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Abstract The turnaround in the fiscal position in Ireland over the past 6-7 years has been dramatic. From double-
digit deficits, a rapidly rising debt ratio and entry into an EU/IMF support programme, by end 2015, the General
Government deficit and debt ratios were down to 1.9 and 78.6 per cent of GDP, respectively — the latter falling
by 40 percentage points in 3 years. This culminated in a successful exit from both the programme and the
Excessive Deficit Procedure (EDP). Much of this progress reflects the hard choices made (beginning in 2008) to
correct the public finances through a series of consolidation measures totalling €30 billion. The key role played
by interest costs in facilitating this turnaround is however often overlooked as are a number of other well timed
factors including data revisions and stronger than expected revenues. This paper takes a comprehensive look back
at these factors and their roles in facilitating the exit from the EDP while also enabling higher levels of spending.
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1. INTRODUCTION
In 2015, the General Government deficit in Ireland improved to 1.9 per cent of GDP, with the debt ratio falling
below 80 per cent of GDP for the first time since 2009. This ensured a successful exit from the Stability and
Growth Pact’s Excessive Deficit Procedure (EDP) and marked a dramatic improvement relative to the situation
that prevailed in 2010. In that year, Ireland with a rapidly rising debt ratio and the highest deficit in the Euro Area
was effectively locked out of the bond markets and had to enter into an EU/IMF support programme.

There have been a number of articles and papers written on the fiscal crisis in Ireland, its origins and policy
responses, including a multitude of EU/IMF related documents. The Irish Fiscal Advisory Council (IFAC), set up
in response to the crisis (in 2011) has regularly reported on fiscal and economic developments through its bi-
annual Fiscal Assessment Reports. Whelan (2013) documented the key factors that contributed to the economic
crisis in Ireland with particular attention paid to structural imbalances, the role of the banking system and policy
responses (both domestic and international). Keane (2014) also reviewed the public finances in lIreland,
specifically the causes of the crisis and discretionary policy responses.

Much of the improvement in the fiscal position reflects the hard choices made (beginning in 2008) to correct the
public finances through a series of consolidation measures in successive budgets. The role played by interest costs
are often overlooked as are a number of other well-timed (and perhaps fortuitous) factors that included statistical
revisions and buoyancy in certain revenue categories. This paper reviews these factors through the adjustment
period to highlight their role in both enabling Ireland to exit from the EDP while also facilitating higher levels of
spending.

The paper is structured as follows. In Section 2, a broad overview of the public finances in Ireland through the
crisis period is presented. Section 3 focuses on the evolution of the General Government Balance and the better
than expected performance over the crisis period (specifically 2011 to 2015). In Section 4, the roles played by
interest costs and data (GDP) revisions in driving much of the improvement is highlighted with some
counterfactual scenarios modelled in Section 5. Section 6 concludes.

! The author is an economist at the Central Bank of Ireland (CBI). The views expressed are not necessarily those held by the
CBI. All errors and admissions are my own. | would like to thank Rossa White (NTMA), Kieran McQuinn (ESRI), colleagues
from the Central Bank as well as external referees for comments on an earlier draft of this paper.

149



2. THE PUBLIC FINANCES IN IRELAND DURING THE CRISIS YEARS (2008-2015)
With the onset of the financial crisis from 2008, the fiscal position in Ireland rapidly unwound. The combination
of a marked economic slowdown, a collapsing housing market and banking problems resulted in rapidly rising
deficit and debt ratios (Figure 1).2 Having been in a position of strong surplus from 2003 to 2007, the public
finances deteriorated sharply with the underlying deficit peaking in 2009 at 11.6 per cent of GDP.2 The marked
rise in the deficit culminated in an EDP being launched in 2009 and entry into a formal EU/IMF assistance
programme in late 2010.
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In response to the deteriorating fiscal position, successive governments embarked on a prolonged period of fiscal
consolidation from mid-2008 to 2014. In total, consolidation measures of close to €30 billion or 17 per cent of
GDP were introduced (Table 1). These adjustments were to a large extent set out in the National Recovery Plan
(published in 2010) and were an integral part of the assistance programme agreed with the EU/IMF in December
2010 (herein known as the Programme).* This involved financial support of €85 hillion over a 3-year period with
€67.5 billion in external support. This included:

e  €22.5 billion from the IMF

e  €22.5 billion from the European Financial Stability Mechanism (EFSM)

e €225 billion from the European Financial Stability Facility (EFSF)

e €48 billion in bilateral loans from the UK, Sweden and Denmark.

Table 1: Fiscal Consolidation in Ireland 2008-2014, € billions
2008 2009 2010 2011 2012 2013 2014
Revenue Measures 0.0 5.6 0.0 14 1.6 1.4 0.9
Expenditure Adjustments 1.0 3.9 4.3 39 22 1.9 1.6
Total Consolidation 1.0 9.4 4.3 5.3 38 35 25
BT —

Total Consolidation, % of 05 55 26 31 99 19 13
GDP
Cumulative Consolidation 1.0 10.4 14.7 20.0 23.8 27.3 29.8

Source: NTMA (2014), Investor Presentation.

2 The economy contracted by just over 15 per cent between 2008 and 2010, while the unemployment rate peaked at 15 per
cent in 2012 (from just under 5 per cent in 2007).

3 The underlying deficit refers to the General Government deficit excluding exceptional receipts and expenditures associated
with the banking crisis. The unadjusted deficit peaked in 2010 at -32.1 per cent of GDP due to banking transactions amounting
to 21.3 per cent of GDP. By end-2015, the underlying deficit was 1.0 per cent of GDP.

4 See http://www.budget.gov.ie/RecoveryPlan.aspx , http://www.finance.gov.ie/sites/default/files/euimfrevised.pdf and
http://www.efsf.europa.eu/attachments/fag_en.pdf.
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Throughout the consolidation period, there was considerable debate as to whether the adjustments were working
to return the public finances to a sustainable position. It seems very likely that deficit and debt ratios would have
rapidly escalated to unsustainable levels in the absence of consolidation. The Irish Fiscal Advisory Council (IFAC)
consistently argued that the fiscal adjustments were necessary and not self-defeating and estimated that the debt
ratio would have reached 158 per cent of GDP by 2013, with a deficit ratio of 20 per cent under a counterfactual
scenario of no fiscal adjustment (see IFAC (2013)).5 FitzGerald (2013) estimated that the Budgets between 2009
and 2014 lowered the deficit by approximately 8 percentage points of GDP with a significant cost in terms of
reduced economic output.®

Regardless of the debate on the merits of consolidation, Ireland was compelled into corrective action by the bond
markets at a time when no official Euro Area back stop facilities were in place (e.g. the EFSF/ESM)."8 Kearney
(2012) in a review of the fiscal stance over the period to 2012 noted:

“Given the crisis that the Irish government faced in 2009 and 2010 with the precipitous collapse
in its budget balance, the yawning pit of mounting bank losses all funded by the general
government purse, and the sovereign’s eventual inability to independently raise funding on
financial markets, there was little choice but to commence an aggressive fiscal consolidation
programme to bring the public finances under control.”

Initially, the recovery was hampered by very weak growth — nominal GDP contracted by over 15 per cent between
2007 and 2010. However, the return to growth in 2011 and robust growth in 2014 (helped by strong economic
fundamentals) facilitated a sharp improvement in the public finances. This is highlighted in Figure 2, where the
(underlying) primary balance (that is, the underlying General Government balance less interest payments) is
plotted against nominal GDP growth. Aside from consolidation and growth, a number of other factors including
interest savings, data (GDP) revisions and unexpectedly strong government receipts were also significant in
driving much of the improvement. These are discussed below.

