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Abstract: In this paper, we tackle the important issue of cyclicality in the behaviour of Irish fiscal 
policy. We first review arguments in favour of the optimality of countercyclical fiscal policy. Next 
we outline a political economy model that explains procyclical fiscal policy as the rational, albeit 
suboptimal, outcome of an allocation game among competing fiscal groups. In our empirical 
work, we find the evidence generally rejects countercyclicality in Irish fiscal policy. We conclude 
by briefly discussing some institutional reforms that may improve the operation of fiscal policy 
over the economic cycle. 

I I N T R O D U C T I O N 

T he conduct of fiscal policy i n I re land has attracted much domestic and 
in ternat ional interest. Recent research has focused on the remarkable 

success of the s tructural fiscal reform tha t was in i t ia ted i n 1987 (see Giavazzi 
and Pagano, 1990; Alesina and Perot t i 1995, 1996a; and the A p r i l 1992 
special issue of The Economic and Social Review). However, even i f the non-
cyclical component of the budget deficit has declined, lately there has been 
some concern t h a t the fiscal policy stance i n the 1990s has been 
inappropriately procyclical (see McDowell , 1996). This paper addresses the 
issue of cyclicality i n I r i sh fiscal policy. 1 

As is discussed fur ther i n Section I I below, op t ima l fiscal policy is 
countercyclical i n nature. Suboptimal fiscal policy imposes substantial , and 

* I wish to thank John O'Hagan, Dermot McAleese and two anonymous referees for helpful 
suggestions. 

1. Norton (1975), Bacon et al. (1982) and Bradley et al. (1985) have highlighted procyclicality 
in the budget deficit during the 1960s and 1970s, suggesting that this problem is not just a 
recent phenomenon. The recent E S R I medium term forecast notes the procyclical behaviour of 
the exchequer borrowing requirement. 



avoidable, costs on the domestic economy. Moreover, these costs are l ikely to 
be significantly magnified i f I re land becomes a member of a future European 
Monetary Union : w i t h the loss of monetary policy as a stabilisation tool, i t 
becomes a l l the more impor tant tha t fiscal policy acts as a stabilising force by 
moving countercycl ical^ (see also Lane, 1997). 2 I t is important , therefore, to 
understand the cyclical determinants of fiscal policy i n Ireland: i f fiscal policy 
has indeed been procyclical, i t may be necessary to consider ins t i tu t iona l 
reforms of the fiscal policy process i n order to achieve a superior outcome. 

A t th is point, i n the interests of being absolutely clear about the scope of 
th i s paper, i t is w o r t h enter ing a caveat. As my focus is on the cyclical 
properties of fiscal policy, I do not address the "levels" characteristics of I r i sh 
fiscal policy such as the appropriate average shares for government spending 
and revenue i n GDP over the long r u n . This is i n l ine w i t h s tandard 
procedure i n macroeconomic research, wh ich is to separately analyse the 
cyclical and long-run behaviour of the economy and various subcomponents of 
macroeconomic act ivi ty (i.e., macroeconomics is split between business cycle 
research and the study of economic growth). As such, any criticisms i n this 
paper about the suboptimal nature of I r i s h fiscal policy over the economic 
cycle is not to deny the real achievement of the 1987 programme i n 
successfully reducing the structural levels of government spending and the 
budget deficit. 

The plan of the paper is as follows. I n Section I I , I review theoretical 
arguments i n favour of countercyclical fiscal policy. I also describe a new 
poli t ical economy l i terature tha t can generate procyclicality i n fiscal policy as 
the rat ional outcome of an allocation game among competing fiscal groups. I n 
Section I I I , I consider some basic empirical evidence on the behaviour of I r i sh 
fiscal policy over the economic cycle. I f ind tha t the hypothesis of counter
cyclical fiscal policy can be generally rejected for recent I r i sh data. I n Section 
I V , I conclude by discussing a potent ia l role for i n s t i t u t iona l reform i n 
improving the conduct of fiscal policy i n Ireland. 

I I F I S C A L POLICY OVER T H E ECONOMIC CYCLE 

According to the neo-classical theory of fiscal policy, the rat io of govern
ment spending to GDP should behave countercyclically. One reason is that, i f 
agents have concave preferences over the level of government spending, they 
w i l l prefer a smooth absolute level of government spending. Accordingly, 

2. The Stability Pact, if credibly implemented, would place an upper bound on national budget 
deficits. However, this need not rule out a role for countercyclical fiscal policy, so long as the 
average deficit lay strictly within this upper bound. In bad times, the deficit could then be 
widened without breaching this upper bound. 



dur ing booms, government spending should decline as a proportion of GDP 
and, conversely, increase du r ing recessions. This is j u s t the corollary of the 
consumption-smoothing hypothesis: the "government spending funct ion" 
should take as its argument permanent income, not current income. 

