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PREFACE

The Council, on the recommendation of the Economic Policy
Committee, decided that a comprehensive study on the causes and
effects of inflation in Ireland was required. Professor E. V. Morgan
was commissioned to undertake this study. The Economic Policy
Committee discussed a draft of the report with Professor Morgan at
its meeting on 2 December 1974. Professor Morgan in preparing the
final draft of his report also had before him written comments from
bodies represented on the Council.

The Council at its meeting on 23 January 1975 accepted the view
of the Economic Policy Committee that Professor Morgan's report
should be published, so that it could be discussed by all interested
parties. The decision to recommend that the report should be published
does not mean that the Council accepts all of Professor Morgan's
analyses and conclusions—indeed, some members are in fundamental
disagreement with parts of the report.

Professor Morgan’s report was discussed on 18 April 1975 at a
one-day seminar attended by academic economists, research workers
and other experts. The Council agreed to prepare a report on inflation
following the seminar.

At its meeting on 5 June 1975 the Council completed its discussions
on a report on inflation. That report was submitted to the Minister for
Finance on 11 June 1975 with a recommendation that it should be
published as Report No. 9.




CAUSES AND EFFECTS OF INFLATION
IN IRELAND

by
E. Victor Morgan

| should like to acknowledge valuable help from Mrs. S. Scott of
the Economic and Social Research Institute, Mr. T. Ferris of the
National Economic and Social Council, Mrs. Ann D. Morgan and Miss
Colette Cregan in research work; and from numerous representatives
of business organisations and trade unions, and members of the
public service, who gave their time to talk to me. | should also like to
thank the members of the Economic Policy Committee of the National
Economic and Social Council who commented on the first draft of this
report. Many of these comments have helped me to remove in-
accuracies and, | hope, make clear points that were obscure or
ambiguous. | must emphasise, however, that the opinions expressed
in the report are entirely my own. Some of the comments | have
received make it clear that, as | had expected, my conclusions on the
relative rdles of excess demand and trade union power are not by
any means universally accepted. This matter is still highly contro-
versial but in my view it is fundamental if we are ever to regain control
over inflation; | have presented all the relevant evidence that | was
able to find, and | can only leave readers to judge whether my con-
clusions are rightly drawn.

E. Victor Morgan January 1975

11




SECTION |

THE DEFINITION AND MEASUREMENT OF INFLATION

Some Baslic Problems

Though the fact of inflation is painfully familiar, it is not easy to
define; most people think of it in terms of rising prices, but the price
rises are the symptoms, not the disease itself, and not all price rises
are even inflationary symptoms, e.g., those that may result from taxes
imposed in a deflationary budget.

The most general definition is that inflation is a condition in which
the money income of a community rises faster than its real income,
but this raises the problem of how to measure real income. For some
homogeneous goods and services it is possible to record physical
volumes of output, e.g., tons of cement or passenger miles of public
transport; but there are many goods and services for which this is not
possible, and in any case, we cannot add up all the multitude of
different products that make up the national income without using
money values and, hence, prices. So if we want to measure inflation
we have to fall back on some kind of average rate of increase of prices,
expressed as an index number. In using index numbers we are, as it
were, taking the patient's temperature and this is not always an
accurate indicator of the progress of the disease.

Even this raises two sets of problems. First, nearly all the readily
available index numbers measure price including tax, and so reflect
changes in tax rates that may have nothing to do with inflation, or may
even be intended to counteract it. The only index that is, in principle,
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free from this blemish is the implicit “deflator” derived from estimates
of national income at current and at constant ““factor cost”. However,
there are a number of other drawbacks to the use of this index,
including the fact that in Ireland it is only available annually and with
a long time-lag.

Secondly, the use of an index number involves constructing a single
figure to measure either changes in the aggregate cost of a given
“parcel” of goods or an average of the price changes of a number of
different goods. There are several methods by which this can be done
and they do not produce by any means identical results. A further
complication is that the components of an index have to be *'weighted"”
so that each has an influence on the final figure proportionate to its
importance. But the importance of different goods varies between
different groups of people, and changes from time to time. The choice
of weights may have an important effect on the behaviour of an index
number. In particular, "base-weighted” indexes (i.e., those measuring
changes in the cost of a parcel of goods bought in a ""base’ year some
time ago), tend to show bigger price rises than "current-weighted"”
indexes (those designed to measure the cost of a "parcel” bought in
the most recent period under consideration). The reason for this is
simply that purchasers tend to switch from goods that have risen in
price a lot to those that have risen less, so that goods showing a high
price rise will be less Important and will have smaller weights in a
current-weighted index than a base-weighted one. For all these
reasons, price index numbers give only an approximate measure of
inflation, but they are the only measure that we have.

Irish Price Index Numbers

Table 1.1. shows a number of lrish price index numbers adjusted
where necessary to a common base, 1953=100, while Table 1.2 shows
year to year changes. The tables show several interesting features.

First, there are considerable differences in the rate of increase of the
different series. For reasons that will be discussed shorttly, the implicit
“deflator” derived from estimates of gross domestic product (GDP)
shows the biggest rise, followed by the consumer price index. Con-
sumer prices have risen more than wholesale prices, probably because

14

TABLE 1.1

Index numbers of prices

1953 =100
Wholesale Import Export | GDP(a)
Year Con- unit unit deflator
sumer General Agri- industry | values values
culture

1954 {100-1 98-6 98-7 980 100-7 98'4 96-2
1956 |102-7 1016 1031 98-4 1041 1014 102-5
1956 |107-1 1031 935 102-8 1061 95-9 1047

1967 1116 109-9 99-8 1087 1119 97-6 108-1
1968 {1165 113:56 102-5 1123 1070 1001 114-4
1969 |1165 1135 102-4 112-8 104-7 104-0 116-9
1960 [117-0 1129 99-6 114-4 106-6 1022 117-6
1961 [120-2 1147 100-0 116-4 107-7 101-0 120'5
1962 {1263 1183 101-7 1208 107-6 101-9 126-0
1963 |[128-4 119-8 102:2 122-4 109-4 103-9 129-7
1964 [137-0 1268 1131 1281 110-4 109-6 142-2
1965 |143-9 1316 1177 1325 112:9 110-9 148-4
1966 |148:2 134-2 115-9 137-9 1129 112-9 165-0
1967 1529 1377 1183 143-0 1122 112-9 160-6
1968 |{160-1 1459 1304 149-4 1215 1211 167-6
1969 [172:0 156-4 1341 159-8 126-4 1285 182:4
1970 |186-1 164-7 140-3 168-3 135-0 137-0 198-8
1971 {2028 173-6 1501 176-9 1431 147-5 2191
1972 |220-2 191-7(b) {182:3 189:5 149-7 167-4 2491
1973 |245-4 2254 235-2 215-8 169-0 2789 2789
1974 |287:0 249-2(c) | 246-9(d} | 246-2(c} | 235-3(e) | 239-6(e)

(a) Derived from expenditure estimates. CSO warn that figures prior to 1958 are
less accurate than those for later years.

(b) Includes VAT from 1 November 1972.
(c) First two quarters.

(d) First three quarters.

(e) First five months.

Source: lrish Statistical Bulletin; Review of 1973 and Qutlook for 1974; National
Income and Expenditure; Trade Statistics of Ireland.
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TABLE 1.2

Annual percentage change in prices

Wholesale
Year Con- import Export GDP
sumer General Agri- Industry deflator
culture
1954 0-1 -14 —1-3 —1-2 0-7 —1-6 —0-4
1955 26 30 45 04 34 30 29
1956 4-3 1-5 —9-3 4-5 19 —5-4 2-1
1957 4-1 6-6 6-7 5-7 5-5 1-7 3-2
1958 4-5 3-3 27 33 —~4-4 26 5-9
1959 0 0 -—0-1 01 —2-1 39 2-1
1960 04 —0-5 —2-7 14 1-8 -1-7 0-6
1961 2-7 1-6 04 1-7 1-0 -1-2 25
1962 4-2 31 1-7 3-8 -—0-1 0-9 4-6
1963 25 13 0-2 13 17 20 29
1964 6-7 5-8 6-6 47 0-9 55 96
1965 5-0 3-8 41 34 23 13 4-4
1966 3-0 2-0 —1-5 40 0 1-8 4-4
1967 3-2 26 2-1 37 —0-6 0 36
1968 40 6-0 10-2 45 8-3 7-3 4-4
1969 7-4 7-2 28 7:0 4-0 6-1 88
1970 8-2 5-3 4-6 53 6-8 6-6 9-1
1971 9-0 5-4 7-0 5-1 6-0 7-7 10-2
1972 8-6 10-4(a)| 216 7-1 4-6 136 13-7
1973 11-4 176 30-7 139 12-9 22-3 12-0

(a) Includes VAT from 1 November 1972.
Source: Table 1.1.

the service of retailing, which is generally labour-intensive, has become
relatively more expensive in relation to manufacturing, where there are
more opportunities for offsetting rising labour costs by mechanisation.
Differences in weighting between the two series may also have con-
tributed to the faster rise in consumer prices.

Agricultural prices, which are largely governed by conditions in
world markets, rose very slowly until the late '60s; but the pace then
quickened and the rise from 1971 to 1973 was nearly 57%.

Both import and export prices (which are unit values derived from
the trade returns) have risen much less than the general domestic

16

price level over the period as a whole. However, export prices rose
more than consumer prices in 1972, and both export and import prices
rose faster than consumer prices in 1968 and 1973. From 1953 to 1957
import prices were rising faster than those of exports; the gap was
practically closed in 1959 but re-appeared in the early '60s. From 1964
to 1971 the two index numbers were very close together, but then
exports began to rise faster and from 1971 to 1972 they rose by
13-5% against only 4-6% for imports. For 1972/73 the corresponding
figures were 22:3% and 12-9%.

Further light is thrown on the high rate of increase of the GDP
deflator by the information in Table 1.3. Because of the difficulty of
getting accurate information for earlier years, this table goes back
only to 1958. It shows the implicit deflators, obtained by dividing the
constant price estimates into the current price ones, for the four main
components of national expenditure—consumer’s expenditure; current
spending on goods and services by public authorities; gross fixed
capital formation; and exports. The rise in consumer prices and export
prices coincides almost exactly with that shown, over the correspond-
ing period in the index numbers of Table 1.1. This is not surprising
since a great deal of common information must be used in compiling
the two sets of figures.

There is no index directly comparable with the deflators for gross
fixed capital formation and spending by public authorities. The former
shows a relatively small rise, but the cost of goods and services
bought by public authorities went up by 198% between 1958 and 1973
compared to 117% for capital goods, 109% for consumer goods
and only 99% for exports. This very big increase may be partly
explained by the increase in the relative cost of labour-intensive
services already mentioned in connection with retailing. It may also
reflect a relative Increase in the remuneration of public sector
employees which, in turn could be associated with rising demand
created by the rapid increase in public spending discussed in Section
V.

Even allowing for this big rise in the prices of public sector goods and
services, it still appears that the GDP deflator in Table 1.3 has risen
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by more than the average of its major components. The reason for this
is that the expenditures shown in the first four columns ail have some
import content and, as already noted, the price of imports rose much
less than that of domestic goods.

Despite the differences between the performance of different index
numbers, there are some features that emerge very clearly from them
all : prices in general showed an upward trend throughout the period,
and there was a marked acceleration in the trend rate of inflation
after 1967. However, the rate of increase has been by no means
regular, and four periods of high infiation stand out fairly clearly—
1956-58, 1962, 1964-65, and 1968 onwards. The last has, of course, been
by far the most severe and long-continued.

TABLE 1.3

Implicit price deflators for main components of national expenditure

1958 =100

Gross fixed
Year | Consumers’'| Public authorities’ capital Exports GDP

expenditure| current spending | formation
1959 100-4 102-8 1000 . 102-7 102-2
1960 101-2 106-7 101-9 101-7 103-8
1961 103-6 112:0 105-2 101-5 105-3
1962 107-7 118-7 108-8 1031 110-2
1963 1104 124-0 1109 105-2 1134
1964 1175 143-0 117-8 1104 124-3
1965 1225 160-9 1221 1128 1298
1966 126-7 157-3 125-4 1148 1356
1967 1304 160-4 1303 115-4 140-4
1968 1370 172-6 135-0 122-9 1465
1969 147-4 1876 1455 1304 159-56
1970 169-8 2124 157-3 1390 1739
1971 1737 233-7 1747 149-3 191-6
1972 187-8 265-3 191-8 167-3 2179
1973 209-2 298-2 216-8 198-8 243-9

Source: National Income and Expenditure 1972. Tables A5 and A6 and
corresponding tables for earlier years. 1973 figures are from “Review of 1973 and
Outlook for 1974" and are provisional.
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Consumer Prices In Ireland and the UK

The index number most widely used as a measure of inflation
is that for consumer prices. It has the advantages that it measures
inflation at the point where it has its maximum impact on ordinary
life and on political decisions; and that broadly comparable index
numbers are readily available for a large number of countries and at
fairly frequent intervals.

Table 1.4 and Chart 1.1 show the Irish consumer price index and
its UK counterpart, the index of retail prices, both recalculated to a
base of 1953=100. The third column of Table 1.4 shows the Irish
index as a ratio of the UK one, so that a rise in this figure implies that
prices were rising faster in Ireland than in the UK and vice versa.
From 1953 to 1961 (apart from 1957-58) the lIrish price rise was the
slower and by 1961 the gap between the two indexes was over 4 per-
centage points. This gap was virtually closed by the rapid Irish inflation
of 1964-65 and in the five years 1964-68 the gap varied only from 0-1 to
1-0 points. In 1969 the Irish index moved ahead for the first time;
from 1966 to 1973 lreland had the higher increase in each year except
1971.

it is also worth noting that in three of the four periods of high inflation
irish prices rose faster than those of the UK, while in the fourth, 1962,
the two index numbers rose by equal proportions.

Before accepting these findings at their face value we tried to test
whether there could be a statistical illusion due either to the weighting
of the two Index numbers or to changes in the relative importance of
indirect taxes in the two countries. These tests, on which the statistical
work was undertaken by Mrs. S. Scott of the Economic and Social
Research Institute, presented a lot of difficulties. Only the main con-
clusions are summarisad here and the details are presented by Mrs.
Scott in an appendix.

in order to see whether differences in weighting had any significant
effect, the Irish consumer price index was recalculated for 1972 and
1973 on a November 1968 base, and using UK weights. Since UK

19




TABLE 1.4

Consumer price index numbers in Ireland and the UK

1953 =100
Year Ireland UK Irish index as % of UK
1954 100-1 101-8 98-3
1955 102-7 106-4 96-5
1956 1071 1116 96-0
1957 1116 115-8 96-3
1958 11656 119-3 97-7
1959 1166 120-0 971
1960 117-0 121-2 965
1961 120-2 125-3 956-9
1962 125-3 130-6 956-9
1963 1284 1331 96-5
1964 1370 1376 99-6
1965 143-9 1441 999
1966 148-2 149-7 99-0
1967 152-9 1536 99-6
1968 160-1 160-6 99-7
1969 1720 169-4 1015
1970 186-1 1802 103-3
1971 2028 1971 102-9
1972 220-2 2112 104-3
1973 245-4 230-6 106-4
1974 287-0 267-0(a) 1075

(a) Estimated on basis of January-November figures.
Source: lreland: Irish Statistical Bulletin;

UK: Annual Abstract of Statistics; Monthly Digest of Statistics.
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weights are adjusted annually whereas Irish ones are not, the cal-
culation was done both with constant 1968 UK weights ’and with
cu'rrent ones. The results are shown in Table 1.5, It is apparent from
this table that, during the period 1968-73, differences in weighting héve
impartefi no specific bias in either direction, and the figures using the
three ditferent weighting systems are never more than a single per-
Centage point apart. If these differences had so little effect in a time
of v?ry rapid inflation, it is most unlikely that they would have been
sngnmcar.)t in earlier periods. Any doubts as to the comparability of
the two index numbers can, therefore, safely be ignored.

TABLE 1.5

Irish consumer price index recaiculated using UK weights

November 1968 =100

Recalculated using:
Year and quarter Published CPI Current UK weights| 1968 UK weights
1972 | 1315 1323 1321
i 1335 134-2 134-0
i 137-2 137-9 137-9
v 139-2 140-2 140-0
1973 | 144-7 144-3 1451
] 149-1 1484 1494
1 1526 151-8 152-0
v 156-8 156-2 156-9

Source: See text.

We found it impossible to obtain strictly comparable information
on the effect of indirect taxation on UK and Irish index numbers
Indirect taxes less subsidies formed 17-1% of UK consumer spendi :
in 1968, 16:0% in 1972, and 15-4% in 1973. "

In Ireland, turnover tax, wholesale tax and excise duties accounted
for 13-4% of consumer spending in November 1968. In November 1973
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VAT had replaced turnover and wholesale taxes. If consumers had
bought their 1968 quantities of all goods and services, VAT and excise
duties would have accounted for 13-43% of expenditure; if they had
maintained their 1968 expenditure pattern, the tax component would
have amounted to 14-75%. The estimates for the UK are related to
actual consumers' expenditure rather than to an assumed expenditure
pattern, and they take account of local rates, import duties and sub-
sidies, which do not enter into our estimates for Ireland.

Between 1968 and 1973 the lrish consumer price index rose by
6-7 percentage points more than that of the UK. The information given
above, imperfect though it is, indicates that changes in taxes could, at
most, explain only a small proportion of this. Two further pieces of
evidence support this view. The Central Bank of lreland's input-output
analysis (shown in Table 7.1) indicates that the contribution of indirect
taxes less subsidies to the rise in consumer prices fell sharply in each
year from 1969-71. It should be noted, however, that this relative fall
was due at least in part to the faster absolute rise in other items.
Secondly, the implicit deflators derived from the national income
accounts are very similar when calculated on market prices and on
factor cost. The 1972 figure (expenditure data, 1968=100) is 148-7
at market prices and s actually a little higher, at 149-8 at factor cost.

Comparison with other EEC Countries

Comparisons with Britain alone are not very satisfactory since that
country has one of the worst inflation records among Western industrial
states. Table 1.6, therefore, gives comparative figures for the countries
of the enlarged European Economic Community (EEC) excluding
Luxembourg. Their respective index numbers have been calculated to
a common base (1960=100) and year to year percentage changes are

shown in brackets.

All the periods of high inflation already identified showed a marked
deterioration of Ireland’s performance relatively to that of the Com-

munity as a whole.

Apart from 1962 and 1964, lreland performed relatively well up to
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TABLE 1.8

Consumer prices in EEC countries

Index numbers 19601 00. Year to year changes in brackets.

1973
1636

1972 [

|

6) | (7-2)
-0 | 23341
(12:6)
2 | 1835
: (8:5)
‘5 | 157.8
(6:3)
1890
(12'6)
195-3
(8:3)
19741
7) | (10-6)
9 | 2097
6) | (11-4)

1526
(65
2070
(6-5)
(6-8)
(6:5)
(7:8)
180-4
(6-8)
1782
(7-7)
189-9
(8-6)

/

(5-8)

169-2
1485
167-9

143-2
(65
194-3
5-1)
158-4
(6-0)
1395
155-8
(4:6)
168-9
(8-8)
655
(91)
173-3
(9-0)

, 1969 ! 1970 [ 1971

/

135-7
(31)
184-8
(7-6)
1494
(55)
131.9
(39)
1489
(55)
155-2
57)
1617
(7:8)
159-0
82)

1315
(4-4)
1718
(@-3)
1416
(59)
1269
(29)
141:2
(41)
146-8
(6'5)
1407
@7)
1470
(74)

(5-3)
(1-0)

(2-6)

1966 ‘ 1967 f 1968

12641
164-7
(4-5)
133.7
123:3
(3-1)
135.6
137:9
(4-2)
1344
(6-9)
136-8
(40

/

122-9
(34
1576
(11-8)
1270
(3-3)
1196
(0-3)
134.3
(2-:5)
132:3
(41)
126-9
(2:4)
1307
(3O)f (3-2)

1189
@31)
1410
(4-4)
1229
(2:8)
119-2
(26)
1310
(2:3)
12741
(4-2)
123.9
@8
1267

1964 I 1965 '

1153
(42)
13641
(7-6)
1196
(2:8)
1162
43)
1280
@3)
1220
(6:2)
1194
(4:5)
1230
(50)

(6-0)
116:3
(2:2)
(5-8)
(6:7)

110-7
(3-9)
125.6
(2:2)
1114
123-9
114.9
(6-6)
14.3
(4-9)
117

53/
i 1
(1-9)

(4-2)
1185
(2-6)
1138
(5-1)
109-0
(3-3)
1171
1088
(3-6)
109-0
109-7
(2:5)

1065

(1:2)
27
(6-6)

102-2
116:5
(8-0)
108-3
(4-1)
1055
109-6
1050
(30
107-0
(2+6)
10741
(4-2)

1961 | 1962 ’ 1963 f

(1:0)
(6-9)
(1-9)
1043
(4-3)
(27

106-9
104-0
(4-0)
102:7
(27)
102-8
(2:8)
101-9
102-7

101-0

Belgium (a)
Denmark
France

Italy
Netheriands
iroland

I Germany (3,
UK

previously only 8verage income families with four persons,

(b) From 1969 the index refers to all types of households,

de rents.

(2} Figures excly
Were covered.

al Financial Statistics,

IMF, Internation

nd 1.2; OECD Main Economic Indicators,

Source: Ireland, Tables 1.1 a

1968, but there was then a marked deterioration as can be seen in the

following figures;—

Percentage increase in consumer prices in
EEC countries 1960/68 and 1968/73

Country 1960/68 1968/73
Belgium 26-7 29-7
Denmark 64-7 42-7
France 337 372
Germany 23-3 28-0
Italy 356 396
Netherlands 379 416
UK 34-4 46-7
Ireland 36-8 53-3

The acceleration of inflation was general; every country except Den-
mark suffered a bigger percentage rise in consumer prices in the five
years 1968/73 than they had done in the previous eight. In the first
period, lreland had an inflation rate lower than the Netherlands, much
lower than Denmark and only slightly higher than the UK, ltaly and
France. In the second, it has a long way the highest rate, 6-6 percent-
age points worse than the UK and more than 10 points worse than any
other member of the Community. Moreover, this was not due to a
spectacular once-and-for-all change but was a persistent trend as can
be seen from the year to year figures. The Irish inflation rate was ex-
ceeded only by the UK in 1971, and by Italy and Denmark in 1973, while
in 1969, 1970 and 1972 Ireland had the unenviable distinction of the

highest inflation rate in the Community.

Conclusions
The principal index numbers of prices in Ireland show that both

import and export prices have risen, since 1953, by much less than
domestic prices; while the prices of goods and services purchased by
public authorities have risen by much more than the average. Con-
sumer prices have risen more than wholesale prices reflecting a rise

in the relative cost of the service of retailing
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There was a marked acceleration of the rate of inflation from 1968
onwards. In part this was a worldwide phenomenon, but the rate of
increase of lrish prices rose relative both to the UK and other
countries in the Common Market. The available evidence suggests
that little if any of this relative worsening of lrish inflation can be
explained either by statistical peculiarities of the index numbers or by

tax effects. SECTION i

The rate of price increases has been uneven, with four periods of ALTERNATIVE THEORIES OF INFLATION
relatively rapid inflation—1956/58, 1962, 1964/65, and 1968 to the Introduction
present. In each of these periods except 1962, the lrish price rise was For the past thirty years economists have been arguing over alterna-
significantly faster than that of the UK. These periods will receive tive explanations of inflation with widely different policy implications,
special attention in the rest of this report. but many of the major issues are still unresolved.

There are several reasons for this unsatisfactory state of affairs:—

First, some of the data needed for the testing of hypotheses are
either non-existent or defective. For example, there is hardly any
direct information on the productive capacity of economies as a
whole, on union militancy or on expectations and these things have
to be represented by ""proxies’ that are often of doubtful validity.
There are plenty of direct observations about individual prices but
“the price level" can only be represented by an index number,
and index numbers can tell different stories according to the
methods of construction and the base year chosen. Even appar-
ently simple statistics like employment, unemployment and vac-
ancies can conceal a lot of pitfalls as will be shown in later
sections.

Secondly, all the main variables follow very similar time pat-
terns, which creates complications for statistical analysis.

Thirdly, the relationships involved are very complex. For these
last two reasons it is not possible to establish causality just by
comparing the movements of a small number of variables through
time. A good example is the distinction between "‘cost push” and
“demand pull” inflation discussed on page 31 below. The formal
testing of alternative hypotheses requires the construction of inte-
grated models predicting the behaviour of a number of relation-
ships; and the testing of all these predictions against observations.
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A. EXCESS DEMAND THEORIES
Demand and money

Excess demand theories will be considered
fiomestic non-monetary, domestic monetary
IS necessary to Say a word about the gen'e
9qmand for goods and services and money.
if ft is backed by the ability to pay the mark
prices caq only be maintained i purchasers have the money to pay:
an'c'i any glven inflation rate can only be maintained if jt is support c‘i)by'
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be generally accepted as self-evident, but economists who believe that

"money does not matter " wo
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reserve base.

Secondly, it can be stated as a fact that,

in some countries
monetary authorities have reacted passively to j :

nflation by increas-
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ing the reserve base and permitting an expansion of the money
supply rather than face the high interest rates and possible
adverse effects on investment and employment that were expected
to follow from credit restriction.

Thirdly, and most important, it has been argued that almost any
quantity of money will be "sufficient” to sustain almost any price
level because there is virtually no limit to the velocity of circu-
lation. This view was very popular in the UK at the time of the
Radcliffe Report.! It amounts to saying either that the demand
function for money is unstable or that it is very highly interest
elastic. If this were true then money would not matter either as a
causal influence or a policy variable. Hence, one of the most im-
portant developments of the past decade has been the empirical
work on the demand for money function in the US, the UK and
elsewhere.? This has shown beyond reasonable doubt the existence
of highly (though not perfectly) stable demand functions for real
money balances in terms of real income and interest rates, with
relatively low interest elasticities.

These findings are highly significant for the réle of monetary
policy. The fact that demand functions are less than perfectly stable
and that there are some complicated time lags, suggests that monetary
policy is not a suitable instrument for "fine tuning” but the high degree
of stability and low interest elasticity of such functions in the long
run implies that a sustained control of the money supply would be an
effective way of controlling inflation. If they were so instructed by
their governments, monetary authorities could resist the temptation
passively to permit an expansion of the credit base; and they could
counteract (e.g. by contracting the base or increasing reserve require-
ments) any tendency for the commercial banks to increase their
lending relative to their reserves. Monetary policy has to face
problems both in relation to other domestic policies and to inter-
national pressures, but it can no longer be dismissed as it could have
been if the Radcliffe view of velocity had been confirmed by the
evidence.

Domestic non-monetary excess demand
For purposes of analysis and exposition it is convenient to dis-
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tinguish between monetary and non-monetary causes of excess
demand, though in practice the two are often found together, e.g.,

when an increase in public expenditure or in private investment is
financed by bank lending.

Theories of excess demand arising from causes independent of an
increase in the money supply have their modern origins in the “infla-
tionary gap” theories of World War Il finance in Britain.® The total
supply of goods and services at current prices was given by the
nation's productive capacity plus the imports that could be financed
and transported under war conditions. Total demand was composed
of government spending, consumption, the permitted amount of private
investment, and exports (given the usual identities of national income
accounting, government spending + private investmentzsaving+gov-
ernment revenue + balance of payments deficit). However, the amount
of saving forthcoming voluntarily from the current level and distribu-
tion of income was not likely to be such as to make this relationship
an equilibrium one. Hence, Keynes estimated the amount of saving
expected to be forthcoming and the difference between this and the
amount needed to balance the equation was the "gap" that had to be
fiiled either by taxation or by forced saving generated by inflation,.

Putting the matter rather more generally, we can say that demand
inflation arises whenever (in conditions of fuyll employment) the
amount of saving voluntarily forthcoming from the private sector at
the existing level and distribution of income (sometimes called "ex
ante " saving) falls short of private investment + government deficit
or surplus 4 balance of payments surplus or deficit. Given the neces-
sary identity of total saving and investment as defined in the national
income accounts, the balance has to be restored by additional saving
or additional tax payments generated by inflation.

Excess demand of this type can arise through an autonomous rise In
any of the major components of national expenditure. The three sectors
generally considered most susceptible are government spending,
exports and private investment, but there is no reason in principle why

a rise in consumer spending due to a fall In the savings ratio should
not play the same rdle.
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An increase in demand can work its way through to price.s‘ by
different routes according to the type of market struc.ture prevailing.
Where there are a number of small firms each competmg str.enuously
with the rest, each one takes the ruling market pnqe as gllven and
chooses the output that will equate cost at the marglp to pnce‘. 'thus
maximising its profit. So long as idle resources a.lre a'vallable.a'ddltlonal
output can be produced with little or no chaqge m-p‘nce by hiring more
factors of production. When this is not possible, r!smg demand comes
up against fixed supply and raises prices; higher prices ma!(e employers
wish to hire more labour and so create excess d?mand in the labour
market, where competition among employers bids up wages. Thz
sequence is thus: excess demand _, prices —, wages. Idgally. 't. shc;::l
be possible to document the sequence, though in. pragtlce it |s' (o] e.n
very difficult. In principle, however, one could |den.t|fy th_e rise u;
expenditure (e.g., from national income accounts); ﬂnd‘ evn.denc.e o.
goods shortage (e.g., in falling stocks): document the rise in pnces;l,
find evidence of excess demand in the Iab.our market‘ (e.g., in a fg
in unemployment and/or a rise in vacancies); and finally trace the

increase in wages.

In an oligopoly situation where firms fix priceg on a cost‘plus mat:]k-
up basis the course of events is very different. Firms §§t prices c?n te
basis of current costs and react to rising demand by hiring more mp:(: s;
and so raising output; the resulting pressgre on .the Iab9ur mar ¢ta
raises wages and costs; and it is only when 'flrms adjust to higher (;os (5
that a rise in prices occurs. The sequence is thus: exce§s deman -
wages —, prices. To anyone simply concentra.t.mg on thlf wa"g];e pt:::
relationship, this would look like a case of "cost push rad.er an
"demand pull”. In principle we should be helpefi to a correct mgptore
by two things: we should be able to identify the increase in'expenI |bu \
and we should be able to detect signs of excess demand in ttt\e abour
market; in practice as will be shown in subsequent sections, there are

considerable difficulties.

Excess demand theories of this type were popular in Bntaihn anhd i:
Scandinavia In the early postwar years.t In their pure formf ihey t?]\; :
fallen out of favour during the past decade, partly because of the reat o
higher unemployment levels experienced in this period. The concep
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uantity of money, the source of disequili
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moved. Real money balances would be as they were before the change
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The difficulty lies in describing and tracing the way in which a
change in the quantity of money actually works through to prices. If
the initial excess demand shows itself in the market for goods, it will
presumably have effects similar to those of excess demand arising
from other causes which has already been discussed. If, as seems
quite likely, a large part of the initial effect is concentrated on financial
assets, the rise in their price will reduce interest rates, stimulate bor-
rowing and possibly discourage saving; and so work its way through

indirectly to goods markets.

The most logical development of this view originated with Wicksell
and figures prominently in the recent work of Friedman.s It involves a
distinction between real and nominal interest rates and also between
rates actually prevailing and the normal or “natural” rate. The nominal
rate is simply the sum of money paid annually to the holder of any
particular security expressed as a percentage of its market price. The
real rate is the nominal rate adjusted for price changes; it is given
(approximately) by the nominal rate less the annual percentage rate
of inflation. It is, of course, the real rate that represents the net advan-

tage to a lender and the net cost to a borrower.

The natural rate of interest, in real terms, may be regarded as the
rate that would, with the given distribution of income in a community,
equate total demand to the total value (at current prices) of the output
a community is capable of producing at full employment.

The term “full employment” has been widely misunderstood and has
caused much confusion. The correct definition is a state of affairs in
which the demand for labour is equal to the supply at a wage level
that is growing at an average rate equal to the average rate of growth
of productivity over time. This would imply that changes could occur
in relative wages and relative prices, but that the average price level

would be stable.

This kind of balance between supply and demand clearly does not
mean zero unemployment. Workers will be changing jobs for a large
number of reasons including seasonal influences affecting some trades;
the secular expansion of some activities and decline of others; fluctua-
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tions in overseas trade; changes in technology; and changes in their
own individual tastes and circumstances. There are bound to be inter-
vals, however short, between losing or leaving one job and finding
another, and so there is bound to be some unemployment. The per-
centage of the labour force that would be unemployed for these reasons
when supply and demand as a whole were in balance is often called
the "natural” rate of unemployment.

This term will be used frequently and it is essential to remember
that “natural” does not mean “desirable” or "unchangeable”. The
natural rate is simply the rate that is consistent with the avoidance of
excess demand and the maintenance of price stability in the circum-
stances in which a country finds itself at any particular time. It will
vary from time to time, €.9., with variations in the speed of techno-
logical change; and it can be reduced by policy measures, e.g., im-
Proved training facilities for skills in strong demand, or better informa-
tion about job opportunities.

Now suppose that we start from a situation in which we have full
employment and stable prices and in which (by definition), the
nominal interest rate=the real interest rate=the natural rate. If addi-
tional money now comes into circulation the initial effect (before any
change in prices) will be a rise in the value of real balances and a
fall in both the nominal and real interest rates, both of which will then
be below the natural rate. This implies a reduction (compared to the
equilibrium level) In both the reward for saving and the cost of bor-
rowing. Hence, more real resources will be demanded for investment
and also for consumption, and this excess demand for goods will tend
to raise prices. The rise in prices will, initially, not affect nominal rates
of interest but will further reduce the real rate relatively to the natural
one and further stimulate demand. The return towards equilibrium will
only begin when the fall in the value of real balances brought about by
rising prices begins to raise nominal interest rates.

