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Foreword

FOREWORD

¢KS LNAaK CAalOlf ! ROAaA2NE [/ 2dzyOAf ¢l a SadlofAaKSR
budgetary architecture as envisaged in fRimgramme for Government 201The Council was initially

set up on an administrative basis in July 2011, and was formally established as a statutory body in

December 2012 under theiscal Responsibility Act (FRE)e Council is a public body funded from the

Central Fund. The terms $ funding are set out in thERA

The mandate of the Irish Fiscal Advisory Council is

1 To endorse, as it considers appropriate, the macroeconomic forecasts prepared by the

Department of Finance on which the Budget and Stability Programme Updabased
9 To assess the official forecasts produced by the Department of Finance;
1 To assessayernment compliance with the BudgetarulR as set out in th&RA

9 To assess whether the fiscal stance of the Government in each Budget and Stability Programme
Updatke (SPU)s conducive to prudent economic and budgetary management, including with

reference to the provisionsfdhe Stability and Growth Pact

The Council submits ifsscal Assessment Repddghe Minister for Finance andithin ten days

releases thenpublicly.

The Council ishaired by Professor John McH#&hitaker Institute National University of Ireland,
Galway. Other Council members are Mr Sebastian Baf@eganisation for Economic @peration
andDevelopmen), Mr Seamus Coffey (Universityllége Cork)Dride KearneyDutch Central Bank
De Nederlandsche Bankihd Mr. Michael G. Tutty

The IFAC secretariat consists of Eddie Casey, Thomas CoNe&thle§ponroySarahDoyle, Andrew

Hannonand Andrew Kennedy

The Council would like to acknowledge thelp ofRonan Hickey, Central Bank of Irelazwld the staff
of the Central StatistioSffice. The Council would also like to thaAkna deCourcyfor copy editing

the report

This report was finalisedn 01 June2016 Moreinformation on the Irish Fiscal Advisory Council can be

found atwww.fiscalcouncil.ie
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UMMARYASSESSMENT

Therecovery in the Irish economy has been impressive and is helping to alleviate thgaing

legacy problems of the crisi&iven the gravity of theecentrecession andinancial crisisthe Irish

SO0z2y2yYeée KIFa NBO2GSNBR Fid | &aGNRy3aISNI LI OS GKIy SELIS

currently at historically low levels, helped by initiatives at a European level and the actions of previous
Governments in broadly adhing to an effective fiscal adjustment programme. It is important to
recognise, however, that hardon credibility can quickly be eroded unless budgetary responsibility is
maintained. Although falling, the still high level of the d&l{GDP ratio leavethe public finances

vulnerable to domestic and international risks or renewed tensions in sovereign debt markets.

¢ KNRdzZIK Fdzff AYLI SYSyidlF A2y 2F LNBfFyRQa 0dzRISGF NB

LNBfFIYyRQa NBaid2NBR Cavdumioihé Bobdibisicycka a | YR LINB OGSy

There is uncertainty about the fiscal position over the coming years owing to a lack of published
detail on the commitments in the programme for governmenthe Council welcomes the
commitment in theProgramme for @artrershipGovernmento conply with all fiscal rules and to
reform the budget process to allow for greater scrutiny. Theudnent contains a list of new spending
priorities while announcingraintentionto reducesomeli  ES& % | RR en o0 Aifalf A2y (2
investment programme and establish a Rainy Day Fline.document does not reconcile the overall
cost of the various policy proposals with an estimate of the resources that will be available in future
years to fund new tax and spending measufidsge @vernment should pblishdetailed planghat
demonstratehow the policy commitments in therogrammewill be fundedwithin the estimated
remaining fiscal spacajlowing forthe cost ofmaintaining existing public services. Until this detail is
provided, it is uncleahowit KS D2 @S NY Y S ypio@ammeJorlggvérnmiendre dofsiStent

with meetingthe fiscal rulesnd reducing the deficit and debt

¢CKS [/ 2dzyOAft ¢St O2ekiSfiom the\TdifrektiyeR\@riof thaSayfilRyAagdTHrowth

Pact (SGR)ut it is now important that the requirements of the Preventive Ar of the pactand the
domestic RidgetaryRule are followed.Following the reduction of the General Government deficit to
below 3 percent of GDP on an expected durable basis, the European Commission has recommended
that Ireland move from the Corrective to the Preventive Arm of §i&&PIn line with the domestic
Budgetary Rle, the Preventive Arm sets requirements for thenealimprovement in the structural

budget balance and also sets limits on the allowable rate of expenditure growth net of discretionary

revenue measures under the Expenditure Benchmark.



Summary Assessment

The projections irStability Programme Updat@016 (SPU 201&how only a modest improvement
in the public finances in 2016 and do not fully comply witie requirements of the domestic
Budgetary Rule or the Preventive Arm of ti&tability and Growth Pact (SGPhe projected falin
the structural deficit in theSRJ is just 0.4percentage pointof GDP in 2016, thialling short of the
requirement under the fiscal rules to reduce it by 0.6 percentage poitsle an outperformance on
revenue in 2016 could secure compliance with this rule given current expengians, a repeat of
the within-yearincrease in expenditureeenin 2015through the supplementary estimates process
should be avoided-ull @mpliance with the Expenditure Benchmark (EB) would mtéde achievedif
the impact of a technical oreff transaction involving AliB 2015wasexcluded fronthe calculation
of rule complianceAvailing of this onceff transaction to allow additional spending in 2016 would go
against the spirit of the ruleand isnot neededconsideringhe current fast growth in the economy

and theon-going risks tahe public finances

t NBf AYAYINE SadAYlFrdiSa adza3asad GKS | @FAflFoAfAGER
Budget 2017under the fiscal rulesThiss is on top of a similamountalready allocated to meet

existing spending commitmenis 2017 Taking into account the underlying growth in the economy, a
package of this size would implyeduction in the budget deficit andrmodestly contractionary fiscal

stance. The rapid g& of recent economic growth and falling unemployment limit the economic case

for a more expansionary stance. Moreover, the deiBGDP ratio remains high leaving the economy

more vulnerable to numerous domestic and external risks. Based on these cotisiagrand
Fd&dzYAy3d GKIFG SELISYRAGAINE LI I ya F2N wnamc | NB |
an overall budgetary package of this magnitude for 2017 would be consistent with prudent economic
FYR 06dzRISGI NB  YI VI PReBiét/Sliatemehi Septénelzg0Deiwill €edamine

the appropriate stance for 2017 using the mosttopdate information available at that time.

Provided the economy is growing at a sustainable ratewould likely be appropriate for the
Government to u® the available fiscal space under the rulafter 2017. However, a tighter stance

than required by the rules might be needefb prevent overheating in the economy and to ensure

the Government has scope to increase spending during a future downtirelarR Qa LJ- 8 G NB 02 NR

pro-cyclical fiscal policy was a major contributor to the bebuost cycle which has inflicted severe
damage on the economy over the last half a century. With the economy now recovering strongly,
should signs of overheating emerge, the Government may negmwbeyond the formal

implementation of the fiscal rules nsure that the public finances remain on a sustainable path. This
could be achieved by the Government using unexpected revenue surges to run larger budget
surpluses, possibly supported by theaddishment of a Rainy Day Fund as proposed in the programme

for government.This is important considering the volatility of corporation tax revenue and its

RKSN
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increased concentration amorggsmall number of companie&n appropriately designed Rainy Day
Fundcould give the Government scope to operate courdgclical fiscal policy to boost the economy
during future downturns. It could also help the Government to avoid the need for forced fiscal
consolidation in the event of a sudden loss of market accesgirborg to adhere to the Expenditure
Benchmark after the Mediurterm Objective of a 0.5 per cent of GDP structural deficit has been
achieved; a position that goes beyond the formal requirements of 8@8R; would also limit the risk

of transitoryrevenuegainsbeing used to fund permanent increases in expenditure.

The mediumterm projectionsin SPU 2016or 20172021 understate likely future expenditure

pressures and do not presentianformative picture ofthe public financesafter 2016.TheSPU

figuresfor 2017 to 2021 are technical projections that assume no tax or expenditure policy changes in
future budgets.The expenditure projections do not make any allowance for inflatiopublic pay

changes after 2018 and as a resignificantly understatekely future expenditure pressure§he

[ 2 dzy OA t-Di& A fo fa idf Skpeinditives mashitaining the current level of real public services

and benefits given a full accounting for demographic changes and inflati@uld result in an

additionale dillion of public expenditure by 202Future budgetary forecasts should incorporate the

major items of expenditure and revenue both on the basis of unchanged (real) policies and in line with

0KS D2@SNYyYSydQa adl dSR Lihe BUQl@ecti®eioB Melilihe@S 4 @ ¢ KA a A A

Budgetary Frameworks (MTBF).

Public @pital investment in theSPU 201@rojections is projected to remaitow by historical and
international standards After allowing for depreciation of the exististpck,the current

Infrastructure and Capital InvestmeRtan2016-2021implies only a modest increase in the stock of
public capital over the medium ternieven allowing for the additional capisgpending announced in

the programme for governmenpublic capital investment wdd remain at historically low levels.

From a forecasting perspective, maintaining public capital investment at such low levels might be
difficult to sustain taking into account unmet demand following years of curtailed investment since
2008, current projetions for economic growth and future demographic changes.

The Department of Finance shoutmbntinue todevelopadditionalY 2 RSt a FT2NJ SadA Yl Ay 3
medium-term potential growth to ensure signs of overheating are detectefin important failure of
macroeconomic surveillance in Ireland during the 2000s was that the extent of the overheating in the

economy was not identified in time. To avoid a repeat of this past failureacf@economic

management,i A& SaaSyidAlft GKIF G {K&dbetnSneywaiduyide@d F2NBOI

The Departmenbf Finance should continue to develop a set of additionatliumterm baseline

estimates for the supplgideoutside of the EU Comonly Agreed Methodology (CAM).

a
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ASSESSMENT OF HHECALSTANCE

KEYMESSAGES

9 The recovery in the Irish economy is continuing at an impressive pace with GDP growth in 2015
well above its longun potential rate. Whileutput in the economy from 2062014 was
significantly below what could be sustainably produced, the recent strong growth in GDP means
that the demand shortfall in the economy is likely to disappear in the near term. Reducing
public debt to a safer level must remain a key policy pgidotprotect the economy and public

finances against numerous downside domestic and external risks.

1 The projections irstability Programme Update 2016 (SPU 2Gh@w only a modest
improvement in the public finances in 20TheSPUndicates that the projectedfall in the
structural budget deficitn 2016is insufficient to meet the requiremes of the National
Budgetary RuléNhile an outperformance on revenue in 2016 could secure compliance with
this rule given current expenditure plans, a repeat of Within-yearincrease in expenditure
seenin 2015 through the supplementary estimates procsissuld be avoided-ull @mpliance
with the Expenditure Benchmark (EBR016would alsonot be achievedf the impact of a one

off transaction in 2015 involving AIB was not included in the calculation of rule compliance.

{ TheDepartment ofFinancehasindicatedr LINBf A YAY I NB SadAYIGS 2F enodop

for 2017 under the rules, in addition tosimilar amounglready allcated to meetexisting

spending commitmentsTaking into account the forecast growth in the economy, a package of

this size would be consistent with a modestly contractionary fiscal stance. The rapid pace of

recent economic growth and falling unemploymdimits the economic case for a more

expansionary stance. Moreover, the dabtGDP ratio remains high leaving the economy more

vulnerable to risks. Based on these considerations, and assuming that expenditure plans for

Hnmc | NB | RKSNB Biminayasséssntent is thatzahOverfallbadgdtdNdpackage

of this size for 2017 would be consistent with prudent economic and budgetary management.

1 Post2017, provided the economy is growing at a sustainable rate, it would be appropriate for
the governmaet to use the available fiscal space under the rules. However a tighter fiscal stance
than the minimum required by the rules may be needed should signs of overheating begin to
emerge and to ensure windfall revenue gains are saved. Continued adherenee to th
Expenditure Benchmark and the establishment of a Rainy Daydamgdroposed in the
programmne for gopvernmentc could help ensure an approprafiscal stance over the medium

term that would provide more room for manoeuvre during a future downturn.

5
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INTRADUCTION

The Fiscal Council has a mandate underRiseal Responsibility A2012to assess the

D2OSNYYSyGiQa FTAAO0IE LRtAOE &l yOSs bstblithaz®Ay I A G
Growth Pact (SGPYhe sections below draw on the analysis in later chapters in assessing the fiscal

stance outlined lBPU 201® ¢ KS / 2dzy OAf Qa FaaSaavySyid A& AyTF2N¥S
with the fiscal rules along with a complementary economic assessment tha tadceaccount the

state of the public finances, the stage of the economic cycle and the growth prospects for the

economy. Section 1.2 reviews the current cyclical position of the economy along with recent trends

in the public finances. Section 1.3 revieths shortrun fiscal stance in 2016 and 2017 as set out in

the SPU~nhile the mediunmterm stanceis discussed in Section 1.4.

OVERVIEW OECONOMY3 MACROECONOMIC ANFEISCALSUSTAINABILITY
PosITION

The position of the Irish economy and the sustainabify o KS { G § SQathdldgdf A O FAY I
considerations in assessing the appropriateness of the fiscal stance. PreMcalsAssessment

Reportshave explained how the setting of fiscal policy during the crisis years from 2008 required a

trade-off between the need to support domestic demand and employment in the economy and the

YSSR (2 NBLI AN G§KS Lzt A0 FTAYI WihdhaadndnyNBa (2 NB (K¢
operating below its longun potential and witha double digit unemploymentate for much of the

period from 2008, in the absence of other constraints, standard demand management

considerations would have favoured an expansionary fiscal stance to support the economy.

| 26 SOSNE GKS FTNFXIAEAGE 27F L NS fbtasdRdemit neéaiere § 6 2 NI K A
was little option but to pursue a contraonary fiscal stance with larggcale expenditure

reductions and tax increases.

Given the improvements in the economy and the public finances since 2011, it appears that the
different ements of the demangnanagement/debt sustainability tradeff are no longer pulling

in opposite directions as during the crisis years. As discussed in detail in Chapter 2, the central
macroeconomic forecasts BPU 201@oresee a continuation of strong esomic growth in 2016

and 2017, building on the already vigorous recovery recorded up to 2015.
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TABLEL.1: SUMMARY OMMAIN FISCALAGGREGATES BIPU2016 (GENERAIGOVERNMENT
BAsI9

% of GDP unless stated
HeadlineGeneral Government Balance 23 11 -04 04 1.2 2.0 2.8
CLHEIEINCIOEIRIENNEEIERDEEYNNESSE 13 11 -04 04 1.2 2.0 2.8
Interestexpenditure 31 27 26 24 22 21 19
Primary Balance 08 16 21 28 34 41 47

Primary Balancgunderlying basis)* 1.8 17 21 28 34 41 47
GDP growth (real annual % change) 78 49 39 39 33 31 29

Potential Output (% change, CA¥sed) 44 50 50 42 35 33 28
Output Gap (CANbased) 1.7 17 07 04 02 00 00
Structural balanc¢CAMbased) 24 20 08 01 10 20 28
Change in Structural Balance 09 04 12 09 09 09 08
Structural Primary Balance (CAdsed) 07 07 18 25 33 41 47
(SQEU A NINEIASIG U CINEEIERCN(N B 00 00 10 07 08 08 06

GeneralGovernment Debt 938 882 855 813 77.7 733 689
SourceDepartment of FinancéSPU 2016
Notes:* Underlying General Government balance excludes the impact of theefdfd share transaction on the
deficitin 2015.

¢CKS Frad LIOS 2F INRPGGK KFA& AYLIAOFGA2YyA FT2N GKS
output gap is defined as the difference between actual and potential GDP, expressed as a share of

potential GDP. Estimates of the output gap for Ireland algex to much uncertainty, in

particular given the openness of the labour market and the importance of migration in an Irish

context. Estimates by the Council of the output gap based on a number of standard approaches

from the international literature arshown in the blue shaded area in Figure 1.1; estimates of the

annual change in the output gap are presented in Figure 1.2.

FIGUREL.1: QUTPUTGAP FIGUREL.2: ANNUALCHANGESN
15 - 4.0 1 OUTPUTGAP
IFACRang: o 35 — B SPU 2016
2 —SPU2016 & 3 . ®mOECD
.5.10 - o ' aIMF
——OECD T o5 ]
% O —IFAC Rang
£5 ——IMF S 20
[ 5 i
2 3 1.5
D; 0 A = 1.0 A
X
S 05 -
[
5 g 0.0 - . . .
-0.5 4
210 - -1.0 -
~ O 4 O IO N~ 0O 41 M w1
O 0O 00O O O O oA d o 15 -
o O O o O o O .
— < AN N &N N &N N N «

2013 2014 2015 2016

Sources: SPU 201MFWEO(April 2016)
OECIEO (Nov '15)nternal IFAC Sources: SPU 201MFWEO(April 2016)
calculations. OECIEO(Nov '15); internalFACcalculations.
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Although a large negative output gap opened up during the crisis, current estimates produced by
various institutions suggest that the output gap is close to zero or positive in 2016 as shown in
Figure 1.10fficial estimates fronsPW2016based on the EUdthmonly Agreed Methodology

appear to overstate the size of any positive output gap and are inconsistent with other indicators of
imbalances in theconomy (see Chapter 2 and Appendix The change in the output gap is

shown in Figure 1.2. The estimatesdnch of the institutions shown in the chart point to a rapid
closing of the output gap since 2013. Taken together, the recent strong growth in GDP and the
projections for further robust gneth this year means that by er2D16 there is unlikely to be a
significant demand shortfall in the economy. In these circumstances, a further stimulus from fiscal

policy is not needed at this time from a demanmhnagement perspective.

The overall position of the public finances and the sustainability of the debt oadémportant
consideration in determining the appropriate fiscal stance. As discussed in detail in Chapter 3, the
public finances have continued to improve and, as shown in Figure &.&eheral Government

gross debto-GDP ratio is projected to falh taround 88 per cent of GDP by the end of 2016
compared to a peak of 120 per cent in 2013.

160 1 HGUREL.3: GENERAGOVERNMENDEBT
140 - -
P 2l
120 - - R
100 -
80 -
60 1 = == Gross Debt (% Hybrid
40 - Net Debt (% Hybrid’
20 - Gross Debt (% GDF
Net Debt (% GDP
O T T T T T T T T T T T T T T T T 1

20002001200220032004 20052006 2007200820092010201120122013201420152016

SourcesDepartmentof Financejnternal IFACcalculations.

Despite thesémprovements, the tashf repairing the public finances following the recent crisis is

not yet complete and the financial position of the State remséhighly susceptible to adverse

shocks that could cause the deficit and debt to start rising again. As previously pointed out by the

| 2dzy OAf XL LNBflIyRQa 1Se& FAaOlft NIGA2a 6KSy SELINBA:
health of the government aounts. This is because Irish GDP is boosted by the exceptional

profitability of multinational corporatias based in Ireland, with ghmajority of these profits

ultimately repatriated out othe country Expressing the debt as a share of GNP or the CQuacil
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KEONAR YSIadz2NE 2F 2dziLJzi 6CAIdz2NE mdo0v KAIKEAIKGA
followingthecrisis.2 AG K | y2YAylLf 3INRaa RSolG 2F | tY2adi ennn
to 100 per cent ohational output(as measured blybrid),the public finances remain exposed to

shocks that could create unsustainable debt dynamics.

In addition, although the dektio-GDP ratio has fallen sharply in recent yeaby a cumulative 26
percentage points from 2013 to 20L3his fast pace oflecline is due to a number of exceptional
factors that are not likely to reoccur in future years. As shown in Figure 1.4 below, unusually strong
growth in real and nominal GDP along with omdEfactors such as the liquidation of IBRC (shown
& & 2 (the 8hid hadkeyaccounted for most of the recent steep decline in the grosstdebt
GDPratio. As growth slows to more normal rates from 2017 onwards, the phgedaction in the

debt-to-GDP ratio will be more modest and more challenging to achieve.

HGUREL.4: ®ONTRIBUTIONS CHANGEN DEBFTO-GDPRATIO

40 - .
== Inflation
30 - ——1Real GDP effec
1 Other (stock flow)
20 - I Interest costs

mm Primary balance
=C==Change in debt/GDF
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I~ 0 O O d N O & 1D © I 0 O O 1 N M T D © ™~ 0 0 O
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O 0O O O O O O O O O O O 0O O O o o o o o o o o o o
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Sources Department of Finance; CS@ternal IFAC calculations.

The current interest rate environment is exceptionally benign with yields on Irish government debt

Fid KAaG2NROFHffe €26 tS@Stad ¢KS Frff Ay (GKS D2@SI
number of developments including actions by the ECB and atitetives at a European level that

have lowered longerm borrowing costs and reduced the perceived riskiness of government debt

(Figure 1.5)The fall in the risk premium for Ireland also reflects the fruits of domestic policy

actions, in particular theredible actions of previous governments in broadly adhering to an

effective fiscal adjustment programme. It is important to recognise, however, thatward

'The hybrid measure of output is an intermediate measurésaial capacity between GDP and GNP. It puts differential
weight on GNP and the excess of GDP over GNP, defined as: H = GNP +(0GNBPFor details see IFAC (2012b).

9
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credibility can quickly be eroded and that sentiment in financial markets can reverse abfuptly
commitment to a prudent fiscal stance beginfaoled ¢ KNR dzaK FdzZf € AYLI SYSydl GA
0dzRASGFNE FNIYSE2NLl X GKS ySg D2OSNYYSyid OFy LINEIGS

maintain the current favourable financing conditions into the future

FIGUREL.5: TEN-YEARGOVERNMENBOND YIELDS

——Ireland

- — Germany

per cent

OFRLNWAUIOONOO

2004 2005 2006 2007 2008 2009 2010 2011 2012 2013 2014 2015 2016

SourcesBloomberg, Datastream and internal IFAC calculatic

As discussed further in Chapter 2 and Chapter 3, while the central projections for the economy
contained inSPU 201@re positive, numerous risks surround the outlook for Irish growth. If one or
more of these risks were to materialise, the economylddae derailed from the current

favourable growth trajectory with lower GDP growth and higher unemployment than forecast in
SPU 2016A weaker growth performance than currently projected would result in a higher
debt-to-GDP ratio and there is a risk that the debt could start rising again. As shown in Chapter 3, a
negative shock which lowered GBfwth by 1.5 percentage points below ti&PLR016baseline

each yeawould cause the debto-GDP ratio to stagnate at its cent high level before rising again

by the end of the decadén the absence oforrective policy action. A shock of this magnitude

would not be exceptional given the historic volatility of Irish GDP growth.

