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22/11/2013
Ref:

Oifig an Aire Airgeadais
Memorandum for the Government
12th Review Mission of the EU-IMF Programme of Financial Support for
Ireland

1. Matter/Issue for Decision
1.1 Following completion of the twelfth and final quarterly review mission of the EU-IMF
Programme from 29 October to 7 November 2013, the Minister for Finance asks the
Government to agree:
i) The draft Letters of Intent (LoI) to the IMF - Annex A - and to the EU- Annex B.
ii) To give authority to the Minister for Finance to sign the Letters of Intent to the
IMF and the EU.
iii) To give authority to inform the Dáil accordingly.
iv) To ensure that all remaining programme actions are prioritised; that commitments
requiring legislation should be progressed in sufficient time to enable the orderly
achievement of the relevant deadline; that all approvals necessary, including
Government approval, are obtained by the end of quarter 4 deadline. The date for the
end quarter 4 2013 deadline is 13 December 2013.
And to note:
v) As is normal for programmes of this nature, post programme monitoring will apply
following the conclusion of the programme on 8 December for the EU and 15
December for the IMF (Refer to Section 7 for details).

2. Background
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The EU/IMF Programme of Financial Support for Ireland stipulates that the provision of
funding to Ireland is conditional on compliance with the conditions specified in the
Programme documents (MOU, MEFP, TMU). The Government agreed on 13 May 2011
(S180/20/10/1379A) that all necessary action will be taken by the appropriate Ministers and
their Departments to ensure that the targets to be met under the Programme are given the
highest priority to ensure they are met on time as agreed under the Programme.

3. Mission Outcome
The key issues for Ireland on this mission were:
• Elements of the 8 Point Plan: The preliminary results of the BSA/AQR were made
available on 31 October. Discussion on the preliminary results has continued through
November. The final BSA/AQR results are expected by end November.
• Stress Test: It was agreed that the stress test for our banks would take place at the
same time as the European wide exercise. The ECB announced its comprehensive
assessment on 23 October, with a process that will start in November this year and
will conclude in October 2014 prior to implementation of the SSM in November 2014
• Fiscal Consolidation: The Troika received extensive briefing on the
implementation of Budget 2013 and the measures included in Budget 2014. They
have indicated broad agreement to the approach adopted and stated that
communication would be positive.
Overall, our strong programme performance was maintained with the completion of the Q3
2013 and end October deliverables bringing to over 260 the number of actions completed to
date. The actions for the end-September/October 2013 deadlines have now been met with
two exceptions (Water Services II Bill and the Health Identifier Bill which were not
published by the appropriate deadline).

4. Timing of approval for 12th Review
i. IMF: The final part of the IMF’s approval process, the Executive Board discussion and
approval is scheduled to take place on 13 December 2013, with disbursement of funding and
publication of the staff report expected within a few days of this discussion. In order to meet
this timetable, the Letters of Intent will need to issue by 27 November. Some €600 million
will be drawn-down on approval by the IMF.
ii. EU: The EU’s approval process concludes with discussion by the Eurogroup Working
Group/ and Economic and Financial Committee in early December with discussion by
Finance Ministers at the Eurogroup and ECOFIN meetings on 09/10 December, and finally
with the adoption of the Commission decision approving the 12th Review.
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5. Key Remaining Commitments
There are 26 commitments due by the end of the year. The full list of remaining actions to be
completed under the programme is attached at Annex C.
Fourteen commitments relating to Financial Sector Restructuring are due by the end of the
year including the completion of the Balance Sheet Assessment and Asset Quality Review
due at the end of November. The BSA/AQR is one of the critical deliverables for the
programme.
Twelve commitments relating to Structural Reform are due by the end of the year.
Commitments relating to the publication of legislation in respect of Health identifiers and
Water Services along with progression of the Legal Services Bill are the main priorities.

6. Programme Exit
The Government agreed on 14 November 2013 to exit the Programme without a pre-arranged
precautionary facility or backstop.

7. Post Programme Surveillance
Post Programme Surveillance has been a long standing feature of IMF programmes, and is
also now a feature under the new EU governance rules. The new governance arrangements
for all eurozone member states help deal with some of the major problems that faced the euro
area in the past and they will help avoid such problems emerging in the future. These new
governance arrangements provide reassurance to the markets. They provide an early warning
system if problems begin to emerge, they reduce the risk of contagion spreading from one
Member State to another, and they increase peer review pressure to help ensure responsible
policies are pursued by all Member States in the euro area.
These new governance arrangements are important for small Member States with very open
economies such as Ireland as it ensures that large member states are pursuing policies that are
in the interests of the Euro. Of course, it works both ways and we must act responsibly too
and the post-programme surveillance arrangements must be seen in that context.
Both the IMF and the EU conduct post programme monitoring following completion of a
programme. This provides for regular missions and reports on a bi-annual basis.
• For the IMF, monitoring focuses on a reduced range of indicators: balance of
payments, public finances, debt sustainability and macroeconomic performance,
essentially assessing Ireland’s continued ability to pay.
• For the EU, the arrangements for post programme surveillance are set out in the
enhanced surveillance regulation of the ‘Two Pack’. This also provides for regular
reports and missions which would be expected to be twice yearly. It is important to
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note that, on exiting the programme all the provisions of the EU’s expanded
economic policy coordination arrangements as set out, for example in the “Six Pack”,
the European Semester and the previously mentioned “Two Pack” will become
effective. This would be in addition to the fiscal constraints already applying, in terms
of complying with the Commission’s recommendation under the Excessive Deficit
Procedure, and also the provisions of the Stability Treaty.
In this context, it is worth noting that the normal regime for countries outside a programme is
to have annual visits from the EU Commission’s country desks and from the IMF for its
Article IV review. Surveillance will move to the bi-annual post programme arrangements –
essentially adding one additional mission to the usual annual visits from the EU and the IMF.

8. Loan Disbursements
As of end-October 2013, just over €63½ billion (or around 94%) of the external funding
available under the EU/IMF Programme had been drawn down. On 7 November, the final
instalments – €150 million and €100 million respectively – of the Swedish and Danish
bilateral loans were drawn down. Some €2.9 billion is due from the EFSF and IMF in
December and the final EFSM disbursement of €0.8 billion is due in February 2014. The
receipt in 2014 is for technical reasons and does not affect the Programme end date.
In view of its relatively strong funding position the NTMA announced, on 1 October, a
suspension of its monthly Treasury Bill auctions for the final quarter of 2013. The NTMA
also decided to defer consideration of any further medium/long term bond issuance until
early 2014.
On the basis of the successful market operations during the early part of the year, together
with the remaining EU/IMF Programme disbursements, Ireland is well placed to have 12-15
months of advance Exchequer funding in place at year-end, as the Programme ends.
Looking ahead to 2014, the NTMA is targeting in the range of €6 - €10 billion market
issuance next year.

9. Observations Returned
No observations supplied
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CONFIDENTIEL UE/
EU CONFIDENTIAL

ESRB
European Systemic Risk Board
European System of Financial Supervision
Jean-Claude Trichet
ESRB Chair

Frankfurt, 22 September 2011
ESRB/201110097

An Taoiseach
Enda Kenny

Ireland

Dear Taoiseach,
I am transmitting herewith for your attention a copy of the confidential Warning
ESRB/201 i!WNP2 approved on 21 September 2011 by the ESRB General Board, in
accordance with the Regulation (EU) No 1092/2010.
This Warning is issued on a confidential basis in accordance with Article 18(4) of the above
mentioned Regulation.

Yours sincerely,

The Chair of the European Systemic Risk Board

11
Ka iserstrasse 29, 60311 Frankfurt am Main . Germany- Tel.: +49 69 13 44 8901 -Fax: +49 69 13 44 73 07
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ESRB
European Systemic Risk Board

ECB-CONFIDENTIAL

~'Jropean

Sys1:em of Financial Suoerv1sion

CONFIDENTIEL UE
EU CONFIDENTIAL

Jean-C laude Trichet
ESRB Chair

Frankfurt, 2151 September 2011
ESRB/2011fWNP2

Mr. Herman Van Rompuy
President of the European Council
Mr. Donald Tusk
Prime Minister of Poland
Mr. Jan Vincent-Rostowski
Minister of Finance of Poland
Cc/ Mr. Olli Rehn
Member of the European Commission
Cc/ Mr. Vittorio Grilli
Chairman of the Economic and Financial Committee
Ccl Mr. Uwe Corsepius
Secretary-General of the Council of the European Union

Confidential Warning under Article 3 (2) (c) and 16 of
Regu lation (EU) No. 1092/2010

Dear President Van Rompuy , Dear Prime Minister Tusk, Dear Minister Vincent-Rostowski ,

In my previous warn ing of 1 July, on behalf of the ESRB General Board I made you aware of
potential threats to the financial stability of the EU related to the absence of private or public
backstop measures for the recapitalisation of banks which had either not passed the EUwide stress test or were perceived by markets to be at risk.
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European Systemic Risk Board
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At its third regular meeting of 21 September, the ESRB General Board has identified a
number of further key intertwined vulnerabilities in the EU financial system, namely:
High sovereign indebtedness
Funding vulnerabilities within the EU banking sector

Reflecting these vulnerabilities, turbulence in markets has escalated over the summer and
has spread much more widely across Member States. It has been aggravated by the
deteriorating global economic growth outlook and manifested in various financial market
segments . The intertwined difficulties faced by sovereigns , banks, and the real economy
mean that even small negative shocks have the potential to trigger adverse feedbacks and
potentially generate a systemic shock to the EU financial system and the real economy.
Moreover negative feedbacks have been compounded by a growing lack of confidence in
policy makers' ability to address the underlying sources of the instability comprehensively
and in a timely manner.
Signs of severe stress are observed in some government bond markets as well as other
market segments which are important for bank funding such as unsecured inter-bank
markets, primary unsecured debt markets and securitisation markets. In . parallel, high
volatility in equity markets has indicated that tensions have spread across capital markets,
i.e. from government bond markets to stock markets. Hence, the overall ability of the EU
financial system to provide comprehensive funding to the real economy remains very fragile.
The conditions described in Article 18 of the Regulations 1093/2010, 1094/2010 and
1095/2010 ("Adverse developments which may seriously jeopardise the orderly functioning
and integrity of financial markets or the stability of the whole or part of the financial system in
the Union") have in part already materialised. Further aggravation might trigger a threat to
general liquidity and solvency conditions of the financial sector, in forms similar to the abrupt
crisis in 2008. Contrary to 2008, however, monetary and fiscal policies now have limited
room in several EU economies.
Overall, the ESRB General Board would like to communicate to the authorities ofthe EU and
its Member States that the nature of the crisis has changed over the course of the summer
when it moved beyond smaller economies to large European countries , with the potential to
affect - albeit differently - all countries of the Union. Hence, Europe as a whole no longer
faces a localised but rather a systemic crisis .
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Macro-financial conditions are extremely challenging and all existing instruments should be
activated, at the European and national level, to avoid a systemic shock to the EU financial
system and the real economy. The ESRB stands ready at any time to activate the
mechanisms of the EU Regulation 1092/2010 to request the Council to determine the
existence of an emergency situation .
***

Warning
In line with Regulation (EU) No. 1092/2010 (Articles 3(2) (c) and 16), and in light ofthe gravity
of current adverse developments which may seriously jeopardise the stability of the whole
financial system in the Union and adversely impact the real economy, the ESRB General
Board warns the addressees of this fetter, as representatives of the European Union as a
whole and of the EU Member States, that without:
(i)

a pro-active adoption and implementation of credible sustainability-oriented
fiscal programmes and policies,

(ii)

coordinated action by EU supervisors to strengthen bank capital, including by
having recourse to backstop facilities, recognising the need for transparent
and consistent valuation of sovereign exposures,

(iii)

a full and speedy implementation of the measures announced at the 21 July
meeting of the Head of State or Government of the euro area to address the
risks of contagion,

(iv)

standing ready to cope with unexpected events, associated with the
acceleration of the unfolding of the crisis, and

(v)

coordinated and consistent communication by all policy-makers,

critical downside risks for the financial system and, as a consequence, for the EU real
economy might materialise.

Yours sincerely,

The Chair of the European Systemic Risk Board
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Address by an Taoiseach, Brian Cowen, T.D., to EU Heads of Mission,
9 December 2010

Ladies and Gentlemen,

Can I begin by thanking Ambassador Robert Devriese for hosting today's lunch. It is a
great pleasure to be here and I look forward to our discussions.

I would also like take the opportunity to pay tribute to Belgium, and to Spain before it, for
the effective and efficient way in which you have run your Presidencies. For any Member
State, big or small, the undertaking is a demanding one at the best of times. Both countries
have more than risen to the challenge in 2010.

As I don't get to meet with this group very often, I thought the best use of our time
together would be for me to make some introductory remarks and then to take a few
questions.

2010- An Exceptionally Difficult Year
There is no escaping it, 2010 has been an exceptionally difficult year for Ireland.

In the past three years, like the rest of the developed world, we have had to come to terms
with new economic realities. For a number of reasons, this has been a more difficult
journey for Ireland than for most.

We are a small open trading economy, with all the vulnerabilities that brings. When the
world experiences an economic shock, Ireland cannot avoid feeling the brunt of it. This is
evident in our employment levels, our tax receipts and our welfare costs.
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Also, when global credit began to dry up, Ireland was left with a banking system that had
grown to disproportionate size, based on a toxic combination of cheap credit and reckless
lending practices. The scale of the problems in the sector has only come to reveal itself
fully over time.

Ireland could probably have handled the consequences of either one of these challenges on
our own.

While we have a serious and significant imbalance in our public spending, we have been
taking strong and deep measures in order to bring income and expenditure into line, and
into keeping with the strictures of the Stability and Growth Pact.

We have also dedicated huge resources and time to seeking to resolve the enormous
difficulties in the banking sector.

In the end, however, tackling both sets of difficulties together became a challenge too big
for us to manage on our own, under current market conditions.

We are, therefore, very appreciative of the support of our partners in the EU- Member
States and institutions - and the IMF for the significant assistance that they have made
available to Ireland, particularly in recent weeks.

The phrase 'we are where we are' has become something of a cliche in public discussions
in Ireland in recent times. But let me be clear, where we are in Ireland today is not where
any Government or people would wish to find themselves.

We are a proud and independent people and it is not easy for us to find ourselves relying
on the support of others, albeit on our good friends in the EU.
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I therefore want to reassure you today that we are utterly determined to get back to
standing on our own feet as quickly as we possibly can.

The Road to Recovery
In late November we published a National Recovery Plan covering the period from now
until2014. Shortly afterwards, we agreed a programme of action with the EU institutions
and the IMF. On Tuesday, we brought forward the budget for 2011.

All three pull in the same direction.

Taken together, they chart the way forward towards sustainable growth and recovery.

Ireland is determined to reach the deficit target of3% ofGDP as rapidly as we can. We
have already made adjustments of €14.5 billion in the last two years, and will take out
another €15 billion in the period between now and 2014. Under the Programme agreed
with our EU partners, we have been given more room for manoeuvre - until 20 15 - in case
growth prospects don't tum out to be as positive as has been predicted.

The adjustment of €15 billion is broken down into €1 0 billion in spending reductions - €7
billion on the current side and €3 billion on capital side - and €5 billion in revenue raising
measures.

To make our seriousness of intent plain, and to get ourselves into a better position as
rapidly as possible, €6 billion of this adjustment will be made in 2011.

As this week's budget demonstrates, this will require a contribution from all sections of
society.
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I appreciate fully that the impact of the budget will be difficult for many of our citizens.
But we carefully considered all the options and possibilities available to us. We have taken
very tough decisions in order to balance protecting the most vulnerable in our society, with
the need to meet our international obligations, and the need to promote economic growth
and employment.

We have brought forward a budget that we believe bears evenly on people and shares the
burden fairly.

Getting the economy back on track is not just a story of cutting spending and raising
revenues, vital as these steps are. It is also about continuing to put in place strategies and
measures to improve competitiveness, foster growth and create employment.

Specifically, we have decided to reduce the minimum wage by €1 per hour and to reform
the welfare system to remove unemployment traps and to provide incentives to get more
people back to work. We are also putting reinvigorated activation policies in place, to help
unemployed people make as swift a return to employment as possible.

We will bring real competition to bear in the professions, including measures to reduce
legal costs.

We will aim to reduce waste and energy costs faced by business and to enhance
availability of technological infrastructure, especially next generation broadband.

We are also determined to increase efficiency in the public sector and to reduce costs for
the private sector. This will be tough.
We are committed to reducing the cost of public sector pay and pensions. We will
implement overall payroll adjustments of€1.2 billion by 2014. Public service staff
numbers will be cut by 24,750 from end-2008levels. There will be a reformed pension
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scheme for new entrants to the public service and they will enter on pay 10% below those
already serving.

We will make more efficient use of staffing resources, with redeployment of staff within
and across sectors of the public service to meet priority needs.

Reform of the Banking Sector
We have also charted the way forward on reforming our banking sector.

Of course, a great deal has already been done to manage difficulties in this sector. We have
transferred the banks' riskiest loans to NAMA, and a detailed capital adequacy assessment
made in the summer has been followed up with significant capitalisation measures.

But it was clear that markets did not yet have sufficient confidence.

Therefore, the Programme agreed with our international partners builds on the measures
already taken, providing for a fundamental downsizing and reorganisation of the banking
sector.

This will lead to a smaller banking system, more proportionate to the size of the economy,
capitalised to the highest economic standards, with renewed access to normal market
sources of funding and focused on strongly supporting the recovery of the economy.

Much of the funding for the banks in the external assistance programme will be provided
on a contingency basis, to be drawn down only if required, helping to hasten a reformed
banking system and rendering it better placed to serve the needs of the economy.
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The Prospects for Recovery are Good
Taken together, this represents a reasonable, if challenging, programme for moving
forward again. And I believe that the prospects for recovery are better than many would
allow.

We are now seeing a stabilisation of our public finances and renewed export-drive growth.
From a drop of7.6% in 2009, we expect modest growth of0.3% in GDP this year and
average annual growth of2.75% per annum between now and 2014.

Recovery is gaining pace due to increased competitiveness combined with increasing
international demand for our goods and services - a virtuous circle. Exports increased by
nearly 7% in the first half of this year. Manufacturing is up by 12% in the third quarter.
The labour market has stabilised.

We are moving towards a positive balance of payments in 2011, meaning that the economy
as a whole is paying down external debt.

We have a strong and diversified economy. Good infrastructure. High quality human
capital- the youngest best educated population. A strong multi-national sector and vibrant
native industrial base. We have tax policies that favour entrepreneurship, investment and
work.

Not least, we are a resilient and capable people.

The European Dimension
Ladies and Gentlemen,

I am conscious that so far I have spoken about Ireland and its difficulties. But I am acutely
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aware that they must be seen alongside the difficulties being experienced by the European
Union and the eurozone in particular.

As a member of the European Council I have seen how economic and currency issues have
dominated our agenda this year.

The economic crisis has stress-tested our arrangements for economic governance and
found them wanting. There is, however, consensus in favour of taking the steps necessary
to improve them.

Thanks to the work of the Task Force chaired by European Council President Van Rompuy
we now have a template for increased fiscal discipline, broadened economic surveillance
with a stronger focus on debt sustainability, and deepened economic coordination. We are
establishing a more robust framework for crisis management. Preparation of the legislation
to give effect to the Task Force Report is being fast-tracked through the system.

When we meet next week, the European Council will take further decisions, including on
the wording of a limited Treaty change necessary to establish a permanent· crisis
mechanism to safeguard the financial stability of the euro area as a whole.

