of the Society's training ® While the Society has made significant funds available for IA training, training is ad-hoc and is
programmes} for |A staff. not linked to defined competencies and training plans for each member of the audit team.
e Training and on-going mentoring has been targeted as a key area within the action plan and
we are confident that with the right support the audit plan will be delivered in an effective and
robust manner which will significantly add value to the assurance pracess.

2004 KPMG. the Irish member firm of KPMG International, & Swiss cooperalive, All rights reserved, 5
The KPIMG loge and name are trademarks of KPRMG International
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As part of our review specialists from KPMG performed sample file reviews of commercial loans and Treasury and we have extracted the following points on
an exception basis:

Commercial Lending

We found significant scope for improvement in the audit process, our
findings include:

e

IBRC01B03

Report had not been signed off at time of review although work
commenced in February

Recommendations do not state the risk to the business or assess the
potential impact of the risks

Testing of authority levels was not readily apparent

Reports were very long and key messages were not clearly evident or
prioritised

The file covered Ireland loans only and not [cans advanced by the
Belfast office which is a significant proportion of the loan book
There was no evidence to support follow up on previous year's
recommendations

The audit file does not document how internal audit effort was
expended only on the major business risks

Only new advances were tested — there was no evidence of testing
additional drawdowns, amendments, updates to interest rates on
existing facilities etc.

The staffing workshop considered numbers only and not the
qualifications or current training

Testing should cover all types of loans e.g. development, land and
acquisitions and this was not evident from the file

Additional areas which should have been tested include: linked

exposures, accounting for joint ventures and risk sharing, arrangement

fees {income recognition}, review of fees and charges levied by
account, review of moratorium arrangements

There was no evidence to support testing of IT controls, analytical

review, management sign up to the scope of the review or segregation

of duties and compliance with guidelines.

Treasury

We found significant scope for improvement in the audit process,
our findings include:

There was no evidence of specific tests in respect of funding
requirements and counterparty concentrations

Testing of the Society’s liquidity ratio focused on month end as
opposed to intra day or inter day testing and consideration should also
have been given to the independence of the preparer.

There was no evidence of testing the source information used in the
caleulation of the prudential liquidity ratio

No tests were evident in respect of fixed issue transactions being
authorised by ALCO or the Board

Testing of sterling deposits focused on ensuring interest swap
arrangements were used to hedge foreign exchange risk. We would
also have expected an analysis of the instruments such as FX
forwards, FX futures, FX options and a gap analysis of: 1) total sterling
assets and liabilities, 2) the re-pricing of these assets and liabilities, in
order to establish the sterling interest rate risk to which the society was
exposed and 3) the maturity profile of the sterling assets and liabilities
in order to determine any funding gap.
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IRISH NATIONWIDE

BUILDING SOCIETY
www.irish-nationwide.com

Nationwide House
Grand Parade

. Dublin 6
Yvon.ne Madder-l,. Tel: 016096000
Banking Supervision Department, : : Fax: 016096696

Financial Regulator,
PO Box No 9138,
College Green,
Dublin 2.

21 April 2008

Dear Yvonne,

o I refer to your letter dated 14 December 2007. At the request of the audit committee, I
" have addressed below a number of issues raised in your letter.

1. Positively rated audits completed by t_he Internal Audit Department

In light of your comments on the 100% level of positively rated audits completed by the
Internal Audit Department, the rating system used by the Department has been changed
from 1 January 2008.

The new system will ensure that, as the assessment of each area of an audit declines from
excellent to unsatisfactory, greater weighting is assigned to the lower risk ratings. This
will result in lower overall ratings for areas audited, where control weaknesses are
identfied.

The new rating system was discussed with the audit committee on 28 March 2008.

2. The assessment of the board’s performance

. Your letter dated 20 November 2006 stated that:
“The boatd does not formally review its own performance annually”.

The Society responded in a letter dated 31 January 2007 that: .
“The board will review its own performance and that of its sub committees annually. The
first review will take place at the first board meeting following the 2007 AGM.”

At 2 board meeting held on 24 May 2007, the board catried out its first annual review of
its performance and also that of the sub committees of the board.

I am not ware of any assessment of the performance of the board carried out by KPMG
three years ago.

3. Treasury audit - ineffective hedges

The three hedges, which had been identified as ineffective as of December 2006, were as
follows:

Chief Office: Nationwide House, Grand Parade, Dublin 6. REGISTERED NO. 148 DUBLIN
DIRECTORS: Michael P. Walsh, B.Comm., M.B.S., M.B.A., PhD., Chairman. Terence J. Cooney, B,Comm.,' M.Econ.Sc., FC.A,, FC.C.A., FLTI.
David M. J. Brophy, B.A. (Mod) Law. John S. Purcell, B.Comm., FC.A.

