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GENERAL SUMMARY

The purpose of this paper is to review wrends in asset holdings and in
savings and lending at the sectoral level. Our primary interest is in
international flows but as these ofien reflect, and are driven by, domestic
saving and investment decisions, it is nccessary to look behind the
mnternational flows 10 the whole range of financial assets and liabilites. We
have assembled data from a variety of different sources, and auempt to
show how these data can be collated 1o give an overall view of trends. We
distinguish between the houschold, corporate and government sectors, and
track in particular the importance of international assets and liabilities.
Public availability of data in this area is less satisfactory in Ireland than in
many other countries, and we point o certain potential improvements in
official statistics which could be made without undue expense. The focus is
on siructural aspects, rather than on short-term interest sensitive flows.

The last decade has secen a remarkable turnaround in the direction of
international flows involving Ireland, from a deficit of 15 per cent of GNP
to a surplus approaching 8 per cent. The change in the Government's
financial performance has been a conuributory factor. Less well-known, but
cqually significant, is the sharp growth in business saving: up almost 6 per
cent of GNP since 1984, This increase in business saving has not been
matched by a corresponding increcase in domestic business capital
formation. The share of GNP corresponding 10 houschold saving has
drified somewhat lower since the mid-1980s.

Taking a longer view, the household secior has been accumulating
financial asscts at the rate of about 6 per cent of GNP on average since
1949. The business sector has borrowed more than 3 per cent of GNP on
average. According to econometric analysis of the data since 1949,
movements in the net surplus and deficit of the three domestic sectors are
not closely linked. Thus, except Lo the extent that it may have conuributed
to higher interest rates, Government borrowing does not seem 1o have
crowded out private business sector borrowing, and conversely the
contraction in Government borrowing has not resulied in any noticeable
‘crowding in” of privaie capital formation. Although an increase in
Government horrowing does tend o reduce the household surplus in the
same year, changes in Government borrowing have tended 1o be associated
more with contemporaneous changes in the balance of payments deficit.

X




X INTERSECTORAL FINANCIAL FLOWS IN IRELAND

Most of the increased business saving of the last few years has gone into
acquiring foreign assets (amounting 1o a net cumulative £3 hillion over five
years, not including the holdings of financial institutions). The household
sector too has been accumulating net foreign assets (though the net
cumulative flow here is estimated at not much more than £1 billion).
Indeed, the accumulation of foreign assets by the private sector has
emerged as the most swriking characieristic of financial flows in the early
1990s. While accumulation at recent rates cannot be sustained indefinitely,
previous experience does not offer much evidence that a reversal is
imminent.

Comparing recent flows with those of the past, the declining role of
banks and other credit institutions is striking. Whereas these accounted for
close 1o one-half of household and non-financial business sector flows in
the early 1970s, their share had fallen o 26 per cent for households and 37
per cent for businesses in the period 1986-90. Much of the difference for
houscholds was taken up by life assurance and pension funds; for the
business sector, the increasing role of foreign financial intermediation was
the main factor.

Despite net accumulation of foreign assets by the private sector, there is
evidence of increased borrowing by residents from non-resident banks.
Looking to the future, the tendency for increasing internatonalisation will
remain, and the increasing freedoms from the end of the year could result
in some acceleration of gross international flows.

Official statistics on [inancial flows are rather deficient relative 1o best
international practice. This paper represents an attempt to collate what is
available, but it cannot substitute for a thorough overhaul of official
statistics in the area.




Chapter |
INTRODUCTION

This paper is an auempt to pull ogether available information on
financial flows in Ireland over the past several years, a period which has
seen some remarkable developments in the financial environment the
introduction and then phasing out of exchange controls, entry into the
Europcan Monectary System and loss of the sterling link, and a dramatic
wrnarcund. Our focus is on medium-term wends rather than on short-
Lerm speculative flows.

Despite the imporiance and volatility of financial flows, dauwa is scarce,
and for many issues one is often reduced 1o back-of-the e¢nvelope
calculations. A subsidiary purpose of the paper is to draw auention Lo data
deliciencies and o generate interest in the application of official resources
to greater data collection and dissemination in this area.

A special focus of the paper is on the internatonal dimension. While
there has been a strong growth in international holdings of financial assets
worldwide in recent decades, in this regard Ircland’s experience has been
somewhat mixed. In certain respects, notably because of the end of the
sterling link and the existence of more restriclive exchange conurols than
in previous decades, the Irish capital market in the 1980s was less
integrated with the outside world than it had been before. Yet flows of
capital have assumed an importance and an influence on pelicy that was
not evident in previous decades.

indeed, from a sitnation — barely more than a decade ago — when
foreign borrowing and a record current account deficit in the balance of
payments began 1o impose acute constraints on macrocconomic policy,
Ireland has suddenly moved to a position where its current account
balance of payments surplus is proportonately among the largest in the
world, almost 7 per cent of GNP in 1991, and expected 1o be higher in
1992 and 1993.

With growing international integration of financial markets, external
flows have tended to represent a residual clement in the competition of
domestic sectors for funds. Thus, through much of the 1970s and 1980s
the large current account deficits in'the balance of payments reflecied the
large borrowing requirement of the public sector. At the same time, the




2 INTERSECTORAL FINANCIAL FLOWS IN [RELAND

mid-1980s saw the emergence of a sustained net financial surplus in the
private sector on a scale that has never hitherto been observed. It is this
that, combined with much lower Government borrowing (especially from
1988 on), has led to the large and growing current account balance of
payments surplus. Thus the economy as a whole has, in net terms, been
repaying foreign debt or accumulating foreign assets.

It is not the intention to provide here a full account of why this
change in behaviour has occurred. Undoubtedly, a recognition of the
unsustainability of previous policy, together with greatly increased
_international transfers from the EC, has contributed 10 the stabilisation of
the public finances. The increased private sector surplus is more complex,
and its explanation must await further work, We make a stary 10 the
explanation by documenting the flows of funds that are involved,
distinguishing between the role of household, business and financial
SCCLOTS.

A large part of saving flows has been channelled through the
institutions of the financial system. Thus, for example, houschold savings
deposited with banks or assurance companies may indirectly find their way
1o net repayment of foreign indebtedness by banks or acquisition of
foreign stock market assets by assurance companies. Tracking this web of
domestic and international financial claims can help us understand how
savings are made available o would-be borrowers, and the role of different
financial institutions in facilitating this process.

We begin (in Chapter 2) with a review of the theory of international
linancial intermediation, examining some of the different motivations for
international holdings of financial assets and for capital flows. Chapter 3
explores the main data sources and synthesizes these to obtain for Ireland
preliminary estimates of the main financial accounts, namely, the capital
accumulation accounts 1986-91 and the capital finance accounts 1986-90.
Chapter 4 examines the recent evolution of household and business flows
in Ircland. It focuses in particular on international flows and judges the
degree o which inmernational capital market integration has progressed
during the lauer part of the 1980s. The concluding Chapter 5 considers
the likely future evolution of financial intermediation in the run-up to the
single currency.

In principle, changes in sectoral saving behaviour may both result
from, and conuibute to, changes in financial market conditions, such as
interest rates and loan availability. This is certainly true of the
Government's borrowing which has a strong influence on confidence
factors feeding into interest rates. However, the degree 1o which private
saving behaviour could affect interest rates and loan availability is
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increasingly questioned, given the importance of international faclors, A
fully integrated capital market would imply tight linkages between interest
rates at home and abroad. A later paper will examine the degree 10 which
Irish interest rates have been determined from abroad, and in pariicular
the contribution of external factors to interest rate volatility.




Chapter 2
INTERNATIONAL FINANCIAL INTERMEDIATION
2.1 Why Transnaiional Holdings of Financial Asets?

We begin by reviewing briefly the theoretical reasons why there are
international financial flows at all. The concepts of gross and net flows
must be sharply distinguished. Even if a country’s balance of payments is in
equilibrium, there may be acquisition of foreign assets as well as of
liabilities 1o foreigners. Thus gross flows may exist even if there are no net
flows. Considerations of portfolio balance underlie most explanation of
gross [lows, while net Mows are usually explained either in terms of
cconomic development or in terms of confidence factors.

2.1.1 Gross Flows

There are good reasons why residents of one counury should, even in
times of economic stability, wish 1o hold claims on non-residents. The first
reason is risk diversification. The future value of a poriolio of financial
asscts depends not only on the risk and rewurn characteristics of the
individual components of that portfolio, but also on the covariance of the
various components. A portfolio split evenly between two asscts of equal
risk and return, but whose valuc is highly negatively correlated, will have
an expected return equal o that on ¢ither of the assets, but will also have a
much lower risk.

The returns to international portfolio diversification are a function of
how stock markets and bond markets in different countries behave, and of
exchange rate movements. (Cho, Eun and Senbet, 1 986; Roll, 1992} Even
in large countries such as the US, UK or Germany, the risk-return
characteristics of a portfolio of domestic assels can be significantly
improved by adding foreign asscts. For a counury as small as Ireland the
benefits must be even greater, That means that the return o Irish savers
can be higher and more secure when they, and the financial institutions
(such as assurance companies and pension fund managers as well as
hanks), are allowed to hold foreign assets as well as domestic ones. From
this point of view, national welfare is likely to increase as the result of the
removal of exchange controls.
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Related 10 the question of risk diversification is liquidity. No financial
market is perfectly liquid. The ability of a large institution to realise a
substantial part of its pordolio quickly is constrained by the drop in price
that may be necessary to accomplish the sale. But in a wider market with
more pardcipants it should be possible to sell without causing a big price
movement. This 1oo argues for holding a well-diversified international
portfolio.

Finally, the opening of financial markets to international competition
should limit the marker power of resident financial insututions, thereby
permitting greater efficiency in the provision of financial services.!

Two institutional factors which can also be relevant are axation and
exchange controls. There may be considerable tax advantages [or residents
holding financial assets abroad. Whether the advantages are legal
(avoidance) or not (evasion), there can be no doubt that tax
considerations have been important in influencing gross capital flows. The
existence ol exchange conurols may have complex effects. On the one
hand it is gencrally thought that, while they can be effective in the short-
run, the ability of administrative controls 1o restrict flows in the long-run is
limited. On the other hand, the existence of such conwrols can itsell induce
residents to hold precautionary balances abroad.

Ideally, many of the considerations mentioned above should be
symmetrical. Thus, foreign portfolio managers should find it in their
interest to hold Irish assets in order to improve the risk-return trade-off. To
that extent, the argument for poruolio optimisation on risk and return
grounds suggests that capital account liberalisation should result in gross
capital flows, but not necessarily in a net flow,

In principle, therefore, there is no presumption that opening the door
o international capital movements should reduce the access of domestic
borrowers to investment funds.? Indeed, it may be possible for a domestic
firm o sell equity at a higher price if it is selling o investors who also have
access Lo assets whose returns are likely 1o be negatively correlated with the
prospects of the firm.

In practice, however, the hoped-for symmetry may not prevail,
cspecially because information in international capital markets is

' The academic debate us 1o whether greater competition in fact improves the
funciiening of the financial system continues 1o rage: a recent summary is in Hellwig
(1991).

D ey . . . . . .
*To a large extent, the considerations which explain the private demand lor

intermuional financial intermediation are also the basis of vaditional arguments favouring

comparative freedom ol international Mlows from the point of view of national welfare,
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imperfect. The opportunities for investing in assets whose performance is
likely to be influecnced by local conditions in Ireland are hard o evaluate
from abroad, so foreign poruolio managers will be siow to acquire lrish
assets. I they invest, it will be on the basis of a more favourable risk-return
prospect, to compensate for the cost of accumulating the necessary
information about the prospecis and quality of the assets. In contrast, the
investment opportunitics in London or New York are well-known 1o Irish
portfolio managers. Thus, it may well be that an open capital market will
be associated with a lower price of Irish financial assets.®

Furthermore, it has been argued by many that complete freedom of
international capital flows represenis a threat o financial stability and a
complicating factor for domestic monetary policy. While the balance of
advantages on this is still being debated,? most of those who advocate
retaining some exchange controls confine their attention to such
restrictions on short-term capital movements as can be activated on an
emergency basis. The policy decision to fully liberalise international capital
movements within the EC is due to have effect from the end of 1992.

2.1.2 Net Flows

Explanations for the net international flow of funds can be divided
fairly sharply into long-term struciural considerations, and shorter term
faciors relating to confidence.

Structural considerations: Systematic differences between countries in
thrift and productivity will give rise o an international flow of assets. High
saving countries will start 1o accumulate net holdings of foreign assets as
profitable domestic investment opportunities become exhausted. A clear
example would be Japan woday. Likewise, countries with exceptional
investment opportunities will attract inflows of capital 1o the extent that
their local savings are inadequate. Mineral-rich countries like Australia
have long been importers of capital for this reason.

A kind of “life-cycle” modcl of national development fits the experience
of many counuries. In this mode! an early phase, in which (despite low
income) domestic productive capital is accumulated rapidly on the basis of
foreign borrowing, is succeeded by a period of high income and high saving
in which the foreign borrowing is repaid and foreign assets accumulated.

3 Note, however, another practical consideration, namely that removal of exchange
controls can signal policy and financial stability. 1f so, it could encourage confidence on the
part of domestic and foreign investors and thereby boost asset prices.

1 Especially since the rexxmergence of exchange market instability in September 1992.
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Of course the real world is more complex than this, Nevertheless, if the
international capital market is functioning well, the determinancs of
national saving and national investment can be quite different, and there
need be no correlation ac all between the two. For example, any deficiency
of national saving relative to profitable invesiment opportunities could be
made up by foreign borrowing. In a well-known and controversial paper,
Feldstein and Horioka (1980) observed that investment and savings rates
were in fact correlated across counuries, suggesting that the ability of capital
Lo move across [ronters to where it was best rewarded was imperfect. That
paper suuck at the heart of the existing theory of international capital
movements and led 1o an extensive literature which still accumulates.

The Feldsiein-Horioka ohservations do not seem 10 be repeated
systematically as the sample of countries grows (Dooley, Frankel and
Mathieson, 1987, Caprio and Howard, 1984). And cven for the original
countries looked at by Feldstein and Horioka, the correlation between
saving and investment rates isweaker as time goes on (Bayoumi, 1990),

As discussed later, examination of Irish saving and investment ratios 1o
GDP over the past two decades does not tend o support the Feldstein-
Horioka thesis, but suggests, in line with standard theory, that invesunent
and savings ratios have been largely determined independently, and
presumably by the wraditonal forces of thrift and productivity, as well as by
the important influence of Government decisions.

Considerations of confidence: Short-term fluctuations in capital {lTows are
more likely 10 be related in one way or another to issues of confidence. In
particular this applies 1o what is termed “capital flight”. This describes the
purchase by residents of foreign asscts in an attempt o avoid an
anticipated loss, whether in the form of taxation, exchange rate
depreciation, or expropriation. Defining capital flight precisely is less easy
than it might appear at first sight. The pordolio decision of residents will
normally be based on their expectations regarding relative returns and the
risk of different poruolio configurations. One can hardly refer o all
pordolio shilis resulting from a changed perception of these returns and
risks as capital flight. The term capital flight is usually reserved o a
number of special 1ypes of situation. For instance, the expectation of a
large or discrete devaluation can cause substantial purchases of foreign
exchange from the Central Bank over a relatively short period. Likewise,
the fear of imposition of capilal levies or exchange controls can lead o
pre-emptive capital movements.

Over the years many less stable countries have found themselves in a
situation where domestic wealth-holders have placed much of their funds
in foreign assets, while governments have borrowed substantial forcign
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funds o cover its deficits. A form of internatonal financial intermedianon
is recycling, albeit in a very indirect way, the savings of Lhese countries
back. The logic of the situation may be that residents have greater reason
to fear levies and taxation than the foreign banks and other institutions
which are lending money 1o the governments. But the last decade has
shown that international lenders oo can stitl suffer from imprudent loans
to over-extended governments. The collapse of confidence in the ability
and willingness of Latin American sovereign borrowers to service all loans
led to a sharp reduction in bank lending to these countries in the 1980s.2

2.2 What Counts as an International Flow?

A number of interrelated concepts must be distinguished in any
discussion of capital flows, We are primarily concerned with international
ownership of financial assets. Clearly therefore, the residence of the owner
and the issuer of the asset are important here. The currency of
denomination of the asset is also of interest in analysing the international
financial intermediation generally, but it is of secondary importance: as we
will see, many loreign currency assets of Irish residenis are claims on other
Irish residents.

We restrict ourselves o financial assets for the sake of clarity only. In
fact the standard convention, which we follow here, is 10 treat all physical
asscts as being owned by entities resident in the country where the asset is
located. These entities — perhaps fictitious in the sense of not
corresponding 1o any actual legal entity — may in turn be owned by non-
residents. Thus, from the statistical point of view, nobody directly owns a
tangible assct in another country; what they own is a financial claim 1o that
asset.

Thus, for example, a manufacturing plant tocated in Ireland and
ultimately owned by an US corporation is treated as being owned by an
Irish firm which in turn is owned by the US corporation. This treatment
alerts us to the distinciion bewween capital movements which merely
involve changes of ownership, and those which involve physical capital
formation. Suppose the US corporation decides to install a new piece of
capital equipment - say an imported generator — in its Irish plant, with the
parent company paying for the equipment In the siatistics, this is treated
as the combination of at least two events: first, a new {inancial invesument
in the Irish venture by the US corporation; second, the import of capital
goods by the local plant. In fact the legal contracts involved could be either

5 See Bulow and RogofT {1990} for a recent discussion of cfforts to resolve this situation.
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simpler or more complex than this. At one exureme the operation might
be entirely within a single muhi-national corporation: the parent could
simply be shipping a generator produced by iself o the Irish plant without
any purchase or invesunent transactions being underiaken. Even in this
case we would still conceptually separate the operation into investment and
physical trade components (though later we will examine the extent 10
which this convention is aclually obeyed in the Irish statistics). At the other
extreme, the operation might have several contractual layers. The
financing of the imported capital good might involve the local plant
leasing the equipment from an Irish or foreign financial institution,
possibly through one or more associated companies. The 1'1ng|e of legal
documents associated with such operations will rarely emerge in aggregate
national statistics, Lhough Lo the extent that Irish financial intermediaries
are involved, some of these layers will actually appear.

2.3 Ireland’s Capital Links with the Rest of the World

Three aspects of Iretand’s capital links with the rest of the world stand
out. First, the high levet of external public indebtedness, peaking in 1936
at a share of GNP well above that of any other country in the OECD area.
Second, the high level of foreign ownership of Irish industry. Third, the
curious feawre whereby [rish financial sector-links with the rest of the
world were weakened by exchange rate and exchange conurol policy
measures adopted at the end of the 1970s, just when worldwide financial
integration was accelerating.’

Before the sterling link was broken in 1979, the Irish capital market was
strongly integrated with that of the UK.7 Irish banks had important
business on both sides of the border, and their hiquidity needs were
provided by the London money markets. Indeed, until the forecign
exchange reserves were consolidated in the Central Bank from the late
1960s, the commercial banks held a large part of the nation’s external
reserves in the form of liquid assews in London. These were run down or
built up as proved necessary by the relative fluctuations of deposit and loan
demand in Ireland.

The close ves with London were reflected (before 1979) in a vght link
between Dublin and London interest rates® which rarely moved far apart.

G Bryant (1987) describes wends in international financial intermediation.

7 McGowan (1990) provides an interesting account of the Irish banking system in the
Sterling link period.

8 Documented in Browne and Q' Connell (1978); but sce also Honohan (198%h).
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The absence of exchange rate uncertainty was an important factor in
facilitating this capital market integration. Indeed, undl late in the 1970s
the currency of denomination for many assets and transactions, including
banking business, remained ambiguous because of the automaticity of the
conversion bewween Irish and UK pounds.