Eurogroup Ministers have set out some detail of what this mechanism should look like and
I expect that will be reflected in what President Van Rompuy brings to next week's
Council meeting.

I firmly hope that, with these measures, we will see confidence restored to the markets as
soon as possible.

We have recently seen all sorts of wild speculation as to the future of the euro and even of
the European Union itself. And, while I believe that much of this speculation has been
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enormously wide of the mark, I do share Chancellor Merkel's view that the health of the
euro and the health of the Union are inextricably linked.

I also strongly share the view of the President of the European Central Bank, Jean Claude
Trichet, that observers tend to underestimate the determination of decision-makers in
Europe to do what is necessary to protect our interests.

This is a testing time. To some extent we are collectively on a war-footing. As President
Trichet has said, it is a time for careful and precise communication - for clarity and for
discipline in what we say.

Yes we need to consider our options for the future. But we need to do so in a careful,
reflective and considered way.

We cannot create policy from soundbites. We have to be thorough, strategic and long-term
in our thinking, not just driven by day-to-day movements in the markets.

Confidence is something that you grow and nurture carefully. It doesn'tjust spring up
overnight. It is built through actions more than through words.

Conclusion
Finally, I would like to take this opportunity to thank you all for the work that you do in
communicating developments in Ireland to your respective capitals. It has, I imagine, been
a busy year for you all. I hope that the holiday season will give you and your families a
chance to wind down and to reflect on the most important things in life - health, happiness
and hope for the future.

Thank you.
ENDS
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21 March 2011

Term Sheet on the ESM
The European Council has agreed on the need for euro-area Member States to
establish a permanent stability mechanism: the European Stability Mechanism
(ESM). The ESM will be activated by mutual agreement 1, if indispensable to
safeguarding the financial stability of the euro area as a whole. The ESM will
assume the role of the European Financial Stability Facility (EFSF) and the
European Financial Stabilisation Mechanism (EFSM) in providing external
financial assistance to euro-area Member States after June 2013.
Access to ESM financial assistance will be provided on the basis of strict policy
conditionality under a macro-economic adjustment programme and a rigorous
analysis of public-debt sustainability, which will be conducted by the
Commission together with the IMF and in liaison with the ECB. The beneficiary
Member State will be required to put in place an appropriate form of privatesector involvement, according to the specific circumstances and in a manner fully
consistent with IMF practices.
The ESM will have an effective lending capacity of € 500 billion 2. The adequacy
of the lending capacity will be reviewed on a regular basis and at least every five
years. The ESM will seek to supplement its lending capacity through the
participation of the IMF in financial assistance operations, while non-euro area
Member States may also participate on an ad hoc basis.
The remainder of this term sheet sets out the key structural features of the ESM:

Institutional form
The ESM will be established by a treaty among the euro-area Member States as
an intergovernmental organisation under public international law and will be
located in Luxembourg. The statute of the ESM will be set out in an annex to the
treaty.

Function and funding strategy
The function of the ESM will be to mobilise funding and provide financial
assistance, under strict conditionality, to the benefit of euro-area Member States,
1

A decision taken by mutual agreement is a decision taken by unanimity of the Member States
participating to the vote, i.e. abstentions do not prevent the decision from being adopted.
2
During the transition from EFSF to ESM, the combined lending capacity will not exceed this amount.
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which are experiencing or are threatened by severe financing problems, in order
to safeguard the financial stability of the euro area as a whole.
The Member States of the euro area will give to the ESM the financial sanctions
received under the Stability and Growth Pact and the Macroeconomic
Imbalances procedures 3. Such sanctions will form part of the paid-in capital.
The ESM will use an appropriate funding strategy so as to ensure access to broad
funding sources and enable it to extend financial assistance packages to Member
States under all market conditions. Any associated risk will be contained through
adequate asset and liability management.

Governance
The ESM will have a Board of Governors consisting of the Ministers of Finance
of the euro-area Member States (as voting members), with the European
Commissioner for Economic and Monetary Affairs and the President of the ECB
as observers. The Board of Governors will elect a Chairperson from among its
voting members.
The Board of Governors will be the highest decision-making body of the ESM
and will take the following major decisions by mutual agreement:
- the granting of financial assistance;
- the terms and conditions of financial assistance;
- the lending capacity of the ESM;
- changes to the menu of instruments.
All other decisions by the Board of Governors will be taken by qualified
majority, unless stated otherwise.
The ESM will have a Board of Directors, which will carry out specific tasks as
delegated by the Board of Governors. Each euro-area Member state will appoint
one Director and one alternate Director. In addition, the Commission and the
ECB will each nominate an observer and an alternate to the Board of Directors.
All decisions by the Board of Directors will be taken by qualified majority,
unless otherwise stated.
Voting weights within the Board of Governors and the Board of Directors will be
proportional to the Member States’ respective subscriptions to the capital of the
ESM. A qualified majority is defined as 80 percent of the votes.

3
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The Board of Governors will appoint a Managing Director responsible for the
day-to-day management of the ESM. The Managing Director will chair the
Board of Directors.

Capital structure
The ESM will aim to obtain and maintain the highest credit rating from the major
credit rating agencies.
The ESM will have a total subscribed capital of € 700 billion. Of this amount,
€ 80 billion will be in the form of paid-in capital provided by the euro-area
Member States, of which € 40 billion will be available from July 2013 with the
remaining share being phased in over the three following years. In addition, the
ESM will also dispose of a combination of committed callable capital and of
guarantees from euro area Member States to a total amount of € 620 billion.
The contribution key of each Member State in the total subscribed capital of the
ESM will be based on the paid-in capital key of the ECB as annexed. By
ratifying the Treaty establishing the ESM, Member States legally commit to
provide their contribution to the total subscribed capital.
The Board of Governors will decide by mutual agreement when adapting the
amount of total subscribed capital or when calling capital, except in the specific
cases described below. First, the Board of Directors can decide, by simple
majority, to restore -by calling in capital- the level of paid-in capital in the event
that the amount of paid-in capital is reduced by the absorption of losses 4. Second,
an on-demand guarantee procedure will be put in place that allows calling in
capital automatically from the shareholders of the ESM if needed to avoid a
payment shortfall to the creditors of the ESM. The liability of each shareholder
will in all circumstances be limited to its share in the subscribed capital.
Any contribution to subscribed capital by a Member State 5 joining the ESM after
July 2013 will be made according to the same terms applied for the original
contributions. The practical implications for the overall amount of subscribed
capital and the distribution of capital among the Member States will be decided
by the Board of Governors by mutual agreement.
As long as the ESM has not been activated and provided that the effective
lending capacity is not less than 500 billion, the proceeds from the investment of
the ESM paid-in capital will be returned to the Member States, after deductions
4

The vote of the Member State whose default is at the origin of the loss to be covered is suspended for
this decision.
5
As a consequence of joining the euro area, a Member State shall become a member of the ESM with full
rights and obligations.
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for operational costs. Following the first activation of the ESM, the proceeds
from the investment of ESM capital and financial assistance activity will be
retained within the ESM. However, in the event that paid-in capital exceeds the
level required to maintain the lending capacity of the ESM, the Board of
Directors can decide, by simple majority to distribute a dividend to the euro-area
Member States based on the contribution key.

Instruments
The ESM will provide financial assistance subject to strict conditionality under a
macro-economic adjustment programme, commensurate with the severity of the
imbalances of the Member State. It will be provided through loans.
However, it may intervene, as an exception, in debt primary markets on the basis
of a macro-economic adjustment programme with strict conditionality and if
agreed by the Board of Governors by mutual agreement.
 ESM stability support (ESS)
The ESM can grant short-term or medium term stability support to a euro-area
Member State, which is experiencing severe financing problems. Access to an
ESS will imply a macroeconomic adjustment programme with adequate policy
conditionality commensurate with the severity of the underlying imbalances in
the beneficiary Member State. The length of the programme and maturity of the
loans will depend on the nature of the imbalances and the prospects of the
beneficiary Member States regaining access to financial markets within the time
that ESM resources are available.
• Primary market support facility
The ESM can purchase the bonds of a Member State, which is experiencing
severe financing problems, on the primary market, with the objective of
maximizing the cost efficiency of the support. Conditions and modalities under
which bond purchasing would be conducted will be specified in the Decision on
the terms and conditions of financial assistance.
The Board of Governors may review the instruments at the ESM's disposal and
may decide to make changes to the menu of instruments.
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IMF involvement
The ESM will cooperate very closely with the IMF in providing financial
assistance 6. In all circumstances, active participation of the IMF will be sought,
both on the technical and the financial level. The debt sustainability analysis will
be jointly conducted by the Commission and the IMF, in liaison with the ECB.
The policy conditions attached to a joint ESM/IMF assistance will be negotiated
jointly by the Commission and the IMF, in liaison with the ECB.

Activation of financial assistance, programme monitoring and
follow-up
Financial assistance from the ESM will in all cases be activated on a request
from a Member State to the other Members States of the euro area. The
Eurogroup will inform the Council that a request for activation of support has
been made. On receipt of such a request, the Board of Governors will ask the
Commission to assess, in liaison with the ECB, the existence of a risk to the
financial stability of the euro area as a whole and to undertake a rigorous analysis
of the sustainability of the public debt of the Member State concerned, together
with the IMF and in liaison with the ECB. The subsequent steps in the activation
of ESM financial assistance will be as follows:
 If an ESS is requested, the Commission, together with the IMF and in
liaison with the ECB, will assess the actual financing needs of the
beneficiary Member State and the nature of the required private sector
involvement, which should be consistent with IMF practices.
 On the basis of this assessment, the Board of Governors will mandate the
Commission to negotiate, together with the IMF and in liaison with the
ECB, a macro-economic adjustment programme with the Member State
concerned, detailed in a MoU.
 The Commission will propose to the Council a decision endorsing the
macro-economic adjustment programme. The Board of Governors will
decide on the granting of financial assistance and the terms and conditions
under which assistance is provided. When the programme has been
adopted by the Council, the Commission will sign the MoU on behalf of
the euro area Member States subject to prior mutual agreement by the
Board of Governors. The Board of Directors will then approve the

6

It is however understood that any IMF involvement will be consistent with its mandate under the
Articles of Agreement and by applicable decision and policies of the IMF Board.
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financial assistance agreement which would contain the technical aspects
of the financial assistance to be provided.
 The Commission, together with the IMF and in liaison with the ECB, will
be responsible for monitoring compliance with the policy conditionality
required by a macroeconomic adjustment programme. It will report to the
Council and to the Board of Directors. On the basis of this report, the
Board of Directors will decide by mutual agreement on the disbursement
of the new tranches of the loan.
 After discussion in the Board of Governors, the Council can decide, on a
proposal by the Commission, to implement post-programme surveillance,
which can be maintained for as long as a specified amount of the financial
assistance has not been repaid.

Consistency with the EU multilateral surveillance framework
Approval by the EU Member States will be sought to allow the euro-area
Member States to task the Commission, together with the IMF and in liaison with
the ECB, the analysis of the debt sustainability of the Member State requesting
financial support, the preparation of the adjustment programme accompanying
the financial assistance, as well as with the monitoring of its implementation.
While the Board of Governors has the autonomy to decide on the existence and
modalities of financial assistance under an intergovernmental framework, the
policy conditionality established under an enhanced surveillance or a
macroeconomic adjustment programme should be consistent with the EU
surveillance framework and must guarantee the respect of EU procedures. To this
end, the Commission intends to propose a Regulation clarifying the necessary
procedural steps under Article 136 of the Treaty in order to enshrine the policy
conditionality in Council decisions and ensure consistency with the EU
multilateral surveillance framework. The Council and the Commission will
inform the European Parliament on a regular basis about the establishment and
the operations of the ESM.

Pricing
The Board of Governors will decide on the pricing structure for financial
assistance to a beneficiary Member State.
The ESM will be able to lend at a fixed or variable rate. The pricing of the ESM
will be in line with IMF pricing principles and, while remaining above the
funding costs of ESM, will include an adequate mark up for risks.
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The following pricing structure will apply to ESM loans:
1) ESM funding cost
2) A charge of 200 bps applied on the entire loans
3) A surcharge of 100 bps for loan amounts outstanding after 3 years
For fixed rate loans with maturities above 3 years, the margin will be a weighted
average of the charge of 200 bps for the first 3 years and 200 bps plus 100 bps
for the following years.
The pricing structure will be defined in the pricing policy of the ESM, which will
be reviewed periodically.

Private sector involvement
1. Modalities for involving the private sector
An adequate and proportionate form of private-sector involvement will be
expected in all cases where financial assistance is received by the beneficiary
State. The nature and extent of this involvement will be determined on a case-bycase basis and will depend on the outcome of a debt sustainability analysis, in
line with IMF practice 7, and on potential implications for euro-area financial
stability.
(a) If, on the basis of a sustainability analysis, it is concluded that a macroeconomic adjustment programme can realistically restore the public debt to
a sustainable path, the beneficiary Member State will take initiatives aimed at
encouraging the main private investors to maintain their exposures (e.g. a
"Vienna Initiative" approach). The Commission, the IMF, the ECB and the EBA
will be closely involved in monitoring the implementation of such initiatives.
(b) If, on the basis of a sustainability analysis, it is concluded that a macroeconomic programme cannot realistically restore the public debt to a
sustainable path, the beneficiary Member State will be required to engage in
active negotiations in good faith with its creditors to secure their direct
involvement in restoring debt sustainability. The granting of the financial
assistance will be contingent on the Member State having a credible plan and
demonstrating sufficient commitment to ensure adequate and proportionate
7

In line with the IMF, debt is considered sustainable when a borrower is expected to be able to continue
servicing its debts without an unrealistically large correction to its income and expenditure. This
judgement determines the availability and the appropriate scale of financing.
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private sector involvement. Progress in the implementation of the plan will be
monitored under the programme and will be taken into account in the decision on
disbursements.
In negotiating with creditors, the beneficiary Member State will adhere to the
following principles:
o Proportionality: the Member State will seek solutions proportionate to its
debt sustainability problem.
o Transparency: the Member State concerned will engage in an open
dialogue with creditors and share relevant information with them on a
timely basis.
o Fairness: the Member State will consult creditors on the design of any
rescheduling or restructuring of public debt with a view to reaching
negotiated solutions. Measures reducing the net present value of the debt
will be considered only when other options are unlikely to deliver the
expected results.
o Cross-border co-ordination: the risk of contagion and potential spill over
effects on other Member States and third countries will be duly taken into
account in the design of measures to involve the private sector. The
measures taken will be accompanied with a proper communication by the
Member State concerned aimed at preserving the financial stability of the
Euro Area as a whole.

2. Collective Action Clauses
Collective Action Clauses (CACs) will be included in all new euro area
government securities, with maturity above one year, from July 2013. The
objective of such CACs will be to facilitate agreement between the sovereign and
its private-sector creditors in the context of private sector involvement. The
inclusion of CACs in a bond will not imply a higher probability of default or of
debt restructuring relating to that bond. Accordingly, the creditor status of
sovereign debt will not be affected by the inclusion of CACs.
The main features of the CACs will be consistent with those commonly used in
the US and the UK markets since the G10 report on CACs. CACs will be
introduced in a way which preserves a level playing field among euro area
Member States. This implies the use of identical and standardized clauses for
all euro area Member States, harmonized in the terms and conditions of securities
issued by the Members States. Their basis will be consistent with the CACs
that are common in New York and English law.
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CACs will include an aggregation clause, enabling a super majority of
bondholders across multiple bond issues subject to such a clause and subject to
the law of a single jurisdiction to include a majority action clause where the
needed majority of creditors for the restructuration would not be attained within a
single bond issue. Appropriate representation will be put in place. Most
important issues – the reserve matters – (e.g. key payment terms, conversion or
exchange of bonds) will be decided with a larger majority than non-reserve
matters. Appropriate quorum requirements will apply. Changes agreed by the
relevant majorities are binding on all bondholders.
An appropriate disenfranchisement clause will apply to ensure a proper voting
process. Appropriate clauses to prevent disruptive legal action will be
considered.
CACs will be introduced in a standardized manner, which ensures that their legal
impact is identical in all euro-area jurisdictions and so preserves a level playing
field among euro-area Member States. The euro area Member States will adopt
the necessary measures to give effect to the CACs.
Euro area Member States will be allowed to continue to “tap” outstanding debt
without CACs under pre-determined conditions after June 2013 in order to
preserve the necessary liquidity of old bonds and to give sufficient time to euro
area Member States to create, in an orderly fashion, new bonds on all benchmark
maturities. The detailed legal arrangements for including CACs in euro-area
government securities will be decided on the basis of work to be undertaken by
the EFC Sub-Committee on EU Sovereign Debt Markets, following appropriate
consultation with market participants and other stakeholders, and be finalised by
the end of 2011.
3. Preferred Creditor Status of the ESM
Like the IMF, the ESM will provide financial assistance to a Member State when
its regular access to market financing is impaired. Reflecting this, Heads of State
or Government have stated that the ESM will enjoy preferred creditor status in a
similar fashion to the IMF, while accepting preferred creditor status of IMF over
ESM.
This shall be effective as of 1 July 2013 without prejudice to the terms and
conditions of any other agreement provided under the EFSF and the Greek
facility.
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Transitional arrangements between EFSF and ESM
As originally foreseen, the EFSF will remain in place after June 2013 so as to
administer the outstanding bonds. It will remain operational until it has received
full payment of the financing granted to the Member States and has repaid its
liabilities under the financial instruments issued and any obligations to reimburse
guarantors. Undisbursed and unfunded portions of existing loan facilities should
be transferred to the ESM (e.g. payment and financing of instalments that would
become due only after the entry into force of ESM). The consolidated EFSF and
ESM lending shall not exceed € 500 bn.
To ensure a smooth transition from the EFSF to the ESM, the CEO of the EFSF
will be tasked with the practical preparation of the establishment of the ESM. He
will regularly report on the progress made to the Eurogroup Working Group.

Participation of the non euro area Member States
Non euro area Member States can participate on an ad hoc basis alongside the
ESM in financial assistance operations for euro area Member States. If non-euro
area Member States participate in such operations, they will be represented in the
relevant meetings of the ESM boards that will decide on the granting and the
monitoring of the assistance. They will have access to all relevant information in
a timely manner and be appropriately consulted. The euro area Member States
will support equivalent creditor status of the ESM and that of other Member
States lending bilaterally alongside the ESM.

Dispute settlement
If a dispute arises between a euro area Member State and the ESM in connection
with the interpretation and application of the treaty establishing the ESM, the
Board of Governors will decide on this dispute. If the Member State contests this
decision, such dispute shall be submitted to the European Court of Justice in
accordance with Art. 273 TFEU.
With regard to the relationship between the ESM and third parties, the applicable
governing law and jurisdiction will be dealt with by the legal and contractual
documentation which will then be put in place between the ESM and those third
parties.

DOT01B01-V

29

10
DOT00048-010

Annex: ESM contribution key based on the ECB key

ESM contribution key
Country
ISO ESM key
Austria
AT
2.783
Belgium
BE
3.477
Cyprus
CY
0.196
Estonia
EE
0.186
Finland
FI
1.797
France
FR
20.386
Germany
DE
27.146
Greece
EL
2.817
Ireland
IE
1.592
Italy
IT
17.914
Luxembourg LU
0.250
Malta
MT
0.073
Netherlands
NL
5.717
Portugal
PT
2.509
Slovakia
SK
0.824
Slovenia
SI
0.428
Spain
ES
11.904
EA17
Total
100.0
Notes:

The ESM key is based on the ECB capital contribution key.
Member States with a GDP per capita of less than 75% of the EU average will benefit from a
temporary correction for a period of 12 years after their entry in the euro area.
This temporary correction will be three quarters of the difference between GNI and ECB capital
shares (effectively comprising of 75% of GNI share and 25% of ECB capital share) as follows: ESM
share = ECB key share - 0,75*(ECB key share - GNI share)
The downwards compensation on those countries is redistributed among all the other countries
according to their ECB key share.
GNI and GDP per capita in 2010.

