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Abst r act

EMJ neans the | oss of nonetary independence, raising the inportance of

fiscal policy in macroeconom ¢ nmanagenent. In this paper, the

conduct of optimal fiscal policy under EMJ i s considered. Tax/spendi ng

policies, public debt managenment, the creation of a fiscal "reserve fund"

and the politics of fiscal policy are discussed in turn. It is recomended that
fiscal policy should be nore strongly countercyclical, the public debt portfolio
be redesigned to hedge macroeconom c risk and a fiscal reserve fund be
considered. In addition, the budgetary process shoul d be redesigned to better
enabl e the finance mnister to inplement the optimal fiscal policy.

I ntroducti on

The immnent arrival of EMJ nakes it an appropriate time to reapprai se the
role of fiscal policy in macroeconom ¢ nmanagenent. Under EMJ, Ireland no

| onger has the option to independently set interest rates or devalue its
exchange rate, leaving fiscal policy as the sole instrunment of macroeconomc
intervention at its disposal

Mor eover, inplenenting an optinmal fiscal policy is especially vital for

Irel and, since our econony has diverged from other EMJ nenber countries.

This means that the monetary policy that is appropriate for "eurol and" as

a whol e may actual |y exacerbate cyclical fluctuations in the Irish econony. ' The
current situation provides a good illustration: at a time of possible

over heating, EMJ nenbership requires Irish interest rates to sharply decline.
VWen nmonetary policy is potentially destabilising, it is all the nore inportant
to ensure that fiscal policy is optimally depl oyed.

Accordingly, in this paper, sone principles of optimal fisca

policy under EMJ are di scussed. The design of tax/spending policies, public debt
managenent and the potential role of a fiscal "reserve fund" are analysed in
turn. The political factors that influence the inplenentation of fisca

policy and institutional reforns that may lead to an i nproved operation of
fiscal policy are al so di scussed.

Finally, it is inportant to appreciate that EMJis not the only stress
factor placing strain on the traditional fiscal policy process. In parallel
with the EMJ process, the making of fiscal policy under conditions of
sustai ned prosperity is a novel problemfor the Irish econony. In
particul ar, incipient sectoral |abour shortages requires us to think nore
careful |y about the inpact of taxation and public spending on resource

all ocation. Yet another consideration is the interaction between fiscal
policy and the social partnership arrangenents. Since 1987, a cooperative
approach between the government, trade unions and enpl oyer federations has

! See also Lane (1997) and Obstfeld (1998).



been at the heart of Irish economic policy formati on. Now that the econony

is facing | abour shortages and profits are growing rapidly, it is unclear

that this consensual system can be sustained for too much longer. 2 In itself,
the potential collapse of the social partnership systemconpels us to reconsider
the operation of fiscal policy in Irel and.

Taxati on and Public Spendi ng

The guiding principle in making taxati on and spending decisions is that a
| ong-term perspective should be adopted. Unless tax reductions or spendi ng
i ncreases are sustainable in the |ong-run, concessions today may have to be
cl awed back in the future. Moreover, the ratchet effect neans that it is
politically difficult to put fiscal policy into reverse, so that current
fiscal expansion may |lead to future debt accumul ation probl ens. Know ng
this, a prudent governnent will be slow to reduce tax rates or raise
spending in order not to tenpt fate. Mreover, it exacerbates fluctuations
to cut tax rates during a boomonly to be conpelled to rai se them again
during a slunp: expansions are prolonged but at the price of deeper
recessions. It should be noted that cyclical fluctuations in tax rates are
particularly destabilising in a highly open econony, since internationa
capital and | abour mobility increase the sensitivity of the econony to
alterations in tax rates.

Fol I owi ng sim|ar reasoning, a procyclical pattern in public spending only
serves to inefficiently anplify the business cycle. O course, a centra
difficulty in deciding the appropriate volunme of public spending is in
correctly distinguishing between trend shifts and cyclical fluctuations in
out put. Al though sone information can be gl eaned from data on factor
utilisation rates, much uncertainty remains in apportioning output novenents
bet ween trend and cyclical conmponents. In view of this uncertainty and the
difficulty in reversing spending increases, it is appropriate to adopt a
conservative approach, updating only gradually estimates of potential CGDP in
the wake of a succession of positive output realisations. This consideration
provides further notivation to adopt fiscal restraint during apparent boom
peri ods.