FIGURE 2: UNDERLYING PRIMARY BALANCE AND GROWTH
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3. REVIEW OF PUBLIC FINANCE OUTTURNS RELATIVE TO PROJECTIONS, 2011-2015

To highlight the roles played by interest savings, data (GDP) revisions and revenue surprises, a detailed review
of public finance outturn data relative to projections made throughout the adjustment period is undertaken. There
are a number of factors that complicate this approach (see Box A). Firstly, economic data are subject to revision
and while the vagaries of revisions to Ireland’s macroeconomic data are well documented (see Casey and Smyth
(2016)) less is known about public finance statistics. Secondly, there were a number of unforeseen events, normal
forecasting and measurement errors, as well as methodological changes (principally the switchover to European
System of Accounts (ESA 2010)) that arose over the adjustment period that cloud retrospective comparisons.

5 These estimates are probably an understatement as IFAC assumed that GDP growth and Irish creditworthiness were
unaffected in the ‘no consolidation’ scenario.

6 In terms of severity, the IMF noted that the fiscal adjustment in Ireland in 2009 was the largest on record in a study involving
15 advanced economies. It is important to note however that the actual impact of fiscal policy measures was at times offset by
a weak price environment (Kearney (2012)).

" The average monthly yield on government 10 year bonds peaked in June 2011 at 11.7 per cent.

8 This argument could also be logically applied to the measures undertaken to correct the banking system.
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(i) The Switch from ESA95 to ESA2010

In September 2014, a new national accounts framework came into effect with the switch to ESA 2010 from the
older framework (ESA95). This resulted in significant changes to macroeconomic and fiscal aggregates —
principally an upward shift in nominal GDP (thereby automatically lowering deficit and debt ratios). There were
a number of other, albeit not radical changes to the General Government accounts. These included:

¢ Reclassification of Irish Bank Resolution Corporation (IBRC)

Under ESA 2010, IBRC was reclassified within the General Government sector. This affected deficit and debt
ratios from 2011 although the cumulative effects were not excessive. Budget 2015 estimated that the
reclassification added 0.2 and 0.4 percentage points of GDP to the deficit in 2011 and 2012, with an offsetting
reduction of 0.7 per cent of GDP affecting 2013.

e Pension funds and other changes

There were also impacts arising from changes in the treatment of pension funds (improving the deficit by 0.5 per
cent of GDP in 2014), interest swaps (adding close to 0.1 per cent of GDP to the deficit), tax credits and EU VAT
payments (from a net to a gross basis). ® These latter effects (although deficit and debt neutral) impacted on both
the level of government spending and receipts. For more details, see Budget 2015, ‘Box 2: Implementing New
International Standards for National Accounts’.

(ii) Unforeseen events

Aside from the change to ESA2010, a number of unforeseen transactions arose that were not included in
projections made at the start of the Programme. This mainly involved some large banking related payments
including expenditure of €5.4 billion in 2011 and the promissory note transaction.

These issues complicate the assessment of the adjustment period to 2015. To proceed, a 3-pronged approach is
followed. First, government spending and revenue outturns (on a general government basis) are reviewed relative
to projections made at the start of the Programme. The latter is proxied throughout as forecasts contained within
the 2011 Stability Programme Update (SPU 2011) — the fullest set of domestic projections available at the time
of the Programme. Second, (and in order to account for some of the data related issues), fiscal aggregates are
examined on a sequential basis by focusing on year-ahead Budget day projections relative to outturns over the
same period. Third, projections for Exchequer aggregates (principally day-to-day spending and receipts) are
examined as a crosscheck as these data are less prone to some of the data related issues that affect general
government series.

All three approaches highlight the role played by interest savings, data revisions and unexpectedly strong revenues
in facilitating the improvement in the public finances. The estimates that follow are not meant to be definitive but
rather are designed to help readers to decipher movements in key economic aggregates during a crucial period in
Ireland’s economic history.

(a) Programme projections relative to outturns (2011 to 2015)
The main fiscal projections relative to outturns are summarised in Table 2. Projections are taken from SPU 2011.
For outturns, ESA95 data are taken up to 2013 with data extrapolated forward for 2014 and 2015 based on
underlying trends in ESA2010 aggregates. Throughout the period, exceptional banking related transactions are
removed, as these were not included in the SPU 2011 outlook.

The General Government deficit outperformed relative to projections made at the start of the Programme by close
to €1.0 billion per annum on average. This was in spite of the fact that primary spending consistently exceeded
projections by €2.7 billion per annum on average.'° This was made possible by a combination of stronger than
expected revenues and much lower than anticipated interest payments. On average, the latter were €2.7 billion
lower per annum than the levels envisaged back in 2011 (helped by the promissory note transaction) thereby
offsetting higher than anticipated levels of primary spending.

91n 2012 for example, methodological changes resulted in a level shift in General Government expenditures and revenues
following the inclusion of imputed output of local authority house rentals. This added approximately €1 billion to receipts and
expenditures.

10 Once again, caution is needed with these data due to methodological changes, although every effort has been made to ensure
that data are comparable.
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Table 2: Fiscal outturns relative to projections during the Programme

€ billions 2011 2012 2013 2014 2015
General Government Balance
Projection -15.6 -13.8 -12.2 -8.2 -4.9
Outturn -14.9 -13.3 -11.5 -8.2 -2.0
Difference 0.7 0.6 0.7 0.0 2.9
Expenditure
Projection 71.0 70.3 71.0 70.0 69.1
Outturn 70.8 69.8 70.4 71.6 69.9
Difference -0.3 -0.5 -0.6 1.5 0.8
Primary Expenditure
Projection 65.1 62.8 60.8 59.0 57.7
Outturn 65.4 63.7 62.7 64.1 63.2
Difference 0.4 1.0 1.9 5.0 54
Interest Expenditure
Projection 5.9 7.6 10.2 11.0 11.3
Outturn 5.3 6.1 1.7 7.5 6.7
Difference -0.6 -1.4 -2.5 -3.5 -4.6
Revenue
Projection 55.4 56.5 58.8 61.8 64.1
Outturn 55.9 56.6 58.9 63.4 67.9
Difference 0.4 0.1 0.1 1.5 3.7

Source: Internal calculations based on SPU 2011 projections and CSO outturn data.

Note: Data is on an ESA95 basis to 2013 and extrapolated forward to reflect trends in ESA2010 data in
2014 and 2015. Primary expenditure excludes banking payments. Numbers may not sum due to
rounding.

Box A: General Government forecast vintages from 2013 to 2015

In Table Al, successive forecast vintages of government revenues and expenditures are shown for the years 2013
to 2015.1* The Table shows how forecasts were revised with the sources of revision split between classification
(methodological) effects, new data (such as revised forecasts based on new information) and other effects.

Over the period, forecasts were revised substantially. However much of this reflected accounting changes —
principally the switchover to ESA 2010 in Budget 2015. This complicates any retrospective analysis of this period.
Taking forecasts for 2014 as an example, initially Budget 2014 projected that receipts would amount to €60.9
billion (on an ESA95 basis). This outlook was revised in subsequent publications to reflect new data and
information. There were particularly large classification changes associated with ESA 2010 that added
approximately €1 billion to the level of government revenue (and expenditures) — much of this reflected a change
in the accounting treatment of certain items from a net to a gross basis.'? Other notable events over this period
included the reduction in interest costs arising from the promissory note transaction, the reclassification of IBRC,
Irish Water and changes to the treatment of various levies.

