An Roinn Airgeadais
Department of Finance

Economic developments and outlook
— short- and longer-term prospects for the Irish economy



Setting the scene

 Near-term outlook: headwinds and tailwinds

* Medium- and longer-term outlook: “Mega-trends” (the 4Ds)
o Demographic headwinds
o Decarbonisation — role and impact on the economy / public finances
o Digitisation — headwind or tailwind ?

o De-globalisation ?

e Conclusion
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Near-term outlook — key cyclical factors
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Headwind #1: Supply side shock....
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Re-normalising of energy prices Transfer of purchasing power abroad
—Brent Crude Oil (LHS) —UK Natural Gas (RHS) energy import bill, € bn [ annualised ]
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frequency

...Interplay with demand has triggered inflation spike

325 inflation observations in EMU
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Rate has peaked but last mile?
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Euro area: policy rates +450 bps
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HH have absorbed the interest rate shock but pockets of vulnerability
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Hedging’ of interest rates slows pass-through... ...though household debt service burden is increasing
m Floating Rate, Standard or LTV Variable ® Fixed Rate, Over 3 Years iInterest payments as share of disposable income, per cent
m Fixed Rate, From 1 to 3 Years m Floating Rate, Up to 1 year Fixed 5.0
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per cent of disposable income

Households (In aggregate) are unusually liquid

Many (not all) HH built up ‘excess’ savings during pandemic
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HH balance sheets in strong position

financial balance sheet of the household sector, per cent GNI*
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Headwind #3: External demand has softened

Exports: reversal of pandemic premium

exports_pharma, €bn
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External demand: loss of momentum
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Tallwind #1: budgetary support

Temporary budgetary supports during cost of living, € bn Public spending up 45% since 2019
gross voted expenditure, €000
—Current —Capital —Total
budget 2024, €3 bn 120,000,000
023, €3 bn €97,943,166
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Five-fold increase in corporation tax since 2015, € billions, 12-mrs
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.though need to be conscious of fiscal icebergs

Narrow corporate tax base

CT payments by profit band = cumulative distribution function
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Taillwind #2: resilience of the labour market

Employment in excess of pre-pandemic trend / peak Facilitated by expanding labour supply
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Macro-indicators confirm economy has absorbed shocks c -
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Risks two sides In nature but tilted to the downside
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Stronger MNC performance

Unwinding of ‘excess’ savings
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Geo-economic tensions

Corporation tax: concentration + policy risk

Sharper monetary policy impact

Energy / commodity price shocks

Recession main trading partners

Cost of sovereign financing

Sector specific shocks



Medium- and longer outlook: "Mega-trends” (the “4Ds")
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Mega-trends: understanding the economic consequences of the ‘4Ds’

Living standards : GDP (or GNI*) per capita

‘Solow’ : Y = A*L**K1“-

Structural change : demographics decarbonisation digitalisation deglobalisation




Mega-trend #1. Demographic headwinds

Ireland’s demographic profile is changing ... ‘Solow’ growth model: Y = A*L*(a)*K"* (1-a)

OMale 2050 mMale 2022 1 Female 2050 = Female 2022 mTFP = Capital ® Labour OGNI* Growth
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Demographic headwinds (contd.)

Old-age dependency ratio set to deteriorate...
Inverse OADR

4 people of working age

per retiree today
) /
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...as In other advanced economies

Old-age dependency ratio in OECE economies, per
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Demographic headwinds (contd.)
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With major fiscal costs... ...With rising debt-income on unchanged policies
Debt-GNI*, per cent
. . 90
Annual age-related expenditure projections 2019-2050, per cent of GNI*
85 :
no policy change = +30pp
2019 2030 2050 A 2050-19 o0
75
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70
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Long-term care 2.0 2.7 3.9 1.8 e X
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45
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Mega-trend #2: De-carbonisation —impact on economy and public finances

Carbon pricing — pathway to €100 per tonne Transition to carbon neutrality: Need to mobilise new reven
120
m Relevant Excise Carbon tax mVRT
®m Motor tax* VAT (13.5% on fuels) VAT (23% on motor fuel)
implemented legislative basis O Green tax revenues (€bn)
6
100 O €5.3 bn

80 O

€6 O
O
O

60

40 O
O 2

O
20 OO0O0O000O0O0
OO .

