


THE ECONOMIC AND SOCIAL RESEARCH INSTITUTE
COUNCIL, 1985 - 1986

*T. K. WHITAKER, M.SC.(ECON.), D.ECON.SC., LL.D., President of the Institute.
*P. LYNCH. M.A., M.R.I.A., Chairman of the Council.
D. J. BUCKLEY, Vice President and General Manager, Merck, Sharp and Dohme (Ireland)

Ltd., Co. Tipperary.

L. CONNELLAN, B.E., C.ENG., M.I.E.I., Director General, Confederation of Irish
Industry.

*SEAN CROMIEN, B.A., Second Secretary, Department of Finance.
G. DEAN, M.D., F.R.C.P., Medico-Social Research Board.
N. J. GIBSON, B.SC.(ECON.), PH.D., Professor, Department of Economics,

University of Ulster, Coleraine.

PATRICK A. HALL, B.E., M.S., DIP.STAT., D~rector of Research, Institute of Public
Administration.

*W. A. HONOHAN, M.A., F.I.A.
MICHAEL F. KEEGAN, B.A., B.COMM., D.P.A., F.I.P.M., Secretary, Depart-

merit of Labour.
*KIERAN A. KENNEDY, M.ECON.SC., B.PHIL., PH.D., Director of the Institute.

T. P. LINEHAN, B.E., B.SC., Director, Central Statistics Office.
*D. F. McALEESE, B.COMM., M.A., M.ECON.SC., PH.D., Whately Professor of

Political Economy, Trinity College, Dublin.
CHARLES McCARTHY, PH.D., B.L., Professor of Industrial Relations, Trinity

College, Dublin.

*EUGENE McCARTHY, M.SC.(ECON.), D.ECON.SC., Director, Federated Union of
Employers.

JOHNJ. McKAY, B.SC., D.P.A., B.COMM., M.ECON.SC., Chief Executive Officer,
Co. Cavan Vocational Education Committee.

*J. F. MEENAN, M.A., B.L.
*D. NEVIN, General Secretary, Irish Congress of Trade Unions.
*TOMAS F. O COFAIGH, Governor, Central Bank.
JOYCE O’CONNOR, B.SOC.SC., M.SOC.SC., PH.D., Director, Social Research

Centre, College of Humanities, National Institute for Higher Education, Limerick.
D. P. O’MAHONY, M.A., PH.D., B.L., Professor, Department of Economics,

University College, Cork.

LABHRAS O NUALLAIN, D.ECON.SC.
B. PATTERSON, B.A., M.I.I.E., A.I.P.M., Director General, Irish Management

Institute.
S. SHEEHY, B.AGR. SC., PH.D., Professob Department of Applied Agricultural Economics,

University College, Dublin.
J. SPENCER, B.SC. (ECON)., Professor, Department of Economics, The Queen’s

University, Belfast.
T. C. TONER, B.COMM., M.B.A., Managing Director, BWG Ltd.

*B. M. WALSH, B.A., M.A., PH.D., Professor, National Economics of Ireland and
Applied Economics, University College, Dublin.

T. WALSH, M.AGR.SC., PH.D., D.SC., M.R.I.A.
*REV. C. K. WARD, B.A., S.T.L., PH.D., Professor, Department of Social Science,

University College, Dublin.
P. A. WHITE, B.COMM., D.P.A., Managing Director, Industrial Development Authority,

Dublin.

*Members of Executive Committee.



QUARTERLY ECONOMIC COMMENTARY

APRIL, 1986

T. J. BAKER, S. SCOTT,
L. HAYES

Copies of this paper may be obtained from The Economic and Social Research
Institute (Limited Company No. 18269), (Registered Office) 4 Burlington Road,
Dublin 4.

Price IR£12.50 per copy or IR£40 per year

T. J. Baker is a Senior Research Officer, S. Scott is Assistant Research Officer and L. Hayes is a
Research Assistant of The Economic and Social Research Institute. The Commentary has been accepted for
publication by the Institute, which is not responsible for either the content or the views expressed therein.



Printed by Mount Salus Press Limited, Bishop Street, Dublin 8



CONTENTS

SUMMARY

FORECAST NATIONAL ACCOUNTS

COMMENTARY:
The International Economy

General
The US Economy
The European Economy
The UK Economy
The Rest of the World
The Context for Ireland

The Domestic Economy
General
Exports
Stocks
Fixed Investment
Consumption
Final Demand
Imports
Balance of Payments
Output
Agriculture
Industry
Services
Employment
Incomes
Consumer Prices
Public Finances
General Assessment

Page

5

6

8
9

10
10
12

13
13
15
16
16
17
17
18
19
19
20
20
21
22
23
25
26

ARTICLE:
Real Gross National Disposable Income Adjusted

for Terms of Trade 1970-1984 by Aidan Punch 3O

51



SUMMARY

The collapse in oil prices and the depreciation of sterling and the dollar have
greatly improved the external environment for the Irish economy. As a result,
inflation should fall in 1986 to an average of about 2 ½ per cent, and the volume
of consumer spending should rise by some 4 per cent. As similar developments
will take place throughout Europe, the volume of manufactured exports can be
expected to recover from the setback suffered in the course of 1985. Even
allowing for a substantial rise in the volume of imports, the balance of
payments deficit should be reduced to under 2 per cent of GNP, and real GNP
could itself rise by about 3 per cent.

In fact, real GNP is not a fully adequate measure of the benefit brought to
the economy by the shift in the terms of trade. As the special article in this
Commentary demonstrates, a truer measure of the welfare gain is shown by a
construct called "real national disposable income". On this basis the gain to the
economy as a whole in 1986 is likely to be of the order of 5 per cent.

Despite the improved prospects now facing the economy, it is necessary to
qualify the forecast with several warnings. In the first place, simply because the
condition of falling import prices is so unusual in modern Ireland, the forecast
itself must be regarded as more tentative than normal. Considerable amend-
ments in either direction may have to be made later in the year.

Secondly, the improvement in the growth rate and in national welfare fore-
cast here are unlikely to make any great impact in 1986 on the two major
problems of unemployment and the public finances. Unemployment could
stabilise and the budget deficit be slightly reduced in 1986, but even if progress
on these issues is faster in 1987 they will still remain major problems for the
rest of the decade.

Thirdly, although the balance of economic developments in 1986 will clearly
be favourable, certain sectors will face severe difficulties. For example, because
of the financial constraints on the EEC, agriculture in Ireland seems likely this
year to recover only a small proportion of the income lost in 1985, while some
industrial firms competing directly with UK sources will face strong pressure
from the depreciation of sterling.

Finally, and most important of all, the benefits accruing from lower import
prices may come almost automatically in 1986, but their retention into future
years is far from automatic. It would be all too easy to dissipate the opportunities
now being presented by making wrong decisions over the next twelve months.
Excessive caution, perhaps bred from cynicism, could allow worthwhile market-
ing and investment openings to pass untaken. Far more dangerous, unjustified
euphoria could lead to a relaxation of discipline with regard to the public
finances and pay bargaining, with the result that the boom would intensify in
the short run but then peter out with no lasting advantage.

The need in the coming months is for a revival in sober confidence in the
future of the economy, allied to the continuation of a disciplined approach to
correcting the major economic imbalances. Given these responses, the im-
provement in living standards which will take place in 1986 can be translated,
through increased productive investment, into rising employment in 1987 and
beyond.



ESTIMATED NATIONAL ACCOUNTS 1985
A: Expenditure on Gross National Product

1984 1985 Change in 1985

Provisional Estimated £m %
£m £m Total Volume Total Price Volume

Priwlte Consumer Expenditure      ... 9465 10137 672 153 7 5½ 1 ½
Public Net Current Expenditure ... 3083 3293 210 15 6¾ 6¼ ½
Gross Domestic Fixed Capital Formation 3415 3677 262 68 7N 5¾ 2
Exports of Goods and Services (X) ... 9742 10750 1008 576 10¼ 4 6

Physical Changes in Stocks ...... 355 65 -290 -260

Final Demand ......... 26060 27922 1862 552 7 ¼ 5 2
less:
Imports of Goods and Services (M) ... 9778 10318 540 245 5½ 3 2½

GDP at market prices ...... 16282 17604 1322 307 8 6 2

less:
Net Factor Payments (F) ...... 1609 2012 403 320 25 4 20½

GNP at market prices ...... 14673 15592 919 - 13 6¼ 6¼ 0

B: Gross National Product by Origin

1984 1985 Change in 1985

Provisional Estimated
£m       £m       £m        %

Agriculture, Forestry, Fishing ... 1474 1334 - 140 - 9 ½
Non-Agricuhural: Wages, etc .... 8740 9440 700 8

Other ...... 2600 3221 621 24
less:
Net Factor Payments ...... 1609 2012 403 25

National Income ......... 11205 11983 778 7
Depreciation ......... 1580 1786 206 13

GNP at factor cost ...... 12785 13769 984 7N

Taxes Jess subsidies ...... 1888 1823 - 65 - 3 ½

GNP at market prices ...... 14673 15592 919 6¼

C: Balance of Payments on Current Account

1984     1985    Change in 1985

Provisional Estimated
£m       £m             £m

X--M ......... - 36 432 + 468

F .... ......... - 1609 - 2012 - 403

Net Transfers ......... 808 1050 + 242

Balance on Current Account ... - 837 - 530 + 307

as % of GNP ......... -5¾ -3½ +2¼
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FORECAST NATIONAL ACCOUNTS 1986
A: Expenditure on Gross National Product,

1985 1986 Change in 1986

Estimated Forecast £m %
£m £m Total Volume Total Price Volume

Private Consumer Expenditure      ... 10137 10797 660 405 6½ 2½ 4
Public Net Current Expenditure ... 3293 3507 214 32 6½ 5½ 1
Gross Domestic Fixed Capital Formation 3677 3881 204 111 5 ½ 2 ½ 3
Exports of Goods and Services (X) ... 10750 11213 463 579 4¼ - 1 ¼ 5½
Physical Changes in Stocks ...... 65 115 50 50

Final Demand ......... 27922 29513 1591 1177 5¾ 1 ½ 4¼
less:
Imports of Goods and Services (M) ... 10318 10426 108 614 1 -5 6

GDP at market prices ...... 17604 19087 1483 563 8 ½ 5 3 ¼
less:
Net Factor Payments (F) ...... 2012 2092 80 105 4 - 1 ¼ 5 ¼

GNP at market prices ...... 15592 16995 1403 458 9 6 3

B: Gross National Product by Origin

1985 1986 Change in 1986

Estimated Forecast
£m £m £m %

Agriculture, Forestry, Fishing ... 1334 1374 40 3
Non-Agricultural: Wages, etc .... 9440 10054 614 6½

Other ...... 3221 3591 370 11 ½
less:
Net Factor Payments ...... 2012 2092 80 4

National Income ......... 11983 12927 944 7 ¾
Depreciation ......... 1786 2018 232 13

GNP at factor cost ...... 13769 14945 1176 8½
Taxes less subsidies ...... 1823 2050 227 12 ½

GNP at market prices ...... 15592 16995 1403 9

C: Balance of Payments on Current Account

1985 1986 Change in 1986

Estimated Forecast
£m £m £m

X--M ......... 432 787 + 355
F ... ......... - 2012 - 2092 - 80
Net Transfers ......... 1050 1020 - 30

Balance on Current Account ... - 530 - 285 + 245

as % of GNP ......... -3½ -1~ +1¾
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COMMENTARY

The International Economy

General

Since the preparation of our previous Commentary in December !985, the
international background has been transformed by the collapse in oil prices.
The prospect that average crude oil prices in 1986 will be about half of their
average 1985 levels, in dollar terms, implies that major and rapid adjustments
need to be made to all forecasts of international economic activity. In the
absence, so far, of forecasts from the major international agencies which take
considered account of the full extent of the fall in oil prices, the projections of
world trade and output in this Commentary must necessarily be more tentative
than usual.

Quite apart from uncertainty as to the future course of oil prices themselves,
the full consequences of a lasting fall are complex, involving dangers as well as
the more obvious benefits. Nevertheless, despite some doubt as to the precise
magnitudes, it is quite clear that the industrialised oil-importing countries will
receive a massive economic stimulus from the improvement in their terms of
trade. Moreover, this stimulus should act directly on the volume of personal
consumption, the growth of which is a prerequisite for any substantial
economic recovery in the EEC. Provided that the world banking system can
withstand the shocks that are always liable to accompany any rapid change in
economic circumstances, the international background should remain more
favourable to the Irish economy than at any time since the second oil-shock in
1979.

The US Economy

As a substantial producer as well as an importer of oil, the US stands to gain
rather less than Europe or Japan from the fall in prices. Probably of greater
importance to the US economy is the speed with which it adjusts to the heavy
depreciation of the dollar over the past twelve months. Predictably, ’monthly
trade statistics have not yet shown any appreciable positive response to the
lower exchange rate. However, an improvement is expected from about the
middle of .the year, and, indeed, will be necessary if growth targets are to be
approached, and if pressures for protectionist measures are to be resisted.

Early indications in 1986 suggest that domestic demand is losing much of its
buoyancy, while the consumer boom expected in other countries as a result of
falling oil prices is unlikely to occur in the US, as the fall in oil prices will be
offset by a rise in other import prices due to the depreciation of the dollar. Thus
an improvement in the external balance in the second half of the year could
become the main factor in maintaining any growth in economic output.

; k. ¯
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On balance it remains reasonable to assume a growth rate for 1986 of
between 2 N and 3 per cent, a little above the revised estimate of 2.3 per cent
for growth in 1985. Inflation seems likely to run at about 4 per cent, with the
rise in import prices leading to a small increase in the inflation rate compared
with 1985, in spite of the fall in oil price and the continued weakness of most
other commodities. Because of the normal lags in economic adjustment, em-
ployment continued to rise in 1985 despite the low level of US output growth.
Any further rise in 1986 seems likely to be very small, with the consequence
that the unemployment rate can be expected to increase slightly.

With doubts continuing concerning both the constitutionality and the
applicability of the Gramm-Rudman balanced budget initiative, the reduction
in the fiscal deficit in 1986 seems likely to be very minor, although the steep
rise of recent years has probably come to an end. Weakness in the domestic
economy, at least until the effects of the improving trade balance become
apparent, is creating some pressure for a further reduction in interest rates.
Conversely, the continuing high level of government borrowing and
uncertainties over the future course of the dollar exchange rate are factors
supporting the maintenance of high real interest rates. On balance, major
movements in US interest rates seem unlikely in the remainder of 1986, but
if there is any change it is likely to be a fall rather than a rise. Although there
will undoubtedly be fluctuations in the exchange rate of the US dollar, it seems
generally expected that there will be no sustained trend in 1986 towards either
a further fall or a significant recovery in the international value of the currency.