11 A relatively recent and welcome innovation by the Department of Finance involves showing vintages of forecasts for a given
year between the Budget and the Stability Programme publications. This notes the main differences between revenue and
expenditure categories in a given year.

12 For more details, see Budget 2015 Table A2.2.3.
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Table Al: Selected Vintages of General Government Projections 2013-2015

Forecast
Date Method €bn Classification Data Other Revision
Revenue in 2013
Budget 2013 | Oct 2012 | esa 95 57.6
SPU 2013 | Apr 2013 esa 95 58.7 0.4 0.7 1.1
Budget 2014 | Oct 2013 | esa 95 58.5 -0.2 -0.2
Expenditure in 2013
Budget 2013 | Oct 2012 esa 95 70.4
SPU 2013 | Apr 2013 | esa95 71.3 0.7 -0.9 1.2 0.9
Budget 2014 | Oct 2013 | esa 95 70.7 0.4 -11 -0.6
Revenue in 2014
Budget 2014 | Oct 2013 | esa 95 60.9
SPU 2014 | Apr 2014 | esa95 60.9 0.0 0.0 0.0 0.0
Budget 2015 | Oct 2014 | esa 10 63.8 1.1 1.2 0.6 2.9
Expenditure in 2014
Budget 2014 | Oct 2013 | esa 95 69.2
SPU 2014 | Apr 2014 | esa95 69.0 -0.1 0.0 0.2
Budget 2015 | Oct 2014 esa 10 70.7 1.2 -0.5 1.1 1.7
Revenue in 2015
Budget 2015 | Oct 2014 esa 10 65.7
SPU 2015 | Apr 2015 | esa 10 68.0 0.8 1.1 0.3 2.3
Budget 2016 | Oct 2015 | esal0 69.4 -0.1 1.6 0.0 1.4
Expenditure in 2015
Budget 2015 | Oct 2014 | esal10 71.0
SPU 2015 | Apr 2015 | esa 10 72.6 15 0.1 0.0 1.6
Budget 2016 | Oct 2015 | esa 10 73.8 0.1 1.1 0.1 1.2

Notes: Numbers may not sum due to rounding.

(b) Year-ahead projections relative to outturns (2011 to 2015)
It is also informative to evaluate how forecasts evolved over the adjustment period by examining year-ahead
projections from successive Budgets.'® A summary of the results is shown In Table 3 both for the full period (SPU
2011) and for year-ahead projections. The results are similar although the magnitudes are smaller for year-ahead
forecasts. For the latter, the General Government balance surprised on the upside by €400 million per annum on
average. This was made possible by the combination of sizable savings from interest costs and revenues. These

findings are summarised in Figure 3.

Table 3: Multi- and year-ahead fiscal forecasts: outturns relative to projections, 2011 to 2015

€ billions, annual averages

Multi-year Ahead
Projections (SPU 2011)

Year Ahead projections
(Successive Budgets)

Revenue

General Government Balance 1.0 0.4
Primary Expenditure 2.7 1.3
Interest Expenditure -2.5 0.8

1.2 0.9

13 For outturns, the first published estimate is again taken. The CSO’s Government Finance Statistics (GFS) releases are used
up to 2013 and adjusted thereafter based on underlying trends in ESA2010 aggregates. Exceptional banking related costs are
excluded with the General Government balance derived as the difference between revenues and expenditures.
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Figure 3: Decompostion of GGB Improvement:
outturns relative to forecasts
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(c)Exchequer projections relative to outturns, 2011-2015

Given the intricacies of general government data, Exchequer aggregates were also assessed as a crosscheck. While
general government series are more comprehensive and comparable internationally, the Exchequer data in Ireland
is less prone to some of the data related issues that affect the National Accounts. Furthermore, the Exchequer
accounts for the vast bulk of the General Government sector. Within the Exchequer, the Current Budget Balance
(current receipts less expenditures), which reflects the day-to-day running costs of the State, is the main aggregate
of interest here.

The same approach as before is replicated. In Figure 4, the outturn for the Current Budget Balance relative to
projections made in successive Budgets is shown, with detailed results reported in Annex A (including projections
from SPU 2011). This analysis again highlights the role played by revenues and interest costs (included in the
category ‘non-voted current spending’) in facilitating higher levels of expenditure.**

For the case of year-ahead projections, taxes consistently over performed - the annual excess averaged €1.0 billion.
This figure was however heavily affected by the exceptional outturn for corporation tax receipts in 2015.*5 Non-
tax revenues outturns also consistently exceeded projections with an average annual excess of €0.6 billion. These
receipts incorporate a broad range of items, such as interest and dividend income as well as surplus income from
the Central Bank (much of which related to the provision of Exceptional Liquidity Assistance (ELA) and more
recently monies on the Floating Rate Notes (FRNS)). These income sources while growing in importance
consistently surprised on the upside (see Hickey and Smyth (2015))*".

On the expenditure side, (voted) current spending exceeded forecasts by close to €0.5 billion per annum on
average. This appears to have been mainly driven by overruns in healthcare — expenditure in health exceeded
projections in 3 of the 5 years - with an average excess of €0.5 billion (Figure 5). These overruns necessitated
upward revisions to expenditure ceilings (IFAC, 2016).

14 There was a large non-voted current expenditure payment in 2013 relating to the liquidation of IBRC.

15 Corporate taxes increased by 50 per cent in 2015 to reach €6.9 billion (15 per cent of the tax take), and were also 50 per cent
ahead of government forecasts. This reflected in part a broad based recovery in trading conditions and a particularly strong
performance by larger foreign-owned multinationals (see Tancred, P., (2016)). However, much of the excess in corporate taxes
is hard to explain (see Box D, Quarterly Bulletin 1, Central Bank of Ireland 2016 and IFAC 2015)).

16 Most of the gains made to date on the sale of the FRNs have been remitted back to the State through the Central Bank
surplus. In 2014, for example, the CBI sold €500 million of the FRNSs realising gains of €180 million and in 2015, the CBI
disposed of a further €2 billion realising gains of €0.8 billion. The CBI transfers 80 per cent of its surplus income to the
Exchequer.

17 For a discussion on non-tax revenues see: The Financial Crisis in Ireland and Government Revenues, by Hickey, R., and
Smyth. D., Central Bank of Ireland, Quarterly Bulletin 4, 2015.
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FIGURE 4: DECOMPOSITION OF CURRENT BUDGET BALANCE IMPROVEMENT -
OUTTURN RELATIVE TO FORECAST
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FIGURE 5: CUMULTIVE OVERRUNS IN CURRENT EXPENDITURE:
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4. INTEREST EXPENDITURES AND GDP REVISIONS

4.1 Interest costs

Lower than expected interest costs were clearly a key factor behind the improvement in the public finances. This
facilitated the exit from both the Programme and the EDP while also freeing up resources for other uses, such as
higher levels of primary spending. By end-2015, on a general government basis, interest related costs were €4.6
billion (averaging 1.7 per cent of GDP), lower than was envisaged at the start of the Programme with particularly
large savings accruing from 2013 (Figure 6).8 These savings manifested themselves most clearly in a much lower
average interest rate on government debt (Figure 7) — defined as interest payments in a given year relative to the
stock of debt in the previous year. Over the full period, the average interest rate was 140 basis points below the
rate that was envisaged at the start of the Programme.

18 Following the promissory note transaction in 2013, interest costs were revised down by €1 billion.
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FIGURE 6: INTEREST EXPENDITURE:
OUTTURN Vs FORECASTS
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There are a whole host of factors that determine interest rates and costs. During the crisis period, two key and
closely interlinked developments stand out — changing market sentiment towards Ireland and debt restructuring
(see also Whelan (2013), op. cit.).

