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Chapter 1
THE IRISH ECONOMY 1972-81: AN OVERVIEW

In this section it is proposed to provide an analysis and description of
the causal factors at work affecting the economy in the period under review,
ie., 1972-1981. Later sections will deal with the actual experience with
regard to (i) growth, inflation, employment and external balance, (ii) the
performance of the Irish economy relative to selected other economies,
(iif) the short-term policy response and the development of policy over the
period — covering monetary, fiscal and incomes policies. Finally, given the
importance of incomes for an open economy a cross sectional analysis
of income developments in other countries is also given,

The period under review has been marked by two major world recessions
~ that of 1974/75 and that of 1980/81. In mid-1973 it could be said that
the world economy was supply constrained. From mid-1972 to mid-1973
output grew at an unprecedented rate. This growth was accompanied by
supply shortages of some products and rapid price inflation in primary
products. Within the industrial world the rapid growth of output led to
rapid price inflation, both of factors of production and of products —
the period was a characteristic inflationary boom,

The situation in Ireland mirrored that abroad. The growth in output
from mid-1972 to mid-1973 had been extraordinarily rapid at home. By
mid-1973, however, domestic output had levelled off and manufacturing
industry was experiencing supply constraints. Stocks of finished products
and of raw materials were considered by firms to be inadequate and an
increasing proportion of firms reported that their resources at that time
were inadequate to increase production. The domestic and international
supply shortages were accompanied by rapid price inflation — of factors
and products, particularly primary products — import prices rose by 13
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per cent in 1973, compared with 4.5 per cent in 1972, consumer prices
increased by 11.5 per cent in 1973 compared with 8.5 per cent in 1972
and average earnings increased by 19 per cent compared with 15.5 per cent
in 1972. A half-year analysis shows the rise in prices increasing from the
second half of 1972. The earnings data lagged somewhat — the rise in the
rate of increase in earnings occurred in the first half of 1973 when earn-
ings rose at an annual rate of almost 25 per cent.

In response to the very rapid growth in output and prices in 1972/73,
policy in some major economies was tending to be restrictive. The purpose
of restriction was to allow some time for new investment underway in
1973 to increase the productive capacity of the industrial world and
to dampen down primary product prices. However, the latter effect was
only likely to be short lived as investment in primary products tended
to have a much longer gestation period and there was some evidence that
investment, particularly in developing countries, was being directed away
from primary products and into manufacturing in response to what
appeared to be a long-term secular decline in primary product prices
relative to the prices of manufactured products.

It was within this sort of context that the rise in oil prices occurred.
The rise in oil prices affected internal and external demand adversely. In
the short to medium term the demand for energy is relatively price inelastic.
The rise in price for energy led to some fall in demand for oil but an increase
in total expenditure on oil and a decline in the demand for other goods
and services in the industrial world, If OPEC countries had been able to
absorb their increased revenue in imports, then the fall in domestic demand
in industrial countries would have been compensated by increased external
demand. However, OPEC countries did not have the absorbtive capacity.
Simultaneously governments in industrial countries did not wish to counter-
act fully the short-term demand deflationary effects of the oil price increase
and the OPEC surplus — because of the general concern with inflation.
Indeed for some of the major industrial countries the short-term price
inflationary effect of the oil prices increase led to an intensification of
existing restrictive monetary and fiscal policies. The effects of such restric-
tive policies spread through trade to other countries reinforcing the demand
deflationary factors already at work.

In Ireland policy in 1974 and 1975 was expansionary. However, it was
not sufficiently expansionary to take account of the impact effect of the
oil price rise, or indeed the effect of the fall in demand externally. Simul-
taneously the particular stage of the cattle cycle led to a very marked
increase in sales of cattle off farms and this led to a very large fall in cattle
prices and in farmers’ incomes. Some part of the fall in cattle prices was
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reflected in increased profits of meat factories so that there was an internal
transfer underway in the economy. However, the situation in Ireland was
by no means unique and prices of cattle fell internationally. For Ireland
the effects of the restrictive monetary and fiscal policies internationally
and the oil price increase were reinforced by the fall in farmers’ income.

Output in manufacturing fell from the first quarter of 1974 to mid-
1975. The peak in the first quarter of 1974 was itself somewhat artificial
and reflected industry’s attempts to restore stock levels to normal, follow-
ing the supply shortages of the previous half year. A good part of the fall
in output, following the first quarter, represented an attempt by firms to
adjust stock levels to reflect the new levels of demand.

The recovery phase for output in manufacturing began in the second
half of 1975. The bottom of the destocking internafly and externally
seemed to have occurred about the middle of the year. Internally there
was a reduction in the excess levels of firms’ stocks (both of finished
products and raw materials) and manufactured exports (SITC 5-8) in-
creased by about 3 per cent, annual rate, in volume terms. There was
also a recovery in cattle prices at the end of 1974 and by the summer
of 1975 they had reached their previous peak. Agricultural incomes
increased by 40 per cent in 1975 and this aided the recovery.

While the external recovery was important it is still debatable whether
the external stimulus might have been greater if domestic costs had been
more favourable. The fall in manufactured exports from Ireland was less
than the fall in world trade but the initial recovery was also less. In part,
some of the slow recovery may have been due to the evolution of incomes
during the 1974/75 period. The 1974 National Pay Agreement incorporated
an escalator clause — a clause which increased basic rates of pay by 10 per
cent in early 1975. Moreover during 1974 firms’ competitive position did
not worsen. The 1975 Agreement was essentially an indexation agreement
and resulted in an increase of 8 per cent in pay in the first three month
phase and a further increase of 5 per cent in the second three month
phase. The first of these increases followed three months after the 10 per
cent escalator clause increase of the 1974 Agreement and in the absence
of an exchange rate change led to a worsening of the competitive position
of Irish firms against other countries with the exception of the UK where
the experience was similar. The situation looked set to deteriorate further
with the expected increase in consumer prices in the third quarter of 1975.
The Government,however, with a supplementary budget in June, introduced
a range of subsidies designed to reduce the rate of price increase and
hence modify the growth in incomes. In the event consumer prices fell
marginally and there was no increase in basic rates of pay under the third
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phase of that agreement. The rise in the fourth quarter was relatively
modest, at 2.8 per cent.

From mid-1975 the economy recovered. The external stimulus became
very important with manufactured exports increasing by over 20 per cent
in volume terms in 1976 and 1977. This increase reflected not only in-
creased demand abroad but also an increased supply of goods for export
from new firms established under the industrial development programme.
Fiscal policy remained expansionary, though there are paradoxical results
for 1976, discussed in the section on policy. In 1977 and 1978 in particular,
fiscal policy was expansionary in a period when other factors were pro-
viding a significant stimulus to growth. If in both these years fiscal policy
had been neutral then growth might still have been reasonable with a
lower payments deficit and a lower borrowing requirement.

Fiscal policy in 1977 and 1978 was geared towards an expansion in
demand, a reduction in the rate of increase in consumer prices and a con-
sequent reduction in the rate of increase in basic wage rates. The expansion
in demand was expected to lead to a worsening of the payments deficit
but this was expected to be short-lived as with smaller increases in basic
wage rates firms were expected to become more competitive on the home
market and on export markets. The strategy was relatively straightforward
but required as an instrument of policy that which was endogenous to the
system viz. wage rates. The increase in demand resulted in increased demand
for labour and in pay awards much greater than envisaged. However, the
payments deficit did not worsen to any marked degree as there was an
improvement in the terms of trade in 1978 of 1.8 per cent. The effective
improvement in the terms of trade was greater than this as net EC transfers
increased from £245 million in 1977 to £366 million in 1978 under the
EC Common Agriculture Policy: Guarantee Section. The effect of the
increase in demand on the payments deficit was masked by the improve-
ment in the terms of trade and the increase in EC transfers. Agricultural
incomes also peaked that year. In 1979 fiscal policy was again expansion-
ary with reference to 1978. The terms of trade, however, deteriorated and
the payments deficit worsened from a deficit of £200 million in 1978 to
£725 million in 1979. Some part of the worsening deficit reflected the
increase in oil prices of that year (oil imports rose from £338 million in
1978 to £520 million in 1979). In fact the terms of trade deterioration
(£180 million) is identical to the rise in the value of oil imports that year.
However, the greater part of the increase reflected the increase in demand
that had occurred in 1978 and 1979. The economy in 1979 was experienc-
ing supply shortages very similar to those felt in 1973. For example, there
were shortages of skilled labour even though unemployment was higher
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than in 1973 —met by direct recruitment in the UK —and of home
produced materials, notably cement. In spite of the postal dispute which
seriously affected many businesses, GDP still grew by 3.2 per cent. If the
economy could be characterised in any way it was as one suffering from
an excess level of demand which was being translated in a higher balance of
payments deficit. Simultaneously there was a marked worsening in the net
external position of the public authorities with net external liabilities in-
creasing from £140 million at end-1978 to £1090 million at end-1979. The
external reserves fell by £277 million and Government (Central Govern-
ment and semi-State companies) indebtedness abroad increased by £673
million. Financial movements in 1978 and 1979 were complicated by pro-
posed and actual membership of the EMS. Clearly there was some port-
folio adjustment going on throughout both years,

Potentially the most significant feature of development in 1979 was the
National Understanding which was an attempt to integrate wage develop-
ments with employment creation and which proposed and used fiscal
measures as instruments to realise a desirable pay outcome. The National
Understanding contained an explicit recognition of the importance of pay
for full employment on the part of Government, Employers and Trade
Unions. In addition to this, specific action by Government, Employers and
Unions outside the field of pay was proposed. On the Government side it
was proposed to set up a National Hire Agency, a National Enterprise
Agency, and to provide a more equitable tax structure. There were also
conditional fiscal proposals. Employers undertook to promote greater
co-operation with Trade Union representatives to resolve industrial relations
problems while the Trade Unions undertook to prepare measures to deal
with inter-union disputes. A comparison of the First National Understand-
ing with the previous National Pay Agreements marks it as innovative,
There were problems with the Understanding however. First, the basic
increase in pay was too high. Second, there were conditionality clauses
where benefits to some groups were dependent on the actions not of those
in the group but outside it. The prime example ot this was the increase of
£1 per week on all adult social welfare payments. Third, the question of
indirect tax increases and increases in pay was only partly recognised, as
was the associated problem of oil price increases. Fourth, the National
Understanding assumed away the industrial relations problems of the Public
Sector — as indeed does the current Public Service Pay Agreement for this
year. Fifth, the Understanding ignored the question of the public finances.
In spite of these problems the explicit recognition of the importance of
pay for employment was positive. The use of wages as an instrument of
policy for full employment will not come either readily or without consent
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so that even a minor shift in this direction must be built upon.

Internationally the governments of industrial countries were concerned
with evidence of rates of inflation increasing towards the end of 1978,
Policy was once again becoming more restrictive at about the same time
that oil prices rose again under the impact of the Iranian Crisis. In marked
contrast with the earlier recession there was very little attempt worldwide
by smaller countries to reflate their economies — the size, both of external
deficits and government deficits militated against this. Of particular
importance to Ireland was the election in the UK of a government com-
mitted to reducing the size of the public sector and the rate of inflation
and the inevitable adjustments that this necessitated.

In output terms the period 1979/80 is very like the period 1973/74
in Ireland., Output in manufacturing was relatively stagnant throughout
1979 but grew rapidly in the first quarter of 1980. After this output
declined, with the decline being very much as in 1974/75 in extent but
much more concentrated — the trough being reached after three quarters.
As in the first recession stocks of finished products and raw materials
became excessive, though it appears that firms were very much better able
to control stocks than in the earlier recession,

Agricultural incomes fell in 1979 in nominal terms and fell again in
1980 and this as in 1974 was a very important negative influence on the
domestic economy in those two years. The decline in real agricultural
income in 1979-1980 was very much greater than the decline in real
income in 1974. Unemployment increased throughout 1980 'and again
throughout 1981,

Domestically fiscal policy was expansionary, but much less so than in
1974/75. The effect on GNP of expansion in 1979, 1980 and 1981 was
about 2 per cent, 0.5 per cent and negligible respectively compared with
almost 4 per cent in 1974 and 1.5 per cent in 1975. However, as fiscal
policy has been expansionary throughout the whole period 1972-1981
the borrowing requirement was a rising percentage of GNP and debt
interest payments abroad were becoming a larger proportion of required
borrowing. Thus for any given level of the borrowing requirement there
was a smaller domestic impact than in the first recession. The size of the
borrowing requirement and the degree of external funding became a matter
of increasing concern. Fiscal policy had been primarily concerned with
short-term income generation without sufficient regard to long-term
capacity creation out of which debt could be serviced. In 1981, for instance,
almost one half of total borrowing by the Exchequer was to finance the
current budget deficit. Furthermore, it is by no means clear that capital
expenditure undertaken in this period provides a return to the Exchequer
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either directly or indirectly to finance the interest on the debt. If this
situation is not changed then the external debt becomes unstable with
interest payments rising rapidly and eventually requiring further foreign
borrowing simply to pay foreign interest. This is an unsustainable position
in the medium-term. The July 1981 Budget represented an attempt to
reduce slightly the borrowing requirement. For policy-makers the situation
in the period 1980-1981 was .one of balancing the need to maintain
domestic demand against the future interest payments and the possibility
that foreign lenders might prove unwilling to lend. The root of the dilemma,
however, was, and is, the fact that foreign borrowing was being used to
finance the current budget deficit and marginal capital expenditure. It is
impossible to change this without affecting short-term income generation,
whatever about capacity creation.

If there are lessons for stabilisation policy for Ireland to be learned
from the two recessions they are that (i) fiscal policy affects primarily the
size of the balance of payments in the short run, (ii) fiscal policy is very
hard to reverse, i.e., there isan expansionary bias in the system, (iil) incomes
policy requires a new institutional framework if it is to be used for stabili-
sation purposes. There are also some lessons for monetary policy which
have not been considered here — in essence, however, the appropriate
instrument for monetary control is domestic credit expansion (DCE).
The control of DCE requires the integration of fiscal and monetary policies
if the private sector is not to be squeezed of credit unless net foreign
liabilities are to rise further.

In looking at the period 1972-81 as we have done there is an inevitable
concentration on short-term demand management or stabilisation since
policy is given effect through annual budgets. This concentration on the
short-term obscures the supply side effects of policies and programmes,
yet it is the supply side that provides for potential increases in output. We
have not discussed policy on the supply side: infrastructural policy; edu-
cational policy; health policy; transport policy; industrial policy; agri-
cultural policy, etc. These are areas beyond macro-economic policy and
deserve individual detailed studies.




Chapter 2
ECONOMIC REVIEW 1972-1981

Traditionally the short-run performance of economies has been judged
by the extent to which internal and external balance have been realised or
maintained. The target variables covered by internal balance are: the rate
of growth in output; the level of unemployment and the rate of inflation.
External balance, on the other hand, covers the balance of payments on
current account. In this section it is proposed to cover recent experience
with regard to these target variables.

Growth in Output

The conventional measure of output as used in Ireland has been Gross
National Product (GNP). There are, however, twoe measures of GNP in
volume terms — that based on expenditure on GNP and that based on out-
put comprising GNP, As these measures give somewhat different results for
GNP growth, the analysis of this part covers both expenditure and output
measures. A further reason for this dual analysis is that concentration on
the expenditure aspects of output obscures the particular sectoral develop-
ments that occurred over the period. Table 1 summarises both measures
over the period of the analysis.

Table 1 in very broad outline summarises the movement in total output
over the period of the two recessions. The expenditure data do not at any
point over the period show any decline in GNP.

However, even using annual data there was clearly a decline in the rate
of growth in 1975 compared with the previous two years and indeed with
the average of the previous 10 years of 4.4 per cent. The output data
indicate a decline in 1975, Both expenditures and output data reflect the
rapid growth of 1977 and 1978 followed by the second recession where
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the GNP growth fell.

A feature of developments over the period has been the change in the
divergence between Gross National Product and Gross Domestic Product.
The difference between GNP and GDP arises because of interest (including
National Debt interest) and dividends paid abroad and received from
abroad. Up to 1976 the net position, as measured, was in Ireland’s favour
but since then the net position has deteriorated, The principle reason for
this has been the increase in national debt interest paid abroad which has
risen from just under £10 million in 1972 to £315 million in 1981.

Expenditure on Gross Domestic Product

Tables 3 and 4 summarise the position with regard to expenditure com-
ponents of GDP. Table 3 considers percentage changes by principal expen-
diture heads whilst Table 4 examines the “ex-post contribution” to growth
of these components. It is readily apparent from Table 3 that the experience
of the expenditure components between the two recessions has differed.