Sources: ECB, Ameco and DG ECFIN calculations.
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Buan Ionadaiocht

Permanent Representation

na hEirea1u~

of Ireland

chuig an Aontas Eorpach

to the European Union

Urgent and Confidential
11 July 2011

Assistant Sec 1 e y
Department o the Taoiseach
Dublin

Dear John
I enclose for onward transmission to the Taoiseach a letter from Jean-Claude Trichet,
in his capacity as Chair of the European Systemic Risk Board, attaching a copy of a
warning issued on 30 June 2011 by the ESRB General Board. The letter was received
here on Friday last.

~1 You will note that it is necessary for the Taoiseach to confirm receipt of the document.
·

A letter m Identical terms IS bemg forwarded to the Mmister for Fmance.

Yours sincerely

1~rUn

Rory Montgomery
Permanent Representative
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ESRB
European Systemic Risk Board
European Sysiem o f FinanciCJ! Supervision

Jean-Claude Trichet
ESRB Chair

Frankfurt, 1 July 2011
ESRB/2011/052

An T aoiseach
Enda Kenny

Dear Taoiseach,

I am transmitting herewith for your attention a copy of the Warning ESRB/2011/WNP1
approved on 30 June 2011 by the ESRB General Board, in accordance with the EU
Regulation No. 1092/2010.
This Warning is issued on a confidential basis in accordance with Article 18(4) of the
above mentioned Regulation.

Yours sincerely,

The Chair of the European Systemic Risk Board

Encl.
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COUNCIL OF
THE EUROPEAN UNION

Brussels, 6 July 2011

12488/11
CONFIDENTIEL UE/
:EU CONFIDENTIAL
ECOFIN502
UEM241

.....

NOTE
From:
To:
Subject:

General Secretariat of the Council
~Members of the European Council
European Systemic Risk Board letter

The Council Secretariat was asked by the ESRB to distribute the letter attached in view of the
Council Secretariat's robust procedures .for handling classl.fied infomiatlon.

.
.
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ESRB
Europea n Systemic Risk Board

Jean-C laude Trichet
ESRB Cha ir
Frankfurt, 1 July 2011
ESR B/2011/WN P1
Mr Herm an Van Rompuy
Pt esident of the European Counci l
Mr. Donald Tusk
Prime Minister of Poland
Mr. Jan Vmcen t-Rostows ki
Min ister of Finance of Poland
Cc · Mr Oll i Re hn
Mem be r of ihe European Commis sion
Cc: Mr Vitto rio Gri lli
Chairman of the Economic and Financial Committee
Cc Mr Uwe Cors epiu s
Secretary-General of the Coun cil of the Europea n Union

Confiden tial Warnin g un der Articles 3(2)(c) an d 16 of Regula tion
(EU) No. 1092/2010
Dee1r Pre stde nt Ve1n Rompuy . De ar Prirne Mi nister Tusk Dear Min iste r Vincen t-Rostowski,

At 1ts second reg ular meeting of 22 June 20 11, the Genera l Board of the ES RB . in revie wing
the macro-prudential aspec's of the curre nt econom ic and fi nancia l situation m th e EU. has
;denttfied po tenttal thre ats to tile financia l stabil ity of the EU ove rall , name ly

(a) possible EU -wide contagio n from sove reign shock s, comb tn ed with
tb) posstble adve rse market movements at the ti me of the publication of the res ults of the
bank 111g sector stress test exercise and

Ka t:s;:tstrasse 29 6031 1 F"ran kfurt am 1Vla1n Germ ;:my - Tel : +-19 59 13 44 390 I - Fa>. +49 69 13 4-1 73 07
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(c) possibly ins ufficient plans in some EU Member States to ensure both com prehensive
and t1me ly private plans and, where necessa ry, public backstops at national level to
1
address any weakn esses identified .
These adverse developments could be expected to have widespread ramifications
th roug hout the EU fin ancia l system , in particular in "view of th e extent of its
in terconnected ness . The General Board hig hlights :

(i .)

(1i.)

(1i1 )

exte ns1ve links within the bank ing sector As experienced in the aftermath of the
2007-08 disruption. concerns about th e creditworthiness of major financia l
counterparties would mean that it is likely that even core finan ci al markets wo uld
be threate ned. for example inte r-bank, bond and associated derivative s markets ;
close lin ks between the banking sector and other se ctors and markets , given the
propensity for asset fi re sale s due to cred it ratings downgrade s. or collatera l
margining ;
the potential for significant destabilising feedback loops to ta ke hold with in th e
fina ncial system and between it and the real economy . These can be driven by
close lin ks between the assessments of creditwo1ih iness of sovereign an d
fma nc1al debtors and the possibility fo r contagi on both am ong sovereigns as well
as between fina ncial institutions

Hence , the Genera l Boa rd cons iders it critical that public policy efforts should focus on
ensuring that the EU financi al system - in all 1ts components - can continue to recover
towards a self-su stai ning position To support this objective , in the near te rm . and to li mit
potential adverse spillove rs wi thin the European Umon overall . the ESRB stresses the cru cial
Importance o f the co mmitments alre ady agreed by the competent auth orities in the EU and
1ts Me mbe r Sta tes , when the Cou nci l of the Eu ro pean Union published a two -page offi cia l
statement on ·' Backstop mechan isms in the context of the 2011 EU-wid e stres s test ex ercise"
on 17 May this year.
Introducin g that stateme nt in its own conclusi ons , the Ecofin Counci l of that clay wrote:

Th e Coun cil

agree d tha t all member states woulcf ha ve in plac e credib le
at the lim e of /h e p ublica tion of the [stress test] results ( )
and set cfea cf!ines for acldressing any vuln e rability revealed IJy the stres s tests.
\VJ/11 a stated w efe rence fo1 private sector solutions.··
back~ top 61echanisms

Previously. the Europea n Council had already concluded on 25 March that.
"i'v1em 1Jet State s \Viii prep are , aheacl of the p ublication of the [stress te st] Jes uits.
s,wrifir: ancf c?!11!JJ!tous ,'t tategies fa t the res tructuring of vulneraiJ /e mstitutions.

\n :: J ilo'... ---\=.::.e :,S!112r t l' ~a n1 u 1 vl ~ r tile aeg 1s of :h e Adv~ s cry Tsc "ln ical C on 11~1 1 tt c e of the ESRB l1as as sess~d ~ ! h~ 1n a:.LJ
r,ruJen:;~l ri s,.s de·rvrng frcrn ?. po ssi!)le sh ort age of pr i·n.1 te and public backsto p mea sures An interrm repo rt was presen1e.J :1
lr' ~ G,•n,'iill So<Jrj rei til-= ESf'B ') !l 22 J .,ne
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includtng private sector solutions (direct financing from the marke t or asset sales)
but also a solid framework tn line with . State aid rules for the provtsion of
govetnmenl support in case of need:"

In addit1on the European Council later on concluded on 24 June :

'Stress tests are being conducted in the banking sector. It is of key importance
that they are fully credible and transparent and concluded in full compliance with
the methodology ancf guidelines issuecl !Jy the European Banking Auth ority and
t11a/ all pa1tic1pants ensure the highest quality of the outcome. All necessa1y
measures fully consistent with international standards must be rapidly taken to
address any possible banking vulnerabilities brought to light by th ese stress
tests
The General Board 1s of the view that were the above-mentioned adverse developments to
materialise in the prevailing environment, the y could po se a significant systemi c threat to the
EU fina ncial system ove rall and , conseque ntly , to the achieveme nt of the ESRB 's own
objectives as outl ined in A rticle 3 of Regulation (E U) No. 109 2/2 01 0 . As a res ult, the General
Board attaches the utmost priority to the preven tion and mitigation of these ri sks , w hich. in its
view. could likely res ult in wides pread finan ci al distress and a likely dis ru ption in the provisi on
of financial services to th e real economy.

*~

...

Warning
In l1ne with Regu lation (EU) No . 109 2/2010 (Articles 3(2)(c) and 16). the ESR B warns the
address""es of th is letter. as representatives of the European Un ion as a w ho le and of the EU
l\i1e_r11ber States that INithout

ill

co ncre te private sector meas ures to address , w hen required . the need to
streng then capita l pos itions . and

!.ill

supoort1nq actions by Member Sta tes to establ ish credible public backstops
e.g_ams t the potential for the deterio rati on of assets of finan cia l ins titutions

under worseni1 g_market conditions . risks of a svste mi c nature mig hr ma te na lise at the level
of the EU Member States and th e EU as a 'Nilole . lea ding to a likel y dis rupti on in the
qrov1sion of f 1n_~c1al services to the rea l econonw .

ll1e ESRB urqes in pa1 t1cular the EU Member States to ens ure th at - where this has not yet
·_£:>en th~ ~Cl~~ -=- . these oublic back :O I='S are fina lised al1e ad of the forthcoming publication of
te st results on banks and announced sirnu ltaneous ly to that publica tion .

t11_e EtJ gt:es'>
11 , ~

111'::: - . . . s ::..ry r,1we1te sector measures and supportin
'\larnmg abO\•: W'JLI! nclude in particu lar, that:

public act1ons. as 1ntended in the
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al l relevant fin ancial institution s across the EU commit to th e identification of any
weaknesse . and thereb y contri bute to deliver the 2011 EU-wide stress test in a
ngorous and con sistent way. The stress test - and its accompanying additional
disclosure - should provide a clea r an d rigorou s assessment of the resil tence of
ins titutions under an adverse scen ario and reassu re that EU banks can withstand a ·
possible deterioration of their assets;
all co mpetent authorities cooperate effe ctively wit h the Europe an Banking Authori ty ,
in part icular to ensure full implementation of its re cent recommendations and
guidance to th e credi t institutions participating in the stre ss tes t (as part of the agreed
process of qu ality assuran ce and peer review):
govern ments ens ure that private-sector plans are in place to stre ngthen capita l
positions, so as to ensure th at EU ba nks can withstand a pos sibl e deterioration of
th eir assets . An y su ch plans need to be supported by public backstops at nationa l
leve l to en sure that any weaknesses identified are pro mptly add re ssed In th is rega rd
th e ESRB con side rs of the utmost im po rtan ce that re media l measures be applied not
only to th e finan cial institutions wh ich wi ll formally fa il the stress test. but are al so
ava ilable to those wh ich pass the test , but still are perceived by markets to be at risk.
Member States should close ly cooperate at the European leve l in the preparation of
backstop measures for banking groups , which are present in different co untries:
all stakeh olders in volved com municate simultaneously and const stently on \he
existe nce of backstop measi.tres . refraining from ex-ante announcements as well as
ex post co mmun ication which might undermine the credi bility of the exercise
Com mu nication mig ht need to take acco unt of country specifi c issues .

In close cooperation with the other authori ties of th e Eu ro pea n System of Fin ancial
Superv tsion, the ESRB will monitor, ve ry close ly , developments going forward and take
further actions within the remit of its ma ndate as neces sary - in cluding issu ance of formal
re comi11 endations - consistent with th e preven tion and mitiga ti on of system ic ri sks to the
fi nan cial stabt li ty of the Uni on.

Yours since re ly,

---------t/ s--- -::::~--

<1H~

the European Systemrc Risk Boa rd
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Mr Brian Lenihan

Tanaiste and
Minister for Finance
Government Buildings
Upper Merrion Street
Dublin2

heland

Frankfurt, 15 October 2010
UJCT/10/1280
Dear Minister,

J refer to our last phone conversation. As you know the ECB greatly appreciates the recent commitment of
the Irish government to develop, in close cooperation w{th the Commission in liaison with the ECB, a multiannual economic and fiscal adjustment strategy. Given Ireland's convincing track-record in fiscal
adjustment, I am confident that your medium-term strategy will be successful in restoring fiscal
sustainability and financial sector soundness.

In this context, J would like to draw your attention to a number of issues arising from the extraordinarily

large provision of liquidity by the Eurosystem to Irish banks in recent weeks. The participation in
Eurosystem credit operations is subject to rules. These include the requirement for the Eurosystem to base its
lending operations with market participants on adequate collateral. Moreover> the General Documentation on
Eurosystem monetary policy Instruments and procedures requires our counterparties to be financially sound.
In this context, the Eurosystem may limit, exclude or suspend counterparties' access to monetary policy
instruments on the grounds of prudence and may reject or limit the use of assets in the Eurosystem credit
operatiol'IS by specific counterparties. The Governing Council indeed carefully monitors the Eurosystem
credit granted to the banking system, in the Irish as well as in all other cases, and in particular the size of
Eurosystem exposures to individual banks. the financial soundness of these banks, and the collateral they
provide to the Eurosystem. The assessment by the Governing Council of the appropriateness of its exposures
to Irish banks depends very much on progress in economic policy adjustment, enhancing financial sector
capital and bank restructuring.
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Moreover~ the provision of Emergenc.y Liquidity Assistance (ELA) by the Central Bank of Ireland, as

by any

other National Central Bank of the Eurosystem, is closely monitored by the ECB's Governing Council as it
may interfere with the objectives and tasks of the Eurosystem and the prohibition of monetary financing
under the Treaties. Therefore, if ELA is provided in significant amounts, the Governing Council will assess
whether there is a need to impose specific conditions in order to protect the integrity of our monetary policy.
Jn addition, in order to ensure compliance with the monetary financing prohibition. it is essential to ensure
that the ELA recipient institution continues to be solvent.

Against the background of these principles, I would like to re-emphasize that the current large provision of
liquidity by the Eurosystem and the Central Bank of Ireland to entities such as Anglo Irish Btihk should not
be taken for granted as a long-term solution. Given these principles, the Governing Council cannot commit
to maintaining the size of its funding to these institutions on a permanent basis.

As I told you, a key element of the monitoring by the Governing Council ofEurosystem exposure to the ll'"ish
banking system, and the related decisions the Governing Council may take,
progress in implementing

th~ jour~year

wm

be its .assessment of

economic strategy that the Irish government envisages to annoo.uce

in early November. This is not only because s1gn1ticant parts of the Irish banking systems are partially or
fully Government owned, but also because an important share of the Eurosystem exposure to Irish credit
instRutions is coUateralised with securities issued or guaranteed by the hish Government. I trust that the
four-year strategy will target a fiscal deficit of below 3% in 2014 and a decline in the public debt-to-GDP
ratio from 2012/13 onward, based on cautious real growth forecasts,

as well as a strong structural reform

programme. Future decisions by the Governing Council of the ECB regarding the terms of liquidity
provision to Irish banks will thus need to take into account appropriate progress in the areas of fiscal
consolidation~

structural reforms and financial sector restructuring.

With my best regards,

Cc.:

Mr OlH Rehn, EU Commissioner for Economic and Monetary Affairs

Mt Joaquin AJmunia, EU Commissioner for Competition
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Mr Brian Lcnihan
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Ministcr of Finance
Covemment Buildings
Upper Merion Strcct

Dublin 2
lrcland
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201 0
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Dcar Minister,

As you are aware lrom my previous lcttcr dated l5 October, the provision of Energency Liquicli\' lssi"1ctvr..

ol lreland. as by any other national central bank of the Eurosystem. is closely
by thc Governing Council of the European Central Bank (ECB) as it may interferc with thc

(ELA) by the Central Bank
monitored

objectives and tasks

of the

Eurosystem and may cortravene the prohibition

of

monetary financing.

'l'herefore, whcnever ELA is provided in significanl amounts, the Coveming Council needs to assess whether

it is appropriate to impose specific conditions in order lo prolcct thc inregrity of our

monctary policy. In

addition. in ordcr to ensure compliance rvith the prohibition of monetary financing, it is €ssential lo ensure
that ELA recipient institutions continte lo bc solvent.

As

I indicated at thc rcccnt Eurogroup meeting, the exposure ol thc

Eurosystcnr and of the Ccntral Bank ol'

Ireland vis-i-vis lrish linancial instilut:ons has riscn significantly over the past fe\v months to levels that we

consider with great conccm. Recent developrnents can only add to these concerns. As Patrick Ilonohan
knorvs, the Governing Council has bccn askcd yes(erday to authorise nerv liquidity assistance rvhich it did.

But all these considcrations have intplications for the assessment olthe solvency ofthe institutions rvhich are
currently receiving ELA.

lt

is the position of the Governing Corrncil that

it is only if we rcceive in writing

a

commitment from the lrish Govemment vis-i-vis the Eurosystenr on the four follorving points thal rve can
authorise furthcr provisions of ELA to lrish financial institutions:

l)

The lrish govemment shall send a rcqucst for financial support to the Eurogroup;

2)

Thc rcquest shall include lhc comnritmcnt to undcrtake decisive actions in the areas of fiscal
consolidation, structural rcfornts and financial sector restructuring, in agreement rvith the European
Commission, the International Monctary Fund and lhe ECB;
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3)

Thc plan for the restructuring of the lrish financial sector sha:l include the provision of the nccessary

capital to those Irish banks needing

it

and

will be funded by the financial resources provided

at the European

and international level to the lrish govemment as well as by financial means cunently available to the lrish
govemment. including existing cash reserves ofthe Irish government;

4)

The repayment of the funds provided in the form of ELA shall be fully guaranteed by the lrish

Government. rvhich rvould ensure the payment of immediate compensation to the Central Bank of lreland in
thc event of missed paymcnts on the side ofthe rccipicnt institutions.

I am sure that you are aware that a swift response is needed before markets open next week, as evidenced by
rccent market tcnsions which may lurthcr escalate. possibly in a disruptive rvay,

if no concrete action

is taken

by the lrish govcrnmcnt on the points I mention above.
Bcsides the issue of thc provision of ELA, the Coveming Council of thc ECB is cxtremely conccrncd aboul

the very large overall crcdit exposure of lhe Eurosystem towards the lrish banking system. The Goveming
Council constantly moniton the crcdit granted to the banking systcm not only in Ireland but in all euro area
countrics, and in particuiar the size

of Eurosystcm exposures to individual banks, the financial

soundness

of

these banks and thc collateral they provide to the Eurosystem. The assessment of the Goveming Council on

the appropriateness ofthe Eurosystem's exposure lo Irish baaks rvill essentially depend on rapid and decisive
progress in the formulalion

of a concrete action plan in the

areas rvhich have been mentioned in this letter

and in its subsequent implementalion.