One of the great difficulties about testing the monetarist hypothesis
is that it relies on the cumulative effects of many small changes in
many different markets, which are very difficult to observe. Little
empirical evidence has been found of the direct effect of changes in
the money supply on the demand for goods. Neo-Keynesian writers
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generally believed that both consumption and investment were vefry
insensitive to changes in (nominal) interest rates; more recent em.pl.n-
cal work™ has shown positive results; but the extent Qf thg elasticity
both of consumption and investment to interest rates is still a matter

of controversy.

The analysis of interest rates in the last few paragrgp!’].s gives .a fur-
ther aid to diagnosis. It is impossible to say a priori what is the
natural rate of interest at any place and time but if a communltyt suffers
continuing inflation combined with real rates that are low by h.ls.torlcal
standards, this is a strong indication that the mpnetary authorities are
doing nothing effective to check inflation, even |f.the.y are not ac?u&‘llly
causing it. In these circumstances, closer examination of the timing
of monetary and other variables should throw further light on the
probable chain of causation.

Imported excess demand

In principle, demand inflation can be imported through three different
routes; trade, capital movements and migration. Trf.nde effects occur
whenever a change in exchange rates, tariffs, inflation rates in othgr
countries, foreign demand or technology leaQS to an increase.m
exports or a reduction in imports. An increase in fexports or a declme;
in imports increases demand relative to sy_pply in the home marke
and, if supply and demand were previously in bala_nce, .excess demand
must result. In principle, one should be able to identify the.c'h.&mges
in overseas conditions or in tariffs or exchange rates that initiate a
disturbance and trace the changes in the balance of p.ayments. through
which it is transmitted to domestic markets; in practice, again, t‘here
are often difficulties since statistics reflect not the effect§ gf a single
event but those of many different, and sometimes conflicting events

operating together.

The transmission of inflation through trade effects plays a key role
in some very recent theories that regard inflation as a world prot?ler.n
and hold that, at least within a system of fixed exchange rates, Indl;
vidual countries cannot deviate very much erm the world trefnd.
Again, the actual mechanism of transmission is lmpgrtant. (\n obvious
one, in keeping with some of the older textbooks of international trade,
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t)alCaputal fmports may p.la‘y a Pe.lssive réle as the means of financing a

ance-of-payments deficit arising from some other Cause. They ma
also, however, have a direct impact on domestic demand if foy
example, they are used to finance expenditure on domestic resm;rc :
by the government or by firms undertaking private investment. >

;]n various ways to “sterilise” the monetary effects of capital imports:
ow far such efforts can Succeed in a regime of fixed exchange rates:

’

Finally, we must note. a point that has been raised specifically in the
case of lreland, though in principle it could operate elsewhere. If excess
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demand in the labour market of one country (Britain) causes emigra-
tion of workers from another (Ireland) then excess demand in the
labour market of the second country can arise not through a rise in
demand but through a reduction in supply. The evidence, in the case of
Ireland is discussed in Section Vi|I.

B. COST-PUSH THEORIES

Assumptions

The excess demand theories discussed above generally assume
profit maximising behaviour, and they have their basis in the micro-
economic theory that deals with the behaviour rules of profit-maximising
economic agents operating in competitive markets. “Cost-push”
theories have very different behavioural foundations.

Firms are assumed to be price setters rather than price takers, and
in setting prices they are assumed to follow a “full-cost” model. Once
prices are set, sales are determined by demand and sales, in turn,
determine purchases of factor inputs. When the price of inputs changes
by enough to make an adjustment worthwhile a new price is set. The
effect is that the price of any good at any time reflects the prime costs
of the recent past plus a mark-up calculated (on an estimated figure
of capacity utilisation) to cover overheads and provide a “normal’ rate
of return on capital. Any change in input prices (apart from those that
are so small as not to be worth the trouble of making a change) are
passed on in full together with the appropriate mark-up. It can easily
be shown that such behaviour does not lead, except by accident, to

profit maximisation.

Trade unions also are assumed not to maximise the earnings, either
individually or as a group, of their members. Their assumed objectives
are not always very clearly stated, and they vary from one model to
another. Some of the more common assumptions are maintaining
money income; maintaining real income; securing a ‘’target” rate of
increase in either money or real income; maintaining differentials; and
securing what is regarded as a “fair” distribution of the total product

of industry between wages and profits.
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- Two further assumptions are necessary if inflation of this type is to
be sustained. First, the process must be general. If a single firm or a
single industry group, together with the unions with which it dealt, were
to push-up wages and prices in an otherwise competitive system, it
would “price itself out of the market.” Hence the only way in which
such behaviour can be built into a theory of inflation is by assuming
that all firms experience and pass on roughly similar rises in costs so
that the process does not involve any great change in relative prices.
Secondly, it must be assumed that fiscal and monetary policies adapt
to rising prices so as to keep enough purchasing power in the system
to buy the output that is forthcoming with the economy at or near full
employment. These assumptions are not always made explicit, but
they must be implicit in all “cost-push’’ models.

Domestic cost-push theorles

The simplest, and perhaps least plausible of these hypotheses is
that of increased trade union militancy, associated particularly with
the name of Hines.! This simply asserts that unions have become more
militant; that militancy has taken the form of demands for increasingly
large rises in money wages; and that higher wage costs have been
passed on in the manner already described. The logical weakness of
the theory is that it does not give any convincing reason why unions
should suddenly have become more militant in the late 1960s; nor of
why the phenomenon should have occurred not only in one country
but over virtually the whole non-communist world. Moreover, Hines'

econometric work has not stood up very well to subsequent studies by
Purdy, Ward and Zis.

Another theory of the same basic type sees cost increases arising
from different rates of technological progress in different sections of
the economy, combined with a desire to maintain traditional relation-
ships between earnings in different occupations. When technological
advance is rapid large wage increases can be absorbed by rapidly
rising productivity without raising unit labour costs and prices. Large
wage increases in such sectors lead other unions to press similar
claims in order to preserve traditional relationships and, with lower
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e o o1 1hs aworage UK Wage packet hat was takon

i roportion of the ave : v -
lgsl?'lscg:nteh-?as Tphey therefore introduced into their n;:dgle anec;?jt:;\ l;g
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restore real post-tax earnings. The economet'nc rab(_)Ut were intef.
satisfactory, though there are still some questions ]

pretation.

thers

Logically, the model suffers. from the same problem a:r;h? a:e: "

discussed in this section. The fact that | have to pay m e power,

again, very annoying but it does not change my barr]gtgsz) ?wirk wer
' i hange the amou

is-a-vi employer (though it may ¢ ang ar ' "

;I?e;::rl:dmtﬁ do;). If a union is in a bargaining position such that it ca

39




ralsg the real earnings of jts members, then it js logical for it to do SO
regardless of how much or how little they have to pay in tax

Imported cost inflation

dl.f;l'he treatment of rising import costs illustrates vividly both the
o erence between demand-based and cost-based theories and the
ry strong hold that the latter now have on public opinion. |t ié now

| Tflle. idea that it. is impossible to maintain a stable domestic price
evel in face of higher Import costs seems to rest on two assump-
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C. COMBINED DEMAND-COST THEORIES

The Phlllips curve

The original relationship that Phillips found in UK data going back
as far as the 1860s was between unemployment and the rate of change
of money wages'! In the earlier versions of the theory it was assumed
that the level of unemployment was a direct measure of aggregate
demand in the labour market and an indirect measure of aggregate
demand in goods markets. It was further assumed that producers set
prices on a cost-plus basis, passing on any increase in wages that was
not offset by higher productivity. Hence, for any time and place, there
would be a level of unemployment at which money wages rose at the
same rate as productivity, and a level of final demand just sufficient to
sustain this unemployment rate. So long as demand kept to that level,
prices would be stable; if it rose above that level, there would be

inflation.

The refinement and testing of this theory occupied much of the work
on inflation that was done during the 1960s; recently, however, the
simple version of the Phillips curve outlined above has become dis-
credited for two reasons. First, it failed badly to predict the accelera-
tion of inflation in the late '60s and early '70s. Secondly, it has the
logical defect of depending on “money illusion”, i.e., it assumes that
workers and employers cannot distinguish between money wages and
real wages. The point, which is very important, can be shown by refer-
ence to a simple diagram.”? (see overleaf)

P, is an ordinary Phillips curve and shows that, with U, per cent of the
labour force unemployed, money wages would rise at W, per cent a
year. Suppose that we have a closed economy, and that productivity is
also growing at W, per cent a year; in that case, prices would be stable
and the question of money illusion would not arise.

Now suppose that the unemployment rate U, is unacceptable politi-
cally, and that the government expands demand so as to reduce
unemployment to U,. The original Phillips curve theory predicts that
money wages would now rise by W, per cent per year; and that prices
would rise by W,-W, per cent; and that this rate of inflation would con-
tinue so long as unemployment remained at U,.
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This reasoning clearly depends on the assumption that employers
and unions go on driving the same money bargains as they would have
done if prices had not been rising. What really matters to both sides is
not money values but real values. If everyone expected prices to rise
at W,-W, per cent, the curve P, would no longer be relevant; instead we
should move on to P, which is simply P, adjusted for inflation at
W,-W, per cent. Now unions would want, and employers would be willing
to pay increases of W, even if unemployment were at U,. The relevant
curve is thus P, and to maintain unemployment at U, will involve wage
increases of W,, and inflation at W, W, per cent. Moreover, this is not
the end of the matter; once inflation at W, W, becomes generally
expected, we move onto curve P, and the inflation rates necessary to
keep unemployment down to U, becomes W,-W,, and so on and on.

This kind of reasoning has been responsible for two fundamental
features of much recent work on inflation. First, it is clear that models
that do not take account of differences between real and money values
cannot be expected to explain or predict inflation. Hence, Phillips curve
theory has been modified by bringing in price expectations as an addi-
tional variable. The difficulty here is, obviously, how to measure expec-
tations. The solution generally used has been to assume that expecta-
tions are based on past experience, with the recent past having the
strongest influence; hence a value for the currently expected rise in
prices has been calculated as a weighted average of past increases,
with the weight diminishing as one moves back into the past. More
recently, attempts have been made to derive expectations directly from
qualitative data provided by opinion surveys.”* Both types of model have
performed encouragingly well. Models of this kind have come to be
known as “expectations augmented” Phillips curve theories.

Secondly, very grave doubt has been thrown on the idea of a “trade-
off" between unemployment and inflation implicit in the original Phillips
curve. The theoretical reasoning outlined above suggests that this trade-
off only exists so long as inflation is not expected. |f wage bargains
take account of expected inflation, and expectations are formed on the
basis of what happened in the recent past, the price of keeping demand
above (and unemployment below) its equilibrium level is not a constant
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which there js mounting s
implications.

} A further important implication of this work is that, when once infla-
tion has ‘been started by excess demand, it can continue, sustained by
expectations, even after the éxcess demand has been elimin

Th: ilnter-action of domestic and international sectors: The “Nordic”
mode

} The so-called "Nordic”" model is very different in spirit from the

expectations augmented* Phillips curve, but it also combines demand
and cqst effects. It depends on inter-actions between “sheltered"
domestlc sectors (comprising private sector services
tanff's or transport costs are an effective bar to trade, and most of the
public sector) and "exposed"” sectors (comprising exports and home
Produced goods that are close substitutes for imports).

The model* assumes that prices in the ""exposed" sectors of small
Open economies are given by supply and demand conditions in world
markets. The fact that they have to take world prices as given causes
domestic producers in "exposed” sectors, even if they are few in
number, to behave in a manner approximating to the economist's model
qf perfect competition. With a fixed exchange rate, money wages are
given by world prices and domestic Productivity. It is further assumed

4

the sheltered sectors at a rather higher rate. Combining the two, the
general rate of inflation in a small open economy would be rather
above the world average. The model has been tested in Norway,
Sweden and Finland, with fairly good results for the first two and less

good ones for the third.

The “Nordic"” model suffers from several logical weaknesses. First,
it is assumed that unions and employers are subject to money illusion.
Suppose that productivity rises at X per cent in the exposed sector and
only at Y per cent (Y<X) in the sheltered sector. On the assumptions
of the model (fixed exchange rates and competition in the exposed
sector), workers there will get an increase of X per cent in money
wages. Workers in the sheltered sector also get increases of X per
cent in money wages and the general price level rises at a rate between
X and Y depending on the relative importance of the exposed and
sheltered sectors. Hence real wages in the exposed sector rise by less
than productivity and those in the sheltered sector by more; part of
the real gains earned by workers in the exposed sector is transferred
to those in the sheltered sector. Now unions in the exposed sector
could prevent this transfer if they could push up their money wages in
line with expected inflation, so forcing the government either to devalue
the currency or to restrict domestic spending in a way that would
weaken the bargaining power of the sheltered sector, but they make
no attempt to do so.

Secondly, if workers in the sheltered sector really have this superior
bargaining power, there is no logical reason why they should aim
merely at parity with the exposed sector instead of pressing home
their advantage to the full.

Thirdly, even if it is accepted that the model could apply to one or
two small open economies, it obviously cannot apply to a whole
?Ystem for, in the world as a whole, all sectors are "sheltered”. Hence,
It cannot explain the ultimate cause of worldwide inflation. Finally, the
model, like all others that contain a large "cost-push” element, de-
pends on the assumption of adaptive monetary and fiscal policies
already noted.
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The problem of choice

Since it is impossible to say that any one theory is absolutely right,
policy choices must rest on an assessment of probabilities, and this
involves judgement on at least three things :— the logical consistency
of different theories and the plausibility of the assumptions on which
they rest; the empirical evidence available; and the price that must be
paid it the wrong explanation is chosen and the wrong policy followed.

As has already been shown, excess demand theories, especially
when refined to include expectations, can provide an internally con-
sistent explanation both of the generation of inflationary pressures and
their transmission between countries, and the underlying assumptions
are generally consistent with rational real income maximising be-
haviour. By contrast, cost-push theories require strong assumptions
about the generality of pressures on costs and about fiscal and
monetary policy to make them internally consistent; and they generally
depend on non-maximising price and wage fixing decisions. Unfor-
tunately this does not enable us to rule them out entirely. People
obviously do behave irrationally at times, though it seems implausible
to assume that all of them do so all the time.

The empirical literature is difficult to interpret and far too large to
be surveyed in detail. As already noted, the stability and low interest-
elasticity of the demand for money function have been established
beyond reasonable doubt, with the very important implications
described in Section A. Another striking feature is that econometric
studies have almost entirely failed to pick up any evidence that past
prices and incomes policies have reduced the rate of inflation;'® this
does not, of course, rule out the possibility that future efforts of this
kind may be more successful, but it must nevertheless tell against
cost-push theories. For the rest, the evidence so far is inconclusive
but, in the author's judgement, the balance is strongly in favour of

excess-demand theories.

Apart from the apparent but misleading simplicity of such hypotheses,
the main reason why politicians and the public cling so hard to cost-
based theories is probably the fear of the cost in unemployment, lost
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The trade-off between unemployment and inflation. If the price
of keeping unemployment below the natural level were a
steady and moderate rate of inflation many people would
consider it well worth paying. If, as argued on pages 41-43
above, the “trade-off” involves not a steady but an accelerat-
ing rate of inflation, there must come a time when this ceases
to be tolerable. Again, it is impossible to be certain but both
theoretical reasoning and empirical evidence make it increas-
ingly likely that the alternative to a return to stability is
accelerating not constant inflation.

Inflation and growth. It has been suggested that there is a
trade-off not only between inflation and unemployment at any
point in time but also between inflation and the long-run
growth rate. It is easy to think of ways in which moderate
inflation may both help and hinder growth, and some of these
are discussed in relation to Ireland in Section X. It is generally
accepted that very high rates of inflation are inimical to
growth and even lead to a reduction of total output if only
because they cause so much time to be wasted through a
breakdown of confidence in money. Short of this point, how-
ever, it seems likely that long-run growth potential is deter-
mined by real, not monetary, forces.

Other side effects. Finally, the decision as to the price one is
prepared to pay, or at least risk having to pay, by following
deflationary policies, depends partly on the value set on the
other side-effects discussed in Section IX.

Faced with the difficulty of choosing between conflicting theories,

and the probable unpleasantness of any cure that is likely to be
effective, there is a temptation to adopt an eclectic attitude, trying to
get the best of both worlds. It can be argued that this cause operated
here and that one there; this one at one time and that at another; or
even that several operate simultaneously in the same economy. Be-
sides avoiding the need for decision, this approach has the comforting
policy implication that we need a variety of remedies and not too much
of any one. The hope is that the resulting policy mix will not contain
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regions. In the short run, at least, the only way of relieving this poverty
is by government action in the form of subsidies or social security pay-
ments. Between the financial years 1964/5 and 1972/3, subsidies rose
by £33-8 million to £97-0 million and “‘other transfers” (excluding debt
interest) from £60-9 million to £211-0 million. The two items together
increased from 10% to nearly 14% of GDP. However desirable they
may be on social grounds, transfers of this kind may contribute to

inflation, and this is discussed further in Section V.

The features of the Irish economy so far considered are relevant
to our problem because they create pressures on government to
pursue policies which, unless offset in other ways, may have inflation-
ary consequences. There are other features that make Ireland vulner-
able to inflationary forces originating abroad, especially in the UK and

in world markets for agricultural products.

First, and most obvious, is the very ‘““open” nature of the Irish
economy. The measure of '‘open-ness” used by OECD is the average
of the percentages of exports and imports (of goods and services)
respectively to gross national product (GNP). By this measure, Ireland
ranks fourth among European OECD countries, well behind the Nether-
lands and Belgium but ahead of Switzerland, Denmark and Austria and
well ahead of the larger industrial countries. The figures for some

European members of OECD are as follows:—*

1960/62 1968/70
% %
Netherlands 50-2 49-2
Belgium 35-5 43-9
Norway 40-0 426
Ireland 385 40-6
Switzerland 28-3 349
Denmark 319 30-2
Austria 24-3 28-2
Finland 24-4 268
Sweden 24-3 251
UK 22-3 235
Germany 18-8 219
Italy 15-6 19-0
France 12-8 15-6
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Associated with the growth of merchandise trade there wereg some
important changes in its Composition ang direction. The share of
capital and consumer goods in imports has risen at the eéxpense of thg
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increase in the proportion of imports competing with the output of
Irish industry; currently they éxceed 20% of apparent consump-
tion. On the éxport side, the relative importance of agricultura|
products has diminished while that of industria| goods has increased:
since the mid-1 960s, industry hag contributed g larger share of exports
than has agriculture. The direction of trade has altered too. Though the
United Kingdom remains the single most important trading partner and

TABLE 3.1

Irish trade in 1973
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Deficit
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Consuwmption goods ‘ 2o
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Agricultural goods
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Other
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SECTION IV
EXCESS DEMAND 1: INDICATORS OF EXCESS DEMAND

Introduction

In Section | it was shown that although different index numbers tell
somewhat different stories, it is possible to identify four periods of
relatively rapid inflation in Ireland since 1953—1956/58, 1962, 1964/65
and, by far the most prolonged and serious, from 1968 to the present.
In the first period, Irish consumer prices were rising more slowly than
in the UK, in the last two the Irish rise has been the more rapid, and in
1962 there was no significant difference. In order to judge the applic-
ability of excess demand theories to Ireland, we must, therefore, con-
sider the evidence in relation to these four periods, and especially to
the last two.

Excess demand cannot be measured directly, and we have to use
indicators or proxies. First, therefore, it is necessary to define the con-
cept carefully, and to consider the relationship of proposed indicators
to what we want to measure.

Excess demand for any particular good exists when the rate of out-
put that producers are prepared to supply at the current price falls
short of the amount that purchasers wish to purchase. The “current
price” must be interpreted not simply as the money price but the price
of the goods in question relative to those of other goods and of factor
inputs. Generalised excess demand for goods arises when the total
value of national output at current prices falls short of the total amount
that final purchasers (individuals, firms and public authorities) desire
to spend.
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of knowing what it is at any particular place and time, except by infer-
ence from the behaviour of wages and prices. If we had an established
excess demand theory of inflation supported by independent evidence
such inference would be legitimate; as a test of the theory it is clearly
not. As things are, we can say on a priori grounds that the natural rate
is likely to be higher the greater the rate of change in locational pat-
terns, industrial structure and technology, the less developed are em-
ployment information services, and the smaller the gap between
unemployment benefit and average earnings.

Apart from any defects in recording, figures of actual unemploy-
ment can give only very general indications of the likelihood that
excess demand is present. A figure that is very low by historical
standards may point to such a possibility and vice versa, but that is all.

Statistics of unemployment and vacancles

Non-agricultural unemployment in Ireland (shown in Table 4.1) has
always been high, though it has fluctuated roughly in line with other
indicators of economic activity. From 1953 to 1959 the lowest rate was
6:8% in 1955 and there were peaks of over 9% in 1953 and 1957.
There was a sharp fall to only 5:77% in 1961/62, followed by a rise to
1968. Between 1968 and 1973 the percentage fluctuated narrowly
around 7, except for a peak of 81 in 1972. There has been a fairly
sharp rise in 1974 and the number on the live register in October
(73,500) was 11,000 up on the year.

There have been some criticisms of the statistics, both in relation
to the recording of unemployed on the "live register” and to the
method of calculating the labour force on which the unemployment
percentage is calculated.! It did not, however, seem possible to modify
the series in any way that would help our present purpose, so this
matter was not followed up in detail.

There are a number of reasons why the Irish unemployment rate
might be expected to be relatively high in conditions of equilibrium.
Outside the Dublin area population density is low and the market for
most non-agricultural jobs is narrow; this implies that anyone leaving a
particular job may have to search for some time before finding another
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TABLE 4.1

Some indicators of excess demand for labour

‘ Non-agricultural
Non-agricultural Vacancies “"Wage-drift’” employment
Year unemployment notified %(a) % change from
% 000 previous year
1953 96 42-0 — —_—
1954 81 46-0 26 0-4
1955 6-8 48-7 54 —1-0
1956 7-7 380 -2:4 --13
1957 9-2 389 0-4 —3'6
1958 86 36-3 33 —1-3
1959 80 345 —0-1 0-2
1960 6-7 375 0-7 0-5
1961 57 340 5-5 1-2
1962 57 331 -25 24
1963 6-1 29-8 21 20
1964 57 27-8 --2:0 20
1965 56 304 21 1-7
1966 6-1 22-7 80 05
1967 67 215 -53 10
1968 6-7 19-5 6-7 1-8
1969 6-4 184 7-1 2:0
1970 7-2 15-6 —2:5 0-3
1971 7-2 155 —3-0 1-5
1972 81 19-3 50 —0-3
1973 7-2 211 96 15

{a) Percentage increase in earnings index less percentage increase in wage index.
Sources:Trends in Employment and Unemployment; " Review of 1973 and OQutlook
for 1974,

to suit his particular skill and in his particular locality. A similar
problem arises in relation to the exodus from agriculture; little is known
of how this takes place, but it seems plausible to suppose that many
of those concerned first take a non-agricultural job that is likely to be
temporary (e.g. on a construction project in their neighbourhood)
and go through a period of rather loose attachment to the non-

agricultural labour force before finally settling down. Such a hypo-
thesis receives some support from the finding by Geary and Hughes
that nearly a third of the unemployed in what they call the "depressed
occupations’ lived in households with agricuitural land.**

Unemployment is heavily concentrated in certain industries and
occupations. Geary and Hughes found (using census data) that 44%
of non-agricultural unemployment in 1966 was concentrated in three
"depressed occupations”, builders’ labourers, contractors’ labourers
and general labourers. When the national average unemployment rate
was 6:3%, these three occupations had a rate of 21% and all other
sectors only 4% The live register data are analysed somewhat
differently, but show a similar picture. In 1972, when the national
average rate (again excluding agriculture) was 8-1% building had a
rate of 14:5%, construction 20-6% and "other goods and services"
24-4%. The average for manufacturing was 6-8% with the highest
group, "woodworking, furniture and fittings" showing 10-3% and the
lowest, "papermaking, stationery, printing, etc.” only 41%.*

There are also considerable and growing regional differences in
unemployment rates with the Dublin, Cork and Limerick-Shannon areas
having the lowest rates. In December 1972, when the national average
was 8%, Dublin had 6-7% and South Munster 7-2%. At the other end of
the scale, North Connaught had 12:5% and the part of Ulster that is
in the Republic, 14:3%.

There is a two-way relationship between unemployment and migra-
tion. Walsh has explained the volume of emigration in terms of unem-
ployment in lreland and the UK and differences in money wages
between the two countries.’ In this way the Irish unemployment rate
affects emigration, but the rate of emigration also affects unemploy-
ment. When an economy is at "full employment” in the sense that the
growth of output is limited by the availability of labour, it is likely that

* It has been pointed out to me that much of the net reduction in the agricultural
labour force comes about through an excess of deaths and retirements over new
entrants. However, this does not greatly affect the argument since it implies that
many children of agricultural households seek their first job outside agriculture.
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emigration would reduce output rather than employment. If on the
other hand spare labour is available but plant capacity is short and
new job opportunities are limited by investment, emigration would
reduce unemployment with no effect on output. If Ireland is some-
where between these two extremes, the reversal of the net outflow
of migrants mentioned in Section Il will explain in part why unem-
ployment has remained high.

Finally, it should be noted that many unemployed persons can
obtain a net of tax income that is a very high proportion of his total
earnings in work. In 1973 a married man with four children entitled to
unemployment benefit could get over 50% of average industrial earn-
ings; redundancy payments provide, for those entitled to them, another
50% as well as a lump sum. There is a rule limiting total benefit to
90% of earnings but, when allowance is made for travel and other
costs associated with work, this could still leave a net financial
advantage on the side of unemployment for the period during which
full benefits are available. The redundancy payments scheme was
introduced in 1968 and in the same year the time limit for unemploy-
ment benefit (as distinct from assistance that is paid at a lower rate)
was raised from 6 to 12 months. It is interesting to note (with the
usual warning against the post hoc propter hoc fallacy) that since that
time unemployment has been well above the level of the mid-'60s and
there has been a marked increase in the proportion of long-term
unemployment in the live register.

For all these reasons, the fact that Ireland’s unemployment rate is
much higher than that of the UK and most Western European countries
cannot be taken as strong evidence against the existence of excess
demand, especially in the period since 1968.

In some countries statistics of vacancies can be used to supple-
ment those of unemployment. Figures of vacancies notified and filled
at local employment offices are published in “The Trend of Employ-
ment and Unemployment” and are shown in Table 4.1, but they
are of very limited value. There is no obligation on employers to use
the service and it is not known what proportion of all vacancies are
filed through it; It is believed, however, that only a minority of
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employers make use of it and then mainly for the recruitment of
unskilled labour. A striking feature of the series is the fall in the number
of vacancies notified from an average of 45,800 in the years 1953/55
to only 18,600 in 1971/73. Nevertheless, if allowance is made for the
strong downward trend, the series does seem to reflect broad cyclical
movements in activity.

Some UK and American studies have attempted to distinguish
between “‘frictional’’ or “structural” unemployment and that arising
from demand deficiency using the relationship between the number
of registered unemployed and the number of vacancies outstanding.
The quality of the Irish data on vacancies would preclude such an
exercise, but this is no loss from our present point of view. Estimates
of the amount of ’'structural” unemployment may be useful in plan-
ning educational and training facilities but they have little relevance
to the problem of inflation. Excess demand, in the sense in which it
is defined here, can occur with different numbers of vacancies as well
as unemployed, according to circumstances, and equilibrium in the
labour market cannot be defined in terms of equality (or any other
relationship) between unemployed and vacancies.

Irish economists appear to differ somewhat in the view they take
of the relationship between unemployment and excess demand.
Mulvey and Trevithick base their model of wage inflation on excess
demand for the services of electricians raising their earnings, and the
rise being transmitted to other groups because of the importance of
comparability in collective bargaining. They also state, however, that
»Excess demand undoubtedly exists, and has persisted for a number
of years, for the services of a number of other skilled occupational
groups in lIreland, notably mechanical fitters, welders, turners, tool-
makers, motor mechanics, etc.”” Geary and Hughes also stress struc-
tural factors making for a relatively high level of unemployment; they
conclude that *‘the problem of unemployment is largely a problem
of lack of skills” and give primacy among policy recommendations to
more training facilities; though they also admit that this would be likely
to increase emigration, “since it is probable that all these additional
skilled people cannot be absorbed at home”, presumably through
lack of demand.*
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.Walsh describes a number of the features of the Irish labour market
discussed above but, nevertheless, attaches more importance to
demand deficiency, and to macro-economic demand management
(presumably expansion) as a cure for unemployment.

Three characteristics of the Irish labour market have been put
forward as evidence against the “structural” hypothesis. First, cyclical
variations in the general level of unemployment are reflected through-
out different occupations and different regions. This has been
observed in other countries, too, and it is not inconsistent with the
existence of excess demand, as we have defined it, at periods when
unemployment is at a cyclical low. Secondly, there is the relatively
high "incidence” (i.e. the number losing or leaving jobs in any time
period) of unemployment established by Walsh,? it can be argued that
employers are more likely to meet temporary fluctuations in output by
“hiring and firing'" when there is excess supply In the labour market;
but it can also be argued that workers find it easier to change jobs,
and are more likely to do so for trivial reasons, when there is excess
demand. Thirdly, it has been pointed out, again by Walsh, that a fall
in the general unemployment rate is not accompanied by a rise in the
proportion of unskilled workers on the register. Again the argument
cuts both ways. If the problem of unemployment is largely one of lack
of skills one might expect that skilled workers would be absorbed
more rapidly than unskilled at times of rising demand; but one would
also expect that (because of the ease with which they could be
recruited again when required) the unskilled would be more likely
to be laid-off at times of falling demand.

In view of the uncertain relationship between unemployment and
excess demand in the Irish economy, it is not surprising that econo-
metric studies of unemployment and wages have been inconclusive.
Mulvey and Trevithick found a significant relationship between the
growth of earnings and unemployment among electricians and
O'Herlihy found that both unemployment and its rate of change were
significant for the economy as a whole® Cowling found that the
general level of unemployment was significant in explaining changes
in aggregate earnings and had more explanatory power than industry
unemployment rates in relation to earnings in individual industries.
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However, in nine of his seventeen industry groups he was unable to
find any statistically significant relationship between unemployment
and the rate of change of earnings.! The most recent study, by Geary
and McCarthy, uses both unemployment and migration (along with a
distributed lag of past price changes) as independent variables. They
found that, “neither the unemployment nor the migration terms are
particularly significant, the latter also having a sign contrary to our
expectations’.?

Wage drift

Besides evidence from statistics of unemployment and vacancies,
there are a number of other indicators that have an indirect bearing
on the presence or. absence of excess demand. One that is often used
is "‘wage drift”, the difference between the rate of growth of earnings
and wage rates. Wage rates are generally fixed by collective agree-
ments while average earnings reflect not only wage rates but also
overtime and short-time; piece rate earnings; bonuses of various kinds;
upgrading of jobs and movement from lower paid to higher paid jobs.
All these influences are more likely to raise earnings relatively to
wage rates in times of strong demand for labour. Wage drift measured
by the difference between the rate of increase of the earnings index
and that of the wage-rate Index Is shown in Table 4.1.

There are two difficulties about using this statistic as an indicator
of demand pressure in the labour market. First the two index numbers
refer to different dates; the wage index is described as measuring
wage rates “in the early months of the year”, whereas the earnings
index applies to October prior to 1968 and September from 1968
onwards.* Secondly the relationship between the two series is influ-
enced by “wage rounds". Over the period as a whole earnings have
risen much more than wages but the rise has been more even. As a
result there tends to be a big difference immediately before a “round*’;
wage rates then take a jump and there is a small or even negative
difference. The extent to which this effect is caught in the annual
figures depends on the timing of a particular “round”. For these
reasons, the series is of limited usefulness, though the very large
“drift" in 1968/69 and 1972/73 is interesting.

* Quarterly earnings figures have been published since September 1969
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Tab TABLE 4.2B
tural
labour Some Indicators from the CII/ESRI Survey 1967/73
out ar
partict Column 1 shows the percentage of respondents answering “No” to the question,
deman “Could more be produced with present resources”. Subsequent columns show the
L proportion answering “‘no’’ giving their main reason in each category.
sibility.
falling
by rise: % Main reasons given
Answering
Eviden Date No Capacity Labour Materials Other
Since 1967 | 19 42 17 18 23
Social | 1} 19 43 30 13 14
The fo 11 K3 26 K3 12 3
the « n v 21 1 — 89 —
© mos 1968 | 24 26 27 28 19
Table 4. 1 34 42 27 20 1
and eqt 11} 50 50 33 7 10
quate’’; v 51 650 26 20 4
"inadeq( 1969 | 49 21 21 10 42
“suffici Il 48 32 40 20
ictel 1] 56 44 38 9 9
o v 47 26 K3 40 3
nly 1970 | 37 2 32 17 7
inadequa 1] 30 4 32 16 1
of 1962 a 1] 37 45 47 14 4
still smaj v 35 46 25 22 7
and ther 1971 | 3N 37 32 16 16
th 1} 32 51 26 1" 12
ofetshe ant 11 38 51 30 14 6
e tal v 20 69 8 13 10
recruitme, 1972 i 24 35 27 19 19
even in t i 31 51 22 15 12
obtainable¢ 1] 38 52 12 12 24
v 39 54 20 1n 16
From th 1973 | 35 48 23 25 4
1} 43 55 18 22 6
| be produc i 63 46 29 14 11
s were aske v 58 e 18 34 7
be increas

Source: CH/ESRI Joint Quarterly Industrial Surveys.
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the pressure of demand in the latter part of 1968 and in 1969 comes
out very clearly, as does the similar situation in 1972/73. How high a
proportion of firms have to be unable to produce more with existing
resources before demand as a whole can be considered excessive is a
matter of judgement that can only be resolved by considering the
series in relation to other indicators. It is clear that plant capacity was
almost always the most important single constraint on output. The pro-
portion who listed labour shortage as their main constraint varied
rather erratically from zero to over 40%; an interesting feature is that
labour shortage appeared to be less important in 1973 than in 1968,
though this may be partly due to the very rapid rise in world raw
material prices in 1972/73.