0 0
NN N RN N N RN NN DN N DD DN N DN DD N DN NN NN DD NN
O O O O O O O O O O O 0O 0O o o o o o o o o o N N A N A A N N N N N
© B P P P P P P P P P N N NN DNMDNDNDNDNNDN ® g |C_2 8 8 g Q 8 8 Q Q Q
© O N W NN 00 O N 0O O P N W > 00 o N 0o o O 5 S = T o iy e S N ™ NS

20 An Roinn Airgeadais | Department of Finance

* motor tax part of exchequer since 2018



De-carbonisation (contd.)

Transmission channels to K,L,TFP MObIlISIrlg the evidence: ‘green budgeting’

Climate
Climate positive Climate negative budgetary
impact
Revenue Tax expenditure Revenue Tax expenditure Total

Capital

Extension ACA for energy efficient

equipment 7
g b 4 b [ - b Electricity micro generation 4.5
- Supply i ST —— Within firms
| -+ Zero VAT rate for audiobooks and
(-/+) ‘ (-) short run § /) ) ebooks =
o J
(+) long run Zero VAT rate for solar panels for 0.5
schools '
( ) N / - R

Extension of 9 per cent VAT rate for gas
- N Re-allocation and electricity

('/"') Infrastructure (_) short run Extension of MOT rate reduction to end-

N y, March 2024
(-/+) (+) long run

Migration -315

-122

Extension of relief for battery electric
\_ Y, vehicles

30

Human Capital

Original market value deduction for
(-) short run certain categories of vehicles
Depreciation

(+) long run ) Relief for battery electric vehicles -

Carbon tax 152

Total €m

152 45 0 -437 -240

21 An Roinn Airgeadais | Department of Finance



W9 (o
D © 0
Nt reste
A ey
|fa
I/

l
[y

Mega-trend #3: Digitisation — headwind or tailwind ?

Industrial revolution 4.0 = transformative [ “this time is different”? ]

starting point main features drivers

INDUSTRIAL REVOLUTION 1.0 18005 Mechanisation water, steam
[ agriculture / industry |

INDUSTRIAL REVOLUTION 2.0 1870s Mass production electricity
INDUSTRIAL REVOLUTION 3.0 1980s Technological advancement digital, electronic
INDUSTRIAL REVOLUTION 4.0 2000s Al / robotics / automation computer power
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Digitisation (contd.)

* [ndustrial Revolutions 1.0 — 3.0:
- complement for labour

- boost productivity
. sectoral shifts into higher ‘value-added’ activity

— machines replacing hands

 Industrial Revolution 4.0:
- cognitive — machines replacing heads ?

- substitute for labour ?

* Not a given
- "computers are everywhere except in the statistics”

* Policy response:
- avoid ‘race to the bottom’
. guard-rails
. rules / regulations = global public good [ ‘Al doesn’t respect borders’ |

- smooth transition
: labour market institutions
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Mega-trend #4. De-globalisation

Trade-intensity of production has stalled
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World Trade Intensity, per cent of GDP

Probably more ‘slo-balisation’ than
outright de-globalisation
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Pandemic / war exposed ‘choke points’
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Global supply chains
- pandemic: PPE
- war Iin Ukraine: grain / metals
- Talwan: semi-conductors ?

Choke points === single points of failure:

Premium on security of supply
- shortening of supply chains

“New” industrial policies

- Single European Market ?

Not cost-free
- higher prices?
- efficiency / productivity losses?
- global cost of capital?



Conclusion




Summary and conclusion

» Past the peak of cycle: more modest growth in prospect

 |Intersecting with powerful structural forces

» Policy challenges

o maximise opportunities / minimise challenges

o boost productivity
- ‘bridge the gap’ [ domestic vs foreign-owned ]

o fiscal resilience
- long-term savings vehicles

» Administrative challenges [ civil service / economics ]

o enhance understanding of forces at work
o mobilise better evidence
o Sscenario analysis
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Disclaimer and other information:

The forecasts in this presentation are those of the Department of Finance set out in its autumn forecasts (Economic and Fiscal Outlook, October 2023). Data
are as per mid-January 2024

Views are those of the presenter and not necessarily those of the Minister or Department of Finance.

Outturn data are sourced from a variety of sources including the Department of Finance, Central Statistics Office, European Commission (AMECO),
macrobond and Central Bank of Ireland.

For the latest publication’s follow the Department of Finance on social media:

Q @IRLDeptFinance m Department of Finance Ireland
https:/Awitter.com/IRLDeptFinance https://ie.linkedin.com/company/irideptfinance
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