First, the fall in 1980 in private consumption was 0.4 per cent compared
with the 4.6 per cent fall in 1975. Second, the fall in investment was con-
fined to one year, 1980, in the second recession whereas in the first
recession, investment fell for two years. Third, Government consumption
expenditure grew very rapidly in 1974 and 1975 — by 7% per cent, in each
year, whereas in the later recession the growth was cut back to 4 per cent
in 1980 and possibly as low as 1 per cent in 1981. Fourth, final demand
fell by 3 per cent in 1975 compared with a decline of 0.8 per cent in
1980. However, the recovery in final demand to 6.1 per cent in 1976 has
not been matched in 1981 when final demand grew by only 2.2 per cent.
Fifth, imports were much more volatile in the earlier recession, falling for
two successive years with a decline of 14 per cent between 1973 and 1975
compared with a one year fall of 4.5 per cent in 1980,

Table 4 indicates the relative contribution to growth of the different
components and includes stock changes explicitly. From Table 4 it is clear
how important the stock cycle was in both 1975 and 1980. In 1974 stock
levels increased while demand was weakening. The adjustment to stocks in
1975 wasequivalent to § per cent of GNP, In the later recession the adjust-
ment was less, but still substantial at nearly 3 per cent of GNP in 1980.

A characteristic of the period under review was the overall importance
of investment. In 1972 gross investment was 22.2 per cent of GDP, but
was in excess of 30 per cent of GDP on average in the period 1979-1981.
While this rate of investment is by no means unique it is high by inter-
national standards and would normally be expected to be accompanied by
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significant output growth, Unfortunately the available data on investment
by sector are poor and not up to date so that we cannot carry out detailed
analysis by sector to disentangle pure capacity expansion investment or
“social” investment from pure cost cutting investment. There may also be
other structural factors at work, We can, however, say something about the
finance of investment.

From Table 5 the growth in the relative importance of investment in GDP
is clearly seen. However, the growth in investment has not been matched
by an equivalent growth in domestic savings but by increasing net foreign
indebtedness. Net national savings in 1981 financed only a quarter of total
gross investment compared with three-fifths in 1972, If it is assumed that
the depreciation allowance for housing in total depreciation is small, then

net national savings by 1981 were financing a trivial amount of new non-
housing investment.

It is possible to take this a sta

of net national savings over th
The most

ge further and to examine the components
e period. Table 6 summarises the position,
striking feature of the data is the deterioration in the position of
the public authorities which moved from a marginal surplus on current
account to a very large deficit by 1981. The personal savings rate increased
quite dramatically in 1975, the year in which the government deficit was
relatively worst in the earlier recession. However, the personal savings rate
declined from 1978 onwards and the government deficit increased.

Gross Domestic Product by Sector

Table 7 summarises the growth experience by sector over the period
1972-1981. There are several aspects of this table that are worth noting.
First, there are very large differences between the growth rates by
sector on an annual basis. The greatest differences are between agriculture
and the other two sectors of industry and services. The differences were
largest in 1979 when value added in agriculture in volume terms declined
by 12.5 per cent while output in industr
per cent and 5.3 per cent respectively,
Second, there have been very wide fluctuations in growth rates by
sector. In agriculture the range was —12.5 to +10.8, in industr
was ~6.9 to +10.6, whilst in the services sector the range was
from 1.3 to 6.6. The coefficient of variation by sector is as follows:
Agriculture 930%, Industry 135%, Services 55%. Agriculture, which had
the lowest annual average growth, experienced the widest fluctuations.
Third, at least in value added terms, agriculture is at a different phase of
the cycle to industry. The declines in industry occurred in 1975 and 1980,

y and services increased by 10.6

v the range
narrower —
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Sub-annual data discussed later will place the decline more precisely,
annual data show the decline, on average, occurring in these two years
mirroring and indeed identifying the two recessions of 1974/75 and
1979/80.

Fourth, there has been much less variation in GDP at factor cost than
in any of the broad sectors identified in the table. The difference in the
cyclical pattern of agriculture has tended to compensate partly the move-
ment in industry and services.

The figures in Table 7 are very global figures. The variation in the rate
of growth by sector and by sector relative to GDP as a whole suggest a
greater degree of instability and hence uncertainty by broad sector than in
GDP as a whole. The data do not tell a causal story and do not indicate the
feedback mechanism between sectors through output, price and income
effects. It is proposed to examine the broad sectors in more detail where

the data permit.

Agriculture
Table 8 provides data on selected agricultural statistics in volume terms

over the period 1972-1981.

It is clear from the table that gross output is much less variable than net
output — the difference being due to variations in inputs into farming. The
two principal inputs are feedstuffs and fertilisers. Over the period there
have been very large changes in the use of inputs.

Table 9 below indicates the pattern and type of feedingstuff purchased
by farmers. It excludes animal feed consumed on the farm where grown
and direct intra-farm purchases and sales (primarily oats, barley and
potatoes). The changes in purchases of inputs year by year are very large
and reflect a complex play of factors — factors that revolve around the
relationship between feed prices and expected product prices and cash
constraints. In some years this takes the form of purchases of cattle feed
to supplement grass and grass products where weather has affected grass
growth. The decision in this case represents a choice between selling cattle
at current prices and feeding cattle given feed prices and expected future
cattle prices. For poultry, pigs and dairy cattle (where feed concentrates
can be used to increase milk yields) the decisions are essentially similar. A
narrowing of the product/feed price ratio will tend to reduce feed inputs.

Table 10 indicates the pattern and quantities of fertiliser inputs into
agriculture. The very large variation of recent years in fertiliser inputs are
clear. Table 10 indicates the particular products and highlights where
changes have been greatest. Fertiliser inputs have effects on output not only
in the year in which they,are applied but also in subsequent years. It is not
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Table 9: Production of compound feeding stuffs (000 tonnes) 1972-81

%ng ;;fd P;::;ry Miscellaneous Total % change
1972 237.9 6053 261.1 89.2 1180.9 4.0
1973 291.2 588.0 269.1 90.9 1225.1 3.7
1974 285.5 487.2 251.9 80.0 1104.1 -9.8
1975 333.8 392.8 237.0 72.3 1036.0 -6.2
1976 4309 479.6 253.8 88.9 1253.2 21.0
1977 564.6 4749 2674 1144 1418.4 13.2
1978 821.6 486.8 249.0 108.7 1666.1 17.5
1979 1126.6 5383 270.5 127.7 2063.3 23.8
1980 906.5 5059 268.0 110.6 1791.0 -13.2
1981 1013.2 490.0 262.8 119.9 1885.9 5.3
Table 10: Fertiliser consumption (000 tonnes)
N P K
1971/72 96.7 76.6 117.7
1972/73 129.5 90.3 153.6
1973/74 129.7 84.2 150.4
1974/75 133.0 50.5 93.1
1975/76 152.7 58.7 120.2
1976/77 166.7 65.2 141.6
1977/78 230.5 76.1 1704
1978/79 263.6 80.3 183.8
1979/80 247.5 68.0 157.0
1980/81 275.1 63.1 150.3

possible to determine whether and to what extent the growth in fertiliser
usage has been due to an increased usage by farmers who traditionally
used fertiliser or to an increase in the number of farmers using fertiliser.
Fertiliser usage is a response to fertiliser price, expected fertiliser efficiency
and expected future product prices — where the perlod over which
expectations apply is much longer than in the case of feed and thus
more uncertain. In the short-term, usage can vary and tends to if income
levels are poor, without necessarily affecting output in the short run. The
degree of fertiliser efficiency may not be as well known to farmers as is
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feed efficiency — it is possible to over-apply fertiliser with zero or negative
output effects whereas it is in general not usual to overfeed animals.

Given technical efficiency of feed and fertiliser, the relative prices of
final products and inputs are important. Table 11 summarises the position
with regard to output and input prices. Input prices include other inputs
besides feed and fertiliser — these latter being material inputs. The dif-
ferences between output prices and input prices, even at this level of
aggregation, are very large and clearly must have been responsible for
fluctuations in input usage and through this in output.

In looking at the growth in gross output in relation to the growth in
inputs it would be a mistake to conclude that inputs were inefficiently
used. Over the past 34 years weather conditions have been extraordinarily
bad for farming, compared with previous years. Increased input usage may
have been simply an attempt to counteract the effect of adverse weather
conditions on grass growth and milk output. In 1980 for instance in spite
of a reduction in the volume of farm materials the worsening of the input
price/output price ratio led to a reduction in net income,

In National Accounts terms we are concerned with Income Arising in
Agriculture. Table 12 summarises the data. It should be noted that the
concept of income arising in agriculture includes as income various sub-
sidies and excludes rates on land, which are treated as a cost as are interest

Table 11: Output and input prices % changes 1972-1981

1973 1974 1975 1976 1977 1978 1979 1980 1981

Total Output

" Prices 30.7 1.4 28.0 257 224 13.1 5.9 -2.7 18.9
Livestock 29.6 -7.3 282 325 20.5 183 42 -3.3 225
Milk 247 194 283 11.7 320 8.5 44 -0.7 139

Crops 389 127 322 250 13.0 -3.0 208 -55 12%

Input Prices — - - 157 216 42 126 14.5 148
Feed 404 309 48 201 296 20 117 40 938
Fertiliser 88 364 572 238 9.3 6.0 9.6 19.3 11.1

Source: Agricultural Output and Input Price Indices (CSO0). Discontinu-
ity in Seéries in 1975 — input prices and milk prices derived from actual
expenditures and receipts and volumes.
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payments. Furthermore as it is a measure of value added no allowance
has been made for interest payments by farms in their capacity as enter-
prises. Conventionally, as income arising in agriculture is primarily income
from self employment, the figures represent both value added and house-
hold income from farming. If income arising to family farms is treated solely
as an income concept it is clear that there have been very large changes in
farm incomes in nominal terms. Nominal incomes fell in 1974 and again in
1979 and 1980. In 1981 a recovery in nominal incomes to the 1978 level
occurred. Real incomes have similarly been extremely variable, declining in
1974, 1979 and 1980 and remaining at the 1980 level in 1981, However,
by 1981 real agricultural income was 37% per cent below the 1978 peak.
Interestingly enough the 1981 figure in real terms is identical to that of
1971, prior to entry to the EEC. (The 1972 figure would be inappropriate
given that market access to the then EC for cattle was available — pushing
up cattle prices and farmers’ incomes. Also milk prices domestically were
raised prior to entry to benefit from higher support prices.) These com-
parisons exclude changes in numbers engaged in agriculture and make no
allowance for differences between whole-time and part-time farmers.

There have, however, been very large increases in the indebtedness of the
farming community to financial institutions and with interest rates generally
in the range 12-18 per cent over the period it is clear that net income from
farming was less than that given in Table 8. Unfortunately there is some
ambiguity in the available data for indebtedness. If the data for farmers’
indebtedness to financial institutions are compared with data on loans for
productive purposes on farms in the Farm Management Survey 1980 of
An Foras Talintais, it appears that indebtedness as measured by the former
is much greater than that measured by the latter. The difference may be
due to farmers’ borrowings from financial institutions to finance activities
outside farming, From the point of view of the individual farm as an enter-
prise, profitability and net income are derived from considering interest on
borrowing for productive purposes on farms. From the point of view of
farmers’ disposable income the wider measure of indebtedness is appropri-
ate, though interest receipts and other income, however derived, are
important additions to disposable income. Unfortunately we have no data
on the net financial indebtedness of farmers.

Whatever about the statistical difficulties of the net indebtedness position
there can be little doubt that for some farmers the servicing of present
levels of borrowing is difficult, if not impossible, even where borrowings
were applied for productive purposes on farms. If investment in any period
were profitable, then an unanticipated worsening of the output price/input
price ratio could cause severe financial difficulties — the more so if farms
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were achieving optimum economies of scale in the previous period. Similarly
if borrowings were used to finance land purchase, land prices relative to
the anticipated output price/input price ratio are relevant. It would be
interesting to see loan proposals from farmers over time in financial
institutions’ records. Finally, where loans were applied to areas outside
the farm proper, as with housebuilding, or consumer durable purchases,
there could be debt service difficulties because incomes from farming are
depressed.

In addition to the data given in the previous tables, there is some
information on Gross Capital Formation in agriculture. The available
data indicate that gross investment in agricuiture in recent years (1975-1979)
remained at very high levels — averaging about ¥3 of income arising. It is
thus surprising that net output in volume terms has not increased by rather
more — the average growth 1972-1981 amounts to only 0.6 per cent. Indeed,
the slow growth in net output is doubly surprising in the face of the very
large increase in the application of fertiliser and. the increase in feeding
stuff over that whole period. It suggests that returns from investment,
fertilisers and feed might be very low and this, coupled with a deterioration
in the output price/input price ratio would explain the poor income growth
and the financial difficulties now being faced by the farming community.

In this section an attempt has been made to look at the growth and
income performance of agriculture over the period 1972-1981. The prin-
cipal characteristic that emerges is the degree of fluctuation in (i) gross
output, inputs and hence net output, (ii) output prices, input prices and
the output price/input price ratio and (iii) income arising in agriculture.
The cause of fluctuation in prices — the impact of EEC price controls,
variations in exchange rates and variation in supply to the market, have
not been considered.

Industry ,
The average annual rate of growth in volume terms in value added in

industry was 4.3 per cent between 1972 and 1981. The period encom-
passes the two recessions —of 1974/75 and 1979/80 when output in
industry fell by 6.9 per cent and 3 per cent respectively. Within the
industrial sector as a whole there was a quite different experience at
different sub-sectoral levels with regard to the timing and extent of both
recession and recoveries. Individual sub-sectors also reflected long-term
trends — changes in demand, changes in relative cost and prices and changes
in the basic supply position as new foreign firms started production.

The actual output experience in manufacturing by sub-sector in the
period 1972-1981 is summarised in Table 13. The datafrom 1976 are based
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on the NACE system of classification with 1973 = 100. The data to 1976
are based on the previous system of classification and sectors are not
directly comparable.

Over the period from 1973 there has been very rapid structural change
in manufacturing. Output in the Chemicals sector more than doubled, while
output in the Clothing (including leather and footwear) sectors declined
by a fifth. Qutput in the Wood and Furniture sector declined by an eighth.
Both these latter sectors have been more or less in continuous decline over
the period, though there was a very large increase in output in wood and
furniture in 1976. At a more detailed sectoral level the differences between
sectors are very marked, as Table 14 illustrates. The data at this disaggregated
level reveal the diversity of experience in industry over a reasonably long
period. The particular development by sector can be explained partly by
reference to investment by sector,

Tables 15 and 16 reproduces data from the IDA annual reports 1973-
1980. The data refer only to new investment projects where approval for
grants was made by the IDA and covers both new foreign and new domestic

Table 14: Volume of production by selected minor industrial sector

% change 1973-1981

% Change ‘% Total

output
Mineral oil refining ~-39.0 0.3
Chemicals 131.9 10.5
Production and preliminary processing of metals ~33.9 1.3
Office and data processing equipment 1423.6 2.3
Motor vehicles -314 2.0
Dairy products 43.5 5.4
Processing preserves of fruit and vegetables -14.7 0.8
Sugar and sugar confectionery =20 3.7
Wool -17.9 1.7
Knitting =-32.4 1.6
Leather -34.1 0.6
Footwear ~31.3 1.0
Clothes ~16.3 3.3
Paper and paper products -12.3 2.6
“Other manufacturing” +196.8 - 0.5

Total 37.0




Table 15: New foreign investment: Sectoral analysis of projects approved by the IDA (£ 000)

Category 197374 1974 * 1975 1976 1977 1978 1979 1980
Fixed DA Fixed DA Fixed IDA Fixed IDA Fixed IDA Fixed IDA Fixed IDA Fixed IDA
Asset Grant Asset Grant Asset Grant Asset Grant Asset Grant Asset Grant Asset Grant Asset Grant
Investment Commitment Investment Commitment Investment Commitment Investment Commitment Investment Commitment Investment Commitment Investment Commitment Investment Commitment
Food, Drink and Tobacco 6,016 1,739 375 50 6,592 1,636 20,166 5,974 2,207 721 2,858 1,147
Clothing, Footwear 51 4 7,619 4,750 1,945 1,364 8,341 3,024
orng, Footw 2 313 125 1,058 1,105 75,317 21,913 ! !
Textiles 92,305 18,110 16,375 5,993 7,613 3,298 2,789 1,164 13,218 5,404
Wood and Furniture 256 90 177 62 - — — — 5,569 2,106 — - - -
Chemicals 29,334 2,867 38,331 3,009 10,060 1,396 34,294 5,312 5,039 1,246 14,487 4,674 27,693 13,232
Clay and Cement 1,644 710 950 283
Metals and Engineering 20,582 7,296 19,913 5,689 34,232 14,847 198,763 18,643 55,045 22,862 148,296 70,344 153,305 53,535
Paper and Printing 14 7 886 414 9,648 3,760
Plastics 1,743 604 1,677 670 10,702 3,373 5,551 2,450
Services 1,555 2,090 2,041 2,713 2,030 492 1,690 5,266 5,803
Other 8,692 5,217 22,170 9,964 6,863 2,213 12,625 5,591 36,025 15,734 25,823 11 006 49,159 7,558
Total 212,700 47,900 152,854 34,315 104,258 26,871 54,143 21,701 331,375 56,412 150,042 58,670 208,805 95,186 278 952 97,318
*The 1974 figures are from April to December.
Table 16: New domestic industry projects by sector approved by the IDA (£ 000)
Category 1973/74 1974% 1975 1976 1977 1978 1979 1980
Fixed IDA Fixed IDA Fixed IDA Fixed DA Fixed IDA Fixed IDA Fixed IDA Fixed 1DA
Asset Grant Asset Grant Asset Grant Asset Grant Asset Grant Asset Grant Asset Grant Asset Grant