Since the inwoduction of exchange controls against the UK in the run
up to the European Monetary Sysiem, and the subsequent break of the
sterling link (end-March 1989), interest rates have wended to move apart,
and the links with London have weakened.

Not only did exchange rate uncertainty result in a one-off readjustment
of portfolios during 1979 (despite exchange controls - and indeed perhaps
encouraged also by the introduction of exchange controls), but it also
resulted in a number of episodes of flight capital in anticipation of
currency realignments.

Fiscal policy developmenis (Honohan, 1992), and especially taxation
poelicy has also been a factor in influencing capital flows. With the
percentage share of tax in GNP rising by over | percentage point a year
from 1979 on, both specific tax measures relating to financial assets, and
fear of further taxation probably conuributed to outflows (notably in 1986).

International capital market integration in less liguid assets was also
provided by the openness to foreign direct invesument from the 1950s on.
With substantial parts of the industrial and commercial capital stock
alrcady owned by UK residents, new forcign investment became
increasingly importam during the 1970s and 1980s. By 1990, for example,
70 per cent of manufacturing output, and not far short of one-half of
manufacturing employment, was auributable 10 foreign-owned firms. The
sensitivity of their investment 1o the relative cost position of Ireland vis-d-vis
the rest of the world — and thus the degree 1o which they contribute to
capital market integration — has been documented in Bradley et al. (1989).
At the same time, integration has been deepened by the acquisition by
several large Irish manufacturers and financial firms of foreign
subsidiaries.

The removal of exchange controls, the prospect of a single currency in
the EC under EMU, the suabilisation of the fiscal position and the recent
declining trend in external debt to GNP ratio all point towards a reversal
of the Irish situation towards a more normal pattern. It remains to be seen
whether the newer anomaly of a exceptionally high balance of payments
surplus is sustained.




Chapter 3
DATA ON FINANCIAL ASSET STOCKS AND FL.OWS

Data on international flows and stocks are scarce for most countries.
Flows are collected for the purpose of balance of payments accounts, but
data on stocks is usually confined in large part to banking assets and
liabilities. For all countries there tends to be a substantial discrepancy
benween the estimated balance of payments on current account (based on
data collected about current transactions) and that based on capital
transactions. Nor does this discrepancy sum to zero worldwide: far from it.?
Accordingly, the attempt to obtain a picture of international capital flows is
necessarity based on a piecemeal accumulation of pieces of evidence from
different sources. This section discusses such sources and auwtempts to build
a skeleton of the national financiul accounis for the late 1980s.

Ireland has fallen behind in the international presentation of financial
data (nineteen out of twenty-three OECD countries have at least some
clements of the financial accounts = though many of these have not kept
up to date}. An ohjective of our presentation is to keep the issuc of timely
and comprehensive financial statistics alive. The data that can be put
together on the basis of publicly available data (as presenied here) does
not allow us to answer many of the important questions which could be
addressed il more official data was available. We are very far from the point
of diminishing returns in this area.!'? The publication of systematic and
regular financial accounts is within the recach of the Cenural Bank, and
should be made a priority.

In order to obtain a clear view of the international financial asset
swracture, it is important to embed the discussion within the overall
(inancial asset position of the economy. Houscholds or businesses acquire
financial assets issued by a number of different types of entity. The largest

¥The world sinm of national current account deficits has averaged LiS§60 billion during
1982-88, while the sum of identified capital account surpluses averaged US$40 billion. The
sum ol national residuals {errors and omissions) was the difference: US$20 billion per
anum. (CI. Goldstwin ef al, 1991).

PAn illustrion of what can be done with more comprehensive financial accounts is
contained in Gertler and Gilchrist (1991) which amalyses the differenial impact of credit
restraint on small and large firms.
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single issuer of financial assets in the State is the Government isell. More
important collectively are the various financial intermediaries, which both
issuc asscts (bank deposits, assurance policies, ctc.) and acquire assets
(bank loans, company shares etc.). Of these intermediaries the most
importiant are the credit institutions, including the banks, dominated by
the two largest banking groups.!! Life assurance and pension funds come
next. A number of smaller financial institutions are also worth including in
the analysis. Businesses issue financial assets to non-financial c¢nitities,
notably in the form of shares. Businesses and houscholds also hold foreign
financial assets, whether in the form of bank deposits, company or
Government securities. They also have foreign indebiedness.

In order to quantify as much as possible of this web of claims, we first
look at each of the main categories of issuer of financial assets in the State,
briefly discussing the kind of asseis with which they are involved (Section
3.1). We then (Section 3.2) proceed to draw together the available
information in as systematic a manner as possible, and (o present a
coherent summary of the intersectoral flows of funds (including
international flows) in recent years,

3.1 Analysis by Sector

3.1.1 Offhcial Borrowing

The biggest single borrower in the economy is the Government (Table
1), with towal gross obligations at end-1990'? given in the National Debt
Statement as £26.4 billion. Of this, £17.6 billion was denominated in Irish
pounds (about £13.7 hillion of which was held by residents), and £8.8
billion was denominated in foreign exchange mostly held by non-residents.
Net of liquid assctis, the Nauonal Debt was £25.1 billion.

In addition to this direct indebtedness, the Government has a
contingent liability in the form of guaraniees of borrowing by semi-state
borrowers and others totalling in excess of £5 billion.

The Government offers a range of different ypes of instruments with
maturities ranging from 7 days to over 20 years. Of over £13 billion in
Nauonal Loans, about £2.4 billion is at floating rate and the remainder at
fixed intercst. In addition rather less than £1 billion in short-term

Has elaborated later, the term “credit institutions™ means all licensed banks and
huilding socictics together with the ACC, ICC and TSB.

2Although more recent data is available for some elements, for consistency the text
will concentrate on the simation at end-1990, The accompaning tables include the more
recent data,
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Tuable 1: Government Debi

13

£ miltion 1956 1987 1988 1989 1990 199}
Denominated in 1RE 12,879 14,757 16,361 17,172 17,565 18,099
of which:
Government Stock 10,876 12510 12,297 12,681 13,199 13,821
Exchequer Bills 455 806 929 1187 929 491
Small Savings 957 1,034 1,338 1,551 1,648 1,797
Savings Certificates n49 597 839 1,030 1,110 1,248
Prize Ronds 78 81 84 86 56 89
Index-linked Savings Bonds 227 244 292 302 286 300
National [nstalment Saving 103 112 123 133 146 160
Other 92 247 1,797 1,803 1,809 1,990
Denominated in. Foreign
Exchange 9,774 9,698 0,498 9,168 8,848 9,128
Towl 22,633 24,450 25,859 26,340 26,413 27,227
as % GNP 128.5 130.0 127.5 119.3 112.0 108.5
Government liquid agsets 1.022 756 1,248 1,512 1,330 1,836
Net Government Debt 21,611 24,694 24,611 24 898 25,083 25,891
as % GNP 122.7 126.0 121.4 i12.4 106.4 101.2

Source: Finance Accounts.

Note: Per cent of GNP is calculated at average of current and subsequent year's GNP,
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Exchequer bills was oustanding at ¢nd-1990. About £1.6 billion!? is in the

form of small savings instrumenis carrying convenience (and in somc cascs
inflation-proofing) characteristics. The currency composition of the
foreign currency debt varies, but in recent years has shifted away from the
US dollar and at end-91 had about one-third in Deutsche marks, one-third
in Swiss francs and about 13 per cent in US dollars.

The major domestic holders of Government securities are the banks
and financial institutions mentioned below. At end-1990, credit
institutions, insurance companies and pension funds between them
accounted for over four-fifths of nominal domestic gilt holdings, about
equally divided between the credit institutions on the one hand and
insurance companies and pension funds on the other.

Statistical issues: The new Annual Report of the National Treasury
Management Agency and the annual Finance Accounts include particulars of
the Exchequer debt in the National Debt Statement.!* The methodology
of that Statement has been overhauled in recent years, While the official
statistics on Government borrowing and the National Debt are correct and
fully in lin¢ with international practice, there are some statistical points
which are worth clarifying for academic purposes.'>

First, though foreign exchange values are converted at market
exchange rates, the National Debt Statement cnters national loans and
forcign debu at face value (i.e. the value which the Exchequer is obliged to
pay on redemption) rather than market value. While this practice is
unexceptionable from the point of view of standard accounting practice, it
is arguably not the only uscful measure.'® Because of significant deviations
between coupon and market yields, the gap between market and face value

I3Net of accrued interest.

ldpjere, ol course, National debt means Government debt, and does not include the
debt of private individuals, nor is it confined to sums owed 10 foreigners.

BA number of other ureas, including the valuation of contingent liabilities (especially
guaranteed loans) could also be mentioned. However, this would lead naturally to
consideration of larger issues of government accounting going beyond the scope of the
present paper. :

16The point is sometimes made thay, since the Covernment has no obligation 10 - and
no intention of - buying back all of its debt in the market, use of the market value could be
misleading. However, reference 16 the market value does not rely on any such assumption,
but merely recognises the fact that the present value of the future cost of servicing the debt
over its remaining period of maturity and repaying the principal is equivalent 1o the market
value of the debt. This also weakens the force of Lthe objection that market valuation is
volatile, and unrelated 1o current rates of borrowing.
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can be quite high. At end-1990, the market value of these securites fell
below face value by about £0.7 billion. The difference is very variable: in
other recent years, the average market value exceeded the face value.

The second issue is one which arises out of the practice, unfortunately
common worldwide, of preparing Government accounts on a cash rather
than accruals basis. This crops up in many cases, but one significant issue
of direct concern here is that the National Debt Statement excludes
accrued interest on Savings Certificates. The presentation of this issue in
the 1991 report is improved in that an explicit note refers 1o the problem
and quantifies it.'” A difficulty in changing reporting practice here is that
it would result in a cosmetically unattractive unilateral increase in Ireland’s
measured debt ratio. But note that encashment of savings certificates
results in an immediate jump in interest payments as the accrued interest
is all treated as being paid in the year of encashment. The toual size of this
overhang threatens a considerable jump in the measured borrowing
requirement (and debt) in the event of a significant porufolio shift on the
part of savings certificate holders — even if that shift were 10 be in [avour of
other Government obligations.

Third is the question of devetoping a series for General Government
debt, to include a wider concept of Government than just the Exchequer.'®
This is a matter which is under discussion at EC level in the context of
arriving at a consistent EC-definition, relevant 1o the assessment of

I amounted at end-1991 o some £0.7 billion including Savings Cevtilicates, Savings
Bonds and Nadonal Instalment Savings.

18T he problem here is not so much the agencics of Government which, for most
purposes, are lumped wogether into the concept of Governmenst but which, hold financial
claims on the Exchequer. A good example is the Social Insurance Fund. Surplus balances in
that Fund are lent to the Exchequer., and such loans augment the National Debr. In
practice, however. the sums here tend 10 be small. Another case relawes 10 the POSB Fund
(i.e. the amounts advanced from the Post Office Savings Bank to the Exchequer): however,
the POSB Fund’s holdings of Exchequer debt could not be netied out withow adding in
the corresponding liabilities of the POSB iself, Hence. the inclusion of the POSB Fund
into a wider borrowing entity would also involve little or no net change in the total debu.

ILis worth mentioning here that this problem does not apply 1o National Loan Sinking
Funds despite their similar character. The Prospectus for some older National Loans
included the provision that a sinking fund should be established 10 build-up a kind of
reserve o ensure that the loan could be easily repatd when it fell due. In practice, the
hatance in these sinking funds is advanced 10 the Exchequer. The Nutional Loan Sinking
Funds are identificd in the Natonal Debt Stutement, and are netted out of the National
Debt figure.

A similar problem arosc in the past with respect 1o the Local Loans Fund, but has been
greatly reduced by the decision to waive repayment of advances to the local loans fund
amonnting 1o £2.6 billion. The servicing of these advances had become a purely fictitious
circular payment within the Government system.
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national fiscal policies in the context of the convergence criteria set out in
the Maastricht Treaty. For domestic analysis, it would be very helpful if
figures on indebtedness could, in any event, be published corresponding
to the main Nauonal Accounts concepts of Government, namely,

(a) “Central Government and Extra-Budgetary Funds”,'? which
includes the Post Office Savings Bank, the National Loans sinking
funds and the Social Insurance Fund;2?

(h) “Public Authorities”, which adds the local authorities.

The fourth area concerns the link between flows and stocks of debt
and borrowing. In accounting generally, items resulting in changes in
indebtedness?! can normally be placed in one of two categorices: saving (or
dissaving) and capital value changes. This has not been the case in a
number of recent instances. Thus for example, sums borrowed from the
Central Bank in 1985 and onlent to the Insurance Compensation Fund
were not brought into the Exchequer Borrowing figures for that year,
though they do enter the debt statement.?? There is a similarity here with
contemporary debates about the treatment of exceptional items in private
accounting standards. A full discussion of the appropriate criteria flor
Government accounting would take us far afield, and into controversial
territory.?® One point that does seem worth highlighting is the effect of
privatisation proceeds on reported Government borrowing. [n arriving at
the Budget presentation of the Exchequer Borrowing Requirement in
1991, the Government did not credit the proceeds (£270 million).24
However, it is clear that these proceeds did reduce the borrowing
requirement. A consistent treatment of such items, possibly including the
use of the concept of “Net Financial Deficit” (1o correspond to what the
borrowing requirement would be had asset sales not occurred) should be
the aim.

WThe dillference between this and the net National Debt as published at present would
be relatively small.

and also, since 1988, such grant-aided bodics as FAS, Udaras na Gacltachta, Bord
lascaigh Mhara, Bord Fiilte and EQLAS.

IThat is. net indebtedness. Government overfunding of its borrowing requirement has
frequently occurred in recent years, giving rise o sometimes substantial Government
financial asscts. :

Z2Another instance is the repayuble advances of surplus income from the Genual Bank
from 1987 to 1989, which have been treated as income in the Exchequer accounts, whereas
they seem more analogous to borrowing in that they are subject 1o repayment according to
a fixed schedule (though without interest).

2:‘|3l<:‘jcr and Cheasty (1991) is a good survey.

HThough it did so for the Greencore privatisation. Note that the Irish Life proceeds
are, of course, correctly accounted for in the Finance Accounts,
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3.1.2 Banks and Near-Banks

The Banks: As mentioned, the banks are still by far the dominant scclor
in financial intermediation in Ir¢land. The banking system counsists of the
Central Bank and some 35 licensec banks (reflecting 24 distinct banks or
banking groups). Consolidated total asscts of the banking system at
end-1990 came o some £21.3 billion, or about 91 per cent of GNP. The
Central Bank issues currency (over £1.55 billion ouistanding at end-1990)
and holds the main Government deposits together with required and
voluntary deposits of the banks and of building societics. The Central Bank
also holds the official accounts with the IMF and any official borrowing
from that source would have consequences lor the Central Bank's
accounts.?® On the asset side, the Central Bank holds the official external
reserves (£2.9 billion at end-1990) as well as some Government securities
(£0.5 billion at end-1990) and claims on banks (£0.9 billion at end-1990).
The components of the asset side of the Cenural Bank’s balance sheet tend
to fluctuate widely, reflecting the Bank's role as manager of domestic
liquidlity conditions.

The licensed banks siill confine most of their domestic financial claims
to lending at interest (including overdrafis, term loans and residential and
other morigages),?® with litle by way of real equity investment.2” In net
terms they obtain most of their domestic resources through interest-
bearing deposit accounts — current accounts came Lo less than £2.0 billion
at end-1990. In addition there is considerable inter-bank borrowing and
lending, both at home and vis-d-vis foreign banks,

While our discussion is mainly confined to on-halance sheet items of
the banks’ business, some mention must be made of the huge and growing
amounts of off-balance sheet business. Data on aggregate off-balance sheet
business of the banks has recently been made available. This includes a

*This differs from most official foreign borrowing which affects the Central Bank only
incidenually (through its purchase of the foreign currency proceeds of the borrowing) and
nol explicitly, When the most recent drawings on the IMF were made in the mid-1960s, the
procedure followed was that the Government borrowed Irish currency from the Cenral
Bank and passed it 1o the IMF, in return for which the Government received forcign
exchange. The explicit consequences of these wransactions for the balance sheel of the
Bunk were that it acquired an assct in the form of a specifically identified claim on the
Government, and a liability, in the form of an increase in the IMF's deposit account at the
Bank.

26_casing and other asset-backed lending is also well developed.
g I

?"The equity element of wx-based lending. especially the socalled Section 84 lending is
cssentially o legal liction.
) 5
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number of contingent liabilities (including loan guarantees and
performance bonds) amounting to about £3 billion at end-1991. Forward
and futures markets transactions and swaps, together with other
commitments involve a gross amount of no less than £135 billion - a
multiple of the banks’ balance sheet. About two-thirds of these
commitments, are with non-residents. Of course, for the most part these
items do not represent net lending; most of them involve matched
wransactions reflecting litde credit risk by comparison with the huge size of
the principal sums.

International business of the banks: Since the foundation of the State, a
large proportion of the total banking activity of the Irish banking groups
has been international in character. As well as the internatonal business
conducted by offices within the State, Irish banks have traditionally had a
considerable newvork of branches in Northern Ireland as well as retail and
wholesale activities in Britain.?8 Mergers and acquisitions involving lrish
banks over the past quarier century have altered the picture somewhat.
Thus, of the “Associated Banks” as defined in legislation, mergers have
brought their number down to four, of which only the two largest (AIB and
Bank of Ircland) remain both Irish registered and quoted. The third
(Ulster Bank) continues to operate North and South of the Border, but is
now part of the UK-based National Westminster Group.??

In addition 1o UK links, the wwo largest banks have acquired important
US subsidiaries: the largest of these, owned by AIB, had end-1990 total
assets of US$ 9 billion. US assets of AIB Group amount 1o just under one-
third of the total, with the UK accounting for 22 per cent and Ireland for
45 per cent,

Further international dimensions of the banking system arise from
ownership links. Even for AIB and Bank of Ireland, more than one in ten
shareholders are resident outside the State. All of the remaining banking
groups are at least part-owned by foreign banking concerns.

All in all, the international financial asset and liability position of the
banks is a dominant feature of the national balance sheet

BIndeed, a1 end-1982, the last end-year date for which this information was collected,
well over one-third of the 10wal assets of the licensed banks related to the business of their
branches outside the State.

M The fourth bank {NIB) is much smaller; it is a wholly-owned subsidiary of National
Australia Bank and comprises essentially the branches of the former Northern Bank located
South of the Border.
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Since 1982, it has become the practice for statistical analysis of the
banking sysitem to focus on the business of within-the-State branches of the
banks.?® The international business of these branches is large and growing,
as shown in Table 2. At end-1982, inwernational assets came to 28 per cent
of total assets of the banks. This share dipped to about 25 per cent at
end-1985, but from then on rose quite sharply and sieadily o reach 36 per
cent by end-1990. The international liabilities had increased only a litle
more stowly.?!

Three main categories of this international business can be identified.
First, business denominated in foreign exchange with non-residents;
sccond, business denominated in Irish pounds with non-residents; third,
business denominated in foreign exchange with residents. Each of these
can be further subdivided into assets and liabilities.

The fastest growing of the six components of international business has
been foreign exchange liabilities to residents, which has jumped from less
than £1 billion in 1982 o over £3.5 hillion ¢ight years later. This reflects
growing use by Irish corporate entities of deposits denominated in foreign
currency o help manage their foreign currency risk, and for transactions
purposes. It reflects a progressive adjustment of corporate treasury
management following the 1979 break with sterling. A gradual relaxation
of exchange controls in this arca probably also contributed to the phased
growth.

There has also been rapid growth in the remaining five categorics; the
slowest growing being also the smallest category: claims on non-residents
denominated in Irish pounds.®?