13 Michael P. Fingleton, B.Comm., F.C.|.S., F.C.C.A., Barrister-at-law, Managing Director.
| RCOl B Irish Nationwide Building Society 1 Wﬁted by the Financial Regulator
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Hedge no. 29 [25m
Hedge no. 30 £30m
Hedge no. 31 [5m

These hedges wete ineffective as there had been no loans available to hedge against.

Each of these hedges had inception dates of 28/12/2006. It was subsequently noted that
the loans that these hedges had been required for were already covered by hedges 27
(£25m) and 28 (£50m). Therefore, the loans were designated as ineffective as there were
no loans to hedge against.

The maturity dates for these hedges were extended, effectively cancelling the original
hedges, with each of the hedges being designated against a number of specific loans.
There was no resulting financial gain / loss to the Society. The only cost to the Society
was a 0.03% increase in the interest rate payable by the Society under the hedging

" mnstrument.

4. Treasury - FX Deals

This FX deal was done for the account of Bt on 06/09/2006 for GBP 5,000
(BUR 7,369.19). Thete was an email on file from Marie Louise Colgan (T: reasury Back
Office) requesting the transfer which required the FX deal, which states that the request
had come from .

There is no documented policy in relation to staff transactions. For FX deal purposes, all
staff are treated as normal customers and do not receive any preferential treatment.

5. Matters raised by Internal Audit at the meeting in relation to prudential issues

I did not advise you of the situation concerning at our meetini on 5

October 2007 as the Society was still conducting the investigation intofZ St Rearre Sa =Y

practices and enquiries were not sufficiently advanced to come to a conclusion. I felt at

the time that in order to comply with the principle of natural justice and fair process, I
.' could not divulge the details of the investigation prior to the conclusion of the process.

If there is anything else you require, please do not hesitate to contact me on the number
below.

Yours sincerely,

Killian McMahon
Internal Auditor
01-609 6633

IBRCO1B13 178 IBRC04858-002
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www.irish-nationwide.com
Nationwide House, Grand Parade, Dublin 6. Telephone: (01) 6096000 Fax: (01) 6096200

Mr. Con Horan
Head of Banking Supervision
Irish Financial Services Regulatory Authority
PO Box No 9138
College Green
Dublin 2.
13 October 2004

Dear Con,

I refer to your letter dated 16 July 2004 and would respond to the matters
raised as follows.

1. General Matters

Corporate Governance

The Head of Function for the Commercial Lending area is Tom
McMenamin. From 1 October 2004 Brian Fitzgibbon has
commenced managing commercial lending administration in order to
strengthen reporting and management information systems in this area.

Internal Audit Function

There are currently six full time staff working in internal audit. In
relation to the 2003 audit plan, the treasury audit extended into 2004
otherwise the 2003 audit plan was completed,

The level of expertise in internal audit has been and continues to be
enhanced by means of attendance at training courses as set out in the
training plan for 2004 (see attached). Full scope reviews of commercial
lending were conducted in 2003 and 2004, of treasury in 2003/4 and IT in
2003. ‘

KPMG will be carrying out a comprehensive review of the internal
audit function in November 2004 as recommended in your letter.

ESTABLISHED IN 1873. Chief Office: 1 LOWER O'CONNELL STREET, DUBLIN 1. REGISTERED NO. 148 DUBLIN
DIRECTORS: Michael PWalsh, B. Comm., M.B.S., M.B.A., PhD., Chairman. Cornelius P. Power, B. Comm., FC..S., FCM.A,, F.C.C.A, M.Econ.Sc., D.B.A., Comp.L.E I, PhD.
Terence J. Cooney, B.Comm., M.Econ.Sc., FC.A., FC.C.A., ELT.I. John S. Purcell, B.Comm., F.C.A.
Michael P. Fingleton, B. Comm., F.C.I.S., FC.C.A., Barrister-at-law, Managiag Director.
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Commercial Lending ’
Commercial Lending Review

* An independent review of the Society’s commercial book was
undertaken by KPMG and was submitted to the FSR on Monday
last.

Reclassifications

* The Society’s computer system was upgraded to incorporate
new developments in 2003 which facilitated additional coding
for reporting purposes. Following this upgrade sectoral code
data was reviewed by the commercial lenders to ensure that
loans had appropriate and up-to-date sectoral codes. This
process resulted in the re-classification of a number of loans.

