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28 April 2009   

Treasury Report: Irish Economy and Lessons for New Zealand 

Executive Summary  

Ireland, like many countries is deeply affected by the global economic crisis which has been 
compounded by the downturn already underway in its domestic economy. Economic growth 
is decreasing rapidly and unemployment has risen to 11%. Further to this, Ireland’s credit 
rating has been downgraded from AAA to AA+ by Standard and Poor’s. 
 
Such a downturn experienced by Ireland has been contributed to by a financial sector 
overexposed to the property sector, a high dependence on foreign direct investment and a 
tax base vulnerable to economic shocks. 
 
The Irish government’s response has been aimed primarily at stabilising their financial sector 
and consolidating their fiscal position. Ireland has introduced a deposit guarantee scheme, 
nationalised one bank and made capital injections to others. Further to this, the government 
has set up the National Asset Management Agency to purchase non-performing loans from 
banks. Small and medium enterprises have received financial support via the banking sector. 
 
The Irish government has also increased income tax and cut public sector salaries.  
 
The key lessons New Zealand could learn from the Irish economic experience are that low 
levels of public debt do not guarantee a time buffer to formulate policy responses; the 
imperative for fiscal consolidation when there is a high dependence on foreign lenders; the 
role of tax in economic shocks; the importance of financial sector regulation; and the greater 
constraints from being in a currency union on ways to respond to a crisis. 

Recommended Action 

We recommend that you note the contents of this report. 
 
 
 
 
 
Joanna Gordon 
Manager – Financial Markets and Institutions  
for Secretary to the Treasury 
 
 
 
 
 
 
 
Hon Bill English 
Minister of Finance 
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sovereign credit rating by Standard & Poor’s from AAA to AA+. While the government 
has already committed €7 billion in rescue deals the worsening public finances will 
require a number of years of sustained effort to repair. Standard and Poor’s predict an 
estimated €15-€20 billion or as much as 11% of gross domestic product, while the IMF 
predict €24 billion or 13.9% of the gross domestic product will be required for financial 
stabilisation. 

 
4. Although generally the Irish banks have not been directly affected by the United States 

subprime mortgage crisis, the Irish banking sector is very weak. This is due to over-
exposure to the property and construction sectors, over-reliance on international credit 
and reduced confidence. There is substantially reduced lending between banks, and 
between banks and other businesses. 

 
5. Currently Ireland’s long term government bond rates are at a substantial premium over 

the equivalent German bond rates and Ireland’s credit default risks are amongst the 
highest for comparable economies. This reflects the country risk associated with 
Ireland.  

 
Caused by excesses that built up in the economy, and triggered by the financial crisis 
 
6. Ireland, like many countries, is deeply affected by the global economic crisis. This 

coincided with, and accelerated, the downturn already underway in its domestic 
economy.   

 
7. The excesses that built up in the economy during a property boom, including an 

overexpansion in the housing sector over the last decade, has pushed inflation up, 
lowering Ireland’s competitiveness. The banking sector has been over-exposed to the 
housing sector and unsustainably increased its borrowings on international credit 
markets. Irish banks exposure to the property and commercial sector is large, for 
example Allied Irish Banks loan book has 60%-70% exposure to the property sector. A 
collapse in the property market/housing and construction sector, which made up a 
large proportion of the tax base, has also profoundly affected Ireland’s public finances.  

 
8. In Ireland, foreign direct investment has been an important driver of economic growth. 

In 2005, Ireland had a stock of inward foreign direct investment equivalent to 82.9% of 
gross domestic product. The comparable figure for New Zealand is 45.3%. This relative 
importance on FDI in sustaining the strength of the Irish economy up until the crisis has 
had a large influence on the current situation. Foreign direct investment is dropping off 
in the economic crisis reinforcing the slowdown. 