Much of this international business - between one-half and two-thirds -
is interbank business. The considerable size of such business, both for
assets and liabilities, is explained by the fact that bank weasury practice is

30 yiis-q-vis both residents and non-residents. That means not only the business of
branches in’ Northern Ircland and Britain, but also that of the US banking subsidiaries of
the two main banking groups are excluded. As an indication of the degree to which this
narrows the focus, note that for the four *Associated Banks” this covers little more than two-
lifths of the total assets in their consolidated balance sheets.

3As o mauer of fact, these percentages are not substantially in excess of worldwide
experience. For instance Bryant (1987) presents cstimates for the share of international
assels in total banking assets for 13 induswrial countries in the carly 1980s. The average
share was 25 per cent, with Germany (8}, Jupan (11) and the US (17) on the low side, the
UK (72) and Luxembourg (46) on the high side.

¥while the demand by non-residents for Irish pound borrowing would not normally
be very large anyway, the slow growth here is explained by exchange conrols suwricuy
limiting this cluss ol business.
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o eliminaie most foreign exchange and interest risk. This means that, in
response to a commitment with a non-bank customer involving foreign
exchange, the bank will establish a foreign exchange claim, typically with a
non-resident bank, and corresponding in both maturity and currency with
the original commiument. The use of derivative instruments complicates
the picwure further, but the same logic applies.

The non-bank element is also subsianual. Taking the asset side, it has
increased from less than £2 billion equivalent to about 12 per cent of GNP
in 1985 10 over £3.5 billion or 16 per cent of GDP at end-1990. The role of
Irish banks contributing 1o international syndicates involving the
International Financial Services Centre (IFSC) in Dublin has undoubtedly
contributed to this. However it should be noted that those foreign banking
companics operating within the centre which do not have domestic
banking licenses are wreated as non-banks in the statistics.33

Though evasion of exchange controls can result in holdings of almost
any form of foreign financial asset, the question ol bogus non-resident
deposits at Irish financial institutions is particularly relevant in the present
context in that it may have affected the residency classification of the
liabilities of those institutions. This mauer arose especially during the
1980s, and of course was not confined to banks; building societies and
other institutions were also affected. Briefly, it has been widely believed
that in order o evade the retention tax on deposit interest (DIRT), and
more generally to evade 1ax or exchange control obligations, some
residenis have held bank, building society or other deposits under bogus
forcign addresses. This behaviour would have increased the figures for
international business in a spurious manner, to the extent that the
accounts were hetd with a branch of an Irish bank (or building socicty,
etc.) within the State. Quantification of this is not available, though it is
understood that these maters are now more tightly controlled than used
1o be the case. To the extent that other bogus non-resident accounts were
held at branches outside the state, or indeed with foreign banks abroad,
they vanished almost entirely from data sources, being subsumed into the
global world banking system without a clear link to Ireland.®

I Their activities thus appear i banking stadstics only to the extent that they have
dealings with domestic licensed banks.

Hin this connection it may be of interest 1o note that sterling deposits by non- bank UK
residents with the Northern [reland banking system totalled sy 1,68 billion in 1985, rising
to £s1g 2.25 billion by 1988. Sums deposited with Northern Ireland branches by persons
who, though truly resident in the Republic, falsely stated themselves 10 be residents of
Northern Ircland, could have contribuied to this rapid growth.
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The currency composition of the international business is also shown in
Table 2. This 1able reveals the perhaps surprising importance of sterling. Not
only is sterling the most important currency for both asscts and liabilitics,
for residents and non-residents, but its share has shown a rising tendency
since 1982, 1t may be that smaller companies only became gradually aware of
the possibilities of hedging the risk of Irish pound/sterling movements
following the break of the sterling link in 1979. The US dollar is the second
most popular currency, with the DM coming only third.

The preference on the part of non-residents for sierling is reflected in
the predominance of the UK in the geographical breakdown. Though iis
share has declined a liule in recent years, it stull accounts for almaost two-
thirds of the total, with the remainder of the EC and the USA cach taking
about one-cighth, and offshore banking cenures about five per cent,

Near-banks: Under the heading of near-banks we include the building
societies, the “other credit institutions”, the Post Office Savings Bank
(POSB) and a number of non-bank hire-purchase companies.

The building socicties operate under different legislation 10 the banks,
but increasingly their business, tax situation and regulatory environment is
becoming close 1o that of the hanks. Most of them are mutual insuwations,
rather than limited hability companies, but this too may change in the
vears o come. The most important difference in pracuice is their emphasis
on lending [or house purchase secured by morigage. The aggregate assets
of the building socicties at end-1990 was £4.8 billion,

The “other credit institutions” comprise the Agricultural Credit
Corporation (ACC), the Industrial Credit Corporation (ICC) and the
Trustee Savings Banks (TSBs). The hirst wo of these are Government-
owned banks, attracting deposits from the public, as well as from
international long-term credit banks and lending primarily 1o agriculture
and industry respectively. The muwally owned TSBs (like the POSB)
waditionally on-lent all of the resources raised from depositors w the
Government, but they now do some non-Government lending. Total assets
of these “other credit institutions” was just under £2.5 billion at end-1990.

The remaining near-banks are much smaller. The POSB’s assets
(virtually all of them claims on Government) reflect deposit liabilities from
the public and amounted 10 £0.4 billion aL end-1990. A number of non-
bank hire purchase finance companies which also send returns to the
Cenural Bank, and are funded by borrowing from banks and other sources,
held assets totalling £0.5 billion at end-1990. Not included in Central Bank
statistics for “other credit institutions” are the credit unions, of which there
are over 500 (including Northern Ireland) with asscts approaching £0.9
billion.




Table 2: International Business of Banks

]
1981 1982 1983 19854 1985 1986 1987 1988 1989 1990 19971 ho

Liabilives of local banks (£bn) £ billion

to non-residents in FX 1.97 2,53 2.95 3.35% 2.89 3.90 4.40 5.15 6.03 6.01 6.15

to non-residents in IRE 1.22 1.41 1.49 1.72 2.01 1.78 1.80 1.80 1.86 3.01 315

to residents in FX 0.69 0.98 0.88 1.0 (.98 1.49 1.66 2.05 2.29 3.56 593
of which interbank

to non-residents in FX 1.34 1.76 2.18 2.5% 2.04 3.00 3.44 4.04 4.76 4.51 4.44 =

to non-residents in IRE 0.22 0.21 0.06 0.08 0.17 0.18 0.52 0.28 0.33 1.35 1.56 ;

to residents in FX 0.42 0.52 0.56 0.58 0.52 0.88 0.95 1.28 1.39 1.87 4.01 &
Claims of local banks ‘Q'

on non-residents in FX 1.35 1.78 2.06 2.37 2.21 2.43 3.09 345 531 6.03 7.18 5

on non-residents in [RE 0.07 .11 0.07 0.07 0.07 0.06 0.10 0.08 0.18 0.16 0.16 §

on restdents in FX 1.33 1.80 1.89 1.99 1.97 2.72 3.07 3.74 3.91 4.67 6.31 =

Domestic business® 9.30 10.53 12.09 12,71 14.14 14.59 15.61 17.35 19.51 19.67 ;
of which interbank -?_.

on non-residents in FX 1.11 1.48 1.61 1.86 1.78 1.98 2.71 2.96 4.82 a.l0 5.42 Q

on non-residents in IRE 0.04 0.05 0.03 0.04 003 003 0.05 0,04 0.12 a1 0.08 =

on resicdents in FX 0.42 0.59 {1.56 0.55 0.51 0.85 0.92 1.32 1.30 1.92 4.00 oz}

Domestic business* 1.72 1.93 2.30 2.50 3.57 3.65 3.87 4.18 5.08 5.02 l9
Total foreign assets 2.75 %.69 4,02 4,43 4.25 5.21 6.26 7.27 9.40 10.86 18.65 &

of which interbank 1.57 2.12 2.20 2.45 2.32 2.86 3.68 4.32 6.24 7.1% 9,50 Z
Foreign as % 1o1al 2840 2760 26830 2510 2690 30,00 31.80 3510 3600 41.00 & ‘
Currency analysis (%) Per cent E
Liabilities of local banks: S ‘
To non-residents in FX

usDh 385 41.1 414 40.5 30.4 ¢8.2 35.9 35.5 37.8 30.6 30.1

GBP 49.2 37.5 40.7 39.9 49.5 44.6 38.2 40.4 39.6 44.6 43.6

PDEM 11.2 1.5 7.1 10.5 6.6 13.6 114 6.4 7.8 7.7 10.2
To residents in FX

usD 55.1 50.0 56.8 57.4 48.0 322 25.3 4.1 27.1 15.4 17.2

CBRP 30.4 29.6 26.1 238 24,5 45.0 47.6 8.5 40.6 46.% %0.0

DEM 10.1 13.3 3.0 5.0 6.1 6.0 7.2 10.2 12.2 15.2 19.4

Continuerd




Tabte 2: International Business of Banks — continued

1981 1982 1983 1984 1985 1986 1987 1988 1989 1990 1994
Claims of local banks:; Per cent
On non-residents in FX
UsD 20.0 35.4 40.8 39.2 34.8 24,7 40.5 27.2 38.6 28.4 32,5
GBP 73.3 52.2 49.0 49.8 51.6 56.8 42.4 54.8 48.2 55.2 47.8
DEM 2.2 8.4 4.4 2.1 4.5 5.3 4.2 4.9 3.2 6 6.3
On residents in FX
Usb 48.9 43.9 n3.4 52.8 437 324 28.7 32. .7 21.2 18.7
GBP 22.6 21.7 18.5 17.6 20.3 30.1 316 26.5 25.8 31.7 26.3
DEM 19.5 17.2 11.1 14.6 137 16.2 15.6 10.2 9.7 16.9 20.6
CGeographical analysis (%)
Liabilities of local banks:
To non-residents in FX
UK 17.1 69.2 63.7 72.7 71.5 58.9 60.4 57.5 63.2 50.2
Other EC 12.3 10.8 15.0 14.2 14.1 18.0 17.1 18.7 17.6 18.0
USA 7.5 8.8 9.3 5.9 59 9.3 11.3 11.1 7.0 5.7
Switzerland 1.2 1.7 2.1 1.0 2.6 3.2 3.5 4.0 8.7 2.1
Offshore 4.1 4.2 3.5 3.8 5.7 4.3 4.6 4.9 10.2
To non-resiclents in IRE
UK 83.0 91.9 90.7 89.6 80.3 772 76.7 720 711 77
Other EC 4.3 1.3 1.7 2.5 3.4 5.0 6.1 59 7.0 6.0
USA 7.8 4.0 4.7 5.5 11.8 11.1 1.7 4.0 15.3 11.7
Oflshore 0.5 1.7 33 1.7 3.2 3.0 1
Claims of local banks:
On non-residents in FX
UK 713 60.7 60.% 78.8 68.7 56.0 58.0 51.4 624 57.0
Other EC 15.2 14.1 11.8 1.3 14.0 15.9 16.5 13.9 12.1 17.5
USA 2.4 6.8 8.0 5.4 3.9 9.7 C9.6 14.3 14.3 14.9
Offshore 5.2 7.8 9.4 10.7 12.1 6.5 4.1

Source: Derived from Cenural Bank bulletins
* ic.with residenis in IR
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The grand wowal of the assets of credit institutions — the banks, the
building societies and the “other credit institutions™ at end-1990 was £40.0
billion, of which £32.3 billion reflected claims on Irish residents. The total
of habilities to domestic residents was £27.3 billion. The net external
liabitity of credit institutions was £5.0 billion. These figures include
considerable inter-institutional claims exceeding £6.5 billion at that date.
Consolidating the accounts by netting out all inter-institutional claims gives
the figure for “money and other liquid asseis”™: £19.9 billion at end-1990
(inclusive of £1.3 billion of notes and coin held outside the banking system
and of £2.0 billion of Government savings schemes).

Statistical tssues: While the banking siatistics (which are available in the
bulletins and monthly statements of the Central Bank) have been greatly
refined over the past decade, a number of significant issues sull arise,
Among the most notable of these is the fact that interbank lending and
borrowing figures shown by the Cenural Bank returns do not balance. The
discrepancy here can be quite large, and uniil it can be resolved it must
serve to cast some doubt on the accuracy of the remaining figures. It is
understood that efforts are being made to eliminate this discrepancy. From
the statistical point of view also it can be regretted that the published
reiurns only relate to within-the-state branches of the banks. The
importance of international banking transactions suggests that some
valuable information may have been lost to the public in the decision to
stop publishing the banks’ “elsewhere” business.

3.1.3 Insututional Portfolio Investment

Insurance and pension funds: Insurance and Pension Funds are
important intermediaries in Ireland. Indeed, in some years the net inflow
of premium income to the insurance sector in Ireland has represented a
higher percentage of GNP than in any other counury in the World. This is
attributable to the fact that not only do we have relatively high motor
insurance premiums, but that the tax treatment of savings placed with life
assurance companies has until recently been seen as relatively favourable.

Four main categories of business may be identified. First is health
insurance, in which the Voluntary Health Insurance Board (VHI) has a de
Sfacto virtual monopoly because of tax concessions. Second is the remainder
of non-life or general insurance, mainly motor, fire and liability business.
Third is the management of pension funds, and the fourth is the
remainder of life assurance.

Non-life funds: Even non-life insurance companies maintain substantial
invested funds. In a steady state this would not necessarily be so, in that the
current year's premium income should be sufficient on average to pay the
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claims arising. Admiuedly, non-life business is known to be prone to cycles
of profitability with periods in which premium income is competed 10
unduly low levels, followed by periods in which premiums rise once more,
recovering previous losses.®® Nevertheless, the funds are far in excess of
what would be needed even to absorb Nuctuations in the ratio of claims to
premium income. Thus, even for the non-life business, the value of
end-1990 financial asseis is almost twice annual net®® premium income.
The accumulation of a reserve of this type mainly reflects the average time
delay bewween the receipt of premiums and the payment of claims,

Because premium income is invested, it is possible for non-life
companies to charge less than the actuarial risk involved in the
comingcncy, in the knowledge that investment income and capital gains
will be available to make up the shordall. Thus, for 1990 invesument
income plus capital gains of non-life insurance (other than VHI} came to
£137 million. This augmented total premium income of about £750
million by just enough to meet claims and expenses.

The size of non-life funds in Ireland in recent years, and their
allocation between different assets is set out in Table 3. Though important,
these first two categories of institutional investor should be seen in
perspective. Together, they dispose of assets of a magnitude linle greater
than those of the largest building society.

Life and pension funds: Turning o the third and fourth category of
imsurance the scale increases quite substantially. Indeed, invesument of the
accumulated funds represents by far the most important part of this type of
business. Of course, the original reason for the existence of both types of
business is the fact that the timing of death represents a diversifiable risk.
Both waditional life assurance®” and pension business pool the risk of the
timing of death. For pension funds, the risk is of later death, since what is
being paid is a life annuity: if the individual saved an equivalent sum over
her working life the uncerwinty of the time of death would oblige her o0
consume less each year of retirement than the pension fund or annuity
could offer, for fear that the savings would run out For life assurance the
risk is of early death: purchasers of life assurance are typically making
provision for the needs of their dependents against the event that the
insured person dies before retirement.

M The persistence’ of such a cycle remains unexplained. In theory, one would expect
such cyeles to be eliminated by skillul planning in a sophisticated market.

36Net of reinsurances ceded.

3 The term “assurance” is used to refer to the lile business of insurance companies.



INTERSECTORAL FINANCIAL FLOWS IN [RELAND

Table 3: Non-Life Insurance Compuny Assels

£ million 1985 1986 1987 1988 1989 1990
Gilws 256 329 401 h32 507 a4l
Stocks. shares and debentures 34 59 58 85 134 146
Property, land, fixiures and fittings 46 59 57 59 75 85
Accounts and sundry debtors 161 277 243 242 238 283
Current and deposit accounts and cash 110 248 291 265 402 546
Other 50 (1] 89 77 92 74
Towal Non-life 657 1,033 1,139 1,260 1.448 1,675
VHI (not included above) 70 83 89 94 96 107
Memo:

Life 5,449 6,608 8,198 9,789 9,144
Lile + Non-life 6,482 7,747 9,458 11,237 10,819
Life + Non-lifc + VHI 6,565 7.836 9552 11,433 10,996
Non-life as % Life + Non-life 15.9 14.7 13,3 12.49 15.5

Source: Insurance Annual Report (Blue Book); VHI Annual Reports.
Note: VHI is the Volimary Health Insurance Board.

Both pension annuities and life assurance thus represent financial
instruments which smooth consumption patterns in the face of risk. But
the arttraction of life assurance contracts goes beyond that. By virwe of
their effectiveness (albeit highly variable in practice from company o
company} in pooling investment risk, the managers of assurance
companies have been offering in cffect a joint product of life assurance
and investment management. This is not a new development: the shifting
preference towards endowment policies (where there is a lump sum
payment at the end of a given term cven if the insured person does not
dic) began more than fifty years ago. However, the degree 1o which life
assurance per se has become less important in the business is illusirated by
the fact that of over £1 billion in claims paid by life companies in 1990,
only £78 million ook place on death.

While the traditional life assurance policy involved regular premium
payments, new products involving single premium payments have become
popular. Fluctuations in the share of single premiums in the wotal can be
very substanual: in 1987 they approached two-thirds of total premiums,
and in 1989 exceeded 60 per cent. By 1990, however, they were down to
less than 53 per cent. (Single premiums represent, of course, a much
higher share of new business written.)
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For a variety of reasons, life assurance companies were in a good
position over the years to offer high net-ofitax returns especially to the
higher bracket taxpayer. This has conuributed significantly to the growth in
their business. Recent tax changes have reduced the advaniage offered.

Data for life assurance and pension funds cannot be fully disenangled.
Some of the pension fund management is carried out by the insurance
companics on their balance sheet, and data for this is included in the
official statistics prepared by the Departument of Industry and Commerce
“Blue Book” (/nsurance Annual Report). The totals from this source are
included as a memo item in Table 3. Though much of this data is very
detailed, the breakdown of the assets provided is of limited value: about
one-half of the asscts are merely shown as being “linked”, i.e. uved 10 the
performance of unitised funds, without a further breakdown of the
underlying assets of these funds. Furthermore it does not distinguish
between domestic and foreign. Such a breakdown (apparently covering
about 95 per cent of the assets identified in the blue book) is provided in
data collected by the Irish Insurance Federation. With some extrapolation
using other sources mentioned below we can put together a more
comprehensive picture of assurance company funds (Tabte 4), though the
data before 1989 should be treated as teniative.

In addition 1o the funds managed on the balance sheets of assurance
companies, considerable additional funds are managed on a segregated
basis, i.e. the funds do not form part of the balance sheet of the company
managing them. Segregated funds can also form part of the business of
banking groups and other corporate ¢ntities as well as assurance companies,

A collection of data on pension funds managed by other entities as well
as by the assurance companies is gathered by the Irish Association of
Pension Funds. Using this, and the other sources mentioned, together with
some extrapolations, allows us to offer tenatively a time series of the
portfolio composition of the pension funds (Table 5}. Once again the
accuracy of this table undoubtedly deteriorates the further back in time we
go.