This analysis dfoth elements of the demand amagement/debt sustainability tradeff feeds into
0KS / 2dzy OAf Qhe fiscalisialedn dhy Sefidns tAaf follow

ASSESSMENT OF THESCALSTANCE IN2016AND 2017
The Council is required under its statutory mandate to assess the prudencefifddlestance,
AyOft dzRAY 3 gAGK NBFSNEBYy O Stanilitg and BrSvthNREct (BBR)EIOS y 1a 2 F

required to assess compliance with the domestic Budgetary Rule containedHistia
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Responsibilitct, 2012 From 2016, the public fimeces will be subject to the provisions of the

Preventive Arm of th&GPUnder the Preventive Arm, the Government is required to ensure that

the budgetary position is at, or moving at a sufficient pace towards, the Medieimm Budgetary

Objective (MTO) (8eBoxGin Chapi SNJ n 0 @ L NBf I y R Qovernmeénhdefkitiof 052 NJ || DSy
per cent of GDP in structural terms. As well as taking into account compliance with the fiscal rules,

GKS /2dzyOAt Qa FaasSaaySyid 27F (K gsisthdtéomsldérstiied | y OS A &
state of the public finances, the stage of the economic cycle and the growth prospects for the

economy.

It is useful to start the assessment of the fiscal stance by exantiménghange in the underlying
General Government deficiEor this analysis, the underlying deficit refers to the headline figure
excluding the oneff share transaction involving AIB in 2015. The underlying deficit is unaffected
by many of the measurement problems that impact other indicators of the fiscatstsunch as the
structural deficit, although it has the drawback of being affected by cyclical fa&Bt$.2016
projects a very modest improvement in the underlying General Government balance of just 0.2
percentage points of GDP in 2016. This small imprere is entirely due to the expected
reduction in debt interest expenditure in 201Bigure 1.6lecomposes the projected change in the
underlyingdeficit for this year. The increase in nrorerest government spending (excluding the
AIB share transaction in 2015) is projected to be larger than the rise in government réaenue
2016. As a result, the Department of Finance is projecting that thergment balance excluding
interest expenditure (the primary balancghe green column in Figure }.@ill deteriorate

marginally in 2016.

These projections for the overall General Government balance are underpinned by forecasts for
government expenditur@and revenueAs discussed in Chapter 3, the forecasts for the nominal
level of expenditure and tax revenue@®U 201@re unchanged from thBudget 2018igures.

SPU 201&ept its forecast for the level of tax revenue in 2016 unchanged degpteorpordion

tax outturn for 2015 being higher than expectés discussed in Chapter Betreasons why the
predicted level of tax revenue in 2016 was not revised upwards consistent with the stronger 2015
revenuebase are uncleait would be helpful for the Depment of Finance to provide more

information on the unchanged corporation tax forecassinU 2016.

11
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FIGUREL.6: GHANGEIN GENERAIGOVERNMENEXPENDITUREREVENURAND
UNDERLYINBALANCHEN 2016
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Source: SPRO16and internal IFAC calculations
Note: The change in expenditure excludee impact of the financial transaction involving AIB in 2015.

Based on estimates of the structural deficit using the EU Commonly Agreed Methodology (CAM),
Ireland is currently above its MTO of a budget deficit 6ffer cent of GDP in structural terms. The
country must meet a required minimum adjustment path to the MTO in terms of an annual
reduction in the structural deficit which for 2016 has been sd.&percentage points of GOP.

The structural deficit referto that part of the deficit which will not be eroded by the cyclical

upswing in economic growth. To support this requirement, the Preventive Arm @@&fplaces

limits on the rate of growth of government spending through the Expenditure Benchmark. The
Expenditure Benchmarkssentially says that annual expenditure growth should not exceed the
mediumterm rate of potential GDP growth, unless the excess is matched by discretionary revenue

measures.

In Budget 2016ublished in October 2015, the projectedlfia the structural deficit was 0.8

percentage point®f GDPInSPU 201@ublished in April this yeathe projected improvement in

the structural deficit is now lower at 0.4 percentage points of GDP and, therefor&Rhe

LINE2SOGA2ya FlLff &aK2NI 2F YSSGAy3dI GKS NBIjdANBYSyY

% As Ireland has a debt ratio of greater than 60 per cent of GDP, under the tertns 8GR the annual change in the
structural balance must be greater than 0.5 percentage points of GDP to comply with the adjustment path condition. It
has been decided at EC level that 0.6 percentage points of GDP is an appropriate minimum pace roéidjAst
discussed in Chapter 4, the current projected deviation from the required structural balance adjustment in 2016 would
y2i 068 O02y&aARSNBR daAIyATAOFIYy(é dzy RSNJ (KS Nz Saod

% As discussed in Chapter 4, this differefetween the planned improvement di.4 per cent and the 0.6 per cent
requirementA & y 203G fFNBS Sy2dzaAK (2 o0hdeRtBeFYARBIRs. I GaAIyAFAOL yii

puji
w
D
>
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The smaller projected fall in the structural deficitSRU 2016ompared to theBudget2016

forecast is due in part to the lower deficit outturn for 2015thexpS OG SR &G GKS GAYS 27
budget.As the headline deficit forecast for 2016 in t8BUs broadly unchanged from thgudget

2016forecast, the fall in the deficit between 2015 and 2016 is now smalleresud of the lower

realised deficit outtan for 2015. While an overperformance in tax revenue in 264iid secure

compliance with the structural balance rule given current expenditure plans, to avoid undermining

the budgetary framework, it is important that official projections show planned diampe with

the fiscal rules.

The requirements under the Preventive Arm of ®@FRare also assessed on the basis of the
Expenditure Benchmai(EB) The Eurostat decision to classify the 2015 preference share
conversion in AIB as a capital injection hiad &ffect of increasing the expenditure base for 2015
which eases the EB for 2016. Although expenditure could be raised in 2016 without formally
breaking EB rule, a repeat of the significany@ar increase in expenditure in 2015 through the
supplementaryestimates process should be avoided in 2016 given the position of the public
finances and the economy. For the purpose of assessing compliance with the structural lgalance
the other pillar of the Preventive Armthe AIB transaction is explicitly desiged as a oneoff
exceptional item and does not impact the budgetary calculations. Due to an anomaly in the fiscal
rules, the same transaction is not treated as a-offevhen calculating the available room under
the EB. Based on these factors, it would In@ appropriate to increase spending further this year
by taking advantage of this anomaly further increase in spending this year would also widen the
deviation from the required improvement in the structural deficit and further underntiveenew

systen of multiyear expenditure ceilings.

SPU201G GFGS&a GKIFG a2KAES GKS 5SLINIYSYyG 2F tdzmf A0 ¢
possible to maintain expenditure within existing allocations, it is likely that over the course of the

year, voted spendingressures amounting to c. ¥4 per cent of GDP could materialise; at the same

time, there is potential upside to the revenue projections. It is envisaged that this can be
FOO2YY2RIGSR gAGKAY GKS TFTA&AOIf NYzZ &hddmostLi Aa yz2i
ecnn YAfEA2Y AY dzyl yGAOALI SR ALISYRAY3I LINBiadaNBa
5SLI NIYSYGaQ aLISYyRAy3 ftf20FiA2ya ¢ Sllems yy 2dzy OSR
withthe5 SLI NI YSy G aQ SadaAvYl (S aasdiscussatriudindbeloiviai®ijypRA y 3  LINB
Chapter 3.
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For 2017, the Government has announced a preliminary estimateminal¥ A & O f & LJ OS 2 7F ¢
billion.? This is on top of a similar amount already allocated to meet existing spending

commitments in 2017Combirnng this precommitted spending increase with the estimate of new

FAAOIET aALI OS F2N) Hamc AYLX ASA |y 2@SpatkdgeofLd O1 F 3S
this size would be consistent with a modestly contractionary fiscal stance=iSted Bsponsibility

Act 2012 (FRA 201dgfines the fiscal stance in terms of the changthistructural primary

balance SPU 201@rojects a 1.1 percentage point improvement in the structural primary balance
in2017onand2 f A 08 OKlIy3IS o6l arad ! dadzYAy3ad | 06dzRIASHI NEB
as indicated by th®epartment ofFinance is introduced, the structural primdrglance would

improve in 2017 (by 0.7 percentage points of GDP), still consistent with a contractionary stance.

Based on the approach used in calculating the Expenditure Benchmark, the projected growth in

government expenditure net of discretionarytaxghd S& Ay HAamT A& | faz2 o0St2¢

estimated potential growth rate, providing a further indication of a contractionary stance.

ax

The Council has a responsibility underBRAl 2 | 845348 6KSGKSNI adddiKS TA
or years concerned@i®d@dd 02 y RdzOA @S (2 LINUzZRSY (i SERAEMAO I yR

This assessment covers both 2016 and 20heé. rapid pace of recent economic growth and falling

(@]

unemployment limits the economic case for a more expansionary stance. Moreovelelbito-

GDP ratio remains high leaving the economy more vulnerable to numerous domestic and external
risks. Based on these considerations, and assuming that expenditure plans for 2016 are adhered to,
the Counci greliminary assessment is that an ovelaldgetary package of this size for 2017

would be consistent with prudent economic and budgetary management. Government revenues in
2017 are forecast to grow at a faster pace than 4iierest government spending which is

appropriate given the ogoing receery. The projections signal an intention to comply with the
Preventive Arm of th&tability and Growth Paetnd the domestic Budgetary Rule, which would be

consistent with prudent policy.

¢ KS / 2RimBa@jet Stdemenin September 2016 will rexamire the appropriate since for
2017 usingthe mostu-RI G S Ay F2NXIF A2y X Ay OfdzRAYy3I GKIG O2yil

forthcomingSummer Economic Statement

* See: http://iwww.finance.gov.ie/whatwe-do/economiepolicy/publications/speeches/ireland%E2%80%8&sility-

programmeupdate-2016-o0pening
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THEMEDIUM-TERMFISCALSTANCE

1.4. 1 THEMEDIUMTERMEXPENDITURIEEORECASTS IBPU2016

A credibke projection for the mediursterm budgetary position is essential for setting the fiscal

stance2 A 1 K2dzi LINRP2SOlA2ya FT2NJ 6KS Lzt A0 FTAylFyOSa il
planned tax and spending policy measures, Ireland is in danger of repdatingstakes of the

past when budgeting was done on an hdc yearby-year basis. This flawed approach to budgetary

planning gave rise to the damaging gmesis pattern of precyclical adjustments to spending and

there are signs of this pattern becongime-established (Figure 1).7The chart provides evidence of

a clear precyclical trend with expenditure plans being revised upwards during expansionary phases
(20032008) and downwards during the recessionary period (22083). A similar pattern is being

repeated in the 2014016 period.
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As described in Chapter 3, the expenditure forecdstsotprovide for any increase in the cost of

providing the current level of public services in line with expected inflation. This profile for

government spending underestimates future expenditure pressures given the likelihood that

expenditure will need to rise line with inflation, unless real expenditure cuts are implemented.

The Counci2 &  3still lexppéRditure estimate maintaining the current level of real public services

and benefits given a full accounting for demographic changes and inflati@uld result in

goS Ny YSy i & LISy RA ybilionthigheryby2021 NiBndnytHeP U201 rojections. In

line with the requirement under the BudgetaFramework Directive, it ismportant that the
D2OSNYYSyGiQa FTAAOIt LY I §possible/od funzr @licy chmmiteieDt A y F 2 NI |

so that the resulting projections are realis(gee Box D in Chapter.3)

15



Fiscal Assessment Report, June 2016

In this context, the Government should ensure that the major expenditure and tarmdments
contained in the new programme foogernment (ge Box A) are fully incorporated into the next
set of budgetary projections to be publisheddndget 20171t is not necessary that the fiscal
projections would detail all of the specific tax and spending policy messawsaged by
government, howevethe forecasts for overall expenditure and tax revenue should include the
impact of the main intended policy measures. The Government should publish realistic forecasts
that demonstratehow the policy commitments in therogrammewill be fundedfrom the

estimated available resources while reducing the deficit and debt and complying with the fiscal

rules.

BoxA: A PROGRAMME FOR BARTNERSHISGOVERNMENT

A Programme for a Partnership Governmarats officially published on 11 May 20Hster the
release ofSPLR016at the end of April. The documestates that the Government will

a Y Ay { tomnitmenttieNdeeting in full the domestic and EU fiscal rules as enshrined
lawg. The programme also proposes a number of reforms to the budgetary process to allc
greater Oireachtas oversight of budget decisions, includiBgring Statemerit April that
would set out the parameters for the forthcoming budget. The April 2Bing Economic
Statementand National Economic Dialogue held in July last year were uise@iMations to the
budgetary process and it would be a positive development if the progressiveiie initiatives
could be builon.®

lf 6K2dzZ3K GKS LINRPANI YYS F2NJ 320SNYyYSyid O;
budgetary plans, there is insuffit detailin the documento allow for a comprehensive
assessmenfThe programme does not detait the outseti KS D2 GSNY YSy (i Q&
resources (or fiscal space) that will be available for new expenditure and tax policy chang
the coming yees. It isexpected that an uio-date estimate of the likely resources that will be
available to fund new policy commitmenisll be provided in the upcoming Jurgummer
Statementt ¢ KA&d SaldAYIGS g2dd R dzaSTdzZ t & o68A0
cost of providing the existing level of public services and (real) benefits. Although any de
to maintain current services and benefits is of course a policy decision for the Governmer
estimate of the stansstill cost would provide decisiomakers and the public with a more
informative estimate of the resources that could be available for new initiatives given the
estimated available fiscal space (see Chapter 3).

Some limited information on Government plans is available in the progradooement. In

particular, itstates that future budgets will involve at least a 2:1 split between public spenc
and tax reductions. klsoO2 YYA (& G2 &LISYRAy3I ald €Stad
LJzof AO aSNBAOSAE 6@ Haum O2YLI NBR (2 HAMmM
In terms of detailed spending commitmenthetdocumet does not specify whether the total
spendingfigure (€6.75 billion)includes some expenditure already committed and included i
the projections ifSPU 2016r whether it is on top of existing commitmentdoreover, among
other policy commitments, the documest  § S& GKIF G GKS D2 @SNy
gradual, negotiated repeal of the Financial Emergency Measures in the Public Interest Ac

> An outline of how the new budgetary process will operate is available from the Department ¢ Expenditure and
Reform herehttp://www.per.gov.ie/en/governmentapprovesproposalsfor-reform-of-the-budgetprocess/A Summer
Economic Statemetig due to be published by the Government in liche 2016.
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having due regal to the priority to improve public services and...will reverse the public ser
LISyarzy NBRdAzOGA2ya AYUINRBRdAdzZOSR RdAzZNAYy3I (K
proposed public pay and pension changgzravided On capital expenditurehe document
LINELI2aSad hANBFOKGl & I LILINE dilidn inE2hsduer tapitd dzY ¢
AYy@SaldyYSyid dzL) 42 HNnHME D

On taxation, theProgramme for a Partnership Governmentnmits to the continued phasing
out of the LhiversalSocialCharge Thedocument states that this and other reductions in
personal tax rates will be largely funded through higher taxes in other areas, for example
through norindexation of personal tax credits and bands. However, the document does n
provide specific estimatesf the cost of planned tax reductioms of the amount of new
revenue that would be raised frothe plannedoffsetting tax changes.

Theprogramme for governmertommits to establishing a Rainy Day Fubdtails on how the
fund would be structured, orhte plannedamount to be allocated to the funeach yeaafter
meeting the expenditure and tax commitments outlined elsewhere in the progre, arenot
specified.

1.4.2 THEFISCALRULES ANCSETTING THRAPPROPRIATHISCALSTANCE OVER THE
MEDIUMTERM

In the April 20155pring Economic Statement (SES) previous Government stated that it

intended to adopt a fiscal policy stance that meets minimum compliance with the fiscal rules. Since
the tax and spending projections 8PU 201&om 2017 onwards arpurely technical and do not
include policy changes consistent with this intention, the projections imply significant over
compliance with the fiscal rules after 20182U 2016@oes not provide deficit and debt projections

consistent with the policy inteion to follow minimum rule compliance.

Assuming the new Government implements a policy of minimum compliaitbetve fiscal rules,
Figure 1.8 and Figure 1sbow the path of the deficit and debt compared to the projectionSiU
2016.There would bedrger headline deficits over the 2017 to 2019 period and the government
accounts would be broadly in balance by 2021 compared to the large surplus containe®iphe
projections. The scenarios for the detat-GDP ratio are shown in Figute. Under theSPU
projections, the debto-GDPratio is projected to fall to 69 per cent of GDP by 2021. Assuming a
policy of minimum rule compliance is implemented from 2017 on, the debt ratio would continue to

decline but would be around 5 percentage points of GRdri by 2021.
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per cent of GDP

FIGUREL.8: GENERAIGOVERNMENT
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Beyond 2017, the Council assesses that if the economy is growing at close to-isnqugential

and there are no signs of overheating, then it would be appropriate from a macroeconomic
management perspective for the Governmentuse the available fiscal space under the rules. A
fiscal stance in line with minimum rule compliance implies an (approximately) balanced budget is

maintained and would be consistent wittarther reductions in the debto-GDP ratio.

As set out in Chaptet, once a country is deemed to exceed its M@ Expenditure Benchmark

no longerformallyapplies The EB A YA G & | yydzZ t 3I20SNYYSyd SELISYRAIGdz
mediumterm potential GDP growth unledhe excess imatched by discretionarsevenue

measures The Vade Mecun{EC, 2016tatesti K| G 4 ¢ KS RSGAI GA2y 2F SELISYRA
shall not be considered significant if the Member Staaacerned has overachieved the Medium

Term Budgetary Qjective, taking into account the possibility of siggaht revenue windfalls and

the budgetary plans laid out in the stability/convergence programme do not jeopardise that
202SO00AQGS 20SNJ GKS LINRPINF YYS LISNR2RE O

However, there would be a benefit for the Government in continuing to resimecExpenditure
Benchmark even ihot formally required to do sdrhere are a number of methodological issues

with both rules that can sometimegive rise tanisleading signals. Following the two rules is likely
to lead to more robust fiscal policy decisions than relying ekahly on the structural balance
measure. The latterule is calculated based on annual estimates of potential output and the output
gap. These estimates, produced using the Commonly Agreed Methodology (CAM), tend to track
actual growth quite closelrurthermore during a period of strong growtthere is a risk that
incoming cyclical revenuesuch as the very strong propertglated revenues in the prerisis years

or surges in corporation tawould be treated astructural rather than cyclical.
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Goingbeyond the minimunimplementation ofthe fiscal rules could be appropriate should signs of

overheating in the economy emerge, and to avoid windfall revenue gains being used to fund

permanent increases in expenditure. Continuing to follow both rules caeljul dreliver larger

budget surpluses during good times than would be possible with minimum rule compliance. This

would allow the Government scope to increase spending in the event of a possible downturn in the

economy

The establishment of a Rainy Day FURBF) as contained in the n@nogramme for gvernment

could be one useful way to augment the exigtioudgetary framework (See Bok Brovided it is

designed and managed appropriately. An alternative to the establishment of a RDF would be for

the Governnent to run larger budget surpluses and to use this cash to reduce the debt. There are

two main advantages associated with the establishment of a RDF. Firstly, the establishment of a

RDF could provide a way for the Government to sustain the attainmentdgfdilsurpluses over

time. By committing to allocate funds to the RDF during good times, it could help the Government

to withstand political pressures to loosen fiscal policy when tax revenue is growing strongly. In this

way, the RDF could act as a counteigit to the problem of deficit biasthe tendency of

governments to run deficits and allow debt levels to rise over time.

Secondly, while allocating some of the available fiscal space to the fund during good times would

imply a tighter fiscal stance thavould otherwise be the case, it is important to recognise that the

existence of the fund could help to protect the Government against the need to implement forced

fiscal consolidation in the event of a loss of market confidence. From the perspectiaanté

sheet management, a further benefit of the RDF is that it would provide the State with access to

dza SFdzf FAYFYOAIE | &4&${ aatidngfPerisiinfesévdring (NPRFF

fulfilled this role during the recent crisiglthoughnot initially designed for this purpose.

BoxB: RAINYDAY FUNDS

There are relatively few examplesediny Day Funds (RDFs)operation in a European or
international context. In cases where such funds exist, tray in both their purpose and
their operation. Motivations range from countesclical policy to dealing with known long

term structural problems to providing insurance in the event of financial crises. Tl

motivation will tend to influence the source ifnds and how they are used.

Structural Issues

The most common type of sovereign wealth fund appears to be those set up wher
country experiences large economic gains from a temporary or uncertain source. ~
b
fund. Because of their loAgrm goals, these funds typically act as investment vehicles th:
have low liquidity in the short term. This may be appropriate for providing funds to allo

~

classic case of this is countries with nafura NB & 2 dzZNDS&a & dzOK | &
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for econanic transition avay from an o#based economy or to provide for the cost of
FdzidzZNB LISyarzyad LNBfEFYyRQa btwC KIFIR &
unsuited to acting as a fund for financial stability or coustgclical policy. Having invested
heavily in equies on the assumption that there would be no withdrawals before 2025, th
NPRF lost over 30 per cent of its value in 20@8 year before its first investment in the
Irish banking sector.

Countercyclical fund

Several US states use RDFs to smooth their expenditure over time. Becausetatesy
are prevented by lawfrom borrowing, the fall in state revenues that comes with cyclica
downturns would, in the absence of a fund, require cutting baclexjpenditure The only
example ofa countercyclical fund in the Eurozorappears to ben Finland. However, this
operates quite differentf to the relatively simpleUg 1 @ € S FTdzy Ra® Ly C
buffers are accumulated in an unemployment insurangedf The fund charges employers
a social insurance contribution that more than covers the cost of providing unemployme
0SYSTAGA Ay 3F22R GAYSaI lftft26Ay3a 0dzFFS
employers is cut, lowering the cost of labour and @maging employers to keep
employment rates up. The fund was introduced in 1999 as a response to the fact tl
external devaluation would not be possible in EMU so internal devaluation should be m:
as easy as possible.

Coffey (2015) proposes fund that accumulates based on setting aside 5 per cent of th
difference between GDP and GNP every year (this would have amounted to 0.8 per cel
GNP in 2014; the NPRF typically targeted 1 per cent). The rationale for this is the
amounts to rougly half of the benefit from corporation tax paid hyultinational
corporations (MNCsgvery year. These regenues are volatile in the shoterm and
uncertain in the longer term since they are dependent on the commercial decisions o
small number oMNGs (see Chapter 3)

HGUREBB1: KAMPLEOFCOUNTEFRCYCLICAEUNDIN THEGONTEXDFIRISH
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SourceCoffey (2015), CSO; AMECO; inteHRAIC calculations.

The proposal has counteyclicality built into itbecausewhen employment growth falls
below 1.5 per cent, the government could temporarily stegymentsto the fund and
when it falls below 0.5 per cent, withdrawals would be allowi@dportantly, the proposal
would actually remove these yearly savings from the budget arithmetic so that achievin
balanced budget in structural terms would have to be done by excluding the revent
being diverted to the RDFhis was a major shortcomiriig the design of the NPRFhich
resulted in the Government essentially borrowing the funds used to make payments ir
the NPRF each year.