With kind regards

Cc.: Mr Brian Cowen, Prime Minister
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Merkel Debt P].an Provokes SelLoff Trlchet Poresaw: Euro Credlt
Nov 3 2 010 0:01:00

2of3

"The nore you talk about resLluctEring debt, the harder it
is to obtain debt, " Irlsh Einance Minlster Brian I,enj.han said in
an inte!vierl wlth oublin-based RTE television yesterday. "That
is the rea l l !y. "
MerkeI's stance echoes her approach to Greece earlie! this
year t,hen she inltj.ally refused to rush to its ald, spa!kln9
speculation about the euro reglon's abiLity to handl.e the worst
cri.sls ln its hi.sto!y. WhlIe b1lliona1re George Soros at the
tj.rre said her strategy risked pushlng c!eece into a "death
circle," Merkel sald thb "tough" terns of the country's
eventuaL bailout vindicated her pollcy.
The new push comes as her Chrlstlan Deoocrat party loses
suppo!t to lhe Soclal oeirocEats, !,rith an Oct, 2? Forsa poll
putting the opposition 12 percenlaqe points ahead o! her cDoEree oemoclat government. The governnent also faces regional
elections fron Malch that lnvoLve 25 pelcent of the populatlo[.
Time

Bomb?

teaving taxpayels to shoulder the burden of bailouts nay
set off "a dangelous socia.L time bonb" of popular
dj,ssatisfaction. Flnance l.lj.nlster wotfganq Schaeuble said in a
6peech Iate yestelday. "lhe currency union Has never deslgned
as a nodel. fo! the enrichnent of finaocial speculators."
Merkel's governmen! Has the biggest contrlbuior to April's
Gleek bailout and would al,so shoul"der the lion's shale of any
rescue under the current tenpoaary backstop,
"These things ale mole about politics tban econonics,"
said PauL Lambert, head of the global macro tean at Polar
Capital floldings PIc in London. "Itrs cl,ear that for sone
econonies iD Europe lt's going to be lncredibly dj.fflcult to
make the fiscal adjustnents needed on their own. It's eithe!
goj,ng to mea! Germany pickinq up the tab, or countrj-es in Europe
beillg cut loose. "
@Edun:ri+-propesa L 6 are hurting Portuguese- debL eye_!E={_14,t
{-he- nation's government and. blggest oppesltiorl party r.:9.,a_9'll9.dj:ftf
ifi'reement oct. 2.9 6.rrn-ext yeara i:Sualirt:rThe court!y,s bonds iie
the third-worst performing goveEnroent deb! seculj.tieS thls year,
down 5,7 percent, according to j.nde:(es conpj.Ied by Bloomberg and
the European Federation of Financial Analysts Societies.

Irish

Splead

only creece, with a 16 percent decline, and fleland, with a
6.9 percent drop, fared wolse, cerman bonds earned nole than 8.2
percenl this year.
The spread on Iri.sh bonds has doubled in lhe past thlee
nonths as the government tries to cut ils deflcit in the face of
bank-bailout costs lhat nay reach 50 biltion euros, The
country's l0-year bond yeEterday yielded 7.304 percent, the mo6t
since 1996.
"The German government 1s followinq what the Earkst is
tellinq it," said Nj.cola MarlnelIi. a portfolio manager at
E[ccrnbcrg _ yo;! definlttve soulce
If you need help on the BLOOMBERG press the HELP key twice
Copy!1ght lc) Z1fA, BLoombe!g, L. p.
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Merke] Debt Pltsn Plovokes selloff Tlichet Foresaw, Eulo Credit
Nov 3 2 010 0:01:00
Glendevon King Ltd. in London, which oversees 9200 nlllion Ln
assts, "The Gleek government, and plobably the :rish aod
Po!tuguesei wj.lI need to be bailed out. If you sense thaC it's
inevj.iabl,e then it's better to have sonet.hing to Eanage that
than conplete chaos. '

BN
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Por RelaEed News and fnformationi
European cledi!-malket ne'rs: NI EUCREoIT <Go>
Top fixed-income stories: TOP BON <GO>
European bond matrix: GOVI EU <Go>
Portuquese yiel"d curve: YCGt0084 <IN0EX> DES <GO>

--Edltors: Fergal O'Brlen, John Eraher
To contact the reporter on this story:
PauI Dobson in London aE 1 4 4 - 2 0 - 7 5 7 3 - 2 0 4 1 or

pdobson2ebloonberg. net

r'o contact the edltols responsible for this story:

Dani.eI Tilles aL +44-2A-'1613-2649 or
dt j.l Ie s 8b.1, oonbe rg . net;
.rohn fraher at + 4 4 - 2 0 - '7 6 ? 3 - 2 0 5 I or jfraher8bloonberg.net
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Independent.ie
Investors' fear sends yield on Irish bonds to new 7.45pc

high
By DonalO'Oonovan

wednesday November 03 20l0

The spiralling cost of Government borrowing hlt a fresh high of 7.45pc yesterday as the European
Central Bank (ECB) stepped ln to calm the markets.
Germany's plan to get tough wlth bondholders, the fallure to sell AIB'S UK arm and fears that too
much austerity could stine the economy all added to the pressure on the bonds.
"The amount of selling has been relatively small, but the market is all sellers and no buyers, whlch
drlves up the yield. The ECB has come ln to prevent this becomlng a rout," sald Padhraic Garvey,
Head oF Developed Markets Debt at ING Bank in Amsterdam.

value
Yields of more than 7.4pc mean lrish lo-year bonds that pay spc in interest per year are belng
bought for a little more than 83pc of face value. Irish ylelds have now rlsen for six days in a row.
Bondholders have been selling [rish and other higher risk soverelgn bonds since Germany
proposed tough new bailout rules Iast week.
Under German Chancellor Angela Merkel's plan, lenders to sovereigns that are balled out by the Eu
would take a haircut on their debt. tf approved by EU members the proposals would come lnto
force in 2013.
The EU needs a mechanism to manage defaults but holdlng discusslons about the plan at a time
when the market is so vulnerable has mystified many observers.
Yesterday Ms Merkel said that for rules td have have "more blte" to protect the euro, along with
steps to prevent EU natlons runnlng up excessive debt, a crisis mechanlsm enshrined in the bloc's
treaties is necessary for the longer term.

it up in such a way that European taxpayers wlll no Ionger be on the hook for possible
new mistakes and turmoil on the financlal markets,'Ms Merkel said.

"We will set

Fears that lreland's austerity plans could hurt the economy are also turnlng some bondholders
Irish bonds. "With austerity measuTes you're damned if you do and damned if you don't. The
market wants to see the cuts but at the same time fears they wlll hurt the economy," sald Vlr
Ga

ofF

rvey.

That adds to pressure on Finance Minlster Brlan Lenihan to produce a four-year plan that convlnces
investors who are now abandonlng Irlsh debt to buy back ln.

If the cuts he proposes are too deep, investors fear there will not be enough growth in the
economy to revive the banks, If cuts are too shallow, investors won't belleve the deflcit can

be

brought under control,
The cost of insurlng Irish bonds against default also hit a new hlgh yesterday.

credit Default swaps (cDS) that tnsure bondholders agalnst a deFau,t ln the next five years cost
5.3pc early yesterday. This means a bondholder has to pay €530,000 to insure €1Om of bonds
agalnst default. Bad news From AIB was one factor in the rislng cost of lnsuring Irish bonds, which
rose more sharply than Greek or Portuguese cDS, said Gavan Nolan, credlt analyst a! research
firm Marklt,
"The banking situation is an extra factor ln lrish rlsk.

"on Tuesday lreland underperformed the other peripherals after AIB said lt could not sell lts uK

assets.

h@://www'independent.idbusinesvirishy'invastors-fear-sends-leld-on-irish-bonds-to...
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"fhat adds to the cost of the bank bai out for Ireland at a time when the sovereign debt market
was already very nervy," I\4 r Nolan $id,
- Donal O'Donovan

http://*w'w.independent.ietusiness/irisvinveston-fear-seEds-yield-on-irish-bonds{o,..
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Financial Times
Deht costs jump for Dublin and Llsbon
By Richard Mllne in Loodon and Ralph Atkins in Frankturt
Published: Novernber 1 2010 19:41 I Last updated: November

I

2010 19:41

Borrowing costs for lreland and Portugal shot up as investors took fright at European
propqsals to force them to take a greater share of losses in future state bail-outs.
The moves in the bond markets on Monday follow agreement at last week's European Union
summil on a Franco-German proposal on a mechanism to resolve future Greek- style
sovereign debt crises
Ireland saw the premium it pays over German benchmark interest rates rise to 4.67
percenlage points, while the yleld on lts '1o-year bonds reached 7 .14 pe( @nL up O.22
percentage points. Both the premium and the yield set new rocords since the introduction of
the euro.

Meanwhile, Portugal's yield rose 0.'16 percentage points to 6.1'1 per cent, while Greece and
Spain saw smaller rises and European banking shares fell sharply in a broadly flat markel.
"People do seem shocked about the idea of a fiJture eurozone debt restructuring - but this
should not have been a surprise unless you really believed that the German tiaxpayer would
always undeMrite everything,'said Erik Nlelsen, Goldman Sachs European economist.

The rise in the yields of the so-called peripheral nations in the eurozone appears to fulfil the
torecast of Jean-Claude Trichet, European Central Bank president, who warned European
heads of state last week that the proposed rescue system would increase bonowing costs.
Gary Jenkins, head of lixed income at Evolution Securities, said the danger was that by
talking about debt restucturing "it could become a self-fulfilling prophecy". Markets are
particularly worried lhat borrowing costs for lreland and Portugal could become so high that
they are forced to tap the eurozone's baihut fund, a potentially destabllislng move.
Exacerbating the discord among Europe's leaders, a top ECB otflcial on Monday sharply
crjticised Germany's plan to allow a debt rescheduling by a member state. 'Calling for an
orderly debt restructuring mechanism sounds nice and ls costless. Oesigning and
implementing lt is somewhat different,' Lorenzo Blni Smaghi, an ECB execufive board
member, said in a speech in Abu Dhabl.
Despite the soaring cost of bonowing - Greece's yields have risen by more than '1
percenlage point in a week - the ECB made no purchases in its governmenl bood-buying
programme for the third week.
Separately, credit rating agency Moody's said Greece, Po(ugaland lreland were likely to
avoid sovereion bond defaults because of a strong dom€stic investor base of local banks and
pension funds that would buy their govemment's debt even in times of stress.
Many investors, however, remain convlnced that one or more countries, most likely Greece,
will restructure. 'You can't get away from the fact that there will be some kind of restructuring
in the eurozone periphery,' said Rod Davidson, head of fixed income at Alliance Trust Assef
Management.

Additional raporting by Aavid Oakley
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Extracls from Embassy Summary of French Press Cov€rage
Paris Press summary, 3 Nov€mber 2010
Foreign news stories, including the mi&term eleclions in the US, the Chlness State visil to
France and continuing terrorist threats, make the headlines in Paris this morning.

1.

Eurozone

-

lreland

Le Figaro Economle reports on German Finance Minister Wolfgang Schasuble's visit to Paris
yesterday. 'Eurozone: Berlin wants to make the private sector pay up; the German Finance
Minister revealed...,...his vision of the tuture mechanism iorcrisis resolutlon'. The report
describes Schaeuble as 'an ardent defender of orthodoxy and a convinced partisan of tough
measures to healthe ills of Euroland (sic)'. Schaeuble set out hrs vision of the mechanism to
rcsolve crises agreed last week by the European Council. The 27 agreed on the principles but
gavo themselves two months to work out the details, something that has nol failed to cause
concern on the rnarkets. Unsurprlsingly, Schaeuble dofends a strict interpretation of the rescue
mechanism. Besides financial sanctions, he is lavourable to taking voting rights in lhe Couocil
away from countries which are not respecting lhe budgetary discipline agreed by their peers. He
calls for a restructuring mechanism for public debt lnvolving private sector participation.
'Countries in financial difficultres can't expect lhat th8 Community will assist them
unconditionally... ... ... ..Participation by the private sector should be a central element of the
Mechansm'. Schaeuble: 'monetary union was never conceived as a means of enriching
financial speculators; neither is it a system for financial transrers from the richer to the poorer
counlries'. ln the context of revising the Treaty, the report says that Berlin wants to attach to "the
no bail out clause' - fre English expression is used - a mechanis.n for restructudng lvhich would
not leave the holders of private bonds, nolably banks and insurance companies, indemnifled.
Schaeuble apparently also availed of the opportunity oifered by his vlsit to Paris to sing the
praises of "the German economic model",
httD://www.lefi qaro.friconioncturei20l 0/1 1 /0
veut-f aire-pa ver-le-Drive.oh o

6-20101 02ARTFlG00659-zone-euro-berlin-

A separate article in Le Figaro Economie ls headed'lreland, Portugal, Greece: costs of borrowing
take off The report says that Trichet's fears are being realised. Gilles Moec, an economist at
Deutsche Bank, says'the market is thinking like Trichet: it hates uncertainty'. lreland's ten year
bonds yesterday eached 7 .22o/a,lhe highest level since it joined the Eurozone. 'Even if lreland
and Portugal were already worrying the markets for the past two months because of their
dangerous budgetary situation, investors were reacting in particular to the risk of debt
restructuring in the countries of the Eurozone'. Another article ln Le Figaro reports on astudyby
Markit on groMh rates in Europe. 'The diagnosis ls nuanced. lt reveals in effsct a Europe of
different speeds, with important dlsparities depending on the particular country. GroMh rates in
manufacturing are improving in Germany, in haly, in Spain, in he Netherlands, in Austia and in
lreland.

.

Weblinks not available

Paris Press summary, 1st Novemb€r

l, 0utcome ofEuropean

Coutrcil

On Saturday, Le Figaro's headline was"Economic Govemancei: Merkel and Sarkozy
relaunch Europe". The report says that the 27 are agreed on,, a ltmited revision oJ the
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Lisbon Treaty" ...........and"Pandora's box rbl<s being re-opened'.ln a separate report
on prospects for the EU budget, Le Figaro writes that " Paris, Rome and Berlin had
rejected the idea of suppressing direct aids to farmers in the framework ofthe CAP". The
editorial in Saturday's Figaro sees the Eurozone as going in the rigbt direction but
anticipates difficulties when it come to revising the Lisbon Treaty: "il's hord lo see lhe
Irish - already quite suspicious - puttiag their heads on the block in ratihing a te of
which they could be among the Jirst vicdnC', Liberation (Jean Quatremer in Brussels)
heads its report "ti e 27 swallow the Deauville deal' (i.e. the outcome ofthe recent
Sarkozy-Merkel meeting). The report says that Merkel explained that she was forced by
her country's Constitutional Court to insist on a revision of the Treaty. Le Parisien talk
of re-opening Pandora's box.
Le Figaro Economie (Jacques Mevel in Brussels) this moming says that ECB President
Tlichet is concemed about plans to revise the Lisbon Trcaty and fean a negative reaction
from the markcts for sovereign debt. "The devil is in the detail and after the agreement in
principle anived at with some dificulty in Brusseb last Friday, the 27 arefaced with a
choice which is already cawing d,ivision: what's lhe place ofthe law ofthe market in the
new rescue mechanismfor Eurozone countries threatened with banl<ruptcy?". Merkel and
Trichet are in opposing camps. What was agreed for Athens can't become the practice,
Merkel's tough line was supported by France and Netherlands. Trichet's tough line
caused surprise. What's the explanation2 "Announcing that restructuring is just around
the coraer could dissuade privale investors, set oJf inkresl rates and worsen the burden
of counlries like Greece and lreland'. The report concludes ')usl os tie ECB is trying lo
disengage from buying up government bonds, Trichet's problems are increasing".
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SPREADS FOR PERIPEERALS
Spread
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01-Nov
833

29-Oct

28-Oct

821

794

372

348
447

345
436

170

164

't44

477
177
141

16'l
133

247

248

257

257

11.45am
865
416
532

1Oam

03-Nov

852

851

4't'l

396
512

02-Nov
843
386
492

19'l
147

186

154

186
147

234

248

248

Greece
Portugal

4.45pm
899
434

lreland

546

Spain
Itaiy

'195

Bund yield

s26
145

1A2

49

'136

27-Ocl
794
340
429
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Dear Minister,

You have asked us to report to you briefly on our overall impression of the discussions so far in
relation to a possible EFSM/EFSF/IMF programme for Ireland, with a view to informing the
Government on the question of making a formal application for such a programme.

It is not necessary for

us to summarize the content or shape of what is being envisaged for such a

as we understand that this will be presented in a Memorandum to Govemment. We
believe that proceeding now to a forrnal application is likely to lead to a good programme design and
we recommend that the Govemment should make such an application immediately. There are
remaining uncertainties and concerns, but to hold back now would not help resolve these
uncertainties, and to the extent that the concems can be dealt witb" this will only be possible in the
context of fomral negotiations.

progftrmme,

Our main concerns are threefold.

Firs! the cost ofthe firnds to be borrowed looks like being higher than we expected when the
discussions began. As late as yesterday, a figure of approximately 5-5 % per cent interest was being
mentioned by the funders, but this has since jumped by over a percentage point. Depending on how

much of the available funds will be drawn down, servicing this debt will worsen the debt dynarnics
and could threaten the sustainability of the programme. This will need to be scrutinized fi:rther to
ensure that the final agreement is not only clearly sustainable, but that it is likely to be seen as
sustainable by the markets. If the programme does not restore market confidence, it will fail to

stabilize the situation, though without such a programme it is hard to see how stability could be
achieved. Further consideration needs to be given to the question of the overall level of debt likely to
result and its sustainability.
Second, while

tle

programme envisages providing ready access to funds that can be used to boost
bank capital thereby reassuring depositors, and thoreby reduces the overall risk ofa bank run, the
programme design does not yet go as far as it might in insulating the economy as a whole from the tail

risk of extremely adverse events. Thus, although the bank depositors would be insulated from
extreme loan losses, that risk is, in effec! shifted to the State, and not to the funders. Further
discussions on insurance-qrpe mechanisms, perhaps to be introduced in subsequent years, that could
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transfer tail risk away from Ireland would be desirable, though the existing legal basis for the EFSF
does not explicitly provide for such an arrangement.

Third, the Govemment should be aware that the actual level of future draw down on the envisaged
contingent capital facility (CCF) is inevitably the subject of continuing uncertainty. While the
preliminary assessment by the extemal authorities has been that our prudential capital assessment
methodology has been robust, the actual development of loan losses will only become clear over time
and in the event that tail risks do materialise then further draw downs can be anticipated. Similarly, a
key component ofthe programme is a restructuring ofthe banking system in order to shrink the size
of the banks' balance sheets to improve their structural funding position. This toc ra-ises the prospect

of further draw downs on the CCF.
Finally, we are acutely aware that market and depositor confidence in the banks depends not only on
the banks' access to capital, but more immediately on their access to liquidity. This is a matter for the
central ba:rk and we will be doing everything in our power to maintain financial stability. We believe
that our efiforts in this regard would be undermined by any delay in applying for a programme.
Yours sincerelv

? u^ rL,rl--.-

w

Patrick Honohan, Govemor

Tony Grimes, Director General

lyl4zlqwu

ha*yr ---

Matthew Elderfield, Head of Financial Regulation
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National Treasury Management Agency

Mr. Brian Leniha n TD
Minister for Fina nce
Government Buildings
Upper Merrion Street
Dublin 2
21'r November 2010

Dear Minister
I refer

to the ongoing discussions with the lMF, the European Commission and the

ECB regardinB

the banking system are now so stressed that there

is

the

of

stressed liquidity conditions affecting lreland. The NTMA recognises that the liquidity conditions

a serious risk of a collapse of the system. Given

the close links between the State and its banking system the financial stability of the State itself

is

now in question.
To address these issues and, based on the information available to us, the NTMA recommends

that

an application be made to the external authorities for appropriate financial assistance. lt is
envisaged that such assistance will provide for a capital strengthening of the banking system and,

althouBh likely to be expensive, will also provide for a sizeable funding facility to the State.

Appropriate support from the

ECB

would be a necessary complement to a decision to apply to the

external authorities.

Yours sincerely

fu 0'e'.''X'John

C

Corrigan

Chief Executive

Treasury 8u lding,
DOF01B03
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21 November 2010

Mr Olli Rehn
Commissioner on Economic and Monetary Affairs
European Commission

Mr Dominique Strauss-Kahn
Managing Director
IMF
Mr Jean-Claude Trichet
President
European Central Bank

Dear Sirs,

On behalf of the Irish Authorities, I am writing to formally apply for financial
assistance in the context of a joint EU-IMF programme. The extemal assistance
sought is made under the terms of the European Finanoial Stabilisation Mechanism,
the European Financial Stability Facitity and the IMF assistance programme.