(a) Market sentiment

In Figure 8, 10-year Irish Government bond yields are plotted alongside some key developments highlighted by
the NTMA during this period.?® Yields peaked in mid-2011 at 11.7 per cent at a time when debt sustainability
concerns were paramount before declining steadily.? Identifying the reasons behind movements in market
sentiment is fraught with difficulty. Purdue and White (2014) examined movements in Irish sovereign yields from
2003 to 2014. They found that fundamental factors (which include fiscal and macroeconomic aggregates,
government exposures and credit ratings) were all important in explaining movements in yields. They also
highlighted the role played by the ECB via the Outright Monetary Transactions (OMT) programme.

19 Successive NTMA publications identified a number of the factors listed here as reasons behind bond yield movements.
20 The yields here refer to monthly data - on a daily basis, yields peaked at over 14 per cent during this period.
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FIGURE 8: IRISH GOVERNMENT 10 YEAR BOND YIELD
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Most of the major downward movements in Irish Government bond yields occurred between mid-2011 and end-
2012 — yields fell by over 600 basis points. Building on the work of Purdue and White (op.cit) and the NTMA, it
is possible to highlight a number of specific events (some of which occurred simultaneously) that coincided with
the marked fall in yields (Table 4). These developments were important in convincing the markets of Ireland’s
creditworthiness (see IFAC 2012), following the series of “bad” news items that preceded entry into the
Programme. These are split here into Irish and non-Irish factors. The latter includes collective Euro Area responses

and ECB monetary policy actions (OMT and other non-standard measures).

Table 4: Bond Markets — Key Developments in Irish Bond Yields (mid 2011 — mid 2016)

Time Period

Change in Yields
(basis points)

Key Events

Irish Specific
(y/n)

2011 —
second half

-322

Troika compliance

Improved Troika loan terms

Banking recapitalisation

Investor confidence

2012

-284

Troika compliance

Fiscal Compact Treaty

EA Coordinated Action (OMT)

Promissory note transaction

NTMA debt management

2013

Improved Troika loan terms

Troika compliance and exit

NTMA debt management

Rating upgrades

ECB non-standard measures

2014

-206

Return to robust growth

Improved debt profile

Rating upgrades

2015 -
mid 2016

ECB non-standard measures

Robust growth

K| oOIKIKIK| OoIKIKIK|oOIKIK| OoONIKIKIKIK| oI
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To disentangle the effects of Irish specific effects from wider Euro Area developments, Irish yields were examined
in detail relative to other stressed Euro Area sovereigns (Figure 9). From the Figure there appear to be certain
periods in which Irish yields decoupled from the Euro Area — notably in and around 2012. This can be tested more
formally using ‘Principal Component Analysis’. Covering the period 2006 to 2016, this analysis shows that Irish
yields were more closely aligned (correlated) with developments in Spain, Portugal and Italy (as opposed to the
Euro Area core of Germany, Netherlands, Austria, etc.).?* Given this, principal components for the former were
calculated (Table 5), with the first component (PC1) accounting for 89 per cent of the total variance in bond yields.
Cumulatively the first two components accounted for the vast majority (just over 96 per cent) of the variation in
yields in the four countries.

Table 5: Principal Component Analysis: Euro Area Bond Yields: 10 year bonds, 2006-2016

Eigenvalues: (Sum = 4, Average =1)

Cumulative
Number Value Difference Proportion Proportion
1 3.555 3.266 0.889 0.889
2 0.289 0.140 0.072 0.961
3 0.149 0.142 0.037 0.998
4 0.007 0.002 1.000
Eigenvectors (loadings) PC1 PC2 PC3 PC4
Ireland 0.485 0.605 0.630 0.046
Italy 0.508 -0.525 0.064 0.680
Portugal 0.514 -0.441 0.081 -0.731
Spain 0.493 0.406 -0.770 0.017

Source: Internal calculations.

The first principal component (PC1) can be viewed as a type of common bond market index. Irish yields were
regressed on this index to test whether Irish yields diverged from the market. A graph of fitted against actual
values from the regression reveals a tangible dis-improvement in fit from mid-2011 through to 2013 (Figure
10).22

FIGURE 9: GOVERNMENT 10 YEAR BOND YIELDS
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2L The average correlation with the Euro Area was 0.60 over the period. For Spain, Italy and Portugal the respective correlations
were 0.84, 0.82 and 0.79.

22 The graph comes from a regression of Irish monthly bond yields on the constructed (Principal Component) market index
over the period 2006 to 2016.
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Figure 10: Regression of Irish yields on a constructed bond market index:
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These findings lend support to the earlier assertion that “Irish specific” events were integral in driving down
yields, with three distinctive phases standing out:

(i) Summer of 2011 — Irish yields declined by over 400 basis points at a time when yields in the periphery
were static. This coincided with the changed terms on Troika loans, an extensive recapitalisation of the
banking system and an expectation of a return to growth following a strong start to the EU/IMF
Programme.

(ii) End 2011/early 2012 — Irish yields fell by over 200 basis points. This coincided with increasing signs
of a turnaround in Ireland’s fortunes in relation to both the banking system and macroeconomic and
fiscal fundamentals. For example, the Autumn 2011 Programme review by the European Commission
(2012b) pointed to “...a stronger than expected performance in the first half of 2011 as well as strong
programme implementation.?

(iii) Summer of 2012 — Irish yields fell by 125 basis points. This coincided with the passing of the Fiscal
Compact Treaty and the Euro Area Summit. The latter included a pledge to break the sovereign-bank
loop. Given the Government’s exposure to the banking system (including sizable contingent liabilities
at the time), this announcement was viewed favourably from an Irish perspective.

More generally, Ireland’s track record in successfully adhering to the terms of the Programme and in meeting (and
exceeding) fiscal targets were clearly important developments. There were a series of other positive news items
that helped move Ireland towards a “good equilibrium”.?* This included the promissory note transaction and a
more coordinated Euro Area response. Initially this was led by the setting up of the European Financial Stability
Facility (EFSF) and the European Stability Mechanism (ESM). However, more recently it includes the measures
taken by the ECB including the announcement of OMT (in the third quarter of 2012), asset purchase programmes
(APP) beginning in 2014 and more accommodative (non-standard) measures since 2015.2° OMT was highlighted
by White and Purdue (op.cit) as an important factor in driving down yields although they felt that the effects were
less significant for Ireland.?®

All of these developments enabled Ireland to move into much safer territory from a debt-sustainability perspective.
This could also be evidenced by a sustained fall in the estimated probability of default on Irish Government bond
yields from mid-2011 onwards (see IFAC (2013)). Overall, it would seem appropriate to give at least an equal
weighting to Irish specific events relative to broader Euro Area developments in driving down yields over the
adjustment period.

2 There were also signs of a return to growth with successive Quarterly National Accounts releases during 2011. This followed
from estimated growth rates (at the time) of -7.0 per cent in 2009 and -0.4 per cent in 2010.

24 This is the opposite of the “bad equilibrium” scenario where doubts about a sovereigns’ creditworthiness drive up bond
yields and interest costs thereby worsening underlying debt dynamics. Media reports in 2012 speculated that Franklin
Templeton had become the largest holders of Irish Government debt outside of the Troika, with positions of up to €4 billion.
See for example: http://www.irishexaminer.com/business/franklin-templeton-investment-puts-government-debt-in-spotlight-
206349.html.

%Gee: http://www.ech.int/press/pressconf/2012/html/is120802.en.html and
https://www.ecb.europa.eu/mopo/implement/omt/html/index.en.html.