TheSGRloes not include any specific provisions relating to the operation of a RDF. Iss
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such ashow a country would rumown a countercyclical fund within the confinesf the
fiscal rules would need to be worked out over time

It would also be important to coider the potential cost to the t8te of investing in the
fund. Cashinvested in the funatould instead be usetb run larger budget surpluses antal
reduce the debtthereby lowering national debt interest paymentge rate of return on
the fundin comparison tdhe interest rate being paid on the national delvbuld need to
be considered

Fnally, whether the fund is set up as a tool for countgclical management or as a
pension liability fund, the rules regarding its governance would need to be specified. T

would include putting in place safeguards to prevent inappropriate uses ofuiid and
flreAy3a 2dzi Oft SIFNI & GKS ONRUGSNRI dzy RSN 4
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Assessment and Endorsement ofdvideconomic Forecasts

ASSESSMENT ABNDORSEMENT ?MFACROECONOMKORECASTS

KEYMESSAGES

1

The Council endorsed tH#&PU 208 macroeconomic forecasts to 2Q. Taking into account the
uncertainties and judgemental elements involved, it was satisfied that these forecasts were

within an endorsable range.

While growth is forecast to moderate over the next few years from the exaeally strong
rates recorded in 2014 and 2015, thearterm prospects look encouraging. Although there is
much uncertainty surrounding the cyclical position of the economy at the moment, continuing

strong growthcould, within a few yearsraise concernsraund overheating and sustainability.

The error margins around Irish growth forecasts are very high by international standheds
recent strong growth in the Irish econorhgs been aided by improving external conditions,
namely a weak exchangate, trading partner growthJow oil pricesand accommodative
monetary policy Any reversal of these external factors would haveegative impact on growth
prospects in IrelandVhile much of the focus on risks centres on external conditidos)estic
risks als@xist with supply constraints in the housing sector and the high concentration of the

Irishexportbase chiehmong them.

To avoid a repeatf past failures of macroeconomic managemenis iessential that the
D2JSNYYSyYyi(Qa maliNdadrh ateinlfolindedIThisKesuires aaugmentation

2T GKS 5SLJ NI YSy ibolk fbr mediuyteryh@acfbacoromiidideasting.

An important failure of macroeconomic surveillance in Ireland during the 2000s was that the
extent of the overheatingn the economy was not identified at the time. The failure to detect
the signs that the economy was growing at an unsustainable rate facilitated excessively loose
fiscal policy leading to the damaging social and economic consequentesarisis. A broagt

rangeof supplyside methodologies mightave helped avoid this failure.

¢ KS 5SLI NI Y $eyhifdatasty Serchrdaily produced using the EU Commonly
Agreed Methodology (CAMyvhich is only required for fiscal surveillanesd which the
Department has long recognised is not appropriate for IrelaBdilding on the work already
commenced, lte Departmenbf Finance shouldontinue to develop a complementasgt of
mediumterm baseline estimates for the supp$idebased ormethodologesbetter suied to

the characteristics of the Irish econonfyhere are risks that signs of overheating may again be

missed ithe Department exclusively reliem the CAM.
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INTRODUCTION

¢KS / 2dzyOAf Qa AAEGK SYyR2NBESYSy( SESNGRADIEO2 FSNBE |
covering the same horizon (20:B6®21) aBudget 2016 The timeline for the endorsement process

is detailed in Appendix B. As in previous exercises, the Department ot&pranided high levels

of cooperation in all of their interactions with the Council.

To support these endsement and assessment functions, the Council has continued its
RSOSt2LIVSyd 2F I aGadz (S bRwith ah2Rdhded set of tdaludhidPfdr OK 6 L C! /
both shortterm and mediuraterm forecasting. Since November, further efforts have been made

by the Council to advance alternative supige estimates of the Irish economy. These are

essential for assessitige cyclical position of the econonag well as for understandinpe

S02y 2 Ye QaernvysSpRiysidievpotential.

Section 2.2 discusses ti°U 2016orecasts and puts these in context relative to the forecasts of
other agencies, while Section 2.3 provides an assessment of the uncertathtisks surrounding

the economic outlook. Section 2.4 concludes by outlining the endorsement process as it applied to
the SPU 208 projections. A box is also included, reviewing thnpact of investment in aircraéind

intangibles on contributions analgsi

AN ASSESSMENT OF TWEACROECONOMIEORECASTS IBPU2016

2.2.1SPU2016 SHORFTERMFORECAST,S2016-2017

Strong growth in 2015 saw the recoverfythe Irish economyccelerate, with provisional estimates

showing growth of 7.8 per cent. While the headlifigures suggest that the recent recovery is led

by domestic demandstripping out both investment and imptsr of aircraft and intangibleshe

underlying contributionshow thatrecent growth is more balanced (for medetails, see BoxX)C
Externalcondi A 2y a 6SNB GSNE Tl @2dNF6tS Ay HampZ 6AG§K NE
partners, favourable exchange rates and low oil prices leading to a strong contribution from

underlying trade.

With a strong recovery underway from the recent recessioth fimancial crisis, it is worth

examining where this recovery stands relative to the UK and US. Figure 2.1 compares Irish GDP and
GNP per capita since its pe@d42007) to the UK and US. The chart shows that while output per

head in the Irish economy fetiore rapidly than either of the comparators, it is now experiencing a
more rapid recovery. With the Irish economy having rebounded strongly following the deep
recession and with dput per head exceeding its pi@isis peakit remains to be seen how long

the recent high growth rates can continue before marederategrowth rates resume.
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HGURR.1: ®MPARISIORF BUSINESEYCLES

110 - (OQuTPUICAPITA Q4 2007 = 100)
o 1051 UK .
S U ’x
I e == |RELANIGNP ..
N 100 e~ eeeees |RELANGGDP / -
S .\
N .
S -
= 95 - h
2 ‘ : ° o
90 | A ' WETITR LN
‘.o .-.‘l'.".k - ,
\.'oo.’ -
85 T T T T T T T T T T T T T T T T T T T T T T T T T T T T T T T T 1
d @ P O O 9O 0O NN IR R R
S PP
U AR R VAR R, PAGII S PRI S P S P S A S A
[CA LN AN LN A LN N LA 2N LN S LN N LN AN O LA o

SourceOECD, CSO almdernal IFAC calculations.

SPU20I6ELISOGa flad &SFNDRa OSNE &AGNRYy3 AKPRHGK (2 Y2I
projected to expand by 4.9 per cent, followed by a 3.9 per cent expansion in 2017. The 2016

forecastimplies a sharp slowdown in the pace of quasterquarter growth relative to last year if

currentCSO estimates for recent quarten® taken at face vae. This is largely a reflection of the

very strong carryoveeffectfrom 2015 of 3.3er cent® With this in mind, a 0.6 per cent quarter

on-quarter average growth rataould be consistent witlli KS 5 SLI NI YSy i Qa nddp LISNI
for annual GDP growtim 2016 (Table 2.1). The forecaatso impy a significant pickip in average
guarter-on-quarterreal GDP growth in 201{@.2 per cenper quarter)¢ twice the rate of

expansion forecast for 2016. It would appear that little weight has been given toaylyaptrofiles

or carryovers when formulating the forecastsSRU 201&ven though these can provide valuable

and unbiasednformation.

TABLE2.1: IMPLIEDAVERAGE QUARTER\-QUARTER GROWTH RATES

% changen volumesunless stated 2014 2015 2016 2017
E 5 0 22 06 12

SPU2016
SourcesCSO and Department of Finan&P(2016).

TheSPU 2016orecasts indicate that the recestrongpersonal consumptiorgrowth is expected
to continuein 2016 and 201{see Table 2.for a summary o8PU 2016orecast3. Income data are

supportive of this outlook with real personal disposable income set to rise this year, driven mainly

®The carryover effect refers to the annual 2016 growth rate that would be observed were seasonally adjusted real GDP
to remain unchanged at its Q4 2015 level.
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by employment growth. The high frequency data on retail sales and car sales are also supportive of

this positive outlook.

While the trendof investmentgrowth was overstated in the headline figures for 2015 due to
strong growth in imporintensive intangibles, there was alsomtg underlying growth (see Box C
for details on underlying and headline investment). Underlying machinery andragoip
investment(i.e., excluding aircraft) is expected to continue its recent pace of growth this year.
Building and construction is also expected to pick up, albeit from d&se. There is already
significant pent up demand in the housing seasrcompetions haveemainedwell below
estimates ofannual requirementfor some time Duffy et al. (2014) estimate 25,000 dwellings per
annum are required to meet demand due to demographics and new household formation. The
level of housing completions has beamund half tke estimated requirement since 2009V hile

the headline investmento-GDP rationay appear to be back to historical norms, the underlying
measure(i.e., excluding aircrafind intangibleyappears to still be well below its historical average
(Box CHgure @), hence the recent strong growth in underlying investment may be expected to
continue. Both building and construction and underlying machinery and equipment are forecast to

contribute to this strong growth.

Exportgrowth contributed stragly tooverall activityin 2015 but is forecast to slow down

significantly in the next two yearalbeit from a very high basac¢cording to the forecasts BPU

2016 Whileheadlinegoods exports are exaggerated somewhat by contract manufactfirimgh

of this isoffsetin GDP termby the associatedse inimports of royaltiesExternal conditions were

very favourable in 2015, with growth in trading partners, depreciation of the exchange rate and low
oil prices Thesefactorsare expected to largely neain in place in 2018There are, however,

obvious downside risks to the external environmesith the most immediate risks beirtgose
associated with a possible Bref@&ection 2.3)lmport growth is also set to slow significanttythe

5 S LJ NIi Ydegtidng adlbeit from a very high basklost of the growth in 2015 came from

services, specifically royalty costs and purchases of intellectual property.

TheSPUorecastsstock changedo halvethis year. This makes a significant negative contribution

(-0.7 percentage poinjsto forecastedGDP growthor 2016 Stock changes have grown

"SPU 2016orecasts completions teeach 25,000 in 2019.
® See Box A of IFAC (2015a) for details of these activities.

° The UK and US combined account for as many Irish exports as the Euro Area, hence trading partner growth is forecast
to be favourable in 2016.
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considerably for the last three yeasmthe forecast implies a large reversal of recent growthe

Department do not forecast any contribution to growth fincsstocks from 2017 on.

TABLE2.2: SPU2016 MACROECONOMIBORECASTE02018)

% changen volumesunless stated 2014 2015 2016 2017 2018
GDP 5.2 7.8 4.9 3.9 3.9

E

01 53 26 12 13
53 135 76 52 53
69 57 41 31 37
20 35 a9 21 24
14.3 28.2 135 7.0 4.8
46 08 15 16 13
12.1 13.8 8.0 5.5 5.1
14.7 16.4 9.0 5.8 4.6
05 04 07 00 00
36 44 45 39 38
17| 26 | 26 | 23 | 23
13 95 84 78 70
03 00 04 17 19
b2YAYLf D5t o6€ 0Af (EEEEK] 214.6 231.0 243.0 255.8

SourcesCSO and Department of Finan&P(2016).

TheGDP deflatorgrew strongly in 2015, mainly driven by terms of trade effects. These effects
were mainly as a rest of the depreciation of the Euro, particularly against thal@r. The effects
are expected to fade in 2016 under the assumption that there will be rtbduexchange rate
changes, leading to a moderation in GDP deflator growtte contributions to growth in the

overall GDP deflator are forecast to be evenly split between exports and domestic demand this

year, with only the domestic side contributing to growth in the deflator thereafter.

Figure 2.2 shows the changes in the tritrutions to growth inSPU 201&om Budget 2016For
2016, the contributions from domestic demand and net exports Haotle been revised upward.
Changes intacks now contribute negatively, having been forecast to make no contribution to
growth in2016 n Budget 2016For 2017 and 2018, both domestic demand and net exports are
expected to contribute more strongly than previously forecast. For the later years &Rhke

forecasts, the forecast level of growth is not significantly different to that progeat®udget 2016
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Percentage point contributionc

to Real GDP growth

HGURR.2: GHANGEN HEADLINEONTRIBUTION® SPU 2016BUDGER016
1.5

O NX T Stocksmmml DD e=C== GDP

-1.0 -
2016 2017 2018 2019 2020 2021

Sources Department of Finance; CS@ternal IFAC calculations

Box C:CONTRIBUTIONS TGROWTH HEADLINE V.SUNDERLYING

Real GDP growth is often usefully decomposed into contributions from domestic demand
and net exports to give a sense of how much growth is driven by international factors, su
asRSYFYR T2NJ LNBflFyRQa SELRNI&AI YR K2§g
ALISYRAY3I 2N 32@8SNYYSyYyild aLISyRAyId LYy LNB
additional significance given the large role of the multinational sector in exporting and
importing.

However, as a result of recent changes to National Accounts, headline domestic demanc
net exports as published by the CSO may not give the best indiadtiorderlying growth
drivers In particular, the inclusion of Research and Developr{lR&D) expenditure and
aircraft purchases by Irish resident aircraft leasing companies in investment expenditure
made the interpretation of headline aggregates less straightforward (see CSO (2015) anc
FitzGerald2015) for details). This Box highligtite importance of examining different
measures of domestic demand and net exports when using contributions analysis to
determine the drivers of growth in the econoryy.

As almost all aircraft purchases in Ireland are imported and the vast majothesé

aircraft operate outside of Ireland, the impact of this investment on the domestic econom
and employment is minimal. As a result, while an increase in aircraft purchases will boos
investment, it will also lead to a corresponding increase in importsigaeal GDP growth
unaffected. A similar issue arises with investment in intangjlofieshich typically twethirds

is imported. Furthermore both activities can be highly volatile and influenced bysfieuific
factors.

Given the high import content of westment in intangibles and aircraft, a better approach tc

% pomestic demand consists @iersonal consumption, investment, value of physical changesocksand net
expenditure of central and local government. Net exports consist of exports less imports.
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measuring underlying developments is to strip both activities out of domestic demand ani
net exports. While headline domestic demand is inflated by the investment activities,
headline net exportsra reduced by the associated imports.

Figure C1 andZcompare the headline and underlying contributions of domestic demand
and net exports to growth over the last 12 quarters. Looking at the most recent quarters,
noticeable that there are strong otributions from headline domestic demand. In the last
five quarters in particular, headline domestic demand appears to be the sole driver of
growth based on the unadjusted daf@he apparent lack of a significant positive
contribution from net exports tmverall GDP growth in 2015 is out of line with many other
indicators of export growth such as growth in trading partners, lower oil prices,
accommodative monetary policy and currency devaluation. All of these indicators point
towards an improvement in negxports in 2015 in contrast to the position indicated by the
unadjusted data. Looking at thenderlying measures in Figur@,&he underlying
contributions to growth are much more balanced than the headline figures would suggest
This large divergence isié to substantial investment in intangibles, which pushes up
headline investment and imports, while the underlying measures remain unchanged.

This highlights the importance of going beyond the headline measures of domestic dema
and net exports in ordeto decipher the underlying pattern of growth in the Irish economy.
Given the continuing significant impactaifcraftand intangibles on measured investment
and imports, it will be necessary to make these adjustments to the headline National
Accounts stadstics on an ofgoing basis.

HGUREC1: HEADLINEIONTRIBUTIONS HGUREC2: WWDERLYINGONTRIBUTIONS
FROMDOMESTI®EMAND FROMDOMESTI®EMAND
ANDNETEXPORTEYEARON YEAR ANDNETEXPORTEYEARON-YEAR

6 - C—INX contribution C—NX* contribution
8 mmmm DD contribution 4 == DD* contribution
=== Growth Rate === Growth rate
'10 - _6 J
NG CHRNING GG CIIC O N D D DD D
O o= O o= ok O o o S & o R
SRR N RN M RS SN SN S I R
O S S N S Y

SourcesDepartment of Finance; CSO; internal IFAC calculations.
Notes:"Underlying" investment and net exports strip out intangibles and aircraft purchases in full as
these are, in the main, imported, with little impact on real GDP.
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It is also useful to consider the impact from these activities on investeguenditure as a
share of GNP. The fall of investment in the recent crisis has been well documented, with
decline most pronounced in the building and construction sectb#s reflected in Figur€3
above, headline investment has been growing stromgiythe last two years, helping to
return headline investmento-GNP levels to lorgun, historical levels. However, much of
the increase has been in aircraftd intangibles such that underlying investment remains
extremely low when compared to historidalels. On this basis, one might expect
underlying investment to grow faster than GNP for the next few years to restore this ratio
closer to its historicadverage. An analytical note released together with Figal
Assessment Repdmighlights the lowlevel of public investment in recent years, which
contributes to the low level of underlyirigvestment apparent in Figure3C

FIGUREC3: NVESTMENTGNP
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SourcesCSOQuarterlyNational AccountsCSNational Income and Expenditure
Accountsinternal IFAC calculations.

2.2.2SPU2016 MEDIUM-TERM FORECAST,S2018-2021

There have beewerysignificant revisions tBudget 201&stimates ofpotential output growth and
the output gap shown inFigure 23 and Table 2.3 This leads to a materially different picture of
potential output growth in the near term, with a much smaller (positive) output gap over the

forecast horizonandleaving GDP 80182021 5.3per centhigher than forecast in autumn 2016.

" Data on investment in aircraft and intangible assets is only available from 198y levent given the low levels of
investment in aircraft and intangibles in the late 1990s it is probably safe to assume that the underlying and headline
investmentto-GDP ratios would be quite close in the {1897 period.
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These changes reflect a change in hoapBrtment of Financepplies the CAM methodolodfy but

alsoshows the sensitivity of these estimates to data releases, impacting on both the current

estimaesas well asistorical estimates (the 2014 output gap has been revised down by more than

a percentage pointelative to Budget day estimatgs

FIGURE2.3: VINTAGES OMEDIUMTERMPROJECTIONS
Output Gap (%)

Potential Output Growth (% -Y)
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Source: SPU 201li6ternal IFAC calculations

TABLE2.3: MEDIUMTERMDEMAND ANCSUPPLYSIDEFORECASTS

| [%change 2015 ] 2016 ] 2017 | 2018 ] 2019 | 2020 | 2021

SPU Real GDP Growth 7.8
2016 Nominal GDP Growth 13.5 7.6

Potential GDP Growth 4.4 5.0

Output Gap (%
potential GDP) L7 L7
Budget Real GDP Growth 6.2 4.3

2016 Nominal GDP Growth 11.2 6.2

Potential GDP Growth 34 4.1

Output Gap (%
potential GDP) e e

SourceDepartment of Finance

5.2 5.3 4.6 4.4 4.2
5.0 4.2 3.5 3.3 2.8
0.7 0.4 0.2 0.0 0.0
3.5 3.2 3.1 3.0 29
4.7 4.5 4.3 4.2 4.1
4.3 3.8 3.3 3.2 3.5
1.6 1.0 0.8 0.6 0.0

Table 2.4 shows the forecast contributions to growth from underlying net exports and domestic

demand over the medium term as set out$PU 2016The forecasts show a positive contribution

to growth from net exports over the forecast horizon. The contridautof underlying domestic

demand is forecast to moderate gradually by 2021 but is expected to make a larger contribution to

growth than net exports in each year.

125puU 2016tates that thischg 3S Ay YS(iK2R2f 238 Aa

application of the CAM and that which the EC will use when assessing compliance with the fiscal rules.
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TABLE2.4: REALGDPGROWTHFORECASTAND CONTRIBUTIONEUNDERLYINBASIY

49 3.9 3.9 3.3
| Domestic Demand (p.p) [IPRS 2.9 2.2 2.2 1.9 1.7
2.0 1.0 17 11 12 11

SourceDepartment of Financé&SPU 2016
! Contributions to real GDP growth rates in percentagints. Domestic demand includes changes in inventories.

¢tKS O2yaraiasSyoe 060Si6SSy GKS 5SLINILYSyidQa € 062 dzNJ
forecasts for overall activity has been raised in previous endorsement rounds and documented by

the Council in sbsequentFiscal Assessment Repo¥thile the labour market and income

projectionsin SPU 201@nply some erosion of competitiveness (due to increases in hourly pay

relative to labour productivity)with external trading partner demand relatively unchadgthe

forecasts for overall activity impby continuing strongontributionfrom net exporsand a fall in

those fromdomestic demandAn erosion of competitivenes®ugld lead to a weaker performance

from net exportshan projected inSPU 2016

TABLE2.5: PRODUCTIVITGROWTHFORECASTS

---
1

Real GDPer employee 5.

Real GNP per employee 31 1.5 1.4 1.4 1.1 1.0 0.9

SourceDepartment of Financé&SPU 2016

The fiscal projections underpinning the macroeconomic forecasts publist&U201are

produced2 y G KS 5 Sropohcy sh&ngelb&sind imply overcompliance with the fiscal

rules If, insteada looser fiscal stance is followed in line with miam rule complianceGDP

growth would be between %2 and % of a percentage point higher per annum over the medium term
compared to the projections iBPU 2016Figure 2.4)This is based on a static analysis using the

/| 2dzy OAf Q& T A & OGiventhat$ns &istingfqreRasts BRURGL&I®ady imply quite
strong GDP growth from 2018021, there is a risk that an additional fiscal policy stimulus could

raise growth to a level consistent with overheating in the economy.
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FIGURE2.4: SMULATINGTHEEFFECT OFISCALPOLICYSTANCE IN LINE WITHINIMUM
RULECOMPLIANCENOMINAL GROWTH RATEXD17-2021)
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4.2 1 Minimum Compliance Scenari

4.0 T T T T 1
2017 2018 2019 2020 2021
Note: The minimum compliance scenashows nominal growth simulated using the

Council's fiscal feedbacks model assuming minimum compliance with fiscal rules.
Source: SPU 2016 amternal IFAC calculations.

While ascertaining the current cyclical position of the economy is difficult, one can look at a broad

range of indicators for signs of overheating or unsustainability (see Appendix C). The SPU forecasts
unemployment to be over 8 per cent on average thianjienplying a fourth quarter unemployment

rate of 7.9 per cent, though the latestonthly labour market figuresvhich were revised downwards

in May,show seasonally adjusted unemployment to be at this level as of April. It is not clear what
unemploymentrd S A& O2yaradSyid 6AGK adlrofS AyTFtldAz2yIl NB
only anchor in this regard is the CAMsed NAWRU, which tends to track actual unemployment quite

closely™® Nonetheless, clear price and wage pressures are not yet appsoethiat the labour market

does not appear to be portraying signs of@rerheatingeconomy at present.

On the current accountf the balance of paymentdased on an underlying measufehere are also

no clear signs of overheating, with an underlyingptus of 1 per cent forecast BPU 201€or this

year. The recovering net international investment position would also suggest that immediate
pressures are not apparent. Domestically, low investment ratios and the absence of substantial credit

market easig would also imply the absence of overheating.