Second, i f government spending is perceived as capable of s tab i l i s ing 
output, a government tha t cares about smoothing the path of production w i l l 
want to operate a countercyclical fiscal policy. The idea here would be tha t a 
negative shock to demand for domestic goods can be par t i a l ly offset by an 
increase i n government demand. This could take the form of government 
purchases from the domestic private sector or, more directly, an increase i n 
public sector activity. Symmetrically, the government w i l l want to contract i ts 
act ivi t ies d u r i n g a boom period, i n order to avoid an overheat ing of the 
domestic economy. Al though Ire land has a large tradables sector t ha t is only 
t r i v i a l l y affected by domestic demand conditions, a substantial non-traded 
sector also exists tha t is exclusively rel iant on the level of domestic aggregate 
demand and hence can be stabilised by countercyclical fiscal policy. 

T h i r d , the social insurance component of government expendi ture is 
na tu ra l ly countercyclical. Unemployment benefits and s imilar programmes 
are designed to offset fluctuations i n income and so should be negatively 
correlated w i t h the economic cycle. This holds so long as these schemes are 
interpreted as having a pr imar i ly insurance funct ion . 3 

Four th , i n a wor ld of uncertainty, there exists a prudent ial motive to r u n a 
countercyclical fiscal policy. A n y given change i n the level of economic 
act ivi ty l ike ly has both a permanent and a temporary component. Typically, 
there w i l l be uncertainty as to how to decompose an output change in to i ts 
permanent and temporary components and th is uncer ta inty is only slowly 
resolved over a period of t ime. Recognising this , a prudent government tha t 
wants to ma in t a in a constant ra t io of government spending to permanent 
GDP, w i l l be to slow to increase spending dur ing periods of expansion and to 
cut spending dur ing periods of recession. The uncer ta inty surrounding the 
measurement of GDP and GNP i n I re land, due to the distortions of transfer 
pr ic ing by mul t ina t iona l corporations w i t h I r i sh operations, provides another 
motive for the government to act cautiously i n adjusting fiscal policy. 

As Barro (1979) points out, the distortionary costs of taxation, coupled w i t h 
a countercyclical programme for government spending as a ra t io of GDP, 
generates "tax-smoothing" as the op t imal fiscal policy. Tha t is to say, a 
constant tax rate is chosen, which avoids the in ter temporal d is tor t ion tha t 

3. If, conversely, these schemes are operated mostly for redistributive purposes, the cyclical 
behaviour of these payments depends on the nature of the "redistribution game" played by 
society. For instance, social security expenditure will rise during a boom if the fall in employment 
is more than offset by increases in benefit rates. 



would arise i f tax rates were to change over the economic cycle, so tha t the 
budget is on average balanced over the economic cycle. As a result , tax 
revenues as a ra t io to GDP are acyclical: w i t h a constant tax rate, revenues 
rise sharply dur ing a boom and decline dur ing a recession. I t also follows tha t 
the budget deficit behaves countercyclical^, given the countercyclical path for 
government spending and the acyclicality of the tax to GDP ratio. 

Accordingly, a fiscal policy that attempts to stabilise the ratio of the budget 
deficit to GDP is h ighly l ikely to be suboptimal. W i t h a constant tax rate, a 
constant deficit to GDP rat io implies also a constant ra t io of government 
spending to GDP over the economic cycle. I n other words, the level of govern
ment spending actually becomes procyclical, as i t expands and contracts at 
the same rate as the level of overall economic act ivi ty . This appears to 
correspond to the actual fiscal policy currently operated i n Ireland. 

What can explain such a procyclical stance in fiscal policy? One approach is 
to explain procyclicality i n terms of " i r ra t ional exuberance": politicians, and 
society i n general, may mistakenly perceive a l l improvements i n output as 
ful ly permanent and hence opt to expand government spending i n line w i t h 
the rate of g rowth of the overall economy. However, given the significant 
benefits to a countercyclical fiscal policy (as outl ined above), this explanation 
relies heavily on self-defeating i r ra t ional i ty . 

A more satisfactory approach is to a t tempt to explain procyclicality i n 
fiscal policy as the ra t iona l , albeit suboptimal, outcome of a competitive 
pol i t ical process. I n recent l i tera ture , several authors have bu i l t theoretical 
models i n wh ich such a resul t can be generated. For instance, Lane and 
Tornel l (1996, 1997) and Tornel l and Lane (1997) consider a set-up i n which 
mul t ip l e pol i t ical groups have influence over the determinat ion of govern
ment spending and act non-co-operatively. I n the absence of sufficient 
i n s t i t u t i ona l safeguards, these groups regard tax revenues as a "common 
pool", i n the sense tha t each group perceives tha t the cost of w i t h d r a w i n g 
resources is j o i n t l y shared and so is borne only f ract ional ly by itself. 
Moreover, i n the event of a positive shock to output, and hence tax revenues, 
groups w i l l increase the i r rate of appropriation. This is because the payoff to 
act ing prudent ly is low: each group knows tha t i f i t does not increase i ts 
appropriation dur ing good times, the result is not that the government runs a 
budget surplus but t ha t the other groups can increase the i r appropriat ion 
rate by an even greater amount. The net effect is tha t fiscal policy moves 
procyclically, w i t h groups grabbing resources opportunist ically. 4 Clearly, this 