Investment Commitment Investment

Commitment Investment Commitment Investment Commitment

Investment Commitment Investment Commitment [nvestment Commitment

Investment Commitment

Food, Drink and Tobacco

Clothing, Footwear
Textiles

Wood and Furniture
Chemicals

Clay and Cement
Metals and Engineering
Paper and Printing
Plastics

Other

Total

32,700

9,500

17,890
281
2,659
1,014
46,371
292
3,608
1,217

3,450

76,870

4,935
72
964
345
5,498
73
1,213
308

1,343

14,751

13,093
1,178
1,713
1,262
4,281
4,936

10,303

800

1,296

38,862

2,990
394
385
402
900
754

3,837
254

18,515
2,146
1,497

896

18,108

12,291
4,622

1,420

59,495

4,384
927
544
361

6,683

4,049

1,514

361

19,823

8,328
6,776
5,903
742
273
1,965
42,667
1,898
3,268
1,814

73,634

1,929
2,486
2,370
323
82
665
13,990
509
1,160
930

24,444

18,590
2,406
7,011
1,624

26,937

17,763

36,016
7,637
1,873

907

120,764

3,642
387
3,179
622
7,071
9,971
14,904
2,494
637
327

43,740

39332
4,615
5,486
7,745

27,047
3,166

45,429
9,385
8,692
6,209

157,106

9,309
2,288
1,400
2,951
7,449
1,036
16,906
2,786
2,874
2,301

49,300

56,770

3,798}

3,697
15,946
913
35,367
13,520
3,985
14,172

148,169

8,597

1,617}

1332
3,329
285
11,923
3,675
1,183
4,932

37,277

*The 1974 figures are from April to December.
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industry. The figures for Fixed Asset Investment refer to planned invest-
ment by firms on the projects for which grant approval was given — and
such investment would, of course, be spread over the lifetime of projects.
For new foreign firms there has been a concentration in recent years in
the Metals and Engineering sector. For domestic industry this same sector
has been relatively important as is the food sector. In Table 17 the data in
Tables 15 and 16 are aggregated and the relative importance of investment
in each sector is seen.

In Diagram 1 the pattern of quarterly movements in output of manufac-
turing, seasonally corrected, in the 1974/75 recession and in the later reces-
sion are compared. The first quarter of 1974 and the first quarter of 1980
marked peak levels of output. In the 1974/75 recession output declined,
over five quarters, by 9.8 per cent and then grew to the final quarter of
1976 when output declined by 1 per cent. Output was above the previous
peak by the second quarter of 1976. In the decline from the first quarter
of 1980 the fall in output was 7.4 per cent but spread over three quarters.
Output grew up to the fourth quarter of 1981 when a slight decline occurred,
and was just marginally below the previous peak.

Global figures for manufacturing are a bit misleading as the timing of
the recession has differed very markedly between sectors. The availability
of monthly data since July 1975 has made it possible to identify turning
points by sector a bit more precisely (Table 18). For some sectors in long-
term decline turning points are somewhat artificial.

The decline between sectors has been very unequal. The largest single
decline was in the Chemicals sector where output fell by 20 per cent in the
period from April 1980 to November 1980 — an annual rate of 35 per
cent. However, output picked up markedly thereafter, though it weakened
again in the third quarter of 1980. This contrasts with the experience in
Clothing and Footwear where output has continued to decline from Decem-
ber 1979 to the latest available data — though the absolute level of the dec-
line at 8.2 per cent is very much less than in the case of the Chemicals
sector.

In this section we have concentrated on looking at the output experi-
ence in manufacturing industry over the period 1972-1981. The picture
that emerges is one of extreme variability between sectors. In some sectors
output declined over the whole period whereas in others the increase has
been very marked. The effects of the two recessions by sector are also
quite different. In particular with the fall in output in 1980 the differences
arose with regard to the timing of the output fall, the duration of the fall
and finally the extent of the fall. Comparing the aggregate experience
between the 1974/75 recession and the present recession the decline in
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Diagram 1: Output in Manufacturing 1974/75 - 1980/81

IQ 74 = 100

IQ 80 =100

I II I 1v I I I 1 Quarter
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Table 18: Output in manufacturing by sector 1979-1981

Percentage change

Sector Peak Trough from peak to trough
Actual
Non-Metallic Minerals Sept.’79  Dec.’80 -17.2
Chemicals April ’80 Nov. 80 -20.0
Metals and Engineering March 80 July ’80 ~-1.0
Food Dec.’79  Nov.’80 -54
Drink and Tobacco Nov.’79  July ’80 -2.5
Textiles Oct.’79  Sept.’80 -15.3
Clothing and Footwear Jan.’79 n.a* -3.2%
Timber and Wooden Furmniture Aug.’79  Sept. ’80 -15.1
Paper and Printing June’80  April ’81 -5.1
Miscellaneous Sept. ’80  June ’81 -5.1
Total Dec.’79  Nov.’80 -7.6

*No turning point.  n.a. = not available.

output from peak to trough was about the same, though in the latter case
the trough was reached much more quickly than in the first recession.

Building and Construction

The rate of growth in output over the period varied considerably. In
1974 and 1975 output declined. However, by 1977 output was just 1%
per cent below the 1973 peak. In 1978 and again in 1979 the rate of growth
was very large, being 15% and 17% per cent respectively. In 1980 however,
output declined by 6 per cent and there was a slight recovery in 1981,

Public capital expenditure exerts a major influence on the Building and
Construction sector. This influence comes directly, for instance through
the local authority house building programme, and indirectly, for instance
through local authority house loans and grants. Direct expenditure is
relatively straightforward as it appears in output, but indirect expenditure
is more problematical. For instance loans through lending agencies may be
used to finance factory purchase — of factories already in existence — and
may not lead to any increase in output in building and construction. There
may also be problems in timing where public fundsreleased for programmes
lag behind the actual activity. Bearing these provisos in mind Table 20
below presents data on total gross output in the Building and Construction
sector and expenditure in the Public Capital Programme affecting that
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sector. In 1976 public expenditure affecting Building and Construction fell
in real terms by about 7 per cent but total output grew by 2.8 per cent.
Since then there have been very significant increases in real expenditure by
the State affecting this sector — the increases being 8.3 per cent, 12.0 per
cent, 10.0 per cent, 11.0 per cent and 11.0 per cent in the years 1977-1981
respectively. Unfortunately it is difficult to be certain to what extent State
expenditure affecting the Building and Construction sector is discretionary
and reflects deliberate decisions by government rather than an auto-
matic response through existing programmes to private sector investment
decisions. The data do, however, suggest that, in 1978 and 1979 when total
output rose by 15.3 and 17.2 per cent respectively, the Public Capital Pro-
gramme operated to add to growth rather than to reduce it. Against this
both in 1980 and 1981 the Public Capital Programme expenditure was
countercyclical.

In this discussion of output in the Building and Construction sector an

attempt has been made to highlight the variability of rates of growth in
output.

Services

The final category of output making up Gross Domestic Product at
factor cost is the Service sector. This accounts for more than 50 per cent
of GDP but is characterised by much poorer data than are available for
other sectors. Table 21 summarises the available data distinguishing between
(i) distribution, transport and communication, (ii) public administration
and defence and (iii) other domestic. The services sector as a whole did
not experience a fall in output in any year over the period. However, both
distribution, transport and communication, and public administration and
defence recorded falls in output in one of the years. In the former case the
decline was in 1975 and reflected the general weakening of activity accom-
panying the 1974/75 recession. It is estimated that this sector may have
had a small decline in output in 1980, again in response to and reflecting
the general level of activity.

An examination of the data in Table 21 suggests that, as with Industry,
the sub-sectors of the Services sector are extremely variable.

Employment and Unemployment
In the previous section the position with regard to output has been
covered in detail. In this section the concern is with changes in the level of

employment, unemployment and participation rates over the whole period.
Table 22 below summarises the relevant data.
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Over the period 1971-1981 total employment increased by 111 thousand,
with employment in Industry rising by 45 thousand, in the services sector.
by 109 thousand but with agricultural employment falling by 43 thousand.
Within the period the effects on employment of the two recessions can be
seen. In the earlier recession total non-agricultural employment fell between
April 1974 and April 1975 and again between April 1975 and April 1976.
In the later recession a fall in non-agricultural employment occurred from
April 1980 to April 1981, and present estimates point to a worsening of
the position to April 1982. In 1975, 1976 and 1977 the participation rate
fell to 51.7 per cent from 52.2 per cent in 1974. The lack of new job
opportunities and the fall in employment contributed not only to the rise
in unemployment but also to the fall in the participation rate as potential
new entrants onto the labour market sought outlets elsewhere, e.g., in
higher education. With the increase in employment in 1978 and 1979 the
participation rate rose again. Interestingly enough the revisions to the
population estimates necessitated by the results of the 1979 Census imply
that there was a net inflow of migrants in the period of the first recession.
At the time it was believed that there was a marginal net outflow in the
year to April in 1977 and 1978. However, the preliminary results of the
1981 Census indicate that there was a net outflow of about 9 thousand
persons between April 1979 and April 1981, Part of this difference in
experience may be due to the very high level of unemployment in the
second recession,

The figures in Table 22 for unemployment are based on a Labour
Force Survey definition of unemployment (excluding first time job
seekers). Strictly speaking data only exist for 1975, 1977 and 1979 based
on sample surveys. For other years the data were derived by interpolation
and adjustment of existing data to conform as closely as possible to Labour
Force definitions. A result of the revision is that the level of unemploy-
ment over the whole period is very much lower than the previous measures
suggested. The rate of unemployment was consequently less — the rate in
1971 now being estimated at 4.6 per cent compared with the previous
estimate of 5.8 per cent. However, the differences are somewhat greater
in 1977 — the previous estimate was 9.2 per cent, compared with the
revised figure of 7.6 per cent. What emerges is the very sharp increase in
unemployment in the first recession from 4.6 per cent to 7.8 per cent of
the labour force between April 1974 and April 1978, and the rapid increase
again between April 1980 and April 1981 when the rate went up from 6.0
to 8.6 per cent. By April 1982 the rate is estimated at 10 per cent, though
it is by no means certain that this will be the peak (using annual data) as
1976 was. Thus, there are some differences between the two recessions



ECONOMIC REVIEW 1972-1981 35
as going into the second recession the rate of unemployment was higher,
the increase in the rate has been greater, and the peak has almost certainly
not been reached yet.

Finally, attention should be drawn to the growth in non-agricultural

employment. Table 23 gives the percentage change in total non-agricultural
employment.

Inflation

The period under review was characterised by high and extremely vari-
able inflation. Both recessions were characterised by a general rise in prices,
in marked contrast with earlier recessions, where weakness in demand
tended to be accompanied by a reduction in inflation rates. The situation
in Ireland was by no means unique. The increase in inflation in both
recessions was a widespread phenomenon —- though there were very large
differences between countries. For Ireland, atleast up to 1979, the dominant

influence on inflation here was the relationship between Ireland and the
UK. This arose given

(i) the maintenance of a fixed exchange rate with sterling
(ii) that UK is the dominant trading partner
(ii) exports and imports constitute such a large proportion of
activity in goods and services and
(iv) demand patterns for non-tradeable goods and services tend to

be somewhat similar for a variety of cultural and historical
reasons.*

Up to 1979 there was a closer relationship between inflation in Ireland
and inflation in the UK than between Ireland and other countries as a
result of the above influences, With the change in the exchange rate regime
and the variation in the exchange rate since, the direct relationship between
the inflation rates is broken but the other factors still operate. As a conse-
quence the inflation rate here reflected not only inflation in the UK but
also changes in the exchange rate between sterling and the Irish pound. If
goods were homogeneous and if markets worked perfectly then there
would have been switching away from the UK as a source of imports to-
wards sources where inflation was lower. These conditions have rarely
been satisfied in real life. Indeed if they were then UK inflation should

*J. Durkan (1978) “The Irish Economy: The Recent Experience and Prospective

Future Performance” in B.R. Dowling and J. Durkan (Editors) Frish Economic
Policy: A Review of Major Issues Dublin: ESRI.
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have been very much lower than it turned out.
Table 24 summarises comparative inflation rates —
prices in each case.

Over the period there have also been changes in relative
25 summarises the data by broad category.

using consumer

prices. Table

Table 25: Price changes by category, per cent, 1972-1981

Food Fueland light  Other CPI Constant tax

Price Index
1973 16.5 7.1 9.3 114 —
1974 14.7 51.0 15.2 17.0 —
1975 21.5 16.3 21.1 20.9 -
1976 16.5 13.3 15.1 18.0 —
1977 16.4 19.8 11.8 13.6 13.5
1978 10.0 3.6 6.9 7.6 8.9
1979 14.8 14.3 124 13.2 12.6
1980 10.7 41.7 19.8 18.2 15.0
1981 15.0 27.2 22.2 204 16.0
1972-1981 2534 4453 245.5 266.5 —

As is readily apparent the relative price of fuel and light has increased
dramatically over the whole period — the relative price index increasing
by almost 50 per cent — a deterioration of 4.5 per cent per annum. Of
course, the time horizon over which such a calculation is made is impor-
tant as the data period to end 1981 is still indicating a rise in the relative
price of energy, and this could fall back, as in 1978. However, it should be
noted that even in 1978 when the relative price of energy had fallen it was
still more than 15 per cent higher than in 1973. Even with a fall in the
relative price of energy this year the period from 1978-1982 will still wit-
ness a major rise in energy prices.

Over the whole peiod relative food prices were roughly constant. There
were, of course, differences from year-to-year — the differences being most

marked in 1973 and 1980 and 1981. In these latter two years relative food
prices fell by just over 10 per cent.

External Balance

While the notion of external balance is reasonably clear, viz., the main-
tenance of a target exchange rate in the medium term without official
intervention (except for seasonal or one-off events) the precise measure-
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ment of external balance is more difficult — not least because of the dif-
ferent circumstances confronting different countries. For some countries
the situation with regard to the balance of payments on current account
is the relevant variable, for others the basic balance i.e., the balance on
current account plus private capital flows, is important, while for develop-
ing economies, dependent on official aid, the relevant variable may be the
basic balance plus official transactions or the level of the reserves.

For Ireland further complications arise because of the nature of the
industrial development pursued here. To the extent that new foreign enter-
prise is attracted to Ireland the balance of payments deficit on current
account will worsen initially. This happens on two fronts, that relating to
the investment project and that relating to the firm as a going concern. If
we consider first the investment aspect, the machinery and equipment re-
quired for the investment will invariably be imported directly, and local
expenditure will have direct and indirect import requirements. If the new
investment is financed wholly by capital inflows then, of course, the impact
on imports is cancelled by the private capital inflows. However, new foreign
investment is rarely wholly financed by capital inflows. Generally some
finance is provided through capital grants, and in addition the domestic
banking community will seek to provide facilities in the form of loans etc.,
to new firms. Thus the effect of new foreign investment is generally to
worsen the current account initially without a corresponding capital in-
flow. The second aspect of new firms i.e., new firms as going concerns
is also important. In general new firms have been export oriented. Such
firms require stocks of finished goods and raw materials in addition to
materials for current production for sale. Thus in the period when output
in a new firm is increasing up to a desired level there will be a tendency for
its imports of materials to run ahead of exports. If exports are expanding
rapidly then the gap could widen if the growth in exports has been correctly
anticipated. Obviously the extent to which both factors operate depends
on the resource base, on the existence of a capital goods producing sector
and the availability of domestically produced materials for new industry.
It is clear that any simple measure of external balance, such as the current
account deficit, is not going to capture these aspects of Irish development.
There is still some benefit in looking at the balance of payments on current
and capital account. Table 26 summarises the relevant data for 1972-1981.

The amount of direct foreign investment is not substantial in relation to
the deficit over the whole period for which we have data. Furthermore it is
almost entirely matched by private capital outflows. The largest single ele-
ment on the capital side is Government capital inflows. This covers not only
direct borrowing by the Central Government denominated in foreign cur-
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rencies but also the take up of Government stock by non-residents.

By convention the capital side of the balance of payments has been seen
as financing the current account deficit. The situation is more complex
than this as the size of the current account deficit is related to the capital
account. For instance if private foreign direct investment fell to zero this
would be reflected in a fall in the current account deficit — on the lines
indicated above. A failure of the government to borrow abroad could be
reflected in either of two ways:

(i) A reduction in the level of the external reserves if the current
payments deficit were maintained — with the finance being
provided by the Central Bank and no crowding out of the private
sector. The extent to which this can go on is limited by the

reserves.