Looking at the housing market, it is worth noting thiae immediate precrisis period was
characterised by strongly rising house prices, credit and construction activity, all of which ultimately

proved unsstainable. A review of various indicators does not reveal signs of unsustainable credit and

¥ NAWRU stands for neaccelerating wage rate of unemployment and is a measintended to capture the
unemployment rate at which wage growth is stable.

1 Correcting for the effect of redomiciled PLCs as described by FitzGerald (2013).
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construction growthg indeed quite the contraryAs noted in &ble 2.5, the main risks from the
housing sectocurrentlyemanate from a lack of supply, leading tiglner prices The housing market
will require careful orgoing monitoringas there is a risk that the current problems imstareacould

also have wider negative macroeconomic and labour market consegsence

The shortage of available housing appears torfwst acute in urban areaBrohibitive construction
costs are frequently cited as one factor constraining suptgre is some evidence of a divergent
performance in costs relative to pricesgpendix C, Figure 5.AThe construction cost index compiled
by the CSO suggests that costs are abave thelevel observed at their @k in the third quarter of
2008.By comparison, property prices have undergone a sharp disreand remain approximately

33 per cent below their peak values.

On balance, whil¢éhere is uncertainty about the exact cyclical position of the economy at this time,
with little evidence of either a major demand shortfall or signs of overheating, it would appear that the
economy is currently operating fairly close to its potential leWéth this in mind the official forecasts

for the output gap irSPU 2016f 1.7 per cent for 2015 and 2016 appear to be somewhat above what
other indicators of the output gap would suggeshis situation is one which is likely to be changing
quite rapidl, however, with economic activity forecast to grow at high rates in coming years and

unemployment falling relatively fast.

Given that the cyclical position of the economy is likely to be changing quickly, it is esseh#al tha
more robust set of tools ideployed to assess whether the economy could be overheating. As
highlighted previasly bythe Council (IFAC, 2015b, 20)5the Commonly Agreed Methodology (CAM)
(EC, 20144&}¥inappropriate for estimating the cyclical position of thiesheconomy, but emains the
only public view the Department gives of supplgle developments. Given the persistent problems
with this methodology it is essential that the Departmeohtinues to develoglternative, more
realistic measures of the productive capacity af fnish economy. These more credible measures
should have a role in identifying potential risks or signs of owaihg which the CAM is not well

equipped to do.

While pointing out the problems with the CAM as far back as 2003, the Department of Firsance h
O2yGAydzSR (2 fIFNBSte& NBfe 2y (GKS YSiK2R2f23& FT2N L
term potential growth and the output gap. The CAM is used by the EC for the purpose of fiscal

surveillance, and the estimates produced using this methmgiomust be reported by the Department

in the budgetand SPU however the Department is free to develop and report alternative projections

to the CAMbased estimatesan approach which is widely used in other countries. With this
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excessivE reliance on tie CAM to estimate the supply side, there is a damgerot detecting signs of

imbalancesn the economy before they emerge.

FIGURE2.5: CONSISTENCY OFEDIUMTERMPROJECTIONS

" A. UNEMPLOYMENRATE 3 - B. INFLATION
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SourcesSPU 201aMF

SourcesSPU 2016MF.
ThisSPWontains a significant change in the way the CAM is applied, as noted$Pthe
document.In previousStability Programme Updatesdbudgets the demanéside forecasts for
the full forecast period out to 2021 were ubtéo estimate the CAM suppbidetrends i.e., the
data used to calculate potential output based on the CAM consisted of historical information up to
HAaMnKHAMPSE 6KAOK 6SNB (KSy SEGSY RSKRfordcastsHarH m  dzi A Y 3
SPU 2016demandside forecasts are primarilynty used as inputs for the supgdjde to 2017.

From 2018 onwards, the output gap is assumed to close mechanically by 2021.

While recent changes to the supgiyA RS | LILINR | OK YSty | Of 2aSNJ FfA3IYyY
methodology to thatused bythe EUCYmM 8 aA 2y > GKA& YSlIya (K4 GKS 5SL
side views are more difficult to ascertain$iPU 2016This tradeoff between consistency with the

/I 2YYA aaA 2y &nd exprasidy R reafiskic central view on the economy could be avoided if

the Department were to also systematically publish estimates of the supply side in line with their

actual vievs of the cyclical position of the Irish economy. This approach is taken in manykbiteer

Area members, including many of the smaller countff&she Council notes the work recently

undertaken by the Department on developing alternative approaches to estimating potential

output. This work was briefly summarised in tBBUand a related Working Paper is planned by the

Department.

> See Box B of IFAC (2@)L%or details on other EU finance ministries using alternative appresto the CAM.

®Box B in the November 20 FARshows that EU finance ministries can also choose to show multiple measures of the
output gap and do not have to rely solely on estimates produced under the CAM.
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The extent to whicheliance on the CAM could result in the Department-dieggnosing the true
underlying cyclical position of the economy can be easily illustrated using the most recent
estimates provided iI5PU 2016The current supplgide estimates isPU 20168uggest the

presenceof a large positive output gap of 1.7 per centpoftential GDP in 2016, implying that the
economy is currently overheating. Potential output growth is estimated at 5 per cent in both 2016
and 2017. After 2017, the CAM assumptions used by the ffrapat (by design) ensure that the

output gap is closed by 2021 even though growth rates average 3.4 per cent per annum over 2017
2021. This is achieved by keeping potential growth rates above actual growth rates over the
forecast period. This picture oKtS a dzLJLJt @ &aA RS 2F G(GKS SO2y2Yeée |a AVYl
estimates inSPU 2016 open to question when taking into account a range of indicators of
imbalances in the economy and alternative supgitje estimates (see Appendix C and Chapyer

in particular the estimate of the output gap (+1pér cen) for 2016.

2.2.3FORECASTS OBTHERAGENCIES

Most forecasting agencies envisage real GDP grelething down significantlgs in theSPUbver
the near term. For 2016, all agencies forecast growth to baelpaiue to domestic demandhere
are some compositional differences for 2017, with 8feland the Central Bank forecasting larger

net exports contributions than other agencigsigure 26).

FIGURE2.6: COMPARATIVIREALGDPGROWTHCONTRIBUTIONEPERCENTAGROINTS
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Sources: SPU 28 IESR(Quarterly Commentary Spring 2018VF (World Economic @look, April 2015 Central Bank
Quarterly Bulletin 2, April 201énd Eiropean CommissiofEuropean Economic Forecast, Spring 2016).
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Risks

While the near term prospects for the Irish economy are strong, substantial risks surround this

central forecast. In the last two years a number of external factors have become more favourable.

However these remain beyond the control of domestic policy makers and could reverse quickly,

with negative consequences for baseline forecasts. Exchange rates have boosted competitiveness;

a looser monetary policy stance has helped a strained credit environmiéptjces remain

4dz0 RdzZSRT yR 02y (AydzZSR RSYIYR 3INRBgGK Aa LINRP2SOGSH
recent downward revisions to world trad&iven the open nature of the Irish economy, changes to

the external environment could have a sizealhpact on the economy.

In SPU 2016the Department noted that risks have become increasingly tilted to the downside,
mainly citing external factor¥. The ®uncil welcomes the approach taken$#U 2016vhich
mirrors previoudriscal Assessment Repdrsproviding risks in matrix form while also including

both the expected likelihood and impact of risks considered.

On the external side, th8PUanalysis of risks gives less attention to financial market risks
stemming from the normalisation of interesttes in the US economy. Domestically,
competitiveness pressures have been highlighted in a number of recent reports by the National
Competitiveness Council. These have, in particular, cited the emergence of infrastructure
bottlenecks, high property costsnd skills shortages among other factors that could undermine

recent competitiveness gains.

While there are limited signs of the economy overheating at present, strong growth in the coming
years is forecast. This would close any existing negative oggmuand could potentially lead to
overheating in the coming years. With output growth and inflation in the Evea femairing
subdued® accommodativenonetary policjiooks set tocontinue.While this loose stanceas been
helpful for Ireland irrecoveringfrom a deep recession, there is a risk that monetary policy could
soon be looser than would be ideal for Irelafithe last crisis showed the impact that inappropriate
monetary policy can play in amplifying the business cycle. With this in minddistal
macroprudentialpolicy may need to be tighter than would otherwise be the case to prevent

overheating.

YThesPy/21Sa GKIG Al g2dA R FLIISENI GKEG SEGSNYILf NR&al& KIF GBS A

'8 Forecasts for both output and inflation were revised down in the recent Spring Forecasts of the European
Commission.
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TABLE2.6: RISKASSESSMENVIATRIX FORMAIN DOWNSIDERISKS

Risk Relative Impact
Likelihaod

Euro Area Risks

Housing market

Competitiveness

Emerging
Market
Slowdown

UKEXxit from EU

Concentration of
Irish Export base

Geopolitical
Tensions

Global Financial
WEGES

Private Debtand
Credit
Conditions
Constraining
Activity

With strong growth rates forecast BPW016 the Irish economy
may be in danger of overheating in the next few years. This is in
stark contrast to the rest of the Eurozone, which continues to
struggle with modest growth and below target inflation. With this
in mind, it is easy to see how moneygpolicy could be looser

than ideal for Ireland in the coming yeass it was in the lead up
to the last crisis

While there are potential upside risks to forecasts for investment
if construction activity gets back to equilibridevels, there are
negative implications for competitiveness if commercial property
and house price inflation continge

Competitiveness losses could arise as a result of variusts ¢
pressures. These includmit labour coss which cald be driven

by property priceNBy i Ay ONBI aSad ! y& N&
exchange rate deprecation would negatively impact on
competitiveness. Oil prices were also favourable last year and a
reversal of these movements would be a drag on growth.

While the direct impact of any emerging market slowdown would
be relatively limited, second round impacts could be significant
due to lower demand from trading partners.

While difficult to confidently quantify, the impact of a UK exit
from the EU on the Irish economy would be substantial. Both
trade disruption and subdued demand from the UK would impact
on Irish exportsA depreciation of rling would also negatively
impact Irish export performance.

The Irish economy remains reliant on a small number of sectors
for much of its output. While this remains the case, sector or firm
specific shocks could have a disproportionately langgact on

the Irish economySpecifically, changes to the US tax code,
particularly in relation to corporation tax, could have a large
impact on inward FDI.

Any escalationin geopoliticaltensionscould posedownsiderisksfor
growth throughtrade linkagesand disruptionsin financial
transactions.

Interest rates remain low in the Eudrea UK and US aiding
growth prospects but potentially raising financial stability
concerns. In additiomormalisation of monetary policy will need
to be carefuly managed in the Eurozone (this has already begun
in US).

Household, government and corporate debt levels remain high.
This results in aimcreased vulnerability to increases in interest
rates or funding costs. Economies with higher levels of debt may
also be more exposed to external shocks.

Note: Qualitative likelihood assessments based on Council assessments: H= High; M = Medium; L = Low.
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Apart from inappopriate monetary policy, othetisks arise from the EurozonBecent episodes in

Greece and Cyprus have shown that regional bank runs arebf@ssihe Eurozone, particularly

among countries in the periphery. KA £ S L NBf I Y RQ& RAipHBré GtateSis LI2 & dzNB (i 2
small, secondgound effects of increased risk premia and eroded consumer/business confidence

would be significantConcerns € Ay 2 @SNJ 6§KS 9/ . Q& LINEnggdh&Ry Saa 2
of tensions in sovereign debt markets. While the policy of Outright Monetary Transactions (OMT) is

in place, this has been largely untested in calming market fears surrounding peripheraligasere

hyS 2F (GKS YIAY Na&ala (2 GKS SEGSNYyLt SYGANRYYSYI
membership of the EU. There are many different impacts a leave vote could imply for IfEhend.

referendum could magnify nederm uncertainties, thus negively affecting UK investment and

subsequent trade to the region (UK accounts for 16 per cent of Irish expbns)JK fieasury has

recently estimated thathe UK economy could be 6.2 per cent to 8.2 per semaller in 15 years

than would otherwise behte case showingthe scale of the implications of an exit from the EU.

Even ignoring the trade disruption effects, the subdued demand for Irish exports due to lower UK

output growth would be substantiaBterling would likely depreciate in the event ofeatit, which

would also act as a drag on Irish expodpside risks also exist, particularly in terms of potential

FDI flows.

The high degree of concentration of the Irish economy in a number of key activities has been
highlighted in previoufiscal Assessent ReportsAs a result of this, firaor sectorlevel shocks
could have a disproportionately large impact on the Irish economy. One such shock could be a

change in US corporation tax law, which could have implications for inward FDI.

Household debto-disposable incomes, though falling, remaimong the highest in the Eii 155

per cent and parts of the nefinancial corporate sector also face high levels of indebtedness.
Income gains could be prioritised for debt reduction rather than consumptionjisgelbwnside

risks to consumption forecasts. The 2008 Institutional Sector Accounts indicated a large
increase in the savings rate both in the quarter and for the whole year. If this were to be reflected
in National Accounts data then there would be@nchside risk to consumption forecasts. Higher

levels of debt also mean greater sensitivities to interest rate increases.

As has been highlighted in previodtiscal Assessment Repdtts Irish economy has historically
been one of the most volatile in teECDalong with a tendency towardarge revisias. With this
in mind Figure 2.8hows the historic data an8PUorecasts with fans based on historical revisions

and forecast errors.
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2.4

FIGURE2.7: REALGDPFANCHARTBASEDON SPU 2016°ROJECTION
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Forecast errors based on 1992907; 20162015 sample.

ENDORSEMENT OF TIHEABILITYPROGRAMMEUPDATE2016 PROJECTIONS

Thissection details the sixth endorsement exercise undertaken by the Council co8&n@016

2dzif AYyAy3d GKS [/ 2dzyOAf Qa O2y ai RS Ndthe précgsditsélfNR dzy R (1 K ¢
(Appendix BRletails the timeline). Data available at the time maiffest from that available for the

purposes of the assessment. The forecasts for government consumption provided for the

endorsementwere B RA O 41 SR 2y (i K@licybcBantie Nasiy (Bey; thedly igcieases

in expenditure wee those in line withthe DS LJF NIl YSy 1 Qa SadAYFdSa 2F RSY23N

the costs of pay agreements to 2018).

The Council endorsed tH&PU 201énacroeconomigrojectionsto 2021. It was satisfied that the
central scenario outlined was within its endorsable range, takitaccount the methodology and
the plausibility of the judgements made. The endorsement process focuses on several key
dimensions: the plausibility of the methodology used; the pattern of recent forecast errors; and
O2YLI NRa2Yy&d 6AGK Kdodotherpometdad 0a . Sy OKY!I NJ

First, focusing on the methodology used by the Department of Finance, the Council remains
satisfied that shorterm projections (2016 and 2017) broadly conform to standards set by other
forecasting agencies both internationally and domestically. The Dajeattcontinues to provide

detailed information on models used in the development of its forecasts for assessment by the

¥ The IFAC Benchmark projections aregared by the Secretariat for the endorsement exercise.
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Council Despite this, the Council notes that there seems to be little weight placed on the quarterly
profiles and carryovers of GDP, iatn can, notwithstanding their volatility, provide useful

information with regard to forecasting future GDP growth.

Althoughthe Council endorsed the mediutarm forecasts produced by the Department to 2021,

this does not amount to an endorsement of thAIM as the most adequate approach for describing
LNBfFyRQa OOt AOFf LRAAGAZ2Y YR LRAISYGALlt 2 dzi Lz
developing medim-term, supplyside projectionsvhich are consistenrd A 1§ K G KS 5 S LI NI YSy ¢
views on the demandideare essential, as explained in Section 2.2. The Council notes e

work documented irSPU 2016nd looks forward to alternative estimates of potential grovaitd

the output gap being published in futulridgetsand SPUsgiven that this is likelyotremain a key

issue in future endorsements.

The correct application of the Commonly Agreedtidology (CAM) and the mechanical
application of this methodology to estimate trend supglye variables were verified. However,
there are some inconsistenci@show the approach is applied versus tnedelinesrom the
CommissionAccording to the CAM, the depreciation rate is supposed to be held constant from its
last observed value (in this case 2014). In$ivt) 201éhe depreciation rate is forecast tcsg

every year from 2017, to highs never previously seen in the Irish dgker @n). This has the

effect of loweingthe capital stock and consequentptential output.

Second, in terms of the pattern of errors in recent Department of Finance fosed¢hstCouncil has

in the recent past emphasised some evidence of systematic bias related to the domestic and

external split of aggregate demand. As detailed in re¢éstal Assessment Repottse previously

observed bias appears to have diminished imren@cent periods. The Council will continue to

Y2YAG2NI 0KS 5SLI NIYSyGQa F2NBOFad SNNBNER Ay Tdzidz

Third, comparisons with the full set of Benchmark projections showed a larger deviation with the
5 S LI NI Y Sy (ttea in previdds enddisérient rounds both on aggregate and across
O2YLRyYySyGa 2F INRPgUOUKD 2KAES GKS 5SLI NIYSYydQa

LC!/ Qa . SYyOKYIFN)] LNR2SOGA2yasr GKSaMastONBs  3aSaasSR
differencecan be accounted fdoy the difference iforecasts for changes in stockdthough it can

Ffa2 o0S aSSy Fa NBFESOGAy3a GKS [/ 2dzyOAf Qa 3ANBI G§SNJI
data ¢ KS 5SLI NI YSyidQa ¥F2NBOI frécastsadinie ahthe tiedly S A G K O
GSN¥ya 2F O2YLRaAlAz2yr GKS /2dzyOAfQa . SyOKYFN] & LI
initially, with moredomesticdemandf SR INR GG K Ay GKS 2dziSNJ eSINE® ¢K
for the GDP deflator were alsorsewhat lower than IFAZa . SYOKYI Nl a9 az2aid 2F (K
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frequency indicators available at the time were broadly positive. Department staff provided a high

level of cooperation with the Council during the endorsement process.
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ASSESSMENT BBDGETARNMORECASTS
KEYMESSAGES

1 For 2016, theStability Programme Update (SHapt the taxrevenue forecastfor 2016
unchanged fronBudget 201@lespitecorporation taxending2015higher than expectedn
order to assess the fiscal forecastse reasons for th& S LI NJi Y Sy (i agpaciCta y I y OS Qa
0 KA & cérgdiatedtax forecast should be clearly outlindthis is particularly important
given the lager share of corporation tax in total tax revenue and its increased concentration

among a small number of companies.

9 Expenditure projections are left unchanged from Revised Estimatgaiblished in December
2015 SPU 201@otesthat expenditureislikelyto increase in 2016 to accommodate
dzy I yGAOALI 6SR aLISYRAYy3I LINBaad:aNBa GKIG KIFIFS SYSN

spending allocations froBudget 2016vere set.

1 For the medium termSPU 201@oes not provide a forecast of the likely futuegpenditure and
revenue levels. Instead technical projections are used that assume there amrtax or
spending policy changes enacted between 2017 and 2024 expenditure projections do not

fully allowfor likely standstill cost pressures in proviigg public services, including inflation.

9 The Council recommends that future budgetary forecasts should detail the major items of
expenditure and revenuen the basis ofizy OKI y 3SR L12f AOAS& YR | & LISNJ
budget objectives, as required by td@ective on MediuraTerm Budgetary Frameworks
(MTBF). Although this is a more demanding task than current practice, it would greatly improve
GKS ljdzr f Ade 2F GKS 5SLINIYSyidiQa o0dzRISGEFNE FT2NBO

the likelyfiscal msition over the mediunterm.

1 ¢KS |/ 2 dmydSiN éxgeadituiielestimate based on a calculation of the cost of providing
2RI & Q& ublicSddveds indure ydagsh YLIX A Sa GKFG Ffy2ad ec oAffA
spending would be required by 20Zompared to thesPUprojections These expenditure
projections differ significantly from the purely technical figures set o @M 2016f these
costsare met, the path fo the General Gvernment balancevould beconsiderably less
favourable, reaching surplus of 0.9 per cent of GDP in 2021 comparddto;, HnmMc Q&

projection of 2.8 per cent of GDP.
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INTRODUCTION

Thischapter assesses tHatest set ofbudgetary forecastproduced by the Department of Finance

in SPU 2016Section 3.2 discusses developments in the main fiscal aggregate8suiget 2016

Thesection focuses onorporationtax: Y R 1 KS 5 S LI NliuvcBafgedSPUore@st y I y OS Q&
for 2016 Section 3.3ssesssthe forecastdor revenue and expenditure corteed inSPU 2016

The expenditure and tax revenue projectionsSRU 201@re examinedand an update of the

I 2 dzy O A st &stimiate lofypliblic expenditure over the 202621 period is presentedection
3.4examiresthe sensitivityof the mainbudgetary aggregates to changes in the economic outlook

as wellas providing a broader assessment of risks

DEVELOPMENTSINCEBUDGET2016 FORECASTS

TAXxES2015¢ 2016

The tax revenue forecasts 8PU 2016uggest the Department of Finance maytaking a
O2yaASNWIF GABS I LIWINRBFOK G2 GKAA &SIFNRA NBGSydzsS F2NX

NBEOSA LI ao ¢c201 t 41 E MNiBeSihyadzB8e30ctabgr 200 mbgetda@ | YS Ay €
F2NBOFald 27F e n BRL2018:k thd fdrezastdor theaived @ BxN&venues in 2016
dzy OKI yaSR 0 entdn O0AffA2YYT AYLX@Ay3d | Odzi Ay G(GKE

to 3.5 per centdespite the forecast for economic growtteing revised upward®

The primary reasorthat overall tax revenue is now projected to grow molevdy in 2016 than
forecast on lndget day is corporation tax (CTjhe revision to forecast growth in corporation tax
receipts is significant. Figure 3.1 shows #&maualgrowth rates for CT, both $tiorical and forecast.
This tax heading had been expected to grow by almost 8 per cent in 2016 but is now expected to
contract by 3.7 per cent based on tB&Uorecasts. The outturn for CT rep&s from this tax head

% S NB bition gher than those f@cast by the Department of Finance in October. Had the
Department maintained itBudget 2016orecast for the growth in CT revenue in 2016 and applied
GKAE INBGUK NIGS G2 GKS KAIKSNI NBFEAAZSR O2NLIR2 NI (7
take would have beenM2 dzy Rbilliomhigtrer.

“The general practice adopted by the Department is to not revise tax forecagtmiron the basis of revised
macroeconomic forecasts.
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HGURE.1: @WRPORATIOMXGROWTHEXCHEQUERASIP
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SourceDepartment of FinanceSPU 2016.