I

welcome the statement by the Eurogroup and ECOFIN Ministers which concrured
is
warranted to safeguard financial stability in the EU and in the euro area.

with the EU Commission and the ECB that providing assistance to Ireland

The lrish Authorities will cooperate fully in the preparation of the joint EU-IMF
programme ofassistance to the Irish State that will now be required to be developed.
Yours faithfully,

Brian Lenihan TD
Minister for Finance
cc

a-

Mr Jean-Claude Juncker, Eurogroup president
Mr Didier Reynders, European Union presidency

Riipea. 100%A$.hirsiihe
P.inted on l0O% recrcled paper
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21 November 2010

Mr Jean-Claude Juncker
Eurogroup President
Mr Didier Reynders
European Union Presidency

Dear Sirs,

On behalf of the Irish Authorities, I am writing to formally apply for financial assistance in the
context of a joint EU-IMF programme. The external assistance sought is made under the terms of
the European Financial Stabilisation Mechanism, the European Financial Stability Facility and the
IMF assistance programme.

I welcome the

statement by the Eurogroup and ECOFN Ministers which concurred with the EU
Commission and the ECB that providing assistance to Ireland is warranted to safeguard financial
stability in the EU and in the euro area.

will cooperate fully in the preparation of the joint EU-IMF programme of
Irish State that will now be required to be developed.

The Irish Authorities
assistance to the

Yours faithfully,

Brian Lenihan
lVlinister for Finance

CC

Mr Olli Rehn, Commissioner on Economic and Monetary Affairs, European Commission
Mr Dominique Strauss-Kahn, Managing Director, IMF
Mr Jean-Claude Trichet, President, European Central Bank

Riiptar

100%

P.inted on 100%
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21 November 2010

M. Jean-Claude Trichet
President
European Central Bank
Kaiserstrasse 29
6031

I Frankfurt

am Main

Germany

Dear Jean-CIaude

I refer to your letter of l9 November 2010.
First, let me say that I fully understand your concems and that ofthe Goveming
Council in regard to the implications ofthe current situation ofthe Irish banking
system. As you know, Ireland has worked very aggressively, and to the limits of our
fiscal capacity, to protect and repair the banking system in the light ofthe dangers !o
financial stability both in Ireland and Europe.

For example, in September 2008 the Govemment introduced an extensive Bank
Guarantee to seek to bolster the funding difficulties of the banks by providing a
Sovereign guarantee of bank liabilities. This was quickly followed by a bank
recapitalisation programme announced in December 2008 and nationalisation of
Anglo Irish Bank in January 2009. The establishment of NAMA was announced in
April 2009 to remove the riskiest land and property development loans from the
banks' balance sheets. At this stage, Ireland has provided or pledged some €32 billion
ofcapital to the banking system.
These extensive set of measures have been taken in tandem with a most extensive
progmmme of fiscal adjustment, amounting to some €15 billion of discretionary fiscal

consolidation in 2009 and 2010 so far, with a further adjustment of another €15
billion planned by 2014. Measures for 2011 alone will amount to over €6 billion.
Thus, Ireland has proved so far to be flexible and aggressive in dealing with its
problems and will continue to be so.

Piip€ar 100%Arhch66iike
Prinred on 1001 rcclcl€d p,per
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These assertive measures, contributed to a substantial improvement in intemational
sentiment towards Ireland and a partial recovery in the banks' funding position in the
first quarter of 2010. The new Financial Regulator announced the results of his
PCAR exercise and required the bank to meet it by the end ofthe year. The banks
successfully commenced the process of accessing longer-term funding to manage the
large redemptions cliff due in September. Reliance on bank funding fiom the

Eurosystem was reduced.

In addition, Bank of Ireland initiated and

ultimately

successfully completed its private capital raising exercise.

However it was not possible to sustain the improvement in the banking environment.
As the year progressed there were a number of developments which led to a sharp
reversal in financial conditions, of which the following arejust some.

o
o
o
o
o

Following the onset of the Greek debt crisis during April, intemational
markets became increasingly concemed regarding lreland's fiscal position, the
strength of the Bank Guarantee and the fiscal capacity of the State to stand
behind the banks.

There was a slowdown in the pace of economic recovery nationally and
increasing concem regarding the speed of recovery in the intemational
economy particularly in the USA.
Credit rating actions and negative market sentiment exacerbated the situation
Uncertainry about the status of bondholders in the event of access to extemal
support added to instability
These events led to a crisis of confidence in both the Irish banking system and
increasingly the Irish Sovereign. As a result, our banks, as you know so well,
have had to tum to ECB/Central Bank funding to replace their market funding
especially in September when a large number of bonds which matured under
the two year Credit Institutions Financial Support (CIFS) Guarantee became
due.

In order to seek to reverse these trends, I made a further comprehensive and detailed
further Statement on Barking at the end of September and outlined the actions being
taken to provide certainty to the intemational markets on the scale of bank losses.
The Statement covered changes to NAMA to accelerate loan transfers and provide
visibility on the final discounts expected to arise, the revised assessment ofthe capital
positions of the banks on the basis of final expected NAMA discounts and the
projected maximum capital requirements for Anglo Irish Bank.
While initially this information was initially well received, the cre.dibility of projected
bank loan losses was increasingly called into question by analysts and investors there comes a point at which negative sentiment starts to feed on itseli even
independently ofunderlying realities, and we are clearly at that point.

In relation to points (l) to (a) ofyour lefier, I would like to inform you that the Irish
Govemment has decided today to seek access to extemal support from the European
and intemational support mechanisms. This grave and serious decision has been
taken in the light of the developments I have outlined above and informed by your
recent communications, and the advice you have conveyed to me personally and
courteously in recent days.
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The Govemment is clear, in the light ofthe very intensive and productive work done
by Irish, European Commission, IMF and ofcourse ECB officials, in recent days, that
there is a potential pro$amme which will be both workable and effective and which
will incorporate real and significant restructuring measures in relation to the financial
sector, structural reforms and fiscal consolidation, and the Govemment is committed
to this. Indeed, your officials in Dublin have had the oppo(unity to see a draft ofour
proposed four year plan, so you may be aware that our fiscal and economic
programme is in fact very extensive, and forms an appropriate basis for programme
discussions.

It is also clear from the discussions over recent days that any programme will include
provision for further capitalisation on a scale which should convince markets that
capital is not a problem. I was very pleased to note that the intensive examination of
the Irish authorities' work on capital requirements has not indicated any new and
unanticipated 'hole' in the banks' capital position, and it would be helpful if this is
made clear in intemal and external communications. However, the fact is that the
market has not accepted the current capital levels as adequate, so more must be done.

In relation to your fourth point, there are already such anangements in place in
respect of each bank in receipt of ELA which provide the assurances that you call for.

I hope that this will provide some reassurance to the Goveming Council and that you
will be able to reiterate in a public way the continuing practical support of the ECB
for the liquidity position of the Irish banks, to help to reassure the market on this
crucial point.

You know that we here will not be lacking in the will to do all that is necessary on our
part to protect our economy and people and to play our role in the Eurosystem.

"&i[^,$";."

O,YY

Minister for Financ€
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IMF Reaches Staff-level Agreement with Iretand on €22.S Biltion
Extended Fund Facility Arrangement
Press Release No. 10/462
November 28, 2OtO

Mr. Dominique Strauss-Kahn, Managing Director of the International
Monetary Fund (IMF), issued the followlng statement today on Ireland:
"The Irish authorities have today proposed a clear and realistic package of
policies to restore lreland's banking system to health and put its public
finances on a sound footing. Immediate actions to tackle vulnerabilities in the
banks and continued strong fiscal adjustment are set in a multi-year policy
framework for sustained growth and job creation.

"In recent years, Ireland has resolutely carried out bold policies in a very
challenging environment, and I have confidence in its ability to implement

this new program. Supported by substantial financing, this program can
underpin market confidence and bring Ireland's economy back on track.
"The strategy for the financial system rests on twin pillars: deleveraging and
reorganization; and ample capltalization. A fundamental downsizing and
reorganization to restore the viability of the system will commence
im

mediately.

"At the end of this process, a smaller, more robust, and better capitalized
banking system will emerge to effectively serve the needs of the Irish
economy. The transitlon to this goal will be buttressed by substantial
recapita lization based on higher capital standards and stringent stress tests
and asset valuation to accurately determine the quality of banks'loan
portfolios. In addition, structural measures-a special resolution scheme for
deposit-taking institutions and a further strengthening of the supervisory
system-will impart greater stability.
"On the fiscal side, the program incorporates a comprehensive National
Recovery Plan that covers a period of four years. The plan will form the basis
for the 2011 budget and also details fiscal consolidation measures through
2014. The process of budget formation will be reformed to safeguard
these gains and bring greater sustainability to public finances.
"The fiscal plan strikes an appropriate balance between revenue and
spending measures, and maintains Ireland's due regard to a social safety
net.

"To restore strong sustainable growth the program includes a strategy to
remove potential structural impediments to enhancing competitiveness and
creating new employment opportunities. It also details appropriate sectoral
policies to encourage exports and a recovery of domestic demand, thereby
supporting growth and reducing long-term unemployment.
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"A financing package of €85 billion (about USg113 billion) will support
Ireland's effort to get its economy back on track. Of this, the European Union
and bilateral European lenders have pledged a total of €45.0 billion (about
US$60 billion). The Irish authorities have decided to contribute €17.5 billion
to this effort from the nation's cash reserves and other liquid assets. The
Fund's contribution would be through a three-year SDR 19.5 billion (about
€22.5 billion; or US$30 billion) loan, representing about 2,320 percent of
quota, under the Extended Fund Facility (EFF). The IMF has activated its fasttrack procedures for consideration of Ireland's funding request, and I expect
the EFF will go to the IMF Executive Board for approval in December."
The choice of an EFF offers Ireland a facility with a longer repayment period,
with repayments to the Fund starting after four and a half years and ending
after 10 years. The IMF charges member countries a uniform interest rate on
nonconcessional loans, which is a floating rate based on the SDR interest
rate, which is updated weekly. (The SDR interest rate is a weighted average
of yields on three-month Treasury bills for the United States, lapan, and the
United Kingdom, and the three-month Europe rate.) For amounts up to
300 percent of quota, the lending interest rate is currently 1.38
percent, while the lending rate on amounts over 300 percent of quota
includes a surcharge that is initially 200 basis points and rises to 300 basis
points after three years. At the current SDR interest rate, the average
lending interest rate at the peak level of access under the
arrangement (2,320 percent of quota) would be 3.12 percent during the first
three years, and just under 4 percent after three years.
Ends
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Government Statement
Announcement of joint EU - tMF Programme for Ireland
The Government today agreed in principle to the provision of€85 billion offinancial
support to Ireland by Member States ofthe European Union through the European
Financial Stability Fund (EFSF) and the European Financial Stability Mechanism;
bilateral loans from the UK. Sweden and Denmark; and the Intemational Monetary
Fund's (IMF) Extended Fund Facility (EFF) on the basis of specified conditions.
The State's contribution to the €85 billion facility wlllbe€17'/z billion, which will come
from the National Pension Reserve Fund Q',lPRF) and other domestic cash resources.
This means that the extent ofthe extemal assistance will be reduced to €67% billion.
The purpose ofthe extemal financial support is to return our economy to sustainable
growth and to ensure that we have a properly functioning healthy banking system.
The external support will be broken down as follows: €22% billion from the European
Financial Stability Mechanism (EFSM); €22% billion from the International Monetary
Fund (IMF); and €22% billion lrom the European Financial Stability Fund (EFSF) and
bilateral loans. The bilateral loans will be subject to the same conditionality as provided
by the programme.
The facility will include up to €35 billion to support the banking system; €10 billion for
the immediate recapitalisation and the remaining €25 billion will be provided on a
contingency basis. Up to €50 billion to cover the financing ofthe State. The funds in the
facility will be drawn down as necessary, although the amount will depend on the capital
requirements ofthe financial system and NTMA bond issuances during the programme
period.

If drawn down in total today, the combined annual average interest rate would be ofthe
order of 5.8%o per annum. The rate will vary according to the timing of the drawdown
and market conditions.

The assistance ofour EU partners and the IMF has been required because ofthe present
high yields on Irish bonds, which have cu(ailed the State's ability to borrow. Without
this external support, the State would not be able to raise the funds required to pay for
key public services for our citizens and to provide a functioning banking system to
support economic activity. This support is also needed to safeguard financial stability in
the euro area and the EU as a whole.
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Programme for Support
The Programme for Support has been agreed with the EU Commission and the
Intemational Monetary Fund, in liaison with the European Central Bank. The
Programme builds on the bank rescue policies that have been implemented by the Irish
Govemment over the past two and a halfyears and on the recently announced National
Recovery Plan. Details of the measures are set out in the accompanying Notes for
Editors.

The Programme lays out a detailed timetable for the implementation of the measures
contained in the National Recovery Plan.

The conditions governing the Programme will be set out in the Memorandum of
Understanding and the Govemment will work closely with the various bodies to ensure
that these conditions are met. The funding wilt be provided in quarterly tranches on the
achievement of agreed quarterly targets.

The Programme has two parts - the first part deals with bank restructuring and
reorganisation and the second part deals with fiscal policy and structural reform. The
requirement for quarterly progress reports covers both parts ofthe programme. When the
documentation on the Programme is finalised, it will be laid before the Houses of the
Oireachtas.
Bank Restructuring and Reorganisation
The Programme for the Recovery ofthe Banking System will be an intensification ofthe
measures already adopted by the Govemment. The programme provides for a
fundamental downsizing and reorganisation ofthe banking sector so it is proportionate to
the size of the economy. It will be capitalised to the highest intemational standards, and
in a position to retum to normal market sources of funding.

Fiscal Policy and Structural Reform
The Ecofin has acknowledged the EU Commission's analysis that a further year may be
required to achieve the 3Yo defrcit target This analysis is based on a more cautious
$owth outlook in 201I and 2012 and the need to service the cost ofadditional bank
recapitalisations envisaged under the programme. The Council has today extended the
time fiame by I year to 2015.
The Programme endorses the Irish Government's budgetary adjustment Plan of€15
billion over the next four years, and the commitment for a substantial €6 biltion
frontloading of this plan in 2011. The details ofthe Programme closely reflects the key
objectives set out in the National Recovery Plan published last week. The adjustment
will be made up of €10 billion in expenditure savings and €5 billion in taxes.

2
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The Programme endorses the structural reforms contained in the Plan which will
underpin a retum to sustainable economic groMh over the coming years.
The Government welcomes the support shown to lreland by our Eurozone partners and in
particular by the United Kingdom, Sweden and Denmark who have expressed their
willingness to offer bilateral assistance. The Government also welcomes the assistance
of the IMF.
As part ofthe Programme, Ireland will discontinue its financial assistance to the Loan
Facility to Greece. This commitment would have amounted to approximately €l billion
up to the period to mid-2013.
28th November 2010

t
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Statement by An Taoiseach, Mr Brian Cowen TD on Provision of

International Financial Support for Ireland
Dublin, 28 November 2010

I can confirm that the Govemment has concluded negotiations with our
European partners and international institutions, including the European
Commission, the European Central Bank and the Intemational Monetary
Fund.

We have reached agreement on a programme for the provision of
significant intemational financial support for Ireland.

A programme of assistance for Ireland totalling 85 billion euro has been
agreed.

This includes external assistance of 67.5 billion euro, comprising 45

billion euro from the EU and bilateral loans from the UK,.Sweden and
Denmark and22.5 billion euro from the IMF.

The estimated average interest rate on the loans.is in the order of

5 .83%o

per annum, based on current market conditions.

The duration of the programme is 3 years, while the average lenglh

of

loan is up to 7.5 years.
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The remaining 17.5 billion euro in the programme

Ireland's own resources

-

5

will be funded from

billion from our cash reserves ar,d 12.5

billion from the pension reserve fund.
This approach is reasonable in the context ofsuch large loans from other
countries and as a means of reducing the total amount of debt involved.

Crucially for Irish jobs, the agreed programme does not involve any
change to our Corporation Tax rate

of l2.5oh.

In addition, we have obtained more room for manoeuvre by agreeing with
the European Commission that the timeframe for reducing the deficit

below 3% of GDP can be extendedto 2015, if the four-year adjustment of

l5 billion

euro proves insufficient.

This programme is absolutely essential for our country.

The Govemment's agreement to it follows very tough negotiations over
recent days.

Those negotiations, and the agreed programme, have been informed by
the most robust consideration ofour national interest and the broader
interests of the eurozone.

We have carefully considered all available policy options.

In reaching this agreement, the Government has accepted the
recommendations of the Minister for Finance, the Govemor of the
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Central Bank and the Chief Executive of the National Treasury
Management Agency.

While the agreement has important implications for the European Union
as a whole, I wish to address my remarks this evening to the people

of

Ireland.

The first point that people should know is that the significant loans being
provided to Ireland are necessary to allow us to fund our budgets over the

coming years.

These loans

will provide

money that we had already plarured to borrow

on the intemational markets.

That funding will now be available to Ireland at a cheaper interest rate
than

if we borrowed on the markets.

Without these loans, the necessary tax increases and spending cuts would
be far more severe, and they would be imposed far more quickly, than is

proposed in the Govemment's National Recovery Plan.

A large portion of the loans - some 50 billion euro - will be used to fund
the Exchequer.

This will be used to help to pay for social welfare payments, pensions,
health, education and other public services over the coming years, as we
manage the transition to a sustainable deficit and debt position.
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The remaining portion of the facility being put in place

will

be devoted to

support for the banking system.

This will be drawn down as required while the necessary reform and
restructuring ofthe Irish banks is brought to a conclusion, and in a
manner that facilitates the continued effective provision of credit to lrish
businesses.

This support will also include the funds drawn from our own reserves.

l0 billion

euro

will

be drawn down immediately for the purposes of bank

capitalisation, with the remaining 25 billion available on a contingency
basis.

Compared to the National Recovery Plan projections, the programme

involves an increase in the national debt.

The precise extent ofthat increase depends on how much additional

funding for the banking system is drawn down, as well as on future
economic growth.

The Govemment estimates that the debt ratio

that interest payments would represent over

It

is worth recalling that

35%o
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This represents a very large increase in our national debt over the course
of this unprecedented economic crisis and this must be addressed over
t1me.

Nevertheless, it is sustainable if we fully implement the National
Recovery Plan.

The second important issue is that people understand that what has been
agreed today is broadly consistent with policies already set out in the

National Recovery Plan.

It

of6 billion

endorses the proposed adjustment

euro next year and 15

billion euro over the next four years.

It does, however, recognise that because ofa more cautious outlook for
economic growth and additional debt service costs, the timeframe for
reducing the budget deficit to 3% ofGDP should be extended to 2015.

While this does not alter the existing targeted adjustment of 15 billion
euro up to 2014, it does mean that we have further room for manoeuvre

if

economic growth is lower than expected.

As with the National Recovery Plan, the agreed programme sets out the
actions to be undertaken by Ireland to deliver on the structural reforms
that are necessary to meet our budgetary targets and to promote economic

growth and job creation.
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Progress on all the actions set out in the programme

will

be reviewed on a

quarterly basis, while the National Recovery Plan will be reviewed on an
annual basis as already announced.

The next step in the implementation of the National Recovery Plan and
the programme of intemational assistance is the passing of the Budget for

20tr.
As you are aware, this will be presented to D6il Eireann on December

7th.

The third important issue agreed today concerns the reform and

restructuring of the Irish banking system.