The European Economy
For the past few years the level of economic activity in most European

countries has been held down by restrictive fiscal and monetary policies. What
growth has occurred since 1983 has in most cases been accounted for by an
increasing volume of exports, accompanied by some industrial investment in
exporting industries, and inducing only a small rise in the volume of personal
consumption. In most countries an autonomous increase in consumption,
either public or private, has been precluded by economic policy, with the result
that investment in domestic, as distinct from exporting, industries has remained
at a low level. Despite the urgings of many economists that a much faster
growth in consumption was necessary if the recovery were to be sustained and
employment increased, European governments have been unable or unwilling
to relax fiscal policy in order to boost consumption.

The chief beneficial effect of the collapse of oil prices is that it will provide
the stimulus to consumption hitherto lacking, without calling for any policy
change from the authorities. In the process it should slightly improve the fiscal
balance of most exchequers, and substantially reduce the already low level of
price inflation. After a short lag, the rise in consumption can be expected to
induce additional investment in domestic industry and services and in
residential property.

Particularly in the continental members of the EEC it now seems probable
that the growth in real GNP in 1986 will be well over 3 ~ per cent, compared
with the rate of under 3 per cent forecast before oil prices fell, and that growth
will continue strong in 1987. At such rates it is reasonable to expect a significant
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rise in employment; and perhaps even some fall in unemployment levels before
the end of 1986. Given the strong overall position of the EEC countries entering
1986 and the reduction in import values implicit in cheaper oil, there would
appear to be no danger of the consumption growth leading to balance of
payments constraints in the near future, even when allowance is made for some
fall in exports. Either in line with the US if the dollar shows signs of recovery,
or unilaterally if there are renewed indications of dollar weakness, European
interest rates seem likely to fall further in the course of 1986. Moreover, follow-
ing the EMS re-alignment, there should be a significant narrowing of the
spread of nominal interest rates between the different member countries of the
EMS. Even so, real interest rates appear set to remain high by historical stan-
dards, and unless the fall is greater than generally anticipated, it would be im-
prudent to anticipate much further stimulus to activity through a reduction of
interest rates.

The UK Economy
Among the European economies, the UK is a special case in the present cir-

cumstances, both because it is a substantial oil producer and because it posses-
ses a floating currency. With the fall in the value of sterling offsetting the drop
in oil prices, the reduction in the rate of inflation will be considerably less than
in the continental EEC nations, and consequently the growth in consumption
volume will be somewhat slower. The major questions are whether the tempor-
arily improved competitiveness resulting from sterling depreciation will enable
exports to Europe to expand sufficiently to ensure that the UK shares in the
European recovery, and whether the currency will become stable enough for
interest rates to be reduced significantly from their present very high levels.

If the answers to these questions prove favourable, then the forecasts
¯ contained in the recent UK budget could be fulfilled and the economy could

grow at little less than the European average. If the answers prove unfavour-
able, then UK growth would be well under 3 per cent in 1986, unemployment
would rise further, and the fiscal balance would deteriorate significantly. In this
case it remains unclear what the response of the authorities would be. At this
stage the most reasonable forecast would appear to be for a growth rate of
around 2¾ per cent, an inflation rate approaching 4 per cent, some decline in
interest rates by the end of the year, and a modest rise in the volume of imports.

The Rest of the World
Obviously in present circumstances the most relevant division of the rest of

the world is between oil producers and oil importers. It is impossible to predict
the exact course of oil prices in the remainder of 1986 or beyond, but it does
seem quite certain that the average export price in 1986 as a whole will be less
than two-thirds of the 1985 average, with about one half being a more probable
proportion. The effect on the economies of the oil exporting nations will
inevitably be severe, with very real hardship likely to be caused in the poorer
and more populous¯ countries such as Nigeria and Mexico. The principal effects
on the rest of the world of this loss of income by oil producers are likely to be a
sharp reduction in imports, particularly of capital goods, a much reduced flow
of liquid funds to the capital markets of the developed world, and an
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unavoidable need to write down, or at least drastically reschedule, the internat-
ional debts of the worst-hit countries. The extent of these effects are among the
many imponderables raised by the present situation, but given reasonable
management they should be a great deal less than the direct gain to the OECD
area from cheap oil.

Oil importers, rich and poor, are beneficiaries of the price fall, and the im-
provement in the position of the major oil-consuming debtors may go far to
offset the problems caused by the deterioration in the finances of the producing
debtors. The fall in the US dollar should have somewhat eased many debt
burdens in any case, although this tends to be counterbalanced by the low level
of most commodity prices. If the European recovery continues strongly into
1987, some rise in such prices could be expected, but it seems unlikely to be
significant during 1986.

Japan, as a major importer of energy, will clearly gain massively from the
collapse in prices, but at the same time is at considerable risk from the very
large depreciation of the dollar against the yen. It seems certain that Japan’s
exports to both the USA and OPEC countries will decline in the course of the
year, although there may be compensating gains elsewhere. More vitally, the
gain in the terms of trade should help to shift the pattern of demand in the
Japanese economy in favour of domestic consumption, in spite of the very high
savings ratio. Thus a growth rate of some 4 per cent, with negligible inflation
and a continued low level of unemployment, seems the most likely outcome for
1986.

The smaller Asian trading nations basically share Japan’s situation, with the
restrictive factor of improved American competitiveness balancing the stimu-
latory factor of cheaper energy. With a greater dependence on foreign trade
than Japan, the balance may prove less favourable for such countries, and there
could be some retreat from the very fast growth rates established in recent
years.

TABLE 1: Short-term International. Outlook
GNP
%

Change

Country 1985    1986

Consumer Hourly Unemployment
Prices Earnings Rate

% Change % Change %

1985    1986 1985    1986 1985    1986

Budget Deficit Current Account
as % Balance as % of

of GNP GNP

1985    1986 1985    1986
United States 2 ½ 2 ¾ 3 ½ 4       3 ½ 3 ½ 7 ¼ 7 ½ 4 3 ¾ --3 ¼ --3 ¼
Canada 4¼ 3 3¾ 4¼ 4 3¾ 10½ 10 6½ 5½ 0 --¼
Japan 4½ 4 2 ¾ 4½ 4¼ 2½ 2½ 1¾ 1 3¾ 4
West Germany 2 ½ 4 2 ½ 4 3 ½ 8 ¾ 8 1 ¼ 1 2 2 ½
France 1¼ 3 6 3½ 6 4¼ 10½ 10½ 3½ 3 0 ½
UK 3½ 2¾ 4¾ 3¾ 8 6½ 11¾ 11¾ 3½ 3½ 1 ½
Italy 2¼ 3¼ 9 5¾ 9¼ 7½ 10¼ 10¼ 13½ 13 --2 --1¼
Belgium 1½ 3 4¾ 2¾ 4½ 3¾ 13¼ 13¼ 10 9½ --¼ ½
Denmark 2½ 3½ 4¾ 2 4¼ 3¾ 9 8¾ 2½ ¾ --3¾ --3
Netherlands 2 2½ 2¼ ¾ 2¼ 2½ 14½ 14 5¼ 6¼ 5 4¾
Sweden 2¼ 1 7¼ 4½ 5¾ 5¼ 2¾ 3 2½ 2 --1½ --½

Total (OECD) 2¾ 3½    4½    3¼    5     4¼    8¼    8¼    3¾    3½ --¾ --½

Ireland 0 3 5½ 2½ 7½ 6 17¼ 17¼ 8¼* 7* --3½ --1¾

* Not directly comparable.
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The Context for Ireland
As should be clear from the discussion so far, the present circumstances are

sufficiently novel to preclude any degree of certainty regarding developments
in the world economy. Among the uncertainties, however, it does appear ,safe
to assume that the international context as it affects Ireland is now more fav-
ourable than seemed possible even three months ago. The volume of world
trade could expand by some 5 per cent in 1986, compared with about 3 ½ per
cent in 1985 and previously forecast for 1986. Moreover, growth should be
fastest in those markets and products most directly affecting Ireland, namely
manufactured imports to and within Europe.

While there can be little doubt that the continental European market will be
substantially more buoyant than previously assumed, considerable concern
attaches to the important UK market. Apart from the degree of growth in the
market itself, uncertainty surrounds the effect on real competitiveness of the
depreciation of sterling vis-a-vis the Irish pound. Provided that Irish costs are
held strictly in check, with fuel savings passed on rapidly to the industrial
sector, it seems likely that any loss of competitiveness should be temporary, with
higher UK inflation gradually eroding the currency gain. However, in the
short-run, some Irish firms exporting to the UK, or indeed competing at home
against UK imports, could face difficulties if sterling remains at its current level
or depreciates further. How far such difficulties can be overcome depends on
several factors, the most important being the strength of the non-price com-
petitive qualities of the Irish producers, and these are hard to assess in advance.

Another area of concern regarding the external environment is in relation
to the agricultural sector. While the EEC farm package for 1986 has yet to be
agreed, the financial constraints on the Community are such that a restrictive
approach both to agricultural prices and to the volume of intervention pur-
chases must be assumed. Conversely the desire to reduce the level of intervent-
ion stocks might induce a higher volume of disposals, even though the
depreciation of the dollar has increased the unit cost to the Community of many
such disposals.

On the positive side, the movements in exchange rates over the past twelve
months have meant that there will be an unequi;zocal gain in the cost of servic-
ing the overseas national debt, and they could also limit the growth of profit
repatriation in Irish pound terms. The fall in international interest rates since
early 1985 has also contributed to a lessening of the debt burden, and there is a
possibility that such interest rates will decline further in the remainder.of 1986.

It is by no means clear how the changes in the world trading outlook will
affect the flow of international investment. On the one hand the prospects of
growth in the European market should encourage manufacturing investment
within the EEC area. On the other hand, the decline in the value of the dollar
will have made such investment more expensive for companies based in the US,
while the requirement to divert direct Japanese exports from the US to other
markets such as Europe may restrict Japanese investment in overseas
productive facilities. On balance it seems safer to assume that any positive
effects on the flow of overseas investment into Ireland will take place in 1987
rather than 1986. The prospects for this occurring would be greatly increased
if the level of real interest rates, both internationally and within Ireland, were
to decline significantly over the coming months.
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Given the unavoidable uncertainties in interpreting current economic
trends, the precise assumptions made concerning exchange and interest rates,
and indeed future oil prices, are of less importance than whether a correct
assessment is made of the consequences of broad general movements. For the
record, the basic assumptions of this forecast are for an average Brent crude-oil
price for 1986 of $15 per barrel, for average Irish pound exchange rates of $1.30
and £ sterling 0.90, with no further change in EMS parities, and for US interest
rates to decline by about 1 per cent from their end-March level by the end of
the year, with European interest rates falling rather more sharply. Minor diver-
gences from these assumptions would fall within the general margins of error
of the forecast, but obviously any major change of direction in these underlying
variables would necessitate a future revision of the forecast.

THE DOMESTIC ECONOMY

~ngTal

Just as the novelty of the oil price collapse has made prediction of internat-
ional economic trends uncertain, so does the unfamiliar prospect of falling
prices present problems in forecasting developments in the domestic economy.
Previous periods when import prices fell sharply are too remote in time to be
of much assistance in assessing how the present Irish economy might respond.
In particular, the time-lags involved before lower import prices work through
to consumer prices and indeed the extent to which they ever will become
apparent to the consumer, are matters involving considerable guesswork. Cer-
tainly one cannot assume that the lags will be similar to those with which price
increases have been transmitted in the recent past, as there could be a signifi-
cant degree of asymmetry between the mechanisms of rising and falling prices.

Thus while the annum rate of inflation will undoubtedly decline to its lowest
level for a generation, with consumer prices actually falling in the second half
of the year, the precise course of the consumer price index can-not be predicted
with confidence. Similarly the response of consumers to a sharp rise in dispos-
able income after a prolonged recession must inevitably remain a matter of
some uncertainty. Nevertheless although this warning of the fragility of any
forecast made at present must be stressed, it remains true that the improvement
in the terms of trade resulting both from the oil price fall, and from the
movements in exchange rates, does offer the Irish economy its most favourable
prospects for many years. It is the extent, rather than the direction, of the im-
provement in living standards which is in doubt.

Exports

After reaching an all-time peak in the first quarter of 1985, exports of goods
declined on a seasonally corrected basis for the remainder of the year. Thus a
recovery from fourth quarter 1985 levels is required during 1986 if either the
value or volume of exports is to equal the 1985 total. In fact, a stronger recovery

13



is expected, not merely making good the ground lost during 1985, but resulting
in an annual increase in the volume of visible exports roughly equivalent to that
obtained in 1985.

The predicted upturn in world trade, and particularly in European
manufactured imports, is the principal reason for this relatively favourable
forecast. At the same time the check in the growth of the electronics market,
which was a major factor in the disappointing 1985 export performance, would
appear to be ending, and computer exports were reasonably buoyant in the first
three months of 1986. Manufactured exports to the UK may be adversely
affected by the weakness of sterling, although by the end of the year the lower
Irish inflation rate may have eroded much of the UK gain in competitiveness,
provided pay rates in the relevant Irish companies fully reflect the lower rise
in prices. Overall, the 6 per cent increase in the volume of manufactured
exports shown in Table 2 seems a reasonable projection, although the fact that
most of the growth is forecast to occur in the second half of the year means that
trade statistics for the next few months will be showing an apparently slower
rate of improvement. It is difficult to project the likely course of manufactured
export prices in the present circumstances. The 1 per cent decline shown in
Table 2 is accordingly somewhat arbitrary, and implies an expectation that at
least some exporters will absorb lower materials and fuel costs in the form of
wider margins. Other firms of course will have no option but to reduce export
prices, particularly to the US and UK, even where this means lowering profit
margins substantially.

TABLE 2: Exports of Goods and Services
1984 % Change 1985 % Change , 1986
£m Volume Value £m Volume Value £m

Agricultural 1725 5 3¼ 1781 5 2 1817
Manufactured 5623 6 11 ¾ 6280 6 5 6594

,Other Industrial 1446 3 7½ 1556 4 2 1587
Other 103 126 136

Total Visible 8898 5¼ 9½ 9743 5½ 4 10134
Adjustments --212 --200 -- 184

Merchandise Exports 8686 5 ½ 9 ¾ 9543 5 ¾ 4 ¼ 9950
Tourism 591 12¼ 18½ 700 0 2½ 718
Other Current Receipts 465 3 ½ 9 507 5 7 ½ 5405

Exports of Goods and Services 9742 6 10¼ 10750 5½ 4¼ 11213

It is assumed that the volume growth in "other industrial" exports will be
rather faster than in 1985, largely because there should be fewer production
cutbacks in the metal ore components of this category. However, prices are
expected to remain substantially below the 1985 average in Irish pound terms,
so that the value increase for the year could be very modest.

Until the EEC farm package for 1986 has been finalised it is difficult to
predict the likely level of agricultural exports. As a considerable proportion of
such exports are out of intervention stocks, and a smaller proportion represents
sales into intervention but held abroad, the final arrangements for intervention
purchases and disposals are obviously of key sigificance in determining the level
of agricultural exports in any particular period. For the present, it seems reas-
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onable to project a similar increase in the volume of agricultural exports to that
achieved in 1985. This implies a further reduction in the rate of stock-building,
but by no means a cessation of buying into intervention or assisted storage. A
further fall in average prices, rather sharper than in 1985, is expected, resulting
in only a 2 per cent rise in the value of agricultural exports. It should, however,
be stressed that this forecast could be subject to substantial revision in either
direction once EEC policy becomes clarified.