 
9. Part of the attraction Ireland provided, which helped its growth, was a low corporate tax 

rate (12.5%), and relatively low personal income tax rates and high thresholds. These 
low rates and the shrinking income tax base left public finances dependent on the 
revenues from property-sector taxes, value-added tax, capital-gains tax, and stamp 
duty. These all fell rapidly with the collapse of the housing bubble and economic 
downturn. 

 
 

B. POLICY RESPONSE 

10. The Irish government has taken a number of policy measures to stabilise the economy. 
The ballooning fiscal deficit, loss in cost competitiveness and the fragile state of the 
banking system are the key economic concerns currently facing the Irish government. 

 
Supplementary budget April 2009 
 
11. In the recent emergency budget published 7 April 2009, the Irish Finance Minister set 

out six points to help with renewal of the Irish economy: 
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• Stabilise the public finances - to create confidence in the economy for new 
investment. 

• Restore damaged banking system - ensuring credit flows that are “the life blood” 
of the economy. 

• Regain competitiveness- move away from over-reliance on domestic spending 
during the boom. The future of the economy lies in exports. 

• Protection of Jobs - retain jobs and invest in retraining those who have lost jobs. 

• Support and stimulate economic confidence. 

• Restore Ireland’s reputation abroad. 
 
Stabilise the financial sector 

 
12. The cost of stabilising Irish banks has been estimated at €24 billion, which is the 

highest government bailout as a proportion of economic output compared to the United 
Kingdom and United States of America. This financial-stabilisation cost of 
approximately 13.9% compares to the United Kingdom’s 13.4% and the United States 
of America’s 12.1% of gross domestic product. 

 
13. Ireland was the first country in the world to introduce a blanket retail deposit and 

wholesale guarantees. The guarantee was introduced for the period of 30 September 
2008 – 29 September 2010. The guarantee covers liabilities including all retail and 
corporate deposits, interbank deposits, senior unsecured debt, covered bonds and 
dated subordinated debt. This amounts to a €495 billion of contingent liability or 298% 
of gross domestic product. 

 
14. Although the New Zealand guarantee scheme covers banks, non-bank deposit takers 

and building societies, the Irish scheme covers four domestic banks and two building 
societies with no limit on the funds guaranteed. Financial institutions wholly owned by 
foreign institutions are not covered under the scheme; however they are covered under 
the previous Deposit Protection Scheme on sums up to €100,000 (which was 
increased from €20,000). 

 
15. Unlike New Zealand, the banking sector in Ireland was largely domestically owned. In 

response to the crisis the Irish government has nationalised the third biggest lender, 
Anglo-Irish Bank, and made capital injections of €7 billion into two of its major banks, 
Allied Irish Banks and the Bank of Ireland with the aim of creating liquidity and 
stabilising the financial sector.  

 
16. Further efforts to support the financial sector include the government setting up the 

National Asset Management Agency (NAMA) or a “bad bank” to purchase up to €90 
billion of non-performing loans from banks (equivalent to 54% of the forecast gross 
domestic product in 2009). The market value that the Government will pay the banks 
for the loans remains the big unknown. There is dispute among economists and 
academics over whether setting up the National Asset Management Agency was the 
best option for tax payers rather than nationalising the banks to deal with the non-
performing loans. 

 
17. Ireland has a much larger exposure to the banking sector compared to New Zealand. 

This is clearly reflected in the bank assets to gross domestic product figures in 2007 
that are 567% for Ireland compared to 190% for New Zealand. A contribution to this is 
Ireland’s large scale bank lending and borrowing beyond its shores, which has limited 
the government’s ability to have much effect in stabilising the sector due to its relative 
size. 

 
18. In response to the large number of struggling small to medium sized enterprises, the 

government, in conjunction with the banking sector, has introduced lending to provide 
direct financial support to eligible internationally trading enterprises. This represents a 
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Ireland derived significant revenue from Value Added Tax (32%), capital gains taxes 
and stamp duties (13%). 