4. A related model has been proposed by Svensson (1996). Rather than treat fiscal groups as 
behaving non-co-operatively, Svensson explores a collusive equilibrium and obtains similar 
findings. As such, the result appears robust to different assumptions about the strategic 
interaction among the multiple fiscal groups. 



outcome is collectively suboptimal, as is typical ly the case i n a common pool 
problem. (Other examples of common pools include fishing waters, the ozone 
layer and public road networks and these are subject to s imi la r over-
exploitation problems.) 

The notion of powerful fiscal groups is open to a number of interpretations. 
On a narrow basis, i t can refer to individual parties i n a coalition government 
or to r i va l factions or ind iv idua l government ministers w i t h i n even a single 
party government (see Velasco, 1994). A broader interpretat ion is tha t i t also 
includes interest groups, state-owned enterprises, labour unions and business 
organisations i n corporatist societies that form a "social partnership" w i t h the 
official government (see Olson, 1982). A t s t i l l another level, Easterly and 
Levine (1997) have explored the role of socio-ethnic f ragmenta t ion on 
government performance i n sub-Saharan Africa. 

Some features of the I r i sh politico-economic system suggest tha t this model 
can be helpful i n understanding fiscal policy determination i n Ireland. Such 
elements include: the tendency towards coalition governments under the PR-
STV electoral system, even among parties w i t h s igni f icant ly different 
ideologies over the role of government; the t rad i t ion of regional balance i n the 
allocation of cabinet positions; the strength of public sector unions; and the 
corporatist system of t r ipa r t i t e agreements between the government, labour 
unions and employer federations. Each of these features has the charac
terist ic of establishing mul t ip le groups w i t h a claim to exercising powerful 
influence over the setting of I r i sh fiscal policy. 

F ina l ly , i t has been suggested tha t , i n order to achieve the first-best 
equ i l i b r ium i n which an opt imal countercyclical fiscal policy is a t ta ined, 
ins t i tu t ions can be designed to place l imi t s on the abi l i ty of such groups to 
freely influence fiscal policy. I re turn to this issue i n Section I V of this paper. 

I l l E M P I R I C A L E V I D E N C E 

I n this section, I consider some basic empirical evidence on the behaviour 
of I r i s h fiscal policy over the economic cycle. The purpose is to evaluate 
whether there is support i n the data for the not ion tha t fiscal policy i n 
I re land has indeed deviated from an opt imum countercyclical pattern. 

As an i l lus t ra t ion , we present data i n Table 1 on the general government 
deficit and the GDP growth rate i n recent years. From the table, the stabil i ty 
of the deficit to GDP ratio is remarkable, remaining i n the [-2.3,-2.4] per cent 
range each year over 1990-95. I n contrast, the GDP growth rate has been 
reasonably vola t i le over th is period, w i t h a s lowdown i n 1991 and an 
acceleration i n the growth rate since 1994. What the data i n Table 1 indicate 
is tha t the government budget deficit has been insensitive to the stage of the 



economic cycle. Th i s is at odds w i t h the typ ica l behaviour of OECD 
economies: Gavin and Perott i (1996) f ind i n a panel of OECD countries tha t 
the fiscal deficit is s ignif icantly countercyclical, as predicted by economic 
theory. Moreover, the s tabi l i ty of the unadjusted headline fiscal deficit is 
masking a deterioration i n the pr imary budget position (i.e., the deficit net of 
interest payments), given the decline i n debt servicing requirements dur ing 
this period. I t should additionally be recognised tha t i f the unadjusted deficit 
is not va ry ing w i t h fluctuations i n GDP then the s t ructural (i.e., cyclically 
adjusted) fiscal deficit is behaving procyclically. 

Table 1: Deficit Targeting, 1990-96 

Year Deficit GDP Growth 

1990 -2.3 7.8 
1991 -2.3 2.2 
1992 -2.4 3.9 
1993 -2.4 3.1 
1994 -2.3 6.4 
1995 -2.4 7.7 
1996 -2.7 6.0 

Notes: Deficit is general government deficit as a ratio of GDP. GDP growth is in 
constant prices. 1996 values are estimates. 

Source: OECD Main Economic Outlook, June 1996. 