The I MF has recently recogni sed that avoiding procyclicality in fisca

policy is especially inportant for Ireland anong the EMJ nenbers (I M-

1998). Three reasons are cited: the asynchronisation of the donestic and

Eur opean business cycles, a greater vulnerability to external shocks and the
expected reduction in EU structural funds over the next decade. On this
basis, the I M recommends a structural (cyclically-adjusted) budget surplus
of 1-2 %of GDP, inplying a much | arger surplus during upsw ngs.

Rel ative to this target, the current fiscal stance remains inappropriately
procycli cal

Havi ng set tax rates and public spending at their appropriate |ong-run
levels, it is typically unwise to attenpt further to enploy activist fisca
policies to finetune the econony. Aside fromthe difficulty in correctly
timng such interventions and the cunbersone nature of many public spending
progranmmes, such fiscal innovations have only a limted inpact on the |eve
of production in a highly open econony such as Ireland. However, in the
event of an especially severe recession, sonme discretionary fiscal stinmulus

2 See also Lane (19984).



may be useful.® Again, to nake such an intervention feasible, it is desirable to
retain flexibility in fiscal policy by guardi ng agai nst excessive structura
deficits.

In recent years, wage noderati on has been achi eved by uni ons accepting | ow
pre-tax wage increases in exchange for significant reductions in the incone
tax burden. On this basis, sonme recommend a policy of continuing tax
reductions, even in the face of overheating pressures in the econony, in
order to ensure the survival of the social partnership framework. However,
it is clear that a strategy of continually reducing inconme taxes has limted
long-termviability: eventually, income tax rates would be driven to zero.
G ven the absurdity of this scenario, the basic pay strategy underpinning
the social partnership framework nust soon be fundanentally reassessed. O
course, income tax reductions are nore feasible, if public spending is
tightly controlled or other revenue sources, such as a conprehensive
property tax, are developed. It nust be recognised that, at a time when

i nfrastructural spending needs are rising and EU transfers are in decline,
the scope for expenditure reductions is strictly limted.

This is not to argue in favour of the status quo with respect to the
taxati on system Reforns that enhance efficiency or equity are clearly to be
wel comed. However, a basic principle is that such reforns shoul d be
budget-neutral in the long-run. It is inprudent to believe that tax cuts are
sel f-financing --- although tax revenues may continue to rise under boom
conditions, what matters is the inpact on revenues when the econony
eventual ly returns to "normal" conditions. It follows that those arguing

in favour of incone tax cuts, say, should recognise that other tax rates
must ultimately be increased or some categories of public spending nust
permanently decline as a fraction of GDP

The current boom conditions constitute an excellent environment for

i mpl enenting reform Good tinmes provide an opportunity to take otherw se
pai nful neasures. In addition to adjustnents to the tax code, including
revisiting the question of a conprehensive property tax, refornms such as
refinanci ng the noncontributory state pension schene as a fully-funded
system shoul d be on the current agenda.

Publ i ¢ Debt Managenent

EMJ poses fresh chall enges for managenment of the public debt. In recent
years, this task has been del egated to an i ndependent agency, the Nationa
Treasury NManagenment Authority (NTMA). Their nmandate has been to minim ze
financing costs relative to a benchmark portfolio. However, this is an

i nconpl ete strategy froma macroeconom c perspective. Rather, optinal debt
managenent should attenpt to hedge macroeconom c risk, even at the price of
hi gher average debt servicing costs. Hedging is all the nore inportant under
EMJ, since the | oss of nonetary autonony neans that macroeconomc risk is
enhanced.