(ii) A reduction in the current payments deficit because of a fall in
domestic demand. This fall in demand could come about in several
ways. For instance the Government could cut expenditure to a
level consistent with what could be financed domestically at cur-
rent interest rates. Alternatively Government could maintain ex-
penditure through domestic borrowing with interest rates rising
to the level required to raise the funds domestically. Even if there
were no crowding out of the corporate sector (since the corporate
sector could borrow abroad) the rise in interest rates would affect
household behaviour, leading to an increase in the savings rate.
The adjustment to the current account would then come through
private sector demand.

Itisclearinlookingat the question of external balance that the situation
is by no means straightforward. The relevant question for Ireland is: Is
the level of the current account sustainable given the level of reserves —
alternatively is the level of government borrowing sustainable?

In the July 1981 Quarterly Economic Commentary an analysis of this
question was presented. This is reproduced below:

“The existence of a payments deficit is in itself not necessarily a prob-
lem — unless there are clear losses of competitiveness. Whether or not a
problem exists, assuming no loss of competitiveness, depends entirely on
those factors on the demand side which lead to import levels being in
excess of exports. It is possible to conceive of a variety of situations
where the payments deficit reflects (i) new foreign investment financed
directly by private capital inflows; (ii) investment by domestic firms
financed by private bank capital inflows; (iii) investment by the State
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financed by State borrowing. If in these cases the investment proves profit-
able in a national sense then there will be increases in output financing
interest charges. Under these circumstances there is no particular problem
for the economy in the existence of a Balance of Payments deficit. The
situation is somewhat different if the external payments deficit is not
matched by direct investment increasing the capacity of the economy to
service the debt. The situation at present is that the external deficit is
higher than can be sustained by the level of exports and new foreign in-
vestment and that the level of reserves and the exchange rate are being
maintained by Government external borrowing.

Government external borrowing is, of course, only part of total gov-
ernment borrowing. Given the nature of the expenditure being financed
by borrowing it is unlikely that there will be major returns to the Exchequer.
Of the budgeted borrowing of around £1650 million this year almost one-
half represents finance for current consumption. There will be no sustained
revenue from this. Of the remainder it is not immediately clear that all
the projects will generate a return to the Exchequer — even when the re-
turn is interpreted in the widest sense. Some projects may properly be
considered pure replacement of worn out assets. If we were to assume
that corresponding to Government external borrowing only there was no
increase in the productive capacity of the economy then within a very
short space of time the Balance of Payments position would deteriorate
sharply under the impact of rising interest charges abroad.

An attempt has been made to show this using a very simple numerical
example which takes 1981 as a base (Table 27). It is assumed that fiscal
policy is neutral. Neutrality in this case is defined as fiscal policy provid-
ing no stimulus or contraction to the economy over that already there in
1981. The precise content of the assumption, taken in conjunction with
the point above that exteranl borrowing does not increase the productive
capacity of the economy, is that interest payments abroad are financed by
borrowing abroad while domestic interest payments are generated by the
projects. A further assumption is that foreign private direct investment
remains at present levels. A consequence of these assumptions is that
X-M remains a roughly constant proportion of GDP but that net factor
payments continue to rise. The change in net factor payments from year-
to-year depends on the previous year’s Balance of Payments current deficit
and rises not only with respect to Government borrowing but also with
respect to other net capital inflow. In framing the table it is assumed that
GDP would grow by 2 per cent per annum with the GDP deflator rising
by 15 per cent per annum. The interest rate on foreign borrowing is 12
per cent and the exchange rate is assumed constant. Real interest rates
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are thus assumed negative over the period. This has the effect of holding
down the level of net factor payments. The assumed growth rate is reason-
able given the assumptions with regard to fiscal policy and new foreign
investment and given the international situation. A higher growth rate
does not alter the situation if fiscal neutrality is maintained.

The assumptions are fairly stark. The consequences in terms of the
external deficit, GNP and the reserves are equally so. The external deficit
continues to rise under the impact of the growth in net factor payments
abroad. By 1985, of the £2450 million external borrowing by Government
£700 million represents borrowing to pay the increased interest since 1981.
In the absence of other large capital inflows the level of reserves will begin
to fall in money terms — their adequacy in terms of imports, the external
deficit, current interest payments abroad and the external debt is clearly
declining.

The point of this exercise is to indicate that under present policies the
level of Government borrowing and the external payments situation are
unsustainable. It is precisely because of this that we have urged dealing
with the root of the problem, viz., that corresponding to external and in-
ternal borrowing the productive capacity of the economy needs to be built
up. This involves the reduction and eventual elimination of the current
deficit and rigorous project appraisal. The precise level of borrowing with
no current deficit and with project appraisal is unknown.”

The analysis concluded that the current payments deficit was unsus-
tainable because of the rise in interest payments abroad on State foreign
debt. The rise in interest payments constituted a burden on the society
because the debt was being used to finance the current budget deficit and
marginal capital expenditure.

The analysis took as given the level of borrowing in 1981. However, this
obscures the fact that the debt position in 1981 was not static in relation
to previous years. The increase in Government and Government guaranteed
debt has been very large in recent years. Table 28 shows the relationship
between total official debt dominated in foreign currencies — and the ex-
ternal reserves.

It is clear from Table 28 that there has been a very large increase in net
official liabilities in recent years. There is a momentum established that
becomes more difficult to reverse, the longer it is allowed to rise.
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Chapter 3

RELATIVE ECONOMIC PERFORMANCE

It is useful to place the economic performance of the Irish economy
over the past number of years in the context of developments in other
countries. The experience of eight European economies, including Ireland
under the headings of growth, inflation, unemployment and current ex-
ternal balance over two periods 1974-1981 and the preceding eight years is
summarised below (Diagram 2). The upper vertical axis in each box shows
the annual average rate of increase in GDP with the magnitude increasing
up from the intersection with the horizontal axis. The lower vertical axis
depicts average annual increases in consumer prices with the magnitude
diminishing down from the intersection with the horizontal axis. The hori-
zontal axes to the left and right of the vertical show unemployment and
current external balance as a proportion of GDP respectively.The scales on
these axes are drawn so that unemployment and the magnitude of deficits
on the current balance increase the closer one moves towards the inter-
section with the vertical. This configuration yields two quadrangles for
each country summarising the performance under the four headings in
each of the two periods mentioned above. The further are the corners
of each quadrangle from the intersection of the two axes the better the
performance in terms of higher growth, lower inflation, lower unemploy-
ment and smaller external deficit. The nearer the corners of each quadrangle
are to the origin the worse is the performance in terms of the four vari-
ables mentioned. As the scales are the same for each box the diagram en-
ables cross country comparisons to be made as well as comparisons of indi-
vidual countries’ performance between the two time periods. It is evident
that with the exception of the Netherlands, where the outcome for the
current balance has been marginally better in the most recent period com-
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Diagram 2 Comparative Economic Performance In Selected Countries
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pared with the earlier one, the experience of all countries has been that
performance under all four headings in the recent period has fallen inside
(a deterioration) that of the earlier.

However, the deterioration has not in general been symmetrical with
reference to the various headings, indicating that performance has not
deteriorated to the same degree for each variable. For example, in the
case of Germany the deterioration, in the most recent period, of the cur-
rent balance and inflation performance compared with earlier years has
not been significant. While the recorded unemployment performance has
also held up well allowance must be made for the fact that Germany lost
significant numbers of migrant workers during this time. The experience
of the Netherlands parallels closely that of Germany. It appears that in
the United Kingdom, excepting the beneficial impact of oil on the current
balance, economic performance has deteriorated most sharply compared
with carlier years. A feature of the Irish experience has been the evenness
of the deterioration across the various headings; performance has not been
nearly maintained at the level obtaining in the earlier period by reference
to any of the four criteria portrayed. The reduction in growth has been
about average but the worsening of the current balance position is matched
only in Belgium and the absolute performance under that head in the
recent years is poorer than in that country. The relative deterioration in
inflation is matched in the United Kingdom and is slightly greater in Italy
whose absolute performance in the recent period also is marginally worse
than Ireland’s. With regard to unemployment there has been a greater
relative deterioration in Belgium and the Netherlands than here and the
former country is estimated to have a marginally worse absolute perfor-
mance than Ireland’s with unemployment averaging 7.1 per cent compared
with 6.8 per cent respectively in the 1974-1981 period.

Turning to the cyclical response of the Irish economy compared with
that of other countries (Diagram 3) a more consonant picture emerges for
the period since 1974 judging from manufacturing output data. All of the
economies portrayed display coincident turning points both as regards
downturns and upswings reflecting, undoubtedly, the close interdependence
of economic activity among trading partners. Moreover the cyclical devi-
ation from trend has been about comparable in magnitude across the
countries shown. For Ireland the fall from peak to trough between early
1974 and mid-1975 was more mild than in some countries but recovery
was slower than in these same countries. In the most recent period of
recession, covering the period from the last quarter of 1979, the downturn
in Ireland, in general, has been more steep, though only barely so.

A more engaging feature of Irish manufacturing output performance is
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Diagram 3 Cyclical Movements in Selected Countries
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the fact that the annual trend growth over the past five years exceeds, by
more than a factor of two that of most of the other countries shown, the
rate of increase being about 5% per cent compared with around 3% per cent
in Italy, the next fastest. This difference in performance owes much, it is
felt, to Ireland’s sustained favourable relative manufacturing export per-
formance over the past number of years. This probably reflects, mostly,
the supply side influence of new firms coming on stream rather than
demand factors affecting existing firms. Measuring export performance as
the difference between export growth and the expansion of export mar-
kets, the best performance, based from 1973, of the eight economies
examined is recorded by Ireland, whose exports have consistently pene-
trated foreign markets. Diagram 4 shows this performance alongside that
of Italy the next best of the other countries, Belgium the weakest of the
others, and Germany whose performance lies in between. Over the period
examined it appears that infiltration of markets was most rapid between
1975 and 1977 and following some slowing down in the next two years,
there was further acceleration in the two years to date. The performance
of most of the other countries reveals that, for the most part, export
growth has been falling short, increasingly, of the expansion of export
markets.

While the rapid growth of manufacturing exports probably explains
why Ireland has enjoyed a more rapid growth in manufacturing output in
recent years compared with other countries, it raises questions as to how
such a relatively rapid deterioration occurred in Ireland’s external balance.
There are doubtless a multiplicity of reasons which would require a fuller
investigation to evaluate; but it is possible to point to certain of the more
obvious factors. First, the base from which the manufacturing export growth
occurred was small, accounting for only 42 per cent of exports in 1973, so
that although percentage growth rates were significant the contribution of
those exports to the balance of payments position would not be as signifi-
cant as might be thought. More significantly, the export performance must
be set against the pattern of the terms of trade over the period. This reveals
an unfavourable pattern since 1973, relative to other countries: the initial
fall in 1974 was exceeded only in Italy and unlike most other economies
there was continued deterioration in 1975. The pattern thereafter stabilised
until 1979 when, in line with other countries, there was further deteriora-
tion, which is thought to have continued in 1981. This has resulted in
Ireland experiencing the most adverse movement of terms of trade among
the countries considered. Diagram 5 compares movements of the terms of
trade for Ireland with that of the United Kingdom, the most favourable
of the eight countries compared, Denmark, the least favourable of the
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. . 1
Diagram 4 Relative Export Performance
in Selected Countries 1974-1981
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others and Germany. Moreover, the impact of a given deterioration in the
terms of trade on the balance of payments here would be expected to be
greater than in most of the other countries considered since the Irish
economy is more open, in terms of the percentage of GNP traded inter-
nationally, and because of the relatively unfavourable. composition of
trade with imports exceeding exports here in the base year.

Diagram 5 Terms of Trade Index for
Selected Countries 1974-1981
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Chapter 4
DEMAND MANAGEMENT RESPONSE 1972-1981

In what follows there is a brief discussion of the stance of demand
management policies over most of the decade of the ’seventies and to date
under the headings fiscal, monetary and incomes. It need hardly be re-
marked that the issue of policy performance is a major one and while a
comprehensive assessment is desirable it is beyond the scope of the pre-
sent study to provide one. Rather the concern here is to conduct an
analysis focusing on the demand stabilisation properties of the policy
stance. Accordingly, such important matters as the re-distributive or
allocative efficiency aspects of policies are not dealt with. Nor is the
developmental orientation of policies considered. At Ireland’s present
stage of development this, understandably, is an important policy con-
sideration and a study of policy from this perspective would of itself be
worthwhile. Apart from exploring the supply side influence of public
investments over the years such a study could focus attention in the
various supply side effects of current (as opposed to capital) fiscal measures
introduced to date. Furthermore, it is believed, that the contribution of
certain important developments in relation to incomes policy could most
appropriately be evaluated from this perspective. For example, the attempt
at integrating national pay increases with certain changes in broad cate-
gories of social expenditure initiated under the First National Understand-
ing may have been a more important contribution to development policy
than to demand management.

Aside from these omissions there are inherent problems even within
the narrow perspective from which attention is focused. The most impor-
tant perhaps concerns the global nature of the deteriorations in the terms
of trade and the associated recessions of the ’seventies. For the industrial
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world as a whole these adjustments represent a permanent loss of resources
to oil producing countries. No amount of counter cyclical policy could
avoid this, though it can influence the domestic consequences for inflation,
unemployment and external balance. Accordingly, the criteria by which
demand management policies are adjudged must be relative to others
experiencing the same external shock. However, policy objectives of
countries will invariably be different reflecting national priorities con-
cerning such variables as unemployment, inflation, and balance of pay-
ments adjustment. All this is to say that there are no hard and fast objec-
tive standards against which to evaluate performance.

Finally, there are problems posed by the fact that policy formation is
a continuous and interrelated process. This makes discussion and comment
of the individual components rather difficult. For example, the influence of
fiscal policy on monetary developments is so dominant that it could be
argued that criticism of monetary policy would be more appropriately
addressed as an issue of fiscal policy. Similarly the influence of taxation
measures on income formation creates problems in evaluating the separate
performance of these aspects of demand management.

Fiscal Policy

There are a number of approaches which can be used to analyse the
effects of fiscal policy. Two important studies, dealing with the period
1960-1970, Norton (1975) and 1967-1978, Dowling (1978), have already
been undertaken in relation to the Irish economy.* The former used a
small purpose built model to evaluate fiscal policy effects while the latter
focused on an analysis of Potential Output Borrowing Requirements. It
is beyond the scope of this study to provide a further comprehensive
analysis although this would be desirable. However, a limited exercise has
been undertaken covering the period 1972-1981. The approach involves
the use of a large scale macro-model a feature which although explicitly
recognised by Dowling as desirable was unavailable to him at the time. In
this respect the present undertaking represents a methodological advance
on that of Dowling.

The analysis is carried on at two levels. In the first the concern is with

*A number of studies have been made of other countries. An interesting example
which has appeared since the present exercise was undertaken and relating to the
United Kingdom is contained in D. Savage, “‘Fiscal Policy 1974/75-1980/81: Descrip-
tion and Measurement”, Nationdl Institute Economic Review, No. 99, February

1982. The measurement approach used is broadly similar to that employed in the
present study,
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the fiscal impact of each budget, considered as a separate decision, while in
the second the concern is with the overall thrust of fiscal policy since
1972. In the first case the analysis is concerned with measuring the impact
effect of successive budgets by estimating what level on average various
macro-economic variables would have assumed in the year of the budget
had it been neutral and comparing this with the estimated level of these
variables given the actual budget measures. Neutral in this context is
defined as a situation in which all indirect tax rates, tax bands, tax allow-
ances and rates of subsidies are indexed and in which there is no change
in the volume of public authorities current or capital expenditures. In the
second case the approach is to assume neutrality as defined above over
the whole of the period 1972-1981, keeping the volume of government
expenditures constant ar the 1972 level and indexing indirect tax rates,
tax bands, tax allowances and rates of subsidies. The path of selected
macro-economic variables is tracked once again using estimated values of
each year as starting values for the next, thus giving the exercise a partial
dynamic flavour. In this second case by comparing the paths of selected
macro-economic variables based on actual and neutral exogenous vari-
ables it is possible to obtain an impression of the overall stance of fiscal
policy over the whole period. This contrasts with the year-by-year analysis.

At the outsetitis as well to recognise that other definitions of neutrality
could be constructed.* The purpose of the definition used is to get some
sense of the effects of discretionary changes undertaken in successive bud-
gets as a means of evaluating the direction of fiscal policy. The definition
used is essentially designed for short run analysis. There are major difficul-
ties associated with this concept maintained over the whole of the period
1972-1981 as applied in our dynamic analysis. The convention, in short
run analysis, is to treat government consumption expenditure as exogenous
yet over the medium term some aspects of such expenditure may be endo-
genous. The maintenance of a fixed level of government consumption
over the whole period may thus have supply side consequences not covered
by the analysis. The particular assumption of neutrality used here thus
represents a polar case in which the authorities can exercise a degree of
discretion which in reality they may, in fact, not have. The other end of
the neutrality spectrum would be a definition based closely on what
actually happened reflecting a view that government retains little dis-
cretion over expenditure or tax rates.