We t u r n now to a more systematic analysis of the behaviour of government 
spending. We consider a regression specification of the f o r m 5 

D x t = a + p * C Y C t + T * x t . 1 + 0 * R t + e t 

where x t is the fiscal policy variable of interest (as a ratio to GDP), D x t is the 
f i rs t difference of the variable, CYC t is the measure of the economic cycle, R t 

is a dummy variable and e t is an error te rm. The dummy variable R t takes 
the value 1 i n each year up to 1986 and the value 0 from 1987 to the end of 
the sample period. This is intended to capture the once-off step adjustment i n 
fiscal policy t h a t took place at the beginning of 1987 i n I re land . This 
adjus tment can be in te rp re ted as s t ruc tu ra l l y required for long- term 
sustainabil i ty reasons and hence is orthogonal to the cyclical factors we are 
addressing i n this paper. 6 

5. This empirical approach is also followed by Bayoumi and Eichengreen (1995) and Gavin 
and Perotti (1996) in their studies of cyclically in fiscal policy in U S states and in Lat in America 
and the O E C D respectively. 

6. See Bertola and Drazen (1993). As discussed by Honohan (1992), the exact timing of the 
fiscal structural adjustment in Ireland is hard to pin down. We select 1987 as the most 
appropriate break-point as it was the year that the socio-political consensus in favour of reform 
was robustly established. 



O m i t t i n g this dummy variable would bias the results as the data would be 
dominated by the discrete permanent step adjustment i n i t i a t ed i n 1987, 
which is correlated w i t h the improvement in the rate of economic growth. The 
lagged level of x t is included i n order to allow for long-term mean reversion i n 
the fiscal policy variable, which is again required for long-term sustainability. 
The role of this variable is to incorporate the long-run restr ict ion imposed by 
the government's intertemporal budget constraint tha t fiscal policy variables 
are not al lowed to d r i f t w i t h o u t bound. Es t ima t ion is by ord inary least 
squares. 

We measure the economic cycle as the growth rate of actual GDP i n excess 
of the growth rate of potential GDP (PGDP) 

CYC t = log (GDP t / G D P t _ 1 ) - l o g ( P G D P t /PGDP^). 

This is a useful measure as the OECD publishes estimates of potential 
GDP, which are known to the government and other participants i n the fiscal 
process. 7 Growth i n excess of the expansion i n potential GDP is therefore 
predicted by the OECD to be temporary i n nature. Under the hypothesis of 
countercyclical fiscal policy, we predict P<0. 

A number of different measures of fiscal policy are examined. Our focus is 
p r i m a r i l y on measures of government spending, as i t is w i t h respect to 
government expenditure t h a t the differences between op t imal and non-
opt imal fiscal policy are starkest. W i t h respect to government revenue, the 
"tax-smoothing" hypothesis predicts a constant tax rate, and hence pro-
cyclical tax revenues. However, non-optimal fiscal policy may also generate a 
constant tax rate: the revenue-maximising tax rate may be a constant or the 
adjustment costs i n vary ing the tax rate may be prohibit ive. W i t h respect to 
the budget deficit, the measurement problems are severe: mul t ip le definitions 
exist ( i n the na t iona l accounts and by the standards of i n t e r n a t i o n a l 
organisations), the dis t inct ion between current and capital budgets may be 
a rb i t r a ry , creative accounting is frequently exercised (e.g., sh i f t ing the 
recording of revenues or expenditures between adjacent fiscal years) and 

7. A data limitation is that the O E C D series on potential output begins only in 1978 for 
Ireland. Kenny (1996) discusses different approaches to measuring the cyclical component in 
Ir ish output. The O E C D measure is attractive because it is contemporaneously and publicly 
available. The O E C D calculates potential output using a production function approach, taking 
into account available quantities of capital and labour, the structural rate of unemployment and 
the rate of technical progress (see Giorno et al. (1995)). Alternative measures that rely on 
statistical filtering techniques, such as the Hodrick-Prescott filter, use data from periods t+i to 
calculate the cyclical component in period t and so are only ex-post measures of the cycle. As a 
practical matter, the correlations between the cyclical measures we use and the Hodrick-Prescott 
measure are over 0.95 and so the precise choice of cyclical indicator is unlikely to be important. 
Using the change in the unemployment rate as the cyclical indicator gave similar results. 



there are subtle problems of in f la t ion adjustment i n the real burden of 
nomina l public debt. These problems no twi ths tanding , we examine tax 
revenues and the budget deficits i n subsequent tables but i n Table 2, we 
in i t i a l ly concentrate on government spending. 