If the exceptionally high receipts during 2015 were not due to-offiéactors then it would be

expected that the additional 2015 revenues would be built into the base for the 2016 forecast and
theDepail YSY (G 62dzf R 6S F2NBOlIadAy3a LRaAGAGS /¢ INRg
from the Chairman of the Revenue Commissioners to the Minister for Finance suggested that

almost all of the excess in corporation tax should be built into the forecastifiare years while

noting the uncertainties around this tax headiffgAt the time of writing the letter in November,

Al 61 a 0StEASOSR GKIFIG 2F GKS enHdo o0AffA2Y 2FSNILISN
off factors. Critically, however, thigas a preliminary assessment and based on the assumption of

no decline in the Irish profits of large corporaticigVhile conservatism is warranted given the

volatility of this tax head as can be seen in FiguretBelreasons why the higher 2015 CT outtu

does not appear to have been factored into the latest forecast for 2016 are not explained in the

SPUWhile recognising the constraints related to publishing corporation tax data given the small

number of companies involved, it would be helpfuhiétt G A 2y £ S F2NJ 6§ KS 5SLI NI Y

unchanged 2016 corporation tax forecastuld be moreclearly outlined

Figure 3.2 shows how the concentration of CT receipts has risen, with @yer4£ent of CT paid
by just tencompanies in 2018 up from 21 per cenin 2009. Figure 3.3 illustrates the rising
vulnerability of total tax revenue to the tax affairs of a very small number of compdni2815,
corporation tax payments frorthe top tencompaniesamounted to over 6 per cent abtal
Exchequetax revenueg approximately the same proportioof overall Exchequer tax revenue

accounted for bystampduty in 2007.

21| etter dated 28 November 2015 is availabkere.

2¢KS fSGGSNI AYRAOL @
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FIGURE3.2: @WRPORATIONAX FIGURE3.3: ToP TEN COMPANIES%
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workings. and own workings.

Note: Corporation tax is shown on an Exchequer basis.  Note:Corporation tax is shown on an Exchequer basis.
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Looking at the available data for the year to date (Figu#@, Cin the year toAprilA a 15€ o

million ahead of profilend 21 per cent highehtin the same period in 201%he Department of

Finance hajdid 4§ SR GKI G eonn YAffA2Yy 2F (KAa NBfIFGSa (2
repaid over the course of the year, althouilis not clear what factors would lead to these

payments being refuredd by the end of the yeaWhere possible, while recognising data

confidentiality constraintstiwould be useful if the Department of Finance and Revenue could

furnish more detail with the monthly Exchequer returns explaining trends in corporation tax dat

Should the 2015 increase of 50 per cent prove to be a rpermanent levekhift, there would be

an upside risko the SPU 201 6orecastfor tax revenue

For the other main taxdadings; income tax, VAT and excidaty ¢ neither the 2015 outturn nor

the revision to the 2016 GDP growth forecast provide grounds for a revision Blitget 2016
LINE2SO0GA2yas &adzZ23asSaidiy3a SPUdretastiskppromi&efivr hdsey Sy G Qa  dzy
tax headings. For the year to e#gril, they are close to their expted profile (Figure 3.4).

AppendixD provides a more detailed analysis of tax forecasts.
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FIGURE3.4: TAXESANDPRSI| RLATIVEO CUMULATIVEPROFILE
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Source Departmentof Finance.
Note: These overruns are relative to Budget profile. SPU 2016 kept tax forecasts the same.

EXPENDITURRO015-2016
Having announced a substantial increase in 2015 current expenditure piBardget 2016the

Governmentcame inunderitsi LISY RAy 3 GF NBSG o6& endon oAffA2YyT KSE
deficit relativeto Budget 201&xpectations. Howevethis positiveimpact on the headlin&eneral

Government deficit wasnore than offsetoy the Eurostat decision to classify the comv@rgi 2 ¥ € H ©m
billion of preference shareis AlBinto ordinary shares asaapital transfer thereby including it in
GeneralGovernment expenditure. By increasing the expenditure base in 2015, this decision has

implications forcompliance witithe Expenditue Benchmarln 2016 although the structural

balance rule is unaffected (s&hapter 4.

For 2016 current expenditur§PU 201§ 2 1 S& (Kl G &LISYRAyYy3I 02dz R 06S NI A
compared to the current forecast to accommodate spending pressurésuhNB 48 SSy Ay h O 206 S
Budget.There is some evidence from the monthly Exchequer data ofogcearrence of a spending

overrun in the health area in 2018.this spending overrun occurs and is not offset by a tax

revenue overperformance, the General Gouaent balance target of 1.1 per cent of GDP for 2016

may be missed.

GENERALGOVERNMEN BALANCE2015-2016
Figure 3.5 shows how the Generav@rnment balance on an underlying basis (i.e. after removing

the impact of the AIB transaction in 2015) has beensexvin SPU 2016. The 2015 change largely
relates to the surge in corporation tax discussed above. Howevall akthese receiptslo not
appear to be built into the base for 2016, the revision to the 2016 deficit foresasball. As
discussed abovd, is possible that the corporation tax overrun for the year to date will be built

upon in the second half of 2016. This could lead to a lower 2016 dwiditiirn than forecast in the

46



Fiscal Assessment Report, June 2016

SPUprovidedthe tax overshoot is nadffset by higher spendingOneof the implications of a lower
2016 General ®/ernment balance is that the requirement of a 0.6 percentage point improvement

in the structural balance might be achieved.

It is noteworthy that a single tax head (which constituted just 11 percent of Extdlequertax
receipts in 2014) is exerting sucleage influence on the overall General Governmealabhce and

its continued volatility bolsters the case for regarding corporation tax receipts with caution in

future.
FIGURE3.5: LNDERLYINGENERAIGOVERNMENBALANCE
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SourceDepartment of Finance.
Note: Theunderlying balance is the balance after adjusting for the effect of transfers between the financial sector and
the government. In 2015, the adjustment relates to the conversion of preference shares in AIB into ordinary shares.

SPU2016 MEDIUM-TERMFORECASTS

SPLR2016has a slightly more positive trajectory for the General Government balance than that
contained inBudget 2016 s the tax revenue forecasts for all years after 2016 have been revised
up. After a small projected improvement in 2016, the deficit is éast to fall to-0.4 per cent of

GDP in 2017, with a small surplus projected in 2018.

Thereafter, the General Government balance is projected to move into very large positive territory
(Figure 3.6)However, this reflects the assumption that no tax orendtiture policy changes are
implemented between now and 2021. In particular, the projections for the defi@B 201@re

based on expenditure forecasts thappear to underestimate future spending pressufés

% The tax revenue forecast contains a provision for the ihdéxA 2y 2F GKS Ay O2YS GFIE aeadsy
annum.
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Article 9 of the directive on MediusfiermBudgetaryFrameworks (MTBEjrequires that the
government set out projections for the major items of expenditure and revenue at unchanged
policies and provide a reconciliation between these projections and the actual budgetary objectives
of government(seeBox D) These are to be accompanied by an assessment of how the policies
envisaged are likely to impact the lotgym sustainability of government financdr the medium
GSNXZ (KS Wdzy OKI y 3idndtjast incldde Palidies thanlile Deeidléghs|atef &

for.?®> The implications of more realistic expenditure forecasts are discussed further below.
HGURE3.6: GENERAGOVERNMENBALANCRNDSTRUCTURABALANCECAM BsSIS
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SourceDepartment of Finance.
Note: General Government balance (GGB) is adjusted fowfisethe largest of which relates to the conversion
of AIB preference shares. Sturctural balance estimates are based on the EC Commonly Agreed Methodology.

Figure 3.6 shows the Generab&rnment balance (adjusted for orwdfs) and the structural

balance (the Generaldsernment balance adjustefr the effects of the economic cycle and ene

offs). In calculating the structural balance, the Department of Financethseutput gap

estimated using the Commonly Agreed Methodology (see Chapter 2 for a discussion of this). Due to
the positive output gp estimated by the Department for 2016, the structural deficit is estimated to

be 0.9 percentage points of GDP larger than the actual General Government deficit in 2015 and
2016. The structural balance is projected to slowly converge on the General Gmrerbalance

by 2020 assPU 201assumes thathe output gap will close to zero over the forecast horizon.

** COUNCIL DIRECTIVE 2011/85/EU

?® SeeBox 1.60f the Vade Mecunon the Stability and Growth Pact.
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BoxD: MEDIUMTERMBUDGETAR¥RAMEWORKS ANBXPENDITUREORECASTS

Article 9 of the Directive on Mediwherm BudgetaryFrameworks (MTBF) statedat
Member S$ates must adopt MTBFs that provide for a fiscal planning horizon of at least thr
years and that these multiannual frameworks should include the following:

(a) comprehensive and transparent multiannual budggtobjectives in terms of the

Gereral @vernment deficit, debt and any other summary fiscal indicator such as

expenditure, ensuring that these are consistent with any numerical fiscal rules as
provided for in Chapter 1V in force;

(b) projections of each major expeiture and revenue itenof the General
Government with more specifications on the central government and social security
level, for the budget year and beyond, based on unchanged policies;

(c) a description of mediusterm polices envisaged with an impact on General
Government fnances, broken down by major revenue and expenditure item, showir
how the adjustment towards th&ledium-Term Budgetary Qjectives is achieved
compared to projections under unchanged policies;

(d) an assessment as to how in the light ddithdirect longterm impact on General
Government finances, the policies envisaged are likely to affect the tienmg
sustainability of the public finances.

Up to now, he practice in Ireland in eaclubdget and SPU has been to provide a single
forecast of government expeliture and tax revenueBoth theNational Recovery Plan 2011
2014and the November 2018MediumTerm Fiscal Statemenbntained budgetary
projections which included the targeted levels of expenditure and revenue along with the
changes to expenditure (curreand capital) and taxation policies necessary to achieve
them. However, more recently budgetary projectidmsvebeen made on a purely technical
basis For example, the expenditure projectionsSPU 201énake provision for pure
demographic pressures artlde impact of the Lansdowne Road Agreement until 2018. The
impact of potential changes in public sector pay after 2018 or changes to benefit rates or
allowances in line with inflatigror additional potential policy changase not included. The
projectiors for tax revenue assume no tax policy changes in future budgets. It is importar
that the requirements of the Directive are met by providing a forecast of expenditure both
at unchanged policies and a forecast that incorporakeseffect of planned polielsover a
multiannual horizon.

This raises the question of what should be included in-palwy change expenditure
forecast. In the most recetade Mecunon the Stability and Growth Pact, the European
Commission descrils@a no-policy change as an extrapolation of past trends in a way that is
a02yaraidsSyid gAlGK LI ad LRtAOE 2 NAYS/ I daNIRa
formally require a legal step (such as the adoption of a law in parliament) but which have
been taken in the past quasi automatilyal..can be included in the Aaolicy change
scenario, even though they have not yet been formally approved, provided that it is
reasonable to assume that the past practice will be continued. In addition, measures wh
have been announced, but not yet included in (draft) legislation, can still be incorporated,
provided that these measures have been specified in sufficient detail and to which the
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I320SNYYSyli Aa ONBRAOGEE O2YYAGGSRDE

It is reasonably clear from this thatno-policy change under the Directive should take
account of evolving demographics and labour market trends. There is some ambiguity as
how rising prices should be factored into the-policy change, particularly for expenditure
items that are not fomally linked to inflation. The Council recommetidat where there is
evidence of a clear historical precedent or trend in certain items of government expenditt
it is reasonable for a npolicy change scenario to assume that such trends will apply in
future years.

The requirement under the Directive that forecasts also be provided on the basis of
Sy@ral 3SR L2t AOAS& A YL} AtSrén fisdaKglads shiblldS D2 @
incorporate the impact of planned major tax and expenditure changes. lyliRl® a OI 2
would mean, for example, that the budgetary forecasts would include the nea@nd
spending priorities outlinechithe programme for gvernment. It is not expected that the
forecasts wouldletail each specific tax and spending policy mweaenvisaged by
Government, however the forecasts for overall expenditure and tax revenue should inclus
the impact of the main intended policy measures.

TKS [/ 2 dmhdsiilfexpanditure estimate (see belowicludes the impact of rising
demand forpublic services linked to demographics along with assumed increases in the ¢
of providing the current level of services as prices in the economy increase in line with
inflation. This focuses on maintaining existing services and benefit levels iteneel. Fixing
items like social payments in the face of rising costs of limipdjesa cut in the real Viae o
social payments and the stargtill expenditureestimateproduced by the Counaibrrects

for this. Equally, the fact that the cost of certdigalth treatments is likely to rise will have
the effect of pushing up the level of expenditure required to maintain existing services.
Leaving the health expenditure ceiling unchanged in the face of rising costs of health
proceduress (in the absence gfroductivity gainsequivalent to a discretionary reduction in
the number of procedures the health system intends to provide. This approach is taken o
all major items of government spending and resembles the methodology used in the Dutt
Stability Progreame Updaté®s K SNB |+ wO2yaidl yd +F NN} y3Isys
long term.

Current mediurrterm fiscal projectios incorporate only a small ssit of available
information on future developments that are likely to impact the actual level of Govenhme
expenditure and revenue. The Government should enhance the quality of its méeiom
budgetary forecasts by providing projections based on a realistic set of assumptions in lir
with the requirements of the Budgetary Frameworks DirectiMa@s is a ma& demanding
GFral NBEFGAGS (2 OdzNNByd LINI OGAOS o6dzi A
to provide a reliable guide to the future positiontbe public finance$or the medium term

% See Dutch SPApril 2015
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EXPENDITURE

TheSPU 201éxpenditure forecasts oveahe medium term are broadly in line with those published
in Budget 2016The forecastsllow for modest growth in government expenditure which is only
sufficientto coversomedemographic pressurethe Larsdowne Road Agreement (which expires in
2018)and the capital spending contained in th&rastructure and Capital Investment Plan 2016
2021 As discussed in Box D, the expenditure projections irsfPefall short of the requirements

of the Budgetary Frameworks Directiwdich specifies that forecasts be provided on batto-

policy change and policies envisaged baskEigure 3.7 shows the growth in primary expenditure in
both nominal and real terms. Real expenditure is projected to register zero or slightly negative
growth from 20172021. Figure 3.8 shows that, as a result of the very low expenditure growth

forecast,SPU 201@rojects primary expenditure as a percentage of GDP to fall to record low levels.

The expenditure projections iBPU 201@re likely to underestimge future spending levelfor two

reasons. They do not allow for the rising costs of providing public services in line with inflation and

it is assumed that none of the available fiscal space in the coming years is used for new spending

tax policiesin line with those contained in thBrogramme for a Partnership Governmewtith

implausibly low projections for mediuterm expenditure that do not take account of envisaged

policies or inflation, the pattern of persistent upward revisions to expendituringsi (see Figure

3.9) is likely to be repeated. Timaportance of proper implementation of expenditure ceilings and

0KS O02yaSldzsSyoSa 2F LISNEAAGSY(l oNBlIBxkdfa KI & 0SSy
Assessment Reporasid in Chapter 4 of this rept.?’

“In particular it is discussed Fiscal Assessment RepoffARs) of June 2014, November 2014 and June 2015 (IFAC
2014a, 2014b, 2015b).
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FIGURE3.8: FRRIMARYEXPENDITUR
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¢ KS / 2styuStl dxgeaditureestimatesinclude provisions for demographics and policy

commitment already made (such as the kdowne Road Agreement) but also make assumptions

about the rising costs of providing public services fRiti7-2021(see Box E)These indexation

assumptions, outlined previously in the November 26E8(IFAC, 2015dnd again in Bok,

essentially tie the costs of providing public services to the projected general rise in prices in the
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economy?® Socialransfersare assumed to rise with the cast living, as measured by the
Harmornised Index of Consumeri€es (HICP). Most other ngoay costs are linked to the GDP
deflator. On pay, the projectionsie the assumption that the Lansdowne Roggesment

remainsin place until 2018, and thereafter public sector pay rises in line with wages in the overall
economy. Importantly, the indexation assumptions are not policy recommendations but show the
cost of maintaining public services and tleal value of welfare payent rates at their current level

over the next five years.

The projections for capital spending are based onlitiieastructure and Capital Investment Plan

2016-2021and theProgramme foa PartnershigzovernmentFor the purpose of the projections, it

Ad | 483dzYSR GKIFG AyoSaidyYSyid dzyRSNJ GKS SEraaiGAy3a OF L
from201ZH num G2 GF1S 002dzyd 2F G(KS SEGNI en o0AffAZYy
programme forgovernment It is worth noting that, even with the additiohaxpenditure

announced in the programme foogernment, the projections allow for only a small increase in

capital spending from the currefggvel Figure 3.10 shows th#te projections for capital spenuatj

imply a very limited net increase the public capitaktock despite the rising demands in the form

of a growing population and projected economic growth (see Figuregh@ildFAC Analytical Note

9).

FIGURE3.10: RUBLICINVESTMEN{% GNP)
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Source: SPU 201liiternal IFAC calculations.

Note:Depreciation is assumed to be 4 per cent per annum over the period-2025. Tle
additioale4 bn GFCF outlined in the programme for government is included by ag@li®dpn in
each year from 2017 to th8PU 201&FCF projections.

% See Box E of tHeiscal Assessment Repdtovember 2015.
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BOXE: MEDIUM-TERMEXPENDITURSCENARIO

This Box updates the mediutarm scenario for government expenditure contained in
LC!/ Q& b 2 OFsvabASdebsmentvRepdrtn order to construct a mediusterm
scenario, government expenditure is split into five headline components: healt
education social payments (including social welfare pensions), national debt interest a
other. The assumptions used in generating the scenario are set out bélppendix E
provides detail on the demographic assumptions underpinning the scenario.

HEALTH

For health spendinghe Y2 RSt G+ 1Sa GKS 5SLI NIYSyYyid 2
estimates for demographic pressures and then adds in the cost of indexatiocalculate
estimates of demographic pressures in health, the Department nsddet areasof health
spending separately: acute services, Primary Care Reimbursement Service (PCRS), N
Home Support Scheme (NHSS) and older persons services. The Department uses de
unpublished data from thélospital IRPatient Enquiry Schemeél(PEto produce estimates
of expenditure pressures in these four aré3ay rates until 2018 rise in line with the
June 2019.ansdowne Road Agreementhereafter, pay costs are indexed to growth in
non-agricultural wages. Nepay costs are indexed to the GD&flator from 20172021.

EDUCATION

For education, pay and ngmay spending are also modelled separately. The volumes
both pay and nospay spending are linked to expected service demand arising fro
demographic changes. Price changes for pay andpagispending are indexed to relevant
deflators. For education demand is proxied by the change in the population of potent
students. The pupileacher ratio is assumed to remain unchanged at its current level. P
rates until 2018 in the public sector aresasned to grow in line with the increases
contained in theLansdowne Road Agreemeiithereafter, public sector pay is assumed to
grow in line with noragricultural wages. The volumes of Rpay expenditure in education
are assumed to grow in line with exged demand linked to demographics. Prices are
indexed to the GDP deflator.

SOCIALPAYMENTS

This element of expenditure can be split into four broad components:

i. Old age paymentsThese are assumed to grow in line with the change in the
population agedver 65 with payment rates indexed to growth in pricesasured by
HICP

ii. Childrelated payments: The volume is estimated using the change in the populati

aged under 17. Payment rates are assumed to grow in line kit

Unemployment benefits are linketd macroeconomic dynamics rather than directly

demographics.The approach used is broadly the same as that applied by the

?*The construction of this scenario broadly follows the methodology set out in Barrett (2006

0 See presentation from IGEES mediterm spending projections available heréhttp://igees.gov.ie/wp

content/uploads/2016/03/IrelandsChanginegDemographieProfilelmplicationsfor-PublicExpenditure.pdf
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Departments of Public Expenditure and Reform and Social Protection. This apprc
translated changes in unemployment to movemeintshe Live Register and then
applies an average cost per individdsThe average cost term is indexedHtCRover
the projection period.

iv. Other payments: these include disability payments, back to education allowance,
to work allowances and other social payments. This category is assumed to grow
line with the change in the total population aftiCP

CAPITALEXPENDITURE

The scenariaises the projections for capital spending over the medium term as set out
SPLR016 updated to reflect the recent announcement in the programme for government
The SPU 2016forecasts NE o6 aSR 2y {IK@&strubt@ed ShNICapiay |
Investment Plan 2028021announced in September 201/ line with the announcement
in the programme for governmen® | LIA G f &LISYRAYy3I Aa AyON
2021 compared to the September 2015 plan. Thisgsumed to beimplemented by
AYONBIaAy3d OFLAGEE alLISyRAYy3a o6& |y -20RRA
compared to theSPU 2016rojections.

NATIONALDEBTINTEREST

The Exchequer deficit is given by the gaptiveen expenditure and revenue. Additional
national debt interest is calculated as the difference between HExehequer balance
projected in this scenario and threlevantfigure underpinningSPU 2016multiplied by the
average interest rate. The gives the additional interest payments for a gianwfech is
added to the interest bill on the outstanding stock of debt for the previous year to arrive
the figure for total national debt interest.

Figure E shows how the illustrative scenario is built up. Firstly, adjustments fc
demographics are included; then provisions for increases in the cost of providing pul
services are made through indexation. The resulSigureEL show that allowing only for
demographic costs and the current public service pay agreement out to 2018 return:
spending profile somewhat higher tha&8PU 2016rojections. The SPU forecasts include
approximatelye s ®illion per annum of spending increases for demographic pressure
Allowing for demographics and accommodating estimated increases in the cost
providing public services over time would result in expenditure being significantly higt
than projected inSPU 2016Primary Echequer expenditure as a share of GDP would b
around 2 percentage points of GDP higher by 2021 compared to the projecti@RUn
2016.

* This approach can be summarised as follows: o

5" 5" , 2 , 2z, 2# . APT 1 EANOOOAO
GKSNB !'. Aa (KS y2YAylf &adzyr 2F wW206aSS1SNnRa !'ttz26l yOS | yR
persons on the Live Register, LRC is the average cost per Live Register Claimant and N is the net impact of new measures
introduced in this ara in the budget. The final term is assumed to be zero in the-p0%6 period for this exercise.
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HGUREE.1: ©OMPARISORFPRIMARYEXPENDITURENDERALTERNATINGEENARIO!
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Figure 3.11 compares the projection for primary expenditur8J 2016vith the results of the
standstill expenditureestimateoutlined above. Theonsequencef indexing expendituréo prices

in the economyisthat primary spending as a share of GDP does not continue to fall to historically
low levels as in th&PU 201@rojections but instead flattens off over the forecast horizon. Figure
3.12 shaevs what this means in nominal terms by comparing the planned level of expenditure
increases irBPU 2016vith the increases the Council estimates are necessary to keep pace with
rising costs and demographi®@ver 20172021, the cumlative extraspending based on the

| 2 dzy OA st &stimateampiRsi 2 e€ec O0OAff A2y D

The implications for the deficit and debt are shown in Figures 3.13 and 3.14. S#ile016

projects aGeneral @vernment surplus emerging in 2018 and rising to 2.8 per cent of GDP by 2021,
full accounting foestimated demographicand inflation means a budget surplus is not attained

until 2019, which only rises to 0.9 per cent of GDP by 2021 compared &Pderecast of a 2.8

per ent for the same year. Generab@rnment debt would still continue to fall quite rapidly as a

share of GDP but would be 4 percentage points of GDP higher than the SPU forecast in 2021.