Taking account of the need to avoid double-counting for the overlap
bewween the assurance company and pension fund figures, for 1990 we
conclude that the combined investment porufolio of life assurance and
pension funds was £13.1 billion, of which pension business accounted for
£8.1 billion or almost 62 per cent (Figure A). Over wwo-fifths of the
pension funds (by value) represents non-segregated assets managed by
assurance companies, who thus manage a total of £8.4 billion, or 64 per
cent of the total of pension funds and assurance funds. Only £3 billion, or
27 per cent of the total, was held in foreign assets.
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Table 4: Assets of Assurance Companies

L million 1983 1985 1987 1989 1990 199 %

Irish Gils 1,188 2,135 2,989 3,269 3,011 44
Property 484 525 490 775 855 12
Shares 220 525 1,078 2,879 2,189 32
Other 308 315 243 669 832 12
Total 2,200 3,500 4,900 7,590 6,887 100
Pension 880 1,400 1,960 3.036 2,755
Non-Pension 1.320 2,100 2,940 4,554 4,152

Foreign Gilts 59 99 6
Property 97 1 7
Shares 1,562 1,156 75
Other 8 205 13
Total 483% 768 1,076 1,736 1,534 100
Pension 195 307 430 694 Gl4
Non-Pension 290 461 645H 1,042 920

Total Gilts 3,328 3,110 37
Property 870 966 11
Shares 4,441 3,345 40
Other 687 1,037 12
Total 2,683 4,268 5,976 9,326 8,421 100
Irish as % towal {2x go* F2* 81 818
Pension 1,073 1,767 2,360 2,730 3,369
Non-Pension 1,610 2561 3,585 5,596 5,052

Source: Irish Insurance Federation and own calculations.
Before 1989 most of these numbers are exurapolated using Blue Book or by grossing
up pension fund figures.

* = Assumed percentage.
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Table 5: Assels of Pension Funds

29

£ mitfion 1983 1985 1987 1989 1990 1990 %,
Insh Gilws 759 1,587 2,268 2,644 2,623 43
Property 431 301 259 H46 749 12
Shares 357 043 1,296 2,594 2,046 34
Other 954 159 418 462 620 10
Total 1,804 2,985 4,176 6,276 6,038 100
Foreign Gilis 42 62 96 234 307 15
Property 19 33 46 8 45 2
Shares 334 530 794 1,820 1,653 80
Other 1’ 33 a0 44 52 3
Total 396 655 917 2,136 2,057 100
Toual Gilts 801 1,649 2.364 2.878 2.930 36
Property 45] 334 305 684 794 10
Shares 691 1,472 1,959 4,344 3,699 406
Other 256 185 464 506 672 8
Toual 2,200 3,638 5,093 8,412 8,095 100
Irish as % toial 8o* 2% 8u* 74.6 74.6
Total Life Assurance and Pension Funds
£ million 1983 1985 1987 1989 1990 1990 %
Irish 3,194 5,083 7.116 10,830 10,170 77
Foreign 589 962 1,347 3,178 2,977 28
Towal 3,810 6,199 8,678 14,008 13,147 130

Source: 1rish Association of Pension Funds Surveys; lrish Insurance Federation Five Year
Profiles; Gerard Flughes {1992), Private Pensions in Ireland, Paris: OECD, Series on
Privaic Pensions und Public Policy. For carly years many exuapolations have been

made.

*Assumed percentage.
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FIGURE A

LIFE ASSURANCE AND PENSION FUNDS

Asset Bregkdown 1990

Assur Cos {Non—pension) {25.6%)

Other Pension (35.9%)

Assur Cos {Pension) {38.4%)

As intermediaries, the life assurance and pension funds ultimately
represent claims of the household and corporate sector on {inal borrowers
and other assets. Of their Irish assets, about 44 per cent represent claims
on Government,*® about one-third are company shares, while about 12 per
cent represents property holdings. The foreign part of the porufolio is
much more heavily weighted towards company shares.

In addition to segregated pension funds, other client funds are
managed by assurance companies, merchant banks and others. This would
include corporate, charity and personal funds. No systematic statistics are
prepared on this sector, which could approach £2 billion, according to the
opinion of market participants.

3¥The Central Bank's analysis of government stock at end-1990 auwributes holdings of
£4.45 billion, or over one-third of the wotal, to the insurance companies {including non-life
companies) and pension funds. This may be compared with a wotal of £4.9 billion which
would be derived from adding the figures Tor non-life insurance and pension funds (Tables
3 and 5) Lo a proportion of life assurance gilts holdings corresponeds 1o the non-pension
share of their business.
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Other collective investment undertakings: Other collective investment
management entities are also represented in the Irish market, and
reguliated by the Central Bank. Some of these™ are now defined under EC
law as UCITS (underiakings for collective investment in wransferable
securities), but they also include some unit trusis and invesument
companies which are not stricily UCITs. In waditional practice, unit trusis
(corresponding 1o “open-ended wrusts” in the United States) are wue urusts
with variable capital in which units may be bought and sold at posted
prices reflecting the market value of the assets in which the net proceeds of
sales of units are invested. Invesument trusts or companies (much less
popular in the Irish market) can be financed by equily capital and
borrowing, their shares can be quoted in the market, but they have not
typically been bought in units. There have been tax advantages for
investing all or part of a portfolio through the vehicle of an unit trust.

A distinction must be made between unit trusts on the one hand and
unit-linked funds on the other: While both are commonly cailed “unit
funds”, the term unitlinked funds normally refers 1o portiolios in which
specific policyholders are allocated units, but which form part of the asscis
of life assurance companies. The purpose of unit funds gengrally is to allow
investment managers 1o offer a variety of savings products differentiated by
the type of asset in which the sums are invested. For instance, when an
unit-linked life assurance policy matures, it is entitled 10 receive the value
of the units which were subscribed for it. Such unit-linked assurance
products have largely replaced the “with profits™ policies of the past.
Likewise, the assets of a smaller pension fund might be in the form of units
of one or mare unit funds; thus allowing it o benefit from the economies
of scale in investment management. Unlike unitlinked funds, unit trusts
(and investment companies) have a separate legal exisience, although they
may be managed by a life assurance company or a bank. Note that a unit-
linked fund may hold units in another unit-linked fund or in a unit uust.
Therefore simply aggregating the reported size of different unit funds
could lead to serious double-counting,

Data on unit trusts and other UCITs is collected by the Central Bank,
but not published on a systematic basis.*® Some indication of the scale of
investment trusts and unit wrusts may be obiained by the Cenural Bank's
esimate of their holdings of Government securities alone at end-1990 of
£280 million.

#Most of them in the 1FSC.

0The Irish Association of Investment Managers is in the process of compiling such
data from member rewurns,
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Statistical Issues: While the efforts of the industry associations have
helped, data needs in the arca of institutional investment are considerable.
The problems centre around inter-institutional holdings, and the overlap
between pension funds, life assurance and independenty managed client
funds. Some data is collected, but not published; some information is not
collected at all; some sources include an uncertain proportion of business
recorded in other sources (for example the significant bank deposits and
unit trust holdings of pension funds and life assurance companies). The
Blue Book reporis were greatly improved from 1986, but stll show no
natonal or currency breakdown of assets, for example; besides they relate
only o one segment of the market.

3.1.4 Ownership of Indusury

For statistical purposes, the non-Government-non-financiai institution
sector of the economy can be divided into two sectors — which we call
“houschold” and “business” for short. The first sector is ofien also known
as the personal secior, the second is often referred o as the industrial and
commercial sector. Whatever about these terms, which are used loosely, the
actual statistical dividing line is between incorporated businesses and the
rest. Thus identification of the non-corporate with “households” is rather
inaccurate. [ndeed, what we cali the houschold seclor includes in Ireland
essentially ail of the agricultural sector, since most agriculural production
units are not incorporated businesses. This is a major weakness of the
dividing line, but one which is common worldwide.

It does not appear 1o be possible yet 1o form a comprehensive view of
the financial position of corporate entities."! The biggest problem is that,
unlike households, companies are important issuers of financial
obligations 1o entitics other than financial instiwutions. Thus, while we can,
to some extent, track claims between financial companies and non-
financial, we have little systematic information about claims of non-
financial companics on each other, and of households on non-financial
companies. Company accounts can help, though until recenty only the
category of enterprise known as “public companies™? had (o provide
information, and they covered only a small proportion of the business
sector in Ireland.*3

M That is of nondinancial corporate entities; we drop the term “non-financial” where
the context is sulliciently clear. Commercial semi-state bodies (other than the ACC and
1CC} are included here as well.

2Essentially companies with more than 50 sharcholders.

BSrewart (1986) discusses this data source.
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There are undoubtedly very important sharcholdings in private
companies which should be included in a comprehensive picture, but are
not readily available. Foreign-owned companies provide a suriking example
here. For most staustical purposes, and often in legal siructure, the lrish
branches or subsidiaries of these companies are treated as domestic
cntities whosc sharcholdings arc held by non-residents. As an illustration of
the magniwdes involved here, we may note the figures published by the
US Deparunent of Commerce in respect of manufacturing plants in
[reland owned by US residents. For end-1989, the value given is US$13.0
hillion, or about £8.3 hillion. 4

Another difficulty with the corporate sector is the absence of systematic
data on their foreign assets, whether porufolio assets or direct foreign
invesument*d, A growing number of large Irish non-banking companies
have very substantial foreign holdings. Much of the accumulation of these
holdings, which include sharcholdings in foreign joint ventures, is not
recorded in official balance of payments statistics. This is especially the
case for holdings purchased with retained earnings abroad as, in contrast

“with normal international practice, the reinvestment of foreign income is
not treated as new foreign investment in the Irish balance of payments
statistics,*® which therefore tend to undersiate the accumulation of foreign
assets.

It would be possible 10 approach the measurement of such foreign
assels by examination of the balance sheets of the publicly quoted
companies, but this would yield partial information at best. As an
indication of the large international holdings of some Irish firms, 47 we
note that, just taking the wwo largest non-financial quoted companies —
CRH and Smurfit - over 80 per cent of each company’s turnover was
outside the state. Bewween them, these two companies held almost £1.1
billion in bank deposits at the end of 1990, and had outstanding bank
loans totalling £0.6 billion. It may he assumed that the bulk of this banking
business was international in character. Towal operating assets employed by
the two companies exceeded £1.1 bhillion, most of them again abroad.

<  ‘MThese figures should be weated with caution especially as they are based on arbitrary
assumptons regarding reinvesument of prolits,

*Both catcgorics wonld be treated as “financial assets” in the flow of funds accounts.
Cf. Section 3.2 below.

BAnother growing phenomenon is the practice of subsidiaries of multinational
companies making loans 1 their parents instead of paying dividends. There can be tax
advantages o this practice which increases the complexity of inernational financial claims.
Iam indebied 1o Jim Stewart for pointing this out 10 me.

""The data in this paragraph are tken from the published Annual Reports of these
lirms,
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Gross acquisition of tangible assets by the two companics exceeded £0.2
billion in the latest year, mostly abroad. The ownership of these companies
is also internationally diversified, and each has significant medium-term
borrowings and convertible debt, some held abroad.3

Another large company (not yet quoted), GPA, has even bigger
international assews and obligations. The prospectus for the 1992 public
offer of GPA stock showed borrowings of $4.0 bitlion and cash assets of
$0.4 billion. lis aircralt portfolio was valued a1 $4.2 billion.

While these are the most significant cases, their scale indicates the
degree 1o which further statistical information is needed on the
international positon of Irish companies. The sources used for this study
are unlikely to capture all of the flows and assets involved.

One potentially important source of information here is the rewurns
made 1o the Bank for International Scutlements and o fnternational
Financial Statistics on claims of foreign banks on Irish residents and claims
of Irish residents on foreign banks (Table 6). However, the Irish residents

Table b: Deposits and Borrmving of Non-banks With Banks Across Frantiers

A Ivish non-banks
B: Irish banks

USS$ biltion, end-year Deposits Bank Credit

A I A B
1981 1.32 4,24
1982 1.21 2.67 5.47 0.54
1983 [.43 2.66 5.51 0.56
1984 1.24 2.60 5.26 0.54
1985 1.98 3.57 7.39 0.59
1986 2.69 3.95 9.54 0.69
1987 3.28 4.56 12.17 0.73
1988 3.01 4.43 10.92 0.80
1989 4.12 5.16 §1.97 0.86
1990 7.50 6.79 15.95 2.06
1991 9.01 7.55 19.85 321

Source: International Financial Statistics.

Example: In 1982 non-bank Irish residents held deposits totalling $1.21 (billion) with, and
borrowed $5.47 from, banks abroad; while Irish banks lent $0.54 1o, and accepied
$2.66 in deposits from, non-banks abroad.

BThe move by large Irish firms to direct investmem abroad may wel reftect the lighier
exchange controls imposed in the 1980s on this form of foreign investment relative to
portolio invesunent.
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inciuded in these figures comprise houschold and Government as well as
business customers. While households probably represent only a small
part, the large holdings by foreign banks of Irish Government debt mean
that it is difficult 1o use these figures as indicators of business sector debt. 4

The claims of Irish residents on foreign banks - which have grown
sharply since 1988 — may be more confidently ascribed 10 the private
sector,?® as is the practice in the balance of payments statistics. On the
other hand, the emergence of a positive residual in the official balance of
payments statistics in 1989, growing to almost £1 billion in 1990, may be
related to this practice. Because of the large growth in both deposits and
liabilities of residents, omitting the liabilities probably has the effect of
exaggerating measured short-term capital outflows,

For publicly quoted companies we do have data® for the market value
of their shares, which reached almost £8.8 billion at end-1989, before
falling back to £6.5 billion at ¢nd-1990. The corporate scctor owed about
£8.7 billion to resident banks and near-banks at end-1990. In addition, it
may be noted that bank guarantees, performance bonds and similar
contingent liabilitics, largely in favour of the resident corporate sector,
approached £2 billion at the same date. We do not have estimates of non-
equity borrowing by the corporate sector other than from resident banks
and near-banks. Inter-company indebtedness is conspicuously missing from
our data sources.

Combining the available sources as best we cin (incliuding the flow of
funds analysis described below) allows us to put togethier a téntative ible
of identified financial assets and liabilitics of the non-financial corporaié
(“business™) scclor (Table 7). This shows the business seclor with fifanciil
assets totalling 43 per cent of GNP, and financial liabilities (including
market vatue of equity) totalling 65 per cerit of GNP. We don't relly know
the level of intérnational asséts; bul net dccuimulation of internatioisl
assels since 1985 was greater than the ideiitified gross acéuntiilation by the
seclor of other fidancial asscts. By 1990; these receritly accumulited
international assets alrcady accounted for over 30 per cent of the total.
These large non-findncial business secior flows pliL the coiipariuvely
modest scale of institutional foreign tivwestivieit Nows (tbout £1.7 bilhoi
for assurarice and peiision funds over the saimé period) into perspective.

WEgcept perhaps sincé 1088,
Mndeed: a sitbstaritial part of tiis growth doiild be duribiiable iv diie bitid-ip of
Smiirfit bank bailarices in 1989-90.

SFrom tie Annial Report of the Stock Excligrige:
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Table 7: Sectoral Financial Assets: Business

£ bitlion 1985 1986 1987 1988

Notes and coin 0.3 0.3 0.4 0.4
Deposits with licensed banks 4.5 4.3 4.7 5.0
Borrowing from banks -5.5 -6.0 -6.3 -6.8
Borrowing from non-banks 0.4 0.4 . -0.5

Government sccurities a1 0.1 . 0.2
Companics sccurities . -6.2
International non-bank private asseis 0.5 1.7

Financial Assets 53 7.3
Financial Liabilities. . 10.3
Net financial assews —.9

Financila assets/liabilities 0.52
Financial asseis/linbilities (excl. equirty) 0.38

% GNP:

Financial Asscts p

30.1

R .
Financial Liabiliucs 531 58.2 57. 66.3 76.2
.2

Net financial assets - =281 24, -30.4 -38.1

Source: Constructed from the Capital Finance Account on which Table 12 is based.

Statistical issuwes: It is in this arca that statistical information is most.
delicient. Ideally, we would like 10 see a comprehensive balance sheet and
flow figures not only for the corporate sector as a whole, but also for size
categories and with a breakdown between manufacturing, non-financial
services and other industry. This would allow us to track interfirm
indebtedness and the international financial relavonships of firms.

Apart from this general point, it is worth highlighting the fact that the
definition of residency for the new Irish multinational firms presents
conceptual issues which have not yet been fully resolved. In as much as
reinvested foreign earnings, and presumably foreign acquisitions financed
by foreign borrowing, do not appear in the Irish national income accounts
or the balance of payments, we are obtaining only a very parual picture of
international financial relationships in the economy. The definitional
conventions which have been adopled conceal the magnitude of gross
international flows here. It would seem desirable to adopt the international
standard double-enury approach o capure these important flows.
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3.1.5 Houschold Behaviour

Houschold assets and liabilities are, for the most part, also captured in
the balance sheets of other entities already discussed. Once more the main
exception is foreign assets; as discussed, though they include houschold
scctor claims, the BIS-IES banking rewurns do not throw much light here
since the household sector is likely 1o account for only a small proportion
ol the figures included,

In the absence of systematic information here, we have worked back
from the flow of funds accounts (discussed below) to apportion estimated
residual foreign capital Mows between corporate and houschold seclors.
The result is used in the accompanying tentative estimates of household
financial asscts and labilities {Table 8). This reveals the houschold’s
financial asseis at over 130 per cent of GNP, with financial liabilities au

Table 8 Sectoral Financial Assets: Household

L billion 1985 1986 1987 1988 1989 1990
Notes and coin 0.6 0.7 0.7 0.8 0.9 0.9
Deposits with licensed banks 3.1 3.0 3.4 4.6 3.8 4.4
Deposits with non-bunks 4.5 4.7 5.0 53 5.6 6.3
Small savings 0.8 1.1 1.2 1.6 1.9 2.0
Lending: banks -2.3 =94 2.8 -28 ~-3.3 -38
Lending: non-banks -0.4 -5 =04 0.4 —0.4 —(.4
House purchase loans -2.7 -2.9 -4.2 -3.7 ) -5.2
Government securities 0.2 0.3 0.4 0.4 0.4 .4
Companies sceuritics 0.7 1.0 1.0 1.5 2.2 1.6
International non-hank private assets 0 0.6 0.9 0.9 09 1.4
Lile assurance/ pension funds 5.5 8.2 9.4 2.3 14.7 13.7
Financial Asscts 15.5 19.6 22.5 26.4 30.4 30.7
Financial Liabilities 5.4 5.8 6.2 .8 8.2 9.4
Net financial asseis 10.1 13.8 16.3 19.5 2201 21.3
Financial asscis/liabilites 2.89 3.40 3.65 3.86 .68 3.27
% GNIP:
Financial asseis 94.7 111.1 119.5 120.0 136.1 131.9
Financial liabilities 328 2.7 82.8 5.4 7.0 40 .4
Net Nnancial asscls 62.0 78.4 86.8 95.6 99.2 91.5

Source: As Table 7.
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about 40 per cent, Though net accumulation of foreign assets by the sector
is estimated to have excecded £1 hillion since 1985, this still accounted for
less than 8 per cent of gross financial asset accumuladion in that period,
and 1o only about 3 per cent of estimated total financial assets.

[t is interesting to note that while the data indicales an increase in
household financial liabilities as a percentage of GNP, that increase is
dwarfed by the growth in financial assets. Thus Ireland’s household sector
does not appear to have shared the rapid expansion of indebtedness that
has characterised other industrial countries in recent years.

Statistical issues: To a large exient the houschold sector is a residual in
much of the data we have. It would be especially desirable to find some way
of isolating the firm sector and charities to arrive at something more
closely approximating the normal meaning of the term household secuor,
but this may be a counsel of perfection.