Rates of economic growth

An unduly rapid growth of national output can lead to excess demand
either for labour or plant capacity, but again we cannot say what is
“undue” except by reference to past experience. Table 4.3 shows four
measures of the GDP at constant market prices and constant factor
cost, derived from expenditure and "sector of origin” estimates,
together with index numbers of industrial production for manufacturing
and “all goods and services”. A serious problem arises with the
national income data because of discrepancies in some years between
the expenditure and sector of origin estimates; for example 1964 shows
a growth rate of only 3-11% by the expenditure method and 5-43%
by the sector of origin method, and there are differences almost
as big, though not always in the same direction, in several other years.

Once again 1956/58 comes out as a period of low demand by all
these indicators. All the indicators then show rapid growth from 1959
to 1962, though the pace was beginning to slacken in 1962. Industrial
production and GDP by sector or origin show big increases in 1964,
but as already noted, the expenditure estimate of GDP gives a much
smaller rise. All the indicators show very rapid growth in 1968; a lower
but still high rate for 1969 and a marked slowing down in 1970. In 1971
and 1972, there was a moderate growth in industrial production, and a
high rate of growth of GDP by the sector of origin measure, but a much
smaller increase in the expenditure estimate of GDP. Finally, all the
indicators so far available agree on a very rapid expansion in 1973.
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TABLE 4.3

Indicators of Economic Growth

Percentage changes in each series over previous year

Gross domestic product
(constant prices) Industrial production
Sector of
Expenditure origin
Market Factor Market Factor All goods
price cost price cost Manufacturing | and services

1954 0-85 .. .. .. 29 5-0
1955 2:50 .. .. .. 34 2-7
1956 -1-23 .. .. .. —~2'6 -3-5
1957 0-33 .. .. .. -1 —4-8
1958 -2-17 .. .. .. 32 29
1959 4-63 416 5-88 562 8-2 88
1960 5-16 6-46 385 4-9 86 ‘ 7-0
1961 4-96 4-47 4-70 418 87 8-5
1962 341 4-21 2:92 3-64 6-3 7-1
1963 4-46 4-19 3-38 2-94 53 59
1964 375 311 5-76 5-43 75 7-6
1965 2:03 2-06 121 11 46 41
1966 1-16 1-43 1:20 1-47 32 32
1967 542 5-63 4-87 5-00 7-6 7-9
1968 8-07 8-64 6-566 6-87 100 106
1969 6-02 5-73 473 4-22 7-8 71
1970 2-68 2:39 2-56 227 31 4-9
1971 3-62 3-06 5-30 502 46 5-7
1972 3-89 293 519 4-46 4-6 4-6
1973 7-21 .. L .. 109 9-6

Source: National Income and Expenditure 1972, Tables A4 and A6, and corres-
ponding tables in previous years; Review of 1973 and Outlook for 1974, Table 5.
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Stocks

An expansion rapid enough to cause excess demand in the labour
market is likely to be associated with both shortages of plant capacity
and a depletion of stocks. Here, again, the CII/ESRI survey should
provide some information. Table 4.4 shows the figures relating to
stocks. Firms are asked to indicate, for materials and for finished
products, whether their stocks are "insufficient”, “adequate’ or 'exces-
sive”, and results are published as percentages of all respondents
falling in each category. We have calculated the excess of those saying
"insufficient” over those saying "excessive"”. As would be expected, the
figures are relatively small but the change from year to year emerges
clearly with 1964, 1968 and 1973 as the years when shortage of stocks
was most widely felt.

TABLE 44

Stocks in Industry

Finished Finished

Materials products Materials products
1960 .. .. 1967 — 4 — b
1961 —13(a) — 4(a) 1968 13 3
1962 0 5 1969 3 —9
1963 5 6 1970 0 1
1964 3 17 1971 -~ 8 -9
1965 0 4 1972 10 2
1966 4 9 1973 17 12

Note: Figures show excess of percentage saying “insufficient” over percentage
saying “‘excessive’ and refer to averages of four quarters.

(a) Ath quarter only.
Source: CII/ESRI Joint Quarterly Industrial Surveys.

Capacity utllisation

Several attempts have been made to produce numerical indicators
of “capacity utilisation"”. Productive capacity involves both capital and
labour, so a capacity utilisation index should take account of both.
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Unemployment rates provide a measure, albeit an imperfect one, of the
extent to which labour is fully used, but there is no numerical measure
of the intensity of capital utilisation. Hence a capacity index must be
inferred in some way from one or more of the indicators already des-
cribed. McMahon and Smyth" produce estimates which are reproduced
in Table 4.5.

Using the index of industrial production, they made estimates for
eleven industry groups and for total manufacturing and total trans-
portable goods industries. For each industry group, estimates are made
by three different methods. The first developed by the Wharton Busi-
ness School, identifies peaks in activity according to a pre-determined
formula, assumes that capacity is fully utilised at each peak and then
derives capacity utilisation for off-peak periods by interpolation. The
second estimate is similar, but modified so as to exclude minor peaks
where it is not plausible to assume that full capacity was reached. The
third estimate is derived simply by taking deviations from a trend. For
the two aggregate estimates there are simple and weighted averages
of the eleven industry series. In Table 4.5 we show the weighted
average for all transportable goods industries of the "modified
Wharton* and deviations from trend estimates.

In interpreting the figures it should be borne in mind that the highest
output achieved in any individual industry group is taken as the
measure of capacity, so the index for a group can never exceed 100.
The aggregate index would only reach 100 if all industry groups were
operating at full capacity simultaneously; since this is obviously un-
likely, the shortfall from 100 in times of high activity represents the
dispersion in time of peaks for different industry groups. We thus have
a problem similar to that discussed earlier in relation to the interpre-
tation of unemployment statistics; what is the "equilibrium® level of
spare capacity? Since this cannot be known, the absolute value of the
index has little significance, though its variations have.

For the period covered (1959 to the first quarter of 1973) the esti-
mates are broadly in line with our other indicators. Activity appears
rather higher in 1960/61 and rather lower in 1962 than in some other
indicators, but the peaks in 1964 and 1968 stand out clearly.
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TABLE 4.6

Estimates of Capacity Utilisation
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Source: See text,

The trade balance

Finally we can turn to international transactions. Excess demand in
the domestic economy can affect trade flows not only by causing price
inflation, but more directly by stimulating imports of products obtain-
able from home industry only with long delays and by pre-empting for
the home market goods that might otherwise be exported. This effect
seems more likely to appear in visible trade than in invisible trans-
actions, so we have shown the visible trade balance in Table 4.6. There
is an upward trend in the deficit explained in part by rising prices but
it is notable that it fell sharply from 1955 to 1957 and rose only mod-
erately in 1958, 1962 and 1964; there were, however, very sharp
deteriorations in 1968/69 and 1973.

Table 4.6

Deficit in Visible Trade

£ million

1953 70-9(a) 1960 735 1967 100-2
1954 67-2(a) 1961 80-9 1968 162-4
1955 96-8 1962 99-3 1969 209-4
1956 747 1963 1111 1970 210-0
1957 52-8 1964 126-9 1971 216-2
1958 67-7 1965 146-6 1972 1905
1959 82-0 1966 1233 1973 269-2
1974(b) 4846

(a) Taken from Leser—A Study of Imports, where figures are adjusted to same
basis as later years.
(b) First eleven months.

Note: Figures from the mid-1960s include Shannon Free Airport Trade.
Source: Statistical Abstract of Ireland; Review of 1973 and Outlook for 1974.

Conclusions

We may now summarise the evidence with regard to our four periods
when prices were rising comparatively rapidly. In 1956/58, output was
stagnant, non-agricultural employment was falling and so were vacan-
cies notified at local employment offices; wage drift was minimal, and
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the trade balance stronger than at any other time in our period. The
indicators are unanimous that domestic excess demand can be ruled
out.

1962 was the culmination of a period of very rapid expansion that
had lasted since 1959. The national income figures and the industrial
production index both indicate a slowing down of expansion during
the year, though industrial output was still expanding rapidly and the
growth of the previous three years must have used up a good
deal of the slack in the economy. Non-agricultural employment showed
its biggest rise in the whole period and the unemployment rate reached
its lowest point. The number of vacancies notified was falling, but at
less than its trend rate. Wage drift was negative but, since 1962 was a
“wage round” year, this is not surprising. There is no evidence of a
shortage of stocks of materials, but some slight indication that stocks
of finished products had been reduced below desired levels. The
indicators are not unanimous, but they point to a probability that some
degree of excess demand was present.

In 1964 the situation is rather clearer. The output indicators point
to a rapid rise though, as already noted, this appears more strongly
in the “sector of origin” estimates of GDP than in expenditure ones.
Again, unemployment was as low as at any time in the period, employ-
~ ment was rising rapidly, and vacancies were falling at less than the
trend rate. Again we have a wage round year with negative '‘drift”
though this was smaller than in 1962. The stocks figures give some
indication of shortages of materials, and a very strong one in respect
of finished products.

The situation in the years 1968/73 is more complicated. The inflation
rate remained very high in relation to previous experience throughout
the period. The indicators point clearly to very strong pressure of
demand in 1968 and 1973, and only slightly less so in 1969. They are
also unanimous in showing a marked slackening of growth in 1970. The
“sector of origin™ estimates of national income show a rise of over
5% in 1971 and nearly 4-5% in 1972, though the expenditure estimates
show a rate of only about 3% in both years. The industrial production
index suggests that the lower figure may be nearer the truth. Non-
agricultural employment rose by 1-5% in 1971 but fell in 1972. Unem-
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ployment was higher than at any time since the 1950s, but this may
have been influenced by the extension of unemployment benefit and
the introduction of redyndancy payments in 1968 and by the fall in
emigration. The number of vacancies notified remained stationary in
1971 and rose in 1972. Wage drift was negative in 1971, but quite
strongly positive in 1972 in spite of a new national wage agreement
in July. In 1971 there were indications of over-large stocks both of
materials and finished products, but this was reversed in 1972. The
trade balance suffered a very small deterioration in 1971 and a larger
improvement in 1972.

We cannot be as certain as we could if excess demand were some-
thing that could be weighed or counted, but there seems litile doubt
that it was present in 1968/69 and in 1973/74 and that it was not in
1970. The situation in 1971/72 is doubtful but, if there was no excess
demand, it is hard to believe that there was any marked deficiency.
This situation is consistent with the excess-demand-expectations model
discussed in Section Il. This predicts that, when once a high inflation
rate had been generated by excess demand, it would be maintained
by the influence of expectations on wage bargaining, even if the
excess demand were eliminated. Elimination of the inflation would
require not merely a return to labour market equilibrium but to a position
of excess supply large enough and maintained for long enough to
cause a downward revision of expectations. Even if excess demand
had been eliminated from the Irish labour market between 1970 and
1972, it is hard to believe that there was enough excess supply to
have any significant effect on expectations.
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SECTION V

EXCESS DEMAND 2. DOMESTIC EXPENDITURE

Introduction

The preceding section has shown a probability that inflation in
Ireland was aggravated by excess demand in 1962 and 1964, and a
very strong probability that this was so in 1968/69 and in 1973. We
now consider the sources from which excess demand could have
arisen. Since overseas transactions will be considered in Section Vil
below, we are concerned here with public expenditure, both current
and capital; personal consumption; private fixed capital formation;
and stockbuilding. Since public expenditure is the subject of another
study commissioned by the National Economic and Social Council, it
will be treated very briefly.

The main components of domestic expenditure are shown, at
constant prices, in Table 5.1. Personal consumption rose at an average
rate of rather more than 4% between 1959 and 1973. There were
increases in each year, but they varied in size from 1-4% (in 1959 and
1965) to 8-4% (in 1968). The years of biggest increase were 1964,
1968/69 and 1972/73. Public consumption rose by an average of
rather more than 5%, but there is a very marked contrast between
1958/66 and 1967/73. In the first period, the highest increase was only
3:9% and the lowest 0-:9%; in the second, the lowest increase was
4-6%, and the highest 11-2%. Fixed capital formation grew at an aver-
age rate of more than 9% but, as is to be expected, with much wider
fluctuations; increases of over 12% were recorded in six years, but
there was a fall of 3% in 1966, and no significant change in 1970. The
years of biggest increase were 1961/64, 1968/69 and 1973. Stock-
building, as in most economies, was very volatile, with particularly
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TABLE 5.1

Components of domestic demand at constant (1958) prices
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Note: The 1958 and 1968 price series have been linked.

Source: National Income and Expenditure,

1973 and Outlook for 1974,

1972, Table A6 and corresponding tables for previous years. ‘Review of

(&) Preliminary.

big increases in 1959, 1964/65, 1968/70 and 1972/73, while stocks
were run down slightly in 1958 and 1967. Changes in the value of
cattle on farms are a significant item in lreland, and one that some-
times moves differentiy from the trend in industrial stocks.

Public authoritles’ current expenditure

Table 52 shows the growth of current expenditure of public
authorities, defined to include the central government and local
authorities but not the state-sponsored agencies; expenditure on goods
and services and transfer payments are shown separately. Between
the financial years 1958/9 and 1972/3 total current expenditure of
public authorities rose from £145 million to £771 million. As a pro-
portion of GNP the increase was from 24-2% to 34-5%. The sharpest
rises in relation to GNP occurred in the financial years 1961/2;

1963/4-1965/6; and from 1969/70 to 1971/72.

Expenditure on goods and services adds directly to demand and,
unless it is accompanied by measures to cause an equal reduction
in demand by other sectors, it will be an expansionary force. It is
sometimes supposed that the expansionary effects of increased public
consumption can be neutralised simply by levying an equivalent amount
of extra taxes but, in ordinary circumstances, this is not so. Taxpayers
will normally meet their higher tax bills only in part by curtailing
spending, and in part by saving less than they would otherwise have
done. Hence, if an increase in government spending is to be neutral
with regard to aggregate demand in the economy as a whole, it must
be accompanied either by a more than equivalent increase in tax-
ation or by other measures to restrain private spending.!

Expenditure on goods and services rose, in absolute amount, from
£77-1 million to £377-4 million: and as a proportion of GNP from 12:8%
to 16-9%. Part, but only part, of the rise can be explained by the fact
that the things on which public authorities spend (largely wages and
salaries) were rising faster than prices in general. However, from the
point of view of inflation, the distinction is of secondary importance,
since higher pay packets for government employees enable them to

exert larger claims on resources.
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TABLE 5.2
Public Authorities Current Expenditure

] Subsidies, debt
Goods and interest (and
Total services other) transfers
Financial -

years % of % of % of
fmn GNP(a) fmn GNP{a) fmn GNP(a)

1958/59 1454 24-2 771 128 68-3 114
1959/60 152-3 238 80-9 127 71-4 111
1960/61 1645 24-3 855 127 79-0 116
1961/62 185-2 255 91-6 12-6 93-6 12-9
1962/63 196-2 250 999 12-8 96-3 12-2
1963/64 2140 255 108-7 130 105-3 125
1964/65 251-2 26-4 1294 13-7 121-8 127
1965/66 2780 27-8 1397 140 148-3 138
1966/67 3037 28-9 1480 141 155-7 14-8
1967/68 338-2 294 1594 139 1788 155
1968/69 386-0 29-7 1796 138 206-4 159
1969/70 457-9 30-7 207-8 139 2501 16-8
1970/71 549-3 33-0 252-9 15-2 296-4 17-8
1971/72 645-8 34-2 304-0 161 341-8 181
1972/73 770-7 345 3774 16-9 3933 17-6

(a) Percentage of financial year expenditure to calendar year income.

Source: “The Growth of Public Expenditure”, National Economic and Social
Council, mimeograph, 1974.

Transfer payments consist mainly of debt interest, subsidies and
various kinds of social security benefit. They add to the real income of
their recipients either directly by cash payments or, in the case of sub-
sidies, by reducing prices. If these payments were matched by in-
creases in taxation, the net effect on demand would depend on the
relative savings, propensities of recipients and taxpayers. It is gener-
ally, and plausibly assumed that virtually all of social security pay-
ments will be spent; the position with regard to subsidies and debt
interest is less clear but on the whole it seems likely that an increase
in transfers combining all three items as in Ireland would be expan-
sionary.

Transfer payments rose from £68.3 million in 1958/59 to £393-3 mil-
lion in 1972/73, and from 11-4% of GNP to 17-6%. Moreover, these

82

increased payments were not associated with similar m_creasef in
taxes on personal income, as can be seen in the following figures.

£ million
1958 1967 1972
Debt interest accruing to persons ;‘.73‘82 13;3 259
Other transfers(a)
53-0 149-7 337
: : 221
Taxes on personal income 245 85'5
Balance 285 64-2 116

i he world.
Transfers include those from the rest of t )
g:))urc;: National Income and Expenditure 1972. Table A8, and corresponding

or earlier years. .
tﬂt')ll'el:sis: does n:;t. of course, take account of reductions_ m_purchfxe;sint(_:s
power brought about by taxes on expenditure or of tl?e lndlrectt: :;;3
of other taxes, e.g. company taxes and taxes on _capltal. Neve; e >
it seems that the balance between income taxation and transfers sig

nificantly increased consumer's disposable income.

vate Investment .
Pu:dllt):li:ni?w':ars'tment is one of the main ways in whicl_l the lrish go:e:)nr;
ment has sought to generate a high rate _of ec:onomlc gro-\lliltt]h. a:\evam
average it accounts for roughly half of all fixed investment. The re
figures are shown in Tables 5.3 and 5.4.

The whole public sector programme is co-ordinated in tl;e anunbulﬁ:
capital budget but less than half of it is undertake_n t'y sp oo
authorities, and the rest by the s'te_lte-sponsored orgarlusa llOl':‘ t.h oty
largest components of public authorities’ _investment are oc;g n: oty
housing and the post office, but roads, anrgortf and'educ;a (110 i
ing are also substantial. Amon((;; "stgte 1[)907(;17;4 t::;r;nctlsee,\ge:?cslmml

ities, the biggest spenders in
Zl::a':i?tntlg?)rporatiog (£40-5 million), the Elect_ric?ity Stt:]pplly ds:t?ir;
(£33-5 million), the telephone system (£24-0 million), Eie nn i
Credit Corporation (£13:0 million) and Coras lompair ditrexamb (75
million). These five accounted for 84 per cent of expendilure by

*Income taxes have risen proportionally more than transfer payments.. but. from
muncct:)smaller base. It is absolute differences that are relevant to changes in dispos-
a .

able income.
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bodies. It is important to note in interpreting Tables 5.3 and 5.4 that
public investment is defined so as to include work in the private sector

that is financed by the Agricultural Credit Corporation and the industrial
Credit Company.

Table 5.3 indicates that both public authorities’ investment and the
total public sector capital programme have been fairly stable as pro-
portions of total physical capital formation, but public investment (like
private investment) has risen very sharply as a proportion of GNP.
Years in which the proportion rose sharply were 1962/64, 1968/69 and
1973.

TABLE 5.3
Public sector investment

Gross physical capital formation Public sector capital programme
Public Total Total
Year (a) Total | authorities | (2) as % Total as % as %
£ million | £ million of (1) £ million of (1) of GNP

(1) (2) (3) 4) (5) (6)

1958 72-3 17-2 238 379 52-4 6-3
1959 105-2 17-6 16-7 441 41-9 6-9
1960 100-0 18-2 18:2 51-3 51-3 7-6
1961 1164 22:2 191 58-6 50-3 80
1962 138-9 25-9 18-6 65-8 47-4 8-4
1963 159-2 30-6 19-2 78-5 49-3 9-4
1964 192-6 38-5 200 97-8 50-8 103
1965 2274 436 19-2 99-3 43-7 99
1966 207-8 42-4 204 97-8 46-9 9-3
1967 2164 48-7 22:5 1104 51-0 96
1968 2745 54-4 19-8 140-9 51-3 10-8
1969 370-6 67-2 181 173-4 46-8 11-6
1970 396-4 717 181 1897 47-9 11-4
1971 451-8 81-0 179 2139 47-3 13
1972 5370 99-2 185 2485 46-3 11
1973 704-0 3197 45-4 12:0

(a) Columns 2 and 4 refer to financial years ending 31 March of following calendar
year. Percentage comparisons are between the financial year and the most clossly
corresponding calendar year.

Source: “National Income and Expenditure”, Central Statistics Office, and
‘Growth of Public Expenditure”, NESC.
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TABLE 5.4
Gross fixed capital formation public and private

[Constant (1958) market prices]

Private sector
Total Public sector {(Column 1 less 2)
£ million £ million £ million
at 1;58 % change | at 1958 | % change | at 1.958 % change
Year prices prices prices
(1) (2) (3)

1958 80-0
1959 83-0 +3-8 426 40-4 ..:5
1960 88:0 +6-2 48-6 +141 394 ——2.6
1961 1031 +17-2 54-0 +111 491 +24.4
1962 1179 +14-4 58-8 +8-9 591 +2§).7
1963 1338 +13-5 67-8 +15-3 66:0 +14.5
1964 1479 +10-5 78-9 +16-4 690 -:7.8
1965 1623 +9-7 81-0 +2:7 81-3 + ’e
1966 157-3 -31 77-8 —4-0 795 ——7.7
1967 167-9 +6-7 82-3 +56 85-6 +6.1
1968 189-6 +12-9 98-8 +20-0 90-8 -;4.7
1969 226-9 +19-7 1137 +15-1 113-2 + it
1970 2269 — 1180 +3-8 108-9 —1—5.6
1971 2449 +7-9 1190 +0-8 1259 +_°.1
1972 2509 +2-4 1251 +51 125-8 o
1973 283-2 +12-9 1393 +11-4 1439 +

Note: Financial years have been converted to calendar years by tak!ng th{ee
quarters of one year and one quarter of the next. The 1958 and 1968 pncebsartl:s
have been linked. Both public and private investmfant have. beer} deflated by nt:
implicit deflator for fixed capital formation as a whole in the national ln;o%a. accoumch
The figure for the public sector may include a small amount of stockbuilding, w
would lead to an understatement of the private sector component.

Source: “National Income and Expenditure”, 1972, Taple A6 and corresponding
tables for earlier years. NESC, “Growth of Public Expenditure™.
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Table 5.4 attempts to separate the contributions of the public and
private sectors to total fixed capital formation at constant prices, and
to show the annual rate of increase of each. As will be seen from the
note to the table, there are a number of difficulties that arise in doing
this, and the figures should be treated with caution. They probably
tend to understate the relative importance of the private sector, but
they should give a reasonable Indication of the direction of change,

and so of which sector contributed most to the growth of demand in
any particular year.

It can be seen from Table 5.4 and Chart 5.1 that private investment
was rather more volatile than public, but that there was no systematic
tendency for one to grow fast when the other grew slowly, or for the
rate of increase of one to fall as that of the other rose. If we take 9%
as the dividing line between a high and low rate of growth we can
group years as follows, the growth rate of the public sector first and of
the private sector second:

High-low 1960, 1964, 1968
Low-high 1962 (8-9) 1965, 1971
High-high 1961, 1963, 1969, 1973
Low-low 1966, 1967 1970, 1972

If we take the direction of change of the growth rate the pattern
Is different but no more systematic. Again putting the public sector
first, we have:

Rise-fall 1963, 1964, 1968, 1972
Fall-rise 1961, 1965, 1969, 1971
Rise-rise 1967, 1973

Fall-fall 1962, 1966, 1970

In eight years out of fourteen the growth of both public and private
investment was either above or below average at the same time, and
In five out of thirteen both growth rates were changing in the same dir-
ection. It seems to be a matter of pure chance whether public invest-
ment counteracts or aggravates changes in demand arising from
changes in private investment.
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CHART 5.1

Public sector and private sector investment: annual percentage changes
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Turning to our periods of high inflation, 1962 saw & fall in both TABLE 5.5
public and private investment from the high growth rates of the pre- l

vious year, but private investment was still growing at a rate of over Gross fixed capital tormation :lt.:: '::su e prices: annual percentage
20%, and the growth in the public sector was only just below average :
at 8:9%. In 1964 the growth of Private investment had fallen sharply Other Other |
from the previous year, but public investment had risen slightly. building | Transport |Agriculturall machinery !
The private sector growth rate was below average, but this was more Dwellings | Roads | and con- | equipment | machinery |  and .
than offset by the public sector and total growth was well above struction e
average. Value in
The picture was similar in 1968 though all the growth rates were ha?;ggaf 11-6 4-4 26-8 141 51 18-0
rather higher; in 1969, there was a slight fall in the public sector 20 +4-4
growth rate but a large rise in that of the private sector, and both were 1959 e +4.:F; +?3<3> :;’:g —72-0 +19-7
well above average. Finally, in 1973 both rates rose sharply and, again, :gg? +l;:g +;g:o +J1ro.1 +28-1 +34-1 +23-1
were well above average. 1962 +14-1 —48 | +209 —55 —51 | +206
1963 +13:0 +3-3 +15:0 +1-7 +16-1 +19-56
The composition of Investment 1964 +24°6 +48 ”2'2 I:g.g +;:; +J1rg:g
It would be desirable to know more about the timing of different :ggg +3(8)'§ —;g +“:g'4 —108 11 o2
kinds of investment, especially in the private sector, but only very 1967 +17-6 —57 +37 +3:4 - ¥
limited Information is available. Table 5.5 shows the six categories into 1968 +55 —61 16 +143 Jﬂg I;;g
Which fixed capital formation is divided in the national income 1369 +48 _1:3 i? :g i?;g +——8~4 +11-1
accounts. The categories have changed significantly in relative impor- :g:’,? Jgg :;-7 +5-1 +17-5 —211 —17
tance with housing and "other machinery and equipment” increasing 1972 +20-8 —91 +14 —31-0 +33:9 ¥79
their share substantially at the expense of roads, transport equipment
and agricultural machinery. Percentage shares of total fixed capital Source: “"National Income and Expenditure, 1972", Table A14 and corresponding

formation (at current prices) in 1958 and 1972 were: tables for earlier years.

rapidly in the early '60s with growth rates of over 10% in each of the

1958 1972 years 1961/65 and over 20% in 1962; since then growth rates ha;fe
. i . Transport equ

Dwellings 146 23-0 been much lower, apart from one of 11-6% in -1968 b c':aft w?ﬂcg‘

Roads 55 21 ment is strongly influenced by purchases of shl;?s and air '

Other building and construction 335 3341 by their nature, are large and occasional. The senes.thus shows violent

Transport equipment 176 107 fluctuations that are not closely linked with changes in the general level

gg"cu"ura"macmnew i o4 43 of activity. Other machinery and equipment, composed largely of in-

ther machinery and equipment 226 26-7 dustrial plant, shows the strongest rise, apart from housmg. over the

Of the four major categories, dwellings have shown the highest rate period as a whole, but with strong cyclical fluctuations. Tl:e:(e)wwsr::
of growth over the period as a whole, with major increases in 1962/65, high growth rates in 1960/63 and in 1968/70, but a surprisingly

1967 and 1971/72. Other building and construction expanded very in 1964.
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The only category for which it is possible to separate (approxi
mately) the public and private sectors is housing, and this is ch))Fr: X
Tat_)le 5.6. The initial stimulus to the upsurge in housebuildin c: o
mainly from_ the public sector, whose share of the tota| rosge frchn ;
under 20% in the early '60s to one third in 1968, Since 1969, howe Y
the growth of public sector expenditure in real terms has b'een m:z:l'

slower (with an absolute decline i
n 1969/70) and the mai
come from the private sector. el {mpetus has

tI)r?vestmemt in stockbuilding, as distinct from stock appreciation is
Subject to large fluctuations in most economies and often plays a s'ub-

TABLE 5.6
Investment in housing (current prices)
tha_il Local authorities (a) Other
£ million £ million £ million
1958 116
1960 146 26 (119" 20
. Qa 7'8) .
:gg; 161 29 (18-0) :gg
1o 19-0 36 (18-4) 155
1o 234 4-3 (18-4) 191
o 316 6-4 (20-3) 251
1oee 40-5 95 (23-3) 310
1oe8 376 111 (29-6) 26-4
bed 46-2 14-2 (30-7) 320
1oe8 50-1 16-7 (33-3) 334
1960 67-2 19-0 (33-2) 38-2
1o 61-7 17-0 (27-6) 44-7
o 83-6 20-2 (24-2) 63-4
1120 244 (21-8) 876

(a) Adju.sted to calendar years as in Table 54,
gb) Publl;:‘ sector as percentage of total in brackets.
ource: “National Income and Expenditure”, Tabl
ponding tables for earfier years. - Teblos A13 and A21, and corres-
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Personal consumption

As already noted, personal consumption, in real terms, has shown a
strong upward trend over the period as a whole, and the most rapid
expansion occurred in years of high inflation. This raises the question
of whether consumers played an independent rdle in initiating in-
creases in demand, or whether their increased spending was simply
the result of higher incomes generated by increases in investment and
in public expenditure. The question can be answered by reference to
the ratio of saving to disposable income (i.e. total personal income
after tax), generally called the ‘‘savings ratio”.

It is conceivable, if unlikely, that consumers might decide to spend
more out of a given income, either because they became less thrifty
or because of the increased provision by the state against the various
kinds of "rainy day” for which people are proverbially supposed to
save. If this happened, it should show up in a reduction of the savings
ratio; though the ratio may also be affected by other things, e.g.
changes in taxation and In the availability of consumer credit.

The savings ratio is shown in column 6 of Table 5.7. Two warnings
need to be given about its use. First, in lreland as in most other
countries estimates of personal saving are derived as the residual
between estimates of total personal income and of total personal
expenditure; the savings estimate is, therefore, subject to wider mar-
gins of error than most national income statistics. Secondly, the esti-
mate Includes stock appreciation and there is no independent estimate
of the amount of stock appreciation incurred by persons. However,
virtually the whole of agriculture is in the personal sector, and changes
in the value of farm stock can be very large. Incidentally this probably
explains the otherwise hardly credible jump in the ratio in 1972,
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TABLE 5.7

Saving and investment
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1973 (p)

equal to gross physical

less stock appreciation, I is identically

of columns 1-3 plus depreciation

rseas disinvestment.

fa) Column 4 is the sum

capital formation less ove

(b) Provisional.
Source: National Income

and Outlook for 1974”,

, Table A10 and cofresponding tables for earlier years. “Review of 1973

and Expenditure, 1972

Even ignoring the freak 1972 figure, the ratio shows a strong upward
trend through the period 1958/72. Of the years of high inflation, there
was a small fall in the ratio in 1962, a sharp rise in 1964; and a modest
rise in 1968/69. The 1973 figure is not yet available. This does not
look as if changes in consumer’s behaviour played an active réle in
initiating excess demand, but one qualification needs to be made.
Stock appreciation is, inevitably, larger in periods of rapidly rising
prices. If it were possible to allow for this we should undoubtedly have
a larger fall in the ratio for 1962 and a smaller rise in 1964, while the
modest rise of 1968/69 could well be turned into a fall.

Saving and Investment

There is very little reliable information on the relationship between
saving snd investment in different sectors, but that which can be
gleaned from the national income accounts is shown in Table 5.7. The
most striking feature of the table is the very high ratio of personal
saving to the total. From 1960 to 1971 this varied between 60% and
73%, while in the exceptional circumstances of 1972 it rose to nearly
80%. Public authorities’ saving was never as much as 20% of the
total and, for a large part of the period it was trifling or even negative.
This figure does not include savings by the state bodies (which appear
to be included in the company sector) and is net of depreciation.

Because of the impossibility of obtaining separate figures for the
state bodies, and of apportioning depreciation between sectors, it is
impossible to give any very reliable picture of the extent to which each
sector's investment exceeded its savings. It is clear, however, that
both the public sector and private industry have consistently been
heavy borrowers from the personal sector and, in most years, from

overseas.

It also appears that during years of high inflation, the growth ot
investment very substantially outran the growth of savings in both the
public and the private industrial sectors, though this conclusion might
be modified if separate figures for state enterprises were available.
The following figures compare the increase over the previous year In
public authority saving with that in their own gross fixed capital for-
mation and with the public sector capital programme.
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£ million current prices

summarised in Table 5.8. They should be treated with caution, as they

Increase in involve a combination of series from the national income accounts
Yoar Public authorities, Publlic authorities, Public sector and from the capital budget, but they shouild be accurate enough
saving capital formation capital programme to show the general trend.