Al ong these lines, the government financial portfolio should include assets
that offer returns that are negatively correlated with the donestic cycle
and, conversely, liabilities with procyclical returns. A portfolio designed
in this fashion would serve to insulate the governnment budget and donestic

® Indeed, a fiscal stinulus will be nore effective under EMJ than under a nore
fl exi bl e exchange rate reginme, since no offsetting exchange rate novenents
will be induced inside a currency union.



incomes fromvolatility in domestic production. A good illustration is
provi ded by Sterling-denom nated debt. If Sterling depreciates, this has an
adverse inmpact on Irish producers and, by extension, tax revenues. However,
t he governnent gains, via the conposition of its debt portfolio, since the
euro-val ue of Sterling liabilities declines and debt servicing costs are
reduced. In this way, the adverse inpact of a Sterling decline is at |east
partially offset.

Fol I owi ng similar reasoning, the NTMA should al so ensure that the public

debt portfolio is not too exposed to ECB interest rate policy. The flipside
of the current asymretry between Ireland and the rest of euroland is that a
future slowdown in Irish econom c performance may occur at a time when other
EMJ nmenber countries are growing nore quickly. This may induce the ECB to

rai se interest rates, thereby increasing debt servicing costs at a tine when
ot her conponents of the donestic government budget are declining due to the
growt h sl owdown. * The NTMA can mitigate this probl emby taking steps to hedge
the vulnerability of the public debt portfolio to ECB interest rate
fluctuations.

O course, firns and individuals should al so be encouraged to take steps to
insulate their income streans from donmestic production risk. This may

i nvol ve the accumul ation of a buffer stock of savings that could be drawn
upon in bad tines. In addition, the conposition of private savings shoul d
agai n be biased towards assets that provide a hedge agai nst | ocal economc
risk. Inthis regard, the tax treatment of savings should be altered so that
investment in the risky local property market is not favoured over foreign
assets that have nore attractive return properties froma diversification
perspective. An increase in the national savings rate would al so be
facilitated by a government switch to a fully-funded basis for the
non-contri butory pension schene.

Finally, the integration and consolidation of euro capital markets has
further inplications for debt managenent. In particular, liquidity concerns
mean that |arger bond offerings will be nore attractive to investors. This
rai ses the possibility that funding costs could be reduced were the NTMA to
periodically "overfund" the government debt by issuing bonds in |arge
tranches and investing the surplus in nmarketabl e assets.

A Fi scal "Reserve Fund"

Banki ng and financial crises have plagued numerous countries in recent
years, including the 1980s S& crisis in the US, Scandinavia in the early
1990s, Mexico in 1995 and Japan and Sout h- East Asia at the present tine.
Such crises can have significant adverse output costs, as collateral val ues
fall and investnment plans nmust be curtail ed. Property-backed lending is a
frequent source of problens, since shocks to the donestic economy have a
magni fi ed i npact on | ocal property val ues.

A characteristic of nodern financial systens is that "unnecessary" crises
can occur. For whatever reason, creditors may becone pessimstic about
prospects for the econony and seek to withdraw funds froml ocal banks. Since
banks maintain reserves that are only a small fraction of liabilities, not
all creditors can be sinultaneously repaid. Banks nust call in |oans,

i nduci ng debtors to inefficiently liquidate |ong-term projects and pushi ng
many into default.

* See also the discussion in Woodford (1998).



A central bank that is not bound by a fixed exchange rate comm tnent can
forestall such unnecessary crises by acting as a "lender of |ast resort”
to the banking system providing the funds that allow banks to nmeet the
demands of its creditors without having to call in illiquid |oans. |ndeed,
the very existence of an institution that has the capacity to act as a

| ender of last resort may be sufficient to forestall panic-induced attacks,
since creditors need not fear being squeezed out in a scranble for the
l[imted reserves of the banking system

Under EMJ, national central banks will not have the nonetary autonony to act
as local lenders of last resort.® Moreover, the ECBis unlikely to

intervene in the case of a purely regional financial crisis that does not
pose a systenmic risk to the overall euroland financial system One solution
to a regional crisis would a fire-sale of local financial institutions to
deep- pocketed international banks. If the governnment rather w shed to

mai ntai n | ocal |l y-owned banks, an alternative may be to establish a fisca
"reserve fund" that could fulfill, at least partially, a |lender of |ast
resort function. Such a fund would have to be kept distinct fromthe genera
gover nment budget, since its resources would have to be available for

i medi ate disbursal in the event of a crisis. Mdrreover, to make such a rapid
response feasible, the fund should hold nmostly highly liquid assets. O
course, to mnimze noral hazard probl ens, resources should be rel eased only
when there is a serious systemc risk to the local financial systemand with
significant penalties inposed on recipient institutions.