% Yields fell by close to 325 basis points between early 2012 and Spring 2013.
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(b) Debt Restructuring

Aside from interest rates, the adjustment period was also characterised by significant changes in Irish debt
maturities. In total, the average maturity on government debt (programme and non-programme loans) increased
to more than 12 years at end-2015 from 7 years at end-2011 (Figure 11). This reflected a combination of changes
in the maturities on official programme loans, promissory note restructuring and debt management.

As mentioned in Section 2, Ireland received €67.5 billion in external support under the terms of the Programme.
These loans were initially provided with an average maturity of 7.5 years (and an interest rate of 5.82 per cent.)?’
However, from 2011 onwards there were a number of changes to the terms on these loans that included maturity
extensions and lower interest rates.?® By early 2014, the estimated interest rate had fallen to 3.40 per cent. The
Government was also able to refinance a substantial portion of IMF related debt by repaying loans earlier than
scheduled helped by the marked fall in bond yields. Approximately 80 per cent (€18 billion) of these loans had
been repaid by early 2016 generating significant savings (in excess of €1.5 billion) over the original lifetime of
the loans.

The Government was also able to extend the maturity on non-programme related loans. This included the decision
in 2013 to replace the promissory notes (introduced in 2010 to the value of €31 billion) with a portfolio of long-
term floating rate bonds. This greatly eased the State’s annual funding requirements and was estimated to have
generated annual interest savings of close to €1 billion (see Department of Finance, 2013).?° These savings came
about as the maturity profile, interest rate and repayment structure differed markedly under the new
arrangements.C In particular, the weighted average maturity of the new floating rate notes (FRNs) at 34-35 years
was significantly in excess of the terms under the promissory notes (which required annual payments of close to
€3 billion over a 7-8 year period).3! Other gains associated with the transaction were more difficult to quantify,
principally, the greater degree of certainty that arose following the decision to replace the promissory notes.

Aside from these transactions, the NTMA were also active in extending the average maturity on other longer-term
debt through a range of transactions. At end-20135, these “other” loans (fixed rate and amortising bonds) had an
average maturity of 7.5 years up from 6.8 years in 2011.

FIGURE 11A: DEBT MATURITY PROFILE
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27 See NTMA (2010).

28 In July 2011, the Euro Area Heads of State or Government (HOSG) agreed to lower the cost/margins on EFSF loans and
similar reductions followed on the EFSM and bilateral loans. The savings were estimated to amount to €9 billion. The average
maturity on EFSM and EFSF loans was increased to 12.5 and 15 years respectively. A further extension of up to 7 years was
agreed in 2013. For details see:_https://www:.kildarestreet.com/wrans/?id=2015-02-17a.194

29 For a detailed account on promissory notes, see Barnes and Smyth (2013), The Government’s Balance Sheet after the Crisis:
A Comprehensive Perspective, Irish Fiscal Advisory Council.

30 The new arrangements did however generate a once-off upfront cost of €1.1 billion through the Eligible Liabilities Guarantee
(ELG) scheme.

31 For more details, see kildarestreet.com.
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FIGURE 11B: DEBT MATURITY PROFILE
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4.2 Data revisions (GDP)

Prior to the release of the National Income and Expenditure Accounts (NIE) for 2015, the economy was estimated
to have grown by 3.4 per cent per annum between 2011 and 2015. This compares with a projected growth rate of
2.5 per cent in SPU 2011.32 However, a series of methodological changes and revisions, mostly notably in NIE
2015 helped to substantially increase the level of nominal GDP, thereby facilitating reductions in headline deficit
and debt ratios.

First, in 2014, new international standards - ESA 2010 - resulted in a number of revisions to macroeconomic data,
principally GDP.* Initially, the level of nominal GDP was revised upwards by about 8 per cent (in NIE 2014),
mainly on account of changes to the treatment of research and development (R&D) expenditure. This helped to
automatically lower the General Government deficit ratio by close to 0.5 per cent of GDP per annum.

Second, in NIE 2015, a series of exceptional revisions resulted in the level of GDP being revised up by close to
one-fifth to €256 billion. This meant that GDP by end-2015 was 40 per cent higher than that projected at the start
of the Programme. The stronger denominator once again helped to improve deficit and debt dynamics with the
former lowered by 0.7 percentage points on average over the adjustment period (Table 6).

Table 6: GDP Revisions and the General Government Balance

Aggregate Units Source 2011 2012 2013 2014 2015
GDP_SPU 2011 (ESA 95) €bn SPU 156 161 167 175 183
GDP_ESA 95 €bn CSO 163 164 164

GDP_ESA 10 €bn CSO 173 176 180 193 256
Change in GDP relative to ESA % 6.4 7.2 9.9

95

Change in GDP relative to SPU % 10.9 9.2 7.7 10.6 40.0
2011

GGB Outturn €bn CSO -22 -14 -10 -7 -5
GGB Ratio using SPU 2011 % GDP -14.0 -8.7 -6.1 -4.1 -2.6
GDP

GGB Ratio using GDP outturn % GDP -12.6 -8.0 -5.7 -3.7 -1.9
Savings % GDP 1.4 0.7 0.4 0.4 0.7

Source: Internal calculations.

32 Using the very latest NIE data, the average growth rate is 6.9 per cent.
33 For more details, see CSO (2014), Implementing New International Standards for National Accounts and Balance of
Payments Statistics and IMF (2015), Box 1. Recent Changes to National Accounts and Balance of Payments Statistics.
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5. COUNTERFACTUALS

This Section makes use of IFAC’s Fiscal Feedback model (for details see IFAC, 2012) to examine alternative
paths for interest rates, GDP and expenditure given the savings identified above. This model enables government
projections (as set out in annual Budgets or Stability Programme Updates) to be replicated given certain
assumptions on growth and discretionary fiscal adjustments (i.e. consolidation plans). It also allows for the two-
way relationship between GDP and the budget balance through automatic stabiliser and multiplier channels. The
model is first constructed so as to replicate the outturn for the public finances as set out in Budget 2017 — this is
the baseline for the simulations. Alternative interest rate, GDP and expenditure assumptions were then imposed
to estimate their effect on the General Government balance. The counterfactuals are not meant to provide
definitive estimates but rather serve to highlight the impact of alternative macroeconomic and fiscal paths.

(a) Higher interest payments

The Fiscal Feedback’s model was first used to simulate the effects of higher yields throughout the adjustment
period. This was done by imposing a higher average interest rate over the years 2011 to 2015, so that the average
rate corresponded to what was assumed at the start of the Programme. This resulted in interest rates being 140
basis points higher per annum on average. Under this counterfactual, the EDP ceilings are breached in each of the
years from 2012 with the deficit ratio close to two percentage points higher relative to the baseline over the period
(Figure 12). The model was then used to back-cast the amount of additional discretionary fiscal adjustments that
would have been necessary to comply with the ceilings. On average, additional annual consolidation measures of
close to €800 million would have been needed to comply with the EDP ceiling in 2015. This gives a sense of the
savings that arose from lower interest costs.

FIGURE 12: GENERAL GOVERNMENT BALANCE
INTEREST RATE COUNTERFACTUAL: FF MODEL
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(b) Weaker GDP growth

In this case, alternative lower paths for GDP growth are imposed on the model from 2012 to 2015 (Figure 13).
This automatically raises the General Government deficit in each and every year through the automatic stabiliser
channel inbuilt in the model. In the event that the growth rate was 0.5 per cent weaker per annum, the deficit by
2015 is a full percentage point higher than in the baseline and marginally below the EDP ceiling. This illustrates
the sensitivity of the public finances to alternative growth paths.
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FIGURE 13: WEAKER GDP COUNTERFACTUAL
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(c) Lower expenditure

In this counterfactual, alternative levels of fiscal consolidation were imposed in the Fiscal Feedbacks model from
2012 to 2015 to mimic the effects of lower spending. The estimated impacts on the General Government balance
are shown in Figure 14 for a range of expenditure profiles. In the event that spending was €750 million lower per
annum, the estimated deficit is a full percentage point better than in the baseline by 2014 — meaning compliance
with the EDP ceiling a full year ahead of schedule.