After its dramatic growth in 1985, tourism can be expected to suffer some
reaction in 1986. Due both to the decline in the dollar and to security fears,
US visitors to Europe are likely to be considerably fewer than last year. Even
allowing for some success in increasing the Irish share of such traffic, a decline
in the number of US visitors to Ireland can be anticipated in 1986. On the
other hand, higher real incomes in Europe should result in increased numbers
of continental tourists, especially if lower fuel costs result in any reduction in
fares. The UK market remains uncertain, with improved real incomes, and a
possibly more favourable perception of the Republic of Ireland following the
Anglo-Irish Agreement, tending to conflict with the higher cost of Irish com-
pared with domestic holidays as a result of sterling’s depreciation. In total, an
unchanged volume of tourism exports is projected, implying a value rise of
about 2½ per cent.

Allowing for a continuation of the upward trend in other service exports,
total exports of goods and services are forecast to rise by 5 ½ per cent in volume
terms, marginally less than in 1985. However, because a price fall seems pro-
bable, the increase in the value of exports of goods and services is projected at
only 4¼ per cent, less than half of the 1985 rate.

~,~locks

The latest estimates suggest that the decline in farm stocks in 1985 was rather
greater than had previously been expected. The further reduction in farm
stocks now forecast for 1986 is relatively modest.

Intervention stocks, including subsidised private storage, increased by about
£120 million in 1985, which represents a sharp fall in the rate of stock-building
compared with 1984. As discussed in connection with agricultural exports, the
level of intervention stock-building in 1986 will depend to a considerable extent
on EEC decisions yet to be finalised. On current information, a further decline
in the rate of stock-building seems likely, leaving the increase in intervention
stocks, largely in the form of subsidised private storage, at around £65 million
in 1986.

TABLE 3: Stock Changes
1984 Change in Rate 1985 Change in Rate 1986
£m £m £m £m £m

Livestock on Farms 34 --69 --35 +25 --10
Irish Intervention Stocks!

193 --73 120 --55 65
Other Non-ag. Stocks 128 --148 --20 +80 60

Total 355 --290 65 + 50 115

lIneluding subsidised private storage.
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Until the annual CSO survey of industrial stock levels is released, there are
no reliable indicators of trends, in stocks of materials, finished goods and work
in progress. The trend of imports in 1985 compared with consumption and
export levels, together with the slowdown in the growth of manufacturing
industry, suggests that there may well have been a modest fall in the level of
industrial stocks in 1985, following a very large increase in 1984. It is assumed
that this period of stock adjustment has come to an end, and that 1986 will see
a substantial increase in industrial stocks, in line with the expected recovery in
manufacturing output and with the increased volume of final demand.

Fixed Investment
A small rise is thought to have taken place in the volume of fixed capital

formation in 1985, with a substantial fall in the volume of building and con-
struction being more than offset by a large rise in the volume of investment in
machinery and equipment. The increase in the volume of machinery and
equipment investment is expected to continue in 1986, although perhaps at a
slower rate than last year due to the completion of major semi-state capital
projects in 1985.

TABLE 4: Gross Fixed Capital Formation

1984 % Change 1985 % Change 1986
£m Volume Value . £m Volume Value £m

Building and Construction 1652 --4½ 2 1685 0 ,4 1751
Machinery and Equipment 1763 .8 13 1992 5½ 7 2130

"lbtal 3415 2 7¾ 3677 " 3 5½ 3881

The prospects for building and construction are more problematical. In the
December 1985 Commentary it was forecast that there would be a minor upturn
in building activity during 1986. However, interest rates have remained at a
high level for longer than was then assumed. Given an inevitable lag between
interest rates falling and .this being reflected in actual building activity, it now
appears prudent to forecast some fall in the volume of new building and con-
struction in 1986, in spite of the expected rise in real disposable incomes and
the reduced rate of increase in building costs. On the other hand, a consider-
’able increase can be expected in the renovation and extension of existing
dwellings, as a result of the grants now available. On balance, no change is
forecast in the total volume of building and construction in 1986. A substantial
recovery in building activity is likely to take place in 1987.

Consumption
After three consecutive years of decline, the volume of’personal consumption

rose in 1985 by about 1¾ per cent. Although not a large increase in itself, the
1985 experience is significant both in reversing the downward trend, and in
laying a positive base for a larger rise in 1986.

Nominal incomes are expected to grow by about 6¼ per cent in 1986.
Higher direct taxes, if the deposit interest retention tax is taken into account,
seem likely to reduce the increase in personal disposable income to under 6 per
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cent, compared with just over 7 per cent in 1985. However, the nature of the
tax changes, with a reduction in PAYE income tax partly offsetting the intro-
duction of the tax on deposit interest, suggests that the personal savings ratio,
rather than consumption, will be primarily affected by the increase in the total
tax burden. Thus an increase of about 6½ per cent in the value of consumer
spending in 1986 appears a reasonable forecast. If the annual rate of consumer
inflation falls, as expected, to 2½ per cent, this would enable the volume of
personal consumption to rise by some 4 per cent, a rate of increase more remin-
iscent of the ’70s than the ’80s.

If public expenditure on goods and services is marginally below the budgeted
level, due to some small savings on purchases of goods, then the value of public
consumption would rise by some 6½ per cent. Because its main component,
directly and indirectly, is pay, the price deflator for public consumption will
show little response in 1986 to the general decline in the inflation rate.
Assuming that pay settlements are finally in line with the government offer, a
deflator of about 5½ cent seems likely, leaving an increase in the volume of
public expenditure on current goods and services of about 1 per cent.

Final Demand
If these forecasts of the major categories of expenditure are correct, then final

demand in 1986 will grow by 5¾ per cent in value and 4¼ per cent volume.
Compared with 1985, this would represent a sharply reduced increase in the
value of final demand, but almost a doubling in its volume rise. The change
in the pattern of final demand is even more dramatic. In 1985, as in the two
previous years, exports of goods and services accounted for the entire rise in
the volume of final demand. In 1986 exports are projected to account for less
than half of the volume increase, and for less than 30 per cent of the value rise,
in total final demand. This return to a more balanced pattern of growth, made
possible by the fall in import prices, could be as significant as the increase in
the rate of growth in improving employment prospects, providing that not too
high a proportion of it is absorbed by rising imports.

Imports

Figures available since the previous Commentary indicate that the reduction
in the rate of increase in the value of imports in 1985 owed slightly more tO
lower prices and rather less to a slowing of volume than originally thought.
Nevertheless, there was comparative stagnation in the volume of imports of
goods for further production by industry, which grew by about 1 per cent over
the 1984 level.

The fall in import prices, commenced in the second half of 1985 with the
depreciation of the dollar, has intensified in 1986 with a further decline in the
dollar, a significant depreciation in sterling, and, of course, the collapse in oil
prices. Even allowing for considerable lags, and assuming that some proportion
of the exchange rate gains will be taken by overseas producers in the form of
higher margins rather than reflected fully in Irish import prices, it seems
certain that average merchandise import prices, in terms of Irish pounds, will
be at least 5 per cent lower in 1986 than in 1985. The 5½ per cent fall shown
in Table 5 is thus a fairly conservative estimate.
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TABLE 5: Imports of Goods and Services

1984 % Change 1985 % Change 1986
£m Volume Value £m Volume ¯ Value £m

Capital Goods                   1,084 8 13 1,225 5 6 1,298
Consumer Goods 2,098 5 9 2,285 6 2 2,331
Intermediate Goods:

Agriculture 425 3 5 446 3 --2 437

Other 5,295 1 2¾ 5,447 6~ . --1 5,393
Other Goods 11 34 34

Total Visible 8,913 3 6 9,437 6 ½ 9,493
AdjustmentsI --29 --70 --75

Merchandise Imports 8,884 2¾ 5½ 9,367 6 ½ 9,418
Tourism 379 --2 ½ 3 390 5 7 ½ 419

Other Services 515 3½ 9 561 5 5 589

Imports of Goods and Services 9,778 2½ 5½ 10,318 6 1 10,426

JThe adjustment factor allows for a substantial reduction in the estimated value of unrecorded trade in 1985.

The response of import volumes both to the higher rate of growth in the Irish
economy and to the improvement in their own price competitiveness, cannot
be predicted with any great degree of precision. The projections set out in Table
5 show approximate orders of magnitude based on the expected pattern of final
demand in 1986, including a recovery in stock-building, and on the assumption
of a fairly low import price elasticity.

As can be seen from the Table, the principal implication of the forecast is that
while the volume of imports of goods and services could increase by some 6 per
cent, well over twice the 1985 increase, the value of imports of goods and
services is expected to rise by only a minuscule 1 per cent. This ability to
import a greater quantity of goods and services for virtually the same outlay
as last year is, of course, one of the main benefits of the improvement in the
terms of trade.

Balance of Payments

Much of the initial comment on the effect of lower import prices has
suggested that an immediate result will be a massive improvement in the
balance of payments on current account. If import volumes grow as discussed
above, the improvement in the balance of payments, in fact, seems likely to’ be
substantial rather than dramatic. Whereas 1985 saw the deficit reduced by
some£300 million, the reduction in 1986 seems more likely to be in the region
of £250 million. This would leave the 1986 deficit at about £285 million, or 1¾
per cent of GNP, which would represent the lowest proportional deficit since
1975.

As in 1985, the balance of trade in goods and services seems set to show a
considerable gain, and could move in 1986 to a surplus of almost £800 million.
This improvement over 1985 would reflect the change in the terms of trade, as
in volume terms the balance of trade in goods and services is expected to be
less favourable.

Net factor payments abroad exceeded £2,000 million for the first time in
1985, after increasing by about 25 per cent. The rise in 1986 is likely to be very
much smaller. Because of currency changes, the Irish pound value of interest
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payments on the overseas national debt will actually decline. The course of
profit expatriation is much harder to forecast. After rising very rapidly through
1984 and the first half of 1985, profit~ payments are thought to have declined
slightly in the third and fourth quarters. Whether this was only a temporary
interruption to the strong upward trend, or whether it marks a transition to a
period of relatively moderate increases, must remain a matter of some
conjecture. The determinants of profit and related flows are not fully
understood, and it is thus unclear whether the slowdown in payments in the
second half of 1985 was due to the check in export growth, whether it was a
reaction to an exceptionally heavy first half flow when companies were "cash-
heavy" due to a run down of stocks, or whether it reflected the depreciation
of the dollar affecting the Irish pound value of predetermined dollar flows.
Taking the view that this last possibility was at least a contributing factor, and
believing that profit growth in the relevant companies will in any case be slower
than in the mid-1983 to mid-1985 period, it seems reasonable to assume that
the growth in profit expatriation and related flows in 1986 will slow down to
approximately 10 per cent in terms of Irish pounds. Allowing for steady
expansion in both the credit and debit side of other factor flows, mainly
connected with the banking system, the total net factor outflow at current
prices in 1986 is forecast at £2,092 million, an increase of only 4 per cent over
1985.

A major element in the reduction of the balance of payments deficit in 1985
was a rise of almost 30 per cent in net transfer payments to Ireland, mainly in
the form of increased EEC subsidies and grants. This year is expected to see
some reaction from this exceptional growth, and a modest decline of £30
million, to £1,020 million, is forecast.

Output

Gross output was stagnant in 1985, with heavy falls in agriculture, building
and the extractive industries offsetting modest rises in manufacturing, utilities
and private services. The real growth of about 3 per cent forecast for
expenditure on GNP in 1986 should be matched on the supply side by some
recovery in agriculture and the extractive industries, and by a faster growth of
manufacturing and private service output.

Agriculture
The severe setback to agricultural output in 1985 was due partly to weather

conditions disrupting crop production, and partly to unfavourable trading
conditions as the EEC attempted to contain total CAP expenditure. On the
assumption of a return to more normal weather patterns in 1986, there should
be a substantial recovery in crop yields. However, the financial constraints on
CAP outlays have intensified, and the price and intervention package, when it
is finally agreed, is likely to be even more restrictive than last year. There could
be some offsetting benefit from lower input prices, but even so the total
recovery in agricultural output seems likely to be very modest. Informed
predictions suggest a growth of only 1 per cent in the volume of gross agricult-
ural output, and 3 ½ per cent in the value of gross agricultural product. Forestry
and fishing could show a small increase in both value and volume but not
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sufficient to change the picture of sluggish growth in the agricultural sector as
a whole.

Industry
Manufacturing industry recorded a disappointing performance in 1985, with

gross output increasingby ohly 2.7 per cent, about a fifth of the 1984 growth
rate. On a seasonally adjusted basis, output fell sharply from the peak reached
in the winter of 1984/85, although there was some recovery in the final quarter.
The main contrast with other recent years was the near stagnation of output
in the "modern" industries of pharmaceuticals, office and data processing
equipment and instrument engineering, reflecting the check in exports of these
categories.

The expected improvement in manufactured exports in 1986 should lead to
a resumption of growth in production, especially in the "modern" industries.
At the same time the faster rise in the volume of personal consumption should
stimulate output in the more traditional industries, so long as costs are held
reasonably in line with those of overseas competitors. Despite the likely
pressure on some firms from the depreciation of sterling, it thus seems
reasonable to expect a substantial recovery in manufacturing output in the
course of 1986. However, because of the declining trend through most of:1985,
the annual average rise in manufacturing output will seem quite moderate,
perhaps of the order of 5 per cent. A larger annual increase should be seen in
1987.

Turf production fell drastically in 1985 as a result of unfavourable weather,
while other extractive enterprises were restricted by the lack of demand from
the building industry and by falling world metal prices. Total output of mining,
quarrying and turf fell by 23 per cent. Due mainly to a return to more normal
levels of turf production, an increase of some 15 per cent in the gross output
of the extractive industries seems a reasonable projection for 1986. With gas
output unlikely to repeat its rapid growth of 1984 and 1985, the total increase
in production by the utilities in 1986 is expected to be about 6 per cent.

As already discussed, the anticipated upturn in building and construction,
which should become substantial within the next eighteen months, may come
too late to significantly affect the out-turn this year. Thus no growth in this
sector is forecast for 1986, although even this implies an improvement from the
heavy falls in output suffered in the last three years.

SgToices

The volume of public services seems likely to expand only marginally in
1986, as it did in 1985. The reduction in inflation will have only a minor impact
on the price of government services, which is mainly determined by pay levels,
and it is assumed that any price savings which might occur will result in a lower
value of services rather than a higher volume.

Private service output has tended to grow throughout the recession, and it
seems fair to predict that the acceleration in the volume of private consumption
will lead to a faster rate of expansion in the volume of most private service out-
put in 1986. In particular, the distributive and personal services should benefit,
and the upward trend in financial services can be expected to continue. The
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faster growth in such domestically-oriented services should be sufficient to off-
set the relative stagnation in the volume of tourism, so that the total output of
the service sector will rise slightly faster in 1986 than in 1985.