1962
1964 _? 3; 17'2 Central government borrowing less redemptions rose threefold
:ggg 2 5.7 4gj§ from £40 million to £120 million between 1966/7 and 1972/3. Local
0 12:8 32:5 authorities, which had made small net repayments of private sector
A simil . finance in earlier years, borrowed substantially in 1971/2 and 1972/3,
flar comparison of company saving with private investment and there has also been a strong upward trend in borrowings by state

(total physical capital formation less the
gramme) is as follows:

bodies. As a result, total public sector borrowing rose some three and
a half times from £51 million in 1966/7 to £176 million in 1972/3.
Budget estimates indicate further big rises to about £225 million in
£ million current prices 1973/4 and £340 million in 1974/5. This increase in public sector

public sector capital pro-

Increase in borrowing has not been accompanied by anything like an equivalent
v increase in sales of securities to domestic non-bank holders, so that an
ear Company | Private increasing proportion of borrowing has been met from the banks and
saving investment prices from overseas.? This is discussed further in the next section.
1962 -1
156-3
1964 0 141 TABLE 5.8
1968 9 276
1969 4 63-8 Estimated net borrowing by the public sector
As alrea : £ million
of rapidly dr)ils?:: v;:\'/z:n?;rsﬁ: rapid price increases were aiso years Central (a) | Local (b) State (c)
negative rbwth f jont. Ahey were also years of low, or even Financial year government | authorities bodies Total
soct g Of savings (where figures are available) in both
ectors except for companies in 1968. By this test it appears that both 1966/67 40-6 —03 108 51-0
sectors must have contributed to the generation of excess demand 1967/68 493 - 7 o
tt:;g:?et:i ':h‘S impossible, on the evidence available, to say which con- :gggﬁg ?7;’ _(7)2 132(3) 123:;{,
! e more.
1970/ 84-5 —0-8 391 1228
1971/72 93-0 7-3 343 1346
Public sector borrowing 1972/73 120-4 10-0 456 1760
There are difficult statistical problems in trying to construct a series Sources: (a) “National Income and -Expenditure, 1972”, Table A15. Item 135,

“Borrowing” less item 147 ““Redemption of securities”.
(b) “National Income and Expenditure, 1977, Table A16, item 165,
“other loans received and miscellaneous borrowing”.

for the total net borrowing of the public sector, since gross figures

have to be adjusted for debt re
/ payment and for intra-secto -
actions between the central government, 3 st

local authorities and stat . i
i - (c) Budget document, 1974/75, page 83, “External borrowing by
s
ponsored bodies. The best estimates we have been able to make are state bodies and telephone capital” with cormresponding item for
94 earlier years.
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Concluslons

There has been a very strong upward trend since the late 1950s
in public authorities’ current spending on goods and services, in
transfer payments, and in capital information, both public and private.
All of these have exerted an expansionary influence on demand, There
has also been a tendency for the growth of capital formation to run
ahead of the domestic savings available to finance it, and this has
been associated with a rising current account balance-of-payments
deficit and increased borrowing from abroad.

inflation than at other times. Public consumption rose only modestly
in 1962 but strongly in 1964/65, 1968/69 and 1972/73. Public and
private fixed investment, together showed big increases in all these
periods, while stockbuilding made a modest contribution to the expan-
sion of demand in 1972 and a substantial one in each of the other
periods. Personal consumption also showed a strong tendency to rise
in years of high inflation, but so did savings; this suggests that the
rise in consumption was not due to any independent change in con-
sumers’ behaviour but was simply the result of higher incomes gen-
erated by rising public consumption and capital formation, Neither
public sector current spending nor the capital programme operated to
offset, in any systematic way, increases in demand originating in the
private sector; on the contrary, the general tendency was for the two

to reinforce one another in expanding demand during years of high
inflation.

These tendencies have been stronger during our periods of high

SECTION V: REFERENCES

1. For a full discussion see Louden Ryan, “Fiscal Policy and Demand Management
in Ireland 1960-1970" in /reland: Some Problems of a Developing Economy,
ed. A. A. Tait and J. A. Bristow.

2. J. H. Doherty and J. P. O’Neill, “Recent Trends in Public Finance”. Central Bank
of Ireland, Annual Report, 1972-3.

SECTION VI
EXCESS DEMAND 3. MONETARY INFLUENCES

The demand for money and the Central Bank

Those who doubt the effectiveness of monetary policy ip a 'small
open economy may do so for one or both of t\{vo reasons. First it ggn
be argued that the demand for money funct.ion is unstablg, so that it is
impossible to predict the effect of any given change in thq rpone?y
supply, or that it is highly interest elastic so that a_large varlatlpn in
the money stock will be offset by a large change in the Yelocnty gf
circulation with little effect on interest rates, income or prices. This
matter has been discussed in Section Il. The evidence for the UK and
the USA now leaves little doubt of the existence of g stable demand
function of low interest elasticity. Convincing empin‘cal work. needs
quarterly statistics of money stock, national income, pnces and interest
rates. Quarterly national income series are not available for Irgland,
and there is only limited information about in-tere.st rates. It is not
surprising, therefore, that the little work of this kind that has been
attempted on Ireland has been inconclusive.!

The Central Bank appears to be acting on the assumptipn that |t‘|s
facing a stable demand function with low interest elasticity smc.e its
model of income determination relies crucially on these gssumptlons,
and yet is described by its author as “especially useful in monetary-

policy formation”?

Secondly, it may be argued that, whatever the form of the demand
function, the supply of money is outside the cor?trol of the cfentral
bank of a small open economy, so that institution is powerlesg in any
case. Thom,® following an early article by Mundell,* takes the view that
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in Ireland it is not th i
€ quantity of money bu [
that are éxogenous, and that rate reat in reland s o rerest

not by the Central Bank of Ireland

. It can create ejther
excess supply; this excess then affects
$ to changes in prices or real output or

excess demand for money or

spending decisions and lead
both,

A c L . .
e 'ri:rrlc_)rlrl]z:)rny of this view is that, if the Central Bank tried to cnange
ey stock, e.g. through open market operations, this woug:d

ha i

thepp;zr:ﬂ::fquuc!(ly that there would be no significant effect either on

o m Ic price level or on the volume of real output. Hence, the
gue, the central bank s powerless either to initiate or ’offse)t’

Empiri )
e ap:glf\e:)lt t:jzl c:)f' th.ese theories are difficult and require statistics
oomer oy insmat.e lr.l lrelanq. lt'seems intuitively obvious that the
st b inst uNlon in the situation of the Central Bank of Ireland
Countring i ari.s‘e favenheless, Yve know that differences between
orowth of tr oS In respect of lnt.erest rates, real growth rates, the
Sorsist for e ey stoc.k and inf'latlon, and that these differences can
DK o ?JSAcz:lnt periods of time. Moreover, empirical work in the
adiustmont o as .shoyvn that considerable time lags in portfolio

Xist even in highly sophisticated capital markets. The ex-

treme view of the im
potence of ¢
plausible. entral banks does not, therefore, seem

This i .
“mitr:tsiols thg vllew of thg Central Bank of Ireland. It recognises the
ns within which it works in stating that, given free capital

move i
ments and a fixed exchange rate between the Irish pound and
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the pound sterling, "It is not possible for interest rates in this country
to be significantly lower for any extended period than those obtaining
in Britain.” Nevertheless, it is stated that, "It has been possible for a
margin to exist between interest rates here and in Britain, and in par-
ticular for rates here to be moderately lower than those prevailing else-
where . . .” The same article goes on to say that these lower rates
have “generally been appropriate in view of the developmental needs
of the economy”.® This latter statement will be questioned later in the
section. It is right, however, for the Bank to frame its policies on the
assumption that it has some power, even though a limited one, to
influence the Irish money stock and, hence, the rate of inflation.

This seems wise not only because the assumptions involved are
intuitively plausible, but also on “safety-first” grounds. If the Bank
follows policies that would have been anti-inflationary if it had any
power and then it turns out to have no power at least no harm will have
been done. If it follows inflationary policies or no policies at all in the
belief that it has no power and it then turns out that it has some after
all, it will either have generated inflation or at least permitted inflation

that it might have checked.

The growth of the money supply

Tables 6.1 and 6.2 show the growth of the money supply according
to three definitions. The first column comprises notes and coin held
outside the banking system together with current account deposits in
Associated Banks; the second column includes time deposits with
Associated Banks, and the third also includes deposits with non-
associated banks. The last series is available only from 1966, before
which the activities of non-associated banks were unimportant.

It will be noted that during all our years of high inflation there was a
substantial increase in the money supply on all definitions. However,
when we look at the relationship between the money stock and national
income (Table 6.2) the picture is rather different. Over the period as a
whole neither kind of money kept pace with the combined increase in
real output and in prices, so there was a downward trend in all the
ratios; this was particularly apparent after 1966 for narrowly defined
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TABLE 6.1 TABLE 6.2

domestic product
The money stock: annual averages Money stock as percentage of gross

Column 1: Currency plus urr i ] . initi i
¥ Plus current accounts with Associated Banks Columns correspond to definitions in Table 6.1.
Column 2: Column 1 plus deposit accounts with Associated Banks.

3
Column 3: Column 2 plus accounts with Non-associated banks. Year 1 2
e oo -
1 2 3(a) 1954 322 67-9 —
Year | — —_— —_— 1955 32:2 66-0 —_—
£ mitlion |9 increase | £ million % increase | £ million % increase 1956 317 66-4 —
_ _— 1957 321 67-0 —
1953 151-6 — 3313 — — 1958 320 633 —
1954 1603 57 3486 — — 1959 302 627 —
1955 169-2 55 356-8 2:3 — — 1960 30-4 61-7 —
1956 168:0 | —07 35011 | 1.9 — — 1961 300 61-4 —
! 1957 176-2 4.9 364-2 42 — — 1962 299 60-9 —
, 1958 181-7 31 3806 | 45 — — 1963 305 57-7 —
‘ 1959 183-3 0-9 384-4 10 — — 1964 304 57.7 —
1960 195.0 6-4 4025 4.7 — — 1965 301 58.7 63-0
1961 207-6 65 4265 60 — — 1966 307 58-2 63-2
1962 2235 77 459-2 77 — — 1967 293 589 64-8
1963 2453 98 489-4 66 — — 1968 281 578 646
1964 2783 135 528-1 7-9 — — 1969 26-2 8D BD
1965 292.9 5-2 561-8 6-4 — — 1970 BD 522 60-5
1966 3157 78 604-4 7-6 648-6 — 1971 214 482 566
1967 329-7 4-4 653-6 81 7105 95 1972 20-4 466 57-7
1968 356-4 81 746-6 142 820-8 155 1973 191
1959 3836 7-6 8455 132 9453 152
1970¢b) BD BD BD BD BD BD B
197 4003 4-4 975-2 153 | 1,130-8 19-6 iture”
1972 4513 126 1.064-2 91 1.248-7 10-4 Source: Table 6.1 and “National Income and Expenditure”.
1973 5056 120 | 1,2344 16:0 | 1,5278 22:4

i

{a) Figures for non-associated banks not available prior 1o 1966.
(6) BD =bank dispute.

Source: Central Bank of Ireland annual reports, and additional information
supplied by the Bank.
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TABLE 6.5

Money stock in EEC countries: broad definition

End year. Index numbers 1960 =100 and (in brackets) percentage change from previous year.

s | 8
.\_ <
=z F]
o £
[ )
% z Belgium-
§ . Lux. Denmark France Germany Ireland Italy Netherlands UK(a)
s jr 1960 100-0 1000 1000 100-0 100-0 100-0 1000 100-0
- S & ;": > 1961 1101 1095 1167 1215 107-3 1169 1057 1026
g £ o335 (10:1) (9-5) (16-7) (21-5) (7-3) (16:9) 57) (2-6)
: ] . 1962 1182 1185 1380 1249 1161 1380 1158 1053
= | (7-4) (8-2) (18-2) 2'7) (81) (18-0) (9-6) (2-7)
5 | 1963 130-2 1336 156-8 1399 1243 155-9 1266 1161
£ j (10-2) (12:8) (13-6) (12-0) 71) (13-0) (9:3) (1241)
- E ! 1964 140-0 1479 1711 1678 1330 1686 1386 1181
. i (76) (10-6) (91) (12:8) (7-0) 81) (9°5) (6'8)
3 E 1965 156256 1621 1884 178-6 135-7 1956 153-2 1270
@ | (8'9) (9-6) (10-1) (13-2) (2:0) (16-0) (10-5) (7-6)
: ! 1966 1655 182-9 2065 198-2 144-7 2234 164-6 1317
- (8:6) (12:9) 97 (11-0) (6-6) (14-2) (7-4) (3-7)
: 1967 1778 200-9 246-0 2256 1348 254-8 2418 1456
(7-4) (9-8) (191) (13-8) ( —6'8) (14:1) (46-9) (10-5)
1968 194-7 229-9 2765 2625 154-1 285-2 277-2 1673
(9:6) (14-4) (12-4) (16-4) (14:3) (11-9) 14-7) (81)
3 1969 209-6 2531 3158 2941 169-3 3189 308-2 161-8
w a7 (10-1) (14-2) (12:0) (9-9) (11-8) 11-2) (2-8)
B 1970 2268 2611 3376 3275 184-7 3665 3437 177-0
(8-2) (3-2) (69) (11-4) (9-1) (14-9) (11-5) (9-5)
3 1971 256-1 285-8 397-6 377-4 199-7 4265 3924 200-9
i (12:9) (9-4) (17-8) (15-2) (81) (16-4) (14-2) (13:5)
g 1972 297-9 341-7 473-0 4353 2230 627-4 4506 267-3
$ (16:3) (19-6) (19-0) (15-4) 11-7) (23-6) (14:8) (281)
(a) Full figures are not available before end-1962. Figures for 1960-62 are estimates of M3 and should be regarded as
less accurate than the more recent figures. Figures for 1963—69 have been adjusted to take account of 60% of transit items.

Nota: Money stock (broad definition) is the sum of money stock (narrow definition) and quasi-money. For notes on
narrow definition see Table 6.3. Definition of quasi-money for each country is as follows: Balgium-Lux.: Time +foreign
cumrency deposits. Denmark, Garmany, Ireland, France; Time deposits + private sector time deposits with the Treasury.
ltaly: Savings deposits-+foreign currency deposits. Netharlands: Time and savings deposits +foreign currency deposits+
negligible amount of Netherlands Bank foreign currency balances. UK: M3 equal to M1+deposit accounts in sterling
with the banks+ sterling deposits with discount houses +other currency accounts +public sector deposits.
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Source: UK; Bank of England Statistical Abstract 1970, Bank of England Quarterly Bulletin, March 1974. Other countries;
IMF International Financial Statistics, December 1967, March 1974.
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any given rate of inflation depends on the way in which all these other
variabius are changing.

It would be an impossible task t
variables directly, but some progres
movement of interest rates and bank

O assess the effect of all these

S can be made by looking at the
lending.

Interest rates and domestic credit
Since interest rates are subject to fre
account would be long and com
summary view by showing a ny
Inspection of movements withi
reasonably reliable guide to t

quent change, a comprehensive
plex; Table 6.7 therefore gives a very
mber of rates at the end of each year.

n each year indicates that this gives a
he general trend.

The first two columns show the red
of Ireland and the Bank of E
Bank has occasionally been

iscount rates of the Central Bank
ngland. Though the rate of the Central
as high as or higher than that of the
Bank of England, It has gene

rally been rather lower, as indicated by
the Central Bank in the statement quoted at the beginning of this
section.

The second two columns show
Banks and the London Clearin
the London Clearing Banks did

deposit rates of the Associated
g Banks. Until about five years ago
not differentiate between deposits of
different amounts, and they still do not publish the rates they are pre-
pared to bid for larger amount

8; we have, therefore used the Irish
rate for sums under £25,000 (under £5,000 for 1973). This rate was
well below the London one for the whole period except for 1971.

Morsover, during most of the time, it was also below the inflation
rate so that anyone holding a deposit with an Irish bank for a year
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TABLE 6.7

i iated Banks
k discount rates, bank deposit rates, and Associate .
Contral Ban overdraft rates

k Associated Banks’
d :i:gc()r:r:tarz‘:es Deposit rates ordinary overdraft
En )
ot vear ‘ London
! Associated | clearing N coal
Ireland \ UK Banks(a) banks Nominal i
-75 5-65
198 25 175 57
3-50 3-50 1 _ oo
1953 300 3-00 1-00 125 23(5) e
bpes 4-00 4-50 1-50 2:50 o2 bas
Jose 5-00 5-60 1-50 3560 ¢ o2 2
Jo57 600 7-00 2:50 5-00 s 2T
132; 4-25 4-00 1-00 288 o o7
1959 4.25 400 | 1.00 2 04 o b
960 463 5-00 1-50 3~00 ‘ o s
11961 5-06 600 2:00 3(5)0 S 2
1962 3-86 4-50 125 2o } ed e
1963 3-98 4-00 1-00 ] o S e
1964 6-81 7-00 2-50 5-0(6) } o4 2
1965 5-88 6-00 250 4-00 | P o
1966 6-8B 7-00 3-60 50 o s
1967 7-78 8-00 4:25 683 v P
1968 717 7-00 3-60 200 o2 e
1969 825 8-00 460 % oon i
hen v &0 300 2150 7-26/ | -0-85/
1971 4-81 5-00 3-00 o -
. -50 7-50/ | —3:90/
1972 800 9-00 4-00 4 o 0 40
. -6/
: 9-50 125/ —4
1973 1275 13-00 800 o o o
- 9:50 1175/
1974 12-00 11:50 8-00 00

Source: UK: Bank of England Quarterly Bulletin. Irelanﬁdzzslg(f)cg:\::;lorg;g;a)lh;:ﬂ
by Centrai Bank. Irish deposit rates are for sums of less :,?a:e, by, O 0% aod
it is for less than £5,000. Rates for Iafger sums wg‘;e'atgy
1-:50% up to 1973, when the gap widened conside .
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of oth
er countries, especially the UK. This Is part of th
cussed in Section Vijj. °

high interest rates both to encourage saving and to deter borrowing
for less essential purposes. The policy of keeping rates relatively low
probably contributed to the generation of excess demand and inflation,
and hence its ultimate effect may well have been to hinder rather
than help the investment programme.

The low level of real interest rates has contributed to the strong
demands on the banks for. finance both from the public and the private
sectors.

The public sector has failed to generate a demand for its securities
from non-bank sources to match the big rise in its borrowing that was
described in Section V. Receipts from small savings, shown in Table
6.8, have been particularly disappointing. There was a brief spurt in
1972 but, apart from this, there has been no upward trend at all, and
new lodgements In 1973 were actually smaller than in 1967. Increases
in non-bank holdings of marketable securities have also been modest
and, as a result, credit extended by the banking sector rose almost
fourfold between 1966 and 1973.

TABLE 6.8

Net receipts from smail savings

£ million
National
Year Savings Savings instalment Total
banks certificates (a){ saving (b)
1965 —0-2 1-2 —
1966 -19 4-2 —
1967 27 1-8 —
1968 —-1-2 03 —
1969 6-3 —2:2 —
1970 8D —2-2 08
197 8D 07 50
1972 9-3 01 46
1973 5-8 -36 25

(a) Year ended 31 March following that indicated.

(h) Scheme started, September 1970.
Source: Central Bank of Ireland, Annual Report, 1974.
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TABLE 6.9
was also a strong demand for credit
m the private sector. Total credi

Domestic Credit
P contrast between

- In . A TTrem rm-E e mames
f credit were minimal: i

Governiment Non-Government Total
. T T % . %
Y tm in?rease £m increase £m \ncrease
car
5 - 1561 -
Conclusions 1953 175 o e 97 123);:2 :ég
The power of the Centraj Bank of lreland to Pursue an independent :ggg | 339 480 1687 1:)12 2043 0-8
monetary policy is limited but it is not insignificant and should not be 1956 345 17 :s’g:g 39 2106 3:3
ignored. The Bank cannot be accused of actively causing inflation by 1957 34-0 1‘; 1810 25 2078 A;_5
generating increases in the money supply. It hasg, however, used its 1958 35“3 ,773234 1989 99 ﬁgég 67
influence to keep interest rates in Ireland generally a little below 1959 1‘;:6 -125 2166 B'_g 2525 69
those of the UK and this has probably contributed to the generation :gg? 25-3 291 2212 3,2 277-4 9-9
of excess demand. It hag Permitted substantial increases in the money 1962 29-4 162 i‘égg 7.3 304-9 133
stock at times of rapidiy rising prices, and it has faileq to prevent 1963 387 3113 3067 15-2 347-3 108
rising prices from depressing real interest rates and so generating 1964 40-5 103-4 3092 o8 3743
further inflation; in both these réspects, however, it has probably been 1965 82:6 4938 -
severely constrained by international forces Finally, it has permitted 1966 1140 — 3:2:2 ;3 5424 9‘2
conditions in which the banks could make large extensions of domestic 1967 1272 158 4976 198 6531 5(2)17
credit both to the public and private Sectors at times when the 1968 1555 22:(2) 602-4 121 801-4 e
économy appears to have been suffering from excess demand. Mone- 1969 1990 328 BD BD 1 (?1%1 26-6
tary influences have Played a passive rather than an active réle but, 1970 2:390 422 732:3 1;:; 12961 27.7
as in many other countries the demands of the public sector and the 13312 317-4 216 978:; 32_9 1:624~9 254
desire not to impede investment and economic growth have prevented 1973 4222 330 | 1,202
Mmonetary policy from imposing any effective brake on inflation.

3 redit includes Centra ank.
ciated banks Government credit includ Central B
associated
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SECTION Vi
DOMESTIC COST-PUSH THEORIES

Input-output analysis of prices

Cost-push theories of inflation have come to be very widely accepted
in Ireland, as in England, and some students of the problem have used
input-output analysis to estimate the precise contribution to price
increases of different categories of inputs. The Central Bank's estim-
ates for 1969 to 1973 are shown in Table 7.1. The Bank goes on
to comment on the large contribution of import prices in 1973 and
expects a return to a more normal pattern in the future, "with employee
incomes, the ‘profit and other incomes' element and the indirect tax
items accounting between them for about two thirds of the rise of con-
sumer prices”. It adds the highly significant comment that, “the poten-
tial for control of price inflation by appropriate domestic decisions and
policies is greatly enhanced”.!

The Department of Finance has subsequently published an input-
output estimate giving slightly different figures for 1973 and estimating
an even bigger 'contribution” from import prices (59%) in 1974. This
is accompanied by the comment “Our inflation has two sources, one
imported, the other home-made.’”” The Department of Finance indicates
that *‘the relative importance of both has changed radically over the last
few years and higher import prices now account for almost 60% of the
price increases we are encountering.”?

There are many difficulties, both technical and conceptual about
using this type of model. At the technical level there is the fact that the
latest available input-output table refers to 1968, the sketchy nature of
the information available on some input prices, and the difficulties that
arise in dealing with productivity changes.? There are also at least four
much more fundamental criticisms.
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vFlrst. the model 1s entirely “cost-push”’
pn.ces are determined exogenously and tha.t
gdjustment for productivity changes. Furthe
IS no reaction to changes in relative pricer
attempt to substitute cheaper tor dearer in
turn from goods that have risen steepl
steeply in price. P

It assumes that all input
all are passed on, with an
more, it assumes that there
s—that producers make no
puts and consumers do not
0 those that have risen less

TABLE 7.1
o Sources of Increase in Consumer Prices
Percentage contribution to consumer
Cost itorms price increases
B 1969 | 1970 | 1971 | 1972 1973
Import prices 15 F
Emgloyae incomes P e It 2
Agrtf:ulxural incomes 32 - % " %
Pn.:)fns, professional earnings and other 2 2 B °
incomes

Indi_rect taxes less, subsidies 55 ; e e o
Residual itemn g % e " °

— 8 15 -2 —
Total
h 100 100 100 100 100

S : ank of frefland
ource: Central Bank of Irefand, Quarterly Bulletin, 1974. No.1 page 22

Seco i
ndly, profits are treated as an input like any other with the

implied assumption that
. producers have mono
" . rod poly pow
tou:; (:]fml;evel of their profit in the same way as u)r:igns ::ea:: oo
o rerm nzf wages. ‘Sectl‘on l.l has indicated some of the diﬁ‘i):tﬁtsied
e toyacc::::ipftmg: this view of union behaviour: it is even mo?:
it for firms as a whole, even th '

e . , ough a few large
Vie‘)’/v . j:ryo f(ior!slderable‘monopoly power. The implausibilitygofo?hei,:
o oL E T;bs;elit:lssvhelghtened by their highly volatile movement as
s -1. We are asked to believe, for ex

" : H ’ 8m ‘
caused” 25% of the rise in prices in 1969 and —1% inp:g}(;hat profts

| -
ly, the del a Ty in

Th rd model t kes a ve "“"ted view of the |6le of ter

national ir Iﬂllel 1ces. T hese ir fluer ICes are assumed to oper ate Only
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through import prices and, as already noted, it is assumed that all
import prices are fully passed on, and that when import prices rise
relatively to domestic prices there is no switching between imports and

domestic goods.

Finally, though the model may tell us something about the proximate
reasons of price movements for final products and may therefore be
useful in short-term forecasting, it can tell us nothing of the funda-
mental nature of the inflationary process itself since, as already noted,
all input prices are taken as exogenous. The rise in final product prices
is simply a weighted average of the rises in input prices, and all the
input-output analysis does is to determine the weights.

Input-output estimates have been very widely quoted in official
sources and elsewhere, without any acknowledgment of these limita-
tions and often with positive statements such as those quoted, imputing
causal relationships. We believe that this is fostering a great deal of
misunderstanding, and that it should be made quite clear that analysis
of this kind can tell us nothing at all about the real causes of inflation.

The rest of this section is, therefore, concerned with the more fun-
damental problem of choice between the explanations of the nature of
the inflationary process discussed in Section ll. The lrish evidence will
be considered from the point of view of how far it supports the cost-
push view of the inflationary process, rather than trying to determine
the quantitative contribution of ditferent factors to any particular price

rise.

Unlon militancy

The simplest version of domestic cost-push is that it is caused by
trade-union militancy, and that this can be “proxied” by the proportion
of the labour-force in unions, by the number of strikes or by the num-
ber of working days lost by industrial action. Statistics of union mem-
bership, number of disputes and number of days lost are all available
for Ireland and are shown in Table 7.2, while Chart 7.1 shows the
relationship between the rate of increase of money earnings and:—

(a) the number of disputes and

(b) the number of days lost.
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: i CHART 7.1
it is clear that there are some teatures of the record that are con- ! . d (a) disputes begun (b) days lost 1354-1973
sistent with the militancy hypothesis, though the support is by no E Changes in hourly earnings an
Means complete. Trade unionism has been growing both in numbers 200 _
and in the proportion of members to the total tabour force Moreover, ) 58
this growth, like inflation, was going on at an increasing rate during (a
the 1960s. However, much of the growth of unionism was due to an
extension into fields not Previousiy covered, notably white-coliar wor-
kers, rather than to increasing strength in traditionai areas. This can IS0} 7 %
be seen in Tabie 7.3 which shows the number and Proportion of union o fo b eh
members in different types of activity from 1950 to 197¢. in the five “
®
TABLE 7.2 1001 s o
Trade Union Membership, Number of Disputes begun and working days S obS obr
Lost ¥
-_— - £ S o83 g .
. . 2 . o
Union Members Disputes begun Days lost 5 o5 ’
Year ‘000 ‘000 g S0 . ® *0
— -] s
1953 75 820 B
1954 81 66-7 2 N
1955 3105 96 236-3 E ¢ i
1966 67 481 z 3 o T3 20
1957 45 920 0 i ings
1958 51 1261 Percentage change in hourly earning
1959 68 1245 30
1960 3186 49 803 (1% ]
1961 96 3773 (b) 900
1962 60 104-0 5
f 1963 70 2336 obb
1964 87 545-4
1965 3571 89 632-4
1966 112 7836
1967 79 1826 600 oo
1968 126 405-7 5 s
1969 134 935-9 §
1970 398-8 134 1,007-7 : %
1971 133 2738 8 o
1972 131 2070 » 3000 iU
1973 182 206-7 3 o3 o886 o o1
B “
- Y
Source: B. Hillery, Management, April 1974 (col. 1.) Iish Statistical Bulletin, : o o b .
Marchissue (Cols. 2 & 3.) g ‘S , o5 N ) 20
116 z 0 S 10 15
Percentage change in hourly earnings
17
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TABLE 7.3

Trade Union Membership by type of Union

(Percentages of total in brackets)
—_— ™

Year General White- Collar Craft Other Total
1950 163,038 48,673 26,481 N 47,061 - " —
5 | 15se | Saom | ey | 09 | 0o
T I I I R oo
we | ot || | G |
N I I T T O o
et | aren | (85 | qis | e

Source: B. Hillery Management Apnt 1974.

years from 1965 to 1970 nearly half the inc
came from white-collar workers whose
lhr.ee times as fast as those of any
évidence that these workers played a
earnings during the period.

. rease in union membership
unions were growing more than
other group, yet there is little
leading réle in the upsurge of

s"'il;(he sc.:a.ner, diagrams” in Qhan 7.1 indicate an association between
o ae activity and the rate of increase of money earnings, though it is
. very .slronngne.. and the pattern is very different according to
Morec:lr sl'rrl‘l;e achvl.ty'ls measured by number of strikes or days lost.
o per::d Th:sizﬁ:i:;c:nofe;:?: to bt;e less close In the Iatter part of
R 68 begun was very similar i

'hi years 1968/72, yet the increase in earnings anedni:olr: :gf’:/? toc:
19%. The r}umber of days iost rose sharply from 1967 to 1970 and th

fell dramatically; the record Increase of 21% in earnings In 1973 o
achleved with the smallest number of lost days since 1967 mes

Although bc?liev?rs In the miiitancy hypothesis can claim some
Isupport. even if It is nc'n very strong, from the evidence, that evidence
8 equally consistent with other and very different hypotheses. it could
be argued, for example, that disputes are a part of the process‘wher l:)
unions secure increases in pay but that the motive is not a mili:;n)tl
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desire to increase earnings but a defensive desire to maintain a given
rate of growth of real earnings in face of rising prices. In support of
such a view it could be pointed out that years that show a large rise
in the number of disputes either coincide with or follow immediately
after years in which the rate of growth of real earnings (Table 7.4)
was well below average.

"Wage rounds” and national agreements

In looking rather more generally at the cost-push view of wages and
prices, we need to say something of the “wage round” process. The
wages of any particular group are negotiated by the appropriate
union or unions with the employer or employers’ organisation. in 1957
(6th round), 1964 (Sth round), 1970 (13th round), 1972 (14th round),
and 1974 (15th round) there were joint agreements between the
representative bodies of unions and employers' organisations setting
figures within which these Individual negotiations should take place.
in 1966 a joint conference failed to reach agreement and the Irish
Congress of Trade Unions (ICTU) recommended its members not to
seek rises of more than £1-00 a week, a recommendation that was
subsequently embodied In "guidelines’ published by the Labour Court
(10th round). In the rest of the period since 1953 there have been no
national agreements, but groups of settlements occurring within a
short time have become generally accepted as a "round”. As a result
it is not always possible to define the duration of a “round” very
precisely. The dates shown on Chart 7.2 are derived from the account
given in the ICTU’s "Trade Union Information”.

National agreements are concerned principally with basic wage
rates, though recent ones have extended the coverage by laying down
guidelines for productivity agreements. Changes in earnings also
refiect other factors some of which are governed by individuai agree-
ments and some, e.g. the amount of overtime or short-time are deter-
mined by market forces. Agreements also cover hours of work and
other matters including conditions, holidays and “fringe benefits”
which are not reflected In earnings but which affect labour costs.
Changes in hours are taken Into account In calculating the hourly earn-
ings index of Table 7.4, but there Is not enough Information about other
conditions and benefits to provide an Index of total labour costs.
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TABLE 7.4

Index Numbers of Wage Rates and Earnings

Hourly wage Hourly “Wage-drift"
rates(a) earnings(b) (Col. 4—
. . " Co,l‘; 2) Real
ear Index Change Index | Chan, i ‘ chass
(1) 2) 3) (4)ge DO(lg;s % change

19563 100-0 — 100-0
:32‘51 100-3 03 !1029 29 26 ——-

100-4 01 1086 66 54 2e
1956 108-4 80 11147 5-6 - 2
:32; 110-8 22 (1177 2:6 *(2): :"3
1528 :;g; 17 11236 50 33 0‘2
Toos 36 [1278 34 -0 .

1244 67 11372 7-4 0-7 7o
:gg; 126-4 16 [1469 71 56 “
1o ;l:gg 150 (1653 12-6 —2-5 ;g
1o 15 (1713 3-6 21 11

166-8 1311 /1909 11-2 —-19
:323 169-9 19 11987 41 2-2 o0
1o58 1733 2:0 2206 11-0 9-0 “(8) 0
Toor :91 -0 10-2 [2314 4-9 -5-3 1 2
Toes 2$2)1712 32 2648 10-0 68 6-0
1o 1211 (3035 19-2 71 1
! 252-9 144 {3396 11-9 -26 o

971 298-2 179 13903 14-9 oo

1972 326-8 93 14460 143 *g 0 4
1973 363-1 116 |450-4 21-2 92 1(5);

1974 | 4616 | 242

;;j :":"'3 to early months of years specified
ofers to figures f ; X

() June, or October till 1968 and September thereafter.
Source: "Statistics of W. i

Builetin, ages, Earnings and Hours of Work;” Irish Statistical

ea;fnaI:Ie 7.t4 shows Index numbers of hourly wage rates and hourly
3:,. ogether with annyal percentage changes. Unfortunate'ly
these series are available only at annual Intervals. The earnings séries
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relates to a week in September (October till 1968) and has been
adjusted to an hourly basis by dividing by an index of hours worked.
The wage rates series is described as referring to "the early months’
of each year. This difference in timing together with the ambiguities
over the duration of wage rounds already noted, makes comparisons

difficult.

The two index numbers are shown, together with the wage rounds
on Chart 7.2; this is drawn with a logarithmic vertical scale so that a
constant rate of increase would appear as a straight line. A number of
features stand out very clearly. There is a strong upward trend in
both series throughout the period, and this becomes markedly steeper
after the end of 1967. From 1968 onwards the wage rounds tend to
merge into one another instead of being separated by an interval
during which there was little change in rates, and wage adjustment
becomes more nearly a continuous process. The rise in earnings is
on average, considerably greater than that in basic wage rates; this
is explained in part but only in very small part, by the fact that the
earnings figures refer to a period seven or eight months later than

those for wages.