Finally for the purposes of this exercise “outturn” rather than “bud-

*Coincidentally the one used here seems to correspond exactly with that used by
Savage, op. cit.
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geted” data used to evaluate the effects of fiscal policy. Over some periods
expenditures were running below what was budgeted while in later years
over-runs in expenditure have become increasingly important. In a compre-
hensive analysis it would be desirable to examine the effects of over- and
under-runs by distinguishing between estimated effects of budgetary out-
turns and those of budgetary intentioris — distinguishing also between the
effects of current and capital account changes.

The methodology employs MODEL-80 Fitzgerald and Keegan (1981), a
large scale macro-economic model of the Irish economy, to analyse the ef-
fects of successive budgets on a variety of macro-economic variables. It
needs to be stressed at the outset that there are severe limitations to this
model, as indeed there are with most others. In the first instance the track-
ing performance within the sample period over which it was estimated,
1960-1977, is imperfect and, outside sample, leaves much to be desired. A
second major deficiency with the model is that it does not incorporate
the most recent national accounts data, which contain significant revisions
historically, nor does it contain the revisions to employment statistics aris-
ing from the results of the most recent Census of Population. Accordingly,
the statistical relationships contained within the model are not based on
the best available information and, therefore, may in certain cases be fal-
lacious. Thirdly, the model is oriented to the short run and is greatly
demand determined. As a result supply side influences are probably not
adequately taken into account. Consequently, the most enduring aspects
of fiscal policy arising from public investment decisions are likely to be
understated in the model simulations.

Turning first to the results of the static simulation (Diagram 6) and
comparing the simulated actual results with those estimated under neutral
assumptions it appears that with the exception of the 1976 budget all
other budgets since 1972 have resulted in a higher borrowing requirement,
as a proportion of GNP, than would have been the case had a neutral
budget been imposed. The most pronounced differences arose in 1974
and in 1978 when the simulated “actual” borrowing requirement exceeded
the neutral by an amount equivalent to about 5 percentage points of
GNP and 4.7 percentage points of GNP respectively. In other years the
difference varied from 3.9 percentage points of GNP (1979) to 0.4 per-
centage points of GNP (1977).

In all years GNP growth under the neutral budget assumption is
estimated to have been less than actual growth, including 1976, when the
neutral borrowing requirement was greater than that simulated from
actual budgetary variables, The reason for this paradoxical outcome for
1976 arises from the particular composition of the 1976 budget com-
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Diagram 6  Static Simulation of Fiscal Policy 1973-1981

8
. \
7N
Average annual percentage chang;’ \
6 in GNP at constant prices '
5
1
3
21
, / N
\ . >~ / \b
0 \ /T = W
-1 AN A
,\/
-2 ke i L L 1 L 1 1 i
29k Borrowing requirement of public
authorities as per cent of GNP -
(g

i L L L L Il

Balance of payments as per cent
of GNP

4 n e L A A

1972 1973 1974 1875 1976 1977 1978 1979 1980 1981

Actual
- —Static simulations using actual budgetary variables
- =Static simulations using neutral budgetary variables to base previous year.




DEMAND MANAGEMENT RESPONSE 1972-1981 57

Diagram 6 continued. Static Simulation of Fiscal Policy 1973-1981.
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pared with the neutral. In that year the actual budget contained a marked
shift in expenditure relative to the neutral, towards current expenditure
on goods and services and away from both building and non-building
investment. These shifts were such that overall the domestic multiplier
effects attaching to the former were stronger than the latter giving a
greater short-run boost to demand, and a lower balance of payments
deficit than under the neutral conditions. However, the shift had an
adverse influence on employment compared with the neutral, not sur-
prisingly given the high employment content of building investment. It
is also important to stress again that these results constitute impact effects
and that the present analysis does not take account of the supply influence
on growth in future years of reducing investment spending in the actual
1976 budget compared with the neutral. Were it possible to include this
the effect would be to at least reduce the impact of the actual compared
with the neutral budget towards a position where the actual budget
would appear relatively more contractionary than the neutral. For other
years the impact on growth corresponds broadly with the magnitude of
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the budget stimulus relative to the neutral position. The strongest impact
accrued in 1974 when the budget added about 4 percentage points to
growth compared with the neutral stance and again in 1978 when the
budget added over 2 percentage points to growth.

The most salient feature of this aspect of the analysis relates, however,
more to the direction of policy than to the magnitude of the stimuli. In
this regard the most significant feature has been that policy appears to have
tended to operate in a pro-cyclical fashion during periods of expansion.
For example, in 1973 and again in 1977 and 1978 it seems that fiscal
policy was reinforcing the autonomous growth which was underway. Dur-
ing the downturn of 1974/75 policy was strongly counter cyclical as it
has been in the most recent recession. However, the extent of the stimu-
lus in most recent years has not been nearly as strong as that in the pre-
vious recession. The constraining influence of accumulated borrowing
from earlier deficits is probably a major factor behind this result.

With regard to the balance of payments the pattern as between simu-
lated actual and neutral stances parallels closely that of output growth:
in all years the actual balance of payments lics above that estimated under
neutral conditions with the greatest divergences corresponding to the
strongest demand stimuli. Regarding the effects on inflation it appears
that up to 1978, with the exception of 1976, the rates of increase in con-
sumer prices would have been greater under neutral conditions than they
have actually been while in the three years since the reverse would seem
to be the case.

While the foregoing analysis provides some insights into the effects
of successive budgets it is rather difficult to gain an overall view as to the
cumulative thrust of policy over a period of years. The results of the
dynamic simulation (Diagram 7) go some distance to providing this per-
spective. It appears that the borrowing requirement has, overall, been
strongly expansionary compared with the neutral stance with the simu-
lated actual borrowing requirement amounting to 14% per cent of GNP
on average over the period since 1972 compared with a neutral borrow-
ing requirement of under 5 per cent. This has been associated with a rise
in GNP well above what would have been the case in its absence. It appears
that under a neutral stance GNP would have been in downturn from 1973
to 1976 and again after 1978 were it not for the fiscal stimulus. The sus-
tained boost to demand enabled employment to increase on average by
around 1 per cent per annum compared with a broadly unchanged level
over the period as a whole under the neutral stand. However, the growth
in aggregate demand has resulted in a much worsened balance of pay-
ments than would otherwise have been the case. This is especially so over
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Diagram 7 Dynamic Simulations of Fiscal Policy 1973 - 1981.
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Diagram 7 (Continued) Dynamic Simulation of Fiscal Policy 1973 - 1981
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the period from 1975 to 1978 when, according to the neutral simulation
the current balance of payments would have been about zero and in 1979
and 1980 would have remained at a sustainable level. But in 1981 there
would, according to the simulations, have been a marked deterioration in
the external accounts to about 9% per cent of GNP even if a neutral
policy stance had been in place over the period as a whole.

To summarise, the results of these model simulations indicate that the
overall thrust of fiscal policy since 1972 has been highly expansionary,
relative to the neutral definition, even in years when the underlying
growth was strong. Viewed from the perspective of demand management
these results suggest a pro-cyclical policy in upturns when a counter cyclical
stance should have been in place. The principal effect has been to con-
sistently maintain GNP at a much higher level than would otherwise be
the case. While this has facilitated employment growth which would not
otherwise have taken place, the deterioration in the balance of payments
with which these policies have been associated raises questions as to
whether the positive results will be durable and whether fiscal policy




Table 30: Summary of Monetary Policy Announcements 1976-1981

Year Private Sector Credit Stated Objective Means of Implementation Outturn
Guideline of Policy Private sector credit Target variable
(per cent change) (per cent change)
1976 No quantitative guide- Accommodate reasonable demand 25
line announced for private sector credit subject
to not aggravating inflation

1977 18 To contribute towards an easing 26 CPI 1976 1977
in inflationary pressure. 18% 13.6%

1978 20 To facilitate the aim of Government No new measures 33 Change in External Reserves
economic policy that the private introduced at time of December 1977 to December
sector assume a more important guideline. In May 1978 £51.2 million.
role in economic expansion. But penal rediscount rates
recognised that such a rate of introduced by Central December 1977 to June 1978
increase could adversely influence Bank. — £240 million.
the reserves

Sept 1978/ 10 To achieve a slowing down in credit Tightening of rediscounting Sept/March Change in External Reserves

March 1979 which was clearly running ahead policy. Introduction of non 1978 1979 June 1978 to March 1979
of the 20 guidelines, interest bearing supplementary + £177.3 million.

deposits. 15

Feb 1979/ 18 The maintenance of reserves Supplementary liquidity 19 External Reserves December

Feb 1980 adequacy and the protection of ratios. 50 per cent 1978 to December 1979 —
the exchange rate, Recognising deposit requirement on £277.2 million. Gross increase
transitional problems associated capital inflows through in foreign currency lending
with EMS membership domestic licenced banks suspended. exempt from guideline £129
credit based on capital inflows million.
were exempted from the guideline
and in October 1979 foreign cur-
rency lending was also exempted.

In November liquidity ratios re-
duced/with proceeds used to re-
duce indebtedness of Central Bank.

Feb 1980/ 13 The maintenance of reserves Continuation of supplementary 13.4 External Reserves December

Feb 1981 adequacy by external borrowing liquidity ratios; continued 1979 to December 1980
by both private and public sec- exemption of foreign currency + £371.3 million, Foreign cur-
tors. lending from guideline. rency lending Feb 1980/Feb

1981 £323.6 million.
As from October increases in
foreign currency not arranged
at that date were no longer
exempted from the guideline.
Feb 1981/ 15 Not to seek to achieve adjust- No additional measures 15.6 External Reserves December 1980
Feb 1982 ment of the balance of pay- introduced. to December 1981 + £127 million,

ments by means of squeezing
private sector credit. Guideline
includes foreign currency borrow-
ing.

Foreign currency lending February
1981 /February 1982 was -£177.7
million,

Source: Annual Reports and Quarterly Bulletins. Central Bank of Ireland, Dublin.
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should have had greater regard to its role of stabilisation which by now
has become compromised by the present levels of borrowing.

It can, of course, be contended that, as the Irish economy has many of
the characteristics of a developing economy, the role of fiscal policy should
be expansionary notwithstanding the economy’s cyclical position. While
such an argument may have merit when conducted by reference to capital
expenditure growth, it is rather difficult to see how this line of reasoning
could apply to the deficit on current government expenditure which has
risen from a negligible amount in 1972 to roughly half of total borrowing.
Moreover, even if this view is accepted in principle a problem would still
be posed by the fact that interest payments must be met on borrowed
funds. Accordingly, a position of chronic deficit is not one which could be
sustained within this view of fiscal policy.

Monetary Policy

It is well acknowledged that in open economies pursuing a fixed ex-
change rate regime and where there is near perfect capital mobility the
scope of monetary policy is extremely curtailed. However, within a limited
sphere the monetary authorities have pursued an increasingly activist role
in recent years. (Table 30). This occurred notwithstanding the difficulties
posed by the increasing imbalance of the public finances and the even
greater resort to monetary financing which accompanied this development.
Up to and including 1976 monetary policy was, by and large, passive in
nature, seeking asit did to accommodate the demand for credit. From 1977
onwards, however, there has been a limited attempt at setting monetary
targets. The Bank, although from time to time critical of developments in
the government finances, has accepted these as given and focused atten-
tion on the growth in private sector credit. The earliest guideline for this
aggregate, provided for an increase of 18 per cent for 1977. The stated
purpose was to contribute towards an easing of inflationary pressure. The
outturn —a growth in private sector credit of 26 per cent associated wth a
deceleration in the rate of consumer price increase from 18 per cent to
13% per cent — alone would have posed serious problems for continuing to
operate credit policy with this objective in mind. However, this apart, it
had become recognised by this time that the main adjustment to excessive
credit expansion in Ireland would emerge on the external accounts, most
especially through outward capital flows but also by facilitating a level of
aggregate demand which would sustain a high level of imports. Accordingly
from 1978, until perhaps last year, the focus of monetary policy centred
increasingly on the implications of credit developments for the external
reserves.
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For 1978 a guideline of 20 per cent was announced. The purpose was
to facilitate the Government’s expansionary policies although it was ex-
plicitly recognised that such a rate of credit creation in conjunction with
the prospective level of Government monetary financing could lead to a
fall in reserves. However, as the level of reserves were high by reference
to the number of months imports which they covered — 4.7 months at
December 1977 — it was felt that some reduction could be tolerated. In
the event private sector credit growth proceeded rapidly from the outset
of 1978 and by May had risen at a seasonally adjusted annual rate of 34
per cent. Associated with this development was a fall in the external
reserves of £240 million in the first half of the year. Liquidity conditions
tightened and in having recourse to the Central Bank to meet their liquidity
requirements commercial banks were faced with a penal element in the
rediscount rate. In addition, the Bank tried to exercise its powers of moral
suasion with the banks. However, credit growth continued to expand
rapidly.

In October a supplementary guideline of 10 per cent for the six months
to March 1979 was introduced. More importantly a number of positive
steps were taken to moderate the growth in credit. These comprised a
strengthening of the policy of rediscounting, an increase in the primary
ratio of Industrial Banks, specific constraints on banks that exhibited very
rapid increases in lending to the private sector, and a limit of 5 per cent on
personal lending. Notwithstanding, credit exceeded the supplementary
guideline by 5 percentage points. However, towards the end of 1978 ex-
ceptional factors had intervened. Prospective EMS membership was result-
ing in some switching of credit away from the UK to domestic sources,
which boosted demand for Irish pound credit. But exceptional sales of
Government securities to non-residents and other capital inflows resulted
in the reserves for 1978 as a whole rising by £51 million to stand equivalent
to 4.1 months imports.

The guideline for 1979 continued the objective of maintaining reserves
adequacy, an aim which was regarded by the Bank as especially relevant in
the context of successful EMS membership. The permitted rate of growth
of private sector credit of 18 per cent in the twelve months to mid-February
1980 represented a considerable slowdown on the 33 per cent rate of in-
crease recorded in the previous year. With a view to easing transitional
problems associated with the early stages of EMS membership, especially
the switching of credit lines from external to domestic sources, which
would be associated ‘with capital outflows and reductions in reserves,
domestic credit based on capital outflows was exempted from the guide-
lines. Compliance with the guideline was largely achieved. The calling of
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supplementary deposits by the Bank from commercial banks exceeding the
guideline assisted the achievement of the target for credit. And the growth
of foreign currency lending by domestic banks of £129 million contributed
to the external reserves. Nevertheless, for the year as a whole, there was
an overall fall in reserves of £277 million, equivalent to a reduction in-
import cover from 4.1 months at end 1978 to 2.4 months at end 1979,
Indeed for most of 1979 domestic liquidity conditions were such that
the commercial banks, in general, needed to have substantial recourse to
the Central Bank — their indebtedness rose by over £310 million in the
twelve months to December 1979 — in order to be able to maintain their
lending. The principal reason for the tightness arose from the fact that the
balance of payments deficit associated with the implementation of the
target was significantly greater than the forecast for the external accounts
on which the initial guideline was based.

In the course of 1980 the monetary authorities were concerned not to
introduce a deflationary bias to economic policy but at the same time to
ensure reserves adequacy. The guideline of 13 per cent which was about
achieved, for the twelve months to mid-February 1981, coupled with the
continuation of the exemption of foreign currency lending from the
guideline, was designed so as to induce the private sector to have recourse
to external financing which would support the external reserves. As eco-
nomic activity slowed during 1980 so too did the private sector’s demand
for credit, which increased by only 4.7 -per cent in the first half of the
credit policy year. Interest rate differentials between Ireland and abroad
favoured foreign currency borrowing which accounted for 3.4 percentage
points of this increase, or £153 million. In the second half of the year
demand accelerated, somewhat influenced to some extent by easing of
interest rates especially from June, itself the result of easier liquidity con-
ditions. The latter emerged as the external reserves, stable during the first
half of 1980, began to rise under the influence of substantial overseas
borrowing by semi-state bodies who placed the proceeds on deposits in
the Dublin Inter-Bank market and continued strength of foreign currency
borrowing by the private sector — in the twelve months to February 1981
such borrowing amounted to over £323.6 million. In the twelve months
to December 1980 the external reserves increased by over £370 million
and were equivalent to about three months imports at that date.

However, by October 1980 the Bank had become concerned at the
extent to which the private sector had incurred short-run external liabilities,
and, reserves considerations notwithstanding, foreign currency borrowing
not arranged at that date was brought within the guideline. The 15 per cent
guideline for the twelve months to February 1982 also includes foreign
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currency borrowing. The inclusion of foreign currency borrowing within
the private sector guideline should not, however, be interpreted as a state-
ment to the effect that there are no further problems perceived in financing
prospective balance of payments deficits. On the contrary, it appears that
the Bank reached a point where a policy of balance of payments financing,
supported by increased private sector foreign borrowing through the
domestic banking system should be indicated to be subsidiary to a policy
of balance of payments adjustment, a view which it had been advocating
for some time.