Desired mix for the Loan Book

* As stated before the Society’s policy is to prioritised its home
loan business. However, even though our rates are on a par with
most of the other lenders we find it difficult to generate the
volumes we would like. This is due to the intense competition
for market share by our bigger competitors chasing a finite
number of lending opportunities in any given year. There are
eleven lenders aggressively chasing the business and there is not
enough for everybody to fulfil their needs in this regard i.e.
building up their home loan book and increasing market share.

Added to this, there is no loyalty in the market and the
intermediaries are continuing to increase their market share
which is invariably channelled to the bigger lenders. The
Society must utilise the funds available to it in other areas of the
lending market i.e. commercial and this we have done very
successfully in recent years.

However, notwithstanding the difficulties with generating home
loans, the Society would see loan balances of approx. 70%
commercial and 30% residential as a desirable mix going
forward.
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e Review of Loans

» The review process is not restricted to a selected number of loan
files. At the outset the priority was to review high value
exposures and the review process commenced with the top 30
exposures. It has since progressed to the top 50 and onwards to
the top 100. The review process is ongoing and has been

- amended to address the shortcomings identified in the 2002
. management letter.

Treasury Function

The segregation of the treasury back office was completed in January
2004. A review of the success of the segregation will be carried out in
November 2004.

Controls have been implemented to monitor counterparty limits and
these were noted by KPMG in their 2003 Management Letter.

The monthly reconciliations are independently reviewed outside the
treasury function by the accounts department.

Treasury Policy

¢ Treasury policies are being reviewed and redrafted at present
and will take account of the comments in your letter as well as
comments and exceptions noted in the Central Bank — “Controls
Report”. The redrafted policies will be discussed and revised
where necessary by the ALCO before submission to the Board.
When the re-drafted policies are approved by the Board a copy
will be sent to the FSR. We expect this will be around the end
of November 2004.

Activities and Minutes of the ALCO
¢ The activities and recording of work done by the ALCO is also

being examined at present with a view to improvement in line
with the comments in your letter.
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Treasury Procedures Manuals '

¢ The procedures manual for treasury back office has been
updated in a detailed format. A detailed procedures manual for
the front and middle office treasury operations is being
prepared.

2. Society’s Action Plans to deal with various outstanding issues.

All issues raised in the Action Plans have been addressed. A number
of the issues (ex Treasury policies) will be revisited and enhanced in
the latter part of 2004.

3. Central Bank - ‘Controls Report’

We note you will be writing separately to us in this regard.

4. Other Matters

Sectoral Exposure Limits

“The Society will reply separately to the FSR’s letter dated 28 June last
on sectoral limits.

Large Exposure Breach

We note that the FSR will be writing in relation to the internal audit
report submitted to the FSR. Recommendations made in the internal
audit report have been implemented and, as requested in a letter from
the FSR dated 13 July 2004, the Society’s internal audit department
will conduct a further audit of the new procedures for the December
2004 Large Exposures Report.

Redeemed accounts with balances

As requested by the FSR, prior to the completion of the exercise by the
Society an independent review of our processes for identifying and
reimbursing any affected customers will be carried out to ensure that
all matters affecting customers are resolved. We expect that this
review will be completed by this year end.
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Movements in the level of provisions

As stated in your letter the Society’s commercial loan book increased
by almost €700 million in 2003 and at present accounts for 63% of
total loans. The increase in the proportion of the general provision
allocated to the commercial loan book was made to reflect the greater

- risk associated with commercial lending compared with residential
lending.

Up to September 2003 the general provision was divided between
residential and commercial lending based on the total amount of loans
in each category. In September 2003 the allocation was changed to a
general provision against residential lending of a half of one percent of
the residential loan book with the remainder allocated to commercial
lending. In January 2004 following review the general provision was
allocated as 1% of residential balances as a general provision for
residential loans losses with the balance of the general provision
allocated to commercial lending (see schedule attached).

Provisioning Policy

Provisions are made to reduce the value of loans and advances to the
amount, which the Directors consider likely to be ultimately received,
based on a detailed appraisal of loans and advances. In addition,
general provisions are made to cover risks, which, although not
specifically identified, are known from experience to be present in any
portfolio of loans and advances. Provisions made during the year, less
existing provisions no longer required, and recoveries of bad debts
previously written off are charged against the excess of income over
expenditure. Loans and advances are written off when there is no
longer any likelihood of further recovery of the balance outstanding.

Non-performing assets

The Society continues to report non performing assets in the manner
set out by the FSR pending any further review of this reporting matter.
As mentioned at our meeting on 26 February and in our letter dated 16
May 2004 the Society is of the view that the present method of
reporting non performing loans overstates the non performing assets of
the Society.

Stan Purcell, Director and Secretary
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