3.1.6 The Overall Asset Piciure

In addition to these sectoral assct tables, two summary figures may be
presented to round off the assets picture so far as it can be based on
available data. First, Figure B shows money and other liquid assets plus life
assurance and pension fund assets and finally that part of domestic holdings
of Government stocks not held by crediu institutions, assurance companies
or pension funds. This gives a fairly clear picture of the relative importance
of these domestic financial assets held by residents when inter-institutional
holdings are netted out. The total of the assets shown comes to 140 per cent
of GNP. The importance of the banking and credit institutions (near-banks)
as issuers of the assets held by nen-financial entities becomes more evident
in this presentation. Though assurance companies and pension funds have
grown in importance, their obligations still remain smaller than the broad
money stock. Furthermore, the figure shows that, because Government
bonds are mostly held by financial mLc:mednnes only a relatively siall
amount is held by non-financial domestic entities.”

Figure C displays an estimate of foreign assets and liabilities of domestic
entities. As indicated, these figures are very inco:nplcte yet they are much
more complete than those published in Eurostat, as we have added an
estimate for the assurance and pension business, and an estimate (based on
recent changes in the IFS banking rewrns) of gross bank positions of the
domestic non-bank private sector. The growing internationalisatian of the
cconomy, despite reductions in official foreign borrowing, is clearly revealed.

52Equities are not included in the table: because most are held by institutions, or by
non-residents, they o would add « comparatively small amount 1o the wotal.
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FIGURE B (i)
ASSETS HELD BY RESIDENTS, 1990
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FIGURE C (i)
IDENTIFIED FOREIGN FINANCIAL ASSETS

(CROSS)

R of CNP

1982 1983 1984 1983 1986 1947 9aa 989 1990

B8 Bonky Otticial Otner
FIGURE C (ii)

IDENTIFIED FOREIGN LIABILITIES

{FINANCEAL — CROSS)

1982 14983 1984 1985 1986 1987 1988 1989 1990

m Govt Banks Other




DATA ON FINANCIAL ASSET STOCKS AND FLOWS 41

3.2 fntersectoral Flows of Funds

The construction of flow of funds accounts: The most sysiematic way of
presentng flows of funds between sectors and internationally is the
method inegrated into the system of national income and expenditure
accounts. This method was set out comprehensively in the 1968 United
Nations System of National Accounts (SNA), which has been adapled for
the European System of Accounts (ESA) and national systems.> The flow
of funds accounts in the SNA comprise two tables, the capital
accumulation account and the capital hinance account. The first of these
shows the net accumulation of financial asscts by sector; the second breaks
this net accumulation down into individual assets.

Capital accumulation account: The capital accumulation account
represents the uansition between the national income concepts of saving
and capital formation, and the financial accounts concept of net surplus or
net lending. In broad terms, the excess of each sector’s gross saving
(inclusive of capital consumption provisions) over its gross capital
formation (inclusive of sitock accumulation) will approximate its net
accumulation of [inancial claims on other sectors — shown as net lending,
Adjustments should however be made for capital taxes and transfers, and for
purchases and sales of land and intangible assels. The balancing item of this
account, net lending (or cquivalendy “financial surplus”), is broken down
in the capital finance account.

An example of capital vransfers would be a Government grant for the
purpose of capital accumulation. Net capital grants 1o a sector allow it
w augment the resources provided by savings 1o increase the secior’s
acquisition of real or financial asseis. Flowever this item wends o be
relatvely small.

Purchases and sales of land do not enter into the current income
and outlay account, i.c. the main part of the National Income and
Expenditure (NIE) Accounts. But land is not capital cither. Nevertheless,
a particular sector may uvse its savings to acquire land instead of capial
or financial assets. Conversely, the sale of land by a sector augments the
funds available 10 it for the purchase of capttal or financial assets. Of
course appreciation in the capital value of a given piece of land is
invisible 10 these accounts which are flow accounts.

Intangible asscts refer to such things as patent rights which are neither
capital nor financial assets.

5%A revised methodology for the SNA is in preparation.
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Capital accumulation accounts for Ireland were first prepared by
Dowling (1974) for the period 1949-72. These accounts were extended to
1977 by Honohan (1982} and 1o 1985 by O'Connell (1986) .31 Tables 9 and
10 present a further extension of these accounts to 1991. The new figures
incorporate a number of conceptual refinements, relative to those
presented in previous work, notably in the wreatment of stock appreciation
and capital transfers from abroad. The refinements bring the estimates
closer in line with international practice. However, the Irish data siill do
not include any figures for intersectoral transactions in land or intangible
asscts.

For Ireland, the studies referred 1o identify separately personal,
company, Government and foreign sectors. The personal, or household,
sector includes unincorporated businesses and thus cssentially the entire
farm sector. The company, or business, sector includes financial
institutions.?® The Covernment sector corresponds to the concept of “public
authorites” in the National Accounts, i.e. central Government plus the
exura-budgetary funds plus local authorities. The main task in preparing
these accounts is 1o distribute depreciation and capital accurmulation
between the different sectors. Increased detail now being provided in the
CSO’s publications allow this to be done with some greater degree of
confidence than was possible in the past.?®

A sample year, Ireland: 1985: In order o obtain a picture of the typical
contents of capital accumulation accounts, we may examntine, as an
example, the data for 1985 in Table 9, based largely on the work of
O’Connell, before moving on w0 our own preliminary estimates for more
recent years.?’

Beginning with the household sector, we sce that®® the househoid
seclor is the largest saver, with gross saving® of £2,427 million or about
15.3 per cent of GNP. To this is added £106 million of capital transfers
from the Government giving a total of £2,533 million, out of which £30
million was paid in capital taxes. Thus £2,503 million was available for

Sparial figures were also presented by Bradley, Fie Gerald and McCoy (1991) with
projections for future years; however, they are on a different basts 1o those discussed here.

5T his is fully the case anly in the capital accumulation accounts; for the capitl finance
accounis the intermediation activities of the financial sector are separniely identified.

¥Data sources are outlined in the Data Appendix. In general previous methodology
was used, but we also found some simplifications which do not materially alter the
estimates.

571 this, as in other tables, rounding results in columns not abways adding 1o wotals.

®As is the case in nearly all countries, ¢f. Honohan and Auiyas, forthcoming.

rade up of £427 million in provision for depreciation and £2,000 million of nel
saving.



Tabte 9A: Flow of Funds: Ireland 1983-1991

£ million 1983 1984 1985 1956 1987 1988 1989 1950 199!
HOUSEHOLD

Saving 2,044 2,143 2,000 1,926 2,062 1,712 1,654 2,025 2410
Depreciation 385 408 4927 4406 470 490 527 565 584
Capital Grants 116 106 106 129 195 166 124 145 145
All Sources 2,545 2,657 2,533 2,501 2,727 2,368 2,305 2,785 8,158
Fixed C:lpiml Formation 879 951 943 1,004 1,034 1,041 1,386 1,578 1,480
Stock 74 104 =7 -51 44 74 222 67 56
Cupital Taxes 25 29 30 32 38 60 54 66 82
All Uses 978 1,084 966 986 1,116 1,174 1,662 1,711 1,618
Net Acquisidon of Financial Asscts 1,566 1,578 1,568 1,515 1,611 1,194 643 1,023 1,521
BUSINESS

Saving 76 97 531 731 906 765 949 1,516 1,737
Depreciation 960 1,022 1,110 1,19% 1,339 1,449 1,614 1,761 1,860
Capital Grants 151 124 145 152 125 102 96 128 130
Capital Transfers from Abroad 4 -G7 -32 =57 ~118 46 =35 =25 27
All Sources 1,191 1,176 1,754 2,019 2,252 2,270 2,624 3,382 4,755
Fixed Capital Formation 1,846 1,893 1,716 1,721 1,730 2,006 2,399 2,627 2,539
Stock Changes 32 124 180 169 ~16 -92 37 449 501
Capital Transfers 10 Government 66 69 80 64 97 115 141 145 145
All Uses . 1,944 2,086 1,976 1,953 1,811 2,030 2,570 3,221 3,186
Net Acquisidon of Financial Assets ~75% 910 -293 65 441 240 54 162 569
GOVERNMENT

Saving -1,145 1,056 -1,406 -1,498 -1,388 -859 277 479 -428
Depreciation 183 167 187 197 207 224 225 230 240
Capital Taxes 25 29 30 32 38 60 54 66 82
Capital Transters from Domesiic 66 69 80 64 97 115 141 145 145
Capital Transfers from Abroad 88 74 82 88 105 108 107 243 847
All Sources ~783 =717 -1,027 -1,117 =941 -352 250 205 286
Fixed Capital Formation 689 662 718 693 553 423 466 561 583
Capital Transfers to Domestic 267 230 251 281 320 268 220 27% 275
All Uses 956 892 969 974 875 691 686 834 853
Net Acquisition of Financial Assets -1,739 -1,609 -1,996 -2,091 -1,814 -1,043% —436 529 472
FOREIGN

Net Foreign Disinvestment 925 945 650 509 —239 -391 -26] -556 1,616

Nole: Based on Natienal Income and Expenditure, 1991
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Table 9B: Flow of Funds: refand 1983-1991

Per cent of GNP 1983 1984 1985 1986 19587 1988 1989 1990 1991
HOUSEOLD

Saving 15.0 14.5 12.6 11.4 11.3 8.9 7.8 8.8 9.9
Depreciation 28 2.8 2.7 2.6 2.6 2.5 2.5 2.5 2.4
Capital Grants 0.9 0.7 0.7 0.8 1.1 0.9 0.6 0.6 0.6
All Sources 18.7 18.0 16.0 14.8 14.9 12.3 10.8 11.9 12.9
Fixed Capital Formation 6.5 6.4 6.0 59 5.6 5.4 6.5 6.9 6.1
Stock 0.5 0.7 -0.0 -0.3 0.2 0.4 1.0 0.3 0.2
Capital Taxes 0.2 0.2 0.2 02 0.2 0.3 0.3 0.3 0.3
All Uses 7.2 7.3 6.1 5.8 6.1 6.1 7.8 75 6.7
Net Acquisition of Financial Assets 1.5 £0.7 9.9 9.0 88 6.2 3.0 4.5 6.3
BUSINESS

Saving 0.6 0.7 3.4 4.3 49 4.0 4.5 6.6 7.2
Depreciation 7.1 6.9 7.0 7.0 7.3 7.5 7.6 7.7 7.7
Capital Granis 1.1 0.8 0.9 0.9 0.7 0.5 0.5 0.6 05
Capital Transfers frony Abroad 0.0 -0.5 0.2 0.3 -0.6 0.2 ~0.2 -0.1 0.1
All Sources 3.8 8.0 11.] 119 12.3 11.8 12.3 14.8 15.5
Fixed Capital Formation 13.6 12.8 10.8 10.2 9.4 10.4 11.3 11.5 10.5
Stock Changes 0.2 0.8 1.1 1.0 0.1 ~0.5 0.2 2.0 2.1
Capital Transfers 10 Government. 0.5 0.5 0.5 0.4 0.5 0.6 0.7 0.6 0.6
All Uses 14.3 14.1 12.5 11.5 99 10.5 12.1 14.1 13.1
Net Acquisition of Financial Assets ~5.5 -6.2 -l.4 0.4 2.4 1.2 0.3 0.7 2.3
GOVERNMENT

Saving ~8.4 -7.2 -8.9 -89 =7.6 —-4.5 ~1.3 -2, -1.8
Depreciation 1.3 1.1 1.2 1.2 1.1 1.2 1.1 1.0 1.0
Capital Taxes 0.2 0.2 0.2 0.2 0.2 0.3 0.3 0.3 0.3
Capital Transfers from Domestic 0.5 0.5 0.5 0.4 ¢.5 0.6 0.7 0.6 0.6
Capital Transiers from Abroad 0.6 0.5 0.5 0.5 0.6 0.6 0.5 k1 1.4
All Sources -5.8 —-4.9 -6.5 -6.6 =5.1 -1.8 1.2 0.9 1.6
Fixed Capiwl Formation 5.1 4.5 4.5 4.1 3.0 2.2 2.2 2.4 2.4
Capiwal Transfers o Domestic 20 1.6 1.6 1.7 1.7 1.4 1.0 1.2 1.1
All Uses 7.0 6.0 6.1 5.8 4.8 3.6 3.2 3.6 3.5
Net Acquisition of Financial Assets -12.8 -10.9 -126 -12.4 -9.9 =5.4 -2.1 =2.7 -1.9
FOREIGN

Net Foreign Disinvestment 6.8 G.4 4.1 3.0 -1.3 -2.0 ~-1.2 -24 6.7

Nate: Based on Netional Income and Expenditiere, 1991,

144

ASHALNI

ANVITAD NI SMOTA TTVIDONVNLL “TVHOLD




DATA ON FINANCIAL ASSET STOCKS AND FLOWS 45

Table 10 Flow of Funds 1949-1991

Nel Acquisition of Finaneial Assets by Sector
Per cent of GNP

Houschold  Business  Gowt Foreign Household  Business  Gowt Foreign

1949 2.7 -1.4 -3.8 2.5 1971 4.3 -3.1 —4.9 1.8
1950 0.3 -3.6 —.3 7.6 1972 4.4 -1.6 —.9 2.1
1951 -1.7 -65.2 -6.8 14.7 1973 6.1 -3.6 -5.5 3.0
1952 4.9 ~2.6 -4 1 1.9 1974 8.5 -8.7 -8.9 9.2
1953 5.1 -1.8 -4.6 1.9 1975 18.3 =6.5 -13.3 1.5
1954 5.0 -19 4.1 1.0 1976 10.6 =5.2 -9.5 5.2
1955 1.0 -3.5 =3.9 6.4 1977 10.2 -6.7 -8.8 5.4
1956 3.8 -2.1 —1.2 2.0 1978 10.6 -6.5 -11.0 6.8
1957 5.6 -1.8 -2.2 -1.6 197% 7.5 -8.2 -12.8 13.4
1958 i.8 =0.2 -1.7 0.2 1980 10.7 =82 -14. 1.5
1959 2.4 -2.4 -1.4 1.4 1981 7.9 -7.7 ~14.9 14.7
1960 1.4 -1.3 -2.2 04 1982 1.7 -6.8 -15.4 10.6
1961 b7 2.5 -3.1 -0.2 T19R3 11.5 =55 -12.8 6.8
1962 4.6 -3.0 =-3.4 1.8 1984 10.7 -0.2 -10.9 6.4
1964 3.5 -2.8 =3.4 2.7 1985 9.9 -1.4 -12.6 4.1
1964 4.1 -3.5 —4.0 3.4 1986 9.0 0.4 -12.4 3.0
1965 3.1 -3.1 —4.2 4.9 1987 88 9.4 9.9 -1.3
1966 4.7 -3.4 -2.8 1.6 1988 6.2 1.2 -5.4 -2.0
1967 6.0 -1.3 =33 -1.3 14989 4.0 0.3 =21 ~1.2
1968 4.5 -2.4 -3.4 1.3 1990 4.5 0.7 -2.7 -2.4
1969 4.3 —.8 -4 2 4.7 1994 6.3 2.4 -1.9 -6.7
1970 5.2 —4,9 -5.0 3.9

Note: Based on National Income and Expenditure 1991,

acquiring assets. The houschold sector acquired £943 million of fixed
capital assets (in lreland) but ended the year with £7 million less in stocks.
This left a balance of £1,568 million, or just under 10 per cent of GNP,
which should therefore equal the sector's nel accumulation of financial
assews from other sectors. Note that acquisition of foreign real capital is
wreated as acquisition of a financial asset in the accounts.

As is often the case, the pattern for the business sector is broadly
symmetrical to that of the housechold sector. Net business savings ~ i.c.
undistributed profits — are important (over 3 per cent of GNP in that year),
and the depreciation allowance comes o about 7 per cent of GNP. But
accumulation of capital is even larger, leaving a net financial deficit or net
borrowing hy the business sector amounting Lo some £223 million in that
year.
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The Government sector has been a net dissaver in Ireland for many
years, its dissaving amounting 1o almost 9 per cent of GNP in 1985. In
addition it is an important accumulator of capital - over 4 per cent of GNP -
leaving it with a large borrowing requirement in 1985 amounting to almost
13 per cent of GNP. The sum of net lending by the domestic sectors by
definition equals the balance of payments on current account, which thus
came Lo a deficit (net lending by forcign sector) of 4 per cent of GNP in
1985. A few terminological pitfalls may be noted here. Thus in particular the
net lending or financial surplus of the foreign seclor is equivalent 1o the
deficit on the nation’s balance of payments on current account.®

Trends in these sectoral surpluses and deficits in the past two decades
have been rather dramalic, and are analysed in Chapter 4.

Capital finance accounts: The capital finance account, which distributes
the net lending of each sector among the different financial instruments,
largcly relies for s basic data on sources different to those used for the
capital accumulation account. The first capital finance accounts prepared
for lreland are in Honohan (1982), and these were updated 1o 1985 and
extended by O’Connell (1986). Both papers relied on confidential Central
Bank files, and their methods cannot be replicated fully in the present
paper. Nevertheless, it is possible to go a good distance in presenting
approximate capital finance accounts for the period 1986-90 bascd on
published material and these calculationis have been performed. The results
are summarised in Table 12. An important point to be noted is that the
intermediation function of the financial sector is identficd separately in the
table, though (as noted below) it is constrained 10 have no net surplus.®!

Because ol the fact that different sources are involved, each of them
imperfect, a discrepancy exists between the net lending deduced from the
capital accumulation account and that identified in the capital finance
account. This discrepancy can be very large indeed, as bas been ilusurated
in the work done for 1960-85. However, there does appear to have been a
tendency for revisions in the NIE accounts 1o result in a reduction in the
discrepancy, and the revised 1985 figures shown in Table 11 (based on
refinements in both the capital finance account and the capital
accumulation account) have much lower residuals than those provided by

0T his ney lending of the forcign sector is sometimes misleadingly referred 10 as “net
foreign savings™, we avoid the lawer term since the gross saving and capital formation of the
rest of the world is not identified in these accounts.

G'lmpliCill)’ one is treating the surplus of the financial seclor as being owned by the

business sector - thus achieving concepiual consistency between the sectoral breakdown off
the capital accumulation and capiial linance accounts.