The foregoing summary of the operation of monetary policy in recent
years illustrates, it is felt, a rapid development in the Bank’s approach and
in its preparedness to develop new mechanisms of control. The Bank
grappled quickly with the fact that, unlike larger closed economies, the
main influence of monetary aggregatesin Ireland is on the external accounts,
rather than the domestic rate of inflation. Over a period when economic
policy was primarily concerned to operate in the face of severe balance of
payments disequilibria rather than confront this problem it sought con-
sistently to ensure that that part of credit creat‘ion which it could influence,
i.e., private sector credit, developed in a manner which contributed towards
balance of payments funding. In evaluating monetary policy within this
narrow interpretation there are, of course, a number of criticisms which
can be made. For example, in relation to 1978 the penal element in redis-
counting should probably have been resorted to earlier and to a greater
extent as should the introduction of supplementary deposits. However, as
both these measures were only being introduced at this time it is, to some
extent, understandable that they might not be resorted to as fully as would
be the case if the Bank had previous experience with such instruments. A
more serious criticism would relate to the operation of credit policy over
the period of the February 1979 to February 1980 guideline. In 1979 the
balance of payments deficit worsened markedly, significantly more so, in
fact, than the Bank had anticipated when setting the guideline. Yet even
though the circumstances under which the guideline had been established
had altered radically there was no attempt to adjust the guideline (down-
wards) in the course of 1979 in order that a less steep rundown of the
reserves might be achieved. Indeed by permitting the banks to have such
wide recourse to the Bank to maintain liquidity requirements the mone-
tary authorities sterilised a tightening of credit conditions relative to the
guideline provision which the falling reserves would, left to itself, have
induced.

Undoubtedly, the Bank’s attitude in respect of developments in 1979
was influenced by the transitional problems posed by EMS membership.
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However, the experience, it is felt, points to more deep-seated problems
in regard to the Bank’s role in the context of demand management and the
balance of payments constraint. The rapid build-up in short-run external
liabilities through private sector foreign borrowing, in the course of 1980,
and the inclusion of such borrowing within the credit guidelines from
October of that year, is evidence of the Bank’s dilemma, even though the
counterpart of these borrowings was higher external reserves, than would
otherwise have been the case. The fundamental issue relates to the inade-
quacy of a simple target for the official external reserves as an objective
of policy in relation to external balance. The shortcomings are easily
illustrated. First, the current balance of payments deficit in relation to
GNP has risen sharply over the period when monetary policy was most
active, from 2.8 per centin 1977 to around 13% in 1981, well above what
could be regarded as sustainable over the medium term. Second, the evolu-
tion of public finances and the manner of their financing (Table 31) reveals
that external borrowing by the Exchequer alone has grown to such an
extent that its external liabilities exceeded official external assets by 153
per cent at end 1981. If in addition the external position of semi-State
bodies were included as official the position would be worse. In these
circumstances the notion of reserves as representing an external asset dis-
appears. Finally, the servicing costs, in terms of interest alone, on these
external borrowings have themselves reached a level where they impose a
drain on the balance of payments in 1981 of at least £315 million, almost
3 per cent of current GNP, v

Most commentators, including the Central Bank, have advocated a
policy of balance of payments adjustment rather than attempting to
finance an unsustainable external deficit through official external borrow-
ing and induced private foreign funding. The appropriate focus of monetary
policy in such a context should be the concept known as Domestic Credit
Expansion (DCE) rather than the narrower aggregate of private sector
credit.* It is possible to illustrate simply the reasoning underlying this con-

tention using the balance sheet defining the consolidated banking system
(Table 32).

*For a discussion of this view, see, for example, O’Leary (1970) and Kelleher (1980).
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Table 32: Consolidated Balance Sheet of the Banking System (£ million)

31 December 1980

31 December 1981

L

1
2
3

O o0~ N b

iabilities
Currency
Current Accounts
Deposits

MONEY SUPPLY (M3)

Government Deposits
Net External Liability
Acceptances

SDR Allocation Account
Capital and Reserves
Other Liabilities

TOTAL

Assets

1
1
1
1

0 Non Government Lending
1 Government Lending

2 Official External Reserves
3 Premises

14 Other Assets

660.4
831.2
44477

5939.3

138.2
879.2
16.2
36.5
688.7
645.7

8343.8

5050.7
1465.7
1346.0
142.1
3393

737.3
877.1
5415.5

7029.9

129.9
961.3
15.1
47.2
962.3
705.9

9851.6

6053.6
1602.7
1473.1
187.8
534.4

Source: Annual Report 1982. Central Bank of Ireland, Dublin,

According to this:
M3 = NGL + BLG + R - NNDL - NEL

where M3 is the broad money supply (items 1 + 2 + 3);

(D

NGL is bank lending to non-government sector (item 10);

BLG is bank lending to government adjusted for changes in government

deposits with the Central Bank (items 11 — 4);

R is the external reserves (item 12);

NNDL are net non-deposit liabilities of the banking system
(items 6 + 7+ 8 +9— 13 - 14);

and NEL is the net external liability of domestic banks (item 5).
Consider changes in the variables in (1)

i.e., AM3 = ANGL + ABLG + AR — ANNDL — ANEL

@
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The change in reserves (AR) is itself given as follows

AR =BOP + GEB + PCI + NEL 3)
where BOP is the current balance of payments position

GEB is Government external funding

PCI is non-bank private sector capital inflows and

NEL is the net external liability of licensed banks.
Now substituting (3) into (2) gives

AM3 = ANGL + ABLG + GEB - ANNDL + BOP + PCI 4)
or with DCE = ANGL + ABLG + GEB
AM3 = DCE - ANNDL + BOP + PCI %)

where DCE stands for domestic credit expansion and is equal to bank lend-
ing to the non-government sector plus monetary financing of the Exchequer.

According to this the change in the money supply is identically equal to the
level of DCE net of non-deposit liabilities and the position on the current
balance and private capital accounts of the balance of payments. In these
circumstances if there is a desired balance of payments objective in relation
to the private capital account, for example, that the former should be capa-
ble of being financed by the latter, this implies that the growth in DCE must
be equal to that which can be financed by the rise in the money supply and
the increase in net non-deposit liabilities.

However, given that this has not been the approach it is not surprising
that the recent experience (Table 33) has been in marked contrast to these
conditions. DCE net of changes in net non-deposit liabilities has been much
greater than the growth in M3, and increasingly so, associated with which
there has been a marked deterioration in the current balance and a sharp rise
in net foreign liabilities of Government and banks.

While it may be clear from the above analysis that a DCE target would
be the most appropriate to monitor an economy seeking to adjust to a sus-
tainable balance of payments position a number of qualifying remarks need
to be made. In the first instance the formulation contained above represents
balance sheet identities and as such say nothing of the behaviour pattern
which underlies them. Thus setting a DCE target to achieve a balance of
payments deficit which could be financed by long-term private capital in-
flows says nothing about how the domestic economy will adjust to the tar-
get. For example, attempting a DCE target in the face of continuing growth
of monetary financing of the Exchequer would imply a massive
deflation of private sector demand with, ceteris paribus severe
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consequences for the level of employment. And even with a high degree
of co-ordination of fiscal and monetary policies there would be a costly
adjustment of the domestic economy unless accompanied by positive
policies to deal with structural aspects of the current external disequilib-
rium. However, unless such a co-ordinated approach, accompanied by the
appropriate policies to encourage switching of resources into the export
sector is pursued, the monetary authorities will continue to be constrained
in their potential role in regard to assisting the achivement of external
balance.

Incomes Policy

A major difficulty with evaluating incomes policy arises in regard to
choosing the appropriate criteria against which performance is to be
measured. The Agreements themselves are not very helpful in this regard.
Even the National Understandings dating from 1979, which attempted
most fully to harmonise pay awards with other aspects of economic policy
were imprecise as to the perceived role of pay policy in the context of
the overall demand management stance. This is not surprising given the
institutional framework within which successive national pay deals have
evolved. That framework arose following rapid growth of pay in the wake
of the craftsmen’s dispute of 1969. It is based on free collective bargain-
ing in which two parties have predominated: employers (including govern-
ment as employer) and employees. Unlike some other countries, where
centralised bargaining has developed more fully, the central organisations
of the social partners are not responsible for the enforcement of the terms
of particular agreements. This has enabled a “two-tier” system to develop
involving, in addition to the basic terms of agreements, local bargaining
for further increases, often, it needs to be stressed, falling within the
broad terms of national negotations but sometimes lying outside these.
This aspect represents a further complication when attempting to evaluate
performance.

The first significant effort by Government, as manager of the national
economy, at concerting the focus of the social partners came in 1976 when
it was agreed in Clause 22 of the interim Agreement for that year that as
a preliminary to negotiations in the Employer-Labour Conference both
sides would participate in discussions with members of the government on
economic and social strategy for the following two years. The discussions
commenced with a Tripartite Conference in September covering the avail-
ability of resources, employment, welfare, prices, public revenue and ex-
penditure and all forms of income. While the discussions proved abortive
they established the notion of what could be termed as “integrated” pay



Table 34: A Summary of National Pay Awards 1974-1980

Year (months) Duration Phase Pay Increase
1974 - 12 1(6) Either 9 per cent on the first £30 of basic pay,
January 1974 7 per cent on the next £10, 6 per cent on the
-March 19751 next £10 and 5 per cent on remainder, to-
gether with 60p a week or, if greater £2.00 a
week.
2 (6) 3% per cent plus 60p a week (there was a cost-

of-living threshold increase amounting to 1 per
cent for every 1 per cent rise above 10 per cent
in the CPI between November 1973 and Novem-
ber 1974.

(The increase amounted to 10 per cent)

1975 12 1(3) 8 per cent (i.e., CPI increase November 1974 to
April 1975 - February 1975). Minimum increase £2
March 1976
2(3) Amount of CPI increase February to May

1975, subject to a minimum increase of 4 per
cent and a maximum of 5 per cent. (Increase
payable was 5 per cent, the CPI rose by 6.1 per
cent over the period.) Minimum increase £1.

3(3) Amount of increase in CPI between May and
August 1975, (No increase payable, the CPI
falling by 0.1 per cent as a result of subsidies
introduced as part of a supplementary budget
introduced in June)

4 (3) Amount of increase in CPI between August
and November 1975 (Increase payable 2.8

per cent.)
1976 7 — 3 per cent of basic pay plus £2 per week, sub-
April 1976 - ject to a maximum of £5 per week or £3 per

October 1976 week if greater.

1977 14 1(10) Three months pay pause followed by 2% per
November 1976 cent of basic pay plus £1 per week, subject to
-December 1977 a minimum of £2 and a maximum of £4.13

per week.
2(4) 2% per cent of basic pay plus £1 per week

subject to a minimum increase of £2 and a
maximum of £4.23 per week.

1978 15 1(12) 8 per cent of basic pay or £3.50 per week.
January 1978 - .
March 1979 2(3) 2 per cent of basic pay.

19792 15 1(9) 9 per cent of basic pay subject to a minimum of
April 1979 - £5.50 per week.
June 1980 2(6) 2 per cent plus 1 per cent for each 1 per cent

rise in the CPI above 7 per cent between
November 1978 and November 1979, subject
to a maximum of 5 per cent. Thereafter, 60p
for each 1 per cent rise in the CPI above 12 per
cent between November 1978 and November
1979 subject to a maximum increase of £2.40
or £3 per week if greater. (The rate of increase
in the CPI between November 1978 and Novem-
ber 1979 was 16 pcr cent. The amount pay-
able was about 10 per cent.)

19802 15 1(9) One month pay pause followed by 8 per cent
July 1980 - of basic pay plus £1 per week.
Sept. 1981 2 (6) 7 per cent of basic pay. In the event of the CPI

figure for the period May 1980 to February
1981 exceeding 10 per cent the Employer
Labour Conference undertook to meet to
examine the position.

}The Agreement nominally lasted for 12 months but agreements starting between 1 January 1974 and 31 March 1974
remained in force until 31 March 1975. Employees covered by such agreements were compensated by the payment of
lump sums ranging from £40 {o £80.

Over and above the purely pay provisions both National Understandings also contained commitments in relation to job
creation targets and in both cases provided specific measures to assist in the achievement of these targets. In addition both
understandings provided for additional Government expenditures in the areas of health and social welfare,

Source: National Pay Agreement (successive issues)
National Understanding for Fconomic and Social Development (successive issues)
The Wage Rounds: A Summary  FUE, December 1981,
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deal. This idea was pursued in 1979 and again in 1980 with the negotiating
of National Understandings for Economic and Social Development. These
sought to provide an integrated programme in the areas of employment,
pay, taxation and social expenditure.

However, the role of pay policy in relation to securing the broad objec-
tive of demand management policy — growth and employment creation,
subject to balance of payments, inflation and public finance constraints,
was not articulated. Rather the pattern of pay was to be determined by
reference to criteria which sought to compensate wage earners fully for
rises in the consumer price index, make additional provisions in respect of
productivity, or “other local special factors” and lower-paid workers. The
same criteria, however, operated under the 1974 and 1975 Agreements. It
does not, therefore, appear that the instigation of the more integrated
National Understandings had any significant impact on the criteria used to
evaluate pay increases compared with the earlier 1974-1975 Agreements.

Indeed compared with the National Pay Agreements of 1976-1978,
none of which contained indexation provisions, the approach under the
National Understandings would appear to simply reflect a reversal in the
stance of policy from one in which there was greater emphasis placed on
containing cost increases to one which, once again, stressed the impor-
tance of maintaining living standards. In examining performance here, the
most useful perspective may be to evaluate the implications of the timing
of these shifts in emphasis and their appropriateness. In Chapter 5 the issue
of incomes policy is dealt with further but there the analysis focuses on
associating pay developments with various institutional experiences in
different countries.

The 1974 NPA proved considerably more difficult to negotiate than its
predecessors given the background of accelerating inflation. It was for this
reason that indexation provisions were introduced. But, as already dis-
cussed, that year saw a major shift in Ireland’s terms.of trade. As (adverse/
favourable) movements in the terms of trade represent a real transfer of
resources (to/from) abroad they are akin to shifts in productivity effectively
reducing or boosting the nation’s command over real resources. The man-
ner in which these effects get transmitted to the domestic economy centres
on domestic price movements. As the terms of trade move unfavourably
import prices accelerate beyond the rate of increase in export prices. This
faster rate of increase induces an inflationary impulse to the domestic
economy as higher import prices feed through primarily to the prices of
final demand components. This leads to a reduction in the real purchasing
power of income, effectively until real income is reduced in line with real
resources. But clearly if one group insulates itself from such movements
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the burdens of adjustment elsewhere in the economy will be greater.
An attempt to portray these mechanisms has been made (Diagram 8).
The approach used involves relating the per capita real income of non-
agricultural employees, non-agricultural employers and self-employed
and income earners in the agricultural sector to the broadest definition of
productivity i.e., GNP adjusted for the terms of trade, per person engaged.
In deriving real income the GNP deflator, which reflects the price move-
ments of all domestic output, would seem to be the most appropriate
since this analysis is focusing on the shares of national output being
appropriated by various groups of income earners.

It appears from this analysis that the real income of non-agricultural
wage and salary earners grew relative to overall productivity growth from
1973 to 1975, declined slightly thereafter to about 1978 and accel-
erated again until last year. The coincidence of indexation provisions in
National Pay Agreements to CPI movements with adverse movements in
the terms of trade are probably an important influence in explaining this
pattern. Such movements as already noted will directly result in accelerat-
ing consumer price inflation and will simultaneously reduce productivity
growth. If wage and salary income is indexed to these rates of price increase
then, to the extent that the consumption deflator rises faster than that
of total output, this category will experience an increasing command over
domestic resources. Moreover the fact that, at the same time, these re-
sources will be being diminished by the terms of trade effect will tend to
reinforce the growth of real wages and salaries per person engaged relative
to other categories of output producers whose income is not insulated
against terms of trade movements by indexation arrangements. The pattern
of real income growth of non-agricultural employers and self-employed
and agricultural income earners is broadly in line with this expectation. As
the real wage productivity gap widened after 1973 there was a downward
adjustment of real non-agricultural profits and professional earnings rela-
tive to overall productivity. They continued to rise in 1979 even though
real wages and salaries relative to productivity expanded, but in that year
real agricultural incomes fell significantly. In 1980 the continued growth
of real wages and salaries relative to overall productivity was associated
with falls in the real income of the other categories relative to overall
productivity.