Table 2: Fiscal Policy and the Economic Cycle I 

C CYC LAG DUM R2 BG-LM N Period 

(1) GNEXPY 0.168 -0.35 -0.44 0.037 
(.058) (.25) (.15) (.015) 
[.015] [.191] [.013] [.031] 

(2) GEXPY 0.181 -0.271 -0.421 0.04 
(.057) (.25) (.127) (.013) 
[.009] [.3] [.007] [.0096] 

(3) EGT 0.018 -0.031 -0.108 0.005 
(.016) (.046) (.092) (.016) 
[.305] [.512] [-26] [.03] 

(4) SSPGY 0.023 -0.227 -0.141 0.003 
(.017) (.097) (.103) (.004) 
[-2] [.037] [.199] [.5] 

(5) IGY 0.007 -0.042 -0.3 0.006 
(.005) (.071) (.21) (.006) 
[.23] [.56] [.17] [.32] 

(6) CGWY 0.052 -0.078 -0.48 0.007 
(.013) (.044) (.116) (.002) 
[.002] [.102] 1.002] [.007] 

(7) CGNWY 0.041 -0.055 -0.66 0.007 
(.01) (.035) (.15) (.002) 
[.0012] [.136] [.002] [.002] 

15 1980-94 

0.55 0.24 15 1980-94 

0.47 0.79 16 1979-94 

0.45 0.61 16 1979-94 

-0.019 0.02 16 1979-94 

0.65 0.72 16 1979-94 

0.65 0.04 16 1979-94 

Notes: Standard errors in parentheses; p-values in square brackets. BG-LM is 
p-value from Breusch-Godfrey Lagrange Multiplier test for first-order serial 
correlation in the residuals. Dependent variables: GNEXPY is general 
government expenditure (net of interest payments) as a ratio of GDP. 
GEXPY is general government expenditure (inclusive of interest payments) 
as a ratio of GDP. EGT is ratio of government employment to total private 
employment. SSPGY is ratio of social security benefits (government 
account) to GDP. IGY is ratio of government investment to GDP. CGWY is 
ratio of government consumption (wages) to GDP; CGNWY is ratio of 
government consumption (excluding wages) to GDP. CYC is measure of 
economic cycle, as described in text. LAG is lagged level of dependent 
variable; DUM is dummy variable as described in text. 

Sources: OECD Main Economic Outlook, June 1996, and OECD Main Economic 
Outlook data tape. 



I n row (1) of Table 2, we begin w i t h the preferred measure, t o t a l 
government expenditure, net of in teres t payments on the public debt 
( G N E X P Y ) . 8 This is the preferred measure as i t corresponds to the notion of 
government spending i n the s tandard dynamic government budget 
constraint . 9 The estimate for P is insignificantly different from zero, rejecting 
the hypothesis of countercyclicality i n I r i sh fiscal policy. Rather, an estimated 
value of P insignif icant ly different from zero is consistent w i t h a constant 
r a t io of government spending to GDP over the economic cycle: t h i s is 
consistent w i t h a "constant deficits" rule for fiscal policy and implies pro-
cyclicality i n the level of government spending. 

To check the sensi t ivi ty of this resul t to the s t r ipp ing out of interest 
payments from government expenditure, we examine government spending, 
inclusive of debt servicing, (GEXPY) i n row (2) of Table 2. The estimated p is 
very similar to that i n row (1) and again is insignificantly different from zero. 

I n rows (3)-(7), we examine various subcomponents of government 
expenditure. The purpose is to investigate whether the procyclical pat tern i n 
aggregate spending is common to a l l subcomponents or is rather dr iven by 
procyclicality i n par t icular categories of public expenditure. I n row (3), the 
fiscal policy variable is the rat io of government employment to tota l private 
employment (EGT). The most impor tan t component of government expen
di ture is the public sector wage b i l l . Given the diff icul ty of ever achieving 
reductions i n public sector employment, the prudent ia l motive to avoid 
increasing public sector employment dur ing economic expansions should be 
quite strong. However, from the estimated value of p i n row (3), there is again 
no evidence of countercyclicality i n the rat io of government employment to 
total employment. 

Social securi ty payments (SSPGY) are considered i n row (4). Th i s 
component of public expenditure might be expected to be the most strongly 
countercyclical: for example, unemployment benefits w i l l automatical ly rise 
du r ing a recession as the jobless number increases. I t tu rns out tha t social 
security payments have indeed a countercyclical element, w i t h P=0 rejected 
at a p-value of 0.037. 

We next examine government investment (IGY). This should be the most 
acyclical component of fiscal policy: public investment projects are typical ly 
mult i -year affairs, w i t h long planning lead times and substantial completion 

8. See "Sources and Methods: O E C D Economic Outlook" (available at http://www.oecd.org) for 
details on the construction of the fiscal variables used in this paper. 

9. I f B t + 1 is the level of the government debt in period t+1, the dynamic budget constraint is 
B t + 1 - B t = r t B t + G t - T t where r t B t are interest payments on government debt, G t is government 
expenditure and T t are tax revenues. As such, G t corresponds to non-interest government 
expenditure and r t B t + G t to total government expenditure. 

http://www.oecd.org


lag times. Indeed, i n row (5), we can reject the nu l l of the countercyclicality of 
government inves tment . Moreover, the s t rong autocorre la t ion i n the 
residuals of th is and the poor explanatory power (a negative adjusted R2) 
suggests t h a t a cyclical model is inappropriate i n explaining government 
investment. 