Table V1: fretand: Capitel Finance Account 1983

L mitlion Industrial/ Central Assuranee Cos/  Building ACC/ Ceneral

Personal  Commercial  Banks Bank FOSB TS Pension funds  Societies 1cC Govt.  Foragn
Notes and coin k| 16 5 -39 0 0 0 0 0 0 Y
Deposits with hicensed banks 219 28 528 o 0 -13 84 55 32 -29 25%
Deposits with non-hanks 537 0 0 0 64 -96 0 314 -b64 0 0
Smlt savings 199 0 0 ¢ -199 ] 0 0 0 0 0
Lending: banks 206 —47 266 0 0 ¢ -0 12 -19 0 M
Lending: non-banks -l —4 0 0 0 21 0 0 -16 ¢ 0
House purchase loans -268 O 13 0 0 0 4 250 0 0 0
Direct external borrowing 0 -19 0 0 0 0 0 0 20 -805 803
Government securities -25 12 240 -i09 0 o 634 9 29 =594 83
Companies securities 35 -100 ¢ 0 0 0 65 0 0 0 0
Identified loreign invesiment 0 0 0 0 0 0 139 0 0 0 -159
Life assurance/pension funds 990 0 0 0 0 0 -950 0 0 0 0
Official external reserves 0 0 ] 196 0 0 0 0 0 0 -196
Advances by government 0 0 0 0 it 0 0 0 0 0 0
Advances to government ¢ 0 ¢ 0 274 97 0 0 0 =571 0
Balancing item a7 -75 131 -25 -1 =3 -0 -1 18 103 -190
Financial surplus 1.568 -189 15 24 0 ! —34 i i -1.996 650

Based on O Connell {1986).
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Table 12: Ireland: Capital Finance Account |986-1990

Per cent of GNP 1986 1988 19%
House Financal Govern- House Finande! Govern- Hose Finandial Covern-
hold  Business  System ment Fomgn  hold  Businas  Sytem ment Forrign hold  Business  Sysiem mewt Formgn
Notes and coin 02 0l 03 0.0 0.0 04 0.2 03 0.0 0.0 0.0 0.0 =0.0 0.0 0.0
Deposits with banks 04 0.9 -1.8 0.0 3l 1.1 16 . -0 0.0 1.3 29 15  -100 0.0 2.6
Deposits with nos-banks 1.0 0.0 -1.2 0.0 0.1 15 0.0 2.0 0.0 0.6 28 00 -3.3 0.0 0.5
Small savings 1.5 0.0 0.0 -1.5 0.0 1.8 5.0 0.0 -1.8 0.0 0.4 0.0 0.0 0.4 .0
Lending: banks -0.7 =28 35 0.0 0.0 -1.2 27 39 0.0 0.0 ~19 -17 35 0.0 0.0
Lending: nonbanks 0.1 0.0 0.1 0.0 0.0 03 -0.4 0.1 0.0 0.0 ~0.1 {4 0.5 0.0 0.0
House purchase lozns -6 0.0 L6 0.0 00 -2.6 00 26 0.0 0.0 -32 00 3.2 00 48
Official external borrowing 0.0 0.0 0.0 -52 52 0.0 0.0 0.0 2.6 -2.6 0.0 00 0.0 -0.3 0.3
Govertiment securities 5 0.8 4.1 5.8 14 0.1 0.1 0.2 -49 4.5 ~00 -0,0 LA =17 0.3
Company securities 0.3 -1.1 0.8 0.0 0.0 0.3 -3.0 23 0.0 0.0 08 =32 24 0.0 0.0
International now-bank privaie flow 2.7 4.1 0.9 0.0 -7.7 0.6 4.8 08 0.0 5.0 22 i9 09 00 50
Life assurance / pension funeds 45 0.0 -4.5 0.0 0.0 4.2 0.0 -4.2 0.0 0.0 38 00 -38 0.0 0.0
Official external reserves 0.0 0.0 0.4 0.0 0.4 0.9 0.0 1.8 0.0 -1.8 0.0 0.0 2.2 00 22
Position at Gentral Bank 0.0 0.0 0.5 0.5 0.0 04 0.0 -1.2 19 0.0 0.0 0 0.7 0.7 0.0
Net lending by Governmemnt 0.8 0.8 0.0 0.8 0.0 0.0 0.2 0.0 -0.2 0.0 0.0 0.0 0.0 4.0 0.0
Balancing item 09 0.9 -2.2 0.1 0.5 0.6 0.6 0.2 -2.4 1.1 ~1.9 -1.9 2.1 0.7 1.0
Financial surplus 90 0.4 0.0 ~124 3.0 6.2 1.2 0.0 =54 -20 5.9 -09 0.0 =28 24
1987 1989 Averagr 195690

Notes and coin 0.3 0.1 .5 0.0 0.0 0.3 0.2 ~0.5 .0 0.0 0.24 0.12 -0.3% 000 000
Deposits with banks 1.9 20 -3 0.0 =08 0.7 1.0 04 0.0 -14 1.25 162 -384 000 097
Deposits with non-banks 18 0.0 292 0.0 04 16 00 -21 0.0 0.5 173 0.00 =207 000 044
Small savings 1.8 0.4 00 -to0 0.0 0.7 0.0 0.0 0.7 0.0 1.08 0.00 000 -108 000
Lending: banks 038 -20 2.8 0.0 8.0 2.5 -$.1 5.7 0.0 0.0 -l46 =245 391 000 0.00
Lending: non-hanks 0.3 -0.1 -0.2 0.0 0.0 -0.2 -0.7 0.9 0.0 0.0 005 -033 0.27 000 0.00
House purchase loans -1.6 0.0 1.6 0.0 0.0 -37 0.0 37 0.0 06 -25l 0.00 25t 606 000
Official external borrowing 0.0 0.0 0.0 -5.2 5.2 0.0 0.0 0.0 1.6 -1.6 0.00 0.00 000 -1.30 L3
Governmens securities 0.4 0.6 39 =74 2.5 -0.3 -0.4 -3.0 =25 6.1 0.14 0.21 1.34 —4.65 2.96
Cumpany securities 0.4 -1.7 1.3 0.0 0.0 0.8 -4l 24 0.0 0.0 061 -245 1.84 000 0.00
Tmiernational nowbank private flow =03 3.7 [IAY) 0.0 -3 -0.8 4.6 4.5 0.0 -83 151 293 1.62 0.00 -6.06
Life assurance/pension (unds 4.7 0.0 N 0.0 0.0 5.0 0.0 =50 0.0 0.0 445 000 445 000 000
Official external reserves 0.0 0.0 33 0.0 -33 0.0 0.0 -3.0 0.0 30 0.00 0.00 0.80 000  -0.50
Position at Central Bank 0.0 00 =20 2.0 0.0 0.0 0.0 -1.2 1.2 0.0 0.00 0.00 0.4 08¢ 000
Netlending by Governmem 0.0 -0.9 0.0 0.9 0.0 0.0 0.4 0.0 =04 0.0 6.00  -020 0.00 020 000
Balancing item 0.7 0.7 -1.2 0.8 -1.0 1.4 1.4 -2.1 -1.1 0.4 0.41 041  -063 058 040
Financial surplus 88 24 00 09 -1.3 3.0 0.2 0.0 -2.0 -1.2 749 0.4 000 656 -0.79

Table shows the accumulation or decumulation of the given assets by each secior as a percentage of GNP,

Based on National Income and Expenditure, 1991,
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O'Connell.®? More generally, it should not be thought that the discrepancies,
or balancing items, are wholly a nuisance. Indeed, they can be used to throw
light on the accuracy of the more tentative elements of the wables, and thus
represent a uscful component of analysis.

The elements of the capital finance account can be examined once
more by looking at the (revised) figures for 1985 (Table 11). Here the
various asseis are listed in the first column, with the four sectors previously
identified in the capital accumulauon account augmented by a number of
classes of financial institution. The Cenural Bank is separately identified.
For the most part the 1able is self~explanatory: a positive entry means that
the sector o which the column refers has accumulated that amount of the
asset 10 which the row refers. Thus, for example, the 31 in the top left
corner indicates that the personal sector acquired £31 million in currency.
Each row sums to zero as there must be an issuer of cach financial asset.
Indeed, most of the entries are based on analysis of the balance sheets of
the various financial institutions. Each column should sum to the net
accumulation of financial assets by the sector, but as mentioned does not
necessarily sum to the independent, national accounts based, estimates
obtained from the NIE accounts, hence the need for a balancing item.

Among the reasons for the balancing item is the difficulty of obiaining
flow figures from balance sheets, especially when assets such as foreign
exchange, equities, or long-term bonds are concerned, whose capital value
may change. But in addition there are discrepancies in the underlying
data: for example, interbank borrowing and lending in official rewurns do
not net to zero, as conceptually they must, but sometimes show a net figure
of as much as £400 million. There are also some large differences between
the NIE borrowing requirement for public authorities and the cash
exchequer borrowing requirement, on which the elements in the body of
the tabte are based. These are espcecially large in 1988, the year of the large
lax amnesty, when the NIE assumes that some tax revenue aciually received
in 1988 referred Lo previous years. That year also involved some very large
imputed central Government subsidy payments in the NIE relating o cash
shortfalls in EC recoupments o the Agricullural Intervention Agency.
Finally the well-known residual in the balance of payments forms the main
part of the balancing item in the foreign column.

The new estimales: 1t would be tedious 1o review the sources and methods
used for the latest estimates of the capital finance accounts, especially as
they are preliminary in nawre, considering that they do not benefit, as

#For example, the household residual has been brought down from £603 million 0
£57 million, and the business residual from (=) 480 midlion to (-)£75 million.
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estimates from previous years have, from internal Central Bank data
notably on the sectoral breakdown of bank deposits. Suffice it to say that
the general procedures used in the past have been lollowed in most cases,
to the extent that data was available, and that some new sources of data
have been used, especially on the side of life assurance and pension funds.
Further detail on the sources is provided in the Data Appendix.®?

A number of classification modifications have been inwoduced. First, in
line with data availability, direct privawe foreign borrowing has been grouped
with the remainder of private acquisition of foreign asscts or liabilities.
Second, lending by the Central Bank has been separately identified. Third,
lending by the POSB and TSBs 1o the Government has been included in the
Government securities row rather than having a row o itseif.%

The final significant deviation from the methodology of the past has
been in the weawument of the balancing item. Before the adjustment that
will now be described, the balancing item for ecach sector was as shown in
the upper pancl of Table 13. Noting the uncertainty attaching to the
residual in the balance of paymenis, and recognising that, were it to be
climinated, most of the correction would likely occur in the household and
business accounts, we have taken the residual in the balance of payments
and distributed it between houschold and corporate acquisition of foreign
assets in such o way as o minimise the sum of squared balancing items for
those two sectors.%” This approach effectively assumes that the residual in
the balance of payments is all capital in naturc.% The adjustment reduces
the standard deviation of the balancing item for the three affected sectors
by almost two-thirds. It is these adjusted figures which we discuss in the
next chapter.

B3Recent revisions in the base sources, up to and including National Income znd
Expenditure (NIE) 1991, dated July, 1992, have been incorporated in the capital
accumulation and capital linance accounts shown in the ables and the figures. Note that
detailed balance of payments statistics for 1991 were not vet available when the paper was
completed. The econometric results of Chapter 4 refer to a data series based on NIE 1990.

®This notwithstanding the fact that POSB lending to Government is now being wreated

as a ways and means advance in the National Debt Stuement.

55This can be thought of as a specilic application of the methodology proposed in
Honohan (1982). Essentially we choose numbers a and b, such thar a+b equals the balance
of payments residnal, and when added to the figure for net accumulation of international
assets by the household and business sectors respectively minimise the sum of squares of the
resulting balancing items for those two scctors,

%11 might be objected that there have been several important revisions 10 the current
account of the balance of payments in recent years. The logic of our approach is to assume
that these revisions have reflected a considerable improvement in the methodology of
estimating current items, an improvement which has not been matched on the capital side.
This leads us 1o conclude that the remaining residual is more likely o be a capital item.
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Table 13: Balancing ltem in Flow of Funds

£ million

Before adjustment Household Business Government Foretgm
1986 362 847 -18 824
1987 -183 500 145 -249
1988 -266 630 —162 60
1889 -127 648 -242 172
1990 467 -984 63 914

After adjustiment

1986 152 152 -18 81
1987 128 128 145 -187
1988 108 108 —462 207
1939 302 302 —242 89

1990 —387 -3487 63 237




Chapter 4
DISCUSSION OF THE TRENDS IN FINANCIAL FLOWS

4.1 Savings and Investment

Before looking at the net lending and borrowing figures, it is worth
noting some features of the underlying saving and investment data. Figure
D(i} displays the national saving and investment ratuos for the past two
decades. A glance is enough 1o show that the two series do not move
closely in line, and that the Feldstein-Horioka idea that national saving and
national investment may be correlated because of international capital
market imperfections has very litle apparent confirmation in Irish darta.57
Indeed, despite a downward trend in national saving during the 1970s,
national invesunent remained very high in the 1970s - over 24 per cent of
GDP in every year except 1975, Only after 1981 did the rate of investment
begin 1o fall, by which time national saving had stabilised at about 16 per
cent of GDP. The fall in investment continued undl 1989, by which uime
saving had started to climb, exceeding invesiment for the {irst time in
1987,

Foreign borrowing, especially by the Government sector, financed the
1975-86 excess of national investment over national saving. (Figure D(ii)
shows official borrowing, including the subscriptions of non-residents Lo
domestic Government debt.) Since 1988, an increase in vansfers from the
EC has been one of several faciors helping to reduce reliance on foreign
horrowing - though, as shown in Figure D{iii} the increase here is not as
large as is often thoughi,

Figures E and F (bascd on Table 9) reveal the contrasting experience
of the early and laie 1980s in regard 1o the sectoral conwribution 1o saving
and investment. In this figure and others below the abbreviavons HH, 8, G
and Frefer 1o the main seciors as defined above. HHB denotes the sum of
the household and business sector; net lending by this sector is equivalent
to that of the remaining sectors (FG) with the sign reversed.

GTCOI‘I[E]HPOI‘EI]COUS correlation is only 0.26. The Feldstein-Horioka theory relates to
contemporaneous correlations; even including lags does not help much, with an r? of only
(.34 il savings is regressed on current and wo lags of invesunent (with a constant tern); R?
of 0.43 {or the reverse regression,
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FIGURE D (i)
NET NATIONAL SAVINGS AND INVESTMENT
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>
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FIGURE F
IRELAND: SAVING BY SECTOR

1983-91
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Household saving (as a percentage of GNP) showed a generally
declining wend® undl 1990, and national saving was sustained largely by
growth in business saving, [rom 1984, and by the reduction in Government
dissaving. Each of the three sectors contributed o the decline in fixed
capital formation up 10 1987; the recovery since then has been primarily in
the household and business sectors. %

4.2 Sectoral Surpluses and Accuwmulation of International Assets

Figure G (based on Table 10) presents a 40-year perspective of the
sectoral flows in the Irish economy. Four main feawures stand out. First, the
houschold sector is almost always in surplus, the only exception in the data
being 1951. Second, the corporate sector is in deficit in every year unul
1986. From then on it has shown small surpluses in most years. The run of
surpluses since 1986 is quite unusual by international standards, and is
definitely the most noteworthy characteristic of the data.’® Third, the

% Though not as a percentage of household income. The declining share of household
income in GNP explains the difference.
]

Reeall that Government here excludes the State-sponsored bodics.

MThere is no corresponding experience in the 17 developing countries studiced by
Honohan and Atiyas, forthcoming.
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FIGURE G
IRELAND: SECTORAL FINANCIAL FLOWS
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Government sector has been in deficit in every year. The volatility of the
Government's deficit is the largest of the three. Fourth, the foreign sector
is more often in surplus than in deficit (i.c. the balance of paymenis on
current account is usually in deficit), but this has been reversed since 1 986.
Finally, the absolute level and year-to-year volatility of scctoral surpluses
gencrally increases sharply from 1973 on.

Looking at these propositions more closely we begin with the
houschold sector. Its mean surplus has been 6.2 per cent of GNP with a
standard deviation of 3.8 per cent {cf. Table 14). It dipped 10 a deficit of
1.7 per centin 1951 - the year of the Korean war crisis - but from then until
1974 stayed in the range 1.0 to 6.1 per cent. After 1974 the houschold
surplus becomes much higher on average (9.6 per cent as compared with
3.8 per cent) and more volatile. The huge 1975 surplus of over 18 per cent
of GNP corresponds to the high personal savings rate recorded in that year
and which has been variously explained as a response to sharply increased
inflation, increasing unemployment, or developments in farm incomes in
that year. In reality, 1975 remains an outlier in all studies of savings
behaviour and is unlikcly ever o be fully explained. After 1975 the
household surplus remained in the vicinity of 10 per cent of GNP unuil
1988 when it dipped to below 5 per cent by 1989 before making a modest
recovery in 1990 and 1991,




DISCUSSION OF THE TRENDS IN FINANCIAL FLOWS 57

Table L4: Sectoral Surpluses 1949-1991: Summamy Statisticy

Per cent of GNP

Howsehold Business Government Foreign

1949971
Maximum 18.3 1.0 -1.4 14.7
Minimum -1.7 -8.7 -15.4 -5.2
Mean 6.22 ~3.43 -6.40 3.61
Standard Deviation 3.76 2.55 4.22 4.50
Correlation Matrix B G I
HH -0.38 -0.77 0.10
B 0. -0.84
G -0.65

1949-73 HH B [ F
Mean 3.79 -2.74 -3.83 2.77
Stndard Deviation 1.84 1.24 1.18

1974-91 HH B G F
Mean 9,59 —4.40 -9.98 4.80
Stndard Deviation 2.96 3.44 4.16 5.62

Based on Table 10 above.

The business sector, with a mean deficit for the whole period of 3.4 per
cent of GNP, experiences an even sharper change in behaviour after 1973.
Having fluctuated below 5 per cent of GNP in the previous two decades, in
1974 i slipped to its record deficit of 8.7 per cent, before recovering Lo the
vicinity of 7-8 per cent for the following 10 years. From 1985 on, there is a
marked wrend and the business sector deficit is converted into a surplus.
This turnaround has contributed to the jump in voladility post 1973.
Indeed, measured by standard deviation, volaiility of the business deficit
has almost tripled since 1973,

It is not easy Lo say why the business sector has moved into such a
sustained period of surplus. Table 9 makes it clear that increased saving
(retained earnings) rather than reduced investment is the source of the
surplus, but why has the sector not reinvested at home? One idea is that it
is related to the dualistic nature of Irish business, with foreign firms
making large profits but not reinvesting, while domestic firms’ profitability
is depressed. However, that would not explain why the phenomenon
emerged only in the mid-1980s. An increased propensity of profitable
domestic firms wo invest their savings abroad is clearly a facter. Alered
dividend behaviouwr by multinationals may also be relevant. Explaining this
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phenomenon represents a major chalienge to which we are not yet in a
position to respond fully.

The Government deficit averaged 3.8 per cent of GNP in the period
1949-73, and 10.0 per cent since. The volatility of the Government’s deficit
was again much greater after 1973 (standard deviation of 4.2 as compared
with 1.2 percentage points). Corresponding approximately with the
Exchequer Borrowing Requirement (EBR) the path of this deficit in the
1970s and 1980s is well known and has been widely discussed.”! Thus, apart
once more from 1951, the deficit did not exceed 5 per cent of GNP unuil
1973, It then slipped sharply 1o 13.3 per cent in 1975, was reined in during
the following two years, stipped again from 1977 10 a record 15.4 per cent
in 1982, and contracted therealier with some hesitation in 1985 ancl 1986.
By 1989, the deficit was lower than in any year since 1960. The surge, and
subsequent decline, in the Government scctor’s forcign borrowing was an
important featwure of the past two decades.

4.3 Issues of Solvency and Convergence

During the late 1970s and early 1980s serious doubts were raised about
solvency, both of the Government and of the economy as a whole. In
particular, the borrowing requirement of the Government was scen to be
so high that the ratio of Government debt to GNP was rising apparently
without limit. The current account deficit ol the balance of payments was
also growing at an alarming rate. Recent reductions in Government debt
and the move of the current account of the balance of payments into
surplus have reduced the anxiety on this score, only 10 replace it with a
new concern, whether the emerging accumulation of private secior
surpluses is likely to continue without limit, thereby depressing the level of
investment, employment and economic activity generally.

Thus it becomes an important issue as 1o whether intersectoral flows
are, in the long-run, constrained by considerations of poruolio balance
and solvency. Specifically, can we assume that, just as the period of rapid
accumulation of Government debt was followed by a reversal of the wend,
the present pattern of substantial net accumulation of forcign asscts by the
private sector will come to an end?

Theoreucal considerations lead one to suppose that, while there may
be periods where sectors accumulate particular classes of assets or liabilities
much more quickly than the rate at which their wealth is growing, over the
long-run, the ratio of any particular asset or liability 1o the secior’s nec worih
should not have a consistent trend. One can imagine that the houschold

1 have presented a recent comprehensive account in my (1992) paper,
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sector will decide on the oplimal compaosition ol is portfolio of assets and
liabilities. The optimum siructure may vary, depending on houscholds’
percepuion of the likely vields and the potential for hedging other risks. In
addition, the sector’s net worth will change, both as a result of saving
behaviour and because of capital gains and losses. The houschold sector’s
attempt 1o reach the desired compesition of its portolio will result in flows
which may be quite large relative 1o the change in the sector’s wealth,
Likewise the business scctor will decide as between domestic and foreign
investment, and bewween different forms of financing, depending on risk
and return considerations, and this too may lead Lo surges in certain flows,
though over the long run the accumulation ol say, foreign assets will tend to
be constrained by the capitalisation of the sector, Even the Government
sector is likely 10 be constrained by solvency considerations in accumulating
debt.