The share of income of each of the categories in GNP (Digram 8, lower
panel) follows closely the pattern of real wage/income in relation to pro-
ductivity. By 1980 the share of non-agricultural wages and salaries had
risen to a peak of almost 61 per cent compared with just under 50 per cent
in 1973 and probably fell back slightly in 1981. Profits and professional
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earnings as measured over the same period remained about the same,
declining from 12.8 per cent to 12.5 per cent while the share of agricul-
ture fell from 14.8 per cent to 9 per cent. The implications of these
developments are less easy to identify than the mere description of the
pattern. There would have been a more significant adjustment to the in-
come shares of employers and self-employed and the agricultural sector
had the share of net taxes on expenditure not declined as it did from 13.7
per cent to 9.9 up to 1980 (although this was partly reversed last year to
about 11% per cent) and had net factor payments abroad not risen as they
did by 3 percentage points of GNP (i.e., had the Government not under-
taken the foreign borrowing which it did). To the extent that fiscal policy
had these effects it mitigated to a degree the consequences which the
growth of non-agricultural wages and salaries would have had. Nevertheless,
it seems fair to say that the development of factor shares has been in a
manner which encouraged the maintenance of existing household spending
patterns rather than encourage a switch in resources to investment which
might have contributed to a reduction in the external imbalance by simul-
taneously reducing imports and increasing export potential. It also seems
plausible to suggest that the squeezing out of profits in periods when the
terms of trade effect has been adverse would have tended to be inimical
to'a policy of employment maintenance. Of course, it is recognised that of
itself a shift in favour of profits is no guarantee of additional investment
is of the type required to generate additional exports. Specific policy mea-
sures might be required to assure that outcome. But it is hard to conceive of
how such a shift could be achieved in the face of a falling profit share.

An obvious question thrown up by the analysis would appear to be
whether or not the appearance of indexation provisions in National Pay
Agreements during periods when the terms of trade were moving un-
favourably is coincidental or not. To judge from the circumstances of the
negotiations leading up to the 1974 NPA it appears that a number of fac-
tors favoured the development of indexation from the standpoint of both
parties. From the viewpoint of Unions the background of accelerating
inflation and diminishing real growth made the idea of full proportional*
indexation (fixed* indexation provisions had already been contained in
the 1970 and 1972 NWAs) an attractive one. For employers the same
prospects, and the attendant fear that these circumstances could lead to
a wages explosion together with the fact that indexation would only

*Fixed indexation is defined as a fixed cash increase per percentage point rise in the
price index. Full proportional indexation is defined as giving a one for one percentage
point wage increase for each one per cent increase in the price index. (See O’'Brien
1981). i
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apply above a threshold — 10 per cent —and would be payable ex post
secured their acceptance. Secondly, as O’Brien (1981) notes, by 1974 a
substantial measure of coincidence of termination dates had been achieved
which enabled a common indexation base period for all bargaining groups
to be used, thus facilitating the implementation of such provisions. It thus
appears that for 1974 at any rate the move to proportional indexation was
seen by all parties to facilitate the orderly development of wages at a time
of accelerating domestic and international inflation. The issue of the
appropriate price index or terms of trade effect was not discussed in regard
to the question of indexation.

The matter was rather different in 1975. A discussion document cir-
culated to a special delegate conference of the ICTU in December 1974

contained a number of propositions which influenced Unions® attitudes
to indexation. First it stated that:

... the escalator clause neutralised the effect of wage increases
on inflation ...and avoided the necessity to secure in wage in-
creases either advance compensation for future price increase,
which were incalculable, or compensation for past price increases,
which had already become part of the existing pattern of income
distribution (See O’Brien (1981), p. 97).

Second, it urged rejection of the propositions that import price effects
should be ignored for the purpose of indexation. Third, it used the term
“conflict inflation” to describe the current inflationary environment on
the grounds that it reflected intersectoral pressure for increased incomes
shares. The latter, it noted, arose from the oil producers’ policies and
from the levelling up of Irish agricultural prices to European levels (i.e.,
movements in the terms of trade). Last, it argued categorically that there
should be no retreat from the full indexation achieved in the final stage
of the NWA 1974, These statements indicate clearly an awareness of the
nature of the terms of trade problem at the time it was occurring and of
a stance which rejected the possibility of wage earners bearing any part of
the real income adjustment which was implied. What is most surprising
though, is that this stance was effectively acceded to in the 1975 NWA
which provided for ex post indexation at quarterly intervals even though
the escalator payment under the NWA 1974 amounted to 10 per cent.
O’Brien (1981) quotes from the FUE’s Annual Report for 1975 which
cites its reasons for acceptance as follows:

The concept of indexation which found expression in the NWA
1975 was implicit in the policy enunciated by the Government in
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its November 1974 White Paper (4 National Partnership). The
Central Bank also suggested though in a different context, that pay
increases of the same order of magnitude as price increases in the
previous quarter could gradually reduce the rate of price inflation
(See O’Brien (1981), p. 119).

While the action of employers is ultimately a matter for themselves it does
appear that the Government’s commitment to retaining the concept of
NWAs conflicted with the adjusting of income shares. The result was to
further reinforce the tendencies of 1974 and to increase the task of bring-
ing about a distribution of income which would have been more in keep-
ing with the achievement of positive adjustment to the loss of output
implied by the unfavourable shift in the terms of trade.

After 1975 Government policy changed, a process of adjustment in
income growth did occur and by 1978 this had resulted in a marked in-
crease in the share of entrepreneurial income and although the wage share
had fallen from its peak of 1975 it too was well above the 1973 level
(Diagram 8) while the share of agriculture was only slightly less than in
that year. The return in the National Understanding of 1979 to indexation
— which comprised a combination of provisions giving proportional and
fixed cover against certain rates of increase in the CPI — was not moti-
vated by any anticipation of a further terms of trade loss which might
occur. Rather its inclusion was aimed at securing a pay deal which it was
felt was consistent with the Government’s inflation target of 7 per cent for
the year. The fact that the second oil price shock occurred with its atten-
dant further deterioration of the terms of trade at a time when the pay
provisions of the National Understanding contained a degree of indexation
was fortuitous. ‘

The responses to this second episode of a deteriorating terms of trade
position can really only be judged from the behaviour under the syb-
sequent National Understanding. Its reference to indexation was, in the
end, non-committal, simply stating that if inflation exceeded 10 per cent
between May 1980 and Feburary 1981 the Employer Labour Conference
would meet to examine the position. This was agreed, however, only after
the most protracted negotiations which included two breakdowns and two
Government interventions. In the event while inflation exceeded the above
limit no further payments were agreed to within the framework of the
negotiated Understanding.

What emerges from this brief analysis is that the terms of trade effect
and its implications have been understood by the parties to successive
Wwage negotiations since 1974. Despite this little in the way of a consensus
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as to the appropriate manner by which income shares should be adjusted
in periods of recession, induced by external price shocks, emerged. Viewed
from this perspective it is felt that perhaps the greatest prospect offered by
central pay bargaining: the opportunity to achieve positive adjustment to
external imbalance in the context of achieving national economic objec-
tives did not materialise.




Chapter 5
INCOMES POLICY: SOME CROSS COUNTRY PERSPECTIVES

Introduction
The previous part presented an appraisal of incomes policy as articulated

in Ireland throughout the last decade. Here the scope of the discussion is
broadened somewhat to embrace the experience of a selected number of
other OECD countries with incomes policy during the 1970s. To this end
we examine, on the one hand, the institutional characteristics of such
policies and, on the other, the extent to which they have been successful
as judged by a common set of criteria. Drawing together these two strands
of the analysis we outline some conclusions regarding the relationship bet-
ween them. Specifically we address ourselves to the question of whether
the success of incomes policies (where they have been successful) owes
anything to the institutional basis on which they have been grounded and,
if so, which institutional features in particular have been most conducive

to the achievement of that success. ‘
It should be emphasised at the outset that the analysis is primarily

conceived as a contribution to- the ongoing discussion of incomes policy
in Ireland and as such is designed to identify the broader relationships
between the relevant data as an aid to policy prescription and design
rather than to quantify meticulously the conduits and parameters of
causation. Much of our analysis therefore is exploratory and suggestive
in nature. Moreover our conclusions are tentative ones and are aimed at
providing a framework within which a broad strategy for incomes policy
might be evolved, rather than a detailed and definitive summary of cause

and effect.
There are a number of reasons for submitting such a cautious evaluation
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of what follows. The most important and fundamental of these resides in
the fact that our analysis attempts to correlate data of a numerical kind
(primarily, the relationship between real wages and productivity) with
data of an essentially qualitative kind concerning the institutional features
of incomes policies. Whereas the former set of data is amenable to objec-
tive quantification and subject only to errors of measurement and errors
arising from data deficiencies, the latter data are not quantifiable in any-
thing like the same sense and are subject to errors of judgement and inter-
pretation. Any attempt to correlate the two sets of data is consequently
a problematical exercise and our own attempt to do so must be viewed in
the light of these comments.

Another reason for striking a cautionary note springs from the level of
aggregation at which the analysis is carried out. In what follows we focus
exclusively on the economy as a whole. Obviously a very high degree of
aggregation is involved here and this in itself subjects the analysis to some
shortcomings which are elaborated on in the main body of the analysis.
Furthermore by focusing on the macro-economy, developments at the.
sectoral level are not analysed. To the extent that different sectors of the
economy are characterised by different adjustment processes to the real
wage — productivity relationship an analysis which subsumes such inter-
sectoral differences in a broad level of aggregation may ignore important
facets of the income distribution process. This again is a point which we
elaborate on in a later section. However, it is not a problem which is with-
in the ambit of this paper to resolve.

Conceptually we may usefully distinguish between three elements in-
volved in the development of an incomes policy. The first of these is the
identification of policy objectives. The second is the framing of a set of
rules or guidelines for governing the evolution of incomes and the third
element concerns devising a set of institutions the purpose of which is to
operationalise the guidelines. The content of this part embraces these three
elements and its organisation is as follows. First the principal objectives of
an incomes policy, with particular emphasis on locating such a policy in a
growth context, are identified. Next, a model of functional income dis-
tribution is developed in some detail. This is intended to serve the dual
purpose of providing a set of guidelines for the evolution of factor in-
comes at the aggregate macro-level and providing a set of criteria for
evaluating the performance of the 10 OECD countries covered. The model
itself revolves around the relationship between real wages and productivity.
Then the discussion is extended to treat of the various adjustment mechan-
isms which come into play if the guidelines posited by the model are not
in fact followed. Following this we present and analyse the empirical evi-
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dence for the countries surveyed. Then we discuss the institutional features
of incomes policy and draw up a crude typology of incomes policies as
pursued in the 10 countries. Finally we present our conclusions on the
relationship between the institutional features of incomes policies and
economic performance,

The Objectives of Incomes Policy
An incomes policy may be deployed towards the attainment of any sub-

set of a great number of economic or social objectives, although perhaps
with varying degrees of plausibility. The most enduring feature of incomes
policies, however, is that they represent concerted attempts to alter the pat-
tern of income distribution from what it would otherwise be. Generally
speaking, therefore, whatever other targets it may aim at, an incomes
policy will typically seek to secure a more equitable inter-personal dis-
tribution of income and/or attain some desired structure of income dis-
tribution as between the two principal factors of production, labour and
capital. In this discussion it is the latter distributional goal which will
command our attention.

Pre-occupation with the functional distribution of income is readily
rationalised. Basically it springs from a recognition that the achievement
of sustained economic growth requires the process of income distribution
between labour and capital to generate a sufficiently large surplus over
and above labour and raw material costs which is available to expand the
productive capacity of the economy. In an essentially capitalist economy
the surplus is called profit. In a centrally planned or labour-managed
economy the nomenclature is different. Whatever its name, the magnitude
of this surplus will be an important determinant of the amount of invest-
ment undertaken which in turn provides the locomotive of economic
growth and the means for expanding employment.

Notwithstanding the long-run implications for the realisation of macro-
targets of the outcome to the income distribution process, the two main
protagonists in that process, trade unions and employers, will typically
have divergent and, in the former case, shorter-term objectives. Trade
unions are typically interested in safeguarding if not improving the living
standards of their members. Employers if not concerned with profit
maximisation in the short-term are interested in maintaining/improving
the competitive position of their firms and in bringing about wage re-
straint as a means of doing so. The process of wage and salary determina-
tion, therefore, is primarily a struggle over factor shares between labour and
capital, the outcome of which determines the extent of realisation of the
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broader macro-objectives already alluded to. There is reason to believe that
an income determination process which is the exclusive preserve of trade
unions and employers will yield an outcome which depends largely on
their relative bargaining strengths and which therefore, only fortuitously
serves the objectives of increasing output and employment or reducing
inflation.

The argument above would suggest that the process of functional
income distribution left to itself may not generate an investible surplus of
sufficient magnitude to provide for steady and rapid growth of the eco-
nomy. Indeed the pattern of distribution which emerges may lead to under-
employment of resources, particularly labour, high rates of inflation and
sluggish or sub-zero growth. The adoption of incomes policy as a means
of regulating factor shares is motivated by the desire to avoid such out-
comes and is informed by the acknowledgement that there exists “an
interdependence between the growth of output on the one hand and the
distribution of income between wages and profits on the other . . .” Kregel
(1979). Moreover a central issue which needs to be confronted in designing
an incomes policy is the question of how an awareness of this interdepend-
ence and, in particular, an awareness of how the achievement of macro-
objectives is facilitated or hindered by the outcome of the struggle over
factor shares, can be grafted onto the incomes determination process. We
return to this question later in our discussion of institutional features.

Although the key criterion for determining the success of an incomes
policy must ultimately be the extent to which it contributes to economic
growth at high levels of resource utilisation two shorter term ancillary cri-
teria have also been identified. They are the degree in which the policy (a)
improves the living standards of employees and (b) minimises cost increases
and thereby maintains or improves the cost competitiveness of firms.
Bearing these two considerations in mind permits us to focus on the role
of government.

The government may decide to reconcile the otherwise intractable con-
flict between competitiveness maintenance and standard-of-living main-
tenance by reducing taxation. In the event of such a tactic being unaccom-
panied by a reduction in government expenditure, its adoption will mean
that labour market peace is purchased at the expense of an increased bud-
get deficit and a deterioration in the balance of payments. Neither of these
outcomes can be considered desirable in the context of the overall objec-
tives of expanding the productive capacity of the economy and achieving
sustained economic growth since neither advances these objectives. Fiscal
concessions on the part of a government faced with the alternative of
industrial unrest represent nothing more than a transferring of the adjust-
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ment problem to the public sector. Moreover in as much as the problem is
resolved by increasing public sector indebtedness the solution must even-
tually be financed out of increased taxation. Consequently any definition
of the “success” of incomes policy should be broadened to preclude the
emergence of either an increased budget deficit or a deterioration in the
balance of payments on foot of the government’s input into the incomes
policy.

The foregoing discussion strongly implies that the improvement of in-
dustrial relations or the maintenance of labour market peace cannot
properly be regarded as the ends of incomes policy although they may
provide a means towards the attainment of those ends. Specifically the
deployment of fiscal concessions as a device designed to facilitate modera-
tion in wage settlements provides only a temporary respite and contributes
nothing to permanently increasing the investible surplus discussed earlier.

So far we have discussed the role of incomes policy in ensuring that the
income distribution process generates a sufficiently large investible surplus.
However, it must be recognised that the existence of such a surplus does
not necessarily guarantee that it will be productively invested. Wage modera-
tion, all other things equal, will increase profitability but the additional
profits may be distributed in dividends or directed towards other areas
where they do not contribute to expanding productive capacity. Con-
sequently an incomes policy may need to incorporate mechanisms where-
by this outcome is avoided. As Kregel (1979) contends “a wages policy
cannot be justified independently of an investment policy to assure the
full utilization of the economy’s productive capacity and labour force”.
In sum, even assuming that wage moderation necessarily increases profit-
ability (a proposition which involves making fairly restrictive assumptions
about raw material costs, non-wage labour costs and so on) such modera-
tion is not a sufficient condition for increased investment and productive
capacity. In so far as these are the ultimate aims of an incomes policy such
a policy must ensure that the conduit of causation runs not just from
wage restraint to profitability but right through to the undertaking of
productive investment projects.

Real Wages and Productivity

Having outlined what we consider to be the appropriate objectives of
incomes policy we now seek to identify a set of guidelines for the evolu-
tion of factor incomes which would best serve these objectives.

As our point of departure we select a very simple model of factor in-
come distribution at the industry or sectoral level which we subsequently
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modify in the light of certain shortcomings. It is intended to develop this
modified model for the economy as a whole, at which aggregate macro-
level it provides us with a ground-rule for the evolution of factor incomes
and a criterion by which to evaluate the performance of the 10 OECD
countries which we discuss later.

The simple model in question focuses on the relationship between real
wages and productivity and proposes that to maintain equality of growth
between profits and wages (constancy of factor shares), money wages per
employee must increase in accordance with the growth of productivity

and the growth of output prices. In algebraic terms, the following rela-
tionship should hold:

¥=p.4 (5

where w represents average nominal wages, p the price of output and g
productivity. The symbol * over a variable indicates the ratio of the vari-
able’s value in the current period to its value in the immediately preced-
ing period. Manipulation of equation (5) allows us to express the relation-
ship in two alternative ways: real wages should grow in line with pro-
ductivity (W/p = §) or, unit wage costs should grow in line with the price
of output (W/q = p).