F ina l ly , i n rows (6)-(7), we decompose government consumption into i ts 
wage and non-wage components. Wage government consumption (CGWY) 
proxies the to ta l public sector wage b i l l . There is m i l d evidence of counter
cyclicality i n this variable: p=0 can be rejected at a p-value of 0.102. However, 
the point estimate is small: a 1 per cent cyclical increase i n output reduces 
the ra t io of wage government consumption to GDP by 0.078 percentage 
points. For non-wage government consumption (CGNWY), countercyclicality 
can be rejected i n the data, as the estimate of P is insignificantly different 
from zero. 

Overal l , the evidence i n Table 2 indicates tha t the data i n general do not 
support a countercyclical pattern i n I r i sh fiscal policy. However, there is some 
support for countercyclicality i n social security payments — that is to say, 
"automatic" stabilisers are i n fact stabilising — and for a weak effect i n wage 
government consumption. Notice tha t the acyclicality of government employ
ment and the weak countercyclicali ty of wage government consumption 
suggest tha t i t is government wage rates that are mi ld ly countercyclical. This 
is i n accord w i t h the notion tha t the incomes of public sector workers are 
"sheltered" from economic fluctuations. 

I n Table 3, w i t h the caveats discussed above, we consider the cyclical 
behaviour of government revenues and different measures of the fiscal 
balance. I n row (1) of Table 3, the dependent variable is the rat io of general 
government revenues to GDP ( G R E W ) . I f t h i s ra t io is acyclical, the 
estimated coefficient on the economic cycle measure C Y C t should be zero. 
This cannot be rejected at the 10 per cent significance level but the negative 
point estimate and the p-value of 0.112 suggests that a competing alternative 
hypothesis is tha t the rat io of government revenue to GDP may actually fal l 
dur ing booms and rise dur ing recessions. 

I n rows (2)-(4) of Table 3, three different measures of the fiscal balance are 
considered. I n row (2), the dependent variable is the unadjusted general 
government fiscal surplus as a rat io to GDP (a negative value represents a 
deficit s i tua t ion) GFBY. The p-value of 0.918 for C Y C t provides strong 
support for the acyclicali ty of the unadjusted deficit. That is to say, the 
suggestive evidence i n Table 1 is backed up i n regression analysis: i t appears 
as i f a "constant deficit" rule nicely summarises the cyclical component of 
fiscal policy i n I re land . A s imi lar picture emerges i n row (3), where the 
dependent variable is the pr imary budget surplus (i.e., the budget surplus net 



Table 3: Fiscal Policy and the Economic Cycle II 

C CYC LAG DUM R2 BG-LM N Period 

(1) GREW .143 -.269 -.35 .0015 0.48 0.49 15 1980-94 
(.055) (.16) (.135) (.0063) 
[.024] [.112] [.026] [.823] 

(2) GFBY .008 .018 -.412 -.039 0.42 0.97 15 1980-94 
(.007) (.173) (.128) (.012) 
[.294] [.918] [.008] [.007] 

(3) GPBY .012 .12 -.343 -.028 0.23 0.94 15 1980-94 
(.005) (.185) (.14) (.014) 
[.042] [.53] [.032] [.072] 

(4) GSBY .0025 -.351 -.33 -.036 0.23 0.24 15 1980-94 
(.0071) (.221) (.159) (.016) 
[.73] [.139] L.063] [.054] 

Notes: Standard errors in parentheses; p-values in square brackets. BG-LM is 
p-value from Breusch-Godfrey Lagrange Multiplier test for first-order serial 
correlation in the residuals. Dependent variables: GREVY is general 
government revenues as ratio to GDP; GFBY is general government fiscal 
balance as a ratio to GDP; GPBY is general government primary balance as 
a ratio to GDP; GSBY is general government structural balance as a ratio to 
GDP. 1996 data are estimates. 

Sources: OECD Main Economic Outlook, June 1996. 

of interest payments on government debt) GPBY. From the evidence i n row 
(4), acyclicality i n the s t ruc tura l budget balance (i.e., the budget position 
adjusted by the OECD to take into account fluctuations i n components of the 
fiscal posit ion tha t automatical ly behave cyclically such as unemployment 
benefits and tax revenues) also cannot be rejected. As i n row (1), however, 
there is some support for an alternative hypothesis tha t the s t ructural budget 
deficit is actual ly procyclical, given the negative point estimate for the 
coefficient on C Y C t and the p-value of 0.139. 