FIGURE 14: LOWER EXPENDITURE COUNTERFACTUAL
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6. CONCLUSION
This paper assessed public finances developments through the adjustment period from 2011 to 2015 focusing in
particular on the roles played by interest costs and data (GDP) revisions in facilitating Ireland’s exit from the
EDP. These factors coupled with some surprises on the revenue side allowed higher levels of current primary
spending and less fiscal consolidation than what otherwise might have been the case. In this context, the recent
public finance performance in Ireland since 2014, when assessed in terms of the improvement of the primary
balance relative to growth appears rather limited (Figure 15).3

Finally, the paper has highlighted some of the difficulties in retrospectively assessing public finance developments
over a crucial period in Ireland’s economic history. Given the nature of the economy, its susceptibly to shocks
and still high levels of debt it is important that periodic reviews are undertaken to try to decipher key trends and
movements in economic aggregates.

FIGURE 15: CHANGES IN THE PRIMARY BALANCE RELATIVE TO GROWTH IN THE EU BETWEEN 2014
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34 Data taken from Eurostat.
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Annex A: Exchequer Developments, 2011 to 2015
A summary of Exchequer outturns and projections is shown in Table Al for projections covering the period from
2011 to 2015, with year ahead projections reported in Table A2. The Current Budget Balance — the difference
between day-to-day spending and receipts reflects the day-to-day running costs of government.

Table Al: Exchequer Projections (SPU 2011) and Qutturns, € billions

2011 2012 2013 2014 2015
Exchequer Balance
Projection | -18.2 -17.0 -13.4 9.5 -8.3
Outturn | 249 -14.9 -11.5 -8.2 -0.1
Difference -6.8 2.1 1.9 1.3 8.3
Expenditure
Projection | 572 57.3 55.9 54.6 55.2
Outturn |  64.2 56.6 56.2 58.6 58.7
Difference 7.1 -0.7 0.3 4.0 3.5
Voted Current Expenditure
Projection | 417 39.7 37.8 36.1 36.1
Outturn | 414 415 40.0 39.0 39.3
Difference -0.3 1.8 2.2 3.0 3.3
Non-voted Current Expenditure
Projection 7.2 9.8 10.6 11.4 12.0
Outturn 6.6 8.1 11.1 10.7 9.8
Difference -0.6 -1.7 0.5 -0.7 -2.2
Other Expenditure
Projection 8.2 7.9 7.5 7.1 7.1
Outturn | 16.2 7.1 5.1 8.8 9.5
Difference 8.0 -0.8 -2.4 1.8 2.4
Revenue
Projection |  39.0 40.3 42,5 45.1 46.8
Outturn 39.3 41.7 44.7 50.4 58.6
Difference 0.3 1.5 2.2 5.3 11.8
Tax Revenue
Projection | 34.9 375 39.9 42.3 44.3
Outturn | 34.0 36.6 37.8 41.3 45.6
Difference -0.9 -0.9 -2.0 -1.0 1.3
Other Revenue
Projection 4.1 2.7 2.7 2.7 2.5
Outturn 5.3 5.1 6.9 9.1 13.0
Difference 1.2 2.3 4.2 6.4 10.5
Current Budget Balance
Projection | -12.0 -10.8 7.7 -4.3 -3.0
Outturn | -11.2 -10.1 -10.6 -5.5 0.0
Difference 0.8 0.7 -2.9 -1.2 3.0
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Table A2: Exchequer Projections (Budget Day Year Ahead) and Outturns, € billions

2011 2012 2013 2014 2015
Exchequer Balance
Projection | -17.7 -18.9 -15.4 -9.6 -6.5
Outturn | -24.9 -14.9 -11.5 -8.2 -0.1
Difference -7.2 4.0 3.9 1.4 6.4
Expenditure
Projection | 56,7 59.0 57.7 53.3 53.4
Outturn | 64.2 56.6 56.2 58.6 58.7
Difference 7.5 -2.4 -15 5.3 5.3
Voted Current Expenditure
Projection | 417 40.5 40.2 38.4 38.0
Outturn | 41.4 41.5 40.0 39.0 39.3
Difference -0.3 0.9 -0.2 0.6 1.3
Non-voted Current Expenditure
Projection 6.7 9.0 9.7 10.8 11.0
Outturn 6.6 8.1 11.1 10.7 9.8
Difference -0.1 -0.9 1.4 0.0 -1.2
Other Expenditure
Projection 8.3 9.5 7.8 4.2 4.4
Outturn | 16.2 7.1 5.1 8.8 9.5
Difference 7.9 -2.4 2.7 4.7 5.1
Revenue
Projection |  39.0 40.1 42.3 43.7 46.9
Outturn | 39.3 41.7 44.7 50.4 58.6
Difference 0.3 1.6 2.4 6.7 11.7
Tax Revenue
Projection | 34.9 35.8 38.0 40.0 42.3
Outturn | 34.0 36.6 37.8 41.3 45.6
Difference -0.9 0.8 -0.1 1.2 3.3
Other Revenue
Projection 4.1 4.3 4.4 3.7 4.6
Outturn 5.3 5.1 6.9 9.1 13.0
Difference 1.2 0.8 2.5 5.5 8.4
Current Budget Balance
Projection | -11.5 -11.2 -9.6 7.1 -3.7
Outturn | -11.2 -10.1 -10.6 -5.5 0.0
Difference 0.3 1.1 -1.0 1.6 3.7

Sources: Internal calculations based on year-ahead Budget day and end-year

Exchequer outturns.

167




References
Addison-Smyth, D., and McQuinn, K. (2016), ‘Assessing the sustainable nature of housing-related taxation
receipts: The case of Ireland’, Journal of European Real Estate Research, Volume 9, Issue 2, 2016.

Casey, E. and Smyth, D. (2016), ‘Revisions to Macroeconomic Data: Ireland and the OECD’, Economic and
Social Review, Vol 27, No 1, Spring (2016). Available from http://www.esr.ie/article/view/505.

Central Bank of Ireland (2016), Quarterly Bulletin Q1, January 2016.

Department of Finance (2008), ‘Report of the Tax Forecasting Methodology Review Group’, February 2008,
available from: http://s3.amazonaws.com/zanran_storage/www.finance.gov.ie/ContentPages/8987749.pdf.

European Commission (2012a) Economic Adjustment Programme for Ireland — Summer 2011 Review,
available from:
http://ec.europa.eu/economy_finance/publications/occasional paper/2011/o0p84 en.htm

European Commission (2012b) Economic Adjustment Programme for Ireland — Autumn 2011 Review, available
from: http://ec.europa.eu/economy_finance/publications/occasional_paper/2011/op88_en.htm

Fitz Gerald, J. (2013), ‘The impact of fiscal policy on the economy’, Economic and Social Research Institute
(ESRI), Quarterly Economic Commentary (QEC) Research Note no. 2013/3/1.

Hickey, R., and Smyth, D. (2015), ‘The Financial Crisis in Ireland and Government Revenues’, Foundation for
Fiscal Studies, September 2015. Available from: http://fiscal.ie/wp-content/uploads/2015/04/The-Financial-
Crisis-in-Ireland-and-Government-Revenues.pdf.