Employment

The steady deceleration in the rate of growth of unemployment continued
in 1985 and the first quarter of 1986. The annual increases in the live register
between the first quarters of successive years read; 1982/83, 41,500; 1983/84,
26,900; 1984/85, 17,600; and 1985/86, 6,500. What is less clear are the relative
contributions to this trend of an improving employment performance, special
schemes of part-time employment or training, and emigration.

The fact that the increase in the Live Register over the past twelve months
is well below the potential increase in the labour force thus cannot be taken as
evidence that employment levels have actually risen. Nevertheless it does seem
certain that the recessionary period of steeply falling total employment has
come to an end, and that something approaching stability in employment levels
has been achieved since the middle of 1985.

With regard to the remainder of 1986, some upturn in total employment
appears probable on the basis of the forecasts in this Commentary. Both manu-
facturing industry and private services should show modest employment gains
during 1986, in some cases stimulated further by the budget changes in VAT
rates, although agricultural employment is likely to continue its secular decline
and building employment at best may remain static. In annual average terms,
as shown in Table 6, total employment in 1986 could be between ½ and 1 per
cent higher than in 1985. If building activity recovers sharply, as expected, in

TABLE 6: Employment and Unemployment

A: Mid-April Estimates ’000

1983 1984 1985 1986 1987

Agric~alture 189 182 179 176 173
Industry 331 320 309 302 309
Services 605 608 613 622 631

Total at work 1125 1110 1101 1100 1113
Unemployed. 1 g4 204 220 230 229

Labour Force 1309 1314 1322 1330 1342

Unemployment Rate %                 14,1 15,5 16.8 17.3 17. I
Live Register 188 214 228 234 233

B: Annual Averages ’000

1983 1984 1985 1986

Agriculture 186 181 177 175
Industry 328 316 305 305
Services 606 610 617 626

Total at work 1120 1107 1099 1106
Unemployed 191 211 228 230

Labour Force 1311 1318 1327 1336

Unemployment Rate % 14.6 16.0 17.2 17.2
Live Register 193 214 231 233
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1987, that year could see a more substantial rise in employment. In the
meantime the Live Register can be expected to remain within the range of
230-235,000, seasonally corrected, which it has occupied since the summer of
1985.

Incomes

On the basis of the production forecasts discussed earlier, incomes in
agriculture, forestry and fishing are projected to increase by about 3 per cent
in 1986. This of course implies no significant recovery in real terms from the
substantial fall suffered in 1985.

Agreements reached in 1985 and the early months of 1986 ensure that the
level of real wages in the private non-agricultural sectors will increase consider-
ably in 1986. It is assumed that settlements later in 1986 will be at a markedly
lower nominal level than over the past twelve months, reflecting both the lower
level of consumer price inflation-which will by then be apparent and the
competitive pressures affecting many companies in the exposed trading sector.
Given that this necessary moderation occurs, average private sector pay rates
in 1986 could be some 53A per cent higher than in 1985. Drift and a small
increase in numbers would then take the increase in average private sector
earnings to about 6½ per cent, compared with 8¼ per cent in 1985.

With regard to public service pay, it is assumed that budget estimates will
prove reasonably accurate, giving an annual increase in the pay-bill of 6¾ per
cent. This in turn implies that the current government offer will remain open,
and that it will ultimately be accepted, at least in respect of those of its
provisions which affect pay during 1986. On these assumptions, total non-agri-
cultural wages, salaries and pensions would increase by about 6½ per cent in
1986, as shown in Table 7.

TABLE 7: Personal Disposable Income

1984 Change 1985 Change 1986

£m % £m £m % £m £m

Agricuhure, etc. 1,474 --9½ --140 1,334 3 40 1,374

Non-Agricultural Wages, etc. 8,753 8 701 9,454 6½ 615 10,069

Other Non-Agricultural Income 1,760 10 ½ ! 85 1,945 10 ½ 204 2,149

Total Income Received 11,987 6¼ 746 12,733 6¾ 859 13,592

Current Transfers 2,883 10 288 3,171 5 164 3,335

Gross Personal Income 14,870 7 1,034 15,904 6¼ 1,023 16,927

Direct Personal Taxes 3,123 6¼ 198 3,321 8 269 3,590

Personal Disposable Income 11,747 7 836 12,583 6 754 13,337

Consumption 9,465 7 672 10,137 6½ 660 10,797

Personal Savings 2,282 7 164 2,446 3¾ . 94 2,540

Savings Ratio 19.4% 19.4 % 19.0%

In both 1984 and 1985 income from non-agricultural self-employment was
¯ boosted by the tendency of several industries to hive off as agencies activities

previously undertaken by employees. While this trend could continue in 1986,
it seems unlikely to make a major contribution to growth in self-employed
income. The principal reasons for predicting a substantial increase in such
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incomes in 1986 are the expectation of faster growth in real personal consumpt-
ion, and the suspicion that delays in passing on cost reductions could widen
margins along the distributive chain. Despite falling interest rates, income from
interest, dividends and rent seems likely to increase by a similar amount as in
1985. A considerable proportion of total interest is derived from fixed interest
stock, while corporate dividends are tending to rise significantly.

Total transfer payments will not increase as rapidly as in 1985. With regard
to state transfers, the growth in the numbers drawing unemployment benefit
or assistance should be very slight, while the increase in benefit and assistance
rates in 1986, although it will prove substantial in real terms, is much lower in
nominal terms than in 1985. At the same time, it seems probable that the rise
in transfer income from overseas will be considerably lower than in 1985,
leaving the total increase in transfer payments at little over 5 per cent.

Thus gross personal income appears likely to grow by just under 6~ per cent
in 1986, compared with about 7 per cent in 1985. Direct taxes on this income,
on the basis of the Finance Bill, are expected to total almost £3,600 million, an
increase of 8 per cent on 1985. However, this increase masks a major composit-
ional change, with the expected rise in PAYE tax being slightly lower than the
growth in incomes and the increase in direct taxes being accounted for by the
introduction of the deposit interest retention tax. It is always difficult to predict
the impact of a new tax, but it seems very probable that a main effect of the
retention tax will be to slow down the rate at which interest accrues in deposits,
thus restricting the growth of savings rather than expenditure.

If this interpretation is correct, then some fall in the personal saving ratio
can be expected, allowing personal consumption to grow in nominal terms by
about 6½ per cent, even though the predicted increase in personal disposal
income is under 6 per cent.

Consumer Prices

The containment of inflation is always a central aim of economic policy and
high in the priorities of the general public. Thus predictions of movements in
the consumer price index are invariably a major focus of interest in any general
economic forecast. On this occasion the focus is even sharper than usual,
because it is largely through the channel of consumer prices that the extent of
the economic upturn expected in 1986 and 1987 will be determined. Income
levels, although of course not unalterably fixed, are to a considerable extent
already decided so far as 1986 is concerned. Consumer expenditure in nominal
terms is likely to be closely related to this expected income level, but how far
this translates into real, or volume, growth depends on the course of prices.

As measured by the consumer price index, inflation has fallen steadily from
20.4 per cent in 1984 to 5.4 per cent in 1985. Within 1985, the quarterly rate

’- of increase in the index declined from 1.9 per cent in the first quarter to 0.2 per
cent in the fourth, this last figure clearly reflecting the fall in import prices
resulting from the depreciation of the dollar. Partly due to budget changes, the
consumer price index rose unexpectedly fast between November 1985 and
February 1986, with a quarterly increase of 1.5 per cent leaving the total rise
in the year to February at 4.6 per cent.

For the remainder of 1986 the unusual but undoubted likelihood is for an
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actual fall in the level of the index, with its November value being almost 1 per
cent below February, and less than 1 per cent above the November 1985 level.
Such an outcome of course depends on the Underlying assumptions of this
Commentary holding true. These are that crude oil prices will average $15 per
barrel or less for the remainder of the year, that neither sterlingnor the dollar
will appreciate significantly beyond their present values, and that domestic
interest rates will fall substantially from their first quarter levels.

While it is clear that consumer prices should fall, so long as these assumpt-
ions are valid, the timing between now and the end of the year is less certain.
In particular fhere could be a slight rise in the index between February and
May. Upward pressure will be exerted by the increase in the standard rate of
VAT, by the reduction in food subsidies and, probably, by the rise in mortgag6
interest rates for existing borrowers which came into effect too late to be
included in the February index. These rises should be largely, but perhaps not
entirely, offset by reduced petrol and fuel prices, and by falls in the prices of
some imported consumer products. From May onwards the pressures should
be largely downward, with interest rates falling steeply and the effects of lower
import prices increasingly working through to the retail level.

The main imponderables are the speed and the extent with which lower
import prices resulting from the strength of the Irish pound are passed on.
Quite lengthy lags can be expected, because many transactions are normally
covered by forward exchange dealings, which delay the impact of any movement
in exchange rates. In other cases there are institutional delays in adjusting
domestic prices to import price levels, with changes made only at
predetermined intervals. Finallysome traders may need to be convinced that
any change in currency values is more than ephemeral before altering domestic
price levels. The passing of the EMS realignment without any weakening of the
Irish pound should at least put an end to this final type of lag. With regard to
the others, the time scale is unknown, but it seems likely that they would not
persist beyond six months. Thus some passing on of lower import prices can
be expected by mid-May, and a great deal more by August.

With regard to the-extent to which price falls will eventually be passed on,
it is even more difficult to reach an informed opinion. Undoubtedly many
dealers in imported goods and domestic producers using imPorted materials
and fuels will attempt to widen their margins. How far they can do so will
depend largely on the strength of competition in the particular sectors in which
they operate. On balance, and taking into account that some domestic costs will
still be tending to rise, it seems reasonable to assume that eventually most but
not all, cost savings resulting from lower import prices will filter through to the
consumer price level.

On this basis the most likely course for the consumer price index to follow
in 1986 is for there to be a very small rise between February and May, a fall
of perhaps 1 per cent between May and August and a further slight fall between
August and November. This could leave the increase in the annual average of
the index at about 2 ½ per cent, with its November value, as already stated, less
than ~1 per cent above that of November 1985.
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Public Finances

According to the budget, as amended by the Finance Bill, the current budget
deficit should be in the region of £1,250 million. This would represent only a
marginal improvement of £34 million in nominal terms from the 1985 out-turn,
but a reduction of almost 1 per cent to below 7 ½ per cent when expressed as
a proportion of GNE

The first quarter exchequer returns appear quite compatible with meeting
this budgetary target, but several uncertainties remain concerning the final
outcome for the year. Some of these are related to the change in the external
environment, while others are inherent in the budgetary situation itself.

On the revenue side, the principal uncertainty concerns the yield to be
obtained from new taxes, particularly the deposit interest retention tax. There
seems no particular reason to doubt the official estimates, except for the
notorious difficulty in calculating the probable return from a new form of
taxation. Actual yields could therefore be significantly above, or below, the
estimated level. With regard to more established taxes, VAT receipts could well
prove lower than estimated. Athough the value of total spending should be close
to the level assumed in making the budget estimates at the turn of the year, the
fact that import values will be well below the assumed amount could adversely
affect the timing of VAT revenue, due to a reduction in the expected receipts
from VAT at point of entry. However, even if there is some shortfall in VAT,
it should be made good by higher than estimated returns from excise duties in
the second half of the year, due to the higher volume of consumer expenditure
which now seems likely. There seems no reason to expect any great divergence
from estimate in receipts from income tax and other direct taxes.

Thus, despite some alteration in composition, total tax revenue could well
be quite close to budgeted levels for the year. Among non-tax revenues, a short-
fall in the contribution of An Bord Gais seems likely, on the assumption that
gas prices will need to be reduced to remain competitive with other fuels. There
could be offsetting increases in other sources of non-tax revenue, but on
balance it would appear prudent to expect that total revenue will be slightly
below target.

On the expenditure side of the government accounts, the uncertainties are
perhaps greater. The most significant is the fact that agreement on public
service pay has not been finalised. This issue will be discussed further in the
concluding section of this Commentary. For the purpose of constructing a forecast
it is assumed that public service pay in 1986 will be in line with the current
offer, and consequently that expenditure on pay will be close to the estimated
level.

The second uncertainty concerning expenditure is the impact of lower inflation
on the non-pay elements of supply service spending. There can be no doubt
that some savings will be made on purchases of materials and services,
including those involving energy consumption. Where doubt does arise is
whether these specific savings will be reflected in a reduction in total budgeted
expenditure, or whether individual departments will tend to utilise them to
ease their budgetary constraints by transfering the amounts saved to increase
other forms of spending. The assumption made here is that there will be a
considerable degree of "budget-fudging", but that nevertheless there will remain
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a small saving on the total supply service estimate for purchase of goods and
services.

The third uncertainty is with regard to the level of unemployment, and thus
to the value of social welfare expenditure. The budget was framed in the light
of the freak unemployment figures attributed to December 1985. The
essentially level trend in the Live Register since mid-1985 was resumed in the
first quarter of 1986. Together with improved employment prospects in the
latter part of the year, this suggests that the unemployment projection.s on
which the budget was based were unduly pessimistic. Consequently social
welfare spending would be rather lower than budgeted, even on the fairly
cautious employment forecasts made in this Commentary, while if employment
were to rise more rapidly than assumed here the saving in outlay could be
substantial.

The final uncertainty, and potentially the largest, concerns the level of interest
on the National Debt. This is liable to be affected by a variety of factors,
including the precise mix between domestic and overseas borrowing, the timing
of new debt, the movements in exchange rates, the extent and timing of changes
in international interest rates, and the course of domestic interest rates. With
such a plethora of influences, many of them potentially volatile, it is impossible
to be dogmatic about the size of the final debt servicing outlay for the year.
However, since the budget was framed exchange rates have moved favourably
from the point of view of reducing debt charges, and there seems no good
reason to expect a deterioration in the remainder of the year. International
interest rates have edged downwards, and are more likely to decline than to
increase in the rest of the year. Domestic interest rates in the first quarter were
well above the level assumed in the budget calculations, but the amount of new
domestic borrowing during this period of high interest rates was kept in check.
If interest rates fall as far and as fast as expected for the remainder of 1986,
the annual average of domestic interest rates could be lower than assumed in
the budget, with consequent savings on the cost of servicing both new domestic
borrowing and short-term debt. On balance, therefore, and on condition that
the underlying assumptions of this Commentary are correct, there could be a
considerable saving compared with budget estimates in servicing the National
Debt in 1986.

Putting together these various strands of reasoning, it seems likely that the
shortfall in expenditure in 1986 will be rather larger than the possible shortfall
in revenue. There will be no sudden transformation in the state of the public
finances, but it does appear reasonable to predict a minor improvement. A
current budget deficit of about £1,200 million or 7 per cent of GNP seems a
possible outcome, although this is subject to a considerable margin of error.