I V ROBUSTNESS C H E C K 

I n Tables 4-5, we employ the actual growth rate of GDP as the proxy for 
the economic cycle. This is done as the series for potential output begins only 
i n 1978, forcing us to drop observations prior to tha t d a t e . 1 0 Bayoumi and 
Eichengreen (1995) and Gavin and Perotti (1996) also adopt this procedure. 

10. Our data on overall government expenditure and on social security payments also only 
extend back to the late 1970s but the other fiscal policy measures are available from the early 
1960s. 



The just i f icat ion is tha t temporary (cyclical) changes i n output are correlated 
w i t h actual changes i n output so the la t ter is a reasonable proxy for the 
economic cycle. I n addi t ion , us ing the actual growth rate of GDP avoids 
controversies concerning the calculation of the process for potential output. 

Table 4: Fiscal Policy and the Economic Cycle I I I 

C CYC LAG DUM R2 BG-LM N Period 

(1) GNEXPY 0.2 -0.235 -0.505 0.041 
(.057) (.227) (.14) (.014) 
[.004] [.32] [.003] [.011] 

(2) GEXPY 0.207 -0.257 -0.458 0.042 
(.055) (.226) (.116) (.012) 
[.003] [.277] [.0017] [.004] 

(3) EGT -0.003 -0.015 0.011 0.006 
(.004) (.022) (.018) (.0014) 
[.41] [.5] [.55] [.00021 

(4) SSPGY 0.048 -0.261 -0.22 -0.003 
(.019) (.085) (.1) (.005) 
[.024] [.009] [.051] [.558] 

(5) IGY 0.005 0.038 -0.331 0.008 
(.004) (.034) (.109) (.003) 
[.182] [.27] [.005] [.005] 

(6) CGWY 0.013 -0.076 -0.099 0.0013 
(.008) (.038) (.06) (.002) 
[.102] [.058] [.111] [.531] 

(7) CGNWY 0.002 -0.0003 -0.068 0.003 
(.004) (.027) (.052) (.0014) 
[.59] [.992] [.2] [.04] 

0.89 17 1980-96 

0.552 0.36 17 1980-96 

0.471 0.61 33 1962-94 

0.456 0.85 17 1978-94 

0.212 0.02 34 1961-94 

0.143 0.04 34 1961-94 

0.151 0.95 34 1961-94 

Notes: Standard errors in parentheses; p-values in square brackets. BG-LM is 
p-value from Breusch-Godfrey Lagrange Multiplier test for first-order serial 
correlation in the residuals. Dependent variables: GNEXPY is general 
government expenditure (net of interest payments) as a ratio of GDP. 
GEXPY is general government expenditure (inclusive of interest payments) 
as a ratio of GDP. EGT is ratio of government employment to total private 
employment. SSPGY is ratio of social security benefits (government 
account) to GDP. IGY is ratio of government investment to GDP. CGWY is 
ratio of government consumption (wages) to GDP; CGNWY is ratio of 
government consumption (excluding wages) to GDP. CYC is measure of 
economic cycle, as described in text. LAG is lagged level of dependent 
variable; DUM is dummy variable as described in text. 

Sources: OECD Main Economic Outlook, June 1996, and OECD Main Economic 
Outlook data tape. 



Table 5: Fiscal Policy and the Economic Cycle PV 

C CYC LAG DUM 

(1) GREVY .177 -.286 -.41 .0004 
(.054) (.145) (.129) (.0071) 
[.006] [.071] [.008] [.953] 

(2) GFBY .006 .043 -.421 -.04 
(.011) (.156) (.115) (.01) 
[.556] [.786] [.003] [.002] 

(3) GPBY .015 -.066 -.362 -.031 
(.01) (.173) (.14) (.014) 
[.166] [.71] [.019] [.038] 

(4) GSBY .0025 -.519 -.28 -.037 
(.0012) (.185) (.136) (.014) 
[.05] [.015] [.061] [.019] 

17 1980-96 

17 1980-96 

17 1980-96 

17 1980-96 

Notes: Standard errors in parentheses; p-values in square brackets. BG-LM is 
p-value from Breusch-Godfrey Lagrange Multiplier test for first-order serial 
correlation in the residuals. Dependent variables: GREVY is general 
government revenues as ratio to GDP; GFBY is general government fiscal 
balance as a ratio to GDP; GPBY is general government primary balance as 
a ratio to GDP; GSBY is general government structural balance as a ratio to 
GDP. 1996 data are estimates. 

Sources: OECD Main Economic Outlook, June 1996. 