In addition to the provision of liquidity, a fiscal reserve fund may al so be
hel pful in financing a reorgani sation, were the banking sector to fall into
chronic difficulties. As has occurred in such circunstances el sewhere, it

may be efficient for the government to restart normal |ending activity by
buyi ng out the nonperformng |oans of the banking sector. ® The internationa
experience is that such bailouts may entail upfront costs in excess of 10% of
GDP and, in the absence of a reserve fund, this could severely danage the
government's fiscal position and have especially adverse inplications in the
context of the limts inposed by the Stability and G owth pact.

Upon reflection, the idea of a fiscal reserve fund is quite anal ogous to the
central bank's holding of external reserves. Even when Ireland had very

| arge gross external debt, serviced at high interest rates, substantial
foreign currency assets were held to guard agai nst currency cri ses.
Simlarly, a fiscal reserve fund can act as a bul wark agai nst | oca

financial crises. Indeed, that part of the central bank's reserves that wll
not be handed over to the ECB may be an appropriate source of initia

capital for such a fiscal reserve fund.

The Politics of Fiscal Policy
The nmaking of fiscal policy is inherently a political process. This stands

in contrast to nonetary policy, which has been depoliticised in many
countries in recent years. The political dinmension poses obvious chall enges

°> See also Prati and Schinasi (1997).

® These delinquent |oans could then be administered by a so-called "bad"
bank in the hope of eventual, partial repaynment. In the rescue of the

Al B-owned | nsurance Corporation of Ireland, such an entity was established
and is still in operation today (lcaron). See Honohan and Kelly (1997) for
more details on the ICl case



to the optimal conduct of fiscal policy froma nmacroeconom c perspective. In
particular, there is pressure frominterest groups to run an inefficiently
procyclical fiscal policy. Tax revenues naturally rise during upsw ngs and
an econom st-run governnent woul d bank the surplus in order to cushion the
bl ow of future slunps. Individual interest groups rather try to convert
revenue windfalls into increased spending on their preferred sectors, be it
public sector pay or subsidies for various private sector activities, since
overal | macroeconom ¢ managenent is not their responsibility. The result

is that public spending rises excessively during boom periods. This pattern
is clearly evident in the Irish case and governnment expenditure has grown
rapidly during the current boom ’ Moreover, it should be recognised that a
col I apse of the social partnership systemcan only serve to exacerbate this
probl em since pressure groups will be yet nmore tenpted to di scount the common
good in favour of aggressively pursuing their individual spending agendas.

One option in noderating pressures on fiscal policy would be to introduce a
budgetary procedure by which the overall fiscal stance is determ ned prior
to any bargai ni ng over taxation/spending innovations. In this way, since the
overall position could not be altered, a concession in one area woul d have
to be financed by savings el sewhere in the budget. This process woul d have
to be formalised in order to ensure that the government could not be swayed
to relax the overall fiscal position as a neans of satisfying all interest
groups. The effect would be to strengthen the hand of the finance m nister
in dealing with the various fiscal pressure groups. Again, the current good
times provide an ideal opportunity to inplenent such institutional reformns.

Concl usi ons

Fiscal policy will be the sole instrunent of national nacroeconom c policy

under EMJ. This article has di scussed some basic issues concerning the

opti mal design of fiscal policy. In particular, it is recomended that

fiscal policy be nmore strongly countercyclical, the public debt portfolio be
redesi gned to hedge macroeconom ¢ risk and the establishnment of a

fiscal reserve fund should be considered. The political pressures to deviate
fromoptimal fiscal policy were also discussed and the question of reformof the
fiscal process was raised, in order to better enable the finance mnister to

i mpl enent the optimal fiscal policy. Having outlined these issues, there renains
a pressing need for an educated, general debate about the appropriate design and
conduct of fiscal policy in the years ahead.
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