But these theoretical considerations need to be supplemented by
empirical evidence. Even with more than 40 years of observations, it is
hard o be conclusive about these issues on the basis of past experience.
Nevertheless, it is warth looking at our long series of data to discover
whether 1hcy reveal a tendency o mean reversion in sectoral deficits, or
whether on the conurary, they -display “non-stationarity” - i.e. no endency
for changes in surpluses to reverse themselves.

Recent papers’? consider the appropriaie methodology for assessing, on
the basis of data on sectoral surpluses, whether a sector is likely Lo violate its
budget constraint at some time in the future. They note that stalionarity
over time of the secror’s net surplus is a sulficient condition for the
discounted present value of the sector’s fulure net liabilites o converge 10
zero. That is 1o say, if the sector’s surplus has a endency to revert 1o some
mean value, its net liabilities will not tend to grow fasier than the rawe of
interest - which is the criterion of solvency which they propose. It may also
be noted that the same condidon rules out “supersolvency”, i.e. a wendency
for the sector’s net assets o accumulate laster than the rate of interest,

Before presenting the results of statistical analysis, consider Figures H (i)
and (ii), which display a very rough measure of net sectoral assets. To obtain
these ligures we have cumulated the secioral surpluses (discussed in the
previous section) and reduced the resulting figures by the rate of nominal
GNP growth.”™ The particular weakness of this data is that no allowance is
made for capital value changes: these figures are considered less reliable
than others presented in the paper, and will not stand up 1o close scrutiny,
but they are nevertheless likely o be suggestive of broad irends.

Nowably by Trehan aed Walsh (1991) and by Ballabriga, Dolado and Vinals (1991).
7:‘S|)ccilic;ill}f. cach year's figure equals thac of the previous vear plus the secioral
surplus (as a percentage of GNP) all reduced by the rate of nominal GNP growth.
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FIGURE H (i)
CUMULATED FLOWS
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The visual impression given is interpreted as follows: firsg, the sharp
reversal since 1986 in the cumulated foreign liabilities of the economy is
sufficient to suggest strongly that the economy as a whole does not violate
the budget constraint.”™ Nevertheless, the rapid accumulation of assets by
the combined houschold uand business seclors suggests a possible “super-
solvency” problem. For the household and business sectors separately, and
for the Government sector, the cumulated surpluses do not show such a
uend.

When we turn to the statistical analysis of stationarity, the more formal
approach to esting for solvency, the visual impression of super-solvency is
not confirmed. In fact in this case stationarity is confirmed for the
combined private sector surplus, largely because its mean reverting
behaviour in the first thirty-five years of the sample are enough to offsct
the apparenty divergent development noted in the last half decade or so.
Thus the long time series is telling us that, il the past 1s a guide to the
future, the present run of years of above average private sector financial
surplus will be reversed before wo long,.

Using the available tests, which have low power (i.¢. they tend not o
find stationarity even when it is present), the data cannot reject the
hypothesis that the remaining scclor surpluses - the Government secior
and the foreign sector, are individually non-stationary. Thus, in particular,
while the halance of payments is now in surplus (in contrast to its mean
position over 40 years, which is one of deficit) there is no swong evidence
from the historical path 1o indicate that it will converge back towards
cquilibrium. We interpret this finding 1o mean that the historical swings in
the balance of payments have been wo large and o sustained 1o allow
one to predict how quickly the batance of payments will revert towards
equilibrivm.

4.4 Interaction Between Different Sectors

In this section we explore the interaction between the surpluses and
delicits of dilferent seclors. We use the abbreviation “NFF” (for net
financial flow) as a shorchand for either the surplus, or the deficit with
sign-reversed, of a scetor.”® Because the NFFs are constrained Lo sum o
zero, there must be an inweraction benwveen them: our interest 1s o discover
whether this interaction is a stable one and if so which sectors tend to be
the driving force (exogenous), and which the passive (endogenous).

“Indeed the DF test indicates that this cumulated foreign surplus series is itsell
stationary.

ONote in particular that the foreign secior surplus is the same as the balance of
payments deficit.
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FIGURE 1
IRELAND: SECTORAL FINANCIAL FLOWS
16 194991
14 -
12
10
a =
5 =
;L A_‘//\
i af !
¢ ek
-u -
10 =
17
—14
-18
Y
1950 | 1980 | 1970 | 980 | 1990
1933 1983 1973 1085
¢ & a F
FIGURE ]
IRELAND: SECTORAL FINANCIAL FLOWS
i 194991
s+
s
14 |-
12 B
10
s L3 o
-2 F
-85
-8 b
BT [ o | e | ww
1973 1985

| 1980
1933 1963

[ + 8




DISCUSSION OF THE TRENDS IN FINANCIAL FLOWS 63

FIGURE K

IRELAND: SECTORAL FINANCIAL FLOWS
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A striking feature of the sectoral data is the fact that the household
surplus has been at its highest in the mid-1970s o the mid-1980s, exactly
when the Government deficit was at its highest. (Visual comparison of the
sectoral surpluses is facilitated by Figures 1] and K, which regroup
information alrcady presented in Figure G.) This would au first sight
appear o be in conformity with the predictions of the neo-Ricardian view
on the private sector reaction to Government deficits. (Honohan 1986.)
Thus, the private sector increases its accumulation of financial assels when
the Government is borrowing so that it will be able 10 meet luture tax
liabilities arising (rom the Government’s need Lo service the accumulated
debt. However, closer examination of the data casts doubt on this
superficial interpretation.”

Note in particular thau the foreign surplus (the balance of payments
deficit), which is the equal 1o the net deficit of public and domestic private
sectors, is by no means stable and close to zero, as it would be il private

“The question has been considered in terms of regression analysis of personal
consumption behaviour by Moore (1987) and by Whelan (1991), The present conclusion is

in line with that of Whelan on this point.
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secror surpluses moved o offset public sector deficits. Indeed, as can he
scen from Figure 1, the foreign surplus is more volatile than the NFF of any
of the three domesuc seclors. Thus, the balance of payments deficit peaks
in 1951 (when exceptionally cach of the domestic sectors expericnced
deficit) ut 14.7 per cent of GNP, a figure i atains again in 1981, Bewwveen
those two dates, the balance of payments experiences a modest surplus on
three occasions (1957, 1961 and 1967). After 1981 there is a steady
reduction in net foreign borrowing, and the economy becomes a net
lender 1o the rest of the world in 1986, with net lending exceeding 5 per
cent by 1997,

It is often remarked that an imporiant exogenous influence on the
foreign surplus has been the rapid growth in international wransfers,
mainly from the EC. However, the sharp rise in the structural funds in very
recent years is nol sufficiently large to explain the turnaround in the
Government and foreign sector flows. Indeed, net international wransfers
(mainly from the EC) fluctuated beween about 5 and 7 per cent of GNP
over the period 1977-90, averaging 5.7 per cent of GNP. In 1990, the figure
was 6.8 per cent and in 1991 about 8.1 per cent. A relative decline in
agricultural support payments in the carlier years explain the relatively
modest increase despite the rapid growth in the structural funds.

The question of interactions between sectoral NFFs deserves a closer
examination, and we conducted regression analysis on the 40 year time
series Lo identily siatistical regularities. Such analysis is fraught with
methodological pitfalls since the four NFFs must add to zero and are
therefore perfectly mutuatly correlated by definition. Our approach
follows Atiyas and Honohan (forthcoming) in testing one candidate sector
for exogeneity, and conducting the analysis conditional on the resulis of
this test. In particular, we explore the hypothesis that the Government NFF
is exogenous Lo the other three. This hypothesis is not rejected by the data,
and it allows us 1o present a simple reduced form model of the flow
interactions.

Specifically, cur model esiimates that a 3 per cent of GNP increase in
Government borrowing results in an increase of no more than about 1
percentage point in household lending, if that, and in a 2 percentage
point deterioration in the balance of paymenus. If there is an impact on the
business sector (and this is less clear from the data) it may also be 1o
increase its borrowing (or reduce s tending).

Two important implications of this finding may be noted. First, it
suggests that the Government deficit and the balance of payments deficit
are indeed correlated, but not o the extent of 100 per cent. Second, it
could cast some doubt on the idea held by some that Government deficits
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crowd out business sector borrowing.”” We now turn o a more detailed
cdiscussion of the regressions underlying this proposition,

4.5 The Detailed Regression Resulls

The regressions [all into two groups. The first concentrates on the
univariate stability propertics of cach secroral NFF data series. The second
examines the impact of changes in the Government deficit on the other
NFFs. (This section provides greater technical detail on the regression
results, but the main conclusions have already been noted in the previous
section.)

The first group of results is shown in Table 15. This presents the so-
called unit root tests, designed 10 check whether a series is stationary or
not. A non-stationary series has a 1endency o drift away from its starting
point without limit. A standard test for this is the Dickey-Fuller (DF) test. A
critical value of the DF staistic, depending on the number of observations,
can be consulted in standard statistical references. If the DF stalistic for a
given series is above the critical value, then we can say with 95 per cent
conhdence that the series is stationary.

Table 15: Unit Root Tests: Sectoral Surpluses

Foreign+
Househald Business Covernment  Foreign Covernmenl
Mean 6.2%2 -3.38 -6.40 3.57 -~2.84
(t-stat) (10.8) (3.4) {10.0) (5.1} {5.0)
Dickey-Fuller 2.74 2.04 1.23 2.54 4.64
DwW 2.2 1.91 1.49 1.97 2.03
Ch-sq (1) 1.24 0.05 3.20 0.04 0.53
Augimented DF (2) 2.36 .40 1.18 1.92 2.89
W 1.85 1.79 1.73 1.44 2.89
Ch-sq (1) 4.47
Augmented DF (4) 1.44
W 1.99
Ch-sq (1) 0.14

DW is the Durbi-Watson Statistic.
Ch-sq (1) is Godlrey's Chissquared test stutistic for serial correlation. Augmented DF {i) is
the augmented Dickey-Fuller test with i lags.

TThe OECD (1991) has presented evidence in favour of the idea thal government
borrowing does influence interest rates, bud the evidence remains somewhit tenuous, Even
if that link is established, our regressions provide no support for the hypothesis that this in
turn crowds out invesunent spending and reduces business net borrowing.
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In our case, as already discussed, the main result is that, after removing
the estimated constant term, and with the exception of the combined
private sector,’® non-stationarity of each sectoral NFF cannot be rejected.”
The implication of this is that, again with the exception of the combined
privaie seclor, cxplosive behaviour of secioral debt or assets cannot bhe
ruled out on the basis of these resulis.

The remaining regressions are shown in Table 16. The idea we siart
with here is that the Government NFF G might be the exogenous or
driving force 10 which the other sectoral NFFs respond. Accordingly, Table
16 has a pancl for cach of the other NFFs. Each panel begins with a simple
autoregression with a constant term (intercept) and a linear ume wend,
this simply describes the general dynamic characteristics of the dependent
variable; as with many macroeconomic ratios, each NFF proves 1o have a
high degree of autocorrelation. The second regression in each panel has G
as an explanatory variable, without the lagged dependent variable. Each
pancl also includes a regression with both G and the lagged dependent
variable included. If' G is significant in this cquation, then it is tested for
exogeneity by estimating with instrumental variables (IV) - these are the
starred regressions - and using Sargan's test. 50

The risk of omitted variables bias is partially met by inclusion of a small
number of macroeconomic variables. These are the annual volume growth
of merchandise exports, the nominal interest rat.c,s' and the rate of CPI
inflation.®2 It is not obvious on a priori grounds what the impact of these
variables on sectoral NFFs might be:53 but it is better o think of these
variables not in terms of a specific model, but rather to see their inclusion
as a technical mauter designed o eliminate spurious statistical correlaton
between G and the other NFFs. These regressions are not designed as a
complete model ol the dewermination of each NFF: they have a narrower
purpose.

The weststatistic for the household sector NFF is also near the critical value.

*he validity of the DF wst needs to be checked by testing whether the residuals from
an equation used o obtain the DF statistic are autocorrelated. We used the Durbin-Watson
test. and a Chisquared test due to Godfrey (1988) for this purpose. and these are also
shown in Table 15. In the case of the G the DF cquation did display scrial correlation; for
this case the so- called augmented DF test was then emploved with two and four lags. No
significant evidence of serial correlation was found in the Tourdag case.

3Discussed in Godirey (1988).

31Representative yield on Government Bonds: fnternational Financial Statistics Line 61.

8 Annual average.

3 Higher inflation, interest rates and exports might be expected 0 increase HH, for
reasons discussed in the literatre on the consumption function. Higher inwrest might
increase FLas international capital flows responded, Higher exports might increase Bin the
short run, but lower it in the longer run if investment was increased in response to better
expert oppeortunities. Some, bur now all, of the estimated coellicients correspond o those
priors.




Table 16A: Regression Results: Household Net Financial Flow

Dependent Vaviable: Household =
Equation no: 11 1.2 13 1.3* 14 1.5 1.5% é
Coeff  t-stat Coeff  t-stat Coeff  tstat Coeff  tstat Coeff  rstat Coefl  tsiat Cogff  tstat %

g

htercept 1077 (1.3) 0563 (0.8) 0467 (0.6} 0.28  (04) 0.620 (1.1) =0922 (1.5) -1.089 (1.7) o
Household {lag) 0482 (3.3) G185 (1.3) 0.09¢  (0.6) 0.227 (2.0 0.230 (2.3) 0183 (1.7} E
Covernment =051% (55) -0440 4.0y -0574 (3.6) -0.320 (3.6) -0.208 {(21) 024 (29 .EJ
Time 0.099 (2.2) 0.108 (3.4} 0.082 (2.1} 0.077 (1% 0.088 (5.0 ;
Expor Gro wih 0.128 (3.9} 0.125 (3.8) g
Interest rate 0454 {3.5) 0512 (3% &
Inflation 0139 (19) 0178 (21) =
Dummy 1975 3103 (3.1) 9.8 (6.3) 9.936 (G.3) g
%

RSQ/No. of obs 0558 42 0682 43 0688 42 0676 42 087 42 0883 42 0.882 42 z
Method/Instruments OLS OLS OLS v 5,0 oLs OLS IV L{3,5,6.7) !
DW/ChiSq (SerCor) 1.97 0.0 1.3 2.1 1.84 1.0 161 1.6 205 0.2 2.60 0.6 1.91 0.2 E?_
Sargan/DF 6.2 | 5.6 3 &




68 INTERSECTORAL FINANCIAL FLOWS IN IRELAND

Table 16B: Regression Results: Business Net Financial Flow

Dependent Vaniable: Business

Equation no: 2.1 2.2 23 2.4
Coeff  tstal Coeff  tstat Coeff  tstat Coeff  tstat
Intercept 0973 {1.6) -1.768 (2.9) -1.159 (1.9) -0548 (0.9)
Business (lag) 0.805 (7.8) 0.57F  (3.2) 0222 (1.3)
Government 0585  (6.6) 0204 (1.6} 0.038  (0.3)
Time 0015 (0.9 0.082 (3.0) 0.046  (1.6) 0.143  (3.6)
Export Growth 0003 (0.1)
Interest rate 0457 (2.9)
Inflation 0123 {1.2)
Dummy 1975 1.837 (1.2)
RSQ/No. of obs 0.611 42 0523 48 0636 42 0.792 42
Methed/Instruments OLS OLS OLS (]
DW/ChiSq (SerCor) 1.95 (.0 098 113 1.75 1.5 1.64 1.5

Sargan/DF




Table 16C: Regression Resulls: Foreign Net Financial Flow

Dependent Variable: Foragn

Equation no: EN 3.2 3.2% 33 3.3* 34 J4*
Coeff  tstat Coeff  t-stat Coeff  istat Cocff  t-stat Coeff  tstat Coeff  tstat Coeff  tstat
Iniercept 1593 (1.3} 1234 (1.3} 0.770  (0.8) 1410 (1.4) 1988 (1.%) 1.606 (1.9 1.65% (1.9}
Foreign (lag) 0694 (5.5} 0.062 (0.3) -0.016 (0.9)
Government -1.018 (8.1) -1.206 (7.2) 0962 (44) -1.080 (+0) 0817 (62) -0740 (5.0)
Time 0098 (0.6) =0.190 (45) 09224 (47 -0.190 (3.6) 0209 (35) D197 B 0188 (5.5)
Export Growth 0114 2.1 O014 (2.9
Interest rate
Inflation 0317 {3.3) 0352 (3.6)
Dummy 1975 —11.442 (4.8) -11.442 (4.9)
RSQ/No. of obs 0439 42 0.619 43 0598 43 0.627 42 0624 42 0801 42 0.799 42
Method/lnstruments OLS OLs IAY 56 QLS IV 5,6L3 oLs v L2,3,56,7
DW/ChiSq (SerCor) 2.00 01 1.68 1.0 1.67 1.0 .72 2.2 1.64 68 1.60 1.9 1.50 1.7
Sargan/DF 3% 1 6.3 b3 8.1 4

* Estimated by instrumental variables.

SMOTId TTVIDNVYNEL NI SONTHL dHA A0 NOISSNDSIA
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Stariing with Table 16A, where the houschold NFF HH is the
dependent variable, regression {1.1) shows a raw aulocorrelation
cocllicient of less than 0.5. Regression (1.2) implies that a given increase in
the Government deficit results on average in an increase in the houschold
surplus about half’ as large. Because of serial correlation in the residual,
regression (1.3) is preferred: it yields a broadly similar estimated impact of
G. Regression (1.3*) which accowns for potemial endogencity of G does
not alter its coeflicient by much. The introduction of a dummy variable for
1975 improves the fit substantially (regression 1.4), and also lowers the
estimated impact effect of G 10 about 0.3. As mentioned, the other three
explanatory variables are included (in regressions 1.5 and 1.5%) more 10
avoid omitted variables bias than representing a directly interpretable
model. Plausibly enough, a one percentage point increase in the nominal
long-term interest rate increases HH by about 0.5 percentage points. Less
obviously, the effect of the inflation rate has the opposite sign and a much
smaller, though still significant magnitude. Rapid export growth, perhaps a
proxy for improved economic conditions, increases HH.®* But the main
finding here is that the exogeneity of G is still not rejected by the Sargan
statistic® from the IV estimate (regression 1.5%), but the estimate of the
impact of G is now reduced to between 0.2 and 0.25. Therefore, our
conclusion from Table 16A is that the Government NFF is an independent
causal factor (in the sense that it is exogenous) for the household surplus,
but that its impact is modest.

Turning 1o Table 16B, regression {2.1) shows that the business NFF B
has a higher raw autocorrelation of about 0.8. The coeflicient of G in
regression (2.2) has a counter-intuitive sign: an increase in Government
NFF seems to increase the business NFF, However, the apparent strong
impact of G in that regression is suspect because of the evident serial
correlavon in the regression {the low Durbin-Watson statistic). When the
lagged dependent variable is included in order 10 eliminating the serial
correlation (regression 2.3),%% the coefficient of G becomes quite
insignificant, showing that the estimated impact in regression 2.2 was

84T he change in the sign of the intercept of this regression, as compared with the other
regressions, is of no significance: it is simply due w the fact that the explanmory variables
itroduced in the regression have non—zero means,

8 This is distributed Chissquared. with the number of degrees of freedom shown in
Table 16 - in this case 3. The Table also shows the instwuments used: for example “5.67
means the filth and sixth variable in the list e, export growth and interest rate; 1.(3,5.6.7)

means lagged values of the specified variables.