General Assessment

At first sight, the rise of 3 per cent forecast for real GNP might appear mildly
disappointing in view of the circumstances favouring the Irish economy in
1986. However, real GNP, like most National Accounts constructs, is a specific
and somewhat arbitrary measure of economic progress. Although it is
frequently used as if it were an indicator of economic welfare, it is not really
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designed for this purpose, and at times it can prove misleading. As the special
article in this issue of the Commentary suggests, gross national disposable income
(GNDI) is a far more appropriate measure of general living standards.

As well as the physical level of output and the volume of trade and factor
flows which form the basis of real GNP, GNDI also takes account of net
transfer payments and of changes in the terms of trade. Transfer payments are
excluded from GNP because they are not made in return for .any’ output of
goods or services. However, they are clearly available as a form of income and
are thus directly relevant to living standards. Similarly, changes in the terms
of trade, the relationship between import and export prices, can have a very
significant effect on the actual purchasing power of a given level of national
income. A fall in relative import prices such as is occuring in 1986, improves
living standards whether it results in an increase in output or simply in a
greater volume of imports.

The trends in real GNP and GNDI from 1970 to 1984 are shown in the
article. It is noteworthy that despite a small increase in real GNP, GNDI in
1984 was still below the level it had reached in 1979. On the basis of this
Commentary’s estimate for 1985 and forecast for 1986, GNDI in both years will
have risen substantially faster than real GNP. For 1985 the increase in GNDI
is estimated at l½ per cent, compared with zero growth rate in GNR The
difference is accounted for mainly by the sharp rise in net transfer payments.
The forecast increase in GNDI in 1986 is 5 per cent, compared with 3 per cent
GNP growth, with the difference due entirely to the terms of trade improvement.

Whatever the measure used, it is clear that the radical change in the external
environment brought about by the collapse in oil prices and by currency
adjustments offers both dangers and opportunities to the Irish economy. In the
short run, lower inflation should permit faster economic growth through the
medium of a consumer boom. If this is to prove more than a short-lived respite
from the underlying malaise of the economy, careful management by the
authorities and responsible reactions by interest groups will both be necessary.

A sober analysis of the present situation should acknowledge that although
the OPEC oil cartel appears to have collapsed, it remains possible, if
improbable, that it could be reconstituted at some time in the future. If it were,
oil prices could recover sharply, reversing most of the gains made by energy-
importing nations such as Ireland in 1986. Because of this danger, maximum
advantage should be taken of the initial years of low oil prices to rectify the
basic imbalances of the economy, so that it will be in a sounder condition to
withstand the possibility of a new oil price shock. The key imbalances to be
corrected are, obviously, the current budget deficit and, less obviously, the
shortage of domestic productive investment. Neither can be expected to right
itself automatically merely because of a growth in consumption occasioned by
a strong improvement in the terms of trade. However, conditions are now such
that sensible decisions on the part of the authorities, the unions and
management could result in positive movement towards the goals of reducing
unemployment and improving the public finances. After several years when the
outcome of strong fiscal measures and severe restraint by the unions was
merely to slow down the speed with which the situation was deteriorating, the
prospect of a real improvement is refreshing.
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The primary responsibility in achieving more rapid progress in 1987 towards
reducing the budget deficit obviously lies with the government. HigHer real
incomes and lower interest rates should combine to produce a significant
recovery in building activity by the end of 1986 or early in t987. Together with
good conditions in consumer industries and continued growth in manufactured
exports, this holds out a real possibility that employment will rise substantially
in 1987. At the same time the final unwinding of the effect of low rates of growth
in import values should boost VAT receipts. Thus there seems to be a
reasonable prospect that both direct and indirect taxes will be relatively
buoyant in 1987. The siren voices urging that the first priority in anysituation
of tax buoyancy should be to reduce tax levels should be resisted. Obviously
there may be a case for adjusting the mix of taxes to achieve particular aims.
Overall, however, the need to reduce the nation’s vulnerability by maintaining
revenue far outweighs any:possible economic benefit to be obtained from
cutting taxes. Indeed, with the economy likely to be in a phase of fairly vigorous
expansion as a result of external factors, the addition of an extra stimulus from
net tax-cuts could well prove harmful, leading to overheating in some sectors
of the economy and a resumption of inflationary pressures.

Similarly, the pressing need to contain the growth in public service
expenditure is not removed by the prospect of faster economic growth.. Although
1986 is seeing an easing of the burden of debt service, and this trend might or
might not continue in 1987, and although 1987 could see a check to the increase
in the cost of financing unemployment, total expenditure in 1987 will still be
far higher than any conceivable level of revenue, and vigilance will still be
required over all discretionary forms of spending. In particular, the public
service pay-bill must still be kept under control, implying continued constraints
on numbers employed, and, crucially, no weakening of resolve over pay-rates.

Of course, the pay package currently on offer by the government was put
forward before the likelihood of dramatically falling inflation became apparent.
In real terms, therefore, it is turning out a great deal more generous than
intended. Indeed, in strictly economic terms a strong argument could be made
for withdrawing the offer from those unions which have not yet accepted it, and
substituting a new offer in line with the original intention in real terms.
Practically speaking, such a course of action does not appear realistic, but the
size of the general real pay increase involved does justify a very strict approach
to special pay awards, both existing and forthcoming, and to the next general
increase at the end of 1987.

While the government’s role in containing the public service pay bill is
straight-forward, if potentially difficult, the role of the unions involved is more
complex. The temptation to use the improving economic climate as an
argument in favour of higher immediate awards, general or special, is
obviously strong. Attempts to rectify apparent anomalies which might have
arisen during the years of severe restraint are also understandable. However,
on a long-term view, members of the public service, and thus their unions, have
an overriding interest in seeing the public finances restored to a tolerable basis,
so that controlled expansion of desirable services can. eventually take the place of
ad hoc cut-backs, planned increases in numbers employed can replace the general
recruitment bar, and public pay levels can once more, without too much
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argument, begin to keep pace with the private sector. To the extent that union
leaders can persuade their members that this long-term benefit outweighs
possible temporary advantage in striving to restore past relativities which
themselves might well have been ephemeral, or in elevating to matters of
principle dubious interpretations of existing bargaining procedures, they will be
serving those members’ best interests, as well as those of the general taxpayer.

In the private sector, the process of pay bargaining in both 1986 and 1987
is likely to be tightly constrained by economic realities. Increased output might
improve profitability in many firms, but margins are likely to be kept tight in
most competing industries by the movement in exchange rates. The cost
reductions being enjoyed by Irish manufacturers are being shared by most of
their overseas competitors. As has become common in recent years, there is
likely to be a considerable spread in private sector pay settlements. In most
cases there will presumably be room for a modest rise in real pay levels.
However, an effort in perception may be necessary to realise that a pay offer of
say, 3½ per cent in the second half of 1986 will be larger in real terms than
an offer of 22 per cent in 1981.

As sales rise and interest rates fall in the course of 1986, management of
domestic Irish industry will have a genuine responsibility to explore the
advantages of capacity-expanding investment. If such investment comes about,
the once-off boost to the volume of consumer spending in 1986 should be
converted into sustainable long-term growth in output, and there would be a
genuine chance for employment to rise substantially from 1987 onwards. Market
conditions for investment will be favourable in 1986, present fiscal incentives
appear reasonable, but steady entrepreneurial nerve will also need to be
applied. If this opening is missed, it will become increasingly difficult to sustain
the belief that the private sector is capable of generating the employment the
country requires.

This almost summarises the response needed from the country as a whole to
the opportunities provided by changed external circumstances. If the modest
upturn in 1986 is to be the start of a lasting recovery it must not be dissipated
in euphoria leading to unrealistic pay settlements or a relaxation of fiscal
discipline. Neither must it be eroded by undue cynicism leading to a failure to
invest or otherwise adapt to improved prospect.s. The quality most needed, in
government, in consumers and in investors, is confidence, based on a sober
assessment of possibilities. With this, individual living standards should rise
appreciably, and more progress could be made over the next two years in
meeting the country’s problems than seemed remotely possible six months ago.
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REAL GROSS NATIONAL DISPOSABLE INCOME ADJUSTED FOR
TERMS OF TRADE 1970-1984

AN ASSESSMENT OF TECHNICAL ISSUES

Aidan Punch*

Introduction
The rate of economic growth has come to be regarded by many as one of the

key indicators of economic performance’ compiled by national statistical
offices throughout the world. The published figures are very often construed
as representing the success or failure of the economic policies being pursued by
governments and in some of the larger economies their publication "is
frequently greeted with reverberations on domestic money markets and foreign
exchange markets. And yet despite the significance attached to these numbers
their appropriateness for policymaking is being subjected to searching scrutiny,
even in countries such as the United States, with well-developed statistical
systems:

there is no shortage of government generated numbers that measure
everything from leading economic indicators to retail sales. The
problem is that more and more of the figures convey less and less
about what is actually happening in the real world. How fast is the
economy growing, for example? Nobody can say for sure
(International Business Week, 13 May, 1985).

It is against this international backdrop that we come to consider in this
article some of the technical issues underpinning the compilation of the growth
rate data for Ireland. Because of the large share of Gross Domestic Product
(GDP) accounted for by imports and exports and given the increase in recent
years in net factor incomes paid abroad and net current transfers received from
abroad the focus of this present article will be on constant price Gross National
Product (GNP) and Gross National Disposable Income (GNDI) rather than
GDR Consideration will also be given to adjusting the trade flows for terms
of trade effects.

The main contention of the paper is that GNDI is a better overall measure
of economic well-being than GNP. To take an example: a switch in cattle

*Tile author is a Senior Statistician at the Central Statistics Office. This article draws on a minor dissertation
completed by the author in August 1985 in part requirement for the degree of Master of Public
Administration in University College, Dublin. The author gratefully acknowledges the helpful advice given
by his colleague Brian Geoghegan and by John Blackwell who supervised the thesis. He is also grateful for
suggestions made by the staff of the ESRI.

The author takes sole responsibility, however, for the views expressed in the paper.
i See Nordhaus and Tobin (1972) however, for a criticism Of GNP as an economy-wide measure of economic

well-being and Okun (1971) for a defence of the conventiongd measure.
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exports from one annual period to the next away from Libya to the EEC,
assuming it could be accommodated, would be reflected in an increase in GNP.
However, because the exports to Libya in the earlier period were augmented
by EEC transfers it is unlikely that GNDI would change at all. The picture that
emerges if we use GNDI rather than GNP will provide us with a truer
impression of the change in the nation’s command over resources. An
examination of the technical problems involved in compiling real GNDI
adjusted for terms of trade is particularly opportune at the moment given the
emphasis accorded to this measure in the recent "Economic Background to the
Budget" (p. 5).

The paper begins with a brief synopsis of the most common methods used
by national accountants to compile real GDR The objective of these methods
is to factor value changes over time into separate price and quantity
components. In the following section we chart the increasing influence exerted
by both net factor incomes and net current transfers from the rest of the world
on the Irish national accounts. We then continue with a description of the terms
of trade adjustment and explore the various suggestions put forward in the
literature as to how to calculate it.

The results obtained using six different methods of calculating the terms of
trade are then analysed and in the ensuing section the question of how to
deflate net factor income and net current transfers from abroad is examined.
A preference is expressed for a single indicator to deflate both these flows and
also to calculate the terms of trade adjustment. Using this deflator a series of
real GNDI adjusted for terms of trade is compiled for the period 1970-1984.
Various growth rate measures such as GDP, GNP and GNDI are compared
over this period and movements in the Balance of Payments are explained by
reference to the evolution of real domestic expenditure and real GNDI.

Compiling real GDP2

The literal interpretation of accounts at constant prices is a detailed
revaluation of the relevant transactions carried out in the current period at the
prices obtaining in some base period. This conversion to constant prices can
also be achieved by deflating the current value of some flow of goods and
services by a price index for an equivalent or related flow. The choice of the
appropriate price index may not always be obvious with the result that deflation
may give rise to a certain amount of arbitrariness in the constant price
accounts.

One of the distinctive features shared by all of the components of the
expenditure estimate of GDP (i.e., GDP(E)) is the fact that they each refer to
well-defined "bundles" of goods and seryices, in theory uniquely deflatable to
constant prices. For instance, Personal Expenditure at constant prices evolves
as a mixture of re-pricing current quantities at base year prices and deflation
of current values using detailed price indices. The first method is used for food,
soft drinks, alcoholic beverages, tobacco and fuel products while the second
method is used for the remaining items of personal expenditure.

On the income/output side of the accounts, a residual category such as value

2See Broderick (1968) for a detailed account of the problems encountered in measuring the growth rate.
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added, obtained as the difference between gross output and intermediate
inputs, can be associated with particular commodities and thus deflated to
constant prices. For instance, the Gross Agricultural Product at constant
market prices emerges as the difference between constant price gross
agricultural output and inputs of materials and services, i.e., the method of
double-deflation. By contrast, a’single indicator (volume of output) is used to
extrapolate the base-year GDP for Industry3. Therefore, we see that the
constant price version of the output-based estimate of GDP (i.e., GDP(O)) can
be derived through association with commodities. In the following section, we
depart from the goods and services account to consider flOWS which may not
be uniquely associated with commodities. The flows in question are net factor
incomes from abroad and net current transfers from abroad.

Net Faclor Income and Net Current Transfers from Abroad
We begin with an elaboration of the expenditure-based estimate of GDR

Denoting current price estimates with capital letters and the corresponding
constant price estimates with lower case letters, we have

GDP(E) = C + I + G + X - M
and Real GDP(E) = C/Pc + I/Pi + G/Pg + X/Px - M/Pm

= c+ 1+ g+x m

where C is personal expenditure on consumers’ goods and services
I is gross domestic physical capital formation
G is net expenditure by public authorities on current goods and services
X is exports of goods and services
M is imports of goods and services and the Ps represent the appropriate

price deflators for the various flows.

While GDP in current prices measures the values added from productive
activity located in Ireland, (or the corresponding final expenditure on that
output) it does not reveal how much of this income will accrue to Irish factors
of production. Of more concern in a small open economy, such as Ireland, will
be the value added retained in the country. By subtracting outflows of factor
incomes and adding inflows in respect of income earned by Irish factors abroad
we arrive at the GNR By further adding net current transfers4 from abroad
we derive GNDI. Diagram 1 following illustrates the relationship between
GDP (E) and GNDI in current values for the period 1970 to 1984. While net
current transfers from abroad (Rc) have been positive over the period in
question, net factor income (F) has changed from being positive pre-1976 to
negative from 1976 onwards and the sum of both flows [Rc + F] has turned
negative from 1981. So the ratio GNDI/GDP has fallen below unity since 1981,
caused mainly by growing outflows of factor incomes during this period    the
major contributors being outflows of profits, dividends and royalties and

:q-lill (1971) analyses the conditions under which it may be better to use a single indicator Informally output)

rather than double-deflation.
t Net current transfers refer to receipts less payments to the rest of" the world which are not in exchange lor

a specified amount of goods and services.
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interest on Government foreign borrowing. Setting out our equation for GNDI
in terms of its component parts we have

Yd = C + I + G + X - M + F + Rc (1)

The first three terms on aggregation make up Gross Domestic Expenditure
(E) while the sum of the last four components we denote by N. This term is
closely related to the net balance on current account of the Balance of
International Payments (CA), the precise form of the relationship being

CA = N + Rk (2)

where Rk represents capital transfers from abroad5.