Over the period as a whole, wages rose by 263% and earnings by
440%, but the relationship between the two series varied considerably
from year to year. In seven years, wage rates actually rose more than
earnings, but these were all either wage round years or years in which
the wage rates index was strongly influenced by a wage round falling
in the previous year. By contrast, the earnings index is much less

strongly influenced by wage rounds.

These observations throw some light on the cost-push relationship.
The strong tendency for earnings to rise faster than wages overall
favours, for reasons explained in Section Ill, the excess demand
hypothesis. The fact that earnings rise at a relatively even pace while
wage rates reflect the bargaining “rounds” also suggests that the
particular way in which wage bargaining Is organised in Ireland has
little effect on actual labour costs. It tends to concentrate changes in
wage rates at cerlain times, but this is largely cancelled out by
fluctuating differentials between wage rates and earnings.
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CHART 7.2

Hourly Wage Rates and Earnings Indices 1963=100
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The final column of Table 7.4 shows the percentage growth in real
earnings. Although this fluctuates considerably from year to year
there has been a general tendency for it to rise faster than national
output. This is another facet of the relatively rapid growth of personal

consumption already noted.

Some further evidence of the effect of the way in which bargaining
is organised can be found by comparing the actual movement in the
wage rate index with the amounts permitted under national agreements
or generally conceded in informal wage rounds. This would vary
between men and women and also between workers at different wage
levels. Table 7.5 (page 124) shows the comparison for a man with a
basic wage of £10 a week (roughly the national average at the time)

in 1960.

To calculate the effect of successive wage rounds on the wages
of such a man, we took figures for the 8th to 12th rounds (1961 to
1969/70) from “Trade Union Information” (February 1971); where a
range was glven, the upper limit was used. For the 13th and 14th
rounds, figures were taken from Clause 3 of the 1970 and 1972 national
agreements with the appropriate cost-of-living adjustments. Besides
Clause 3 increases, the National Agreements also allow increases
arising from moves towards equal pay for women; for the correction of
anomalies; and from the implementation of incentive schemes. How-
ever, the first two are not relevant to our calculation, which concerns
an adult male worker earning approximately the national average wage.
Since the 1970 agreement ended in the middle of 1972 there is no
closely comparable index figure, but the position at the end of the
1972 agreement (December 1973) is reasonably comparable with the
September earnings index and the wage index for the “early months”
of 1974,

It is clear from the table that from 1960 to 1970 basic hourly rates
as measured by the index consistently rose by more than the maximum
attributed to each wage round in “Trade Union Information”. Some
excess is not surprising as there are obviously settlements that
occur outside the “rounds” but the cumulative amount is substantial;
over the decade 1960/70 the index rose by 135%, against a maximum
of 98% calculated for the wage rounds; the rise in earnings was, of
Course, even greater at 148%.

123




TABLE 7.5
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of following year,

(a) index for early months

Source: See text.

By the end of 1970, our hypothetical worker would have been earn-
ing £19.85, and the effect of the 1970 and 1972 agreements would have
raised this to £2845 (an increase of 43%) by the end of 1973. The
wage index rose by 51-4% between the early months of 1971 and 1974,
and earnings rose by 59% from September 1970 to September 1973.
In view of this evidence it seems possible that the national agreements
have had some moderating influence on the rate of increase of basic
rates, but it is hard to believe that they have affected earnings.

Another interesting feature of the general relationship between costs
and prices is the fact that the years of high inflation, 1962, 1964,
1968/69 and 1973 coincided with years of rapid increase in money
earnings. The only exception was the price rise of 1956/58, which
appears to have been preceded by a rise in earnings in 1955/56. it is
a necessary condition for the cost-push process that cost increases
precede price increases in lime and, even allowing for the difficulties
of timing aiready mentioned, the evidence must tell against cost-push

except in 1955/56.

Leadership theories

The remaining version of domestic cost-push theories that has to be
considered is that involving *‘wage leadership'’. The hypothesis is that
workers in certain industries and occupations that happen to be in a
strong bargaining position take the lead in demanding and geiting a
pay rise, and that others then demand the same percentage Increase
in order to preserve traditional relationships. As noted in Section I,
there are several versions of the theory embodying different assump-
tions about the origin of the leader's bargaining strength; however,
they all rely on the assumption that reiative positions are rigldly main-
tained, so if doubt is cast on this, then doubt is cast on the whole

group of leadership theories.

The fact that a particular union is observed to take the lead, in point
of time, in a particular wage round says nothing about the validity of
any theory; someone has to be first and it would be surprising If that
one were not in a relatively strong bargaining position. Neither does it
help much to observe that wages rise at roughly the same rate In a
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goods, it will raise the money val
much the same proportion. If we w
years, we should expect to find
earnings of different groups.

If the leadership hypothesis is to
€xcess demand hypothesis we must observe not merely a high degree
of uniformity in settlements but a higher degree than is consistent with

observed changes in relative productivity; Moreover, the rigidity must
apply not only to basic rates but to earnings.

gain any Support as against the

To apply such a test at all rigorously would require statistics on
wages and on productivity much more detailed than are available in

Ireland, but two very rough and ready observations may be of some
interest.

In Table 7.6 we show changes in basic wage rates of forty-five occu-
pational groups in Dublin between 1955 and 1970. The first tw
show the rate for each gro

groups in each of the two
to the average by more th
than 10 percentage point
points.

0 columns
up as a percentage of the average for all

years. Twenty-four groups moved relatively
an 5 percentage points; fourteen by more
S; and four by more than 20 percentage
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TABLE 7.6
Relative Wage Rates for Selected Occupations in Dublin 1965 and 1970,
Wage as % of )
selected group’s % increase in
i average wages
Occupations o
1956 1970
Bakers (ovensmen) 1218 102-6
Bug?i::r:ga‘;:?se: 1185 1180 1:2;(653
Builders labourers 1?;? :(1)5(2) o
Carpenters, joiners Mo Moo 120
Mésof\s 1170 1180 1283
::Ialmeresrs 1181 1180 1262
Plitl?::ers 1181 118-0 126-2
Engineering: ' ' 1366
Engineers’ labourers 1?;16 11922 oa
Engineers, fitters os 1o To0s
glif::ﬁ:\ai?:s 1168 1101 1:)3;
Motor mechanics (1st class) 124j19 :12‘113 :32'0
Riveters, boilermakers 118
Manufacturing: A o5
Boot and shoe (men under 21 yrs) 100‘; 13319 1‘813»3
Fertilizer (unskilled men) ?[23 b bAS
Hosiery (adult men) 5
kers, men under
So;? ayr:(si)candle (soap worker. 663 1068 15: ;
Woollen (time worker class 1) 922 81-9 10
Orapery trade:
s o) 1110 114-2 1331
Wholesale shops .
Ret:il shops ° 1045 108-2 143-3
Grocery and Provision trade:
‘(I':‘SS'::m men) 25-3 339 2027
Tth );ear 812 96-8 169-8
Transport workers:
Bus drivers;
i 977 894 1073
singledeck .
d:L?bIedeck 3 102-7 920 102-7

Table 7.6 continued overleaf
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Table 7.6:
Relative Wage Rates for Selected O Occupations in Dublin, 1956

and 1970 (Cont'ay

—— —
Wage as % of selected
Occupations 8roup’s average " increase
in wages
- 1955-1970
—e 1965 1970
Bus conductors: T
singledeck
doubledeck gg:’ 857 1153
Raflway porters 82.2 90-0 106-5
Railway guards 9. 811 1222
Engine drivers: 8 90-8 124-0
1st yea
ard ))l'earr 1056 960 103-6
Motor lorrydrivers: 1155 1023 101-3
up to 3 tons
up 1o 6 tons ggg 857 114-7
Printing and publishing: 89-2 104-9
Composuors-]obbmg office
Compositors-newspaper office 124-0 1169 1135
Spirit trade: 1288 1193 109-8
Ch
argehand 116-3 11241
Structural steel trade: 183
Pressmen
Road labourers ‘g;'ﬁ 1019 1266
Cinema workers: 1 1051 2141
Cashiers (A)
Ush.erettes (A) gzg 62:3 108-9
Druggists, chemists: 5441 124-9
Qualified
But(:hefsI men 1189 141-9 170-3
Waiters (A) 120-0 120-0 126'5
Pawnbroking trade: 575 741 1917
Apprentices:
3rd
4th :::: 404 481 1695
473 520 1493

Source: *Statistics of Wages, Earnings and Hours of Work™, 1959 1970
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The third column shows the percentage increase in the earnings of

each group from 1955 to 1970. The results can be summarised as
follows:

Percentage range Number of Groups

Under 100 2
100 and under 110 1
110 and under 120 5
120 and under 130 13
130 and under 140 4
140 and under 170 5
Over 170 5

45

The largest number of groups fell into the range 120-130% but thir-
teen groups had increases of less than 110% and ten groups had

gained 140% or more.

As already noted, basic wage rates tell far from the whole story;
earnings may be affected not only by short-time or overtime working,
but by a great variety of payments for special conditions and incentive
schemes. Figures published in “Statistics of Wages, Earnings and
Hours of Work" demonstrate this. In Table 7.7 and Chart 7.3 this is
illustrated by reference to total manufacturing, four major manufactur-
ing groups, mining, and government and local authority work. First, it
is apparent that there is a very wide dispersion of earnings even in
industry groups that employ fairly homogeneous skills and where there
are likely to be only modest divergencies in basic wage rates. Secondly,
it also stands out from the chart that there are very substantial differ-
ences both in the distribution and in the average level of earnings
between different industry groups. This evidence certainly does not
amount to a rigorous refutation of the leadership hypothesis, but it
does suggest that there is'a good deal more flexibility in the system
than is generally supposed by the advocates of leadership theories.
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Conciuslons

Though we cannot entirely ruje out domestic cost-push explanations
of inflation both the logical weaknesses discussed in Section Il and
the empirical evidence reviewed here suggest that they ought to be
viewed with a lot of scepticism and that they certainly do not deserve
the very strong hold that they have gained on public opinion.

Input-output analysis of prices can tell ys something of the proxi-
mate causes of price changes and may be useful in short-term fore-
casting, but it can say nothing about the respective merits of “‘excess
demand” and "cost-push” theories, since its basic assumption is that
costs are exogenously given and are fuily passed on. The widespread
use of such figures withoyt mention of their iimitations is very mis-
leading.

Crude theories of trade union militancy gain little support from the
evidence. There is some association between increases in earnings
and union membership, number of disputes and number of days lost,
but it Is not a very strong one, and the evidence Is aiso consistent
with other and quite different hypotheses.

The structure of collective bargaining in Ireland has led to changes
in basic rates being concentrated in "wage rounds” and so has
affected the timing of increases, but this has been largely offset by
the fact that "wage drift” is greater during the intervals between
rounds. From 1960 to 1970 basic rates rose by considerably more than
the maximum attributed to successive wage rounds in "Trade Union
information”. It is not possible to assess the effect of the 1970 and
1972 national agreements on basic rates until the index for the early
months of 1974 is published, but earnings have risen by a lot more
than the permitted increase in basic rates. In view of this evidence it
seems unlikely that the system of negotiations has had much effect on
labour costs.

Theorles involving wage leadership have been widely accepted in
Ireland. However, excess demand theories of the type outlined in
Section il would also predict a high degree of uniformity in the rate
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of increase in earnings between different occupationst I_f leadership
theories are to gain support from this type of evidence, it is necesgary
to show that uniformity is greater than would be expecte.d‘ from-SImr
larities over time in the rate of growth of physical producyvnty. It is not
possible to test rigorously whether this is so, but the evtdencg shows
that there is a good deal of flexibility in wage rates, and still rpo‘re
in earnings, in the Irish economy, and thus casts doubt on the validity

of this type of theory.

SECTION VIlI: REFERENCES

1. Central Bank of Ireland, Quarterly Bulletin. Spring 1974. p. 24.

2. A National Partnership. November 1974, p. 18.‘ . ]
3. For a discussion of these difficulties see T. O'Connell and M. Casey. “Input

Output Analysis of Prices™, Central Bank of Ireland, mimeo 1973.
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SECTION Vil

IMPORTED INFLATION

The cost of imports

l'is;lr']he most obynous way.in which inflation can be imported is by the
ising cpst of imports, e.uther raw materials or finished goods. How-
2ye:, thng dogs not pl_'owde an adequate explanation for two reasons.
irst, a nse‘nn the price of imports, as shown in Section Il, can onl
produc? a rise in the general level of prices if permitted to. do so by
::mestnc.monetary and fiscal policies, otherwise, the relative rise iz
" ﬁort prices would be achieved by a combination of rises and falls
at would leave the general level unchanged. Secondly, even if it is
assumed that all rises in import prices are fully passed.on and that
there are no reductions in domestic prices, this explains oniy a small
part of 9bserved price rises even for an economy as open as lreland
except in 1973 and 1974. The input-output analysis of the Centra;
Bank of Ireland, quoted in Section VII, shows import prices account-
Ing for only 44% of the total rise In consumer prices‘ in 1973; the
ll:)epartment of Finance has produced an estimate of 59% for 1.974.
or 1969 to 1972, the proportion varied from 10% to 22%. Clearly
something more than this is needed In order to explairi the similarities:

In the pattern of inflation betw: i
: i een countries for which
statistics were given in Section R some of the

The explanation has to be sought in the much more complex effects
of trade and capital Mmovements analysed in Section Il. This section
will look at the evidence concerning the way in which these effects
have operated In Ireland, but first two general points must be made

Recent theorles of the internatlonal transmission of inflation do not
only say that the mechanism is much more subtle and complex than
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the mere passing on of import costs, but also that it is of a kind that
impairs, if it does not wholly destroy, the power of domestic monetary
and fiscal authorities to pursue independent deflationary policies.

If the power of independent action were completely destroyed, the
rest of this report would be irrelevant; but such an extreme assump-
tion does not fit the facts. Though Section | showed a strong upward
trend in prices for all the countries quoted, it also showed consider-
able differences in inflation rates even among small and highly open
economies. For example, Ireland had a rise in consumer prices of
about 110% between 1960 and 1973; Belgium with an even more
open economy kept the rise down to 63%, while Denmark, with a
rather less open economy, had a rise of 135%. Moreover, the theories
mentioned above assume fixed exchange rates, and it is generally
agreed that any country that allows its exchange rate to float can
greatly enhance its freedom of action.

If countries enjoy some freedom of action we have to distinguish
between situations where domestic policies are causing inflation to
run ahead of the world average, and those where they are causing it
to lag behind. The indicators that we shall examine may be expected
to behave differently in the two situations, and so we may hope to
infer something as to whether Irish policies have been more or less
inflationary than those of other countries.

Trade and the balance of payments

In Section Il it was suggested that one possible sequence of events
might be: inflation in country A leads to an increase in exports and/or
a fall in imports in country B, thus generating additional demand and
generating inflation there. If the process took sufficient time, and
country A’s inflation was a single episode it would be possible to
observe the emergence of the surplus, the development of inflation
and the disappearance of the surplus in sequence. If one country was
consistently pursuing a less inflationary policy than another, the one
with the less inflationary policy would be expected to have a con-
tinuing tendency to balance-of-payments surplus. The outstanding
example of this in recent years is, of course, West Germany.
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Table 8.1 shows index numbers of the volume and unit value of Irish
imports and exports while Table 8.2 shows the balance of payments.
There have been considerable swings in the current balance from year
to year, but the trend has been towards a rising deficit, both in absolute
amount and as a proportion of national income. In the five years
1953/57, the deficit averaged £10 million a year or about 2:4% of gross
domestic product. In 1969/73 It averaged nearly £70 million a year,
or 42% of GDP. This, in itself, is a strong Indication that, over the
period as a whole, domestic policies were relatively inflationary, by
comparison with those of other countries.

When we turn to the periods of high inflation, we again get a strong
contrast between 1956/58 and later years. The Irish government im-
posed special import levies in 1956, following the large balance-of-
payments deficit of 1955, but they appear to have exerted only a minor
influence compared to that exerted by demand in the UK. In 1955-57,
the UK was undergolng, by the standards of that time, very rapid
Inflation. The Index of final output prices, derived from the national
income accounts, showed the following percentage rises:

i

1955 19566 1957

3-9% 54% 3-4%

The Irish balance of payments for a year later (1956/58) moved as
follows:

1956 1957 1958
Goods exports (1963 =100)
unit value 95-9 97-6 1001
volume 9841 116-9 1143
Goods imports (1953 =100)
unit value 106-1 119 1070
volume 93-0 88-7 100-2
Current
balance (£m) —14-4 +9-2 —-1-0
136

Foreign Trade-—Volume and Prices

TABLE 8.1

Indexes 1953 =100

Volume Unit values Wholesale

Year ) price of

Exports Imports Exports Imports imports(e)
1954 1026 97-9 984 1007 98-9
1965 953 1076 1014 1041 1009
1956 981 930 95-9 1061 108-4
1957 116-9 88-7 97-6 119 1144
1968 1143 100-2 1001 107-0 1116
1959 109-6 109-6 1040 1047 109-7
1960 130-2 1144 102-2 106-6 1100
1961 1566 1309 101-0 1077 1108
1962 1491 137-2 1019 107-6 1126
1963 164-9 1516 1039 1094 1145
1964 17656 1707 1096 1104 1204
1965 1737 1776 1109 1129 1226
1966 188-9 1779 1129 1129 1271
1967 2206 1886 1129 112-2 1299
1968 2395 2202 1211 12215 1368
1969 2512 251-7 1285 126-4 144-9
1970 2718 2598 1370 135-0 150-2
197 N5 2733 1475 1431 1671
1972 309-2 290-2 167-4 149-7 166-4
1973 3384 3490 2048 169-0 200-8

(a) Including customs duty.

Source: Satistical Abstract of Ireland; Irish Statistical Bullstin; Trade Statistics of

frefand.
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The swing in the current balance between 1956 and 1957 was
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The deterioration in the balance of payments over the two years
amounted to £84 million, about 7% of GDP.

Anyone familiar with recent UK experience might have expected that
a large part of the deficit could be attributed to a change in the terms
of trade, but this does not appear to be so. From 1967 to 1968, import
unit values rose by only 1 percentage point more than those of exports;
from 1968 to 1969 imports rose by 2 percentage points less than ex-
ports, so that over the two years together there was a slight improve-
ment in the terms of trade. The growth of the deficit was due to volume
changes. From 1967 to 1968 export volumes rose at well above the
1953/72 average of 6-5%, but for the two years as a whole the growth
was only fractionally above average. Import volume, however, grew by
19-9% and 14:3% in the two years, compared to an average over the
period as a whole of only just over 6%. There can be no real doubt,
that domestic excess demand was sucking in additional imports des-
pite the effect of devaluation.

In 1972 there was an improvement in the balance of payments from
a deficit of £71 million to one of £56 million, almost wholly due to the
strong rise in world agricultural prices; in volume terms the rise in
both imports and exports was very similar and close to the twenty-
year average. There was a further deterioration in the current account
balance in 1973, in spite of an improvement in the terms of trade.
Export unit values rose by 22:3% against 12-9% for imports, but im-
ports went up in volume by 20-2% while exports rose by only 9-4%.
The even greater deterioration in 1974 is, of course, mainly due to the
oil crisis.

The rise in the inflation rate in 1962, 1968/69 and 1972/73 followed
an improvement in the balance of payments, but there is little evidence
that this improvement was generated by inflation abroad or that it
played any significant part in generating inflation in Ireland. In 1964/65
the rise in the inflation rate followed three years of balance-of-payments
deterioration. On this evidence, it seems more likely that internal in-
flation generated a deterioration in the balance of payments than that
foreign inflation generated an Improvement.
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Trade effects; an alternative hypothesis

However, as noted in Section II, the fact that it is not possible to
observe the sequence of overseas inflation—Dbalance-of-payments sur-
plus—domestic inflation, is not conclusive evidence that the impetus
towards inflation is not coming from abroad. An alternative hypothesis
is that price rises originating abroad work themselves out so quickly
that no sequential changes would be observed, especially when only
annual data are used.

The implication of this hypothesis is that, if one country was having
its inflation rate pushed up by the rest of the world, import and export
prices would rise by roughly similar amounts and the rise in both
would be greater than that of general index numbers including non-
traded goods and services. This is clearly the reverse of what hap-
pened in Ireland over the period 1953 to 1973 as a whole. As shown
in Section | import prices rose by rather less than export prices but
both rose by much less than any of the general price series. The figures
for 1972 (1953=100) are:

Import unit values 149-7
Export unit values 167-4
General wholesale prices 1917
Consumer price index 220-2
GOP deflator 2491

This does not dispose of the possibility that foreign prices may have
played a leading réle in at least some of the periods of high inflation.
We do not need to consider this for 1956/58, and the figures for the
remaining years are shown in Table 8.3.

The only year prior to 1973 in which import unit values rose faster
than either consumer prices or the GDP deflator was 1968, though they
rose faster than the wholesale prices of industrial output in 1968, 1970
and 1971. Similarly, export unit values led the two general series only
in 1968, but they rose faster than the wholesale index for industrial
output in 1964, 1968, and 1970 to 1972, and faster than consumer prices
in 1972. In 1964, 1968 and 1972 this was largely if not wholly due to
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TABLE 8.3

Import, export and domestic prices in years of rapid inflation

{Percentage increase over previous year)
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Source: Table 1.2.

increases in agricultural prices, but in 1970 and 1971, the agricultural
index rose by less than the export index. The 1973 figures are domi-
nated by the world rise in agricultural products and other primary
commodities. Export unit values rose by more than any of the other
indexes except the wholesale price of agricultural output. The import
index rose by slightly more than consumer prices but slightly less than
the wholesale price index of industrial products.

It seems fairly clear that, as one would expect, rises in the world
prices of Ireland’s main agricultural exports do have a very quick effect
in raising Irish prices for these products. These price rises are likely
also to produce indirect effects, e.g. through spending by farmers of
their higher incomes, of an inflationary nature. Apart from this, there is
no evidence that foreign inflation has pulled up Irish prices, either via
imports or exports in these years where a high rate of inflation has
been accompanied by signs of excess demand. There is, however,
some slight evidence of this effect, both on the import and the export
sides in 1970-71.

A somewhat different aspect of the matter can be seen in Table 8.4,
derived from the wholesale price index (as distinct from the unit value
index) of imports. The table shows import prices as a ratio of the
wholesale prices of domestic output for three categories of goods,
"crude”, “simply transformed” and "more elaborately transformed”.
The first two are strongly influenced by raw material costs, and show
considerable fluctuations without any clear trend. “More elaborately
transformed” goods have a much larger element of labour costs and so
reflect more accurately the extent of domestic inflation in the produc-
ing countries. This series shows a very strong tendency for import
prices to fall relatively to Irish domestic prices over the period as a
whole, and there is a fall in each of the years of high inflation apart
from 1971/72.

Pricing behaviour

At the cost of a slight digression, it is interesting to note the pricing
behaviour implied in the changes in import and export unit values fol-
lowing the 1967 devaluation. About half of Irish trade was with the UK
and so would not be directly affected by the devaluation. There would,
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however, be an indirect effect; the prices charged by British exporters
to Ireland would be influenced by those charged in other markets, and
these probably rose as a result of devaluation, By similar reasoning,
Irish exporters to the UK may have been able to get higher prices
TABLE 8.4 because of the higher sterling prices for competing goods from other
sources brought about by devaluation.
Ratio of whoiesale price of imports to d tic wholesale prices

Percentage changes in the four categories of the import unit value
Indexes 1963 =100 . index from year to year were as follows :

Simply More efaborately | 1967/68 | 1968/69
Year Total Cruds transferred transferred .
products products products Fooq, dnnk.and tobacco 7-4 4-5
Basic materials 6-1 33
1953 1000 100-0 100-0 100-0 Mineral fuels and lubricants 110 04
1964 1006 100-7 101-2 101-6 Other goods 8-4 4-6
1966 99-7 925 102-0 1035 All items I 8-2 4-0
1966 1071 118-9 108-0 102-9
:gg; 13;'_’3 ::)g(‘) 13‘73:3 13;:173 Over the two years together movements in the main categories were
1959 97-1 1019 94.8 97-2 very similar, but oil prices moved much more qungkly than others,
1960 97-8 107-9 98-2 960 presumably reflecting the policies of the international companies.
1961 971 108-6 961 95-6 Apart from this, the main interest fies in "other goods”, about 63% of
1962 95-4 108-4 96-2 92-4 which came from the UK.
1963 95-8 110-2 991 913
‘ :gg; g‘;; :%; :g;:g 884 UK export prices rose by 8:4% from 1967 to 1968 and by 3:3% from
j 1966 94-4 1134 1016 g:? 1968 to 1969. If UK exports to Ireland rose in price to the same extent
1. 1967 93-9 119-2 98-7 829 as those to other markets this would have implied a rise in the prices
: 1988 9341 110-8 99-8 822 of imports from elsewhere of 84% in 1967/68 and 51% In 1968/69.
] 1969 89-8 109-7 1037 79-2 In 1968 the world price of manufactured exports was unchanged, while
‘ :g;? gg:g :g;g :?182 ;g:g Primary products and freight charges were falling. In 1969 the world
1972 8653 84-6 107-6 797 rise in manufactured export prices was 3-3% and there was some
1973 89-1 80-4 1193 826 recovery In primary product prices. If foreign prices had remalned
constant, Irish prices would have had to rise by 16:7% to make up for

devaluation; It thus appears that rather more than half the devaluation
Source: Irish Statistical Bulletin. effect was felt in higher import prices and rather less than half in
, lower prices (in their own currencies) charged by exporters; most of
i the rise falling in the first year. This conclusion depends on the
assumption made about UK export prices. If UK exporters ralsed their
prices less In the Irish market than elsewhere, then the devaluation

effect would be bigger.
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Percentage increases in export unit values were as follows:

I 1967/68 ‘ 1968/69

Food, drink and tobacco 8-0 37
Basic materials 9-5 203
Other goods 55 6-0
All items 7-3 61

Basic materials form a small group in which lead and zinc ores and
concentrates are the largest item, and the very big increases reflect
world trends in the particular goods concerned as well as devaluation.
The scope for increasing agricultural prices was limited by the fact
that devaluation did not affect the exchange rate between sterling and
the Irish pound or between sterling and the currencies of several of
Ireland’s competitors in the UK food market. It appears that, as would
be expected, Irish agricultural prices followed closely the trend of the
UK market.

A surprising feature is the small increase in the prices of "other
goods”. Wholesale prices of the products of industry rose by 4:5% in
1968 and 7:0% in 1969 so that export prices rose by only one per-
centage point more than the most closely comparable domestic prices
in the first year after devaluation; in the second year they reverted to
the normal relationship with export prices rising more slowly. This
evidence is only very tentative, but, for what it is worth, it suggests
that manufacturers generally charged export prices closely in line
with their domestic costs and that the main impact of devaluation was
on lower foreign currency prices to overseas buyers.

Capltal movements

The relationship between capital movements and inflation is a very
complex one that cannot be entirely unravelled within the scope of
the present study. They may be a driving force whereby inflation gen-
erated in one country is projected into others; or they may be a
passive, accommodating influence whereby inflation generated within
a country is allowed to create a balance-of-payments deficit. They can
also influence domestic expenditure both directly and indirectly.
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Direct effects occur when an organisation raises funds abroad for
the finance of domestic capital formation. The most obvious example is
direct investment from overseas in private sector industry. Borrowing
abroad by governments or state-sponsored enterprises is rather less
clear; it could be regarded as financing expenditure that would not
otherwise take place, and so adding directly to demand; at the other
extreme, however, the decision to seek finance abroad rather than at
home could (as in the case of some recent borrowing by the UK
nationalised industries) arise simply from a desire to secure foreign
exchange to meet a deficit in the current account balance of payments
arising from other causes.

Indirect effects arise from the acquisition of financial assets that are
not direct loans to spending organisations of the type described in the
last paragraph. For example, the purchase by non-residents of stock
exchange securities tends to raise their price, reduce their yield and
so stimulate domestic borrowing; lending through the banking system
may place additional funds in the hands of banks and enable them to
expand domestic credit by more than the increase in the money
supply; and a rise in foreign exchange reserves resulting from capital
inflows may add to the cash base of the banking system and so lead
to an expansion of the money supply.

However, we should not try to draw a hard and fast line between
direct and indirect effects. For example, the fact that a government
may borrow abroad rather than from its own banking system may
enable the banks to lend more to the private sector; while all types
of capital movement may affect the foreign currency reserves and
hence the cash base of the banking system.

In the mid-1950s, net capital movements into and out of Ireland
were erratic, ranging from an inflow of £20-9 million in 1953 to an
outflow of £11-8 million in 1955. By 1958, however, capital movements
were beginning to show a positive and more stable pattern: in three
out of the four years 1958 to 1961 there was an inflow of between
£13 million and £16 million, the total for the four years reaching
£43-9 million, averaging just over 11% of gross physical capital form-
ation during the period. In 1962, the inflow jumped to £229 million,

147




A
o e s P s T <t 1\ W ki e

e —

rising to over £30 million in subsequent years; although there were
big year-to-year fluctuations, the totals remained large and positive up
to and including 1967. Thus over the six years 1962 to 1967, the total
net inflow amounted to £178-7 million, equivaient to 156% of gross
physical capital formation. 1968 showed a sharp break in the pattern,
possibiy an aftermath of devaluation, with the net inflow dropping to
£8-4 million. But in 1969 there was another jump to £75 million and
over the five years 1969 to 1973 the total net inflow amounted to
£5004 million, equivalent to no less than 20-3% of gross physical
capital formation in the same years.

Total capital inflows are shown, together with the current account
balance and changes in the reserves in Table 8.5. It is apparent that
capital inflows have, in general, more than offset the current account
deficit, thus leading to an increase in reserves. In only three years from
1957 to 1973 were reserves run down, and in two of these the loss
was very modest. The addition to the reserves since the end of 1966
has been over £250 million, and £140 million of this occurred in spite
of very big current account deficits, in the two years 1971 and 1972.

The distribution of capital inflows between direct investment, borrow-
ing by the government and the state-sponsored enterprises and
the remainder is shown in Table 8.6. The value of net foreign direct
investment has been remarkably consistent, but its importance in
gross physical capital formation has diminished rapidly and fairly
steadily since the mid-1960s with the rise in domestic investment. The
one break in the series, the capital outflow of 1969, is an unexplained
anomaly which according to the CSO may be inter-related with the
exceptionally large inflow through the non-associated banks in that
year, included in the "other” column. It has been suggested that funds
from the banks were used for direct investment by foreign enterprises
in Ireland who took the opportunity to repay some direct borrowing
from abroad at the same time. If so, the net foreign direct investment
outflow in 1969 was more apparent than real.

It is probable that the figures in the table understate the contribu-
tlon of direct foreign investment to capital formation for three reasons.
Being net figures, they include any reverse flows of direct Irish invest-
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TABLE 85

Reserves and capital flows

Financed by:
Current account Capital flow
Year deficit Change in Capital as %
reserves flow gross physical
Actual £ million £ million £ million capital formation

1953 -7-0 +13-9 +20-9
1954 55-5 +4-2 +97
1955 —355 —47-3 —118
1956 —14-4 --14-7 -03
1957 +9:2 +6-9 —2-3
1958 —-1-0 +15-9 +16-9 234
1959 —8-7 +4-4 +131 124
1960 —0-8 —0-3 —0-5 05
1961 +1:2 +14-6 +13-4 115
1962 —134 +9-5 +22-9 165
1963 —221 +2:9 +25-0 157
1964 —31-4 +5-2 +36-6 19-0
1965 ~41-8 —17-2 +24-6 10-8
1966 —16-1 +22-4 +385 186
1967 +15-2 +46-3 +311 14-3
1968 —16-3 -7-9 +84 31
1969 —69-1 +5-9 +750 20-2
1970 —65-3 +2-4 +67-7 (a) 171
1971 —71-0 +908 +161:8 (a) 35-8
1972 —55-8 —511 +1069 (a) 199
1973 —86-0 +3-0 +89-0 126

{2} Including allocation of SDRs amounting to £5-6 million in 1970, and £5:4
million in both 1971 and 1972, ) )
Source: “Review of 1973 and Outlook for 1974 Irish Statistical Bulletin;

“National Income and Expenditure”.

ment abroad. It seems unlikely, however, that on this account the gross
foreign inflow would be much higher than the net. A possibly more
important source of understatement in recent years is the omission of
profits retained in the country by foreign firms. (The CSO follows the
convention of ignoring retained profits in the balance of payments rather
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| é 2 2 T3 © 2 g 3 - : - % than the alternative convention qf trgating retained profits as a debit on
£ AR R = b : 1 R S current accqunt and ap elgment in direct mvestment flows on the caplt.al
w g. account.) Finally, capital imported by the banking sector could find its
p 3 way into direct investment, though probably only on a small scale. Thus
; ® 2 T the percentage contribution of foreign investment to physical capital
1812 g ; formation shown in the table must be regarded as a minimum estimate.
s ({Ee|QF |22t ooy o
Eg RS bllo T QOO T™®mMO E ) )
RN 3 In a paper on “Capital Inflow and Direct Foreign Investment in
5 E’g 8 a lreland 1952 to 1970, McAleese attempted to estimate directly the
- 3 g c | w 8 gross total of private foreign direct investment for the years 1960 to
g § ‘é 2| gleqgnooera g 1970.' He concluded that it could have been as much as £160 million,
- @ E[!/* +tr+r+rFrQggt 2 or more, against a net flow of £116 million. In other words, the true
8 “ 3 inflow of private foreign capital into lrish enterprises may have been
§' 3 "S__' ‘26 neartly 40:/0 gt;reater than the figure indicated in the balance of pay-
- = Rl £ ments estimate.
« £ §g’ R 'g -® ? -~ -~OMOm®O® g g Even so, direct investment has never been large as a component in
wooe &3 < § ’ég domestic demand, and its relative size has been falling sharply. Its
g g §§ =553 §3 major significance for the Irish economy is in relation to industrial
- T ‘é ._§ \0—\9—,\\—‘\__—0 - : E development, the s!)read of t'echnolf)gy gnd exports, but these are mat-
; 3 - :{ 3 T ? g B, E ; E § = % ters that have no direct bearing on inflation.
“ 2
i po § §' Until 1969, the government’s long-term foreign borrowing was small
= 3 % 3° save for the large DM loan of 1966. Since then it has borrowed heavily
% H Elen £se and at a rising rate; the figure for 1972, the latest available from
8 - = LS :'2 4 Z S $ 3 i :;', a2 H g w balance-of-payments sources, was more than twice that for net private
1 § "-':; 2% - ' § o direct investment in the same year, though admittedly the latter was
z TE ] e B > below the normal level for recent years. There was also very heav
e 8 E=~ y y y
. s 2 c &';’-cg g: borrowing by state-sponsored companies in each of the three years
i &= 2 R A s 44 -'é 32 1968/71, though this has subsequently declined, while that of the
ElPETETPTITEITRRY R central government has increased still farther. The overseas debt of
i “ 2 % - the central government rose by £41 million during the financial year
g’g '2 1973/74, while the Capital Budget shows total overseas borrowing of
5 _'g-:é €442 million in that year. A curious feature was the heavy public
' 2 £8 g sector borrowing, amounting to over £54 million in 1971 and 1972, at a
& § § § § § g § § § g g 338 g time when private capital inflows were well above the current account
:i Ll iUl el c deficit.
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There remains the problem of whether capital movements have been
an active cause of inflation or merely a permissive factor allowing
domestic inflation to generate a balance-of-payments deficit without a
loss of foreign currency reserves. No complete answer is possible, but
there are three "straws in the wind”.