FIGURE3.13: GENERAL AGURE3.14: GENERAL
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Source: SPU 208Bdinternal IFAC calculations. Source: SPU 208@dinternal IFAC calculations.
Note:Chart shows the path of the defidgit SPU Note: Chart shows the path of the del-GDP
2016and an adjusted deficit path assuming ratio in SPU 201@nd an adjusted deficit path
higher government spending in line with the IFAC  assuming higher government spending in line with
expenditure scenario. the IFAC expenditure scenario.
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REVENUE

The revenue forecastisi SPU 201§on an Exchequer basi&)r the period 20162021 assumao tax
policy changsover the forecast horizori> Revenudorecasts for 2017 onwards have been revised
upwards relative to the forecasts outlinedBudget 2016 While tax receipts are expected to grow
broadly in line vith nominal GDP over the mediutarm, total tax revenue is expected to fak a
percentage of GDfPom 213 per cent in 2015 to @.6 per cent in 2021. Figure 3.hBlow shows

the change in each tax head as a percentage of GBdthart stips out the impact ofPAYE
revenuesn 2017 related to the timing of Single European Payments Area (SEPA) pawmiehts

results infewer banking days at the end of 2017.
Appendix Dlescribeghe important factors influencing th&€PU 2016orecasts for the four main
tax heads over the period 204021.

FGURE3.15: GIANGEN TAXHEADS% GDP), 2018021
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SourceDepartmentof Finance, internal IFAC calculationns
Note:Othertaxes include stamp duty, capital gains, capital acquisitions customs and local property tax. Note
that the adjustment of ce1.0 billion for SEPA payments has been stripped out of 2017/2018.

With regards to noftax revenue sources, the Department has revised-taorrevenueprojections

dzLJ6 I NRa o0& ewunn YA anirgrgaseligentral/Bank of rdhRdYCBY@IUE @ R dzS
income. From 2012021, nontax revenue has also been revised upwards, mainly driven by CBI
income. The CBI has also increased disposals of the Floating Rate Notes (FRN) relating to the
liquidation of IBRC. Under ESA 2010, capital gains realiseatibpal central banks are

conceptually identical to holding gains and are thus not considered income. Therefore, the portion

of the capital gain arising from disposals transferred to the Exchequer serves to reduce net

government debt onlyand does not déct the General @vernment deficit.

2 . . . .
% The forecasts for income tax revenue assume-imziexation of the income tax system.
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Capital resources remain largely unchanged over the medium term relative Buithget 2016

FT2NBOF&aldaod 1 26SHSNE OFLIAGEE NBazdzNOSa FNB asSia G2

contingent convertible capital nes (CoCos) in AIB in 2016. Such redemptions are treated in a
similar fashion to capital gains earned from FRN disposals, and therefore lower net government

debt, but do not affect the Generdbovernment deficit.

RiIsks

GROWTH

Over the medium term, the emergence of a surplus in 2018 and the continuation along the
trajectory projected irSPU 201@epends not only okeepingexpenditureflat in real terms but

also on the forecast economic growth materialisifge most immediat@otential shock comes

from the risk of UK exit from the European Union which would likely have a large negative impact

on the Irish economin the near term More generallythe ecanomic forecasts underlying thescal

projectionsin SPU 2016emaindepen&y i 2y | ydzYoSNJ 2F SEGSNY Lt FI O3

Tl #g2dzN®» wSOSyid SEOKFy3aS NI iGS RSOSt2LISyia KI @S
prices have been subdued, and the economy is expected to benefit from growing demand in its

main tradingpartners, even with recent downward revisions to world trade. Given the open nature

2F LNBflIyRQa SO2y2Yes OKIy3aSa Ay (KS LINBGIAfAy3

impact on the future growth rates.

Gontinued subdued growth in theugozoneis likely to ensure the continuation of loose monetary
policy and further stimulus cannot be ruled out. While this monetary policy stance has helped
support the Irish recovery up to now, there is a risk that it could lead to overheating in the future.
In this case, competitiveness could be eroded and the risk of a future correction in the Irish
economy would rise. While deficit and debt ratios may temporarily benefit from higher growth,
these gains may prove unsustainable over the longer term. For a mdepth discussion ofisks

to the Irish economy, seee6tion 2.3.

¢KS [/ 2dzy OAf Qa @NEBATG201210a86 ISR<ed tOdstimata BdRects of different
future growth assumptions on the deficit and debt level. The results of assuming gropfisof

minus 1.5 per cent, 1 per cent and 0.5 per cent are shown in Figur@s 8rid 3.6B, below.

CeLIAOFET SNNRBNE I NRBdzyR (KS S5SLINIYSYyld 2F CAylyOSQ:

percentage points>

% Typical forecast error refers to the Root Me&quare Error of thé S LIk NI Y Sy (i fde€ast @k tifel cyi@rd Q a
year.
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FIGURE3.16A: GENERAIGOVERNMENBALANCEPATHS
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SourcelFAdnternal calculations.
Note:Linesdepict how far the deficit would be pushed away from the baseline scenario under different
shocks to growth in each year.

FIGURE3.16B: GENERAIGOVERNMENDEBTPATHS
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SourcelFAQnternal calculations.
Note: Linesdepict how far the deficit would be pushed away from the baseline scenario under different
shocks to growth in each year.

Under the assumption of no changegalicy, the model indicates that in a mildly adverse scenario

of growth disappointing by 0.5 percentage points each yier General Gvernment balance in

2021 would be almost 2 percentage points of GDP lower than the baseline forecast. As a result, the
debt level is almost 8 percentage points of GDP higher by 2021. In a scenario where growth
disappoints by as much as 1.5 percentagsfs of GDP in each year, thert@ralGovernment

balance could be pushddgher thanthe baseline forecast by over 5 peant of GDRn the absence

of offsetting policy actionThis would leave debt levels substantially higher by 20Bése

scenarios illustrate how what are, in the context of past forecast srm@iatively minor
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disappointmentsn growth can lead to the puic finances being returned to much more fragile

position, if sustained over a number of years.

On the other hand, while growth forecasts are already quite high, thersdsaathance that the
economy grows even fasténan projected inrSPU 2016n thisscenario, the deficit could be
eradicated in 2017 with large surpluses thereafter and debt falling quickly over the period 2018
2021.

OTHERFISCALRISKS
Some of the other potential risks are highlighted in the risk matrikaiifie3.1. Uncertainty

surrourding corporation taXCT)has increased in the last year. Having unexpectedly grown by
nearly 50 per cent in 2015, the Department of Finance is now forecasting a contraction of 3.7 per
centin 2016 The unprecedented scale of the 2015 growth rate raiseautiicertainty around the
future trajectory of CTgrowth. Thehistorical volatilityof corporation taxstems, in partfrom the
concentration of receiptg the proportion ofCTpaid by the top tercompanies rose to 41 per cent

in 2015. It is important thatthe attainment of future budgetary targets does not become overly

vulnerable to large swings in corporation tax receipts.

Expenditure control also presents a significant tisthe deficit projections. Asiure 3.9 (above)
shows, expenditure ceilings Y& been subject to frequent revisiomhe failure to adequately plan
for emerging expenditure pressures is likely to lead to a less favourable path for the General
Government balance than projected $PU 2016When new spending initiatives are added to
these expenditure pressures, the probl@muldbe exacerbatedVioreover, there has been a

pattern of persistent spending overruns in the health area (see IFAC, 2015c).

One of the factors offsetting upward expenditure revisions has been falling interestarost

LNBf I yRQ& .Riguré 3.1Z ghbvis hdw $eerést costs have continuously been revised down

as debt has been restructured, IMF loans have been repaid, and the interest rate environment has
AYLINROSR adzmadl yadAil ff e oditvatgSayeihelpad AdNppsttdhis. G2 L NBf Iy
While it is possible that further reductions in the debt interest burden relative to current

projections carbe achieved in the coming yearbgtprospect of further substantial falls in market

interest rates on Iris debt or restructuring of programme loahas lessenedt is also important to

acknowledge that, as recent history shows, the prevailing interest rate environment can change

GSNE ljdAaO1fe FYyR 2FGSy RdzS (2 S JSyncertaidydai a A RS 2 F |
Eurozone sovereign debt markets or a global recessiomever, the relatively long maturities on

Irish debt and the high proportion of debt at fixed interest rates should help to insulate Ireland

from moderate interest rate shocks. Forample, the Council estimates tha? percentage point
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shock to interest rates would increase the average interest rate for the period-2028 by 0.6

percentage points.

The potential for large scale disposal of bank assets appears to have recedeghorthirm due

to recent financial marketolatility. A planned initial public offering in AIB has been postponed

until 2017. There remain, however, potential balance sheet upside risks emanating from possible

surpluses from the IBRC liquidation eam@osible eventual surplusvhenNAMAIs wound down

¢KS aAil S 2oftingéri IBbilifiedhasiaiSaledlined significantly in recent years, standing

Fd emc®dr O0AffA2Y 6T dy LISNI OSyd 2F D5t0O AY HAMp D |
form of implicit guarantees to support the banking sector and callable collateral in various

international organisations.

FIGURE3.17: NATIONALDEBTCASHINTERESPROJECTION301 2-

10,000 - 2016
9,500 - MTFS 201
9,000 + Budget 13
8,500 + SPU 13
e 8,000 1 Budget 14
¥ 7,500 - SPU 14
7,000 - Budget 15
6,500 SPU 15
6,000 - Budget 16
5,500 - SPU 16
5,000 T T T T T T T T )

2013 2014 2015 2016 2017 2018 2019 2020 2021

SourcesDepartment ofFinance; internal IFAC calculations.
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TABLE3.1: RISKMATRIX

Risk Relative Impact
Likelihood

Corporation Tax
Risk

Expenditure
Planning

Expenditure
Control

Contingent
Liabilities

Legacy Banking
Assets

Interest Rate
Risks

The level of concentration makesrporation tax receipts susceptible to large
swings due to the tax affairs of a small number of multinationgbaorations. In
2015, the top tertaxpayers accounted for over 6 per cent of tdEichequetax
revenue

¢KS I20SNYYSyiQa &aLISYyRAy3I FT2NBOFaGs
of the cost of maintaining current services levels into the future. Unless the
Government intends to cut the real value of public services and benefits, it is li
the SPU Q16expenditure projections will prove to be too low.

Related to the first two risks above, there is a risk that becauseent
expenditureprojections inadequately provision for future spending pressire
it may be difficult forspending in certain departments be kept within the
initial ceilings The temptation taaise expenditureeilings can often be
compounded by tax overrunglative to initial projectionsvhich facilitate
increases irexpenditurethrough late supplementar estimates

aSladaNBR O2yildAy3aSyid tAFoAtAGASE Odz
also has other contingent liabilities in the form of implicit guarantees to the
banking sector, callable capital in internatiomagjanisations and publiprivate
partnerships.

The State continues to hold substantial assets as a legacy from the financial c
Asat31f5SOSYOo SN HnmpI G(KS @GFtdzS 2F GKE
Irelandstood ate mn ®y *a ¥t I KBSy ol a2 4 2F OdzZNNBy
K2t RAy3a 2F &aKINBa Ay t SRuvdderidn/the mbdt .
NEOSY il LINR2SOiGA2y 2F (KS fbilipnSFalowiglzh
the liquidationof IBRX Al A& SELISOGSR GKIFG F LI
distribution to creditors, including the Stafé.

Downward revisions to interest costs have helped to offset rising voted
expenditure levels in recent years. A reversthe benign interest rate
environment could see upward revisions to expenditure ceilings being
compounded by rising interest costs. In an extreme scenario, spiralling interes
rates could lead to liquidity problems in manner similar to 12641 when Iréand
gFa WE201SR 2dziQ 2F a2@SNBAIYy o02YyR

% Based on reported holding by the Irish Strategic Investment Funchézed LJ dza e mdc O0Af T AZ2ZY 27

Convertible Capital held &
¥ 1asSR 2y

9EOKSIdzSNI gAGK | FFO0S @LfdzS 2F € mdc

LISNJ OSyi akKFINB K2t RAy3a FYyR YIFENJSG OFLI 27

% Seehttps://www.nama.ie/aboutus/news/newsdetailedview/news/namaredeemsa-further-EUR2&illion-in-

seniordebt-and-exceeds30-debt-redemptiontarget9-months/

¥"See answer to parliamentary question 19" January 2016https://www.kildarestreet.com/wrans/?id=20161-

19a.285
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Assessment of Compliance with Fiscal Rules

ASSESSMENT GBMPLIANCE WITHSCAIRULES

KEYMESSAGES

1 The estimated 2.3 per cenf GDRIeficit for 2015 presented i8PU 20168hould mean that
Ireland meets previous Council recommendations and the minimum deficit requirements
(below 3 per cent of GDP) under the Excessive Deficit Procedure (EDP), with forecasts for later

years suggesting thahis will be sustained.

1 2016is the first year in which both the domestic Budgetary Rule and the EU Preventive Arm
NHzt Sa FLILX &d ¢KS FTANRG LMAEEINI 2F GKSasS Nz Sa NB
projected change of 0.4 percentage poiimghe structural deficit in 2016 falls short of the
minimum adjustment required under the rules, though the deviation, equivalent to 0.2 per cent
of GDP,isndD2 Yy aA RSNBR | GaAIyATAOLYy(G RSOALFGAZ2YE Ay G

9 The second pillar of the rules framerk is the Expenditure Benchmark. The expected growth
rate of government spending in 2016 looks set to be lower than the maximum permitted under
this rule. Compliance looks likely given a temporary -ofidoost to the spending base in 2015
resultingfror G KS O2y @SNREAZ2Y 2F (GKS {dFradSqQa !'L. LINBFTFSN
beenincluded it LISY RAYy 3 flaid @SINE GKS 5SLI NIYSyidQa alLls
imply a breach of the Expenditure Benchmark rule this year of closertab v 0.3 pericén2 y 0O n
of GDP), althoughagainci KAa ¢2dzZ R y20 06S O2yaAARSENBR | Gairidy

framework

1 TheSPU 201@rojections for 2017 onwards indicate substantial egempliance with the fiscal
rules, but are based on technical fiscal jpations thatassume no budget changes for 2017
2021.

1 PreviougFiscal Assessment Repditsse documented persistent patterns gpwards revisions
to expenditure. Recognising the weakness of the domestic expenditure ceilipgs/enting
this, there are riks to compliance with both of the key pillars of the fiscal rules imbsence
of appropriate buffers. There is a continued need for deenesticbudgetaryframework to be

strengthened to support mediurterm expenditure planning and execution.
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INTRODUCTION

¢CKS [/ 2dzyOAf Qa YIYRFIGS AyOfdzZRSa NBLRNIAY3I 2y O2 YL

and also monitoring compliance with the full range of EU fiscal rules as part of the broader
assessment of the fiscal stant%This Chapter examindise consistency of the projections

contained inSPU 201&vith these fiscal rules. The target for fiscal policy since 2009 has been the
correction of the excessive deficit within the Corrective Arm ofSkeility and Growth Pa¢SGRF

by 2015. This corréion looks to have been completed in 2015, ensuring that requirements of both

the domestic and European frameworks are met (Section 4.2).

Having corrected the excessive deficit, Ireland is set to move into the Preventive ArmSiHre
2016 with the domestic Budgetary Rule setting requirements that are consistent with this (Section
4.3). Requirements for 2017 on are assessed in Sectiofi 8ettion 4.5 examines the domestic
Medium-Term Expenditure Framework (MTEF), particularly the performance afgtpegate
expenditure ceilings. This Chapter also includes a box that introduces the Preventive Arm of the

SGPRand a box that explains recent changes to the medierm structural balance target.

Ex-POSTASSESSMENT FAX015

Excessive Deficit Procedur&(E 0 NBlj dzZA NBYSyGa 6SNB GKFG LNBflFyRQa

reduced to below 3 per cent of GDP for 2015. This correction was to be undertaken in a sustainable

manner so that the deficit would be expected to adhere to this ceiling into the medium tEhe

ceiling has been met with a buffer, with a deficit outturn of 2.3 per cent of GDP estimated for 2015.

hy +Fy adzy RSNI & Ay 3¢ -off Al thassactioB, BnddeficiRout(a is oweagany O S

at 1.3 per cent. Th&PUorecasts show an exgted sustainable correction, which is also robust to
the use of an adjusted deficit estimatieat assumes minimum compliance wite fiscalrules

(Figure 4.1). The EU Commission issued a formal recommendation to end the EDP in M3y 2016.

¥ The Budgetary Rule is a key pillar of the domestic fiscal framewdrikheffectively mirrors theSGPRand Preventive
Arm requirements forcoming years. Thé-iscal Responsibility Act 2012 (FRlAjines two ways of meeting the
NBIljdzZA NBYSyiia 2F GKS . dzRAISGI NB  wdz S dn-Tér BidgatarygRjgcve (MD@) Y RA GA 2y Q
is achieved. Whethe structural balance is niat or exceeding the MTO, the adjustment path conditrequires the
structural balanceo be on an appropriate adjustment path towards Assessment of this focuses on the change in the
structural balance but also considexgpenditure growth by reference to the Expenditure Benchmark (EB).

¥2kAtS GKS /1 2dzyOrf Q& Tecpslcompliadd with tNSBr® stary Rillle is baskaidiking 0
iny I i dzNB X (KS /t@asssd thé fiacal sthce/siyhastssidering compliance on a forwalabking basis.

40 |

ale unmc NBO2YYSYyRIGA2Yy FTNRY GKS 9! /2YYAaarzy (2

followed the budget deficit reduction to less than the 3 per cent of GDP ceiling in 2015.s$bssment is based on

GY20AFTASRET ADPSdS 2dziGdzNY RFGF T LINESARRSBR EG €omAigsiny Spiily S a

Forecasts show the deficit remaining below the EDP ceiling for-2018, thus satisfying the sustainability elent.
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By meeting theEDP target for 2015, the domestic and EU fiscal rules are also complied with. It is

notable that, following the significant upward revision to spending in-2i#&5 set out just ahead

of Budget 2016expenditure growth would have far exceeded the Prevéhtiv! NY Q& dzLJLISNJ f A YA
had these applied” Indeed, the degree of spending increases was such that these would have led

G2 I RSGAIFGAZ2Y Y2NB (GKIy G6A0S (G4KS &A1 S O2yaAiARSNI

FHGURH.1: SSTAINABLEORRECTIOBFTHEEXCESSIMBEFICIT
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Source: SPU 2086d internal IFAC calculations.
Note. GGBefers to the General Government balance.

IN-YEARASSESSMENT FGX016

Following a successful rection of the excessive deficit at ex15, the focus shifts to preventive
measures and to ensuring the meditterm sustainability of the public finances. This is the first
year that both the domestic Budgetary Rule and the EU Preventive Arm rules ljgpbiso the

first year that the Debt Rule applies, with transition arrangemémtffect until end2018.

hy GKS ol axa 2F (GKS 5SLINIYSYylG 2F CAylFyOSQa 6dzR3S
structural balance target required under both the domestic Budgetary Rule and the EU fiscal rules

will not be complied with in 20168he Expenditure Benchmark alappears to signal concerns of

non-compliance, when it is adjusted for significantebhef F& Ay (KS LINBIGA2dza &SI ND
provides a summary of all of the requirements of the rules as well as setiirthe detailed
calculationaunderpinning theExpenditure Benchmarn the basis othe main SPLR016fiscal

projections.

“While neither the path of the structural balance nor the EB determhio@mpliance with theBudgetaryRuleprior to

2016, they are assessed as part of thieler analysis of the fiscal stander 2015 RecentSGReforms mean that the
Corrective Arm tsuctural balance path must also be consistent with any Preventive Arm requirements. The reform is
intended to smooth transitions between both arms, while also avaidino-cyclical policies when a Membeta& is
experiencing strong growth during an ED¥3. Ireland entered an EDP prior to these reforms, a consistent structural
balance path was not required. Had the criteria been in force for Ireland in 2015, the scope for additional expenditure
increases towards the end of the year would likely have begtaited.
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TABLE4.1: SUMMARYASSESSMENT @OMPLIANCE WITRULES(% GDPUNLESS STATED

| Code|2015]2016]2017]2018]2019]2020] 2021

Corrective Arm:
Excessive Deficit Procedure

General Government Balance 23 -11 04 04 12 20 28
General Government Debt clepy 938 88.2 855 813 77.7 733 689
Debt Rule Benchmark B 1103 1021 927 862 825 793 756

Preventive Arm& Domestic Budgetary Rule
I. Minimum Structural Balance Adjustment Requirement
/| @0t A0t . dzRISGINEB [/ 2YLRYSy CGGB K 0.9 04 0.2 0.1 00 00

OneOff Temporary Measures -0.8 0.0 0.0 0.0 0.0 0.0 0.0
Structural Balance = GGBGGB Vv SB 2.4 -2.0 -0.8 0.1 1.0 2.0 2.8
Annual Change in Structural Balance G 0.9 0.4 12 09 09 09 038

MinimumAnnuaIAdjustmentRequiremenzt IN=ON n.a. 0.6 06 03 na na na

5SOAL GA2Y -wayd LI0S T -Gordidhcel na. -02 06 06 na na na
Il. Expenditure Benchmark

Reference Rate of Potential Growth (% yly)

Real Corrected Expenditure Growth Lin%i(% vly) = R-G
DSYySNIf D2@SNYyYSyid 9ELISYRAI
LYGdSNBald 9ELISYRAGIZINE 6e€6y0D
DNR&& CAESR /FLAGEE C2N¥YI GAl GFCF
Gross Fixed Capital Formation4y@ SNJ 3S 6 € 0 y 0| GFCE;,
DNR&& CAESR /I LAGEE C2 NGFAEA
CyclicalnemploymentEE LIS Y RA G 4zNB 6 e 6y 0
CorrectedExpenditureAggregate = TEi -inv-u-9! 0 € 0 68.2 672 68.0 69.1 699 707 716
SRV - W) VA XTI S-RVA I \N-BRWASH G ESRVAN - I (Yl 09 07 01 05 04 04 04

b2YAYLEE / 2NNBOGSK =l 691 680 679 686 695 703 712

1.9 3.2 3.4 3.6 3.7 3.7
1.8 2.1 1.2 0.0 0.0 0.0
0.1 11 2.2 3.6 3.7 3.7
754 739 747 756 764 77.0 775
6.7 6.3 6.3 6.1 6.0 5.8 5.4
3.9 4.0 4.0 4.2 4.8 5.1 5.5
3.7 3.8 4.0 4.0 4.2 4.5 4.9
0.2 0.2 0.0 0.2 0.5 0.6 0.6
-0.1 -0.2 -02 03 -05 -07 -08

C
EB
TE

=
2

=

4 —.