We can, therefore, re-write Equation (1) as follows:

Yd = E + CA - Rk = E + N (3)

where N is the balance on current account less capital transfers from abroad.
As regards expressing the flows in constant prices we immediately see that real
income (GNDI) at constant prices will differ from real product (GDP) because
of the influence exercised by the presence of F and Rc.

7~rms of 7?ade
A further effect, not captured in Equation (1) will be the gains or losses to

the Irish economy because of differential import and export price movements.
This, we call a terms of trade effect defined in index form as TOT = Px/Pm6.

Diagram 2 shows the evolution of TOT over the period 1970-1984. If Pm rises
faster than Px as it did between 1973 and 1974, then a greater volume of
domestic output is required in order to purchase the same volume of imports,
while if Px rises faster than Pm it is possible to acquire a greater volume of
imports with a given output.

The problem is how to capture this feature in the accounts at constant prices.
This problem, which is not new, has been the subject of much inquiry by
writers in this field for over thirty years. The prime objective of most of these
writers has been to maintain a fully balanced set of accounts at constant prices.
By extending the set of accounts elaborated by Geary (1961) to include net
current transfers from abroad and net factor income from abroad we get

Domestic Product Account Y = C + I + G + X - M
Disposable Income Account Yd = Y + F + Rc
External Account X - M + F + Rc = N
Consumer Account C + G + S = Yd, where S = Savings
Capital Account I + N = S

We assume that the flows are gross, i.e., include depreciation. This set of
accounts is a classic double entry system with each item appearing on both
sides of the equality sign. It can be simplified further to approximate the system
outlined by Broderick (1967) as follows:--

:’The inclusion of capital transfers from abroad in the balance on current account represents current
international practice in balance of payments statistics (see CSO 1984a).

~TOT may differ from the officially published terms of trade index which relates to merchandise trade only.
The above, being based on the implied deflators tbr X and M, also takes account of non-merchandise flows.
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C + I + G + X - M = Y (4)
Y + F + Rc = C + G + S (5)

¯ S = I + N (6)
N = X - M + F + Rc (7)

Now the four equations Specified resolve into a set of three independent
equations, i.e., Equations (4), (5) and (7) will determine Equation (6).
Assuming for the moment that F and Rc are uniquely deflatable to constant
prices, then as all of the components on the left hand side of Equation (4) are
uniquely deflatable, we have determined the deflated value of S uniquely. A
problem may arise with Equation (7), however, while N may be positive in
current prices, its deflated value as defined by the sum of the separately
deflated items in (7) may, in fact, be negative. This undesirable outcome is
analogous to deriving negative value added in constant prices using double-
deflation. The agreed solution to maintaining a balanced set of accounts in
constant prices is to add a "trading gain" term T to the real domestic product,
where

T = X - M - (x - m) (8)
P

P being a specially selected price deflator. We immediately see that

x- m + T = X - M.
p

will always take on the same sign as (X - M).
Our constant price set of accounts then materialises as

c + i + g + x - m = y (9)
y + f + rc + T = c + g ÷ s (10)
s = i + n (11)
n = x - m + T +f + rc (12)

Therefore, real gross national disposable income will be greater than or less
than real product to the extent that

f+rc+T~>0

While there is agreement throughout on the single fundamental formula for T,
the terms of trade effect, shown in Equation (8), i there is no universal
agreement on the choice of a suitable price deflator, P, nor on how to deflate
F and Rc. In the next section we will examine the various suggestions put
forward for P in the literature and in a later section we will explore the deflation
of F and Rc.

Choice of a Suitable Deflator
Bowley (1944) (p. vi) credits j. L. Nicholson as being the originator of the

idea that the deflator for (X - M) should be the import price index (Pm)" In
Nicholson (1960), the writer sets out the advantages to be gained from using
such a deflator.
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The method recommended here can be said to have the merits of."
(i) applying consistent treatment to a surplus or deficit in the balance
of payments and to a change in the terms of trade; (ii) satisfying the
condition of symmetry in the case of two countries trading only with
each other; (iii) being fool-proof against the paradoxical results
obtainable by other methods, noticed by Dr. A. L. Gaathon; (iv)
being simple and easy for the "man-in-the-street" to understand;
and (v) above all making sense as economics. The same cannot be
said of any_ of the other methods which have been proposed.

The "paradoxical results" mentioned by Nicholson concerned an objection
raised by Gaathon to the method suggested by Burge and Geary (1957) for the
deflator of (X - M), that two countries on amalgamation should have a
trading gain with the rest of the world equal to the sum of the individual
trading gains. The method suggested by Burge and Geary envisaged deflation
by Px where X > M or Pm where M > X and the incorporation of the derived
"external trading gain" into the accounts as shown in Equations (9) - (12)
above. The rationale for this approach was that any excess was part of the flow
in question and should, therefore, be deflated by the corresponding deflator.
This was intended to meet Stone’s (1956) objection that

it is impossible to find a unique set of deflated values of the non-
commodity transactions in the accounting system such that the
accounts continue to balance in real terms.

Geary (1961) subsequently suggested P = ½(Px + Pm) as a deflator that would
meet the Gaathon objection. In the same article, he defined some desirable
properties which the formula for the trading gain should possess:

it may be well at this stage to set down certain algebraic conditions
which seem desirable in the formula for the trading gain:

(1) The trading gain should be nil when import and export price
indexes are equal.

(2) In a two-country case (or one country and the rest of the world)
the sum of the trading gains should be nil.

(3) The Gaathon point: two countries on amalgamation should have
a trading gain with the rest of the world equal to the sum of the
trading gains of each country.

(4) The surplus of exports over imports, if positive, should be
regarded as part of exports or, if negative, part of imports.

The Burge-Geary suggestion satisfied (1), (2) and (4) but not (3). The revised
Geary suggestion satisfied (1), (2) and (3) but not (4) while Geary (1961)
suggested that the Nicholson system satisfied (1) and (3) but not (2) and (4).
However, Nicholson (1960) had argued:

it is wrong to assume, as is sometimes done, that the adjustments to
income (or the adjustments to product) in the two country case
should be equal and opposite. The desire for articulation should not
lose touch with economics. The gain (or loss) from changes in the
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terms of trade in the product of the One country is necessarily equal
to the loss (or gain) in the income of the other country (this writer’s
emphasis).

Stuvel (1959) used the implied deflator for net domestic product at market
prices to deflate each of the elements in the accounts

C+I+G+X-M-D
i.e., Ps = c + i + g + x - m - d

where D is depreciation. His choice of Ps came about from his desire to obtain
an index of wide coverage free from duplication (hence net rather than gross)
while the market price valuation as distinct from factor cost is preferred as "it
is the price concept that underlies all economic transactions".

Courbis (1969) and Kurabayashi (1971) have independently suggested a
measure of P which embraces both imports and exports. Courbis (p. 46)
suggests

Pn = aPx + (l-a) Pm where a =

while Kurabayashi (p. 290) suggests a harmonic mean

1

Pn =       1              1       where b =
b Px + (l-b) Pm

x

x + m

X

X+M

In both cases we get

X+M
Pn- x+m

The Geary method suggested earlier is the particular case of Courbis where
a = 1 - a = ½. Courbis claims a purchasing power connotation for Pn, i.e.,
"an index linked to the ’value’ of the national currency on the international
market". Gutmann (1981) finds the Courbis/Kurabayashi formula
"conceptually more interesting" than the others, a view not shared by Hibbert
(1975): "It seems difficult, to say the least, to give the results of this method
a clear economic interpretation".

Finally, Scott (1981) represents a challenge to what he terms the "national
income establishment". He begins by considering a closed economy in which
there is perfect competition and no government or taxes. Investment, he
argues, can be considered as either so much consumption sacrificed or as the
net present value of so much consumption gained. The appropriate price
deflator for all of domestic expenditure is, therefore, the price index of
consumption goods, a proposal which circumvents the seemingly intractable
problem of allowing for quality changes in capital goods.

Extending his system to include X, M, F and Rc means choosing an
indicator for net foreign investment (CA-Rk) which he treats in precisely the
same way as domestic investment. Hence deflation by a price index for

consumption is recommended for all of the constituent flows of GNDI. Scott
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TABLE 1: Terms of Trade using Different Price Deflators

Terms of Trade Effect

Method Price Deflator: P X-MT = ~F (x-m)

Nicholson P=P 1 1
m x(g -g)

m    x

I 1
i P = Pm for M>X X(g -g)

m    x
Burge, Geary

IP - P for X>M I I
x M(g -g)

m    x

Geary P ~ ½(Px + Pm) IPx-Pm~x ,px+Pm, (Px-Pm~+ m ~Px~m"
B

Stuvel
C+I+G+X-M-DP= Px Pm
c+i +g+x-m-d x (~--- 1) + m (1-~-)

Courbis/Kurabayashi
M Px _ I ) X     Pm

P~ X+M x(g~m
x + m x---fi- - ~ m(vd - I)i

#

Scott P = CPI Px Pm
x(~---I) + m (I-~--)

vehemently rejects the use of Pm as used in the Nicholson case. The rationale
that investment abroad earns foreign currency which is then used to purchase
extra imports, misses the point he claims. It is his contention that investment,
either domestic or foreign is not made to get either exportables or importables
tomorrow but to get future consumption. Therefore, he sees the Consumer
Price Index (CPI) filling the role of the deflator to be used.

It seems useful at this stage, before progressing to a discussion on the
application of the formulae, to set out in tabular form the various proposals for
P along with the derived values for T.

Calculation of 7?rms of 7?ade Effect for Ireland, 1970-1984 using Different Price Deflators
Previous authors have examined the results of applying different deflators to

(X-M) to determine the terms of trade effect for Ireland. Geary and Pratschke
(1968) computed a trading gain T’ for each pair of consecutive years between
1958 and 1964 using three different deflators -- those of Nicholson (Pm),
Geary (Px + Pm) and a third value, P = 1, which according to the

2
authors implied that "net external investment N in any year is money and the
formula might be regarded as representing Fabricant’s position in an extreme
form".7

7"Fabrieant’s position" is not clear from Geary and Pratschke (1968). The authors merely state that "S.
Fabrieant would use some capital price deflator" tbr N (see Equation (7) earlier).
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TABLE 2: Imports, Exports and Expenditure-based Gross Domestic Product at Current Prices and Constant
(1980) Prices, 1970-1984

£ million

Category            1970    1971    1972    1973    1974    1975    1976    1977    1978    1979    1980    1981    1982 1983 1984

Imports
current 728.5 803.9 893.1 1,211.0 1,708.4 1,849.0 2,522.2 3.336.8 4,043.4 5,235.1 5.899.9 7,117.2 7,414.5 8,164 9,778

constant (!980) 3,143.7 3.290.2 3,456.5 4,114.5 4,020.4 3,610.2 4,139.9 4,689.1 5,425.6 6,177.7 5,899.9 6,000.8 5,813.7 6,085 6,664

Exports
current 598.9 669.1 773.2 1,026.4 1,271.7 1,619.0 2.152.4 2,817.0 3,373.8 3,936.3 4,638.6 5,503.6 6,433.3 7,752 9.742

constant(1980) .2,291.2 2,385.1 2.471.0 2,740.7 2,760.1 2.958.3 3.198.4 3,647.2 4,096.5 4.361.5 4,638.6 4,729.3 4,991.1 5.513 6:442

Gross Domestic Product (Expenditure)

current           1,620.2 1,855.5 2,254.7 2,729.0 3,021.4 3.792.0 4,653.2 5.703.4 6,756.8 7.916.9 9.360.7 11,347.5 13.261.8 14.636 16.282

constant(1980)    6,022.0 6.248.0 6,703.5 7,033.9 7.320.7 7,491.4 7.595.9 8.219.6 8,810.3 9.081.1 9.360.7 9.600.9 9.678.5 9.674 10.100

Sources: CSO, 1985: CSO 1984b and author’s own estimates.



The results showed a remarkable degree of similarity which led the authors
to conclude:

There is no significant difference between the figures in the three
columns over a testing period in which every kind of aberration in
relative prices and in the net external deficit is encountered.

Geoghegan (1968) examined the slightly longer period 1958-1965 and
compiled trading gains based on the formulations of Courbis/Kurabayashi,
Geary, Stuvel and Nicholson. His conclusion was broadly similar to
Geary/Pratschke’s, i.e., a close degree of agreement between the results of the
various methods apart from Stuvel post-1961 -- a result he attributed to
differential GNP and trade price movements.

The period 1970 to 1984 has been chosen for the current exercise for a
number of reasons. First, it includes two interesting sub-periods, 1973/74 and
1979/80, in which for an oil importing country such as Ireland, changes in
relative external prices have been very pronounced (see Diagram 2 earlier).
Second, CSO (1984b) provides a welcome extended time-series of national
accounts data for the period 1970-1982 which has subsequently been updated
to 1984 (see CSO, 1985). The re-basing of the Irish national accounts to 1980
prices and the linking of the former 1975 price data at 1978 means that a
definitive series to base 1980, while maintaining existing growth rates for
1970-1978, is readily deriveable. Table 2 provides such a series distinguishing
Imports, Exports, and GDP(E), both at current and at constant (1980) prices, for
the period 1970 to 1984. The data in this table, together with the CPI provides
us with the necessary elements for computing the terms of trade effect T for
each of the six formulations summarised above. As we have seen earlier, the
terms of trade effect has been established as follows:

T - (X - M) (x - m)
P

where the price deflator P will vary according to the different formulations
suggested. Table 3 sets out the results of calculating T for Ireland based on 1980
constant price details for the period 1970-1984. The formulations taken for P
are those of Nicholson, Burge/Geary, Geary, Stuvel, Courbis/Kurabayashi and
Scott. The Stuvel deflator is the implied price index of gross domestic product
at market prices, rather than net domestic product at market prices because
depreciation at constant prices is not directly estimated in the Irish national
accounts.