International Monetary Fund (2012). World Economic Outlook, Chapter 3: “Will it Hurt? Macroeconomic
Effects of Fiscal Consolidation”.

International Monetary Fund (2015). Ireland: Fourth Post-Program Monitoring Discussions.

Irish Fiscal Advisory Council (2012). Fiscal Assessment Report. Available from:
http://www.fiscalcouncil.ie/publications/fiscal-assessment-report-september-2012/.

Irish Fiscal Advisory Council (2013). Fiscal Assessment Report. Available from:
http://wwwv.fiscalcouncil.ie/publications/fiscal-assessment-report-april-2013/.

Keane, C. (2014), ‘Irish Public Finances through the Financial Crisis’, Fiscal Studies, vol. 36, no 4, pp. 475-497
(2015)

Kearney, I. (2012), ‘Measuring fiscal stance’, Special Article in Quarterly Economic Commentary: Autumn
2012 (QEC), p. 67-88, Dublin: Economic and Social Research Institute.

NTMA (2010), ‘Technical Note on EU-IMF Programme Borrowing Costs’, Available from http://www.ntma.ie/

Purdue, D and White, R. (2014), ‘“What drove Irish Government bond yields during the crisis?’, NTMA,
September 2014. Available from http://www.ntma.ie/news/what-drove-irish-government-bond-yields-during-
the-crisis/.

Whelan, K. (2013), ‘Ireland’s economic crisis: the good, the bad and the ugly’, University College Dublin,
Centre for Economic Research, Working Paper no. WP12/06.

Tancred, P. (2016), ‘An Analysis of Corporation Tax Receipts in 2014-2015’, Revenue Commissioners,
Statistics & Economics Research Branch, April 2016.

168


http://www.esr.ie/article/view/505
http://s3.amazonaws.com/zanran_storage/www.finance.gov.ie/ContentPages/8987749.pdf
http://ec.europa.eu/economy_finance/publications/occasional_paper/2011/op84_en.htm
http://ec.europa.eu/economy_finance/publications/occasional_paper/2011/op88_en.htm
http://fiscal.ie/wp-content/uploads/2015/04/The-Financial-Crisis-in-Ireland-and-Government-Revenues.pdf
http://fiscal.ie/wp-content/uploads/2015/04/The-Financial-Crisis-in-Ireland-and-Government-Revenues.pdf
http://www.fiscalcouncil.ie/publications/fiscal-assessment-report-september-2012/
http://www.fiscalcouncil.ie/publications/fiscal-assessment-report-april-2013/
http://www.ntma.ie/
http://www.ntma.ie/news/what-drove-irish-government-bond-yields-during-the-crisis/
http://www.ntma.ie/news/what-drove-irish-government-bond-yields-during-the-crisis/

VOTE OF THANKS PROPOSED BY JOHN MCCARTHY?

I would like to thank the Society for inviting me to discuss this paper. In the years since the Irish public finances
were first put on life-support, much has been written about the origins, consequences and policy response to the
structural deterioration in the public accounts. This evening’s contribution from Diarmaid provides a
comprehensive analysis of the role played by debt interest savings, statistical classifications and the stronger-than-
projected rebound in taxation revenue in re-aligning public revenue and expenditure and containing the increase
in public debt. This has been done in a clear and coherent manner and, in doing so, Diarmaid has helped to address
an important gap in our understanding. | found the insights timely, informative and highly relevant from a policy
perspective.

Figure 1: Credit rating history
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Source: NTMA.

The factors highlighted in the analysis contributed, in no small part, to a reversal in the Irish sovereign’s credit
rating (see figure 1) and the emergence of a virtuous circle.

In my remarks, I will focus on four issues. Firstly, I would like to elaborate on the origin of debt interest savings
and, in particular, the role played by our European partners. While the interest savings generated by replacing the
promissory notes issued to recapitalise Anglo Irish Bank and Irish Nationwide Building Society with long-term
government bonds have been well documented, the paper rightly points to the significance of interest savings on
the European loans.

The initial rates on these loans had been priced at relatively high levels, namely the cost of funding plus a margin
of nearly 3 percentage points. The rationale for the additional margin was to address perceived moral hazard
concerns among creditor Member States at the time. Over time, and following interventions at official and
political level by Ireland and other peripheral Member States, it became evident that moral hazard concerns had
been misplaced. Moreover, there was a gradual realisation among creditors that a significant premium in excess
of funding cost was, in fact, counter-productive by reducing the probability of programme exit.

Once market access had been restored, and following the decision by the eurosystem to expand its balance sheet
through inter alia secondary-market purchases of euro area sovereign debt, market-based funding became more
attractive than concessional lending from the IMF. The EU Member States responded accordingly by agreeing to
waive their pari passu rights so that the more costly IMF loans could be redeemed early and replaced with cheaper,
market-based funding. The upshot of this was to further enhance debt sustainability in Ireland.

1 Views are those of the discussant and not necessarily those of the Minister or the Department.
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An additional concession from the European side — again highlighted in the paper — was the extension of the
maturities on programme loans. This helped to elongate the maturity profile for the Irish sovereign and assuage
market concerns regarding significant amortisation humps.

The second point | would like to address is the stronger-than-assumed rebound in taxation revenue. Some
perspective is needed on this — for instance, it is only in the last year that tax revenue has returned to pre-crisis
levels. Nonetheless, the analysis in the paper demonstrates that taxation revenue during the programme period
surprised on the upside and more-than-offset persistent expenditure over-runs in some sectors.

It is appropriate to ask the source of such revenue buoyancy. Ultimately, of course, tax revenue moves in line
with its base, so the question can be re-formulated as to why GDP rose more rapidly than had been assumed at
programme-entry.Part of the answer would appear to lie in the choice of consolidation instruments during this
period. In order to limit the impact of consolidation on aggregate demand, conscious policy decisions were made
to target those tax and spending instruments which, typically, are associated with relatively low fiscal multipliers.

Given sizeable adjustment needs at the time, consolidation was, of course, needed on multiple fronts. A ‘no sacred
cow’ approach was adopted on the expenditure side of the accounts. This allowed policymakers to address some
structural problems on expenditure side. For instance, policies were enacted to better align the pension age with
increases in life expectancy. This had a positive signalling effect on debt sustainability with little, if any, impact
on short-term aggregate demand.

On the revenue side, the focus was on base-broadening rather than on raising marginal rates; the alternative would
—almost certainly — have had a detrimental impact on factor endowment, especially labour supply. This was also
motivated by the need to address a serious structural shortcoming on the revenue side, namely the narrow base.
Tax expenditures — often distortionary, regressive and involving significant deadweight costs — were reduced
while an emphasis was placed on environmental taxes which, in addition to generating revenue, are welfare-
enhancing. Finally, taxes on immobile factors of production were introduced which, given their nature, have
almost no impact on the endowment of capital and labour in the economy. So | would assess that the quality of
consolidation was as growth-friendly as possible.

| also think it worthwhile to highlight the view — articulated in some quarters at the time — that consolidation and
economic growth are not mutually exclusive. Such a Ricardian view of the world essentially holds that
discretionary changes in fiscal policy do not affect the pool of national savings, i.e. changes in public saving (or
dissaving) will be offset by changes — in the opposite direction — in private savings. This, of course, requires a
number of heroic assumptions and the more mainstream view is that there is indeed a trade-off between short-
term demand and consolidation. Having said that, it is certainly the case that the choice of consolidation
instrument can help to alleviate these trade-offs and potentially even strengthen the supply-side of the economy.