The agreed programme sets out a detailed set of actions in that regard

This will involve an intensification of the measures already adopted by
the Govemment.

The

programme provides

for a

fundamental downsizing and

reorganisation of the banking sector

This will lead to a smaller banking system, more proportionate to the size

of the economy, capitalised to the highest intemational standards, with
renewed access to normal market sources of funding and focused on
strongly supporting the recovery of the economy.

The Government Statement includes an information note that sets out the

key measures within the Programme in relation to the bank restructuring
and reorganisation.
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In conclusion, I want to reiterate that this agreement is necessary for our
country and our society.

It is in the best interests of Ireland

and of the European economy on

which our future prosperity depends.

In particular, I want to make it very clear that all of the options for
reducing the cost to Ireland ofthe resolution ofour banking difficulties

-

including the importance ofrequiring subordinated bondholders to share
the burden of bank losses - were fully explored by the Govemment during
the negotiations.

The proposed programme has been developed with the assistance of, and
is endorsed by, our international partners.

The final agreed programme represents the best available deal for Ireland.

It allows us to move forward with secure funding for our essential public
services, our welfare state and for the most vulnerable members of our

society who depend on them.

It provides Ireland with vital time and space to successfully and
conclusively address the unprecedented problems that we have been
dealing with since this global economic crisis began.

ENDS
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Statement by Minister for Finance, Brian Lenihan T.D. on the

EU/IMF Programme for Ireland and the National Recovery Plan
2011 to 2014

A Cheann Comhairle, amid the sometimes hysterical and contradictory
reaction to the extemal assistance programme on which the Govemment
concluded agreement last weekend, one quintessential point has been

overlooked. It is this: without this Programme, our ability to fund the
payments to social welfare recipients, the salaries of our nurses, our
doctom, our teachers, our Gardai, would have been extraordinarily limited
and highly uncertain.

Fifty billion of the

€67 .5

billion we are receiving from our European

partners and from the IMF

will

go to fund those vital public services over

the next three years. In those circumstances, the only responsible course

of action for any government was to accept the EU/IMF financial
assistance flurd.

Nonetheless, we enter this Programme not as a delinquent State that has
lost fiscal control. We enter it as a country that is funded rurtil the middle

ofnext year;

as a State whose citizens have shown remarkable resilience

and flexibility over the last two years in facing head on, an economic and

financial crisis the severity of which has few modem parallels
intemationally.

The team with whom we have negotiated has acknowledged our success

in stabilising our public finances and they have endorsed our banking
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strategy. They have also accepted our four year Plan for National
Recovery and have built their prescribed Programme around that Plan

This needs to be emphasised because it shows that we do have the
capacity to get out ofour difficulties and that we have already made
considerable progress in that respect. The fact is our economy is showing
signs of recovery. As I have already reminded this house last week

a

GDP will record a very small increase this year based on strong
export growth.

a

Exports are expected to grow by about

6%o

in real terms this year,

driven by improvements in competitiveness and a strengthening of
intemational markets.
a

Conditions in the labour market are also beginning to stabilise.

The outlook for next year is much improved. As forecast in the Plan

grouth is expected to be around 1 % per cent next year again driven by a
remarkably robust export performance.

The Fine Gael leader referred to the European Commission's less

optimistic forecasts in the Dail yesterday which he suggested had
undermined our Four Year Plan. He ignored the substantial upward
revision of the Commission's forecast on intemational trade which will
benefit a small open economy like ours in which growth, by common
consent,

will

It is also the

be export led.

case that, under the Programme, we have been given an extra

year to reach the deficit target of3% ofGDP precisely to take account

of

the Commission's lower growth forecast. I welcome this step but it does
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not alter our budgetary plans as set out in the Plan. In other words the
target of €15 billion of adjustments by 2014, remains but there is further
room for manoeuvre in the event that growth is lower than expected.
In the later years, the Commission's growth forecasts are similar to my
Department's. It is also the case that others - such as the ESRI for
example - believe that the Department of Finance forecast is too

pessimistic.

The Programme has adopted in its entirety the measures set out in the

National Recovery Plan as a roadmap to retum our economy to

I

sustainable growth. The adjustment of€15 billion by 2014 has been

I

accepted as has the breakdown of€10 billion in spending reductions and

€5 billion in revenue raising measures. The details ofthe first €6 billion
of this adjustment will be contained in the budget which I will present to
the House next Tuesday.

The programme of structural and labour market refom aimed at

improving our competitiveness has also been endorsed by the
Programme. It set out a detailed quarterly schedule for the achievement

of

the agreed measures.

The negotiations on the Programme which took place over a ten day

period were intense and at times difficult. They were conducted under my

direction and that of the Govemor of the Central Bank by the most senior
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oflicials from my Department, the Central Bank and the Financial
Regulator, the National Treasury Management Agency and the Office

of

the Attomey General.

There has been the usual barrage of criticism ofthe outcome
accompanied by the personal abuse ofthose involved that has become

common place in our debased public discourse. But none of the critics
explaias how we could have secured the funds we require at less cost to

the State.

lndeed the arguments put forward have been patently wrong. For
example, it has been claimed that we are paying a higher interest rate than
Greece even though Greece is now seeking our terms. The interest on
Greek loars is 5.2Yo for 3 year loans. Ireland's interest rate will be 5.8%

for loans that are on average for 7/z years. A basic fact of sovereign
borrowing is that the longer a country borrows money, the higher the
interest rate paid.
Germany can bo fiow at 2Y2oh but the remainder of the EU member states
are borrowing at either far closer to 5% or higher than 5% and they must

cover their costs.

Of course, if at any time during the three years of the Programme, it
emerges that we could borrow at a lower mte in the markets, there is

nothing to stop us from doing so.

I want to clariff the position of the €85 billion funding package and its
impact on our debt levels. Ofthe total, €50 billion is to provide the
normal budget financing: in other words, it is money we would have had
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to borrow over the next three years in any event. The Programme
provides these fi.rnds at a much lower rate than currently available to us in
the market. This level of funding is already included in the plan. Of the

remaining €35 billion - €10 billion is for immediate additional bank
recapitalisation and the remaining €25 billion is to be used as a
contingency fund, only to be drawn down ifrequired

Furthermore, the State is in the happy position of being able to contribute
€17.5 billion towards the €85 billion from its own resources, including
the National Pension Reserve Fund. It can do this without prejudicing the

commitments in the four year plan to use firnds from the NPRF for
projects such as the water metering programme and retrofitting.

This use of the NPRF has provoked the most bewildering criticism of all
from parties who, having for years fundamentally disagreed with the very
existence of the Fund, have now become its most ardent protectors. And
on this point the arguments make absolutely no serse. Why would we

borrow expensively to invest in our banks when we have money in a cash
deposit eaming a low rate of interest? And how on earth can we ask tax
payers in other countries to contribute to a financial support package

while we hold a sovereign wealth fund? We have

a large

problem with

our banks which has forced us to seek this extemal assistance. In these
circumstances, it is surely appropriate that our cash reserves should be
deployed to help solve that problem.

The reason we had to seek extemal assistance is because the problems in

our banking system simply became too big for this State to handle on its
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own. Our public finance problems are serious but we were well on the
way to solving them. The combination of the tlvo sets of diffrculties in
circumstances where the entire Eurozone was rmder pressure was beyond

our capacity.

So the primary aim

olthe Programme

agreed last weekend is to support

the recovery and restructuring ofour banking system.

It

has been clear

for some time that our banks were facing serious

challenges in terms oltheir liquidity position. Lingering concems in the

market regarding their capital position led to negative market sentiment.

This was despite the substantial transfer ofthe banks' riskiest loans to

NAMA

and the detailed capital adequacy assessment made by the

Financial Regulator in the summer as well as the significant
recapitalisation measures that flowed from that.

But the Programme does not propose any departure from edsting policy:
its prescription is an intensification and acceleration ofthe restructuring
process already being undertaken for the Irish banks. A key objective is

to ensure that the size of the domestic banking system is proportionate to
the size of the economy and is appropriately aligned with the frrnding
capacity ofthe banks overall taking into account stable sources of deposit
and wholesale fi.rnding.

The programme also seeks to demonstrate the capacity ofthe banks to
accommodate very significant further deterioration in asset quality so as
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to rebuild market confidence in the robustness and financial resilience of
the banking system overall.
The Central Bank is requiring the banks to meet a Core Tier 1 capital

ratio of

12o/o

- a key measure ofcapital strength. Ifthe banks cannot

source it themselves, the State

will inject the necessary capital. For that

purpose, €10bn can be drawn down immediately from the overall
Programme fund. A further remaining 25 billion euro will be available on
a contingency basis.

The Central Bank will also carry out an updated capital assessment
exercise or PCAR review ofthe capital position ofthe banks in early
201

I

based on stringent stress testing and detailed reviews ofasset

quality and valuation. This exercise will ensure that over the coming
years, the banks' capital ratio do not fall below 10.5% - this is

a

high

standard in intemational terms and should give significant confidence to
the market that our banks will be in a strong financial position. This in

tum will provide the necessary reassurance to allow the banks to attract
greater market frmding in due course.

The Govemment will also undertake a process of sigrrificant restructudng
and right-sizing of the banks to reduce their balance sheets. In this

context, all land and development loans below €20m in Bank of Ireland
and

AIB will

be transferred to

NAMA.

Further work will be undertaken in the short-term with the banks to

identify how the sector can be reorganised to ensure that we have

a

viable

and financially strong banking system which meets the needs ofthe real

economy and has the confidence of intemational markets. This strategy,
developed in collaboration with the various intemational organisations
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and endorsed by them, builds on the measures adopted by the

Govemment over the past two years to resolve our serious banking

difliculties.

The Programme allows for an integrated approach to the restructuring

of

Anglo Irish bank and Irish Nationwide Building Society, building on the
proposed Asset Recovery Bank structure to seek to maximise value from

their [oan books.
Revised restructuring plans for the two institutions will be submitted to
the European Commission in early 201 1 detailing the resolution of the
institutions, in particular the arangements for working out of assets over
an extended period of time

I would like to reiterate that all deposits held with the domestic banking
system are safe and covered by the Deposit Protection Scheme for sums
up to €100,000. In addition, deposits are covered under the Eligible

Liabilities Guarantee Scheme for sums over €100,000 for the full term of
the deposit up to five years providing they are made prior to 30 June

2011.

There has been much commentary about the need for senior bondholders

to accept their share ofthe burden ofthis crisis. I certainly raised this
matter in the course of the negotiations and the unanimous view ofthe

ECB and the Commission was and is that no Programme would be
possible if it were intended by us to dishonour senior debt. The strongly
held belief among our European partners is that any move to impose
burden sharing on this group ofinvestors would have an enormous ripple
effect throughout the Euro system. That was confirmed by Professor

DOF01B03

77

DOF03449-008

Honohan in an interview last Monday when he said there was no
enthusiasm in Europe for this course of action.

There is simply no way that this country, whose banks are so dependent

on intemational investors, can unilaterally renege on senior bondholders
against the wishes of the ECB. Those who think we could do so are living

in fantasy land. Worse still, those who know we cannot do so but who
nonetheless persist with the line are damaging this corufry and its

financial system: and all for the sake of

a cheap

headline. It is a case

of

politics as usual even at this most difficult time.

It

is estimated that around 84%

oflreland's bonds

are held by

international investors. Whether guaranteed by the State or not, a decision
to default on these bond obligations would seriously compromise the
standing ofthe whole of the Irish financial system. That is the advice

of

the Govemor of the Central Bank; that is the advice of the National
Treasury Management Agency; that is the advice of the Attomey
General.

I

The idea that is out there that somelrow there are no costs associated with

{-E"*_--l

I

default is entirely incorrect. Ireland is hugely dependent on Foreign

Direct Investment. These companies have large firnds and investments
in Ireland and directly and indirectly employ

a quarter

of million people

in this economy. Any default on senior debt and the uncertainty that

would cause would undoubtedly impact on the future investment
decisions of these companies.
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Subordinate Bonds
Subordinated debt holders are in a different position. As I said in my
statement on the 30th of September last, there will be sigrrihcant burden
sharing byjunior debt holders in Irish Nationwide and Anglo hish Bank.
These two institutions had received very substantial amounts of State
assistance and

it was only right that this should be done.

My Department has been working with the Office of the Attomey
General to draft appropriate legislation to achieve this and this is near

finalisation. Parallel to this Anglo Irish Bank has run
operation which

will offer

a

buyback

these bondholders an exchange

ofnew debt for

old but at a discount of 80%. This process is still underway and will be
concluded shortly.

Obviously this approach will also have to be considered in other
situations where an institution receives substantial and significant State
assistance in terms of capital provided to maintain their solvency

ratios. I

hope to be in a position soon to announce this legislation.

We need a properly firnctioning banking system for this country. As

I

have indicated in the past we need to shift to a banking system
commensurate with the economy but one that is strong and capable

of

meeting our needs. That has been the overriding objective of all our

efforts since this crisis began two years ago. I believe the considerable
fi.rnds provided by this Programme,,all_lenable us to bring this crisis to an
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end and to secure the future

ofthe Irish banking system

so that

it can play

its full role in supporting the development of this country.

Conclusion:

We have been through a traumatic two years. Of course, we would have
preferred to avoid resort to extemal assistance. But we can emerge from

it

a stronger and

fitter economy. The attributes that brought us the boom:

the quality of our workers, our entrepreneurship, our pro-business

environment; all of these remain in tact. During the boom we built a top
class transport infrastructure, sport and cultural facilities and educational

sector. Over the last two years, we have won back much of the
competitiveness we lost during the boom.

This 3 year EU/IMF Programme will provide the basis for funding us
through our current difficulties. It provides the funding to restructure and
recapitalise our banking system. And it will guide us through the

implementation of the necessary budgetary and reform strategies set out
in the National Recovery Plan. A Cheann Comhairle, we have every
reason to be confident about the future
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Dublin, 3 December, 20I 0

Mr. Dominique Strauss-Kahn
Managing Director
International Monetary Fund
Washington, DC 20431

Dear

Mr. Strauss-Kahn:

l.

Ireland faces an economic crisis without paraltel in its recent history. The problems of
low growth, doubts about fiscal sustainability, and a fragile banking sector are now feeding
on each other, undermining confidence. To break this vicious circle, we are proposing a

strong, wide-ranging, reform programme, backed by a substantial international financing
package, to restore confidence and retum the economy to a path of sustained growth and

job

creation.

2.

At the root ofthe problem is a domestic banking system, which at its peak was five
times the size ofthe economy, and now is under severe pressure. The lrish owned banks were
much larger than the size ofthe economy. The fragility ofthe banking sector is undermining
Ireland's hard-eamed economic credibility and adding a severe burden to acute public
finance challenges. Decisive actions to restore the strength of the financial sector and reestablish fiscal credibility are needed now.

3.

The lrish authorities have already undertaken major steps to address these challenges.
For the financial sector, these include measures to facilitate funding of banks, separate good
assets from bad, asset disposals, and bank recapitalisation. On the fiscal side, we have
pursued a large consolidation programme since2008 and have announced a National
Recovery Plan that accelerates the process ofputting public finances on a sound footing.

4.

But we recognise that more needs to be done. A fundamental downsizing and
reorganisation of our banking system is essential. We are immediately undertaking several
bold measures to achieve a robust, smaller, and better capitalised banking system that will
effectively serve the needs of the economy. Restoring the banks to viability will also help
insulate public finances from further pressures. We are mindful that the transition to a
healthy banking sector will need to be actively managed to avoid fire sales of assets and

Piipair 100% Athchtus:ilre
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reduce market uncertainly. We are, therefore, expeditiously raising capital standards,
stepping up efforts that will ensure that banks' losses are promptly recognised, and creating a
mechanism to inject needed capital into the banks. We are also strengthening the banking
resolution framework to promote financial stability.

5.

In addition, we are also pressing ahead with our commitment to achieving

a

sustainablc budget position. The National Recovery Plan lays out our strategy for staying the

course of needed reform in a way that is socially fair and protects the most vulnerable.
Recognising that lreland already has put in place a business-friendly environment, our Plan
also lays out a range of structural reforms that will be implemented to underpin economic
stability, and enhance growh and job creation.

6.

We are turning to our intemational partners for support as we implement these farreaching objectives. Our estimate is that the financing need would be up to €85 billion until
the end of 2013. We therefore request that the Fund support our policy programme through
an arrangement under the Extended Fund Facility which can be drawn over a period of 36
months in the amount of SDR 19.4658 billion (€22.5 billion). This arrangement, along with
support of€45 billion from the European Financial Stability Mechanism/European Financial
Stability Facility including bilateral loans from the United Kingdom, Sweden and Denmark,
and thejudicious use ofour own resources (€17.5 billion), will help ensure financial stability
as we rgstore market confidence and return to durable growth.

7.

The attached Memorandum of Economic and Financial Policies outline the economic
and financial policies that the lrish authorities will implement during the remainder of20l0
and the period 201l-13. We are confident that the policies set forth in this memorandum are
adequate to achieve the objectives under the programme, We stand ready to take any
corrective actions that may become appropriate for this purpose as circumstances change, As
is standard under Fund-supported programmes, we will consult with the Fund on the
adoption ofsuch actions in advance ofnecessary revision ofpolicies contained in this letter.

8.

This letter is being copied to Messrs. Juncker, Reynders, Rehn, and Trichet.

Sincerely,

(a.{\

4*].-'

D*u--. lL.rt^

Brian Lenihan
Minister for Finance

DOF01B03

Patrick Honohan
Governor ofthe Central Bank of lreland

82

DOF03452-002

EUROPEAN COMMISSION

Brussels, xxx
SEC (20 10) XXX

MEMORANDUM OF UNDERSTANDING

BETWEEN
THE EUROPEAN COMMISSION
AND
IRELAND

EN
DOF01B03

EN
83

DOF03460-001

MEMORANDUM OF UNDERSTANDING

BETWEEN
THE EUROPEAN COMMISSION
AND
IRELAND

EN

EN
DOF01B03

84

DOF03460-002

The present memorandum of understanding contains the following documents:
(a) A memorandum of economic and financial policies
(b) A memorandum on specific economic policy conditionality
(c) A technical memorandum of understanding
The memorandum of understanding may be amended upon mutual agreement of the parties in
the form of an Addendum. The Addendum will be an integrated part of this Memorandum and
will become effective upon signature.
Done in Brussels on ... ./12/2010 ... and in Dublin on ... ./12/2010 in three originals, in the
English language.

For Ireland

Patrick Honohan
Governor of the !J::i-tdi Central Bank S)_

Brian Lenihan
Minister for Finance

~

For the European Commission

Olli Rehn
Member of the European Commission
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MEMORANDUM OF ECONOMIC AND FINANCIAL POLICIES

We have concluded that Ireland expeditiously requires a strong programme to restore
domestic and external confidence and, thus, snap the pernicious feedback loops between the
growth, fiscal, and financial crises.
1.

2.

We propose that such a programme comprise of four key elements:

•

A fundamental downsizing and reorganisation of the banking sector-complemented
by the availability of capital to underpin solvency-is required to restore confidence.
Addressing market perceptions of weak bank capitalisation, overhauling the banks'
funding structure, and immediately beginning a process of downsizing the banking
system will be required.

•

An ambitious fiscal consolidation building, on the progress already made.

•

Renewing growth through a multi-pronged effort.

•

A substantial external financial assistance will support the achievement of our policy
objectives.