Xb2YAYylf DNRoORTE1)B0@&0 ' 6 72 04 10 08 06 06 07
XwSIf DNRgGK 672 &«keé o 6| e 62 20 -02 05 07 -07 -06
S na 01 11 22 36 37 37
Deviation (p.p.) = efEBX LJ2 & A (i Ad@Bplidhcey 2 na. -21 -13 -27 -43 -44 -43

Relevant Macroeconomic Aggregates
Real GDP Growth (% yly)

Potential GDP Growth (% y/y)
Output Gap

GDPDeflator Applicable (% yly)
SourceSPU 201énd internal IFAC calculations.
! The Backwardand ForwardLooking Benchmark are calculated on the same basis but the assessment relates to
RATFSNBYG @SIHFNR O6GKS |aasSaayvySyid 2 Twoydarslatdrd.edSd NNU A& bTHENIDE ST NI
2 Annual adjustment requimaents (determined by EC Matrix, Appené)xand real Corrected Expenditure Growth Limit
F2NJ @8SENJ adég FNB FTNRISY Ay &LINAYy3d 2F (GKS LINB@GA2dza &SI N®» wS
® The reference rate of potential growth is based 8AM estimatefrom SPU 2016Gveraged over-b to t+4. EC
estimates of the Reference Rate and Convergence Margin will apply for the Preventive Arm requirements.
4 Cyclical unemployment expenditure costs are based on average benefits and the gap betweeplaymert rates
and the CAMbased NAWRU.

7.8 4.9 3.9 3.9 3.3 3.1 2.9
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MTO AND STRUCTURABALANCEADJUSTMENTREQUIREMENTS
¢tKS D2@SNYyYSydQa ai NyrQectez\btfto fuilydaiea $hé MewliunTeryi O S

ho2SOGABS 6act¢hiv NBIJANBYSYyld Ay HnamcI (Kdza y2i

Both the domestic Budgetary Rule and the EU rules therefore require that appropriate adjustments

FNE YIRS (26 NRaminimkirBMTO tvasdevisetliB FebryaR Q@6 and is now set
as a structural deficit of 0.5 per cent of GDP for the period Z801R (BoxF), though the previous
requirement set at 0.0 per cent still applies for 2016. The current -BA8¢d estimate of the
structurd balance for 2016 i€2.0 per cent of GDf.

¢KS 5SLINIYSYld 2F CAYylFIyOSQa 0dzRISGINE LINR2SOGA2Y:

structural balance target required under the domestic Budgetary Rule and the EU rules will not be
achieved in 2016.He recpired reduction in the structural deficit amounts to 0.6 percentage tsin

of GDP as $én S$ring 2015however, the Department is currently forecasting a deficit change
(adjusted for oneoffs and cyclical developments) of just 0.4 percentage pointsr@g-ig@).The
estimated changeliffersfrom that estimated by theeUCommission primarilgn account of

different estimates of oneoff/temporary measureselevantfor 2015(Table4.2).** The change

implies that both the adjustment path conditimf the domesi A O NXz S& FyR GKS 9!

balance adjustment requirement would not be met in 2016 based orStPEforecasts.

TABLE4.2: ESTIMATES OBNE-OFFTEMPORARWIEASUREE% GDR

| l2015{2016]2017] 2018] 2019] 2020 2021
Department of Finance EstimateSHU 2016 -0.8
EU Commission Estimatedpfing 201 -1.0 0.0 0.0 - - - -

SourcesDepartment of Financ&PU 201,82U Commissio8pring 201@&uropean Economieorecas{EC, 2016a).

The annuathangein the structuraldeficitfor 2016 idower than indicated at budgdime dueto a
number of factors. Strongahan expected tax receipts at the end of 2015, particularly corporation
tax, resulted in a significantly lower deficit outturn for 2015 thmaviouslyprojected. Despitéhe
increase in the revenuease for 2015 compared to theutiget day forecastSPU 201&ft the tax

revenueprojection for 2018unchangedas discussed in Chapter. 3he stronger 2015 base

*2 Structural balance estimates derived from CAM output gaps may be inappropriate for Ireland (Chapter 2).

“3Based on a recalculated structural balance change that incorporates some of the information fr8RUtbe EU
Commission (2016§@stimdes show an expected reduction of just 0.1 percentage pajragain, short of the required

0.6 percentage points. Assessing®RU- y R G {1 Ay 3 | O02dzy i 2F (KS idcladnywith a2y Qa

respect to the EB pillathe Commission recomendation for a Council recommendatioiotes that Ireland is

GXSELISOGSR (12 oNBIFIRfe&e O2YLXeé& gAGK GKS LINEt @hotedttay & 2 F
AXFANIKSNI YSI adzNBa 6Aff 0S yrSeSeBtidiated Ghangesiy thedNBturaDimiics 7\ 'y O
relevant for assessingranteO2 YLI Al yOS GgAGK GKS adGNHzOGdzNI € ot yO Ntz

forecasts, however, which show a 0.2 percentage point change for 2016 (EU Commission, 2016c).
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coupled with arevenue B O &0 F2NJ Hnwmc dz/biget, yidnk BmafeNdfisit h OG 206 SN
reduction than forecast iBudget 2016

There are important implications if the structural balance adjustment for 2016 falls short of the

required 0.6 percentage points of GDP in ghgpostassessment by a wide margin. For instance, if

the shortfall exceeds 0.5 percentage points (8flcurrently estimates a shortfall of 0.2

LISNOSy Gl 3aS LRAyGav: (GKSy Apfendix? dovdigedth® y Q4 2 OSNI f f
Significant Deviation Prodare BoxG0O 06 SAy 3 AYAGALF GSR® ¢KS /2YYAaaAzy
would also scrutinise more closely the reasons for the Expenditure Benchmark being achieved and

therefore giving a contrasting signal of compliance to that of the structural balance adpistme

FIGURE4.2: ASSESSMENT @OMPLIANCE WITH THBHDGETARRULE

A. BJDGETCONDITION

B. AJUSTMENFPATHCONDITION

8 14
o s
5 a 121
X S 1.0 -
g za
o S 9081 \
< = 0
8 2206
E S 04 Y4
2 5 —_—
(8]
5;; 5 0.2 1
OO T T T b v v g
2015 2016 2017 2018 2019 2020 2021 2015 2016 2017 2018 2019 2020 2021
==¢==Structural Balance =¢=Change in Structural Balanc
= \|TO == \in. Required Change in Structural Balar

SourcesSPU 2016nternal IFAC calculations.

Note: The minimum MTO for Ireland was revised t0.5 for 20172019 and is planned toeachieved in 2018 so

that the adjustment pathcondition no longer applies thereafter. Required changes above are calculated based on
the previous year's structural balance. If minimum adjustments were undertaken, the MTO would be achieved in

2019, a year later than plannéd SPU 2016

EXPENDITURBENCHMARK
The Expenditure Benchmark is intended to complement the analysis of requirements set for the

structural balance, though the rules may give conflicting signals under certain circumstaRoes.

*The level of the structural balance estimated for 2016 has also been revised up since-tBudg&hese revisions are
largely the result of higher estimates of potential output growth for 2016 (now estimated at 5 per cent, compared to
4.1 per cent previosly) and associated reductions in the level of the output gap (now estimated as 1.7 per cent,
compared to 2.5 per cent). These changes reflect thegyaical nature of estimation under the Commonly Agreed
Methodology and serve to produce a structuraldrzce estimate for 2016 that is higher than previously indicated.

“S\While the EB is designed to support achieving the targeted structural ballapcevement, there are a number of

scenarios where they may give differing signals as to compliance withlgee (IFAC, 208). This is especially true if (i)

there are oneoffs or temporary measures, which are not captured in the EB as in the structural balance; (i) if current

year estimates of potential output growthiverge substantially from the tepear aserage used in the calculation of the

9. Q4 NBTFTSNBYOS NIGST 2NJOAAAL AT | FlLEtt Ay GKS dNHzS adaNuzOd
cyclical adjustments to estimates of potential output. In such cases, the estimated struzalaate alone may fail to
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2016, spending increases are expectedall substanilly below thosepermitted by the

Expenditure Benchmark.

The reason for the conflicting signals between the insufficient progress under the structural

balance rules and the margin under the spending rule is primarily due to the calculation of the

Expenditire Benchmark not excluding owdf items or temporary measures. This is in contrast to

the structural balance calculatiomhich does remove such items. Not removing the-offfdtems

for the purposes of the Expenditure Benchmark calculation has a proedweftect on estimated

spending in 2015.he EB is argwth-based ruleso that the onceoff boost to spending in 2015

ASNPSa (G2 NIA&AS GKS o0lasS ¢gKSy FaaSaaay3d GKAA &St

Thetemporary, oneoff increase irthe 2015spending basstems from theconversion oE H ® m

billion of AIB preference sharesto ordinary shares. The transaction is treated by Eurostat as a

capital transfer owing primarily to the increased risk associated with potential returns on the

shares. The decision boo@s@ S NI f £ SE LISy RA (i dzNSS a resyilt, thepermitted & € H ®m 0
ceiling for corrected expenditure is now much higher in 2016 than had previously been estimated,

even though there is a deviation from the minimum structural balance adjustment egeint.

Looking at the Expenditure Benchmark excluding the AIB transaction and thereby looking through

the inconsistent treatmentofon@ F ¥ a3 (KS 5SLI NIYSYy(iQad &ALISYRAY3I LINZ
non-compliance with the Expenditure Benchmark requiremdnt2016 when the AIB transaction

AY Hnmp Ad RAANBIFNRSRD® ¢KS [3420AF0SR 2@0SNRARLISYR
per cent of GDP) on the basis of curr&RUplans (Figure 4.3ziven weaknesses in expenditure

managemenin recent yearsincluding the pattern of overspending in Health, there are risks that

this underlying breach (i.e., the deviation stripping out the edfE€AIB transaction) could widen by

endyear (Section 4.5).

sufficiently capture underlying changes in the fiscal position. In the event of such conflicting, dtgm&suncil will

form a view on compliance with the Budgetary Rule based on an analysis of the particular reasons gnaleylyin
conflicts. In undertaking the assessment of rutee Council will primarilyefer to the Departmenf #@recasts and
estimates, with analysis and sensitivity tests of key assumptions and forecasts where appropriate and necessary.
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FIGURE4.3: OMPLIANCEVITHTHEEXPENDITURBENCHMARK
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Source: SPU 2088d EGSpring Economic Forecasts.
Note: The real corrected expenditure projectionsSRU 201@re purely technical in nature and assume no budget
changes for 201:2021.EB is complied with where reabrrected expenditure aggregate grows slower than EB rate.
This real growth rate is adjusted to reflect the scale of discretioreugnue measures. EB limit estimated based on
SPU 201éhputs. Assessment will use EC estimates.

DEBTRULE
Transitioral arrangements under the Debt Rulpgy until end-2018 before normaDebt Rule

requirementstake effect*®

Therequirements areunlikely topresent a binding constrainto

mediumterm fiscal policy as the projected paceretiuction of the debto-GDP ratio is

significantly faster than DelRule requirements. For instancEable 4.1 shows that the

5SLI NI YSYy(dQa RSowhichhite iedhgicallaNB 8@ tiobadged changes for-2017

2021cF L ff 0Sf2¢ GKS (62 YIFIAY ONKHERM& Fl@omimli KB 5So0 0 v

benchmaka ¢ 0 Ay |ttt F2NBOFad &SI Na
EX-ANTEASSESSMENOF 2017 102021
The exante assessmendf compliance with the fiscaltes for 2017 andlater years focuses on the

LI OS 2F adGNHzOGdz2NI £ RSTAOAG I R2dza(Box@.yhisalfo2 6 NR& Y

includes an analysis spendinggrowth using the Expenditure Benchmark (BB debt rule,

(o))
e .

though applicable, is not likely fresent a binding constrairfSection 4.3).

MTO AND STRUCTURABALANCEADJUSTMENTREQUIREMENTS
The Department currely projects a structural balance €3.8 per cent of GDP for 2017. This
represents an improvement of 1.2 percentag@ints on the previous year, and therefore exceeds

the 0.6 percentage point adjustment requiremetitf the structural balance path envisaged in the

* The debt rule sites that debt in excess of the 60 per cent déGDP ratio must be reduced by at least 172ger
year on average. For a more detailed discussion, seeARAtical Note 5: Future Implications of the Debt RIFAC,
2014a).

*"The 0.6 percentage poirdt i NHzO (i dzNJ f o6 I

thyo a S
2y (GKS olaira GKFG GKS /2YYAa

S FR2dAGYSyYy (i NS ljAgpeniE Sy i A a
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SPUwere to be followed, then the eshate for 2017 would be just shoof the required MTO level
of -0.5 per cent of GDRn this path, a adjustment of 0.3 percentage points2018would, in this
context,be sufficient to meet the MTOf a 0.5 per cent deficit structural termsn 2018. Once

the MTO has been achieved, no further adjustments are requEseng as the MTO is maintained
In addition, theVade Mecun{EC, 2016 notes that ountriesthat have & ¥xceeded their MTO do

not need to be assessed for compliance with Er@enditure Bnchmarké ‘@

The structural balance path outlined in t&) however, is based on technical fiscal projections
that assume no budget changes for 264021 This scenapidoes not account for stated
commitments to use the additional net fiscal space availddtevious statements have also
signalled intentions of moving towards the MTO at the minimum required ¥atehile the

technical projections show the MTO being me2018, if a minimum compliance policy is followed,

this could have implications for when the MTO is achieved

TheSPWQ @rojected structural balance improvements padifO achievement would be unlikely to
materialise in a minimum compliance scenario. If budgetary projections were consistent with
minimum rule compliance, this would see the structural deficit remain at th©Malue of0.5 per
cent of GDP rather than rise to a 2.8 per cent surplus by PORapter 3)Figure 4.2 compares the
structural balance path to the expected requirements out to 282Though 2016 and 2017 fiscal
requirements are now set, some uncertajemains for subsequent yeaRequirements will
depend on the degree of compliance for preceding years and on ssjg#yestimates

dzy RSNLIA Y Y A Y % Appfer®lix® /  a Yl GNRE

EXPENDITURBENCHMARK

The fiscal path provided BPLR016for the period 20172021 includes no significant policy

changes and is largely technical in nature (discussed in detail in Chapter 3). The technical forecasts
show marked ovecompliance in relation to expected allowable growth rates under the EB beyond

2017. If the projectins were to incorporate expected budgetary decisions, however, the extent of

category (between +/1.5 per cent), and the dekb-GDP ratio is set to remain above 60 per cent. The requirement is
frozen inspring

*®The updatedvade Mecun{2016) notes that in the case bfember States exceéagtheir MTCE (i K&haliaed
from the requirements of the ExpenditureeBchmark withoutit being considered significant, as long as the MTO is
maintained ® Made$lecunalso clarifies that revenue windfalls Wik consideed when judging whether these are
partly responsible for the overachievement of the MirCanyexpostassessment.

PeKS {LINKy3 902y2YA0 {(FGSYSyd 0 5s8helntadion 8fyhis G@&a@nmemttg Yy OS S H M|
SyadaNB GKFG 6S Y2@0S G261 NRa GKS ac¢h G GKA& YAYAYdzy NI GS 2

*The path of minimum compliance is calculatedasnannual basis by reference to the structural balance path
published inSPLR0O16 It assumes that the structural deficit of 2 per cent forecaSmP2016is met, 0.6 per cent
adjustments are then required in 2017 and 2018, with a final 0.3 per censtaagunt applying in 2019.
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over-compliance for 201-2021 suggested by t8PUvould not materialise. For 201ihitial
indications suggest thahe maximum permitted growth rate in spending permitted undee
Expenditure Benchmark for 2017 has now beetat 1.2per cent in real termss of the spring

2016 EU Commission forecasts.

THEMEDIUMTERMEXPENDITURERAMEWORKMTEF)

The MTEF represents a core domestic budgetary reform in recent years, retugriggvernment

to provide threeyearahead expenditure ceilings for each departméhtipper limitson overall

General Government expenditueze set by the Expenditure Benchmark, wiildividual

Ministerial ceilingsre intended tocontrol Departmental ependiture withintheseupper limits.>®

The reform is designed to assist the planning and delivery of service reforms, and to avoid the type

of expenditure management problems observed prior to the crisis.

Persistent revisionso expenditure ceilings sinc11 serve taindermine publicspending

management. Without improved systems of expenditure planning, it is likely that recent upward
revisions to expenditure ceilings will continue the frésis pattern of precyclical adjustments

(Figure 4.4). Recent ges have seen spending pressures underestimated and execution problems
addressed by relaxing overall government expenditure ceilipgysicularly in theHealtharea.>*

There are indications of a similar trend emerging in 20k®ugh such increases mayh®

address underlying pressures in some areas, they may also damage expenditure control incentives

and practices, thus perpetuating the cycle of upward revisions to ceilings.

1 The full set of parameters relevant for the Preventive Arm, based dpEQg Forecastbave not yet been
published.

*2The MTEF is set out in thdinisters and Secretaries (Amendment) Act 2848 Departmental Circular 15/13.

%3 See MediurdTerm Budgetary Framework (Department of Finance, 20I4gMinisters and Secretaries

(Amendment) Act 2013vhich legislated for the ceilings, provides for both an aggregate ceiling on gross Departmental
expenditure, including the Social tmance Fund) the Government Expenditure Ceilingnd for individual Ministerial
ceilings. Furthermore, it requires that the aggregate of the Ministerial ceilings be no more than the Government
Expenditure Ceiling'he legislation provides that where ti@vernment has decided on a Government Expenditure
Ceiling, they may make a further decision to revise the Government Expenditure Ceiling to a lesser or greater amount.
Subject to such a revision the Government may revise the Ministerial Expenditurg€eili

**In both 2014 and 2015, the effective limit on fiscal policy was the deficit ceiling under the EDP, which permitted
upward revisions to spendirtgrough changes to the GES revenues were higher than expectethis increase in the
GEC created roofior individual Ministerial ceilings to be increased to allow for higher than anticipated expenditure
without a breach of individual Ministerial ceilingheTMTERets out sanctionshere an individual Ministerial ceiling is
breached in a given year. Thesanctions are serautomatically imposed and escalate to the repayment of excess
spending from future ceilings
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FGURH.4: GROSLURRENEXPENDITUREORECAST:!
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The weakness of the domestic MTE& tontinuingconcern Poor implementabn of the domestic

MTEF may, at least in part, relate to perceptions of this being primarily deMelinstrument

NF KSNJ GKFy | aGNXGS3IAO (22f F2N) IdZARAY3IA yIF A2yl f
are aggravated by amendments to tBependture Benchmark, which mean that aggregate ceilings

are updated annually rather than being set in advafurethree years™® The change implies the

absence of dixed, multi-2 S | tdf@dowdné anchorfor expenditure In the absence of an

appropriately functiming MTEF, this risks a return to permanent expenditure increases that are

based on positive shoterm macroeconomic dynamics

¢CKSNB IINB |faz2 ¢SI{1ySaaSadziy RSBEI NAEZFY iRt NEKNB § D dzk
policy costs with the aggregate ceilings. A major difficulty with the recent application of ceilings in

Ireland is that the aggregate of all Ministerial ceilings haen set at exactly the same levels as the

overall government expenditure ceiling (e.g., with reference to the maximum permitted by the

Expenditure Benchmark). Another approach would be to allow some margin between the sum of

Ministerial ceilings and thtargeted level of total expenditure set by the government expenditure

> There also remain inconsistencies between the operation of the EB and the domestic MTEF. The upward revision to
the GovernmentExpenditureCeilingin 2015 highlights the importance of the base expenditure level when operating an
expenditure growth ruleArepeat of the inyear upward revisions to expenditure would likely cause a breach of the EB

in 2016. However, a further consideration istlspending below the permitted level would lead to a reduction in the
permitted level of spending in subsequent years. Thisldlead to a situation where inefficient expenditure is

undertaken to avoid the erosion of the base expenditure level. The @anprovision in the domestic framework is
designed to avoid this by allowing for savings in one year to be carried over to the next. However, under the EB any
such carryover would still be considered a reduction in the base expenditure level. If thedéxpe planning process

is to be successful such inconsistencies should be resolved.

74



Fiscal Assessment Report, June 2016

ceiling. This would facilitate revenue uncertainties and legitimate expenditure overruns.
Importantly, it would also addresscertainties about the maximum aggregate expenditure level

that is allowable under the Expenditure Benchmark given annual updates to this. Setting ceilings in
line with the expected maximum can lead to certain risks. If ceilings are set too high, subsequent
downward revisions to the maximum level permitted by BB could necessitate spending

reductions to stay within permitted limits. Similarly, if unexpected spending pressures arise,

addressing these could lead to a deviation from the EB limit when ceilings are initially too high.

Annual evisions togovernment &penditureplanscomply with domestic legislation and the
Corrective Arm of th&GRbut go beyond that permitted by th€ircular which outlines thalesign

of the IrishMTEF*® The bmesticMTERrameworkpermitsrevisions toceilings(i) under
exceptionakircumstances, as defined in tR&A (ii) through the introduction of compensatory
discretionary revenue measures, or (iii) where adjustments are related to spending on cyclically
related unemployment spending or EU-tmded pyments.Given that the preentive arm
requirements, consistent with the domestic Budgetary Rule, are now operational irefuflions

to Government Expenditure ceiling®m 2016 onwardsvill only be possible in the circumstances
set out in the Circulavhen spending is already maximum leved permitted by the Expenditure

Benchmark (i.e., consistent with a policy of minimum rule compliance)

BoxF: THEUPDATE TARELANG® MEDIUMTERMOBJECTIVEMTO)

CKA& 02E SELX IAy&a ( KimNdWTS.yWhile MedRér St&ies re |
required to set their MTOs in their Stability Programmes, the European Commission calct
a minimum value for each country based on an agreed methodoldgy MTO requirement
was lowered from a requirement of a balanced struetuteficit (i.e., a structural balance
equivalent to 0.0 per cent of GDP) to a structural deficit of 0.5 per cent of GDP. The decis
was taken in February 2016 and will apply for the period 22019.

In most circumstances, theinimumMTO is reset evgrthree years and is intended to:

0] provide a safgy margin with respect to the 3 per cedgficit limit in light of past
economic (and associated budgetary) volatility;

(ii) ensure sustainability or rapid progress towards this. This is assessed against
need to ensure the convergence of debt ratios towards prudent levels, while
giving consideration to the economic and budgetary impact of ageing populati

(i) in compliance with above, allow room for budgetary manoeuvre, in particular
taking into account publimvestment needs.