Figure 2: decomposition of change in debt ratio, percentage points
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Source: Department of Finance calculations.
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The third point | want to make relates to the role of statistical classifications and the impact of such on the public
finances. The paper highlights inter alia the general government treatment of Irish Bank Resolution Corporation
as well as the role of so-called ‘denominator effects’. The latter remain very relevant in an Irish context, as post-
crisis, statistical factors are playing an even larger role in passive debt reduction (see figure 2).

However, it is abundantly clear that factors such as the on-shoring of intangible assets such as intellectual property
have virtually no impact on the State’s repayment capacity and so fiscal variables expressed as a fraction of GDP
need to be treated with a severe health warning. With this in mind, the Department of Finance has, for a number
of years, highlighted alternative metrics that are more appropriate in assessing the public debt burden in Ireland
(see figure 3).

Figure 3: debt interest-to-revenue ratio, IE relative to EU28 second and third quintiles
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Source: Department of Finance calculations.

The final point | want to make relates to the optimal use of the savings generated by the lower interest bill and
denominator changes, which can generally be classified as ‘windfall gains’. On the one hand, it could be argued
that interest savings should have been used solely for deficit reduction; on the other extreme, there is an argument
that savings could have been used for scaling back on fiscal adjustment. In practice, and given valid competing
needs at the time, savings were used to partly meet both objectives and | would suggest that this struck an
appropriate balance.

In summary, | would like to congratulate Diarmaid for an insightful paper. My objective has been to give a sense
of how we viewed these issues in the Department of Finance at the time and to give a flavour of some of the
discussions with our European interlocutors. Ireland was the first euro area programme country to regain market
access. One of the key factors underpinning market re-entry was an approach that can be characterised as “under-
promise and over-deliver”. Given that Ireland was unique in this approach among the programme countries, the
analysis in Diarmaid’s paper usefully articulates and documents some of the key elements that underpinned this
approach.

DISCUSSION

Ronan Lyons: As a preliminary comment, | would point out that government spending is endogenous, at least in
part, and thus talk of "over-spending™ may mask conscious decisions to spend more than planned - although that
is by no means an accurate summary of all spending outturns during the period under investigation. My first main
comment was that, particularly with the move away from GDP and the difficulties of national accounts in Ireland
especially, | suspect that in twenty or thirty years we will not be so reliant on the deficit/GDP ratio. Therefore, it
might be useful to explore the general government balance, relative to government revenues (i.e. percentage of
government spending not backed by its receipts) as an alternative measure.
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Lastly, I would suggest that it would be interesting to distinguish between current and capital spending. While
financial markets obsess about the primary balance, it is of limited interest from an economic point of view (it
seems arbitrary to exclude that form of spending but not others). Capital spending, however, is of a very different
nature to current spending, as it is designed to increase future capacity and thus a deficit of 10% of GDP (to use
that measure) focused entirely on capital spending may not necessarily be a cause of concern, if it led to
sufficiently high output in the future.

Paul Sweeney: | congratulate Diarmaid Smyth on his paper on the recovery in the Irish public finances after the
Crash of 2008. For me and I’m sure most people in the room, the paper reminded me of the kaleidoscope of ever-
changing events following that crash. There were so many events, some of them seemingly overwhelming, and
others which seemed to be without solution, at times. But as he demonstrates, Ireland did come out of it and did
so well.

The Promissory Notes negotiations were a major step forward though | would argue the Irish government should
have insisted on “burden sharing” with the bondholders. This was a deeply contested area with the ECB, which
exceeded its remit, though the IMF was on our side on this issue. The ECB was incorrect in its approach, putting
the survival of European banks above the welfare of member states and their peoples. As Ajai Chopra, the original
head of the Troika said, “Ireland was treated unfairly” on its bank bondholders (FT 19 December 2013). Diarmaid
gave an excellent account of the events as they happened and for this we are grateful. He adverted to another path
that was not taken. This was to have massive cuts in public spending. This was advocated by some. Fortunately
for the majority and for the economy, this path was not taken.

There was also a third way suggested and this was advocated by the Irish Congress of Trade Unions, (where | was
Chief Economist). This was to hasten more slowly, to make more judicious and smaller cuts in public spending
and to raise some taxes more — to shift the balance more from spending reductions towards taxation eg “Shifting
the Burden” April 2009 [https://www.ictu.ie/download/pdf/shifting_the burden.pdf] or “A Better Fairer Way to
Recovery,” Spring 2011. [https://www.ictu.ie/download/pdf/better_fairer_way.pdf].

One could focus on many possible outcomes of such a counterfactual position. John McCarthy did mention this
route in his presentation, in the sense that annual spending outcomes were higher than originally projected. In my
view this was a fortunate outcome because it helped sustain demand and maintained much need services. The
protection of the welfare system in the face of such a deep crisis was a major achievement.

I will cite just one alternative path that could have been taken and that is the cuts in capital expenditure which
were very severe. Indeed Diarmaid, in another paper [https://www.centralbank.ie/docs/default-
source/publications/quarterly-bulletins/gb-archive/2015/qb2-15/quarterly-bulletin-no-2-2015.pdf?sfvrsn=8]
published in the Central Bank bulletin 2 in 2015, pointed out that capital spending was cut to its lowest level ever
in since records began, not even covering depreciation. We still have not recovered from these very large
reductions in capital spending. We see it daily in the housing crisis because much of the roots of the crisis,
particularly impacting on the rental sector and homelessness, is because of the virtual cessation of direct provision
of public housing. The moves to monetise every area of housing, including what was once public housing has
been a failure economically and for too many people. This includes not just those dependent on public housing
provision, but all up the housing chain.

John FitzGerald: This paper provides a very useful summary of the history of the crisis. One additional factor in
managing the crisis was the fact that the NTMA, from early in 2008, had built up a large stock of cash by
borrowing well in advance of the exchequer’s needs in that year (FitzGerald and Lane, 2017). They then converted
it into longer-term borrowing by 2009. This gave the government considerable room for manoeuvre. Even at the
beginning of 2010 it looked as if the government had enough cash to cover borrowing for almost all of the
following 2 years. Unfortunately the problems with the banking system proved even greater than anticipated using
this cash. The result was the need to seek support from the EU and the IMF in November 2009.

(FitzGerald, J., and P. Lane, 2017, “Fiscal policy and financial distress: a balance sheet perspective”, in Cudovit
Odor, Rethinking Fiscal Policy after the Crisis, Cambridge: Cambridge University Press. ISBN: 9781107160583
Also available as http://www.tcd.ie/Economics/TEP/2016/TEP0216.pdf)

Kevin Timoney: Regarding John Fitzgerald's comment on NTMA prefunding prior to entering the EU/IMF
Programme, some further colour is that the agency had announced the intention to the markets in 2009 to issue
some €10 billion, but ultimately issued about of €33 billion, with the coupon on the October 2019 bond up at
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5.9%. In a forward-looking sense, as these expensive loans mature there may be further upside risk to the interest-
bill forecast given current rates, but it remains to be seen if these will outperform forecasts further.

Forecasting interest rates is considered by some the most difficult part of any forecasting, along with exchange
rates, and it's likely if an overall economic-growth forecast is proven correct, that it achieves this despite its interest
rate forecast rather than thanks to the interest rate forecast. In this case, it's reasonable to see how a less optimistic
outcome was foreseeable as the bailout commenced.

Ultimately, the role of monetary policy has been essential in returning Ireland to creditworthiness when
considering the effects on borrowing costs and the exchange rate of its loose policy. Given how difficult inflection
points in monetary policy are to forecast accurately, the ex-ante approach of under-promising and over-delivering
on fiscal policy goals appears to have been wise.
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