First, three of our periods of rapid inflation, 1962, 1964/66 and 1969,
were marked by strong and rising capital inflows. In the first two, there
was a strong rise in direct overseas investment which played a larger
Part in total capital formation then than subsequently. There was heavy
public sector borrowing from abroad in 1964, 1969 and 1972/73 though
as already noted, it is doubtful how far this should be regarded as
creating a net addition to domestic demand.

Secondly, capital has flowed into lIreland although as noted in
Section Vil interest rates there have tended to be rather lower than in
the UK. Capital flows may be influenced by other factors, 6.9. ex-
change rate, expectations and tax differences, besides interest rates;
but when a country requires foreign capital to offset the effects on the
balance of payments of domestic inflation, this may be expected to
show In relatively high rates.

Thirdly, capital inflows that more than offset current deficits and lead
to large accumulations of reserves may be expected to have an active
réle in generating inflation through their effact on the money supply.
The most notable example of this is, of course, 1971/72.

A more detailed study of the relationship between capital movements
and Inflation, Including an examination of the mechanism linking them
to changes in the money supply, is needed. Meanwhile, our tentative
conclusion is that capital Inflows were largely offsetting the effects of
domestic inflation but that they made some active contribution, and
that this was strongest in 1962, 1964/65 and 1971/72.

Emigration

Reference was made In Section |l to the possibility that inflation
might be transmitted through a country with a high level of demand

(Britain) attracting migrants from another (lreland). This hypothesis
had some plausibility in Ireland in the 1950s and early '60s, but since
that time there has been a steady decline in the emigration rate accom-
panied by higher rates of inflation. In the one recent econometric model
in which an emigration variable has been used it performed very
poorly, as might be expected.* It does not, therefore, seem plausible
to suppose that emigration can have had a significant effect on the
Irish inflation rate in recent years, and we have not given detailed study
to the hypothesis.

Policy alternatives

The conclusions of this section have so far been largely negative in
that we have failed to uncover any strong evidence that inflation abroad
gave any active stimulus to inflation in Ireland. This confirms the view
taken in earlier sections that a combination of periods of excess de-
mand with inflationary expectations was sufficient to keep inflation in
Ireland at or rather above the world average. If this were so we should
not expect to see signs of strong pressure from the rest of the world,
but this does not mean that international influences are unimportant.

It inflation in the rest of the world had been markedly less than it
has been, Ireland would have been subjected to strong downward
Pressures. Imports would have been cheaper and domestic industries
would have been under stronger pressure to keep down costs in order
to compete with imports in the home market. Exports would have had
to face competition from cheaper goods in foreign markets, so that
©xport industries would have been under a similar compulsion to keep
down costs. If these Pressures had not been sufficient there would have
been a further deterioration in the balance of payments and the gov-
ernment would have been forced into more stringent fiscal and mon-
etary policies. The prevailing world rate of inflation can, therefore, be
fegarded as a necessary condition for the Irish rate being as it has
been.

Similarly, it must not be Supposed that the avoidance of domestic
excess demand would necessarily have given Ireland a greatly reduced
rate of inflation. Both theoretical analysis and the experience of other
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small countries suggest that Ireland could, if its government had so
chosen, have had an inflation rate rather below the West European
average instead of rather above it. But the lower the Irish inflation rate
had been in relation to that of the rest of the world, the stronger would
the pressure discussed in this section have become. Both relatively
dear imports and relatively cheap exports would have tended to draw
up Irish prices; the balance of payments would have been more often
in surplus, and higher interest rates would have given further encour-
agement to capital inflows, leading to a further accumulation of
reserves, and an upward pressure on the domestic money supply. All
these forces would have exerted a cumulative impact to prevent the
Irish inflation rate falling far below that of its neighbours. In the end,
the difference in the inflation rate would probably have been only
moderate and the most obvious effect would have been on the balance
of payments.

The abandonment of the exchange link with sterling and the adop-
tion of a “floating” Irish pound would have given greater scope for the
Irish inflation rate to vary relative to that of other countries, but at
the cost of considerable disturbance to the existing structure of trade
and payments.

Concluslons

The direct passing on of higher import costs is only a small part of
the international transmission of inflation, and it is necessary to look
at the broader effects of international trade and capital movements.
The rise in prices in 1956/58 appears to be a classic example of the
way in which inflation can be transmitted through changes in the
balance of payments. In later periods, however, there is little evidence
that inflation abroad generated balance-of-payments surpluses in
Ireland; on the contrary, it seems that domestic inflation in Ireland
generated payments deficits.

An alternative hypothesis is that trade affects prices directly and
80 quickly that changes are observed simultaneously rather than in
sequence. Comparison of domestic prices with the prices of imports
and exports shows that Irish agricultural prices are strongly Influenced
by world markets for the main products; there is also some evidence
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that both import and export prices were rising faster than those of
domestic industrial output in 1971 and 1972. Apart from this, there
is no evidence that high foreign prices were pushing Irish prices up-
ward, either through their effects on imports or on exports; in fact both
import and export prices were rising less fast than domestic ones.

It is very difficult to determine how far capital movements played an
active role and how far they merely permitted domestic forces to work
themselves out without imposing pressure on foreign currency
reserves. There is some evidence that direct foreign investment may
have made an active contribution in 1962 and 1964, and that the very
large inflow of miscellaneous capital, accompanied by a big increase
in reserves, had an active influence in 1971/72. It is not plausible to
suppose that emigration has played any significant part in generating
inflation during recent years.

The fact that foreign influences are not easily observed does not
mean that Irish inflation was independent of that of the rest of the
world but only that, during most of the period, Ireland was pursuing
policies very similar to those of many other countries and that these
policies were keeping the Itish inflation rate similar to or rather above
the world average. However, if the world inflation rate had been lower,
the Irish rate could not have been as it was and, at least so long as it
maintains a fixed exchange rate with sterling, the avoidance of
domestic excess demand in Ireland would produce only a moderate
lowering of the Irish inflation rate. The more the Irish inflation rate
fell below that of other countries, the stronger would be the upward
Pressure of international forces; In the end, the main effect would
probably be more on the balance of payments than on the price level.
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SECTION IX
EFFECTS OF INFLATION

Introduction

This section will discuss first a number of effects of inflation that
fall primarily on the domestic economy, and then the effects on
foreign trade and payments, especially the internationai competitive-
ness of irish industry. First, however, two general points should be
noted.

It is important to distinguish between the general increase in the
price ievei which is associated with inflation and the changes in
relative prices that are associated with changes in the supply of or the
demand for particular commodities. In the recent past we have suffered
two major changes in relative prices; the growing pressure of popula-
tion on agricultural resources, combined with some poor harvests, has
raised world food prices; and changed political circumstances have
enabied the oil-producing countries to create a monopoly and raise the
selling price of oil. Two changes as big as this occurring at nearly the
same time would have produced widespread repercussion and would
have had disturbing effects on many economic activities even without
inflation. They wiil work out differently in an inflationary context, but
they are not themselves inflationary.

Secondly, the disruptive effects of inflation continuing over a long
period depend very much on its pace. For example, if inflation continued
for the rest of this century at 3%, the 1974 pound would be worth
46p in 2,000 A.D.; with Inflation at 8% It would be worth less than
14p, and with inflation at 15%, only 2-6p. The Irish economy like that of
many other countries now has an inflation rate which if long con-
tinued, wili imply changes of a different order of magnitude from those
implied in the inflation rates of the 1950s and early 1960s.
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Moreover, the rate of inflation has been accelerating rapidly in
Ireland and in many other countries over the past fifteen years. In the
three years 1959/61 Irish consumer prices rose by only 1% a year,
in 1965/7, they rose by an average of 3-7%; and the average for
1972/4 will probably be over 13%. As noted in Section I, this
acceleration is in line with the prediction of theories incorporating the
combined effect of excess demand and expectations. If this kind of
trend were continued we should reach, well before the end of the
century, the kind of hyper-inflation that devastated the economies of
Germany and other European countries in the 1920s.

A. DOMESTIC EFFECTS

The distribution of Income

The effect of inflation on income distribution is often misunderstood
because of vague statements like, “Inflation hurts most those who are
in a weak bargaining position”. In a society still largely competitive
those who are in a strong bargaining position will become relatively
better off and those in a weak bargaining position will become rela-
tively worse off, whether or not there is inflation. Those who are hurt
by inflation are those who are prevented from adjusting their incomes
quickly either by long-term contracts, government restrictions, or the
conventions of the markets in which they operate. Bargaining strength
Mmay be relevant if it affects the length of the adjustment lag, but that
is all. There are three circumstances in which adjustment lags are
Currently causing major distortions and hardship, and which are dis-
Cussed briefly in the following paragraphs.

First, the return to savings. In Sections Il and VI we discussed the
relationship between nominal and real rates of interest, and saw that
Monetary expansion might delay the adjustment of nominal rates to
take account of rising prices. Even without undue monetary expan-
sion, however, it takes time for people to adapt their expectations
and to adjust their portfolios accordingly. Hence, in a period of
accelerating inflation nominal rates tend to lag behind the real rates and
real rates remain very low or even negative. The following figures show
tha behaviour of some important Irish interest rates in 1973,
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Rates per cent
Beginning End
PO Savings Bank 5 7
Associated Banks deposits
(under £5,000) 5% 8
Building society share
accounts 6% 8
Government securities
(redemption yielid)
Short-term 87 12:6
Long-term 98 123

The rise in consumer prices from December 1972 to December 1973
was 12-6% so that anyone acquiring any of these assets at the begin-
ning of the year and holding it to the end would have found that the
interest he received would have fallen a long way short of the dscline
in the real value of his capital.

in the past, this shortfall has tended to be greatest for the type of
asset (e.g. savings bank and bullding soclety deposits) most com-
monly held by smail savers, but this has not always been so In more
recent times If one takes account (as one should) of the fall in the
market value of stock exchange securities. Whether or not there is
discrimination against small savers, there is a disincentive to saving in
general. It Is well known that Inflation provides a disincentive to the
holding of money; If there are other assets that offer adequate com-
pensation for Inflation, the disincentive effect may be confined to
money: If there are not, then It extends to saving. This will be discussed
further in relatlon to security markets below.

A second serious cause of hardship Is In relation to mortgages for
house purchase. Here the problem Is the way in which the conventions
of the mortgage market constraln adjustment to inflation. The lender
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who is getting 8% on a share account with a building society when
inflation is running at 12-5% is doing very badly even allowing for
favourable tax treatment. The borrower who is paying 10% or 11% to
acquire property that is appreciating at 12-5% or more is doing very
well in one way though he may find life very hard in another. The
whole paradox lies in timing.

The normal building society contract provides for a uniform money
payment throughout the period. Even without inflation this is probably
a sub-optimal arrangement in that most people, at the age when they
buy houses, expect their real income to increase over the period of
the contract, and so would prefer to pay less at the beginning and more
at the end. With inflation at high rates, this distortion is greatly mag-
nified. For example, with inflation at 12% and a growth of real income
of 4% a year, a person now earning £2,000 a year would earn £7,600 in
ten years' time, and £33,500 in twenty years’ time, not counting any
increases due to promotion. Yet if he took out a twenty-year mortgage
under the present system his money payment in year one would be just
the same as in year twenty. Any payment that is adequate to compen-
sate a lender for high rates of inflation is bound to be very onerous to a
borrower at the beginning of his contract though, if inflation continued,
it would become very light by the end. If the rate of infiation cannot be
drastically reduced it will clearly be necessary to adapt the pattern of
mortgage payments to it}

The third big group to be hit by inflation are those dependent on
investment income or social security payments or a combination of the
two. Insofar as they live on investment Income, they have suftered
from the low real return to saving already discussed, while as recipients
of social security, they have suffered from pressures to keep down
government expenditure. An automatic index link that would keep
social security payments in line with the consumer price index would
be of obvious benefit to the recipients, but finance would have to be
found by the government. This is a matter to which we have been
specifically asked to refer and it is discussed in the following para-
graphs.
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inflation and the budget

It is generally assumed that governments gain from inflation in three
ways:

i. Higher prices require more notes and coin in circulation
and this provides, in effect, an interest-free loan for govern-
ment;

ii. inflation reduces the real value of both capital and interest
on past borrowing; and

iii. it increases the yield of taxes levied at any given rate.?

Nevertheless doubts have been expressed as to whether revenue
in Ireland will grow as fast as national income in conditions of inflation,
and particular reference was made to a paragraph in the NIEC report
on Incomes and Prices Policy in which this point was raised.?

First, it should be noted that, even if the total yield of the tax system
at given rates rises less fast than the rise in money income due to in-
flation, the government could still adjust rates to make up the difter-
ence, while leaving taxpayers no worse off in real terms. However, this
may be politically unpopular and it is obviously more convenient for
governments if the increased yield accrues automatically.

In principle it is possible to divide taxes into four categories accord-
ing to the way in which the yield at given rates may be expected to
respond to inflation.

i. Those whose yield rises more than in proportion to the rise
in money income. The main case isg personal income tax.
Whenever a system has an exemption limit fixed in money
terms and is progressive (i.e. has higher rates on higher
incomes) inflation will bring into the tax range some people
who were previously exempt, and will raise others from
lower to higher tax bands. Corporation tax may also behave
in a similar way but this is more doubtful. The way in which
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depreciation and stock appreciation are treated (see page
164 below) tends to cause taxable profits to rise faster
than income, but this may be offset by the effect of price
controls or by deflationary monetary and fiscal policy which
reduce profit margins.

Those which rise roughly in proportion to money income.
This category would include all ad valorem taxes on
expenditure, e.g. VAT and customs duties assessed on
value rather than quantity. The proportionality will not be
exact, since prices will not all rise at exactly the same rate,
and there will be some shifts from one good to another, but
these effects will be of secondary importance, and will
largely cancel one another out.

Those which rise roughly in proportion to real income rather
than money income. These will be specific customs and
excise duties, i.e. those based on a unit of quantity rather
than on value. Again the relationship will not be precise, as
different goods have different "income elasticities’".

iv. Those that grow less than either money or real income un-

less either the basis of assessment or the rate is changed.
The outstanding example is local authority rates. Rateable
values are assessed only at fairly long intervals and between
assessments the yield of any given rate poundage on exist-
ing property remains constant. The only source of growth
is from new property coming under assessment for the first
time and from changes in use involving a new assessment.
Since the stock of buildings is large in relation to annual
net additions revenue for the country as a whole (though
not necessarily for all local authorities) is likely to grow
less fast than real income.

Table 9.1 analyses revenue for 1972/1973.
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TABLE 9.1
Government revenue and changes in income

Sources of revenue classified according to the way in which their yield at constant
rates varies with income.

Contribution to revenue 1972/73
Category and source
£ million %
(a) Rising faster than money income
Income tax and surtax 1737 26-4
(b) Rising in line with money income 13-2 2:0
Estate duty 42-8 65
Turnover tax 26-2 4.0
Wholesale tax 32:0 49
Ad valorem customs and excise
duties 314 4-8
1456 222
(c) Rising in line with real income
Specific customs and excise duties 1884 286
Vehicle tax 200 3-0
Post office 40-8 62
249-2 378
(d) Doubtful
Corporation profits tax 212 32
Stamps 109 17
Miscellaneous 684 8-9
905 137
Total 659-0 1001

Source: Finance Accounts, 1972/73.

Income tax and surtax, the one tax that is certain to rise more
rapidly than money income, accounted for only 26:4% of revenue.
Profits tax, which probably rises faster than money income, though it
has been classed as doubtful, accounted for only 3:2%. A series of
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ad valorem duties that are likely to rise roughly in line with money
income accounted for 22-2% of revenue, but duties, whose yield 18
likely to move roughly in line with real income (unless rates are
changed) and so do not contain any built-in allowance for inflation,
accounted for 37-8%. By contrast, in the UK in 1972/73 income tax and
surtax accounted for nearly 40%, and corporation tax for a further 9%
of revenue. There can be no doubt that the Irish tax structure is con-
siderably less buoyant in conditions of inflation than that of the UK
but as already pointed out, the need to raise rates at which specific
duties are levied when prices rise is a matter of political inconvenience
rather than economic hardship.

A further problem can arise because of time-lags between the time
when the amount of any particular tax liability is determined and the
time at which the money reaches the Exchequer. If this lag has an
average length of L months, tax liabilities will, in general, be deter-
mined by prices and/or incomes at period T, while the revenue will
have to be used to meet expenditure at prices of T+L. If the rate
of inflation was constant a longer lag would imply that higher tax
rates would be necessary to finance any given level of expenditure;
but once an appropriate set of rates had been established for any
given lag, there would be no further need for change on this account.
If, however, the rate of inflation were accelerating, the existence of a
constant lag would require increasing tax rates, other things being
equal.

We do not have detailed information on the length of lags in
Ireland, but the tax for which they may be expected to be longest—
corporation profits tax—forms a relatively small part (only 3-2%) of
revenue.

For some purposes, it may not be enough that revenue should simply
keep pace with inflation. For example, the purchasing power of social
security payments could be malntained by increasing this type of
expendIiture in llne with the consumer price Index, but reclpients would
then become relatively worse off as the real Incomes of other members
of society Increased. If they are to preserve thelr relative position pay-
ments must take account both of rising real incomes and of Inflation,
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i.e. expenditure must rise in line with average per capita money income ¢
not in line with prices. R
Perhaps the most serious problem for the Irish exchequer, howm,

is the fact that prices of goods and services bought by the pubiic
sector appear to be rising much faster than the general rate ol infla
tlon. From 1967 to 1972 the rise was 65-4% against only 44% lor
consumer prices. Attention was drawn In Section 1 to the need lor
further Investigation of this matter, but it clearly involves a change in !
relative prices as well as an Inflation effect. in this respect the govem
ment Is In the same position as any of Its citizens; If the things tha
it buys become reiatively more expensive, It must either consume s
smalier quantity or spend a larger proportion of the national Income.

Accounting practices and the profitabliity of Investment

it is often assumed that inflation ralses company profits, and this is
generally true of recorded profits determined under existing account
ing conventions. However, the trye return to the owners of a business
Is what Is left after replacing stocks that have been used up, making
good depreclation on fixed assets and paying taxes. This is both the
return which determines whether Investment Is worthwhile and the
cash flow that is avallable to finance expansion. Unfortunately, this
return can be very vulnerable to Inflation for two reasons.

First, stocks are normally dealt with on the “first in first oul
(FIFO) rule. If, for example, a woollen manufacturer had stocks of
raw wool bought last year, it would be assymed that those (rather
than any more recent purchases) were used in this year's output and
they would be entered at last year’s prices, regardiess of the fact that
they have to be replaced at current prices. Hence, materials and work:
In-progress and stocks of finished goods are all counted at less .M
their replacement cost. The difference, which appears in the Nationsl
Income Accounts as *'stock appreciation”, Is the amount by which tn®
profit Is over-stated.

Though the Irish national income accounts give a total figure fof |
stock appreciation, it is not possible to apportion this between sectors:
The following figures from the UK show how serious the distortion
can be at a time of rapidly accelerating Inflation.

164 |

£ million

1973 1974

i 1] 1] - v [
Gross trading profits N 2,045 2,17 2,190 2,226 2,665
8sock appreciation 366 547 702 773 1,638
E;ud profits 1,679 1,624 1,488 1,453 1,117

Between the first quarter of 1973 and the first quarter of 1974
recorded profits rose by 30%., but after allowing for stock appreciation
there was a fall of 33%. This is not the end of the story, as tax has
to be paid on profit before adjustment, so that (with a 50% tax) stock
appreciation added nearly £600 milllon to companies’ tax liabilities
between these two quarters.

Secondly, depreciation Is usually caiculated on historic cost rather
than replacement cost. The principle involved Is the same as that
underlying stock appreciation; the difference lies In the fact that fixed
capital is not used up In a single operation, and so depreciation can
be spread over a long time. There Is endiess varlety in the possible
Outcomes, depending on the length of life of the capital concerned,
the age structure of 8 company's assets and the method of depreck
ation used, However, the general principle is clear; depreciation based
on historic cost will not, in an age of inflation, provide a cash flow
Sutticlent to replace worn out or obsolete equipment, and the shortfali
wiil be greater the higher the rate of inflation.

To lustrate thig principle, consider a very simple and artificial
of tonL Suppose a firm uses ten Identical machines, each with a life
years, and that they are evenly distributed over their life span.
.uo':'?: gre—lntl‘atiop point of time a machine cost £1,000 and deprecl-
eaon N a “straight ling" basis. The depreciation funds accruilng
Inning Y:;!r. are useq to replace the oldest machine at the
Tablo o tlhe following year. The relevant figures are shown
<IN a world of constant prices, our company would
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TABLE 9.2

Exampie lliustrating the eftect of inflation on replacement cost and depreciation
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Note: In each case, the machine is assumed to cost £1,000 at the beginning of year one. For other assumptions see text

set aside during year 10 £100 in respect of machines bought from
the beginning of year 1 to the beginning of year 10, and the result-
ing £1,000 would just suffice to replace the year 1 machlne at the
beginning of year 11. Now suppose that inflation takes place at
3% over the ten years. The company will set aside 10% of the
historic cost of each machine so that year 10 depreclation wlll be
£100 on the year 1 machine, £103 on the year 2 machine, and so on
up to £130 on the year 10 machine; the total of this series Is £1,148
but by the beginning of year 11 it will cost £1,344 to replace the year 1
machine. There will thus be a shortfall of £198, or 14-7% of replace-
ment cost. The same calculation for a 12% Inflation rate shows a
shortfall of £1,353 or nearly 44 per cent of replacement cost.

Once again an effect that Is of minor importance with inflatlon at
2% or 3% a year assumes a dlfferent order of magnltude wlith Inflation
rates In double figures. Once agaln, the effect Is aggravated by tax-
ation. since tax has to be pald on profits less depreclation at historic
cost, and the shortfall has to be met out of post-tax profits If flrms
ara not to allow thelr capltal equipment to run down.

In principle, the tax effect could be largely eliminated by allowing
stocks to be treated on the last In first out (LIFO) rather than the
FIFO princlple; and by adjusting depreclation allowances each year
to make up the dlifference between past accumulation and replacement
costs. However, thls would not necessarlly suffice to malntaln elther
the real value of shareholders’ funds or thelr relative position In
soclety.

The latter would require that post-tax profits, after allowing for
stock appreciation and for depreciation at replacement cost, rlse
at the same rate as money natlonal Income. It seems very unllkely
that thls has happened In the recent past or that it would have
happened even If tax llabllitles had been adjusted as Indlcated above. A
more detalled study ls needed of the actual position In Ireland, and
of its effect both on companies’ cash flow and on the Incentlve to
Invest.
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A turther effect of inflation, and one which is advantageous to some
companies, is that it redyces the real value of interest and capital
charges on debt. However, the benefits accrue arbitrarily to those com-
panies that happen to have the largest debt, and the benefit to bor-
rowers is at the expense of lenders. A fairer system is to enable
companies to maintain the real value both of their earnings and their
payments; this is one of the main objectives of "indexation” discussed
on pp. 189-192 below.

Stock markets and saving

Consider first the influence of Inflation on the market for fixed
interest securities. Reference has been made several times to the
distinction between nominal and real rates of interest, and to the fact
that market forces tend, after a time lag, to adjust market rates so as
to maintain a "nommal” or "natural” real rate. Over long periods of
time the real rate has been very stable; the history of the UK national
debt goes back well over 250 years and the yield on long-term gov-
ermment securities adjusted for price changes has generally been in
the range of 3% to 4%.

If inflation proceeded at a constant rate, there is a strong presump-
tion that yields on fixed interest securities would be adjusted before
very long. The real incentive to hold such securities would then be
undiminished by inflation but the process of adjustment would damage
those who had acquired them in the past. Their income would remain
fixed in money terms and would fafl in real terms each year at the
current inflation rate. The counterpart of this, in present value terms,
is, of course, a once and for all drop in capital values. We do not have
enough information about the distribution of personal wealth in Ireland
to say anything useful about the way in which this damage would fall
on ditferent sections of the community, but it is certain that it would
be arbitrary.

When inflation is proceeding at an accelerating rate, the problem
is more serious. As already noted, the time lags involved in adjustment
are likely to leave the nominal rate lagging behind the inflation rate,
giving low or even negative real rates. Such a situation is likely to
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produce a reluctance to hold fixed interest secuyrities, and to create
difficulties for the government in meeting its borrowing needs. That
the Irish government has faced such difficulties in recent years has
been shown in Section VI.

During the 1950s and much of the 1960s, it was generally believed
that equities offered a good hedge against inflation. The thinking
behind this belief was that inflation raised profits and that this rise
was likely to be enough to raise shareholders’ earnings roughly in
line with inflation, even allowing for stock appreciation, depreciation
and higher tax liabilities. This has failed to happen over the past few
years largely because of the effects of accelerating inflation discussed
in the last sub-section. The result has been reflected in falling share
prices though the fall has been less severe in Ireland than in the UK.

Insofar as equities fail to provide a satisfactory hedge against infla-
tion, then their holders suffer the same kind of damage as do holders
of fixed interest securities. There is, however, a more general and
potentially more serious resuit. Money, by its nature, cannot offer pro-
tection for its holders against inflation; if neither fixed interest securities
nor equities do so, then inflation must reduce the incentive to hold all
financial assets. This could cause a decline in the total amount of
saving forthcoming at any given level of real income. It may also
divert saving from financial assets, and hence from the public sector
and private industry, who use the capital market, into various kinds
of real asset. The most obvious real asset available to private savers
is house property byt others are durable consumer goods, jowellery,
works of art, and insofar as they are legally available, overseas assets.

So far there is no sign that the savings ratio in Ireland has been
impaired by inflation but this is something that would only be expected
after high rates of inflation had persisted for some time. There are
Some signs of the diversion of saving from financial assets to real ones,
fnotably in the boom in the property market. Moreover, as shown in
Section VII, total domestic saving has failed to keep pace with capital
formation, so that there has been an increasing reliance on borrowing
from overseas.
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B. EXTERNAL EFFECTS

The way in which inflation affects the external transactions of an
economy depends, of course, not upon the actual rate of inflation, but
on the relationship between the domestic rate and that of the country's
major trading partners. If prices rise more rapidly in country A than
elsewhere, then A will import more from the rest of the world as their
goods become relatively cheaper than domestic products. At the same
time A is likely to export less because rising domestic demand is
diverting goods from foreign buyers to the domestic market, and be-
cause the rise in prices Is making exports uncompetitive. We should,
therefore, expect the ratio of imports to GDP to rise and that of exports
to fall, imports to grow faster and exports more slowly and export prices
to move out of line with those In competing countries in periods of high
inflation. If world markets were sufficiently perfect to keep the prices
of traded goods at the same level, regardless of origin, then the whole
effect would fall on import and export volumes and on the balance of
payments.

As always, however, there are problems in disentangling the effects
of inflation from those of other influences working in the same direc-
tion. For example, in a country at Ireland’'s stage of economic develop-
ment the ratio of imports to output is almost bound to rise, since so
many of the capital goods and materials required for industrial growth
must be imported. Higher real incomes lead to higher imports. Tariff
reductions also normally entail a rise in the import ratio, and have
certainly done 80 in Ireland. Finally, throughout the Western world there
has, during the postwar period, been a strong tendency for the import
ratio to rise as a result of various unquantifiable influences such as the
growth of multinational enterprises and changes in consumer prefer-
ences. Thus the import ratio may rise very sharply for reasons wholly
unconnected with inflation. Similarly, in a country where a limited range
of agricultural products provide a major part of exports, the export
ratio may fall because of a fall in output due to weather conditions.
Finally, In Ireland, both ratios may move erratically because of devel-
opments in the British economy because Ireland is so heavily depen-
dent on the UK as supplier and customer.

It is not surprising, therefore, that Table 9.3 which shows the ratio
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of exports, imports and the trade deficit to GDP, does not show the
expected pattern of changes in the ratio in or immediately following
periods of inflation. The export ratio fell and the import ratio rose
simultaneously in four years—1955, 1958, 1965 and 1969. Inflation may
have been influencing them in the three latter years but on the other
hand there is no discernible effect in 1962/63, nor in the early 1970s.
The overriding impression is that both ratios were tending to rise
strongly throughout and that at the same time the deficit on trade
though rising strongly in absolute amount was becoming a smaller pro-
portion of GDP, which does not square with the hypothesis that infla-
tion has made Irish trade less competitive.

TABLE 9.3
Ratio of foreign trade to GDP
Total exports Imports Deficit
Year
£ million | % of GDP | £ million | % of GDP | £ million | % of GDP
1953 1145 265 1854 429 70-9 164
1954 115-8 266 183-0 420 67-2 154
19556 1109 243 2077 454 96-8 21-2
1956 1081 237 1828 40-0 747 163
1957 1313 27-9 184-2 392 62-8 113
1958 1313 270 1990 409 67-7 139
1959 1306 251 2126 40-8 82-0 157
1960 1527 273 226-2 405 736 131
1961 1806 29-8 261-4 431 80-9 133
1962 174-4 265 2737 416 99-3 1541
1963 19656 28-0 3077 43-8 1111 15-8
1964 2339 296 3608 45-4 126-9 16-0
1965 2412 28-6 3878 459 146-6 174
1966 2734 310 3967 450 1233 140
1967 3145 326 4147 428 100-2 104
1968 3637 334 5161 47-3 162-4 140
1969 404-2 324 6136 491 209-4 168
1970 466-7 336 676-7 486 2100 151
1971 5387 340 754-9 476 216-2 136
1972 6475 345 8381 447 1905 102
1973 8687 386 11372 60-6 2685 119

Note: Figures from the mid-1960s include Shannon Free Airport trade.
Source: “"National Income and Expenditure”; Leser, “A Study of Imports”;
Statistical Abstract of Ireland; “"Review of 1973 and Qutlook for 1974"".
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tionate figures have performed particuiarly weli since 1966; the rise on
the import side of the account has been more than matched by the rise
on the export side. Furthermore, in gross terms exports of "competing
goods™ are now a higher proportion of total exports than in 1960,

The picture by broad sectors of industry—food manufacturing, non-
food manufacturing and mining—is less satisfactory. Out of the totaj
increase of £205-2 million from 1960 to 1973, the food manufacturing
industries provided £162-3 million. The proportion of competing imports
to home consumption in this sector is very small, but has risen steadily;
the ratio of net exports to output was tending to rise in the first half of
the 1960s, jumped in 1967 and has since then remained at a slightly
lower level. Since 1967, the rise in gross output has been rather more
than twice as large as in the previous six years, so the higher net
export ratio is related to a more rapidly rising value of production;
but this latter reflects a lower rate of increase in the voiume of pro-
duction and a very much faster rate of increase in prices. Thus price
movements have been the prime cause of the big rise in the total net
exports of Irish food manufacturing since devaluation.