86pecause Gis not signilicant in 2.3 or 2.4, no [V estimaie is reponed.
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spurious. The additional inclusion of the three other explanatory variabies
in regression (2.4) further reduces the significance of G, even though only
the nominal interest rate is significant. Allogether, the business NFF on this
showing is scarcely distinguishable from a random walk; in partcular, the
Government NFF has no clear impact on the business NFF37 Our equation
provides no satisfactory explanation for the surprising emergence of a
business sector surplus in the laie 1980s - the time trend seems to be the
main factor “explaining” this.

The regressions in Table 16C for the foreign NFF £show a very sirong
effect for G. The simple regression with time wend (4.2) has a point
estimate of unity, and this survives the west for endogeneity (4.2*%) and the
inclusion of lagged dependent variable (4.3 and 4.3*%). The interest rate is
not significant here, but the export growth rate and inftation are: export
growth reduces the foreign NFF (balance of payments deficit), and
inflation increases it. Inclusion of a 1975 dummy has the effect of lowering
the point estimate of the impact of & to between 0.75 and 0.8.
Nevertheless, the Government NFF is found from these regressions o have
an independent causal role in influencing the foreign NFF, and a large
part of any change in the Government deficit tends to lead to an impact on
the foreign NFF that is not far short of pound-for-pound.

4.6 Shifts in the Mix of Assels

The relative importance of different assets in the annual flow of funds
tends to be very volatile, a fact which has militated against the use of the
flow of Funds matrix as a forecasting (ool in any country. However, analysis
of the 5-yearly averages of the capital finance account running back 1o
1960 allows us Lo see some emerging patterns in the siruciure of
intermediation in the cconomy, and in gross international flows, Two main
messages scem clear.

The first proposition evident from the data is the declining relative
importance of the credit institcutions (banking system plus near-banks) in
intersectoral flows. Thus, taking for cach 5 year period, the share of flows,
between the credit institutions and the houschold sector, as a share of the
sum of the absolute flows involving the houschold secior in the capital
finance account, we (ind that this ravo peaked in 1966-70 aL almost 53 per
cent. In each subsequent 5-year period this ratio fell until by 1986-90 it had

8 The negative partial correlation between interest rates and Bis the wrong sign for the
hypothesis that crowding out occurs through an impact of G on interest rates. Such
crowding out would imply high imerest rates being associated with lower invesument, and
thercfore celeris paribus, o higher NFF for the business sccior,
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reached 26 per cent. Though the data involves a considerable amount of
aggregation, and some intermediaries are not separately identified, this
decline is too large to be casily dismissed as a statistical artefact.

Much, though not all of this decline in the share of credit institutions
in intermediating households’ flows has been taken up by the life
assurance and pension fund sector, whose share jumped from around 11
per cent in the 1960s and 1970s 1o 24 per cent in the first half of the 1980s
and to 29 per cent in 1986-90. ,

For the husiness sector, the peak in the share of credit institutions
was later: 1971-756 ai 51 per cent. Once again, however, the share has
subsequently declined, to stabilise at 37 per cent in 1981-90. In this case,
we esumate that international financial intermediation has taken up much
of the decline.

Focusing next on the composition of the foreign sector’s net lending,
the average magnitude of each component as a share of GNP is shown in
the lower panel of Table 17. Some of the elements of this table are not
unexpected, notably the importance of Government foreign borrowing
especially from 1971-85. Less well-known, but also important, is the role of
the banking sector in importing funds throughout the 30 years - these
flows peaked at an average ol 3.3 per cent of GNP in 1976-80, but still
averaged 1.4 per cent in 1986-90. Some of what was borrowed abroad was
effectively redeposited there by the official sector in the form of additions
to the official exiernal reserves: these averaged 1.7 per cent of GNP for the
period as a whole.

The purchase of Irish Government securities by non-residents, which
reached as much as 3 per cent of GNP on average 1986-90, represents not
only a significant part of international flows but has also brought an
important degree of internationalisation to the domestic capital market.

But the most striking illustration of increasing international
interpenetration comes from the growing sums placed abroad by private
non-banks. Relatively modest belore 1985, these have exploded 1o an
average of over 6 per cent of GNP in the most recent 5-year period,
exceeding the total of Government and bank borrowing from abroad. This
trend has undoubtedly been facilitated by the relaxation of exchange
controls and o some exient by tax factors.
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Table 17: Long-term Trends in the Role of Different Assets

73

(A) Share of Intermediaries in Sectoral Surpluses and Deficits

Share of:
Jtve year perviods: 61-65 66-70 71-75 76-80  81-85  §6-90 61-90
Credit institutions in:
Houschold 0.311 (0.528 0.463 0.434 0.362  0.260 0.404
Business 0.333 0.179  0.511 0439 0370 0383 0.379
Assurance and pension funds in:
Household 0.121 0.114 0115 0.104 0.243 0.292  0.158
Note: The denominator is the sum of the absolute values in the columns of the capital
finance account.
(B) Contribution to Foreign Sector
Average: %o of GNP
61-65 66-70 7175 76-80 8185 8690 61-90
Private Banks* 0.5 1.6 2.7 3.3 1.9 1.4 1.9
Foreign Borrowing 0.9 1.8 39 6.2 8.1 1.3 4.7
Irish Government Securities 0.0 0.0 0.6 1.2 0.2 3.0 0.8
Non-bank private (1.0 -0.5 -0.7 -1.0 0.8 -6.1 -1.5
OIT Ext Reserves -1.1 -2.2 238 -2.0 -1.4 -08 -i.7
Balancing Item 2.2 1.6 0.2 1.9 0.4 0.0 1.1
Surplus 2.5 2.3 39 9.6 84 -0.8 4.3

Notes: 196185 are drawn from O'Connell (1986).

There is a break in the series at 1985; this afTects cspcciillly foreign borrowing and

non-hank private.
*and other credit institutions.




Chapter 5
CONCLUDING REMARKS

The last decade has seen a remarkable turnaround in the direction of
international flows involving Ireland. The change in the Government’s
financial performance has been a conuibutory facior, but private sector
behaviour has made an independent contribution. Except to the extent
that it may have contributed to higher interest rates, Government
borrowing does not scem Lo have crowded out private business sector
borrowing, and converscly the contraction in Government borrowing has
not resulted in any noticeable “crowding in” of private investment.

Instead, the accumulation of foreign assets by the private sector has
emerged as the most striking characteristic of financial flows in the early
1990s. While accumulation at recent rates cannot be sustained indefinitely,
previous experience does not offer much evidence that a reversal is
imminent.

Looking to the future, what can we say about the likely evolution of
capiltal movements in the light of the trends documented here? Three
major changes are in the offing which together will have the effect of
integrating the Irish capital market even more closely into the European
market. These are, respectively, the removal of all exchange controls from
the end of 1992, the progressive completion of the internal market in
financial services — the end of 1992 will represent an important staging
post here too — and progress towards a common currency, which the
Maastricht Treaty scheduled for 1999 at the latest.

When all of these changes are finally in place, the exposure of the Irish
financial market (o the rest of Europe will be even greater than it was
under the sterling link. For one thing, the sterling link period was latterly
characterised by common exchange controls applied between the Sterling
Area and the rest of the World, including the US dollar zone and
European capital markets. While the removal of exchange controls is
compulsory only with respect to capital movemenis within the EC, the fact
that other members already allow complete freedom of capital movements
with the rest of the World means that there is no question of limiting Irish
flows to destinations within the Community.

74
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If the Maastricht plans are not derailed, the common currency will
restore overall currency stability 1o that enjoyed during the sterling link
period, though it will not eliminate exchange risk for the significant
volume of current and capital transactions involving currencies outside the
EMU. Exchange market turbulence in the Autumn of 1992 emphasises the
value of the single currency programme; at the same time implementation
of this programme scems less certain than ic did immediately following the
Maastricht Treaty.

The biggest change will, however, lie in the liberalisation of provision
of financial services across frontiers. Already all national financial markets
in Europe have gone through a process of liberalisation to a greater or
lesser degree, and the removal ol regulatory frontiers will open up 4 new
and much more competitive era. Exacdy how quickly and what form the
new competition will take is unclear, but come it certainiy will.

Our data has shown a progressive growth in internationalisation during
the latter part of the 1980s, despite the existence of more severe exchange
controls than in previous decades. These wrends will undoubtedly
accelerate in the newly liberalised environment, and even more so if and
when currency risk within the EC is climinaied.

However, the very fact that outfllows have already occurred leads us to
suppose that there are unlikely to be sudden and drastic new outflows
arising from the final liberalisation (the very size of recent short-term flows
induced by exchange rate speculation shows how minimal remaining
exchange controls were even by mid-1992). Those who desperately wanted
o export funds have done so already. Nevertheless, there will be both a
onc-off portfolio readjustment and, potentially more important, an
increasing foreign competition for domestic funds.

Judging from their importance in eflfecting compensatory inflows, it is
to the banking system and o official borrowing that we will need to look to
ensure that sutficient compensating funds are imported. The availability of
such funds is not questioned. However, in the case of the banking system, it
may mean that the banks will lose some of the low cost®® retail funds with
high cost wholesale [unds carrying exchange risk. Such risk may have to be
swapped into the Central Bank. Even for the official secior, borrowing in
Irish pounds could prove an expensive way of meeting linancing needs. In
the interval between the removal of exchange conuwrols and the
establishment of the single currency, a growing exposure of the official
sector 1o foreign exchange risk may be anticipated. Hopefully this will be
largely offsct by reduced volatility of exchange rates.

3T hat is low marginal cost.
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Some of the outflow 1o date, especially of household lunds, may be
scen as having been driven by tax evasion. Likewise, the growth of the
share in houschold sector savings taken by assurance and pension funds is
party atributable to tax avoidance. New tax measures being inuroduced in
advance of the removal of exchange conurols are likely 1o alter this picture
substantially so far as the relative position of different domestic institutions
is concerned.? Regarding international flows, while the decisive reduction
in the axaton of bank deposits will certainly limit tax-induced capital
oullows, they are unlikely 1o result in substantial inflows.

But the long-term prospects for capital Mows are not wholly or even
largely dependent on tax considerations, as witness the comparatively
greater importance of business sector outflows in the past 5 years. These
flows are looking for risk diversification, financial services and profit
opportunitics. While further liberalisation presents threats 1o the domestic
financial institutions in the face of a likely acceleration of such outflows, it
also presents new {reedoms within which to attempt 10 capture a larger
share of the international intermedialion business.

If the European capital market does become as integrated as scems
likely, the very concept of international capital flows will become nebulous.
Already the difficuity of defining residency of multinational companies has
made interpretauion of trends difficult. But with the remaindcer of the
national economy much less integrated into Europe for the foresccable
future, and in particular with no real fiscal integration, the importance of
ensuring that Irish business is not starved of investment funds and working
capital will continue 10 represent a policy problem. The need for adequate
data will thus continue despite the elimination of international regulatory
barriers 1o capital. This paper has shown that the skeleton of such data
already exists. It is now for the Central Bank to collect and present such
data systematically and on a regular basis.

Aggregate flow of {funds data is, of course, only one of the elements
needed to understand the workings of the capital markets. For instance,
even if the aggregate availability of funds o Irish business is adequate, its
cost could he excessive, and information deficiencies and risk aversion on
the part of lenders and institutions could result in misallocation of
available funds. The role of Irish financial institutions in providing the
maximum elficiency of intermediation, inciuding adequate risk evaluation
and moniloring, are aspects whose importance can hardly be oversiated,
and which deserve further study.

89AL the time of writing a second Finunce Bill for 1992 is promised but not yet
inroduced.
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Data Appendix

Data sources for: Capital accumulation _account (sectoral financial

surpluses):

B

D

H

J

A number of intermediate calculations are made:

NIE line 107 plus NIE Table 21: “Total Expenditure — Current” less
“Total Receipts — Current”,

NIE line 24: “Agriculiure, foresury and fishing™.
NIE line 24 less A fess B.
NIE Table 21: “Taxes on Capital”.

NIE Table 15: “Dwellings” plus NIE Table 16: “Agriculture, forestry and
fishing™.

NIE Table 28: The sum of the items “Gross Physical Capital Formation™
in sections “Housing” and *Agriculuure, forestry and fishing”.

NIE Table 21: “Other wansfers” plus NIE Table 23: “Farm modernisation
grants”,

NIE Table 21: “Grants 1o enterprises”™.

NIE Table 21: “Gross to physical capital formation”.

Using these, the wable is constructed essentially as follows:

Houscholds Business Government
Saving NIE105 NIEI0G + NIET 19 NIE107
Depreciation B0 C 08¢ A
Transfers etc. ¢ H D
Fixed Cap Formation E-F NIEST-E+F-§ 7
Stocks NIET17+0.2*NIE118 0.8*NIET18+NIELIg 0
Ca[')il:ﬂ LixNes L 0 0

Note that this approach avoids use of the United Nations compilation

used by previous studies. Slight simplifications in capital formation and
deprectation are the cost of this approach: improved timeliness is the
benefit. Some other simplifications are also used, for example in ignoring
the small amount of non-housing, -non-agriculwural investment in
household sector capital formation.
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Data sources for Capital Finance Account:

Tables from Central Bank bulletin (CB) identified by their tides in italics.

Notes and coin:
CB Table: Money and other liquid assets: non-bank holdings divided two-
thirds to HH, remainder 1o B.

Depostis with banks:
Resident deposits from All licensed banks: aggregate balance sheet (C13).
Acquisition of foreign assets is wreated as net deposit position with F.
Building societies lending to banks is identified.
Remainder is divided 0.4 1o HH, 0.6 1o B.

Deposits with non-banks (i.c. near-banks):
CB Building societies (CB);
For POSB and TSB Old CB table used pre-1990. For 1990 derived from
Maoney and other liquid assets “Other credit institutions”.
For ACC and ICC, Annual reports of those institutions.

- Small savings:
Flow from CB Financing of EBR.

Lending: banks (i.e. loans [rom banks):
From CB Analysis of advances. Rows 1, 9.3 and 10 1o HH; remainder
{except 10.1) to B.

Lending: non-banks (i.e. loans from near-banks):
Annual reports of ACC and ICC.

Flouse purchase loans:
CB Analysis of advances Row 10.1 plus CB Building societies.

Official external borrowing:
Flow from CB Financing of IZBR plus flow of “other official horrowing’
from NIE Balance of Payments table (row 11.3).

)

Government securities:
Non-resident holdings: CB Finanang of EBR.
Building socictics: CB Building societies.
POSB-TSB - all resources assumed.,
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Cenural Bank: CB Financing of EBR.

Banks: CB Financing of EBR.

Residual divided 0.1 to HH, 0.15 to B, remainder to Financial system
(assurance companies/pension funds).

Company securities:
CB Domestic capital market, Divided 0.75 to Financial system (assurance
companics/pension funds), 0.25 to HH,

[niernational non-bank private flow:
Fis NIE Balance of Payments lines 10.1 + 10.3 plus residual.
Financial system approximated from partial information on aggregate
balance sheets of assurance companies and pension funds.
HH,B deduced to halance.

Life assurance/pension funds:
Flow of new premiums from Insurance Company Statistics, estimation
for pension funds.

Official external reserves:
NIE Balance of Payments table (flow).

Position at Central Bank:
CB: All licensed banks and Central Bank of Ireland summary stalement.

Net lending by Government:
NIE line 64,

International non-bank private {low:
F is NIE Balance of payments lines 10.1 + 10.3
HH+B deduced

Sectors

HH: Houschold (Personal including Agriculture)
B: Business (Enterprises)

G: Government (Public Authorities)

F: Rest of World

NIE: National Income and Expenditure Accounts (Government
Publications).
CB: Central Bank Quarterly Bulletins and Annual Reports.




THE ECONOMIC AND SOCIAL RESEARCH INSTITUTE

RECENT PUBLICATIONS BY STAFF MEMBERS
(AL reports are freblished by the Institute except where otherwise staled)

General Research Series

Measuring Activily and Costs in Irish Hospitals: A Study of Hosprital Case Mix {1990, Miriam M. \\’llcy,
Robert B. Fetwer, Paper 147, IRE15.00).

The Development and Measuring of Smoking, Drinking and Other Drug Use Among Dublin Post-Primary
Pupits (1990, Joel W. Grube and Mark Morgan, Paper 148, IR£10.00).

Enengy Elasticities: Responsiveness of Demands for Fuely to Income and Prm Changes (1990, D, Connifle
and S. Scot. Paper 149, [R£10.00).

Unemployment, Poverty and Psychological Distress (1991, C.T. Whelan and D.F. Hannan, S. Creighton,
Paper 150, [RL12.00).

Domestic Electricity Demand (1991, S. Scou, Paper 151, IR£8.00).

Education, Employment and Training in the Youth Labour Market (1991, R. Breen, Paper 152,
-AIR£12.00).

The Quality of their Education: School Leavers’ Views of Educational Objectives and Outcomes (1991, D.F.
Hannan and S. Shortall, 1’.1p(.r 153, IR£15.00)

fncome Tax and Welfare Reforms: Microsimulation Modelling and Analysis (1991, Tim Callan, Paper
154, 1R£10.00)

The Utilisation and Financing of MHealth Sevvices in freland (1991, Brian Nolan, Paper 155, IR£15.00)

Review of the Inish Aquaculiure Sector and Recommendations for its Development (1992, R. O'Connor,
BJ. Whelan, J.A. Crutchlield with A]. O’Sullivan, Paper 156, IR£15.00).

Care Provision and Cost Measurement: Dependent Elderly People at Home and in Geriatric Hospitals (1992,
J. Blackwell, E. O'Shea, C. Moane, P. Murray, Paper 157, IR£15.00).

Intersectoral Fianaedal Flows in Ireland (1992, Pawick Honohan, Paper No. 158, IR£7.00).

Broadsheet Series
An Overview of Givil Service Comnuterisation, 1960-1990 (1992, Robert-Pye, Paper 26, [IR£10.00).

The Pilot Programme for Integrated Rural Development 1988-90 (1992, Eoin O'Malley, Paper 27,
IR£10.00).

Policy Rescarch Scries
The Irish Sea Fishing Industry (1990, R. O"Connor, Paper 11, IR£5.00).
Property Tax: Principles and Policy Options (1991, Tim Callan, Paper 12, IR£7.00).

The Role of the Structural Funds: Analysis of Consequences for Ireland in the Context of 1992 (1992, John
Bradley, J. Fiiz Gerald, 1. Kearney, G. Boyle, R. Breen, S. Shortall, J. Durkan, A, Reynolds-
Feighan, E. O'Mallcy, Paper 13, IR£10.00).

The Economic Effects of Carbon Taxes (1992, John Fiw Gerald and Daniel McCoy (eds.}, Paper 14,
IRES.00).

Eurppean Community Lending and the Structural Funds (1992, Pawick Honohan, Paper 15, IR£7.00)

Medium-Term Review
Medivum-Team Revicw: 1991-1996 (1991, ). Bradley, ]. Fiw Gerald, D. McCoy, No. 4, IR£25.00).

Books

Understanding Condemporary Ireland: State, Class and Development in the Republic of Ireland (1990, R.
Breen, D.F. Hannan D.B. Rottman, C.T, Whelan) (Dublin: Gill and Macmillan, 1IR£9.99).
Child Poverty in, Ireland (1990, Brian Nolan and Brian Farrell) (Dublin: Combat Poverty Agency,

IRL£4.00).

The Economic and Social Implications of Emigration (1991, ], Sexton, B.M. Walsh, D.F. Hannan, D.
" McMahon) {(Dublin: Naidonal Economic and Social Council, Report No. 90, [R£10.00).

A COMPLETE LIST OF PUBLICATIONS I§ AVAILABLE FROM THE INSTITUTE