Three bounds are designed to achieve the above aims. The bounds are based on estima
the burden of Implicit Liabilities and Debt (ILD), the structural balance required to ensure
the 3 per cent of GDBGHimit is not breached dring a normal economic cycle (the Minimun

*® See Circular 15/13MediumTerm Expenditure Framework: Application to Current Expendituravailable at
http://circulars.gov.ie/pdf/circular/per/2013/15.pdf
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Benchmark (MB)) and, finally, a minim bound applicable to certain Membetages :

1. MTO"® adds expected ageing costs amdlects sustainability of public debt.

2. MTO"®: estimates a typical (representativelitput gap; uses the sensitivity of the
deficit to this toderive a minimum deficit level that sets a safety margin to 3 per
centceiling.

3. MTOFERM2 4y additional lower bound ofl per centfor EuroArea and ERM2
Member States.

TheminimumMTO requirenent is set as the maximum (or most constraining) of the above
bounds (rounded to the lowest ¥ percentage point of GDP):

MTOmin = max (MTE, MTO'8, MTGVo/ERMS

¢KS LINAYLFNE RNAGSNI 2 F midiiiuin MRGrénigérient@rhie MEDS
(TableF1) The MT®Pis the sum of threeomponents: (i) the budgetary balance that would
stabilise the debt ratio at 60 per cent of GDP; (ii) a supplementary-mehiction effort, when
debt levels are above 60 per cent of GDP; and, (iii) the budgathngtment that would cover
a fraction of the present, discounted value of projected-aglated expenditure increases.
Estimates of ageing costs are produced by the Ageing Working Group under the EU Ecol
Policy Committee every three yeas part of aeview of the impact of long term demograph
trends on the public finances. The reason for the lessening of the ILD bound is primarily r
to lower projections of future ageing costs, with these driven in the main by downward
revisions to future speding on public sector occupational pensioifese aralsoevident in
downward revisionso expectedbenefit ratics (i.e., averagepensions in relation to average
wagesc seeEU Commission, 20hp Estimates of ageing costs over such long horizons are
subject to a considerable degree of uncertaimgfated todemographic and economic
developmentsas well as other facts.

TABLEF1 CALCULATIONENDERPINNING THEPDATEOMTO (% GDP)

Py MTO Components MTO"°SubComponents
Covered

@ (ii) (iii) Max of [AE®) (a) (b) (©
MTO™® | MTA | MTA® | (iiijiii) GRS Debt Additional Debt | Increase
ERM2 =a+b+0.33%c izva"?et; stabilising Reduction in Cost of
1/4pp) balance Effort Ageing
20142016 -1.2 -1.0 0.2 . 0.0 -2.6 1.4 4.2

2017-2019 -1.3 -1.0 -0.3 -0. -0.5 -2.5 1.3 24
Change (p.p.) -0.1 0.0 -0.5 -0. -0.5 0.1 -0.1 -1.8

The debtto-GDP ratio is also a key consideration when setting the'MTEdr Ireland, a more
appropriate measure may be the detit-GNP or a hybrid measure as proposed by the Coul
(IFAC, 2012b) on the grounds that either can more appropriately capture fiscal capacity. |
either of these measures been used to assess tistamability of debt, it is likely that the MT(
would have been reset at eithed.25 per cent (using the Hybrid) or 0.0 per cent (GNP).
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BoXG: INTRODUCTORG®UIDE TO THPREVENTIVARM AND THEBUDGETARYRULE

This box introduces the key elements of both the Preventive Arm ob@ind the domestic
Budgetary Rule, which will become operational in full over the coming years. The focus u
the Preventive Arm primarily relates to mediderm sustainability. Searal rules form part of
the Preventive Arm, which seek to ensure that growth in government spending does not
exceed longun economic growth, while also ensuring that the budgetary position is broad
balanced. In addition, th8GRules seek to guide higpvernment debt towards safer levels i
a phased manner.

Domestic legislation mirrors and reinforces tA&€Requirements, with the Budgetary Rule a
core component of the national budgetary framework. Independent monitoringpaipliance
with the Budgetay Rlzf S A& |y 9! CA&aOlf /2YLI Ol NXBIJj
mandate®’

THEPREVENTIVARM
The MediumTerm Ridgetary Objective (MTO)

At the core of the Preventive Armisthe ME® G NBSG F2NJ | O2dzy i
Member States busubject to a minimum EC requiremethiat is revised every three years is
designed to (i) provide a safety margin against the 3 per cent of GDP, EDP deficit limit, (ii
ensure the sustainability of public debt, and (iii) allow room for manoeuvre, ticpkar for
investment spending. A margin of 0.25 per cent of GDP is allowed when assessing MTO
FOKAS@SYSyld G2 I 002dzyd F2N) SadAYlIGAzy dz
structural balance of0.5 per cent of GDP for 202019, having ben set at 0.0 per cent of
GDP for the preceding period.

Progress towards the MTO is assessedhe basis of two pillars:)(Structural Balance
adjustment reqirements, as complemented by)(the Expenditure Benchmark.

i: Structural Balance AdjustmeRequirements

For countries not yet meeting their MTO, the Preventive Aequiresgradualannual
adjustments toward this. Typical adjustment requirements are for an annual improvement
0.5 per cent of GDP, but are tailored according to current econoomditions.

The requirements may be larger or smaller depending on economic growth, the output ga
debt levels and broader assessments of debt sustainability risks. For instance, requireme
generally greater when the economy is performing stronglyh as when output is above
trend levels and growth rates are exceeding estimates of potential output growth. By cont
when economic growth is low or negative the requirements may be loosened or even
suspended. This provides for an appropriate degtee 02 dzy 1t SN & Of A Ol f
GKS 6AYRéEO Ay 023K 3I22R GAYSa YR O0FR®
aggravating boord dza it O@ Of Sad ! GlFo6f S NBFSNNBR &
2015a) shows the specifiequirements for annuadjustments Eigure Elin Appendix }>°
The planned adjustment is set out by countries in their an@RlUsind is then assessed by tt
EuropeanCommission

Some additional, limited flexibility is permitted for certain investmepénding and structural
NEF2NY LA IFya a ¢gStfl & @RNDdzyaialdy ©S RiN2ie
O2yNRBE>X GA0GK YIFI22NJ AYLI OGa 2y (GKS 320381

o Treaty on the Stability, Coordination and Governance in Economic and Monetary Union (TSCG).

*®The EC publication (EC, 20168king best use of the flexibility within the existing rules of the Stability and Growth
Pactis available ahttp:// eur-lex.eurom.eu/legalcontent/EN/TXT/?uri=celex:52015DC0012.
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the basis that it does not endanger giem-term fiscal sustainability, with deviations from tht
MTO or adjustment path towards it only justified on a temporary basis. The investment ar
structural reform flexibilities must conform to strict criteria and are limited to temporary
deviations indridually of 0.5 per cent of GDP, with cumulative limits of 0.75 per cent.

ii: The Expenditure Benchmark

The Expenditure Benchmark complements the structural balance adjustment path assess
with an analysis of government spending growth.

A maximumallowable real expenditure growth rate for the following year is set annually. It
basedonate® SI NJ SN} IS 2F (GKS SO2y2yvyeéeQa Sai
NJ- (i°5To ébtain a nominal allowable spending figure, a GDP deflator forecasafged over
spring and autumn EC forecasts) is added to the volume growth rate permitted under the
Relevant estimates of the GDP deflator, the output gap and potential output growth are st
YR FTAESR 2NJ aFNRBI Sy ¢ A yply bolalstibgeguerst Fssessidils. |
Finally, where a country is not at its MTO, an additional requirement ensures that the
allowable growth rate is consistent with structural balance adjustment requirements (the
GO2y@SNEBSYOS YINHAYEOO®

Assessment

Assessmetnof compliance with the Preventive Arm requirements is conducted oexamte
andex-postbasis, with an overall assessment of both Ergenditure Benchmark and the
structural talance adjustment requirements conducted in cases where one of the
requirements is deviated from. Thexpostassessment is of particular importance as it may
lead to a Significant Deviation Procedure. This can result in sanctions for Member States
including aninteresb SI NAy 3 RSLI2aAid Sldz t G2 GBRbH LIS
6SljdzA I £ Sy G 2° GommiissionyasséssmergtsTof campliapcé fdcus on stabil
and convergence programmes and draft budgets submitted by Member States sBEtuUas
2016andBudget 2016

In-yearandex-ante assessmentsovera Member $&teQ@ plans for the current and next year
6aité FyR ailbwméyaar esimatesiarddudgetady plans, fompleingnted by a r
assessment based on the Commission forecasts. They cannot lead to a Significant Devia
Procedure, but aim to facilitateppropriate policy guidance and to inform policy debate.

Expost assessmentoverthe previous® S Ndé@wa &+ yR G KS | @SNIF 3S
OéemE F-WROBGO2Y (GKS ol aira 2F 2dziddz2Ny RIGL
assessmet, the expostanalysis concludes that a significant deviation from the adjustment

> Estimates are based on the Commonly Agreed Methodology, which has its drawbacks. In particular, the method has a
tendency to produce prayclical measures of potential output growth, such that potentiaipoit growth rates follow

actual GDP growth rates quite closely, thus constraining the cowyieical scope of fiscal policy (Chapter 2).

% Two exceptions to this freezing of requirements apply: first, when economic conditions worsen between the spring
and autumn EC assessments such that the revised output gap falls ¥efoev cent (i.e., if a Member State falls into

WHSNEQ 2NJ WSEOSLIiAzZzyltfe o6l RQ GAYSauvd Ly &dzOK Ol 48Sax
been revised so thasubsequent assessments indicate the MTO has been met, this assessment will prevail over the

frozen requirements.

®. A Council recommendation follovemny Significant Deviation Procedusnd outlinesnecessary policy measures to
address the deviation. If th®ember State fails to take appropriate action withtargiven deadlinea decision on no
effective action and the imposition of sanctioae possible.The Council votes on such decisions with reverse qualified
majority voting. Votes occur within ten dag$ the Commission's recommendation and the Council may also vote to
amend the recommendation and adopt the amended text as a Council decision, by qualified majority voting.
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path to the MTO or from the MTO itself has occurred, the Commission will address a wari
launching a Significant Deviation Procedure.

THEBUDGETARRULE

Mirroring the requirements of the Preventive Arm on a national level is the Budgetary Rul
requirement as set out in thEiscal Responsibility Act (FRR)e Act effectively translates the
Preventive Arm requirements into domestic legislation followingRiseal Stability Treaty,
which was approved by referendum in 20°%2The Budgetary Rule has been in force since it
legal commencement on 31 December 2012.

The Budgetary Rule and associated enforcement mechanisms are designed to be donsis
with the requirements of the Preventiverf of the SGPwhile IFAC has a responsibility as a
part of its mandate for monitoring and assessment of the Budgetary Rule.

¢KS 4. dzRISG / 2yRAGAZ2YE YR GKS | R2dzaAlGYS)

The key elements of the Budgetary Rule &&e& & . dzZR3ISG / 2y RAGA2Y €
condition

¢KS a.dzR3ISG /2yRAGAZYE A& | NaBihaBSenkRlYy Sy i
Government is in balance or in surplus. A failure to meet the requirement is only permittec
result of exceptinal circumstances and if it does not endanger medtanm fiscal
sustainability. The Budget Condition is also deemed to be respectes stiinctural balance is
at the MediumTerm yjective as set under the Preventive Arm.

The adjustment path conditionpplies when the MediurTerm jective is not being met, ant
requires that the structural balance is converging towards this. The timeframe for converc
is set in accorance with the 1997 Surveillance andao@dination Regulation. Failure to meet
the requrement is also only permitted as a result of exceptional circumstances and when
does not endanger mediwterm fiscal sustainability.

Assessment

TheFiscalResponsibilitAct (IRAT | @ a4 2dzi &aLISOAFAO NBI dzA NB
YSOKI YyAadYé 6KSYy (GKS D2@SNYYSyd aasSaasSa
. dzRASGF NB wdzZ S 0gKAOK O2yadAddziSa I aai:
issues a warning to thState under the 1997 Surveillance and Coordination Regulation relz

%2 The referendum on the Thirtieth Amendment of the Constitution (Treaty on Stakiloordination and Governance
in the Economic and Monetary Union) Bill 2012 was held on 31 May 2012.

% Based on legal clarifications, the Council is of the view that the budgetary position in this context refers to the
structural balance.
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to such a deviatiofi? In such circumstances, tiéRArequires that the Governn lay before
the Dail, within twomonths, a plan specifying what is required to secure compliancethgth

Budgetary Rul& The plan must also be consistent wiiGRrequirements.

Furthermore, if the Government does not accept an assessment by the Fiscal Council reg
compliance with the Budgetary Rujeéncluding compliance with any correction plan put in
place to meet the rule the FRArequires that the Minister, within twanonths of being given €
O2Lk 2F GKS /2dzyOAfQa FaasSaavySyidz LINRJAI
been accepted®

The Council has clarified two elementgamation to how the Budgetaryuke is to be assessed

1. EDP requirement§he Cancil is of the view that Budgetary Rule requirements,
though legally applicable since 31 December 2012, are legally satisfied by meetin
requirements to 2015. From 2016 ok & & . dzZR3IS G / 2 yijestméntpaty
conditionwill operate in full.

2. Dual assessmenthe Council, following legal clarifications, is of the view that
assessment of compliance with the Budgetary Rule incorporates a dual assessme
requirements for both the structural balance and the Expenditure Benchmark.

ADDITIONAINFORMATION

More detail on the operation of the European rules is covered in the upddéet Mecunon
the SGP: 2016 EditidEC, 201€).%” Detail on the domestic rules framework is available in th
Medium-Term Budgetary Framework (Department of Finance, 2014), with core componer
being the Budgetary Rule as set out in fiscal Responsibility Act (2052 the Medium
Term Expenditure Fragmvork set out in theMinisters and Secretaries (Amendment) Act 201

o4 Regulation (EU) No. 1175/2011, 16 November 2011 andvtme Mecum?016 specify that significant deviations

refer to deviations in structural balance adjustments toward MTO or deviations in expenditure developments net of
discretionary revenue measures paicting on the government balance, where the deviation is at least 0.5 per cent of

GDP in a single year or at least 0.25 gent on average per year in tveonsecutive years.

® ERAArtiCle 6(1):df the Commission addresses a warning to the Statder Aticle 6(2) of the 1997 Surveillance and

Goordination Regulation or if the Government consislérat there & a failure to comply with the BudgetarylR which

constitutes a significant deviation for the purposes of Article 6(3) of that Reguldtierovenment shall, within two

months, prepare and lay before Dail Eireann a plan specifying what is required to be derelftng compliance with

the Budgetary Rleé! NIIA Ot S coo0Y a¢KS LINRBJAAAZ2Y )t filedodhe Stdoiity LI |y aKI €
FYR DNRBgUOGK t I Ol de

®FRMTrtiCle86): 6 LT (G KS D2OSNYYSyld R2 y2d | 00SLIW +y aasSaavySyd 27
matters referred to in subsection (3), the Minister shall, within two months of being given a copy of tlssrasse

dzy RSNJ 4dz0 aSO0GA2y o6p0X LINBLINB FyR fFé& 0S¥2NB 51t Af ; ANBlIyy |
Al g

®" TheVvade Mecunwill now be updated annually as set out in the 21 October 2015 Economic and Fiscal Governance
Proposals. In additionhe Ethas committed tashating data underpinning its surveillance decisions with Member
States, national Fiscal Councils and, follov@iagsultation with Member States, with the pubiicfuture. See
http://ec.europa.eu/priorities/economiemonetary-union/docs/singlemarketstrategy/communicatioremu-

steps_en.pdf
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APPENDIXA: FISCALCOUNCILBENCHMARKPROJECTION® APRIL

'a LINI 2F GKS SYyR2NESYSyd LINRPOSaasx (GKS / 2dzyOAf Q:
projections in advance of its meetings with the Department of Finance. The Benchmark projections

were finalised or¥ April2016and are summarised iAppendiXTable Al.

APPENDIXABLEA.1: BENCHMARKPROJECTIONS FA@R16-2018
% changen volumesunless otherwise stated
D 6.0 4.0 3.4
Consumption 4.0 2.8 2.4
Investment 7.5 4.1 3.3
Government 1.4 2.0 1.4
Stock change 0.0 0.0 0.0
Exports 11.2 6.2 6.7
Imports 10.9 5.9 6.5
Net Exports (p.p. contribution) 2.3 1.5 1.4
Domestic Demand (p.p. contribution) 3.7 2.4 2.0
Stock Changes (p.p. contribution) 0.0 0.0 0.0
Current Accoun{% GDP) 5.8 6.1 6.0
Employment 2.4 1.9 1.8
Unemployment Rate (%) 8.1 7.3 6.9
HICP 0.2 15 1.7
GDP Deflator 2.6 2.5 1.9

Nominal GDR e O0Aff A2y au 233.3 248.6 261.9

Nominal GDP 8.7 6.5 5.4
SourceInternal IFAC calculations.

@

¢CKS /2dzyOAft Qa aSyYyR2NAEIFO6ES NIy3aSé Aa AYyF2N¥YSR o0éx
captured in fan chart analysishe fan chart approactsalso applied retrospectively so that

uncertainty around outturn revisions can also be graphicalyyesented (Figure 2).

The fan chart bands for the historical period effectively show the typical scale of revisions applying
to historical estimates of real GPowth over a fiveyear period®® As detailed in Casey and Smyth
(2015, typical confidencéntervals surrounding estimates for the latest annual outturn avé n

especially narrower than thoder the current forecast yeat. While this source of uncertainty

%8 Quill (2008) notes that in practice CSO data beyond five years rarely chargjerially except for methodological
reasons.

% Revisions for the latest fujlear of data are typically large, especially when it comes to the first estimate of real GDP
growth (i.e, with the release of the fourth quéer QNA results). A typical Rogean Squared Error (RMSE)Jue of 1.6
for the previous full year of data compares to a EMST mM®y F2NJ GKS OdzNNByid &Sk NRa T2 N
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narrows after theNIErelease in smmer, large uncertainties around the most recent annua

outturns can still remair?’

It is important to note that the fan chart for the forecast period is symmetric by construction even
though the Council may interpret the balance of risks to be weighted in a certagtidirat a

given point in time.

uncertainty surrounding the current forecast yeean belittle less than that of the previous year feovhich four
quartersof data are available. The RMBE the previous year narrows to 0.9 after the releasf theNational Income
and Expendituraccounts in thesmmer of each year, but remains relatively large.

" The fan chart is based on the typicabke of revisions that can be expected after the NIE release diter the
second vintage of estimates for the previous annual outturn) andhierefore, more aligned with the information
available at the time of the budgetary endorsement exercise.
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APPENDIXB: TIMELINE FOEENDORSEMENT 0$PU2016 PROJECTIONS
Date
CSO releas®uarterly National Accountsstimates for Q4 2015

14 March The Secretariat and Department of Finance met the CSO téydkehnical
details of latesQuarterly National Accountsstimates.

16 March The Secretariat received Department of Finance technical assumptions
underpinningSPWR2016 forecasts’*
After consideration by the Counddenchmark projectionarefinalised by

7 April the Secretariat prior to receiving preliminary forecasts from the
Department of Finance.

: The Council received preliminary forecastsrirthe Department in line

7 April . . .

with Memorandum of Understandingquirements.
The firstendorsement meeting took place with the Department of Finance

presenting their forecasts to the Secretariat. A number of clarifications of
13 April factual nature were requested.

The Secretariat submitted a number of queries to the Department in
relation to theforecast sef’?

The Council met to discuss the Department of Finance forecasts.

Following this, Department of Finance staff met with the full Council and
18 April Secretariat to present their latest forecasts and to answer questions. The
Council sought imrmation regarding a number of forecast components.
The Councihen finalised a decision on the endorsement.

The Chair of the Council wrote a letter to the Secretary General of the

20 April Department of Finance endorsing the set of macroeconomic forecasts
underlyingSPLR016.
The endorsement decisionligdzo f A AaKSR (23SGKSNJ 47
28 April forecasts in theDraft SPU 2016This iformally submitted to the EC and

the endorsement letter is published.

" These included assumptions related to oil prices, exchange rattsexpenditureby central and local government on
current goods and servicesid sources of forecasts for major trading partners.

& Mainly covering quarterly profiles, income assumptions &me application of the Commonly Agreed Methodology,
in particular the mechanical extensions applied and the depreciation rate used
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APPENDIXC: SUMMARYINDICATORS OECONOMICIMBALANCES

HGUREC.1:LABOURMARKET

A. WAGHPRICHNFLATIOMNDUNEMPLOYMENRATEY1999- 2015)
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—— Compensation

6.0 Core HICP Inflatior

n
o
1
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o
o
/
/

<

A
o
1

0 2 4 6 8 10 12 14 16
Unemployment Rate (%

SourcesCSOSPWR016projectionsand internallFAC calculations.
Note:NIE compensatioper QNHS employee hour is used as compensation measure.

B. RRIVATESECTOROBVACANCRATE C. WEMPLOYMENRATEMEASURES
1.0 - (%OFVACANCIE®CCUPIEIDB} 18 -
0.9 16 -
0.8 4 g 14 |
0.7 4 S
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S S S S NS P N SNSRI (. R —
S I R RN EEEEEEEE
v % v % v v v v DD OO0 OO0 O
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SourcesCSOinternal IFAC calculations. o )
Note: Four quarter moving average of job vacancy rat SOurcesEuropearCommission estimates (Commonly

shown. Agreed Methodology); CSO.
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D. BMPLOYMENTRATEY% E. BMPLOYMENGONCENTRATION

50% -
(PERSON®GED15-64) 45% By BROADEECTOR
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DO AN MNMITOHLONOVDODOANMST WO AS
OO OO0 O0OO0DO0OO0O0OO0 dddddd <°(“
[oNeoNeoNeoNeoNoNeoNeololololoNoNoNoNoNe] ,2‘,0
I N ANANNNNANNNNNNNNNN \\o
<&
. . W1998 m2002 m2006 m2010 @2014 02015
SourcesCSOinternal IFAC calculations.
Note:4 quarter moving average shown. SourcesCSO0internal IFAC calculations.

HGUREC.2:EXTERNABALANCES

A. WRRENACCOUNBALANCEY GDP)

% GDP

Current Account Balanci

----- Current Account Balance (Adjuste:

8 J
1998 1999 2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010 2011 2012 2013 2014 2015

SourcesCSOinternal IFAC calculations.
Note:Adjusted measure excludes estimated impact of redomiciled PLCs.

B. NETINTERNATIONANVESTMENROSITION% GDP)
20 -

0

-20 -
40 -
-60 -

% GDP

-80 4
-100 A

-120 ~ Net International Investment Positiot
-140 -

= Adjusted Net International Investment Positic

-160 -
2002 2003 2004 2005 2006 2007 2008 2009 2010 2011 2012 2013 2014 2015

SourcesCSO;Eurostat and internal IFAC calculations.
Note: Adjusted measure excludes IFSC activities and NFCs.
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