 
23. In comparison, due to its broad-base-low-rate tax policy framework, the New Zealand 

tax system collects more from income taxes (being 48% of total revenues) and 
company tax (being 16% of total revenues) and less from GST (being 19% of total 
revenues). So far New Zealand’s tax base has proved less vulnerable than Ireland’s to 
the economic crisis. 

 

24. Joining the Euro area led Ireland to have very low interest rates for years and no 
monetary policy independence, having limited policies to deal with the economic 
bubble (including the housing bubble). The European central bank has sharply 
changed its refinancing rate from 4.25% in October 2008 to 1.25% in April 2009, but 
arguably not quickly enough for Ireland. The low European Union interest rates in the 
pre-crisis period contributed to the extent of the Irish property boom hence laying the 
seeds for the severity of the current downturn.  

 
Financial Regulation 
 
25. Due to the crisis over the past year, there has been recognition in Ireland that the 

architecture of the financial regulation and supervision needs a broad-ranging review 
and reform process yet to be determined. A European Union group on cross boarder 
financial supervision has made two main recommendations. The first is to give more 
teeth to the financial stability reports produced by member central banks that help to 
analyse risk (but currently lack operational effectiveness). The second point proposed a 
new European System of Financial Supervision involving an integrated network of 
financial supervisors using the national supervisors to carryout day-to-day running. Key 
current weaknesses include capital requirements and accounting standards. Overall 
the group recommended a more explicit link be put in place between financial stability 
and prudential supervision 

 

C. LESSONS FOR NEW ZEALAND 

26. New Zealand and Ireland are both small island nations of similar sized populations with 
significantly larger neighbours. Both economies have traditionally focused on 
agriculture, open approaches to international trade, and have experienced periods of 
economic decline and turnaround in the last decade. Significant differences exist 
however, including Ireland’s membership of the European Monetary Union, its higher 
per capita GDP and better pre-crisis growth performance. 

 
27. Related to the current crisis, Ireland is similar to New Zealand in key areas. The 

banking systems of both countries have not been directly affected by the sub-prime 
mortgage problems but both rely to a high degree on wholesale funding (domestic 
and/or foreign); both countries have experienced property bubbles, have high 
household debt levels and had low levels of public debt prior to the crisis. Lessons for 
New Zealand gathered from the Irish example include:  

 

• Financial Sector: 
o Low levels of public debt do not necessarily provide a buffer against the 

rapid onset of a financial crisis and the need for governments to act fast in 
formulating a policy response. 

o While Ireland’s net external debt position (relative to GDP) is much lower  
than New Zealand’s, its very high level of gross liabilities made it  
vulnerable to the deterioration in financial markets internationally 
(somewhat similar to the Iceland case),  
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o Governments have a variety of ways to intervene in the financial sector 
during crisis events some of which impact on, or are affected by, events in 
other countries. 

 

• Fiscal: 
o The speed of change from fiscal surplus to fiscal crisis. 
o The imperative for fiscal consolidation - the size of Ireland’s banking sector, 

its dependence on foreign lenders and the amount the crisis has affected 
tax revenues means it has had little choice but to consolidate aggressively. 

o The importance of having a resilient tax base to avoid an even more severe 
impact from economic shocks. 

o Deductions from taxable income of mortgage interest payments on principal 
residences are undesirable - Ireland, Spain and the United States of 
America allow such deductions and these three countries have amongst 
the most over-valued house prices and have suffered the large price falls in 
the current downturn. 

 

• Regulation: 
o The importance of robust financial-sector regulation. 

 

• Other: 
o Membership in the Euro for Ireland has been both a support and a 

constraint. This would be similar for New Zealand if it had a common 
currency.  It has been a support in that Ireland has not suffered a run on its 
currency (compare this to out-of-the-euro Iceland).  But in the current crisis 
membership has also been a significant constraint - Ireland could not lower 
its own short-term interest rates and generate a fall in its nominal exchange 
rate against its major trading partners.  Prior to the crisis, Euro membership 
also prevented Ireland from applying a monetary-policy brake to its rampant 
property boom. 
 