Recent Economic Developments and Outlook

3.
After two years of sharp declines in output, the Irish economy is expected to broadly
stabilise this year before expanding during 2011-14. As domestic imbalances from the boom
years are being repaired, the recovery will, at least initially, be primarily export-driven. We
project that GDP growth will increase over time as export performance filters through to
investment and consumption, consumer confidence returns, and labour market conditions
improve. We recognise that the risks in the short term are tilted to the downside, and, in
particular, the headwinds from fiscal consolidation on domestic demand could be larger than
anticipated. Over the longer haul also, continued private and public sector balance sheet
adjustments, coupled with a weak banking sector, could delay the recovery.
4.
Inflation is expected to remain low, reflecting the large output gap and modest
external price pressures. Although the inflation rate will likely increase over time, it is
expected to remain lower than in trading partner countries. This will have the benefit of
improving competitiveness but the low rates of inflation would unavoidably keep real debt
burdens high and dampen domestic demand.
5.
The current account balance is projected to continue to improve gradually over the
medium term, reflecting export expansion and the contraction in domestic demand. However,
profit repatriation from multinationals and large interest payments to foreign holders of Irish
debt are expected to limit the improvement over the programme period.
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Restoring Financial Sector Viability
6.
With its large size relative to the economy, its heavy reliance on wholesale funding,
and its large exposures to the real estate sector, much ofthe domestic Irish banking system is
in a stressed state. The Government has intervened heavily to safeguard financial stability. In
late 2009, we established the National Asset Management Agency (NAMA) to take over
certain vulnerable commercial and property development assets of banks. In addition, major
efforts have been made to boost banks' capital.
7.
Although the Government has made strong efforts to contain the fallout from the
sector's vulnerabilities, a continued lack of market access and the loss of deposits have
created significant funding pressures, alleviated largely by an increase in recourse to
Eurosystem financing facilities and Emergency Liquidity Assistance by the Central Bank.
Moreover, capital injections in the banks have placed a heavy burden on public finances.
8.
Our proposed programme will take decisive steps to ensure the viability and health of
the financial system. We intend to lay the foundations of this process very quickly, if we are
to reassure the markets that banks will return to viability and will have the ability to operate
without further state support in a reasonable period of time.
9.
The key component of our efforts is an overhaul of the financial sector with the
objective of substantial downsizing, isolating the non-viable parts of the system and returning
the sector to healthy functionality. It will be important to support this process through capital
injections into viable financial institutions. In addition, structural measures-a special
resolution scheme for deposit-taking institutions and a further strengthening of the
supervisory system-will impart greater stability to the system. It is our goal that the leaner
and more robust system that emerges from these efforts will not be dependent on state
support, will have a more stable funding base, and will provide the credit required to foster
growth.
10.
The plan to overhaul the banking system has several elements. First, banks will be
required to run down non-core assets. Second, land and development property loans that have
not yet been transferred to NAMA will also be transferred. Third, banks will be required to
promptly and fully provide for all non-performing assets as needed. Fourth, the banks will be
required to securitise and/or sell asset portfolios or divisions with credit enhancement if
needed, once the market normalises. And finally, swift and decisive action will be taken to
resolve the position of Anglo Irish Bank (Anglo) and Irish Nationwide Building Society
(INBS) in a way that protects depositors and strengthens the banking system. To this end, by
end-January 2011, we will submit to the European Commission a revised proposal developed
in collaboration with IMF, to resolve Anglo and INBS. Each of these initiatives will require
technical or legislative measures, most of which we believe can be expeditiously instituted.
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To achieve the above goals, banks will be required to submit deleveraging plans to
11.
the national authorities by end-February 2011. The plans will be prepared on the basis of
clear periodic targets defined by the Central Bank, taking into consideration the Prudential
Liquidity Assessment Review (PLAR) to be conducted in consultation with the EC, ECB and
IMF. By end-March 2011, the Central Bank with assistance from an internationally
recognised consulting firm, will complete the assessment of the banks' restructuring plans
(structural benchmark). The deleveraging plans will be a component of the restructuring
plans to be submitted to the European Commission for approval under EU competition rules.
12.
This reorganisation and downsizing of the banks will be bolstered by raising capital
standards. While we expect that, in a restructured system, banks will be able to raise capital
in the market, we recognise that the higher standards may imply that, in the short run, public
provision of capital will be needed for banks that are deemed to be viable. To support this
process-and to render it credible-we will undertake a review of the capital needs of banks
on the basis of a diagnostic of current asset valuations and stringent stress tests (PCAR
2011 ).
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As an immediate step, to enhance confidence in the solvency of the banking system,
the Central Bank will direct Allied Irish Bank (AIB), Bank of Ireland (Boi) and EBS
to achieve a capital ratio of 12 percent core tier 1 by end-February 2011 (structural
benchmark) and Irish Life & Permanent (ILP) by end-May 2011 (structural
benchmark). This would imply an injection of fresh equity capital of €7bn into these
four banks and provide an additional buffer for a potential increase in expected losses.
This action, along with early measures to support deleveraging and taking account of
haircuts on the additional loans to be transferred to NAMA (see ~1 0) would result in
an injection of €1 Obn of fresh capital into the banking system, above and beyond the
already committed capital injection of €6.6bn ·for AIB previously announced by the
Irish authorities.

•

By end-December 2010, in consultation with EC, ECB, and IMF staff, we will define
the criteria to run stringent stress test scenarios (structural benchmark). We will also
agree with EC, ECB, and IMF staff, by end-December 2010, on draft terms of
reference for the due diligence of bank assets by internationally recognised consulting
firms (structural benchmark). We intend to complete the diagnostic evaluation of
banks' assets by end-March 2011 and the stress tests (PCAR 20 11) by endMarch 2011 (both structural benchmarks), and transparently communicate our
findings.

•

Based on these assessments, starting end-April 2011, banks will be required to
maintain a core tier I capital ratio of 10.5 percent. Banks will report their capital
adequacy ratios to the Central Bank on a quarterly basis. The Central Bank's
assessment of banks' capital adequacy ratio will be made public at least semiannually.
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13.
The question of whether burden should be imposed on bank sub debt is influenced by
two factors: the quantum of capital the State has committed to support the institution and the
perceived viability of the bank in the absence of receiving such capital. Forced burden
sharing through legislation is possible and legislation is currently being prepared in this
regard. Alternatively, in certain cases, a very deeply discounted liquidity management
exercise might also be an appropriate option.
14.
In addition, we will finalise proposals to strengthen the legal framework for dealing
with distressed deposit-taking institutions in line with recent EU developments (including EU
competition rules) and international sound practices. Such a special resolution regime will
broaden the available resolution tools with the aim of promoting financial stability and
protecting depositors. In particular, the draft legislation will (i) provide for the appointment
of a special manager where, in the opinion of the Central Bank, an institution's financial
condition has severely deteriorated; (ii) grant powers to the Central Bank for the transfer of
assets and liabilities to other institutions; and (iii) create a framework for the establishment of
bridge banks. We seek to submit draft legislation including the above-mentioned elements to
Dail Eireann by end-February 2011 (structural benchmark).
15.
Moreover, we will continue the efforts to strengthen banking supervision by ensuring
higher staffing levels and budget allocations in line with OECD best practices. We will
enhance the risk assessment framework and raise the corporate governance standards. By
end-September 2011, a report by an independent assessor on our compliance with Base I core
principles for effective banking supervision will be made public.
16.
We will also reform the personal insolvency regime for financially responsible
individuals (including sole traders), which will balance the interests of both creditors and
debtors. The objectives will be to lower the cost and increase the speed and efficiency of
proceedings, while at the same time mitigating moral hazard and maintaining credit
discipline. The new legal framework will include a non-judicial debt settlement and
enforcement mechanism as an alternative to court-supervised proceedings.
17.
We will continue to provide means-tested financial assistance to limit the economic
and social fallout of the crisis. The existing mortgage interest supplement scheme is crucial
for providing temporary assistance to distressed mortgage holders. The scheme's
administration will be centralised to ensure a more consistent application focusing on
households that are most in need, and further modification will be introduced in the 2011
Social Welfare Act.
18.
Our strategy for the credit union sector is based on three components. First, we will
complete a full assessment of their loan portfolios by end-April2011 (structural benchmark).
Second, by end-April 2011, we will have ready a comprehensive strategy to enhance the
viability of the sector. And third, by end-December 2011 we will submit legislation to
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Dail Eireann to assist the credit unions with a strengthened regulatory framework including
effective governance and stabilisation requirements.
19.
We will continue efforts to ensure the flow of credit to viable businesses, building on
actions already taken under previous recapitalisations and NAMA legislation. Allied Irish
Bank and Bank of Ireland have agreed, in connection with recapitalisation last March, to
make available not less than €3 billion each for targeted lending for new or increased credit
facilities to small and medium-sized enterprises in both 2010 and 2011 as well as funds for
seed and venture capital and for Environmental lending. The lending policies and decisions
of both banks are subject to review by the Credit Review Office, which enables businesses
who have had credit refused or withdrawn, to apply for an independent review of the bank's
decision.
20.
NAMA is subject to an extensive range of statutory Governance and Accountability
arrangements and these will be fully adhered to. Members of the NAMA Board must have
relevant experience and expertise, and the work of the Board is supported by audit and other
sub-committees. NAMA operations are also subject to statutory codes of practice. NAMA is
required to prepare various reports, including quarterly reports of its activities, and these are
subject to scrutiny by Oireachtas committees. The Comptroller and Auditor General audit the
annual accounts and prepare reports on NAMA for review by the Public Accounts
committee.

Safeguarding Public Finances
21.
To continue with the programme of fiscal consolidation, a comprehensive National
Recovery Plan 2011-14 was approved by the Government and published on 24 November
2010. This Plan forms the basis for the 2011 budget consistent with fiscal consolidation
measures amounting to €15 billion, a 9 percent of GDP budgetary correction over the period
2011-14. Having stabilised the deficit, albeit at a high level, the steps announced in the Plan
will place the budget deficit-to-GDP ratio on a firm downward path. While the debt-to-GDP
ratio will remain at high levels for the next few years, it is projected to decline thereafter,
underpinning debt sustainability. We also propose to keep under review progress towards
meeting the Stability and Growth Pact targets.
22.
Budget 2011 which will include adjustment measures of €6 billion, will be submitted
to Dail Eireann for passage on 7 December (prior action). As set out in the National
Recovery Plan, most of this adjustment will come from the expenditure side. The capital
budget will be reduced, partly through greater value for money in our infrastructure
procurements. On current expenditures, we are pursuing public service numbers reductions
through natural attrition and voluntary schemes, adjustments in public service pensions, and
further savings on social transfers (from reductions in working age payments, reductions in
universal child benefit payments and other reforms). Protecting the socially vulnerable at a
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time of difficult economic adjustment remains a central policy goal. Current savings will also
be realised from streamlining government programmes and through administrative
efficiencies. Should these savings or the expected numbers reductions not materialise, we
reserve the option to take further measures.
23.
An income tax-led revenue package-sized at over €2 billion in a full year-will
supplement the above expenditure measures in 2011. Over the past decade, the proportion of
citizens exempt from income tax has risen to 45 percent and tax credits have doubled,
resulting in a comparatively low burden of tax on ordinary incomes. This is no longer
sustainable. Accordingly, we are widening the tax base, by lowering income tax bands and
credits by 10 percent, and by reducing various pension-related tax reliefs. We are also taking
action on other tax expenditures, and distortions arising from the existence of multiple levies.
24.
To secure our fiscal targets, a number of fiscal measures have been identified
for 2012-14. We will continue to rely on expenditure savings (€6.1 billion), led by current
spending (€4.9 billion), as outlined in the National Recovery Plan. We are targeting further
reductions in public sector numbers, social benefits and programme spending, and have
anchored the prospective savings by publishing multi-year expenditure ceilings by Vote
Group through 2014. We are also planning to move towards full cost-recovery in the
provision of water services and ensuring a greater student contribution towards tertiary
education, while ensuring that lower-income groups remain supported. In addition, we will
accelerate the process of placing the pension systems on a path consistent with long-term
sustainability of public finances. On the tax side, we will build on the base-broadening
measures outlined above and establish a sound basis for sub-national finances through a new
residential-property based site value tax. The Finance Bill 2012 will contain necessary
provisions to bring into effect the already signalled VAT increases in 2013 and 2014.
25.
We are preparing institutional reform of the budget system taking into account
anticipated reforms of economic governance at the EU level. A reformed Budget Formation
Process will be put in place. Furthermore, we will introduce a Fiscal Responsibility Law
which will include provision for a medium-term expenditure framework with binding multiannual ceilings on expenditure in each area by end-July 2011 (structural benchmark). A
Budget Advisory Council, to provide an independent assessment of the Government's
budgetary position and forecasts will also be introduced by end-June 2011 (structural
benchmark). These important reforms will enhance fiscal credibility and anchor long-term
debt sustainability.

Raising the Growth Potential
26.
We recognise the need to restore strong sustainabie growth. The structural changes to
the financial and fiscal sectors, described above, are critical for improving the prospects of
economic recovery and raise the medium-term growth potential. Although, as is widely
recognised, Ireland is a global leader in providing a business-friendly environment, the
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Government's Negotiation of Programme of Assistance and Interest Rate Savings

o

The Govemment has successfully negotiated several key changes

to

the

programme of assistance in series ofphases:

o

l.

The MoU was amended also to allow for the jobs initiative, the restoration
of the minimum wage and also to provide that no further loans were
transferred to NAMA.

2.

The Government has successfully renegotiated the interest rate which wi[[
give rise to significant savings for the state. This in turn will improve our
debt sustainability and reduce the cost of the bailout to taxpayers. This is
very welcome news.

As pointed out by Minister Noonan in Poland we have achieved significant clarity
in our favour on interest since July and over the last week.
The annual saving based on the full drawdown ofthe €45 billion available from
the EU and bilateral loans are set out in the tables below. They set out the
calculation of the original estimates (from Juty) and the more recent estimates
based on last week's discussions.

Inilial Illustrative Calculation

based

on initial illustrative

assumptions

of

2%t

reduction:
Percentage

reduction

in

Total
the

available

loans (€bn)

Annual

Interest
Savings in €m

interest rate
EFSF
EFSM

Bilaterals
Total

2.00%
2.00%
2.00%

17.7

354

22.s
4.8
45

4s0
96
900'

Updaled NTMA estimates reJlecting lasl week's announcemenls EFSF rate reduction
is approx. 2.6% and EFSM rate reduction is just under 3'%
Percentage

reduction
EFSF
EFSM

Bilaterals

in

Total
the

loans (€bn)

yet

22.s
4.8

interest rate
2.6%

2.925%

2.00%

(not

17.7

available

Annual

Interest
Savings in €m

450
650
100 (to be finalised)

finalised)
Total

45

1,2002

' Figure only valid when all €45 billion has been drau.n down and for as long as this amount remains
outstanding.
2
Figure only valid when all €45 billion has been drawn down and for as long as this amount remains
outstanding.
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a

In addition, the cost of our IMF loans will reduce as a result of recent

and

forthcoming increases in our IMF quota. The NTMA has calculated the overall
benefit of this interest rate reduction at some €1.9 billion. Some €30 million of
this arises in 2012 and is included in the overall estimate of €900 million of
interest savings for next year.
Based on the above estimates for the changes to the EU and IMF elements ofthe
loans, the overall saving based on the initial lifetime of the programme (which
will be extended) would be over €10 billion.

For 2012 the changes in the EU and bilateral loans combined with the impact of
IMF quota changes amount to some €900 million.

The average maturities of the loans will be extended - this has the effect, as
pointed out by Commissioner Rehn on Friday of improving our debt sustainability
and also of improving liquidity for Ireland.
Furthermore Minister Noonan pointed out that it has been agreed at the weekend
meeting that [reland will get a prepaid margin of€600m on the EFSF returned in
2016. This had not been clear beforehand. While it is important to note that this
margin return is already factored into the interest savings figures once all the
programme funding is drawdown it does give rise to a €600m capital receipt in
2016 directly to the Exchequer.

Impact of interest rate reduction on adjustment for 2012
a

These actions are very positive for Ireland and improve our debt sustainability but
there is a need for us to be realistic as there are a lot of diffrcult decisions still to

be made. lndeed, we only get the benefit of the interest rate reductions if we
continue to meet our programme commitments. The Commission, when
announcing the proposed change to our EFSM, rate cited the fact that Ireland is
meeting its programme.
a

This Government is committing to making these difficult decisions and restoring
our sovereignty but we will continue to negotiate key elements ofour programme,
as appropriate.
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Irish Economy

Ireland’s Economy Back from the Brink, But Continued
Progress Needed
IMF Survey
December 19, 2013




Signs of growth emerging and unemployment has started falling
Considerable achievements, but strong policy efforts still needed
Lessons from the Irish experience for global policymakers

