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Framing a Medium-Term Strategy 

• Economics is about optimising subject to 
constraints. 

• Before deciding what policy strategies to 
implement (the “optimisation” bit) it is crucial 
to understand the underlying economic 
environment (the “constraints”). 

• My talk is largely about constraints rather than 
optimisation but getting one right requires 
understanding the other. 



Getting Medium-Term Strategy Wrong: 
An Example 

• Manifestos of all major political parties in 2007 
election assumed real GDP growth over the 
following five years would average 4.5% per year.  

• I will argue that, even leaving the global financial 
crisis aside, this was too optimistic. 

• Over-optimism on growth fuelled a range of 
policy failures 
– Budget surpluses too small. 
– Overly-narrow and cyclically-sensitive tax base. 
– Financial regulatory failures. 

• Need to be realistic about future prospects from 
now on. 

 



1. A SIMPLE SUPPLY-SIDE 
FRAMEWORK 



Accounting for Growth 

• GDP can be decomposed into three components: 
Population, the fraction of population at work and 
the productivity of those at work: 
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• In 1989, only 31% of Ireland’s population was at 
work, the lowest in the OECD and fifteen percentage 
points below either the UK or the US. 



Employment-Population Ratio 



Factors Driving Employment-
Population Ratio 

• To understand the factors contributing to Irish 
underemployment—and its unwinding—consider 
another decomposition 
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• The fraction of people employed is determined by  

– The fraction of people of working age 

– The fraction of people of working age in the labour force 

– The fraction of the labour force in employment 



Fraction of Population Aged 15-64 



Labour Force Participation Rates 



Unemployment Rates 



GDP Per Worker: Ireland and US 



Long-Run Growth Potential 

• Many of Tiger era growth factors cannot be repeated: 
– Demographic factors are now reducing growth, not increasing it. 

– Relatively small room to raise participation rates. 

– Productivity still high by international standards. Limited room for 
catch-up. 

• Current high unemployment rate suggests some 
potential room to grow at a faster pace once a proper 
recovery sets in.  

• But future growth will probably be at a much slower pace 
than during the Celtic Tiger era. 

• Long- ad medium-run planning should be built around 
this assumption. 



2. BALANCE SHEETS AND 
AGGREGATE DEMAND 



Weak Medium-Term Demand 

• High unemployment means there is a big gap between 
current supply potential and aggregate demand, so 
perhaps there is potential to grow faster than long-run 
trends while closing this output gap. 

• Ireland is a small open economy so external demand is 
crucial.  

• But aggregate demand in Eurozone and UK likely to be 
weak for years due to 
– Tight credit and balance sheet adjustments. 

– Fiscal contraction 

• These same factors will restrain domestic Irish demand 
even more than external demand.  



Outlook for Bank Credit in Europe 

• Financial markets now more risk-averse. 
• Banks throughout Europe are being incentivized 

to deleverage 
– Basle 3 requires higher capital ratios.  
– Net Stable Funding Requirements discourage 

expansion based on non-deposit funding while bail-in 
risk raises its cost. 

• EBA (2013) gives indication of scale of problems 
– €380 billion shortfall for European banks (pre-stress-

tests). 
– €1.2 trillion shortfall in stable funding 

 
 



Outlook for Bank Credit in Ireland 

• More serious versions of the two problems 
affecting the European banking sector. 
– Despite previous recapitalisation, uncertainty about 

future losses on mortgages and business loans. 
– Reliance on non-deposit funding reduced but cheap 

private sector long-term funding is gone. 

• Little interest from international banks in coming 
into the Irish market (given they are cutting back 
in their home countries). 

• Bank credit likely to be tighter in Ireland with 
firms and households having to focus on paying 
down debt and repairing balance sheets. 
 

 



Household Debt  
Down €30 Billion since 2008 



Short-Term Debt More Than Halved 



But Household Disposable Income  
Also Well Down 



So Little Progress  
on Debt-Income Ratio 



Household Savings Rate  
(CSO Institutional Accounts, Four-Quarter Moving Average) 

  



Savings Focused on Paying Off Debts 



Household Debt-to-Income Ratios 

•   



Non-Financial Corporate Debt 



Implications for Medium-Term Strategy 

• Fiscal contraction and tightness of credit will do 
more to depress Irish domestic demand than 
aggregate demand in the rest of the EU. 

• The tradable sector will have to be the engine of 
growth. 

• Usual rules-of-thumb in terms of tradable sector 
jobs generating a certain number of non-tradable 
jobs unlikely to hold. 

• Recovery is likely to be sluggish with slow growth 
in employment. 



3. POSTIVE FACTORS FOR MEDIUM-
TERM STRATEGY 



Lots To Still Be Positive About 

• So there’s plenty of negatives there. 

• But it’s important to remember the many 
positive aspects of Ireland’s economy and Irish 
economic policies. 

• Ireland can and should make significant 
progress in regaining the tradable sector jobs 
lost during the housing boom and the global 
recession. 



Ireland Has A Relatively Flexible 
Labour Market 



Which Has Facilitated  
Improvements in Competitiveness 



Prices Coming Into Line  
With Rest of EU 



Positive Business Environment 

• You mightn’t think it if you listen to the media here but 
Ireland is a good place to do business. 

• The World Bank’s Doing Business Indicator ranks Ireland 

– 15th for overall ease of doing business. 

– 10th for ease of starting a business 

– 6th for ease of paying taxes 

• Despite the Brussels mantra of “need for structural 
reforms” Ireland is generally a good performer.   

• But still room for reforms that can cut the cost base of 
tradable firms (e.g. legal, medical, insurance costs). 



Maintain Successful Elements of 
Industrial Policy 

• Ireland’s crisis is due to failures of regulatory 
and macroeconomic policy. 

• It is not the fault of industrial policy. 

• IDA have done a great job and can still sell 
Ireland as a good place for FDI with productive 
workers, low corporate tax rates and low red 
tape. 

• IDA should be given resources to do what they 
do well and get jobs back into Ireland. 

 
 

 

 



Sectoral Policy 

• Lots of focus in policy documents on the need for “high 
tech” jobs based on innovation by indigenous firms. 

• This is fine but also need value for money in public 
investment. Little empirical basis for idea that major 
investment in scientific projects generates lots of jobs. 

• And, given scale of unemployment, there should also 
be a focus on more basic areas: 
– Restoring low-to-medium tech jobs that left Ireland during 

property boom (e.g. call centres, computer assembly). 

– Tourism (build on the Gathering). 

– Having the education system produce the skills that 
tradable sector firms want. 