The most immediate result of Table 3 is the equivalence of the Nicholson and
Burge/Geary estimates for the period under consideration because of the
persistent import excess. The similarity of the results of the Geary and
Courbis/Kurabayashi formulations is also evident, both being weighted
averages of the imports and exports deflators with the Geary method using
equal weights. There is also a close degree of agreement between the Stuvel
and Scott variants due to the closeness of the measures on which they depend,
i.e., the GDP deflator and the CPI. Overall, there is a marked degree of
uniformity of trend from series to series, all versions recording the sharp
declines in 1973/74 and 1979/81.
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TABLE 3: Terms of Trade Effect at Constant (1980) Prices 1970-1984
£ million

’t~ar Nicholson
Bu,’ge/

Geary Stuvel
Courbis/

Scott
Geary Kurabayashi

1970 293.2 293.2 326.9 370.8 321.9 386.3

1971 353.4 353.4 391.4 451.2 385.7 460.2

1972 521.5 521.5 565.8 629.0 559.0 621.1

1973 746,6 746.6 821.8 898.0 808.2 896.4

1974 232.6 232.6 274.2 202.2 266.7 240.0

1975 202.8 202.8 217.7 197.5 216.3 207.9

1976 334,5 334.5 364.7 337.8 361.0 336.3

1977 311.4 311.4 341.4 292.8 337.7 292.9

1978 430.6 430.6 475.5 456.0 469.5 432.7

1979 283.5 283.5 331,8 326.4 323.7 281.0

1980 0.0 0.0 0.0 0.0 0.0 0.0

1981 - 89.0 - 89.0 - 101.9 - 93.7 - 100.4 - 68.7

1982 53.2 53.2 57.3 106.5 57.0 127.2

1983’ 264.9 264.9 272.1 299.7 271.8 307.6

1984 197.5 197.5 197.8 199.7 197.8 200.7

Computing pair-wise Pearson correlation coefficients for GNP adjusted for
terms of trade using the different elaborations reinforces the visual impression
of series that are very closely related, most of the coefficients being very close
to one. These coefficients are shown in the following table, only the upper
diagonal comparisons being retained because of symmetry.

TABLE 4: Pearson Correlation Coefficients for GNP* Adjusted for
Terms of Trade under Different Assumptions for P: 1970-1984

Burge/ Geary Stuvel
Courbis/ ScottNicholson Gearv Kurabayashi

Nicholson              1
Burge/Geary
Geary
Stuvel
Courbls/

Kurabayashi
Scott

1 0.99969 0.99840 0.99979 0.99888

1 0.99969 0.99840 0.99979 0.99888
1 0.99876 0.99999 0.99878

1 0.99873 0.99970

0.99883
1

*Average measure

Given the closeness of the results, over a period which embraced major shifts
in the relative prices of imports and exports, it would appear that in practical
terms it makes little difference which of the formulations is chosen for our price
deflator.

Kurabayashi (1985) in the context of a progress report on the review of the
System of National Accounts, describes recent attempts at international level
to reach agreement on the choice of deflator for compiling terms of trade
effects. In particular, with regard to the outcome of the March 1983 meeting
of the Working Party on National Accounts, held under the aegis of the
Statistical Office of the European Communities, he felt that:-

No consensus was reached on a standard method for measuring the
terms of trade, although there was general agreement on the
importance of that subject.
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A subsequent meeting in May 1984, at the OECD, dealt with the analytical
interpretation of various terms of trade measures, with the Secretariat
favouring the Nicholson method of deflating exports by import price indices.
However, detailed guidelines on the estimation procedures are still to be
worked out.

This is a question which Hibbert (1975) has already addressed. His paper
marked the inauguration of a series of gross national disposable income at
constant market prices for the United Kingdom. The Nicholson method, which
in Hibbert’s opinion "appears to be capable of a clear economic
interpretation", underpins his calculation. The economic interpretation is such
that we observe the difference between "the volume of imports at base year
which could be purchased with the proceeds of the current year’s export volume
in the base year and in the current year". This involves adopting a convention
that an external deficit is really an import volume financed out of past savings
or current borrowings while a surplus is an import volume forgone.

Deflation of F and Rc
Hence we may logically extend this to cover net factor incomes from abroad

and net current transfers from abroad. The fact that it is the "net" figure in
both of these flows rather than the gross outflows and inflows making up the
"net" contribution, which occupies our attention, is based on our
unwillingness to deal with a positive net figure becoming negative on deflation
(or vice versa). In other words, separate deflation of the gross flows could lead
to unbalanced accounts at constant prices because of the relative price effects
of the deflators.

In progressing from GDP to GNP at constant prices in the Irish national
accounts the net factor income from abroad is separately deflated. The present
method of deflation is such that when net factor income from abroad is positive,
then it is deflated by the implied price index for imports of goods and non-
factor services, when negative it is deflated by the implied price index for
exports of goods and non-factor services. The rationale for this approach is that
positive net factor income can be used to finance imports while negative net
factor income must be met with increased exports. The transition to GNP
allowing for changes in the terms of trade is made using the Nicholson solution,
whereby (X - M) is deflated by Pm8

At present, gross national disposable income at constant prices is not
distinguished in the Irish national accounts. In order to estimate this item we
would have to extend the real GNP, adjusted for terms of trade, to include
deflated net current transfers from abroad. Extending the present method of
deflating net factor income from abroad, while entirely logical, would not be
straightforward to implement. In the period under consideration, 1970-1984,
net factor income from abroad was positive up to 1975, but increasingly
negative since. So, Pm was used for deflating net factor income from abroad
in the earlier period, Px in the later period. As net current transfers from
abroad were positive throughout, then we should logically deflate this flow by

Pm in order to get real gross national disposable income (adjusted for terms

*~The results are shown in index number form in CSO (1985) -- Table 8.
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TABLE 5: Progression from Gross Domestic Product to Gross National Disposable Income at Current and
Constant (1980) Prices 1970-1984

1970 1971 1972 1973 1974 1975 1976 1977 1978 1979 1980 1981 1982 1983 1984

Current Prices
Gross Domestic Product
Net factor income from

abroad
Gross National Product
Net current transfers from

abroad
Gross National Disposable

Income

1,620.2 1,855.5 2,254.7 2,729.0 3,021.4 3,792.0 4,653.2 5,703.4 6,756.8 7,916.9 9,360.7 11,347.5 13,261.8 14,636 16,282

28.3 26.6 29.6 12.5 19.2 4.3 -36.0 - 108.4 - 228.2 - 283.0 - 358.1 - 504.6 - 927.7 - 1,184 - 1,609

1,648.5 1,882.1 2,284.3 2,741.5 3,040.6 3,796.3 4,617.2 5,595.0 6,528.6 7,633.9 9,002.6 10,842.9 12,334.1 13,452 14,673

36.0 37.2 41.9 78.8 123.0 168.0 158.9 319.4 438.4 522.9 518.4 443.4 494.2 579 721

1,684.5 1,919.3 2,326.2 2,820.3 3,163.6 3,964.3 4,776.1 5,914.4 6,976.0 8,156.8 9,521.0 11,286.3 12,828.3 14,031 15,394

Constant (1980) Prices
Gross Domestic Product*

Net factor income from
abroad

Gross National Product**
Terms of Trade
Adjusiment

Gross National Product
adjusted for terms of
trade

Net current transfers from
abroad

Gross National Disposable
Income

6,141..7 6,425.7 6,832.4 7,196.4 7,443,3 7,533.3 7,710.2 8,254.1 8,864.2 9,161.7 9,360.6 9,552.5 9,609.1

122.1 108.9 114.6 42.5 45.2 8.4 - 59.1 152.3 - 306.2 - 334.0 -358.1 - 425.4 - 727.4

6,263.8 6,534.5 6,947.0 7,238.8 7,488.8 7,541.7 7,651.1 8,101.7 8,557.9 8,827.7 9,002.5 9,127.1 8,881.7

293.2 353.4 521.5 746.6 232.6 202.8 334.5 311.4 430.6 283.5 -- - 89.0 53.2

9,617 10,100

- 883 - 1,097
8,734 9,003

265     198

6,557.0 6,887.9 7,468.4 7,985.4 7,721.4 7,744.5 7,985.6 8,413.2 8,988.5 9,111.2 9,002.5 9,038.1 8,934.9 8,999 9,201

155.4 152.3 162.2 267.7 289.5 328.0 260.8 448.8 588.3 617.1 518.4 373.8 387.5 432 491

6,712.4 7,040.2 7,630.6 8,253.2 8,010.9 8,072.5 8,246.4 8,862.0 9,576.8 9,728.3 9,520.9 9,411.9 9,322.4 9,431 9,692

*Average of expenditure and output apart from 1984 which is expenditure only.
**Differs from officially pubfished series because of different method of deflating net factor income from abroad.
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of trade). But should we not consider the sum of net factor income from abroad
and net current transfers from abroad as the relevant flow for deflation? After
all, it is the sum of these components which forms the link between output and
income. If we accept this latter situation, then as the sum of the two flows is
positive from 1975-1980 and negative thereafter, we should deflate it by Pm in
the earlier period and Px in the later period. The solution, therefore, would
depend on whether we wish to deflate net factor income and net current
transfers from abroad separately or when combined9.

Each of the methods of deriving terms of trade adjustments mentioned above
can be extended to the non-commodity components F and Rc. In the last
section, we saw that there was a very close degree of agreement between the
results obtained for the terms of trade using these different methods for the
1970-84 period. While each of the methods possessed certain advantages as
regards economic interpretation, certain shortcomings were also identified by
the various authors. Whatever method one selects will entail some conventional
treatment of surplus income unspent or expenditure in excess of income. The
convention in the Nicholson case elaborated in Hibbert (1975), holds a certain
attractiveness for Ireland on account of the openness of the economy. We recall
our formulation of the rest of the world account:

N=X-M+F+Rc

The Nicholson convention is such that when N is positive then it represents an
import volume forgone while if it is negative it represents an import volume
purchased from current borrowings (or past savings). Adoption of the
Nicholson method for Ireland would imply a unified approach to deflating the
components of N which is unambiguous. The fact that it is in line with
international recommendations, though not an argument in itself, is none the
less a highly desirable administrative advantage. This writer, therefore, favours
the Nicholson~° method of estimating real gross national disposable income.
The Nicholson method, we recall, means deflating (X - M), F and Rc by Pm
regardless of the direction of the flows.

Real Gross National Disposable Income for Ireland
The results obtained by applying the Nicholson solution to Irish data for the

period 1970 to 1984 are shown in Table 5. The progression from GDP through
GNP to GNDI is shown in both current and constant prices, the constant price
GDP being the average of the output and expenditure measures. One
immediate side-effect of the proposed solution would be the amendment of the
GNP at constant price details from 1976 onwards, because of the suggested
method of deflating net factor income from abroad. The differences are shown
in Table 6.

!~A case could be made tbr deflating certain EEC transfers (inflows) by the corresponding export commodity
indices and deflating the net remainder by our selected deflator. This is not pursued further here, however.

I~Imports are valued c.i.f. (i.e., at factor cost) in the method used in this article. Hibbert (1975) suggests
market prices as the appropriate basis tbr measuring changes in real income reserving factor cost for
measuring the additional resources required to maintain a given level of domestic expenditure and external
current balance.
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TABLE 6: GNP Growth Rates* using Different Methods to Deflate net
Factor Income from Abroad

1975/ 1976/ 1977/ 1978/ 1979/ 1980/ 1981/ 1982/ 1983/

’76 ’77 ’78 ’79 ’80 ’81 ’82 ’83 ’84

Officially published series    1.5 5.9 5.7 3.0 1.7 1.3 - 2.5 - 1.3 2.3

Nicholson Method 1.5 5.9 5.6 3.2 2.0 1.4 -2.7 - 1.7 3.1

*Average of expenditure and output measures -- 1984 expenditure only

An examination of the data in Table 5 provides us with an insight into
developments over the period under consideration, i.e., 1970-1984. It seems
useful from an analytical point of view to sub-divide this period into three
separate sub-periods: 1970-1973 -- immediately preceding the first major oil
shock; 1973-1979    following on from the first to the second oil shock and
1979-1984    the aftermath of the second shock, Table 7 shows the average
annual growth rates of various constant price economic aggregates for these
three sub-periods and the period as a whole.

TABLE 7: Average Annual Growth Rates (%)

1970-73 1973-79 1979-84 1970-84

Gross Domestic Product (GDP) 5.4 4.1 2.0 3.6

Gross National Product (GNP) 4.9 3.4 0.4 2.6

GNP adjusted tbr terms of trade (GNPToT) 6.8 2.2 0.2 2.4

Gross National Disposable Income (GNDI) 7.1 2.8 - 0.1 2.7

Gross Domestic Expenditure (GDE) 7.0 4.3 - 1.1 2.9

The increase over time in the "wedge" between GDP and GNP is
immediately apparent from this table as is the unfavourable terms of trade
effect in the latter two sub-periods. The diminution in real current transfers
from abroad since 1979 is responsible for converting a slight growth in
GNPToT into a fall in real income during 1979-84. The most striking
contrast, however, in this sub-period is the 2 per cent growth in GDP
translating into a 0.1 per cent fall in GNDI, the major portion of the difference
being explained away in increasing real factor outflows, i.e., profit repatriation
and interest on government foreign borrowing. Diagram 3 charts this contrast
between output and income for all years during 1970-84. The marked
deterioriation in the terms of trade is evident from this diagram in the
comparisons for 1973/74 and 1979/80.

Returning to Table 7, it is also of interest to examine the evolution of real
GDE when compared with real GNDI. The expansionary fiscal policy of
1977-1979 is reflected in the GDE growth for 1973-79 while the more
contractionary policies since 1981 are captured by the 1.1 per cent average
annual decline in the latest sub-period. From the accounting system developed
earlier in the article we saw the relationship between income, expenditure and
the balance of payments. When expenditure growth exceeds income growth,
the discrepancy is reflected in a worsening of the balance of payments. Table
8 portrays this annual growth in real GNDI and real GDE and the resultant
balance of payments situation.
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TABLE 8: Gross Domestic Expenditure and-Gross National Disposable
Income at Constant (1980) Prices and Balance of Payments on Current

Account
Net Balance

Oross’l~)omesttc Gross National on Current BoP as a %

Expenditure Disposable Income Account (Balance of GNDI

at constant I1980) prmes at constant (1980) prices of International (current)
Payments)

Percentage change Percentage change £m

£m on previous £m on prevtous (all

period period debits)

%

1970 6,924.0 6,712.4 65.3 3.9

1971 7,204.5 4.1 7,040.2 4.9 71.0 3.7

1972 7,727.6 7.3 7,630.6 8.4 48.4 2.1

1973 8,479.9 9.7 8,253.2 8.2 93.3 3.3

1974 8,574.1 1.1 8,010.9 - 2.9 294.5 9.3

1975 8,105.2 - 5.5 8,072.5 0.8 55.9 1.4

1976 8,580.5 5.9 8,246.4 2.2 238.1 5.0

1977 9,269.7 8.0 8,862.0 7.5 299.5 5.1

1978 10,139.4 9.4 9,576.8 8.1 444.2 6.4

1979 10,897.3 7.5 9,728.3 1.6 1,025.9 12.6

1980 10,622.0 - 2.5 9,520.9 - 2.1 1,037.9 10.9

1981 10,872.4 2.4 9,411.9 - 1.1 1,594.7 14.1

1982 10,501.1 - 3.4 9,322.4 - 1.0 1,315.7 10.3

1983 10,246.0 - 2.4 9,431.0 1.2 925.2 6.6

1984 10,322.0 0.7 9,692.0 2.8 837.0 5.4

Sources: CSO 1985 and author’s own estimates.