The resul ts i n Table 4 are general ly s i m i l a r to those i n Table 2. 
Countercyclicality is s t i l l rejected for the variables GNEXPY, GEXPY, EGT, 
I G Y and CGNWY but the evidence i n favour of countercyclical patterns i n the 
behaviour of SSPGY and CGWY is s trengthened. However, the po in t 
estimates of f3 for these variables remain small , so tha t the countercyclical 
effect is weak at best. I n Table 5, the evidence i n favour of countercyclicality 
i n government revenues (row (1)) and procyclicality i n the s t ructura l budget 
deficit (row (4)) is strengthened: i n the former case, the n u l l of acylicality can 
be rejected at a p-value of 0.071; i n the lat ter case at a p-value of 0 .015. 1 1 

I n summary, the results i n Tables 2 and 4 generally point to acyclicality i n 
the ra t ios of different elements of government spending to GDP. I t is 
impor tan t to emphasise tha t acyclicality i n the rat io of public expenditure to 
GDP indicates t h a t fiscal policy is ac tual ly procyclical , as the level of 
government spending expands and contracts i n l ine w i t h fluctuations i n GDP. 
I n addi t ion , from Tables 3 and 5, there is suggestive evidence t h a t tax 

11. Although our strong prior is that 1987 makes the most sense as a break-point, we also 
experimented with other dates for the structural break in the Ir ish fiscal process, considering 
1985 or 1988 instead of 1987. Generally, similar point estimates were obtained for the cyclical 
indicator but the estimated standard errors were often somewhat smaller. 



revenues (as a ra t io to GDP) perversely move countercyclically and tha t the 
s t ruc tura l budget deficit is procyclical. This la t ter result of course follows 
directly from the acyclicality of the unadjusted, or headline, budget deficit. I n 
contrast, the prediction of an optimising theory of fiscal policy would be tha t 
the unadjusted fiscal deficit should be countercyclical and the s t ruc tura l 
budget deficit be acyclical. 

The theoretical discussion i n Section I I provided numerous reasons why 
opt imal fiscal policy is countercyclical, so tha t our empirical results suggest 
t h a t the perverse cyclical behaviour of I r i s h fiscal policy has a deleterious 
effect on nat ional economic wel fa re . 1 2 I n the next section, we consider some 
ins t i tu t iona l reforms tha t may assist i n improving the cyclical performance of 
fiscal policy i n Ireland. 

V CONCLUSIONS 

The evidence i n this paper is tha t fiscal policy i n I re land has i n general not 
behaved countercyclically. This imposes costs on the I r i sh economy tha t are 
l ikely to become more severe i n any future European monetary union. What 
can be done to improve the conduct of fiscal policy? 

The Maas t r ich t rule sett ing an upper bound of 3 per cent on the budget 
deficit as a proportion of GDP and the German-proposed "stabili ty pact" may 
indeed be useful devices i n discipl ining the average behaviour of fiscal policy 
but are not helpful i n guiding the cyclical behaviour of fiscal policy. As was 
argued i n Section I I of th is paper, procyclicality i n fiscal policy can be the 
ra t ional outcome of an allocation game among competing fiscal groups. This 
suggests tha t the key to improving the cyclical performance of fiscal policy is 
to "change the rules of the game". By analogy w i t h the monetary policy 
l i te ra ture tha t advocates ceding control of monetary policy to an independent 
cen t ra l bank i n order to avoid the pol i t i ca l t empta t ion to inf la te , an 
i n s t i t u t i o n a l reform t h a t strengthens the power of the finance minis te r 
re la t ive to the spending minis t r ies and outside interest groups may be 
helpful . Of course, th i s would work only i f the reputat ion of the finance 
minis ter were l inked to the outcome for fiscal policy. This would require an 
i n d i v i d u a l i s t i c approach to eva lua t ing pol i t i ca l performance, i n wh ich 
ministers are considered personally responsible for the management of their 
portfolios. I n contrast, a "politics of consensus" precisely creates the con
ditions i n which a common pool co-ordination problem can arise. 

12. It is beyond the scope of this paper to explore possible asymmetries in the pattern of fiscal 
policy over the economic cycle. For instance, is procyclical behaviour mostly driven by excessive 
laxity during boom periods? A potentially interesting future direction for research is precisely to 
address such questions. 



The proposed swi tch to mul t i -yea r budget ing i n I r e l a n d may have 
ambiguous effects on the cyclical behaviour of fiscal policy. On the positive 
side, a mult i -year framework may permit fiscal actors to be forward-looking 
and act i n a more prudent fashion. For instance, i f commitments to future 
spending could be made binding, competing fiscal groups may be able to form 
agreements to ref ra in from increasing current spending du r ing a boom i n 
exchange for higher expenditure dur ing a future recession. On the other side, 
mult i -year budgeting may foster a manana culture i n which fiscal res t ra int 
w i l l always be practised next year, as has been the US experience (see 
Alesina and Perotti , 1996b). 

Clearly, th is paper is only a first step i n a t t empt ing to unders tand the 
cyclical behaviour of recent I r i s h fiscal policy. There is a general awareness 
tha t this problem exists: the challenge now is to identify i ts root causes and, 
w i t h luck, design mechanisms tha t can lead to improvements i n the future 
conduct of fiscal policy. 
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