The net exports of the mining industry actually feii in the early 1960s
as the rate of growth in consumption rose faster than output. Latterly,
however, the position has improved to a remarkable degree and the net
export ratio is almost as high as in food manufacturing. Here the im-
provement is mainly attributable to the steep rise in the voiume of pro-
duction, though price movements have aiso helped. The development of
Irish mining has clearly paid off in terms of the country's international
trading position.

it is in manufacturing industry proper that the position is weakest
for it is here that the rise in competing imports relative to home con-
sumption has been greatest; and here that the contribution to net ex-
ports is smallest in absolute terms and has risen least in reiation to
gross output. Up to 1967, the import ratio was fairly stabie, the value of
net imports had begun to fall and in 1967 itself dropped so sharply that
trade was almost In balance, while the net import ratio was steadily
diminishing. Foilowing devaluation the situation deteriorated again and
it was not until 1972 that non-food manufacturing industries in ireland
achieved a small export surplus.
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Figures disaggregated by industry, shown in Table 9.6, suggest that
it is rather the character of some of the industries concerned than any
influences alfecting all manufacturing industries which explains this
disappointing performance. Very broadly, old-established industries
have done badly, newer industries have done well. Ail sectors dis-
tinguished in the table, bar clay and structural cement, show a higher
ratio of imports to home consumption in 1973 than in 1960. In terms of
net exports, however, four groups can be distinguished. Heading the
list are three sectors that have steadily raised the value of net exports
and the ratio to output—chemicals, metals, and the miscellaneous
"other” group. In absolute terms, these three converted net imports of
£7-9 million in 1960 to net exports of £46-7 million in 1973-—a swing of
£54-6 million. Two other sectors—drink and tobacco and clay and
cement—raised the value of net exports from £6-7 million to £187
miilion though they did less well on the export ratio. Textiles, clothing
and footwear, and wood and furniture maintained or improved the
ratio of net exports (or net imports as the case may be) to 1967 but
thereafter the position deteriorated rapidiy, so that from 1960 to 1973
net imports rose by £20-1 million. Finally, the paper and printing indus-
try showed a steady deterioration in its competitive position throughout
the period, with net imports rising from £3-7 million in 1960 to £25-2
million in 1973. Had these last two groups done no more than maintain
thelr 1960 net balance, Irish manufacturing industry as a whole could
have raised its net exports by £66 million in thirteen years—some £17
million to 1967 and the balance from 1967 to 1973.

In all this there is no discernible influence from domestic inflation.
The one factor that appears to have influenced all non-food manufac-
turing industries was the 1967 devaluation. Otherwise net export per-
formance has been a function of the behaviour of the industry itself.

There is iittle that can usefuily be said about Ireland's other major
éxport industry, tourism, in this context. Until 1968 the growth of earn-
ings was erratic but does not seem to have been influenced by inflation.
Any damage done by rising Irish prices wouid be expected to show up
in the years immediately following periods of rapid inflation but, as may
be seen from Table 9.7, 1959 and 1963 were both years of high growth
in earnings, while 1967 was a better year than 1966, though the latter
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TABLE 9.6 ' was probably distorted by the UK seamens’ strike. Since 1968 it is im-
Competing imports and net exports In non-food manufacturing industries possible to disentangle the effect, if any, of inflation from the influence
of political developments in Northern Ireland that have seriously dam-
Competing Net exports: aged the development of Irish tourism.
imports as
% home Value As% TABLE 9.7
consumption £ million Qross output
Balance-of-payments receipts from tourism
Drink and tobacco 1960 28 6-4 109
1967 33 7-3 83
1973 6-3 120 7-4 Year Value Annual % Year Value Annual %
£ million change £ million change
Textiles 1960 269 -7-8 -199
1987 289 -7-0 -10-7 1953 284 — 1963 49-8 +9-2
1973 45-8 -17-7 -137 19564 295 +3-9 1964 588 +18-0
19656 30-9 +4-7 1966 67-7 +16-1
Clothing and footwear 1960 47 34 137 1966 334 +81 1966 65-1 -38
1967 103 54 137 1967 324 -30 1967 689 +5-8
1973 28-9 4.9 66 19568 346 +6-8 1968 757 +99
1959 378 +9-2 1969 781 +31
Wood and furniture 1960 316 -33 —-36-3 : 1960 397 +5-0 1970 743 -4-9
1967 308 -5-1 -29-0 1961 43-6 +9-6 1971 79-0 +6-3
; 1973 370 -14-8 -37-5 . 1962 l 456 +4-8 1972 70-4 -10-9
; Faper and printing :ggg ggi _g; _1222 Source: lrish Statistical Bulletin.
! 1973 36-3 —~26-2 —286
" It should, however, be remembered that both trade and tourism might
0k Chemicals 1960 30-8 —6-7 -37-2 have shown direct effects from inflation had other countries, notably
| 1967 26-6 —43 ~-9-8 the UK, been inflating less rapidly. In that case the rise in exports, for
: 1973 408 19 12:0 example, would almost certainly have been less; and on the same argu-
f ' Structural clay and cement 1960 130 03 2.9 ment it would have been greater had Irish inflation been slower.
) 1987 111 30 11-7
[ 1973 11-3 67 90
}
) Moetals and engineering 1960 179 -39 —6-8 SECTION IX: REFERENCES
] 1987 18-3 —0-4 —03
' i 1973 301 6-9 1.9 1 A number of suggestions have been made as to how this might be done. One
of the mostinteresting is Michael Parkin and Malcolm Gray 'Housing Finance—
Other manufacturing 1960 19-6 27 89 A Realistic Solution”, in The Banker, June 1974.
1967 18:0 10-4 167 2. Milton Friedman, Monetary Correction, Institute of Economic Affairs, Occasionat
, 1973 376 289 221 Paper No. 41,1974.
i - 3. NIEC, Report on Incomes and Frices Policy (No. 27), paragraph 36.
| Source: As Table 9.5.
1
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SECTION X

SOME POLICY OPTIONS

Inflatlon, unemployment and growth

The previous section has shown that inflation has some very
damaging side effects both domestically and internationally. Ireland
has been shielded from the main effect of the latter by the fact that
other countries have had inflation rates only a little lower than its own,
but there can be no such protection against the domestic effects and
these are becoming increasingly harmful as inflation accelerates. There
can be no doubt of the urgency of bringing inflation under control and
this section therefore discusses four major policy issues; the possible
cost in higher unemployment and slower growth; the exchange rate;
"indexation’; and the respective rble of prices and incomes policies,
and of fiscal and monsetary measures.

As shown earlier in this report, neither theoretical analysis nor
empirical evidence can tell us anything like all we want to know about
the "trade-off" between inflation, unemployment and growth. Four
things are, however, amply demonstrated by experience and generally
accepted :

i. In the short run, expansionary monetary and fiscal policies
that generate inflation can also generate high growth rates,
aspecially when they start from a point where there is some
slack in the economy.

ii. Also in the short run, restrictive policies designed to reduce
inflation (the "stop” in "stop-go”) slow down growth and
raise unemployment.
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iii. Monetary and fiscal restraints applied with extreme violence
can produce disastrous recession.

iv. Even in the absence of a severe recession the cure of in-
flation by monetary and fiscal control of demand involves
going through a period in which unemployment would be
higher and growth slower than they could have been if the
need to control inflation had not existed.

It is also to be expected that very high rates of inflation will reduce
the growth of reai output by diverting energies from productive work
to coping with the problems raised by inflation. The extreme form of
this effect is the breakdown of confidence in money and the reversion
to a largely barter economy that comes with "hyper-inflation”. The real
problem is what happens in between, and here it is necessary to dis-
tinguish between “static”’ and "dynamic" effects, between unemploy-
ment at a point in time and economic growth through time.

The first two columns of Table 10.1 show the percentage rise in
consumer prices for OECD countries between 1960 and 1972, and the
average percentage of the labour force that was unemployed. The
figures are illustrated in a "scatter diagram” in Chart 10.1. There
are a number of countries for which OECD does not publish unem-
ployment percentages, and even where figures are published, com-
parisons can be only very rough and ready because of differences
in definitions and methods of compilation. There is only a very weak
tendency for countries with above-average unemployment to have a
lower than average inflation rate or vice versa. The average (median)
unemployment rate for the sixteen countries for which both prices and
unemployment are available is 1-75% and the average price rise over
the whole period, 69-35%. By this measure, four countries, Australia,
Austria, Greece and Germany, had a lower than average unemployment
rate and a lower than average price rise while three, Finland, Ireland
and the UK, were above average on both counts. Half of the sixteen
countries had unemployment rates In the narrow range of 1-3 to 2-0%,
and their price rises varied from 43% to 111%. This is what would be
expected from the "excess demand' theories outlined in Section II.
The prediction of these Is that a country’s inflation rate depends not on
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TABLE 101

unempioyment in OECD countries

its actual rate of unemployment but on the relationship between its
actual rate and its natural rate. Since natural rates are likely to ditfer
¢ widely from country to country we should not expect to observe any
close relationship between actual rates and inflation.

Over a longer run there are a number of ways in which economic
i growth may be reduced by inflation, some of which appear now

Percentage rise in consumer prices and GNP and average rate of

Consumer Unemployment

prices % average(a) Real GDP

1960/72 1960/72 1960/72
Canada 406 53 861
USA M3 48 638
Japan 94-0 13 231-8
Australia 43-2 1-6(b) 751
| Austria 583 1-7 798
: Belguim 526 22 72-2
] Denmark 107-0 —_ 763
. Finland 87:0 2-0 818
3 France 69-2 16 96-9
B Gormany 486 08 706
i Greece 32-2 — 161-7
i iceland 2686 — 77-8
a treland 917 52 61-6
il ttaly 679 33 80-6
" Netherlands 80-4 13 846
] Norway 773 1-0 783
= Portugal 924 —_ 1101
i Spain 111-2 16 1321
i Sweden 6956 1-9(c) 676
'i Switzerland 57-8 — 67-9
Turkey 129-2 —_ 86-3
uK 782 18 366
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: (a) Average of annual figures of unemployment as per cent of labour force.

L (b) 1964/1972.

¢ {c) 1962/1972.

i Source: OECD Historical Statistics 1971; OECD Labour Force Statistics 1960/71
. and 1961/72; OECD Main Economic Indicators November 1973 and
1 August 1974.

CHART 101
Percentage increase in prices and average percentage rate of
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CHART 10.2
Percentage incr in prices and real GDP 1962/197;
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to be operating in Ireland. For example, it was argued in the last
section that inflation has reduced the incentive both to save and to
invest; that it has tended to divert savings from investment In pro-
ductive industry to other areas where they do not make a direct
contribution to growth; and that, though exports have remained com-
petitive, they are less so than they could otherwise have been, and
this must have inhibited the growth of export-oriented industry.

The third column of Table 10.1 shows the growth of real GDP for
twenty-two OECD countries and Chart 10.2 shows these plotted against
the rise in the consumer price index. Again there is no close relation-
ship between the two. The USA and Germany both had lower than
average growth (the median is 79%) and low inflation rates, but
Canada had the lowest infiation rate of all combined with well above
average growth, while the UK had the lowest growth of ali combined
with a well above average inflation rate. Twelive of the twenty-two
Sountries showed growth in the range ot 70% to 87%, and the rise in
their price indexes varied from 43% to 254%. They are, in order of
Qrowth, as follows :

% increase in

GDP Prices
Germany 70-6 485
Belgium 722 525
Australia 7541 43-2
Denmark 76-3 1070
lceland 77-8 253-8
Norway 783 77-3
Austria 798 68-3
laly 80-6 67-9
Finland 818 87-0
Netherlands 846 ' 80-4
Canada 86-1 40-6

Tokey 1 863 | 1202

:: May alsp pg noted in
relationships already

passing that, as we should expect from the
discussed, there seems also to be only a

we )
8k connection between unemployment rates and growth.
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It is not certain that relationships that hold in a period of general
world infiation would also hold in a world of constant prices, but never-
the-less the evidence quoted indicates that there are considerable
differences between countries in the level of unemployment that would
be compatible with stable prices. In arguing that inflatlon is generated
by excess demand we are saying that, at least at some times, the actual
rate of unemployment has been below the patural rate. This, in turn,
implies that a regime of stable prices would probably require, on
average, a higher level of unemployment, other things being equal, than
has prevailed in the past. However, the relationships between unem-
ployment, inflation and growth suggest that neither the checking of
inflation itself nor any increase in unemployment that might go with it
need cause any long-run damage to growth. Moreover, the fact that
some countries have succeeded in reconciling low unemployment with
relatively iow inflation rates suggests that there is scope for reducing
the "natural” unemployment rate by appropriate policies for increasing
labour mobility. This is an important matter for lreland and one on
which further work is needed.

The exchange rate

As has been stated several times already, a small open economy with
a fixed exchange rate has only limited scope for choosing a domestic
inflation rate different from its neighbours. This has not been a con-
straint on Ireland in the recent past because domestic policies have
generated an inflation rate rather higher than that of the UK and the
other major countries with which Ireland trades. If the Irish authorities
were to fight Inflation more vigorously and successfully than other
countries, they could bring the rate of increase of domestic prices
below Instead of above that of the UK, but before they got very far
below, they would run up against the forces described in Section VL.
Would it then be worth allowing the Irish pound to float upwards against
sterling and other currencies in order to keep the inflation rate fallling?

It is important to note that, in this context, the Irish pound could only
appreciate in value against other currencies; a depreciation would
imply Irish domestic policies that were more, not less, inflationary
than those of other countries.
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Such a change would have different effects on the agricultural and
industrial sectors as a large part of Ireland’'s trade in agricultural
products (72% in 1972) is subject to the Monetary Compensation
Arrangement of EEC which has the effect of insulating prices received
by domestic producers from exchange rate fluctuations.

The “monetary compensation amounts” (MCA) are payable on most
agricultural products other than horticultural products and sheep meat.
In 1972 Ireland exported about £190 million worth of these products,
while imports amounted to only £40 million.! When a currency is
depreciated by more than a prescribed amount in relation to its Com-
mon Market “reference rates” (as the irish pound is) a charge varying
with the amount of depreciation is levied on exports and a subsidy paid
on imports. Since the Irish pound and the pound sterling share the
same reference rate and the same depreciation, no payments arise on
UK-Irish trade, though Irish produce in the UK has to compete with UK
imports from elsewhere which receive subsidies. Irish exports of goods
covered by MCA to other countries have to pay the levy, while imports
receive a grant. Irlsh farmers thus lost part of the additional income
that wouid otherwise come to them from devaluation, though they have
to pay the higher prices that a fall in the value of the Irish pound brings
for imports of fertilisers and machinery.

Arrangements have recently been made for a reduction in the
“reference rate” of the lIrish pound in relation to the EEC unit of
account without changing Its value for any other purpose (the so-
called ""green pound”) but these are not within the present terms of
reference. We are concerned with an all-round rise in the value of the
Irish pound against sterling, other currencies and the unit of account.

_ For products covered by MCA, this would reduce the amount of the
import grant and the export levy leaving producers largely unaffected.

Producers would gain by lower prices for imported fertilisers and
machinery but they would lose in respect of income from products not
subject to MCA. :

If manufacturing industry pursued the pricing policies that it appears
to have done in the past, the rise in the exchange rate would make
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Irish exports more expensive in overseas markets with possible adverse
effects In export volume, the growth of export industries and employ-
ment. Such effects would not, however, entail a net deterioration in
Ireland’s competitive position but merely a partial offset to the (rela-
tively) lower domestic costs brought about by the better control of
inflation. This would, of course, apply both to industry and agricuiture.
Finally, it should be noted that consumers as a whole would benefit
from lower import prices; and that this might help to reduce inflationary
expectations and so facllitate a further reduction in the inflation rate.

None of these effects of revaluation would be a heavy price to pay
for a reduction In the inflation rate. More serious and much more
difficuit to predict, are the effects that might follow from a breaking of
parity with sterling on the very close trading and financlal ties between
Ireland and the UK.

All transactions between the two countries would involve a foreign
exchange calculation, if not an actual exchange of one currency
agalnst another, and the actual manpower cost of this would not be
negligible. Some traders might still be willlng to accept sterling notes
and coin at a discount, but it Is llkely that they would soon cease to
circulate; this would not necessarily cause any direct damage to
Ireland, but it could well have some effect on the tourist trade. A new
element of uncertainty would be introduced into both trading and
financlal transactions, though its effects could be mitigated by the
development of a forward exchange market. Finally, access to the UK
market without an exchange risk Is a significant part of the attractive-
ness of Ireland to overseas industrialists from other countries as well
as tha UK, so that the breaking of the exchange link could have adverse
effects on new industrial development.

If the UK were to maintain an Inflation rate well above that of Ireland,
it would probably be worth breaking the exchange link rather than
suffering the domestic eviis of a high rate of Imported Inflation, but this
is not so at present. To make a strong case for a change It would be
necessary for the Irish authorities to demonstrate their will and ability
to control Inflation by reducing thelr rate significantly below that of the
UK and to have evidence that further progress was being prevented by
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pressures originating overseas. Meanwhile, however, it would be desir-
able to have further studies to assess the effects more precisely and to
consider how any adverse consequences might be minimised.

Indexation

The domestic ills arising from inflation that were discussed in the
last section arlse because legal and contractual obligations fixed in
money are not adjusted to take account of changes in the value of
money. Proposals for making such adjustments can be traced back at
least to the 18th century and the recent rise in inflation rates has led
to a revival of interest and to the coming of the ugly but convenient
word "indexation”. The most comprehensive system of adjustments so
far adopted is in Brazil but some, 6.g. cost-of-living bonuses in wage
agreements, have been used in many countries including ireland.

The maln features of the proposals can be summarised as follows :3

Public sector

l. Pensions and other social security benefits should be
linked to the cost-of-living index.

ll. The exemption limit for personal income tax should be
fixed not as a sum of money alone, but as a sum of money
multiplied by the percentage change In a price index since
the base period. A simllar adjustment should be made for
other figures at present fixed In money, e.g. the amounts of
allowances for dependants and the points of change from
lower to higher tax rates.

lil. For capltal gains taxes the purchase price of an asset
should be adjusted for changes In the index between the
dates of purchase and sale.

tv. Depreciation allowances should also be adjusted, as indi-
cated In Section 1X, so that allowances deductible for tax
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purposes would be sutficient to cover the replacement cost
of fixed assets, and stocks should be valued at replace-
ment cost at the time of use. (Broadly equivalent to the
FIFO principle discussed In Sectlon 1X.)

v. Both Interest payments and redemptlon values for all
government securltles except for. very short-dated bonds or
bllls should be adjusted for changes in the Index.

vi. Finally, long-term contracts and wage agreements in the
public sector should contaln similar provisions.

There are problems over the cholce of an Index and whether to use
a single Index for all purposes. If this is to be done, the consumer
price index would be the most approprlate. However, since all the
main Index numbers move In the same directlon, the use of any of
them would remove a large part of the anomalies caused by changes
in the value of money. It would, of course, be an essentlal part of the
scheme that adjustments could be made downwards as well as up-
wards.

The private sector

The private sector could Introduce provisions for adjustment to
changes In the value of money If there was a general deslre to do so,
and few if any changes In the law would be nesded. Among the things
that should be encouraged are :

|. Flxed charge securities Issued by companles should have
both Interest payments and redemption values Index-linked.

il. Long-term contracts should Include adjustment clauses.
ll. Both deposits with and loans by savings banks, building

socleties and other financlal instltutions should be Index-
linked, except for very short-term transactlons.

iv. Wage agreements should contain cost-of-llving clauses.
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These proposals go a lot further than any country, even Brazil, has
yet done. Their aim is, of course, to take out the redistributive effects
of Inflation wherever possible. There are two major reasons for desiring
this. First, it enables everyone to strike bargains in real terms, without
having to worry about changes in the value of the money in which
those bargains are expressed. Secondly, it enables distributional issues
to be separated and treated on their merits. The redlstribution brought
about by Inflation Is, as has already been shown, highly arbitrary; some
of it may be in directions that soclety as a whole would welcome; some
is certalnly not, and it is very difficult to sort out the one kind from
the other. If society deslres certain kinds of redistribution it is far better
that they should come about as a result of deliberate decislons rather
that as a side effect of inflation.

A number of objections have been raised to such policies some of
them more well-founded than others. Flirst, It has been argued that the
payment of Inflation adjustments would involve both the government
and the private sector In heavy expense, but this seems to be based on
a confusion between real and money payments. If the value of money
falls, there Is no real hardshlp Involved In paying (and no real benefit
In recelving) a correspondingly larger sum of money. Moreover,
workers would be prepared to accept lower basic pay Increases, and
lenders lower Interest rates If they knew that thelr real value would be
guaranteed agalnst Inflation. The only real cost would be the work
of recalculating payments from time to time and, though this would
not be negliglible, It would be small.

A polnt of rather more substance Is that the proposed changes In
government finance would reduce the apparent galn to the Exchequer
from Inflation, both by reducing the rise In revenue and Increasing the
rlse In expendliture brought about by Inflation. It would thus Increase
the probabllity that governments would have to ralse tax rates In order
to continue meeting a glven volume of real commitments. However, If
prices and Incomes generally rise by X%, the government can take
X% more In taxes without making the private sector any worse off.
The ralsing of rates may be polltically Inconvenlent, but It Is better
than the arbltrariness that, as shown In the last sectlon, Is Involved
In applylng existing tax niles In a perlod of rapld Inflatlon.
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it has also been argued that indexation wouid iead to an accelera-
tion of infiation, but this again is to mistake the symptom for the cause
and to ignore the fact that people will be prepared to accept lower
initial payments if they know that their real value is safeguarded. In-
deed it is more likely that, by enabling bargains to be struck in real
terms and so taking price expectations out of the bargaining process,
indexation would directly heip to reduce the rate of infiation.

Apart from this possibility, there are two main advantages from in-
dexation; first, it wouid greatly reduce the distortions discussed in
Section iX, in personal taxation, business finance, house purchase and
capital markets and so make it easier to live with inflation. Secondly,
it wouid greatly reduce the risk that monetary and fiscal policies de-
signed to reduce inflation wouid precipitate a depression.

Depressions have followed periods of infiation in the past largely
because firms are bound by commitments entered into in the expecta-
tion that prices would go on rising. Wage and salary bargains have
been made on this assumption, and fixed charge capital has been
raised at the high interest rates that go with infiation. When prices rise
more slowly than expected (and stili more when they actually fali)
the real burden of these commitments becomes heavier than was ex-
pected; firms are forced to cut back unprofitable output and iay off
empioyeses; and in extreme cases they find that earnings will not cover
outgoings on fixed charge capitai, and so end up in bankruptcy. In-
dexation would operate downwards as weii as upwards and so the
inflation rate couid come down without causing real burdens to exceed
expectations.

A detalied discussion of indexation would be beyond the scope of
this report, but one final point must be made. In itseif, indexation
cannot be a cure for infiation; it can reduce the cost of applying other
cures and so might make them politicaily acceptable when they would
not otherwise be 8o, but the real cure must be sought in the policies
discussed in the next section.

There are, of course, probiems inciuding those of administrative
costs and the choice of an appropriate index but the advantages of in-
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dexation seem very substantial. it wouid be desirable that the Irish
government should give urgent consideration to adopting indexation
itself and to encouraging its use in the private sector.

Prices and incomes policies vs. monetary and fiscal measures

A detailed study of counter-inflation policies is outside our terms of
reference, but we have been asked to give a broad indication of how
we see the policy implications of our findings.

The main conclusion of Sections Ii to Vi of this report was that the
balance of probabilities is strongly in favour of a combination of excess
demand and expectations as the generating forces behind domestic
inflation in Ireland during the past fifteen years. Cost-push theories,
despite their strong hold on public opinion, get only weak support
from the evidence. The implication of this is that appropriate fiscal
and monetary policies are necessary, and probably sufficient conditions
for the control of inflation, though they would be helped, and the
possibility of their producing harmful side effects would be much
reduced, by indexation.

This invites the question, what are "appropriate monetary and fiscal
policies”? in an ideal world, the answer would be policies that will
keep the level of effective demand just sufficient to hold the actual
level of unemployment equal to the natural one. This would still leave
room for argument about the merits of particular policy instruments but,
in the far from ideal world in which we live, we have to face two even
more fundamental difficulties. First, we do not know what the natural
rate of unemployment is and, secondly, the existence of inflationary
expectations requires that demand should be kept somewhat below,
and unemployment somewhat above, equilibrium levels until expecta-
tions have been modified.

The choice of policies must, therefore, be guided not only by their
merits in an ideal worid but by our judgement of their effectiveness in
helping us to get from where we are towards the ideal. Our views on
this are stated in a few rather bald propositions since to give them
their full theoretical support would take a lengthy volume.
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First, a monetary rule is likely to be more effective, as the primary
instrument of counter-inflation policy than as a fiscal one. The objective
should be to establish a trend rate of growth of the money stock at a
rate approximately equal to the potential rate of growth of real output
(say 4% or 5% a year) and to keep fluctuations around the trend
to a minimum. Since experience has shown that violent changes in the
rate of growth of the money stock are always disastrous, the movement
towards the target growth rate should be gradual, but it should be
announced beforehand and strictly adhered to. A period of five years
might be appropriate so that, for example, a current rate of growth of
20% would be reduced by 3 percentage points a year.

The adoption of such a monetary rule would, itself, impose con-
straints on fiscal policy, since public spending wouid have to be con-
fined to an amount that could be financed consistently with the per-
mitted increase in the money stock. This implies that total domestic
borrowing, public and private, would have to be no more than the
permissible increase in the money stock plus the amount that savers
were prepared to lend, by the purchase of securities of various kinds,
other than through the banking system.

This could at times be a severe constraint but it would still leave a
great many options open to the government. Within a given total
expenditure it would still have unfettered choice between different
programmes. It could spend more if it were prepared to tax more. It
could borrow more either by the sale of securities to the non-bank
public or from the banks if it were prepared to compete with its
citizens for a larger share of a given total, accepting any rise in
interest rates that might resuit. it could borrow from overseas if it were
prepared to saddle future generations with the burden of debt (note
that while the servicing of internal debt is only a transfer, the servicing
of overseas debt is a net drain on the real resources of a community).
Finally, and again within the constraints of the over-ail total, the govern-
ment could operate contra-cyclical policies, borrowing more when the
private sector was borrowing less, and vice versa.

The evidence concerning the long-run stabllity of the demand for
money In many countries with very different economic characteristics
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leaves little doubt that any country that consistently followed this kind
of policy would achieve a high degree of long-run price stability. The
evidence on short-run variations in demand and on adjustment lags
leaves little doubt that there would also be a lot of minor fluctuations
both in output and prices. To some extent, the government could, as
already noted, take offseiting action, but the policy advocated here
would deprive it of some of the weapons in current use. Government
would have to deny itself both direct increases in the money stock (e.g.
by central bank open market operations) at more than the permissible
rate, and fiscal policies that involved borrowing in excess of the limits
outiined above. Whether or not this would involve an increase in the
amplitude of short-term fluctuations is very doubtful. Because of the
time lags involved, monetary policy is a very crude instrument for “fine
tuning” and, in Britain at least, attemptis to use it in this way have
probably done more harm than good.

If Ireland were to behave in this way while other countries did not, it
would find its inflation rate falling below those of its neighbours, and
would experience the symptoms of imported inflation described in
Section VIIl. This Is not to say that Ireland could not or should not con-
tinue to reduce its own inflation rate by adhering to its chosen domestic
policies and allowing the Irish pound to appreciate. This is particularly
important if other countries continue with policies that involve a
continuing acceleration in their inflation rates. If Britain, for example,
gets into a period of hyper-inflation, there is no reason why lIreland,
just because its economy is small and open, should follow blindly over
the precipice.

Finally a word should be said about timing. It would obviously be
wrong to adopt new policies that would depress demand at a time when
it was not excessive and when inflation was being sustained not by an
unemployment rate below the natural one, but by expectations. It seems
fairly clear that the Irish economy was passing through such a period
in 1970, and it is probabiy entering one now. However, such periods do
not, in past experience, last for long. One of the advantages of a mone-
tary rule is that it “bites” harder when both income and output are
rising. If output were stagnant or falling, the pressure from a slowing
down of the rate of growth of the money stock by around 3 per cent a
year would be very mild.
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it excess demand is the cause of infiation, prices and incomes policies
are neither sufficient nor necessary conditions for its cure, as they
would be if the fundamental cause of infiation were *‘cost-push’, but
this does not mean that they have no useful rdle to play.

The recent Annuai Report of the Central Bank of Ireland stated that,
"Price control, as is obvious, can prevent only 'unjustified’ price in-
creases: those justified by increased cost of imports or of home
products and services it can do nothing about.””* An extreme monetarist
would argue that if the total spending power of the community (in
money terms) is restricted by appropriate monetary and fiscal policies,
only "justified” price increases could be charged, so that price control
is unnecessary; if, on the other hand, total spending power is not
restricted, price controi will be ineffective.

This would be true in a perfectly competitive world but the real world
is not perfectly competitive and bodies such as the National Prices
Commission have a useful réle as a spur to efficiency and a watchdog
for the public interest in a large number of areas, including the activi-
ties of state-sponsored companies, where competitive forces are not

fully operative.

The rdle of incomes policies and *'social contracts™ is more doubtful.
First, there is the purely practical problem of whether they can be made
to work in a democratic society. The evidence considered in Section
Vii suggests that they have not been effective in Ireland in the past, and
this is consistent with the experience of the UK and other countries.

Even if a "social contract” could be made to work, there is the ques-
tion of what wouid be its rbie. One possibility is that it might reduce
the expected rate of inflation and hence cause money wage increases
to be smailer than they wouid otherwise have been. This, in turn, would
enable the rise in prices to be slowed down by monetary and fiscal
policy with less risk of making production unprofitable and increasing
unemployment. However, this is essentially the function of indexation,
which would probably do the job much more efficiently.

A second possibility is that a “'social contract’* might cause a leftward
shift in the "Phillips curve”, thus reducing the “natural’ rate of unem-
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ployment at which money wages would rise no faster than productivity,
and price stability could be maintained. However, this does not seem
plausible when we remember that the natural level of unemployment is
that at which supply and demand are equal, and that both supply and
demand depend on real wages. The level of unemployment at which
supply and demand balance depends on such influences as the speed
of structural change; the degree of labour mobility, and the extent of
information about job opportunities, and these are not within the scope
of incomes policies.

The usefulness of incomes policies and social contracts therefore
appears very doubtful, but this is not to say that further experiment
should be ruied out; this report has never ciaimed to establish certain-
ties, but only to indicate where the balance of probability lies. However
strong the probability that the source of infiation lies in excess demand,
there is always the possibility that the "'cost-push” hypothesis may be
right and if that turned out to be so, incomes policies would have a
much more positive rdle. Moreover, if they are pursued in association
with the elimination of excess demand and with indexation, they are
unlikely to do harm, and might possibly do some good. The real proba-
bility of harm arises if governments continue to regard incomes policies
as substitutes for monetary and fiscal measures.

We must emphasise, however, that we are very far from attaching
equal importance to the two types of policy. We believe that the
balance of probability is very strongly on the side of the excess demand
explanation and hence that the risk of harm from neglecting counter-
inflationary monetary and fiscal policies is very much greater than that
from neglecting prices and incomes policies. This is a view that stiil
encounters great resistance from politicians, administrators and the
general pubiic, as well as from some economists. It involves a radical
re-appraisal of thinking‘ that has been current for a generation, but
policies based on that thinking have failed not only to stop inflation but
to prevent it from accelerating. it involves new policies attended by
new risks; in the nature of things we cannot know the magnitude of
these risks but there is some reason to believe that they have been
exaggerated by misleading comparisons with the 1920's and 1930's.
Against these unknown risks must be balanced the risk of continuing
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with present policies. If inflation goes on accelerating it must inevitably
jead sooner or later to a total breakdown of the monetary system.
Experlence of this kind of hyper-inflation has shown that it brings veq
heavy unemployment; the virtual cessation of organised economic
activity; and social tensions so great that they are likely to break the
kind of democratic system that Western Europe enjoys. A few years
ago this wouid have seemed crazy scaremongering; now it is being
taken very seriously indeed by a growing number of economists.
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SECTION XI

SUMMARY AND CONCLUSIONS

This section gives a brief summary of our conclusions and recom-
mendations. Inevitably, it omits the detailed analysis and many of the
qualifications contained in the main body of the text. References to the
sections and sub-sections in which these will be found are given in
brackets.

Inflation has been a problem in the whole of the western world ever
since the Second Worid War and Ireland has shared both in the
general upward trend of prices and in its acceleration since 1968.
A disturbing feature is that, over the period 1960/73, Ireland has had a
distinctly higher inflation rate than the UK which, in turn, has had a
higher rate than any other EEC country except Denmark; this tendency
for Ireland to have a higher rate than other members of the Com-
munity has been particularly marked since 1968.

Inflationary pressures have been strongest in 1956/58, 1962, 1964/65
and 1968/73, and these years have received special attention.

The pace of inflation has aiso been different for different categories
of goods. In particular, the prices of both imports and exports have
risen much less than the average; retall prices have risen more than
wholesale prices; and the prices of goods and services purchased
by the public sector have risen most of all. This last feature may be
partly explained by the high iabour content of public expenditure on
goods and services; but the size of the price rise shown in the National
Income Accounts Is disturblng and requires further investigation.
(Section I.)
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There is still a great deal of controversy among economists as to
the cause of inflation, so our problem was approached by summarising
the main theoretical hypotheses; indicating the type of evidence that
would tend to support and to refute them; and then looking at that
evidence in relation to lreland. There are some difficult logical
problems; some of the concepts involved cannot be measured directly,
and statistical sources are often defective. It is not possible therefore,
either in Ireland or elsewhere, to say that one hypothesis is right and
all others can be ryled out; but it is possible to establish where the
balance of probability lies.

Though there are many variations in detaii, the great division of
opinion is between those who believe that the generating force behind
inflation is excess demand for goods and services arising from mone-
tary and fiscal influences; and those who believe that it is the upward
pressure on wages exerted by trade unions.

The most sophisticated and plausible of the excess demand theories
relies on the combined effect of excess demand and expectations in
labour markets. Both employers and employees are assumed to be
interested in real wages (i.e. money wages adjusted for changes in
the value of money) rather than in money wages. The higher are real
wages, the more services employees will offer and the less employers
will want to buy. Hence, there will be a real wage that will just balance
supply and demand. Corresponding to this balance there will be a
level of unemployment, depending on such things as the rapidity of
structural change, the ease of movement from job to job and place to
place, the availability of training and the extent of information about
job opportunities. This rate of unemployment has been described as
the “natural” rate for any community at any time, and it would aliow
real wages to rise through time at a rate equal to the growth of pro-
ductivity, while the price level remained stable.