Both real domestic expenditure and real GNDI moved in close harmony
during 1970-1973 givingrise:to only minor changes in the balance of payments
(BOP). The sharp deterioration in the terms of trade between 1973 and 1974
which was not matched by a commensurate decline in real expenditure was
reflected in a worsening of the BoP deficit on current account. 1975 saw a
reversal of this trend, the fall in real expenditure being caused mainly by a
decline in agricultural stock levels. The growth in real expenditure again
exceeded real GNDI growth in 1976 with the expected result in the BoP.

In the years 1977 to 1981, the annual percentage changes in real domestic
expenditure easily exceeded those in real incomes, apart from 1979-80, the fall
in real domestic expenditure being mainly due, as in 1975, to a decrease in
agricultural stocks in 1980. As a consequence of these,diverging growth rates
there was a sharp deterioration in the balance of payments on current account.
This was particularly pronounced in 1978/79 and 1980/81. Since 1981, there has
been a reversal in this trend with real expenditure changes falling short of
changes in real national disposable incomes, the result of which has seen a
steady improvement in the balance of payments on current account.

Conclusions
The paper examined the technical aspects of compiling a series of gross

national disposable income at constant prices adjusted for terms of trade. A
review of the literature on terms of trade suggested six possible candidates for
consideration. It was found that all six measures provided very similar results
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over the testing period 1970-1984. A preference was expressed for the Nicholson
method of deflating net exports (X - M) by the implied deflator for imports

Pm, because of its clear economic interpretation. A unified approach to
deflating net factor income (F) and net current transfers from abroad (Rc) was
suggested. This entailed also deflating these flows by Pm"

In the final section, the results obtained for real gross national disposable
income for Ireland during 1970-1984 were examined. It was found that in the
latest sub-period 1979-1984 the major part of the discrepancy between output
and income growth was attributable to a rise in real net factor income paid
abroad. The lesson from the income/expenditure comparisons over the 1970-84
period was also clear from the derived data, i.e., raising real expenditure when
there is insufficient real income growth can only come about through a
worsening of the balance of payments.
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Output Indicators Employment Output per Head

1 2 3 4 5 6 7 8

Manufac- Trans- Elec- Cement Manufac- Trans- Manufac- Trans-

turing portable tricity Sales turing portable turing portable

Goods Output Goods Goods.

1980 = 1980 = G.W.H. 000 000’s 000’s 1980 = 1980 =
100 100 Metric 100 100

Tons

1980 100.0 100.0 10733 1814.9 227.2 238.8 100.0 100.0

1981 102.7 101.6 10767 1812.5 220.7 232.3 105.5 104.5

1982 102.4 101.7 10792 1486.1 213.8 224.7 108.6 108.2

1983 110.0 108.6 11039 1382.4 201.0 211.3 124.2 122.8
1984 124.6 122.9 11424 1298.4 194.6 204.4 145.3 143.7
1985 128.0 124.7 11919 1233.2
1986

Quarterly Averages or Totals

1983 I 107.9 105.7 2990 298.1 203.0 212.9 120.7 118.6
II 113.1 110.9 2650 367.1 200.7 211.9 120.7 118.6

III 103.9 105.4 2470 371.5 201.4 212.0 117.0 118.0

IV 115.3 112.7 2929 345.7 198.8 208.3 131.6 129.0

1984 I 117.4 114.6 3136 271.5 195.7 205.2 136.0 133.6
II 132.6 132.4 2672 366.3 195.1 206.1 154.0 153.0

III 116.1 116.4 2562 350.0 195.2 204.4 135.0 136.0

IV 132.6 128.5 3054 310.6 192.2 201.1 156.5 152.7

1985 I 129.3 125.4 3259 241.3 187.5 196.3 156.5 152.7

II 136.0 132.6 2818 350.4 187.2 197.2 ,165.0 160.7

III 117.7 115.5 2705 333.1 187.3 195.8 142.7 141.0

IV 129.5 125.8 3137 308.3

1986 I 205.0
II
III
IV

Quarterly Averages or Totals Seasonally Corrected

1983 I 109.1 108.2 2711 356.3 204.1 214.5 121.3 120.6

II 106.5 104.5 2804 330.1 201.6 212.0 119.9 117.8

III 110.2 109.4 2766 343.2 200.5 210.9 124.8 124.0

IV 115.0 112.8 2765 358.8 197.7 207.8 132.0 130.0

1984 I 118.3 117.1 2844 325.6 196.8 206.7 136.4 135.4

II 125.0 128.4 2827 328.0 195.9 206.3 144.8 148.8

III 123.3 120.7 2866 322.6 194.2 203.8 144.2 141.5

IV 131.4 128.3 2891 316.8 191.5 201.0 155.8 152.5

1985 I 130.7 128.4 2951 292.9 188.6 197.7 157.3 155.2

II 128.5 125.5 2980 313.3 188.0 197.4 155.2 152.0

III 125.0 119.7 3025 304.3 186.3 194.6 152.3 147.1

IV 128.4 125.5 2974 310.9

1986 I 256.1
II
III
IV
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Unemploy-
ment Prices

9 10 I1 12 13 14 15

Live Reg- Consuitter Agricul- Import Export Terms Price of
ister Av. Price tural Price Unit Unit of Stocks +
Monthly Index Index Value Value Trade Shares

000’s NOV, 1980 = 1975 = 1975 = 1975 = 1975 =
1982 = 100 100 100 100 100

100

101.5 68.4 100.0 195.6 179.5 91.8 212.0 1980
127.9 82.4 117.7 232.4 208.4 89.7 219.9 1981
148.2 96.5 128.2 249.4 231.5 92.8 179.9 1982
192.7 106.6 135.4 261.1 251.9 96.5 223.7 1983
214.2 115.8 139.4 286.5 271.2 94.7 296.1 1984
230.6 122.0 135.6 316.8 1985

1986

Quarterly Averages or Totals

188.3 102.5 132.0 247.0 237.3 96.1 172.0 1983 I
188.1 105.3 133.7 254.5 247.7 97.3 206.1 II
193.0 108.3 138.8 268.8 257.0 96.7 249.7 III
201.3 110,3 138.5 275.3 263.3 95.6 267.2 IV

215.2 112.9 146.6 281.5 266.0 94.5 309.6 1984 I
210.8 115.5 150.0 283.7 269.8 95.1 314.9 II
212.6 116.9 135.6 294.3 276.6 94.0 280.7 III
218.1 117.7 134.4 297.9 283.3 95.1 279.1 IV

232.8 119.9 140.7 297.3 280.3 94.3 284.7 1985 I
226.5 121.5 140.2 300.6 288.0 95.8 289.4 II
231.8 123.3 133.1 298.0 290.0 97.3 333.3 III
231.2 123.5 134.3 289.7 282.7 97.6 359.8 IV

238.7 125.4 426.8 1986 I
II
III
IV

Quarterly Averages or Totals Seasonally Corrected

182.7 102.7 129.2 No No No No 1983 I
189.8 105.0 131.1 Seasonal Seasonal Seasonal Seasonal II
196.2 108.3 140.9 Pattern Pattern Pattern Pattern III
202.2 110.7 142.1 IV

209.4 113.0 143.8 1984 I
212.4 115.2 146.1 II
215.8 116.6 138.0 III
219.0 118.2 138.2 IV

226.9 119.9 138.1 1985 I
228.3 121.2 136.5 II
235.2 123.0 135.6 III
232.3 124.1 138.1 IV

232.2 125.4 1986 I
II
III
IV
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Money Earnings Real Earnings Consumption
Weekly Averages Indikators

16 17 18 19 2O 21 22

Manufac- Trans- Manufac- Trans- New Cars Retail Retail
turing portable turing portable Regis- Sales Sales

Goods Goods tered Value Volume

1973 = 1973 = 1982 = 1982 = Total 1980 = 1980 =
100 100 i00 100 100 100

1980 321.2 321,0 111.9 111.7 91032 100.0 100.0
1981 373.8 372.6 108.2 107.6 104645. 118.3 99.4
1982 419.1 419.8 103.6 103.6 72603 129.4 94.0
1983 468,3 469.2 104,9 104.8 61094 137.4 90.1
1984 523.8 525.1 107,9 107.9 55893 145.2 89.2
1985
1986

Quarterly Averages or -Totals

1983’ I 440.6 440.8 102.6 102,3 29851 135.5 92.0
II 458.4 463.1 103.9 104.7 ~2255 130.2, 86.1
III 476.3 475.9 105.0 104.6 12110 135.4 87.6
IV 497.9 497.1 107.7 107,.3 6878 148.5 94.8

/

1984 I 502.3 503.0 106.2 106.1 19263 139.8 87.9
II 518.5 523.8 107.1 108.0 18443 143.9 88.6
III 528,2 528.1 107.9 107,5 11708 143.5 87.3
IV ,546.0 545.6 110.7 110.4 6479 155.8 93.7

1985 I 541.8 542.0 107.8 107,6 19914 147.6 87.5
II 561.8 565,4 110.3 110.8 19200 153.2 89.8

III 570.0 110.3 13287 155.2 90.1
IV 7152 167.6 ’ 96.6

1986 I
II
III
IV

Quarterly Averages or Totals Seasonally Corrected

1983 I 447.0 449.0 103.5 103.6 20234 136.7 92.7

II 456.6 457.8 104.0 104.1 10743 132.6 88.0

III 476.5 476.3 105.4 105.3 13737 137.7 89.2

IV 492.4 493.4 106.1 105.8 14848 142.1 90.4

1984 I 509,3 512.1 107.3 107.5 12953 141.3 88.8

II 517.4 518.0 107.3 107.3 15752 146.5 90.4

III 527.9 528.6 108.2 108.2 13540 146.2 89.0

IV 540.2 541.7 109.0 108.9 13313 148.6 89.2

1985 I 549.0 551.4 109.0 109.0 13451 149.4 88.4
II 560.9 559.5 110.5 110.1 16298 156.0 91.6

III 569.5 110.6 15487 158.2 92.0

IV 14182 159.6 91.8

1986 I
II
III
IV
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Government Monetary Developments

23 24 25 26 27 28 29

Current Current Current Money Licensed Banks External
Revenue Expendi- Deficit Supply Domestic Credit Reserves

ture M3 Government Non-Gov.

~m ~m ,~m ~m ;~m ~m ~m

End End End End
Period Period Period Period

3155 3708 553 n.a. 1132.6 n,a. 1346.0 1980
3973 4796 823 n.a. 1277.4 n.a. 1473.1 1981
4908 5896 988 7291.9 1564.7 6655.1 1594.0 1982
5711 6671 960 7697.4 1775.7 7493.8 2014.8 1983
5952 6991 1039 8473.9 2247.9 8127.6 2101.2 1984
6331 7615 1284 2271.9 1985

1986

Quarterly Totals Monthb Totals

1220 1646 426 7229.1 1499.9 6888.3 1235.1 1983 I
1405 1654 249 7345.5 1638.4 6904.8 1343.2 II
1440 1560 120 7439.7 1749.7 7302.1 1914.4 III
1646 1811 165 7697.4 .1775.7 7493.8 2014.8 IV

1290 1719 429 7697.4 1831.2 7512.5 2117.7 1984 I
1516 1684 169 7934.1 2142.4 7724.4 1952.0 II
1457 1715 258 8161.8 2223.0 7938.4 1875.0 III
1688 1873 185 8473.9 2247.9 8127.6 2101.1 IV

1325 1981 656 8438.9 2166.3 8151.0 2632.5 1985 I
1635 1792 157 8545.0 2319.1 8291.7 3124.8 II
1562 1838 277 8639.8 2421.6 8206.8 3009.6 III
1809 2004 195 2271.9 IV

1416 2O56 640 1986 I
II
III
IV

Quarterly Totals (S.C.) Monthly Totals (S.C.)

1338 1603 265 No No No 1208.5 1983 I
1400 1654 253 Seasonal Seasonal Seasonal 1424.4 II
1420 1620 128 Pattern Pattern Pattern 1920.2 III
1458 1769 338 2084.7 IV

1444 1663 219 2119.6 1984 I
1500 1694 194 2039.7 II
1501 1785 284 III
1493 1852 359 IV

1501 1910 409 1985 I
1611 1807 196 II
1604 1920 316 III
1600 1975 37"4 IV

1611 1982 370 1986 I
II
III
IV
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5

Visible Trade Indicators Exchange Rates

3O

(Value)‘

31 32 33 34 35 36

Imports Exports Import Imports Exports Effective Sterling
Excess Index

(Value) (Value) (Vo!ume) (Volume)

~’m .~m 1975 = 100 1975 = 100 Dec. 1971 Per IR£
= 100

1980 5419.6 4130.9 1288.7 162.6 158.9 74.01 0.8862
1981 6578.4 4777.6 1800.8 166.0 158.3 67.75 0.8002
1982 6812.3 5687.9 1124.4 160.3 169.8 67.35 0.8125
1983 7355.0 6936.0 419.0 165.3 190.2 65.13 0.8222
1984 8913.5 8897.7 15.8 182.6 226.7 62.26 0.8134
1985 9435.8 9742.2 -306.4 62.41 0.8234
1986

Monthly Averages

1983 I 585.8 471.5 114.3 167.1 164.8 69.46 0.8943
II 592.1 575.8 16.4 163.8 192.6 65.14 0.8171
III 602.4 606.8 --4.4 157.8 195.6 63.28 0.7894
IV 673.2 658.9 14.3 172.7 207.6 62.74 0.7896

1984 I 744.5 654.4 "90.1 186.3 203.8 62.58 0.7951
II 715.0 769.9 --54.9 177.4 236.5 62.56 0.8097
III 710.5 722.7 --12.2 170.0 216.6 61.86 0.8143
IV 801.1 818.9 --17.8 189.3 239.7 62.04 ’ 0.8352

1985 I ¯ 820.4 800:3 20.3 194.4 236.6 61.95 0.8590

II 808.2 855.8 - 47.6 189.2 246.2 61.44 0.8075¯

III 740.7 795.3 -54.6 175.0 227.5 62.15 0.7959

IV 775.9 795,9 - 20.0 188.6 233.3 64.1i 0.8324

1986 I
II
III

.IV

Monthly Averages. Seasonally Corrected.                                               ¯

1983 I 570.6 507.7 62.9 163.6 176.2 No No

II 577.3 565.9 11.4 ¯ 160.9 191.1 Seasonal Seasonal

III 620.6 601.3 19.3 162.5 194.3 Pattern Pattern

IV 690.2 641.3 48.9 175.5 ¯200.6

1984 I 722.7 711.6 11.1 180.4 218.8
II 699.8 741.6 --41.8 174.0 229.6
III 725.9 711.3 14.6 174.6 213.9
IV 833.7 800.8 32.9 196.9 233.5

1985 I 792.4 862.1 --69.7 185.6 249.6
II 795.6 817.8 --22.2 185.5 239.2

III 774.5 792.4 --17.9 183.8 227.4
IV 796.4 770.5 25.9 194.2 227.1

1986 I
II
III
IV
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