The successful completion of Ireland’s EU/IMF-supported program has left the country in a
much stronger position than when its program began, say the IMF’s Ajai Chopra and Craig
Beaumont.
Ireland has pulled back from an exceptionally deep banking crisis, significantly improved its
fiscal position, and regained its access to the international financial markets.
In an interview, former Ireland country reviewer Chopra and current Ireland mission chief
Beaumont—who were involved with the program from start to finish—share their views on
the main achievements and the road ahead. Ireland needs to persevere with steady fiscal
consolidation and reforms to help an emerging economic recovery become strong and lasting,
say Chopra and Beaumont, noting that the program’s success owes much to the full
commitment by the Irish authorities and its people—who persisted despite challenges and
uncertainty during their program.
IMF Survey: Jai, you oversaw the Fund’s work on Ireland—what do you see as major
successes under the program and what is left to do?
Chopra: Ireland has achieved a tremendous amount in the three years since the EU/IMFsupported program began in December 2010. Remember that this period included threats to
the very existence of the euro area, making Ireland’s achievements all the more impressive.
The crisis in Ireland was first and foremost a banking crisis. Hence the immediate priority
was to recapitalize and stabilize the banking system, which was achieved early in the
program, stemming the outflow of deposits. Progress has also been made in reducing the size
of the banking system, which had assets of almost 500 percent of GDP when the program
started.
On the fiscal side, budget consolidation started even before the program. Over 2009–13, the
structural primary deficit has been reduced by about 10 percentage points of GDP. This
consolidation has been achieved in a pragmatic way with a good balance of spending and
revenue measures and with due regard to fairness. As a result of this adjustment, Ireland
should be able to achieve a primary balance in 2014 and government debt should soon be on
a declining path.
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We are also beginning to see signs of growth emerging and unemployment has been falling.
Back in 2011, I had said that employment growth, which has been accelerating in recent
quarters, would be the real test of whether the program is working.
Ireland has also implemented a range of institutional reforms to address weaknesses that led
to the crisis. The medium-term fiscal framework has been strengthened and a credible and
well-functioning fiscal council has been established. And on the financial side, regulation and
supervision, which were deficient in the run-up to the crisis, have also been revamped.
But all that said, there is still much that needs to be done. This is not unusual—when
problems are as severe as what Ireland faced, it is not possible to fix matters in three short
years. This was recognized at the outset, and it does not detract from what has already been
achieved.
Importantly, there’s still a large overhang of debt that needs to be worked out. Households’
debts amount to almost 200 percent of disposable income. Sovereign debt is also still high—
we project it to peak at about 124 percent of GDP in 2013. So private balance sheet repair
and fiscal consolidation both need to continue. Inevitably, these processes take time.
Despite the progress in recapitalizing and stabilizing the banking system, banks are not yet
supporting the economy with adequate lending. Nonperforming loans are still high and
progress in dealing with these impaired assets has been slow. And bank profitability remains
weak. Work needs to continue to address these impediments to sustained recovery.
Looking forward, the critical objective is to generate higher growth based not only on
exports, but also a revival of domestic consumption and investment. Such balanced growth is
essential to create more jobs and make a bigger dent on unemployment.
The Irish authorities recognize that continued sound policies are needed to support Ireland’s
growth and they recently released a medium-term economic strategy to cover the period from
2014 to 2020. The determination to articulate and implement such a strategy is most
encouraging.
IMF Survey: Thank you, Jai. And Craig, as mission chief, what do you think were the
major steps that Ireland took to regain access to capital markets?
Beaumont: Ireland began to regain market access in the middle of 2012. It started by issuing
Treasury bills, with the first issue happening to come immediately after the end-June Summit
that called for banking union. Access continued to strengthen, especially after ECB President
Draghi announced Outright Monetary Transactions.
Ireland was well placed to take advantage of improved market conditions in the euro area
because its strong program implementation had addressed the acute uncertainties around
public debt that prevailed at the end of 2010. The deficit target for 2011 was met and the
budget for 2012 continued fiscal consolidation at a steady pace. As Jai mentioned, decisive
actions on the banking sector during 2011 identified and met the banks’ capital needs in a
credible way, at an overall cost below expectations. Perhaps most importantly, markets
gained confidence in Ireland’s capacity to recover from the banking crisis as export-driven
growth was quite strong in 2011 at 2.2 percent; investors we talked with considered that
important.
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So regaining market access reflected a combination of steadfast policy implementation,
signals of Ireland’s potential to recover economically from its deep banking crisis, and the
significant steps forward in addressing the euro area crisis. Market access was confirmed
through well subscribed bond issues in January and March this year, including a 10-year
issue at a 4.15 percent yield, which is now trading at about 3.5 percent.
IMF Survey: How did the Fund and its European partners collaborate in support of
Ireland during this period of turmoil and crisis?
Beaumont: Working with our EU Commission and European Central Bank counterparts was
a very collaborative process, seeking a common position on all the key policies. This
collaboration helped produce better policy proposals which were then very intensively
discussed with the Irish authorities.
In advance of the missions in Dublin, we would coordinate on what the main policy issues
were and alert the Irish authorities to those. During the missions we would learn a great deal
from our discussions with the authorities, and also with private sector and academic
economists, and need to adjust our views.
Typically during the weekend the troika teams would work together on drafts of the policy
agreements (the Memorandum of Understanding and Memorandum of Economic and
Financial Policies), which often required lengthy discussions among the experts on each
issue—we would sometimes bet on when the meetings would finish!
The Irish authorities were the key party in developing and implementing the policies for the
program supported by the EU and the IMF. This reflected Ireland’s strong commitment to
recover from the crisis, as seen in its significant contribution to program financing, with
€17.5 billion of the total package of €85 billion coming from the Irish state.
IMF Survey: What was a broader social and political impact of the bailout?
Beaumont: The bailout was a dramatic shock for Irish society. The government that had
negotiated the program soon resigned and elections were held in February 2011. The new
coalition government formed in March had a strong mandate to implement its program for
Ireland to recover from the crisis. It began by engaging with the troika on redesigning aspects
of the program supported by the EU-IMF, including by revising the mix of budget measures
to promote job creation.
The social impact of the bailout is hard to disentangle from the ongoing fallout from the
banking crisis. Often the bailout is linked to difficult budget measures, though Ireland had
been undertaking such measures for 2–3 years before the program, and in the absence of EUIMF financing, even larger measures would have been required. There was also
disappointment in Ireland that the program did not provide a more immediate turnaround in
the economic situation. For example, unemployment kept on rising until it peaked in early
2012, though it has declined more recently. But the program did avert a sharper deterioration
in the economy, which was likely given the deep loss of domestic and external confidence at
the end of 2010, especially in the banking system.
Chopra: I would also add that the teams from the IMF, EC, and ECB made a concerted effort
to have a dialogue with labor unions and with other organizations that had direct experience
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in dealing with vulnerable parts of society. This dialogue was very useful. No doubt, our
counterparts will consider that not enough was done to address their concerns and I can
understand that perspective. But we encouraged the government to design its fiscal
consolidation measures with fairness and equity very much in mind.
IMF Survey: How do you see the prospects for Ireland’s economy going forward?
Beaumont: After relatively strong growth in 2011, growth was sluggish in 2012 and into this
year owing to weak trading partner activity and a “patent cliff” shock to Ireland’s large
pharmaceutical sector. But a range of indicators signal the economy is beginning to pick up in
the second half of 2013.
We are projecting growth to rise to about 1¾ percent in 2014—a little below consensus
estimates—and then to about 2½ percent in the medium term. Ireland’s economy is highly
open so the main contributor to higher growth is the recovery expected in trading partners,
especially the United States, the United Kingdom, and the euro area.
By contrast, we anticipate modest gains in domestic demand next year, with the revival of
domestic demand expected to be a protracted process as strained private balance sheets
gradually become more healthy and also as the pace of fiscal consolidation eases. Improving
financial sector health will also help sustain recovery though renewed lending, although nearterm contributions are not expected to be significant.
Chopra: Here I think it’s worthwhile to pick up on a point that Craig made, about the
strength of trading partners. Ireland has grown faster than the eurozone average over the last
three years. This is encouraging, but it should not obscure the fact that Ireland’s prospects are
inextricably intertwined with those of the eurozone. Therefore, Ireland’s prospects will
depend very much on the progress made to address demand and supply deficiencies in the
eurozone, to achieve the ECB’s inflation target rather than undershoot it, to reduce
fragmentation, and to make more meaningful progress in improving the architecture of the
monetary union.
IMF Survey: What lessons does the Irish experience hold for global policymakers?
Chopra: IMF rules require an independent staff team to prepare an ex-post evaluation of the
Ireland program before the end of 2014. That evaluation will provide a more definitive view,
but for now I’ll offer five preliminary lessons.
The first is when the government is dealing with a systemic banking crisis it needs to come to
grips with the situation quickly. It is essential to identify whether institutions are viable or not
and then deal with them accordingly. Nonviable banks need to be resolved while viable ones
need to be recapitalized, restructured and restored to healthy functionality.
Even though systemic banking problems in Ireland first blew up in 2008, confidence that
these problems were being adequately tackled did not come till the publication of stress test
results in March 2011, about three months into the program. These stress tests, together with
the underlying asset quality diagnostics that were undertaken with the help of independent
experts, have served as a model in other cases. The Irish also set a high bar for the
transparency with which they communicated the results of the analysis underpinning banks’
capital needs.
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But it is not just a matter of recapitalizing banks. The banks also need to improve their
profitability and get back into the business of lending. And to do that they need to be forceful
in dealing with the bad debts on their books. Ireland was quick to set up an asset management
company, NAMA, to deal with the large problem loans, especially in the property sector. But
it is also essential to deal with smaller distressed borrowers, a problem that became more
acute with the rise in residential mortgages that are in arrears. On this front, it took some time
to develop a political consensus and the necessary legal framework and banks’ operational
capacity to deal with mortgage arrears. In retrospect, more rapid progress in dealing with
mortgage arrears would have been worthwhile.
The second lesson is that it is unfair to impose the burden of supporting banks primarily on
domestic taxpayers while senior unguaranteed bank bond holders get paid out. This not only
adds to sovereign debt, but it also creates political problems, making it harder to sustain fiscal
adjustment. Eurozone partners precluded the Irish from imposing haircuts on senior creditors
of insolvent banks. But subsequent developments in the principles of orderly resolution of
banks, after Ireland had paid off these creditors at great cost, have shown that imposing losses
on senior bank bond holders is now becoming more accepted.
Third, on the fiscal front, steady but gradually phased fiscal consolidation that is designed
within a well-specified medium-term plan, and that allows for the free play of automatic
stabilizers, can be consistent with the return of confidence. There are some who wanted
Ireland to move even faster with fiscal consolidation. This would have been a grave mistake.
Investors also care about growth.
The fourth lesson from the Irish case is that it demonstrates how pernicious feedback loops
can be. Weak balance sheets of banks, of the government, of households, and of companies
all interact with each other. These interactions cause economic activity to stagnate and
increase deflationary tendencies, further worsening all these sectors’ balance sheets all over
again. These feedback loops need to be arrested.
Some of this requires a domestic effort, which the Irish have accomplished as has already
been outlined, although much remains to be done to reduce over indebtedness. But in a
monetary union support is also needed from partners in the union. No doubt eurozone and EU
partners have been generous and supportive of Ireland’s efforts through various initiatives.
Nevertheless, there remains an excellent case for even greater eurozone solidarity to break
these adverse feedback loops, especially between banks and sovereigns. Such additional
support would have a positive payoff, making it an investment that is worth undertaking.
Finally, and perhaps most importantly, the government’s design and ownership of the
program is critical. The Irish authorities’ excellent record of policy implementation and
compliance with conditionality under the program owes much to the fact that key
components of the program were designed by the Irish themselves, and adopted only after
they had been debated intensively both internally and with external partners. Social and
political cohesion was maintained. Only then do you get full commitment to the measures as
in Ireland. Moreover, the Irish persisted despite uncertainty and some dark moments. This
makes me more confident that they will continue to persevere to get the economy growing
again and to improve people’s lives.
IMF Survey: Finally, Jai, you are leaving the program and the Fund and many people in
Ireland are interested to hear about your plans.
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Chopra: My involvement with Ireland over the past few years has been the capstone of a
three-decade career at the IMF. This experience, together with other stimulating work I've
done over the years at the IMF, motivates me to stay engaged in economic policy analysis
and advocacy, but in a different setting here in Washington, D.C. I am also interested in
doing volunteer work on financial literacy with low-income families and students. The
manipulation of borrowers leading up to the crisis demonstrates the need for improving such
literacy.

DOF01B01

99

DOF00739-006

Ref
2t0)t2010

Oifig an Aire Airgeadais
Mernorandum for the Inlbrmation of the Government
Delegation of Banking Functions to the National Treasury Management
Agency

l. Matter/Issue for Information
The Minister for Finance would like to highlight to the Cabinet his intention to delegate
extra functions in the banking area to the National Treasury Management
Agency(NTMA).
2. Reason for the Change
As the banking crisis has evolved, the Minister has been considering the ordering of work
between his Depaltn.rent and tl.re National Treasury Management Agency. He considers
that some ofthe extra functions wlrich were taken on under the Credit Institutions
(Financial Suppolt) Act 2008 should now be transfen-ed to the NTMA. At present the
same covered institutior.rs ale dealing with the NTMA on some issues and the Depaftment
of Finance on others and thc Minister does not consider that the current at'l'angement
provides the optimum position lor the State.
3, Functions to be Delegated
The main functions which the Minister wishes to delegate are as follows:
a) All negotiations witll the covered institutions on their capital needs in the context
of NAMA.but also to ensure tl.rat the covered institutions meet appropdate

regulatory capital requir ernents going forward.
o The NTMA will lead the discussions with the covered credit institutions to
detemrine their Iikely capital requirements; discussions will be canied out in
conjunction with the Department ofFinance and in consultation with the
Central Bank and Financial Services Authority of lreland. These discussions
should determine the extent to which their likely capital requirements may be
n.ret by private capital raising, asset disposals or other means with a view to
minimising the amount, if any, of additional capital required from the State.
. The NTMA will negotiate with the covered credit institutions the terms and
conditions on which any capital support provided by the State will be invested.

b)

All negotiations with all institutions on the realignment ofthe banking sector.
The NTMA will lead discussions, in conjunction with the Department of
Finance, with all interested parties on the ultimate shape ofthe'third force' and

.

any other restructuring of the financial system.
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The

NTMA will conduct discussions rvith other players in the market, both

national and international, on the Millister's behalf, as necessaly.

c)

The management ofthe States capital injections and the ownership ofthe credit

institutions.

d)

The n.ranagernent of any relationship framework put in place with the institutions

(to date only Anglo has a relationship framework).

e)

Some remaining functions under the guarantce schemes.

f)

Advise on banking matters generally including issues relating to cdsis prevention,
nranagement and resolution.

4. Relationship with the Department of Finance
A1l of these functions will be camied out in conjunction with the Depanmenl

ol Finance
and building on the existing excellent relationships belween the two organisations. The
NTMA will be required to co-ordinate closely with the relevant Depaftment of Finance
officials generally and keep me and the relevant Deparlment of Finance officials
infolmed on major or significant developrr.rents. The NTMA will, of course repoft back to
me and seek my approval and direction prior to making any in'evocable commitment.
5. EU Mattcrs.
The Departn.rent of Finance will continue to manage the EU and State Aid issues in the
banking area and the NTMA will be required to cooperate fully with any requirements
which arise in these areas.
6. Legal Issues and Next Steps.
A dr:aft delegation order and a dralt dilection ar-e currcntly being discussed with the
Altorney General's Office. The actual transfer ofwork will happen on a phased basis to
be agreed between the NTMA and my Depanment. The implementation of these
arangements will require sorne phasing period to allow NTMA to find appropriate stafL

DOF01B03

101

DOF03582-002

BAIL‐IN STRATEGY WITH HOLDERS OF SENIOR AND
SUBORDINATED DEBT

___________________________________________________
NATIONAL TREASURY MANAGEMENT AGENCY

STRICTLY PRIVATE AND CONFIDENTIAL
28 MARCH 2011

1
NTMA01B03

102

NTMA00427-001

Introduction
Due to the levels of support that have been provided to the Irish banking sector to date and the impending
results of the current PCAR/PLAR exercise, the issue of burden sharing with senior as well as subordinated
debt holders has been raised as a method to mitigate to the cost for the State of providing further capital
support to the banking sector.
Burden sharing with debt holders either through debt write downs, the conversion of debt into equity or
conversion of liabilities into contingent capital instruments will create capital gains for the Irish banks which,
depending on the eventual level of haircut applied to the senior unsecured unguaranteed debt (senior debt)
and subordinated debt, could give rise to a capital saving to the State of approximately €14.91 billion. While
this amount would not be sufficient to fully offset the cost to the State of providing capital to the banks it
would provide a significant contribution to the costs to the State of the capitalisation of the banks.
However, to take the approach of burden sharing with holders of senior debt appropriate legislation will need
to be implemented and the support of the external authorities would, unless the Government decides to
proceed without the support of the external authorities, be critical to any final position to be taken by the
Government on this matter.
Debt Sustainability
Ireland is currently three notches above sub‐investment grade with Moody’s and Fitch and four notches above
sub‐investment grade with S&P. The rating agencies have stated that the maintenance of this rating will be
contingent on (but not guaranteed by) the level of capital committed by the State following the announcement
of the capital figures on 31 March 2011. A downgrade will almost inevitably follow if the capital cost to the
State is over €10 billion, in the case of S&P and Fitch and €20 billion in the case of Moody’s. If burden sharing
keeps the cost under those respective limits prescribed by the rating agencies, there is a chance of avoiding a
downgrade on that issue alone. But other issues such as the new ESM structure may cause a downgrade
independent of the PCAR/ PLAR/ restructuring.
The primary impacts of a downgrade to sub‐investment grade for the Irish State would be:


significant adverse effects for the ability of the banks and the State to source funding,



delay the eventual return of the State to the public bond markets,



material impairment of the ability of the State to source foreign direct investment, and



material impairment of the ability of the State to fund ongoing public infrastructure projects.

Each of these impacts would augment the financial difficulties of the State and the State’s requirement for
funding from the ECB and the other external authorities.
The markets have already priced in a possible restructuring of senior debt and there appears to be a greater
number of hedge funds holding senior Irish bank debt. AIB senior bonds are trading at a level that shows a
possible average 20% haircut, this is 15‐20% in the case of Bank of Ireland and 40% in the case of Anglo.

1

This figure is based on the assumed haircut levels contained in the below tables. The actual figure gained would depend on the actual
haircuts negotiated with the debt holders.
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Mitigation
Burden sharing across both senior and subordinated would increase the probability of preventing a Sovereign
credit rating downgrade following the PCAR/ PLAR announcement. The rating agencies have publicly issued
assumptions about the expected final cost to the State from the PCAR/PLAR. Burden sharing would help to
keep the final cost to the State within the bounds outlined by the rating agencies. It would therefore be
problematic for the rating Agencies to justify a downgrade on the PCAR/ PLAR issue alone. However,
notwithstanding the rating issue, the possible return from this exercise would significantly mitigate the direct
cost to the taxpayer of bank capitalisations following the announcements on 31 March 2011.
Proposed Approach
To enable a write down of senior debt it is imperative that there is an appropriate legislative structure in place
to enable such an action to take place. The legislation currently in place provides the platform for the write
down of subordinated debt only. Critical to any restructuring action would be the ability to rely on legislation
to prevent the ability of the banks contractual counterparties to call events of default. Without this legislation
in place the risks of events of default and other adverse actions being triggered by debt counterparties are
materially heightened.
The Attorney General is examining the legal issues relating to the development of legislation to enable the
implementation of burden sharing with senior debt.
The proposed approach involves a contemporaneous meeting with the senior and subordinated bondholders
to determine the level of haircuts to be applied to the various classes of debt in the various institutions. Once
agreed, the practical implementation (to respect legal issues relating to debt priorities) would, first involve a
material write down of subordinated debt (this would not include debt held by the State or other Irish banks)
followed by action to restructure senior debt.
It was proposed that legislation would be in place prior to any approach on this matter to the external
authorities, however given the timing issues it is unlikely that this will now be the case. The case for burden
sharing would be presented to the external authorities together with a statement of intent to introduce
enabling legislation as soon as possible. Depending on the position of the external authorities the Government
would then have three choices:
(a) pursue a policy of burden sharing by senior debt holders with the approval of the external authorities,
(b) the policy of burden sharing by holders of senior debt is abandoned and burden sharing is conducted solely
with subordinated debt holders,
(c) whether due to debt sustainability issues and other matters relevant to the State it is decided to progress
with the broad burden sharing policy without the approval of the external authorities, or
(d) the policy of burden sharing with holders of senior debt is only implemented with debt holders in Anglo
and INBS.
The potential outcomes of each of these approaches can only determined following discussions with the
external authorities.
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if there is a successful constitutional challenge to any legislation implemented to enable burden
sharing this could undermine the whole strategy for burden sharing with senior debt. However, until
legislation has been drafted it is not possible the assess the likelihood of a successful challenge,



the ability to legally differentiate the treatment of unsecured, unguaranteed bondholders from
deposits and other categories of senior debt will be challenging,



the ability to treat Irish institutions holding senior debt and subordinated debt in the covered
institutions differently to other debt holders will be legally challenging, and



it will be difficult to identify credit unions and other Irish institutions holding secondary market
acquired debt. While we expect that the amount of debt held by credit unions and other Irish
institutions to be immaterial relative to the overall level of debt the holdings could be material at an
individual level for a particular credit union or institution.

Communications
It is imperative that any messaging in respect of burden sharing with senior debt makes it clear which classes
of debt are included and which classes of debt are excluded, in particular depositors.
Recommendation
Given the:





Unprecedented debt sustainability issues for the State;
ability of the State to limit the cost to the taxpayer of the huge capital costs arising from the current
PCAR/PLAR exercise;
fact that the banks are currently unable to access market funding; and
fact that the markets are expecting and have priced in burden sharing with subordinated and senior
debt,

it is the recommendation of the NTMA that, subject to a view being taken by Government on the potential
implications of an adverse reaction from the external authorities and the implementation of an appropriate
legal framework, immediate steps should be taken following the announcement of the PCAR/PLAR results to
enable burden sharing with both senior and subordinated debt.
The implementation of the burden sharing should be undertaken prior to the implementation of any other
capital raising initiatives arising from the PCAR/PLAR results. The implementation of other capital raising
initiatives prior to burden sharing with debt holders will reduce the cost mitigating benefits of such actions for
the State.
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