It is important to realise that the use of the term "natural” does not
Imply that the natural rate is something that is desirable or that cannot
be changed, given time. It is simply the unemployment rate that is
consistent with avoiding excess demand in the particular circum-
stances of an economy at a particular time. it can be reduced, over
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a period of time by, for example, training facilities to provide skills of
the kind most needed in rapidly expanding activities; measures to
increase the geographical mobility of labour, e.g. by ensuring a good
supply of rented housing; and by the spread of information about job
opportunities.

I, starting from a position of balance between supply and demand,
demand for final products were to increase owing to monetary or
fiscal policies, employers would seek to meet this demand by hiring
more labour, so that the demand for labour would exceed supply at
the ruling real wage rate. Money wage rates would go up but the
excess demand for goods would also raise prices, so that the rise in
real wages that was expected both by employers and employees
when they made their bargain, would not materialise. In subsequent
bargaining, both sides would expect a rise in prices and allow for it,
so that the increase in money wages would equal the increase in
real wages for which the two sides were prepared to settle plus the
expected rate of inflation. This rise in money wages would increase
unit labour costs and lead to further price rises. In this way excess
demand combined with expectations can generate a continuing infla-
tionary process.

Two very important things would follow from this hypothesis if it
were correct. First, the expectations effect can cause inflation to con-
tinue after a perlod of excess demand has passed. In order to cure
inflation it would be necessary to pass through a period of sub-normal
demand with unemployment above the natural rate, until expectations
were revised. Secondly, there would not be a "trade-off’ between a
higher rate of inflation and a lower rate of unemployment for policy-
makers to choose. The price of keeping unemployment below its
natural rate would not be just inflation, but continually accelerating
inflation. (Section Il. C. 1.)

This is what appears to have been happening; since the end of the
1950s the rate of increase of consumer prices has trebled about every
six years. For 1959/61 it averaged 1% a year; for 1965/7, 3-7%; and
the average for 1972/4 is likely to be over 13%. If this trend is extra-
polated it gives increases of over 40% a year by the end of the decade
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and over 100% a year by the mid-1980s. At this rate an economy wouid
be perllously near the point of breakdown into hyper-inflation. As
knowiedge of Inflationary forces grows it seems Increasingly likely
that this is the prospect that lreland, along with many other countries,
will have to face unless effective action Is taken.

Cost-push theories are superficially much simpier and easier to
understand, and, perhaps for this reason, they have secured a strong
hoid on public opinion; but they have a number of logical weaknesses.
If unions have in fact secured an increase In monopoly power, one
would expect the real Incomes of their members to rise reiative
to the rest of the community, but changes In relative incomes can and
do take place without inflation. To make monopoly power into a
theory of Inflation one has to assume that both unions and employers
behave in ways that are not rational, in the sense of maximising their
own incomes. However, It Is not safe to assume that human beings
always behave rationally and the only way of testing "cost-push”
hypotheses is to confront them with the evidence. (Section il. 8.)

it is not possible to say a priori what is the natural levei of unempioy-
ment in any place and time or to measureé excess demand directiy,
and we can only rely on Indirect Indicators. One of the problems
encountered was that some important Indicators Including nationai
income accounts, wage rates and eamings are avallable only once a
year; statlstics of wage rates do not refer to a single date but to "early
months of the year”; and figures of vacancies are very suspect. it is
not sensible for a small community to spend too much money and
manpower on gathering figures, but improvements to these very impor-
tant indicators would be deslrable.

It Is sometimes argued that the relatively high unemployment rate
experlenced by Ireland Is strong evidence agalnst the existence of
excess demand. However, there are several features of the irish
economy that make for a relatively high natural rate. These Iinciude
the high rate of exodus of workers from agriculture; the large number
of unskilled workers among the unemployed; the sparse population and
limited job opportunities ln many areas outslde Dublin; and the high
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proportion of their nommai earnings that many workers can draw fos
up to tweive months from a combination of social security and redun-
dancy payments. (Section V. 2.)

When allowance is made for these things the evidence of the
unempioyment rate does not seem by any means conclusive and a
number of other indicators were considered inciuding: the rate of
growth of national income; industriai production and employment; the
relationship between wages and earnings; evidence on capacity utilis-
ation and on stocks of materials and finai products provided by the
CII/ESRI quarterly industrial surveys; and the trade balance. (Section
Iv. 3—9.)

These indicators do not aiways teli precisely the same story, but
there is enough unanimity among them to establish certain conclusions
with a very high degree of probability. There is no reason at all to
believe that excess demand existed during the period of rapid inflation
of 1956/58. There is very strong evidence for its existence in 1962,
1964/65, 1968/69 and 1973. There was probably no excess demand in
1970 and there is not much evidence of it in 1971/72, but neither is
there evidence of the kind of deficiency that might have forced a
revision of expectations generated in 1968/69. The continuation of high
rates of infiation during these years is thus quite consistent with the
version of the excess demand hypothesis outlined above. (Section
iv. 10.)

The next step was to (ook for the sources of increasing, and possibly
excessive, demand, and we did not have far to seek. There has been
a very strong upward trend in public expenditure both on goods and
services and transfer payments, and in capltal formation both public
and private. (Section V. 2 and 3.) The growth of public expenditure
has accelerated sharply since the mid-1960s and, with an Increasing
borrowing requirement and a disappointing inflow of funds from per-
sonal saving, Increasing amounts were borrowed from the banking
system and from overseas. (Section V. 6 and 7.) The periods for which
our indicators suggest the presence of excess demand were generally
marked by increases both in public expenditure and In private invest-
ment. There has been no systematic tendency for fiuctuations in public

203




expenditure to offset those in private investment; on the contrary the
two seem generally to have reinforced one another during periods of
high inflation. (Section V. 3.)

There has also been a strong upward trend in consumer spending,
but the behaviour of the savings ratlo indicates that consumer spend-
ing was not an independent cause of an expansion of demand, but a
consequence of higher incomes generated by expansion in other
sectors. (Section V. 5.)

The main cause of excess demand, when it has existed, has been
the rise in public spending and the way in which it has been financed,
though private investment in plant and machinery and in housing have
both made a contribution.

Monetary policy has generally played a permissive réle. The mone-
tary authorities have not made aggressive atlempts to expand the
money supply, and its rate of growth has been relatively low compared
to most other EEC countries. The actions of the Central Bank of
ireland have been constrained both by the closeness of financial ties
with the UK and by the financial needs of government, but it does not
appear to have made very determined efforts to pursue anti-inflationary
policies. Interest rates have deliberately been kept rather below those
of the UK and, when allowance is made for inflation, real rates have
generally been very low and sometimes negative. Moreover, in periods
of rapid inflation the banking system has been able to extend large
amounts of credit both to the public and the private sector, and there
has been a rapid expansion of the money supply. (Section V. 1.)

Turning to the cost-push hypothesis, there is no doubt that union
membership has increased but this appears to have been largely due
to the extension of union activity into new areas, including white-
collar workers. There Is some association between the size of wage
increases and both the number of disputes and the number of man-
days lost, but it is not very strong. (Section VII. 2.) The influence of
the concentration of bargaining into successive “wage rounds” has
affected the timing of movements in basic wage rates, but this has
been largely offset by the fact that the difference between basic rates
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and actual earnings (wage drift) has widened in the intervals between
rounds, so that the time path of earnings has been much smoother
than that of rates. Since it is mainly wage rates that are the subject of
collective bargaining, this fact tells against the union militancy
hypothesis. (Section VII. 3.)

“ wage leadership " which is sometimes said to be an important
feature of Irish wage negotiations could only become a cause of cost
inflation if there was a lot of rigidity in relative wages so that the
movements of the leader were quickly and generally followed. In order
to test whether this is so the pattern of earnings in different occupa-
tions and also changes in relative wage rates were examined. The
sample studied was, necessarily, small and further work would be
useful, but it suggests that there is considerable variety in earnings
patterns between different industries and that substantial changes in
relative wage rates have occurred. (Section VIl. 4.)

Finally, we looked at the relationship between wage rates as shown
by the official index and those agreed in successive wage rounds. The
evidence is imperfect and, since the 1974 wage index was not avail-
able, it was not possible to measure the effectiveness of the 1970 and
1972 national agreements. In general, however, it appears that increases
in wage rates recorded by the index were bigger than those attributed,
by the trade union movement itself, to successive wage rounds, while
increases in earnings were bigger still. Again this suggests that the
real driving power causing increases in labour costs was market forces
other than union militancy, and that the unions were going along with
market forces rather than acting as independent engines of inflation.
(Section VII. 3.)

We next considered how far inflation in Ireland can be attributed to
domestic influences and how far it has been imported. Input-output
analysis of the kind conducted by the Central Bank of Ireland shows
that the direct contribution to inflation made by the rising costs of
imports is generally small. However, this is by no means the whole
story. A country that has a lower inflation rate than its neighbours may
develop a balance-of-payments surplus, which would add to domestic
demand and might give rise to further inflation. Alternatively a rise in
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foreign prices may directly affect the prices of domestic goods that
compete with foreign goods either in home or export markets. (Section
VI, 2.)

There is no evidence that Ireland imported inflation through a bal-
ance-of-payments surplus, except in 1956/58. Neither is there evidence
of direct price effects; if inflation was being imported in this way we
should expect to find the prices of both imports and exports rising
faster than the general price level; in fact, the opposite is the case and
both import and export price index numbers show much smaller rises
than the more general series. The fact that there is so little evidence of
inflation having been imported does not, of course, mean that Ireland's
inflation rate is independent of that of the rest of the world; but merely
that Irish domestic policies were generating price rises at a rate rather
faster than those of its neighbours. A small country operating a fixed
exchange rate must be subject to very strong external influences; and
had domestic policies been less inflationary there is no doubt that
evidence of imported Inflation would have been stronger. (Section
VIIl. 2 and 3.)

A further possibility is that imports of capital may contribute to in-
flation, either directly by adding to demand or indirectly by adding to
the money supply. There is some evidence of both these effects but we
were not able to look at this very complex matter in detail and it is an
important area where further work is recommended. (Section VIII. 5.)

In considering the effects of inflation, domestic effects and effects on
international trade and tourism were distinguished. There is some evi-
dence that Individual Industries have suffered from overseas competi-
tion, but not of a general decline In competitiveness. The ratio of both
exports and imports to GDP shows a marked rise, but exports appear
to have remained competitive. There has been a substantial rise in the
share of imports in the home market for goods both produced at home
and Imported, but this has been more than matched by the growth of
exports by the same group of industries, so that the net export posi-
tion of the group as a whole has Improved. Two qualifications need to
be made: first it is not surprising that we should find little evidence of a
loss of competitiveness since Inflation rates elsewhere have been only
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a little below those of Ireland; and secondly the performance of com-
petitive industries would probably have been better both in home and
export market if the Irish inflation rate had been lower. (Section IX. B.)

Ireland has been largely sheltered from the external consequences of
its own inflation by the inflation of others, but no such shelter is pos-
sible from the domestic consequences, and these are very serious.

We were specially asked for views on the ellect of infiation on
government revenue. There are big differences between different taxes
in the way in which their yield at given rates is affected by inflation. It
seems likely that the structure of the Irish tax system makes the total
revenue from given tax rates less buoyant in relation to inflation than
that of some other countries. This means that the government may find
itself having to raise tax rates in circumstances where it would not have
needed to do so if the tax structure had been different. While this may
be politically inconvenient it is not a major economic or social evil of
Inflation; if prices and money incomes rise generally by X%, the gove-
ernment can take X% more in tax without making the private sector
any worse off, and the way in which this is done is a secondary matter.
(Section IX. A. 2.)

The real evlis of inflation are its arbitrary effect on the distribution
of income; the difficulties that it creates for business finance; the dis-
couragement of saving; and the incentive to those who do save to put
their money to socially less desirable uses. All these effects increase
in severity more than in proportion to the rate of inflation; if prices con-
tinue to rise at the pace of 1972/74 it is no exaggeration to say that
they would within a few years become so serious as to threaten the
very fabric of a democratic economic system. (Section IX. A. 1,3 and 4.)

The damage done by these side effects of inflation could be greatly
reduced by linking the amount of money payments due both between
government and the private sector and under private contracts to a
price index number. »Indexation” would not only make it easier to live
with inflation but would also greatly reduce the risk that effective anti-
inflationary policies would generate a depression. We would strongly
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recommend that the lIrish authorities give urgent consideration to
adopting Indexation itself, and to encouraging its use in the private
sector (Section X. 3.)

However, Indexation cannot cure inflation. The nature of the ultimate
cure depends upon the diagnosis. Those who believe that inflation is
caused by union militancy believe, quite logically, that the remedy lies
in prices and incomes policies. This report has argued that the balance
of probability is heavily against this hypothesis and In favour of the one
that explains inflation by a combination of excess demand and expec-
tations. The only logical conclusion from this Is that any policies likely
to succeed must involve elimination of excess demand and the modi-
fication of expectations. (Section X. 4.)

The details of these policies are not within our terms of reference,
but our general views are sketched in Section X. 4. We believe that the
primary measure should be a monetary rule that wouid be announced
beforehand and would ensure that the rate of growth of the money
stock would be gradually reduced (over a period of about five years)
to about 4% or 5% a year, and then heid there with the least possible
deviation. This would involve a reduction of government borrowing
from the banking system and a limitation of total public expenditure to
a level that could be financed either by taxation or by borrowing that
could be done without raising the money stock at more than the per-
missible rate. In some circumstances the expansion of public spending
would Imply competition for funds with the private sector which would
be likely to raise interest rates. Nevertheless there wouild still be many
options open to government Including that of adopting contra-cyclical
policies by raising its own borrowing when that of the private sector
declined. {(Section X. 4.)

In circumstances where bargains are dominated by expectations, the
breaking of an inflationary sequence is likely to involve a period of
relatively low growth and relatively high unemployment, and too little
is known about the length or severity of this transition period. There is
reason to believe that the risk has been exaggerated by misleading
comparisons with the 1920's and 1930's. Nevertheless it is a risk that no
one wants to take and if it could be avolded by tolerating continued
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inflation at a given rate (even if the rate were quite high) there would
be much to be said for doing so. Unfortunately there is now very strong
evidence that the price is not continuing inflation but continually accel-
erating inflation, and that would be even more destructive than a period
of stagnation or recession. (Sections Il. C. 1, IX introduction and X. 4.)

Expectations could, however, be largely taken out of the bargaining
process by a general adoption of index-linking, and this would both
reduce the likelinood of having to endure a long recession while expec-
tations became slowly adjusted, and the possibility that recession might
turn into severe depression. (Section X. 3.)

The elimination of excess demand would require, other things being
equal, an unemployment rate higher than that which has prevailed at
some times in the past; but the “natural” rate of unemployment, at
which demand and supply in the labour market are equal, can be influ-
enced by appropriate policies including improvements in training facili-
ties for skilled jobs, better information about job opportunities and
regional policies. it is by such policies, not by the generation of excess
demand, that the unemployment rate can be reduced in the long run.

Whatever domestic policies the Irish government were to pursue, it
could not expect to maintain an inflation rate much lower than that of
other European countries, and especially the UK, so long as there is a
fixed exchange rate with sterling. If the Irish pound were allowed to
float, and if Ireland were more successful in fighting inflation than other
countries, the pound would tend to appreciate against other currencies.
This would not be harmful and would have some beneficial effects, but
the breaking of the link with sterling would impose additional costs and
create additional uncertainties in transactions between the two
countries. There seems to be no case for doing this uniess the Irish
inflation rate falls below that of the UK and there is evidence that a
further fall is being impeded by external pressures. in case such a
situation should arise, however, it would be desirable that the technical
problems of a floating Irish pound should be thoroughly explored.
(Section VIil. 7.)

If an excess demand/expectations explanation of inflation is accep-
ted, it follows that prices and incomes policies cannot be expected to
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play a major role. Some degree of supervision over prices is desirable
to protect the public interest in areas, including the activities of state
and semi-state bodles, that are sheltered from competition. The useful-
ness of incomes policies and '‘social contracts” is much more doubt-
ful. They cannot influence the natural rate of unemployment, and any
effect they may achieve through expectations could probably be better
done by indexation. It can be argued that continued experiment with

APPENDIX:
such policies is worth while In case the cost-push hypothesis turned ENDIX: CONSUMER PA';{ISETI-::DUE:(( NUMBERS IN IRELAND
out to be right, even if the chance of this is regarded as remote. Such
iate monetary
policies can do no harm if pursued along with appropria
and fiscal pollcies, but they are llkely to do grave harm it they continue by Mrs. S. Scott

rded as substitutes for such policies.
to be rege Economlc and Soclal Research Institute

Introduction

In this section three numerical checks on the Consumer Price Index
are undertaken in an attempt to answer the following:

—Is the faster rise in the Irish Consumer Price Index than the UK
equivalent, in the period 1968/1973, due to differences in weighting
patterns between the two countries?

—How does the level of indirect taxes on consumer prices compare
betwseen Ireland and the UK?

—What precisely is the indirect tax content of the Irish Consumer
Price Index in 1973 compared with 19687

(i) The effect on the lrish Consumer Price Index of applying UK l
group weights to the Irish group indexes. ]

The Irish Consumer Price Index is calculated using 1968 Expenditure
welghts which in turn were determined almost entirely on the results of
the Household Budget Inquiry conducted by the Central Statistics Office
during 1865/66. In the United Kingdom, on the other hand, new weights
are calculated annually so that the 1973 Retail Price Index, for example,

2n
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employed weights based on the Family Expenditure Surveys during the
three years ending in the preceding June. The table below gives the
group weights used in the two countries in calculating the published
1973 Consumer Price Indexes.

Group Irish weights UK waeights Irish minus UK
weights

All items 100 100 —
Food 248
Moeals bought and con- } }

sumed outside the home 324 4-6 +7-6
Alcoholic drink 87 7-3 +1-4
Tobacco 70 4-9 +2-1
Housing 69 126 -57
Fuel and light 5-5 58 -0-3
Durable household goods 4-0 58 -18
Clothing and footwear 8-8 8-9 —-0-1
Transport and vehicles 10-2 135 -33
Miscellaneous goods 4-9 6-56 —1-6
Services 116 5-3 +63

Notably, Food and Services have higher weightings in Ireland, and
their prices rose 10% more than in the UK over the period 1968/1973.
One might therefore suggest that if UK weights had been used in the
compilation of the Irish "All Items" index, the results for the two
countries would be somewhat closer.

To test this we applied the 1973 UK weights to the Irish group
prices for 1973, and carried out the same procedure for 1972. We also
applied the UK 1968 weights. In order for the operation to be theor-
etically valid, the UK weights 1973 and 1972 which are expressed at
current prices had to be recalculated to November 1968 prices, that is
to the base period of the Irish Indexes.

We are efiectively converting a base-weighted index to an end-
weighted index, namely to a Paasche Index. If the 1973 weights for the
UK are expressed at prices of the Irish base period (Nov. 1968) and are
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then multiplied by the Irish group indexes we obtain a Paasche Index.!
There is one assumption which this method implies: UK 1968 prices
have 1o be used for revaluing the weights, so we are assuming that
relative prices of goods in Ireland and the UK in 1968 were identical.
We have no means of checking that this is the case.

The last three columns of the following table give the weights in our
calculations:

U.K. weights as published U.K. weights
Group at current (January) prices adjusted to

Nov. 1968 prices

1973 1972 1968 1973 1972

All Items 100 100 100 100 100
Food 248 251 26-3 230 238

Moeals bought and consumed
outside the home 4-6 4-6 41 4-2 43
Alcoholic Drink 73 66 6-3 77 68
Tobacco 49 5-3 6-6 59 6-0
Housing 12'6 121 121 119 12-2
Fuel and Light 58 6-0 6-2 6-1 6-2
Durable Household Goods 5-8 58 5-9 6-2 60
Clothing and Footwear 8-9 8-9 8-9 9-4 9-4
Transport and Vehicles 135 139 120 138 139
Miscellaneous goods 656 65 60 66 63
Services 53 5-2 56 6-2 51
1. The 1973 UK waeights for each group g as they stand can be written:
P.3Qq, N
TP,

Express these at 1968 prices and scale down to 100 gives for each group:

P7I07L x 100)( _’!} /20{ Plio7l }

z‘9’27I07I P7I ZQP7'07'

s PesQ1s
gives ——-—— x 100
EgP"O”

1
78

P
pi )andsumming,

PyaQ7s Pl _ ZgP14Q7s . A
Eg(zﬂpnon x 100 Pl - Z9P a0, 0.3 Paasche index

Using these weights to multiply the Irish groupindexes (denoted,
gives
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The results of applying these weights show that the Irish price in-
dexes are barely affected, at most there is a difference of 1 index unit.
The resuits for 1972 are above and for 1973 are below the published
index. Obviously, the application of 1968 group weights' makes even
less impression. Detailed resuits are as follows:

Irish Consumer Price Index with different weighting patterns applied

Index Index using current Index using 1968

Year and guarter as published UK group weights UK group weights
1968 Nov. 100 100 100
1972 February 1316 1323 1321
May 13356 1342 1340
August 137-2 1379 1379
November 139-2 140-2 140-0
1973 February 1447 144-3 145-1
May 1491 1484 149-4
August 162-6 151-8 162:0
November 156-8 166-2 156-9

The graph below shows how the indexes for the two countries are
not brought significantly closer together.

We can therefore conclude that over the period from 1968 to 1973,
the divergence between the price indices in Ireland and the UK is not
caused by the different weighting patterns in the two countries.? On
this basis the Irish price index as presently calculated Is a very stable
statistlc.

1. Strictly speaking the UK 1968 weights which are at January 1968 prices
should have been adjusted to November 1968 prices. However the data available
to us does not enable us to work to a sufficient number of decimal places for this to

“have any effect.

2. However, CSO state that applying U.K. individual item weights may have more
effect.
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Consumer Price Indexes for UK and Ireland as Published and with UK

Waelghts applied

Consumner Price Index Nov, 1968 =100

Irish 'All Items’
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(ii) The proportion of irish and UK consumer prices that can be
accounted for by indirect taxes.

There is no published information relating to the indirect tax content
of consumer prices in Ireland that is comparable with data for the
UK. Estimates for Ireland have been made by Baker and Neary' who
state that:

“In February 1958 indirect taxes accounted for 85% of the
consumer price index, and in November 1968 indirect taxes
accounted for 12:7% of the consumer price index, an increase of
almost 50% in less than 11 years."

As far as we are aware, no similar estimates have been made for the
UK. However, a fairly close substitute might be the UK figures for
"Taxes on Expenditure and subsidies allocated to consumers’ expen-
diture”.? This is an annual series which is not produced in Ireland and
which would be difficult to construct. The difficulty would lie in trying
to identify what part of the revenue from an expenditure tax related to
consumer expenditure as opposed to capital, public authorities or
business expenditure. The UK figures give 14:5% and 17-2% respec-
tively, an increase of under 19% over the same 1958/1968 period. This,
however, applies to taxes /ess subsidies. Not subtracting subsidies, in
order to conform with the figures for Ireland yields 16-9% and 19-7%
respectively, a rise of under 17% over the period 1958/1968. While this
indicates a slower rise in the UK, we must be aware that these calcu-
lations do not measure the same thing. The Irish calculations refer to a
fixed basket of goods. The UK figures refer to total consumer expen-
diture. So the difference in the rise of taxes between the two countries
could result from a UK trend towards consuming a relatively larger
quantity of low taxed goods, e.g. food, fuel, and relatively less high
taxed goods, e.g. Drink, Tobacco, Cars. The weights for the UK retail
Price Index do not bear this out very strongly. In any case they refer
to expenditure while it is quantities bought which are relevant here.
However, neither do the indexes of volume of retail sales nor figures for
consumer expenditure at constant prices provide any supporting evi-

1. T. J. Baker and P. Neary "Study of Consumer Prices”, Quarterly Economic
Commentary, March 1971, ESRL.

2. HMSO National Income and Expenditure.
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dence of the existence of such a trend. So we are unable to explain
away the sizeable difference between the UK and Irish figures for the
rise in the content.

An alternative approach is to use published figures that are close
to what we require and are comparable between the two countries,
namely, the revenue from total taxes on expenditure, and then to
examine these as a proportion of personal expenditure.! Results for
1953 to 1972 are given in the table overleaf. Whether one takes total
taxes on expenditure, total taxes on expenditure less subsidies or a
combination of Customs, Excise, Rates, Motor Vehicle Duties, Turn-
over Tax and Value Added Tax, the rise in the proportion is generally
more pronounced in the case of Ireland. Notably, if for ireland we take
the last combination of taxes excluding customs, we find these
revenues double as a proportion of personal expenditure over the
1953-1972 period. These indicators, however, can only be tentative as
we have no estimates of how the proportion of these taxes paid by
businesses, etc., varied over the period. We cannot tell if these taxes
were ultimately paid for by the consumer.?

The evidence from these revenue figures is not very strong. However,
at least it is consistent with the stronger evidence from the results of
Baker & Neary and from the UK figures for taxes allocated to con-
sumers’ expenditure. We can only conclude that it is likely that the
proportion of consumer prices, that can be accounted for by indirect
taxes, has risen faster in lreland than in the UK during the 1958-1968

period.

(iii) The Indirect tax content of the Consumer Price Index In
November 1873 compared with November 1968.

The method employed was to apply the relevant tax rate to every
item in the detailed list of November 1968 expenditure weights used in

'Unfortunately even these figures are not truly comparable as the lrish figures for
the revenue are based on the financial year, for personal expenditure on the calendar
year. UK figures for both series are based on the calendar year. This will give an
upward bias to the Irish figures for tax as a proportion of personal expenditure.

*Though Baker and Neary found evidence of Turnover Tax Changes being 100%
passed on to the consumer.
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Tax revenues as a percentage of consumers’ expenditure

UK IRELAND
Customs
Customs and Excise
Total and Excise | Total Total +TOT +
Total Taxes on | +Rates + | Taxes on |Taxes on VAT +
Taxes on | expendi- Motor expendi- | expendi- Rates +
expenditure] ture less Vehicle ture ture less Motor
subsidies Duties subsidies Vehicle
Duties
1963 208 17-6 201 20-2 167 193
1954 206 17-0 197 201 16-2 19-2
1966 201 17-4 193 19-4 166 1856
1966 206 179 199 21-2 17-2 20-3
1967 204 17-6 197 216 180 206
1968 199 173 19-2 214 181 200
1969 19-8 174 191 222 186 20-9
1960 201 17-4 194 212 169 201
1961 20-3 17-0 197 219 163 20-9
1962 2056 173 199 209 16-0 199
1963 20-0 17-2 195 21-6 16-9 206
1964 206 18-2 201 230 18-0 220
1965 217 19-2 21-4 238 183 229
1966 22-4 20-0 217 25-5 19-7 2432
1967 236 20-4 216 26-3 196 24-4
1968 249 216 22:6 261 196 240
1969 269 239 237 27-6 207 24-6
1970 269 24-2 236 286 216 256
197 25-3 227 227 294 224 260
1972 23-6 20-7 217 29-8 231 26-8

Y)rish Tax Revenue figures are based on the financial year, remaining figures on

calendar years.

Swholesale tax introduced in 1966, a

included here.
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dds on up to 2-4 percentage points, not

the construction of the Consumer Price Index. For the ad valorem taxes
this simply involved applying the rates to the relevant weights: in 1968
Turnover Tax was at 25% of the retail price. Wholesale Tax was
at 5% of the wholesale price (which is in the range 44% to 3:5%
of the retail price for a retail margin in the range of 10% to 30% ). We
used a rate of 4% and assumed wholesale tax to be 60% passed
on.! Otherwise we assumed 100% passing on of indirect taxes. In
November 1973 Value Added Tax rates were 6:75%, 19-5% and
36:75% of the pre-tax retail price of goods and services amounting
to 56% of expenditure covered by the index. In the case of Excise
Duties, we obtained rates per unit and retail prices per unit* for each
item to which Excise Duties are applicable, for both dates. This
enabled a rate per retail price to be calculated which could then be
applied for both dates to the expenditure weights.

These calculations gave the amount of indirect taxes paid by con-
sumers per £100 spent in 1968 and 1973 assuming an identical expen-
diture pattern in the two years, e.g. assuming expenditure on Alcoholic
Drink to be 87% of total expenditure in both years. Applying the
group price rises to the group weights gives the amounts (totalling
£156-8, this is the All Items Index for November 1973) that would have
to be spent in November 1973 to obtain the same quantities of goods.
Multiplying these amounts by the 1973 tax rates gives the taxes paid
(per £156-8 spent) in obtaining this same quantity of goods in 1973
as in 1968.

The results are shown in the table overleaf expressed as taxes paid
per £100 spent. Omitted from the exercise are estimates of the rise in
rates on housing and motor car taxation. These items would be difficult
to obtain and their expenditure weights are fortunately small, being
3-4897% for rates, combined with rent and 0-5767% for car tax.

The first and third columns of the table in fact show the tax content
of the Consumer Price Index. As such the third column rather than the

1 Following Baker and Neary, p. 26.
2 From data kindly made available by the office of Revenue Commissioners and
Central Statistics Office, Prices Section, respectively.
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second is the more readily grasped measure for 1973 as it gives the
percentage tax content on the same basket of goods as bought in
1968. Zero price elasticity of demand is assumed if the same quantity
of goods is bought. The second column assumes the same expenditure
pattern as 1968 which Is more akin to a constant non-zero price
elasticity of demand. The true picture of consumer behaviour probably
lies somewhere in between the two.

Looking now at some of the taxes in detail: it may be surprising to
find a decrease in the Excise Duty content. This is caused by a
decrease in the proportion of the retail price accounted for by duty.
Coupling this with the slower price rise of dutiable goods compared
with the price rise of goods on which there is no duty, gives a smaller
proportion of total expenditure on dutiable Iltems. These two factors
cause the percentage excise duty content to fall from 106% in
November 1968 to 81% in 1973. Turnover Tax and Wholesale Tax
combined accounted for 2:5% in November 1968. These were replaced
by Value Added Tax which accounted for 4-8% in November 1973.

Breakdown of the amount of consumer sxpenditure that goes to indirect
taxes In 1968 and 1973 (based on the consumer price index weights).

Qut of £100 spent in
November 1973
TAX
November 1968 | Assuming 1968 | Assuming 19681
expenditure quantity
pattern pattern
Turnover Tax 21 — —
Wholesale Tax® 03 —_ —_
Value Added Tax 4-8 4-8
Excise Duty 106 97 81
Total 12-9 146 129
Increase on 1968 — 12% 0%

1. This column gives the tax content of the Consumer Price Index. Price changes
had to be incorporated in the calculations; these were used at the group level and not
at the individual Item level.

2. Assumaes 60% of Wholesale Tax is passed on, following Baker and Neary.
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These results show a rather small rise of between 0% and 12% in the
tax content of consumer spending over the five-year period. This is in
contrast with the nearly 50% rise over the period February 1858 to
November 1968 estimated by Baker and Neary.! it may also appear on
first inspection to be at variance with National Accounts which show
combined Turnover Tax, Wholesale Tax, Excise Tax, and later, Value
Added Tax rising from 11-03% to 14-1% of personal expenditure over
the period 1968/1972, a rise of nearly 29%. However, apart from their
upward bias mentioned above and the fact that they do not measure the
same thing, they also do not take account of the changes in Value
Added Tax structure which came into effect on 3rd September 1973
and which, in particular, exempted food. There may be another reason
that the National Accounts figures give a larger rise: the introduction of
Value Added Tax was supposed to yield about the same amount of
revenue as Turnover and Wholesale Taxes combined. In the outcomes,
in the last complete financial year of Turnover and Wholesale Taxes
their yield was £80 million. The following year, during nearly half of
which VAT was in operation, the revenue from Turnover, Wholesale and
Value Added Taxes was £101 million, a rise of about 25%. About a 5%
increase was expected; the remaining increase is explained by the
Revenue Comissioners as being largely due to the curtailment of tax
evasion. A new element is thus introduced to our examination, and the
tax content in November 1968 given in the table should now be des-
cribed as what should have been paid in taxes, which may be an over-
statement of what was actually paid. The total could possibly be re-
duced by a few decimal points, having the effect of raising the 1973

increase over 1968.

As a final check on our results we can compare them with figures
given by the Central Bank for what they term the contribution of indirect
taxes less subsidies to the increase in Consumer Prices for the period
1968/1973. Using our figures, it emerges that the percentage of the
price rise that is an increase in taxes paid is between 17-3% and

1. Their tax content of 12-7% for November 1968 compares favourably with our
12-9% considering that their figure is based on the 1953 expenditure weights.
2. Central Bank of lreland, Quarterly Bulletin, 1, 1974, p. 24, Table 2.
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12:9%]*, assuming same expenditure and quantity patterns respectively.
The Central Bank figures expressed over the 1968/1973 period give
16-5%, which falls within our range and would indicate that our resuits
are probably consistent with theirs, though obtained in a different way.

One can reasonably conclude that the rise in the tax content of the
Consumer Price Iindex over 1968/1973, if not negligible, has certainly
been at a lower rate than over the period 1958 to 1968. Having no
information on the extent of tax evasion our best estimate of the indirect
tax content of £100 spent in November 1973 is between £12-9 and
£14-5, a rise of between 0% and 10% on November 1968,

ATaxes Paid
1. This Is —————— for the period 1968-1973. ‘
A Price
An ad valorem tax on retail prices of X%, even if constantiat this rate, will “con-
tribute” X% to a rise in retail prices.
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