The relationship embodied in equation (5) may be regarded as providing
both a positive and a prescriptive theory of factor shares. It qualifies as a
prescriptive theory to the extent that it identifies the “scope that exists
for wage increases, that “scope” being predicated on the proposition that
maintaining constancy of factor shares between labour and capital is the
“desired” outcome of the wage determination process. Such an outcome
may be the desired one on the grounds that its attainment minimises labour
market conflict or obviates the adjustments to prices and employment
which other outcomes necessitate, or because it generates a level of profit-
ability or investible surplus which is in some sense optimal from the point
of view of continued economic growth. With regard to the latter point it
should be emphasised that the relationship between factor shares and
economic growth will depend upon the precise nature of the underlying

production function faced by the economy. This is not a topic which we
address in the paper.*

*It is important to distinguish between the share of profits in total factor remunera-
tion and the return on capital. In effect the definition of profitability implicit in
factor share analysis is “profit per unit of output’ which is the product of the rate of
return on capital (r) and the capital-output ratio (X). From the point of view of pro-
viding an incentive for investment and thus generating sustained economic growth the
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It is, however, as a positive theory that the simple model outlined
above is richest in inferences. For the model, as a positive theory, postu-
lates that if wage increases are ex ante greater than productivity growth
and the growth in output prices certain adjustments will take place to
bring about equality between the two sides of the equation. Firms will
either increase the price of their output, thereby reducing the growth in
the real wage (W/p) or they will shed labour in an attempt to induce an
endogenous increase in productivity. Either way constancy of factor
shares will be restored, the difference now being, of course, that the restora-
tion of this equilibrium will have occurred at the expense of either a
higher rate of inflation or a lower level of output, or a combination of
both. Under these circumstances the original wage settlement will not
be conducive to the maintenance of full employment of existing re-
sources nor will the level (as distinct from the share) of profits that emerges
be sufficient to finance a high and steady level of economic growth through
investment.

In summary then the model proposes not that wage settlements should
be reached which have the effect of bringing about the same rate of
growth in the income accruing to labour and capital respectively (since
the inevitable restoration of equilibrium guarantees this outcome anyway)
but that wage settlements should be reached which bring about constancy
of factor shares at an increasing rate of resource utilisation.

We now turn our attention to refining the simple model to capture the
influence of variables which it ignores and to extend its use to the aggre-
gate macro-level. Three principal modifications are called for: (a) the
definition of wages; (b) the incorporation of raw material costs; (¢) the
definition of productivity and the appropriate measure of employment
to be adopted. These issues are now discussed in turn.

(a) The Definition of Wages

Wages and salaries represent both a cost of production and the income
received by labour. Typically, however, no precise symmetry exists between
the costs directly incurred by firms in employing labour on the one hand,
and the remuneration received by employees on the other. This asym-

relevant variable is r. However it is not possible to draw inferences about the evolution
of r from information on the functional distribution of income alone — information
on the capital-output ratio is required also. Thus a decline in the profit share in total
factor remuneration does not necessarily mean that the rate of return on capital
has declined. However Sachs (1979) presents evidence which indicates clearly that
profitability as measured by r moved in close parallel with factor shares over the

1962-76 period for all economies surveyed.
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metry is compounded when the nominal magnitudes are converted into
real terms.

From the point of view of employers w in equation (5) should be
defined as nominal labour costs per employee. As such it should ideally
include all non-wage labour costs incurred by employers. In practice, how-
ever, many of these costs are either difficult to identify or not readily
quantifiable. For the purposes of this discussion then labour costs are
defined to include employers’ contributions to social insurance funds
and private pension funds only, in addition to wages and salaries. From
the viewpoint of employees the appropriate definition of income is wages
and salaries per employee net of such payroll taxes levied on employers,
at least to the extent that these are not perceived by employees as part of
their remuneration. Indeed from the employees’ perspective it may be
more appropriate to focus on their average disposable income, that is to
net out both income tax and social security contributions paid by them
also. The validity of this exercise depends upon whether labour unions
are assumed to bargain in terms of disposable income or not.

As becomes more apparent in the empirical analysis later on the dis-
tinction between labour costs and employee income is of some impor-
tance. In particular the existence of employers’ social insurance contribu-
tion is likely to provide a source of tension in the wage bargaining pro-
cess if these contributions are growing more rapidly than total wages and
salaries and if employees are unwilling to discount such increases in their
wage claims.

It is also necessary to acknowledge that different price deflators are
generally employed in measuring employee income and labour costs res-
pectively in real terms. The price deflator used by employees to trans-
late nominal into real income is typically the consumer price index (CPI)
or a variant thereof. From the employers’ point of view the appropriate
deflator is the relevant output price index. At the macro level the most
suitable such index is the implicit GDP deflator.* There is, of course, no
reason why the CPI should grow at the same rate as the output price
index for an individual firm or industry. Similarly, although the degree

*Throughout "the analysis the implicit GDP deflator used is that of GDP at market
prices. Whereas it may be considered preferable to use the implicit deflator of GDP at
factor cost, the fact that our economy-wide productivity measure is based on real
GDP at market prices requires that we use the corresponding deflator for purposes of
consistency. Two consequences follow from this choice: (i) we have not been able to
isolate the effect of net indirect taxes in the analysis and (ii) the differential growth
as between the CPI and the implicit GDP deflator employed does not reflect the
evolution of net indirect taxes.
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of correspondence between the two indices might be high especially over
the long run, the CPI will only fortuitously track the GDP deflator from
year to year. This point becomes more readily apparent when it is re-
membered that the GDP deflator includes export prices but not those of
imports whereas the CPI includes import prices but not those of exports.
For this reason a deferioration in the terms of trade will, ceteris paribus,
increase the CPI by more than the GDP deflator.

In sum then, an increase in employers’ social insurance contributions
in excess of the growth in wages and salaries or an increase in the CPI
relative to the GDP deflator will constitute two sources of dichotomy of
perception as between real labour costs to employers and real labour in-
come to employees. In other words, under such circumstances a given
nominal wage rise will imply a greater increase in real labour costs than
in the purchasing power of wages and salaries.

(b) Raw Material Costs and the Terms of Trade

The model as developed so far implies that the entire différence bet-
ween labour costs and sales revenue will accrue as profit of some sort.
But, it is quite possible for real labour costs to grow at the same rate as
productivity and at the same time induce a declining, increasing or con-
stant profit share. Profitability, therefore, is not uniquely determined by
the interaction between labour costs, output prices and productivity but
also by other production costs, in particular, in the present context, by
unit raw material costs. In other words profitability or, more accurately,
profit per unit of output is influenced by the evolution of output prices
relative to raw material input prices — the terms of trade — as well as unit
labour costs.

Whereas transforming our model of the income distribution process
to incorporate such terms of trade movements as are confronted by the
individual firm or industry would be a difficult exercise because of data
deficiencies at this level of aggregation, this is not the case for the macro-
economy. If we focus on the economy as a whole as our production unit
the problem of correcting for the terms of trade is an eminently tractable
one. The output of the economy or at least that part of its output which
passes through the “factory gates” is readily identifiable as its exports,
while the corresponding raw material inputs are represented by its im-
ports. The ratio of input to output prices is therefore indicated by the
ratio of import to export prices. In extending our model to the economy
as a whole we accordingly define productivity in such a way as to capture
the terms of trade effect.

Turning to the question of the appropriate adjustment to be made
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for the terms of trade there are many such adjustment formulae and an
extensive literature has sprung up around this topic. Most however are
variations on two basic prototypes: (i) the first requires the revaluation
of imports in terms of export prices. Essentially this is an output or pro-
ductivity oriented measure of the terms of trade effect. It involves re-
placing M/Pm by M/PX in the identity for real national product*:

Y= C/PC + I/Pi + G/Pg + X/PX - M/Pm

(ii) the second adjustment involves revaluing exports in terms of import
prices. This is a disposable income oriented measure of the terms of trade
effect where X/P, is substituted by X/Py, in the above identity. The selec-
tion of one method over the other depends on the nature of the analysis
being carried out. Since our purpose is to construct some measure of
economy-wide productivity, the first method is the more appropriate. It
is worth pointing out that, in the case of countries with a deficit on ex-

ternal account, the first adjustment yields a larger terms of trade effect
than the second.

(c) The Appropriate Measures of Employment

A third and crucial methodological point concerns the measure of
employment to be adopted in calculating productivity, on the one hand,
and average real employee income or labour costs, on the other. Here, it
is necessary to distinguish between two principal employment measures:
(i) total employment ie., total of all persons gainfully occupied in the
economy; (if) dependent employees ie., total employment less self-
employed, entrepreneurs etc., and to consider the relationship between
them. This distinction would be of little consequence at the firm or in-
dustry level, but is of considerable importance for the economy as a
whole.

In resolving this problem regard must be had to the data sources being
used and the definitions employed in apportioning income between
economic agents and factors of production. Our principal data source is
the “National Accounts of QECD Countries”, where the relevant variable
“compensation of employees” is defined in such a way as to exclude the

*Standard notation is employed here: Y, C, I, G, X and M represent the value of
National Income, Private Consumer Expenditure, Investment, Net Current Govern-
ment Expenditure, Exports and Imports respectively in current market prices. The
P’s with appended subscripts represent the appropriate price deflators.
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income of the self-employed.* If the proportion of self-employed labour
declines over time — a not unlikely occurrence given, inter alia, the in-
creased participation of the public sector in the economies and over the
time-span under scrutiny — we would -expect the growth of aggregate
employee compensation as defined to be more rapid than the growth of
GNP. Equally we would expect the growth of aggregate employee com-
pensation in real terms to outstrip the growth of real GNP ceteris paribus.
The extent to which the former exceeds the latter would simply be a
reflection of the declining numbers of the self-employed or the growth of
public sector employment.

Two methods of dealing with this problem have been adopted in studies
similar to this one. Sachs (1979) estimates an imputed income for the
self-employed and adds this to aggregate employee compensation as defined
in the OECD National Accounts. Consequently his employee compensation
variable includes all income accruing to economic agents in the economy
in respect of their labour input into the production process. Schelde-
Andersen (1979) does not impute an income to the self-employed but, in
order to correct his analysis for the changing ratio of dependent employees
to total employment, he uses an index of total employment to derive his
measure of productivity and an index of the number of dependent em-
ployees to estimate average compensation per employee. Both methods
will yield the same results and inferences about profitability if the average
income of the self-employed grows at the same rate as the average income
of dependent employees.

Given the very considerable difficulties involved in estimating imputed
income for the self-employed particularly for such a large number of
countries as this study covers we have chosen to follow the methodology
used by Schelde Andersen.

We are now in a position to gather together the points made under the
three headings above by expressing equation (5) in terms of economy wide
concepts first from the viewpoint of employers and secondly from the
viewpoint of employees. The following system of simple equations sets
out the relevant relationships:

1=p.4 (6)
w=p,.9 (7
*The actual definition is: “All payments by resident producers of wages and salaries
to their employees, in kind and of cash, and of contributions, paid or imputed, in

respect of their employees to social security schemes and to private pension, family
allowance, casualty insurance, life insurance and similar schemes”.
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where:

[= cw+(l-o)s (8)
Pe=(1+x)p (9)

In this system of equations the notation is as follows:

I+ Total employee remuneration (inclusive of employers’ social

security contributions) divided by the number of dependent
employees.

the implicit GDP deflator (at market prices).

real GDP (at market prices) adjusted for the terms of trade and
divided by total employment.

w i total wages and sularies divided by the number of dependent
employees.

Po:  the consumer price index.

s :  employers’ social security contributions.

e

the proportion of total employee remuneration accounted for
by wages and salaries.

X @ a parameter which expresses the relationship between the CPI
and the GDP deflator.

According to equation (6) employers’ desired outcome is such that real
labour costs grow in line with productivity i.e. i/ﬁ = § while employees
desire that their real income should grow according to equation (7)
ie. W/pe = q. It can readily be proven that if § exceeds 1 and/or Pe is
greater than p, then the outcomes desired by employers and employees are
mutually inconsistent.* In other words if employers’ social security con-

*If the outcome of wage negotiations is that desired by employees viz. % = Pc. @
from equation (7) and, I=a® + (1 — o)§ from equation (8) then we have:

zz ap. . @) + (1 — a)§ which, given equation (9): P, = (1 + x)p becomes:

=0l +x)p.4q + (1 — 0)§. The ratio of real labour cost growth to productivity
growth is therefore:

ol +x)+(1-0a) f—)ﬁa

This expression will equal unity if x =0 and § = P . 4. For values of x greater than

zero and § greater than . § the gap will be correspondingly unfavourable from the
point of view of capital.
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tributions grow at a rate in excess of total employee remuneration and/or
the CPI increases more rapidly than the GDP deflator real labour costs will
grow faster than productivity (and the share of profits in factor income
will fall) provided that the growth in employees’ nominal incomes is suf-
ficient both to safeguard their purchasing power and fully compensate
them for productivity growth. Conversely, under the same conditions, if
nominal wages grow in such a way as to obviate the emergence of a gap
between the growth of real labour costs and productivity their increase will
not be enough to maintain the purchasing power of employee incomes
and compensate employees for improved productivity. Here the share of
wages in factor income will fall.

From the perspective of underwriting steady economic growth through
the generation of a sufficiently large investible surplus it is equation (6)
which provides the key. Thus, if the economy has sustained a terms of
trade loss and equation (6) indicates the desired situation with regard to
the evolution of profits the broad macro objectives discussed earlier can
only be advanced if real wages are sufficiently flexible to allow under-
compensation for CPI increases and productivity growth together.

The Adjustment Problem

The distinction between ex ante and ex post equality of real wages and
productivity has already been discussed. Before moving on to the empirical
analysis of the evidence for the 10 OECD countries covered we propose to
amplify this discussion somewhat. In particular we outline the adjustment
mechanisms which are likely to come into play in the face of an ex ante
gap between real labour cost growth and productivity growth in three sec-
tors of the economy: the exposed sector; the private sheltered sector and
the public sector. In broad terms there are three adjustment mechanisms
whereby ex post equality between | and P . g can be restored in the event
of fexceeding P . q ex ante. These are: (i) an increase in the rate of infla-
tion of output prices (p); (ii) an endogenous increase in productivity (§)
brought about by reducing employment and: (iii) an endogenous increase
in productivity brought about by reducing unit raw material costs.

(i) An increase in p: According to the conventional theory of the small
open economy (SOE) which postulates the existence for such an eco-
nomy of an infinitely elastic demand curve for its output of tradable
goods, firms operating in the exposed sector of the economy can only
effect an increase in p in the event of a currency devaluation. The scope
for nsing a devaluation as an effective adjustment mechanism, however,
is more or less constrained by the extent and speed with which the con-
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comitant increase in the price of import feeds through to the general
price level and to wages. Allowing for some relaxation of the basic assump-
tion underlying SOE theory some firms in the tradable goods sector may
be able to increase p in the absence of a currency devaluation but at the
expense of reducing demand and output.

Constraints on using price as the means of adjustment are also in
operation in the other sectors of the economy although perhaps not in
as binding a way. In the private non-tradables sector there exists the
immediate constraint of non-zero price elasticity of demand. In the pub-
lic sector an increase in p effectively means a further increase in taxes or
an increase in public sector borrowing for most of this sector’s output.
Ultimately, in any event, increasing p provides at best, a temporary respite
from the problems posed by an ex ante gap between the growth of real
labour costs and the growth of productivity since the resultant price in-
creases will feed a wage-price spiral of accelerating inflation and/or lead
to the generation of an unsustainable position of the public finances.
Eventually the latter problem can be resolved only by increasing taxation

relative to government expenditure, which will in turn feed back into the
wage bargaining process.

(ii) Reducing employment: It is important to recognise in regard to the
reduction of employment that labour is not an entirely variable factor of
production for the individual enterprise. Moreover labour costs are not an
entirely variable production cost in the sense that an x per cent reduction in
labour inputs does not necessarily lead to an x per cent reduction in labour
costs. The validity of the first point is established with reference to the exis-
tence of legislation on employment protection, contractual obligations and
so on, which together comprise a set of institutional constraints on labour
shedding at the margin for firms. On the second point which has been
treated extensively in the literature, (see, for example, Schelde-Andersen
(1979) and Costrell (1981)), the evidence suggests that a significant and
rising proportion of total labour costs comprises what are essentially over-
head labour costs such as expenditures on training, personnel etc. For
these reasons reducing employment as a means of redressing the gap
between I and p . § may either be extremely difficult or, where possible,
may not be successful since the endogenous increase in § may be largely
offset by an endogenous increase in 1 resulting from the fact that over-
head labour costs are now spread over a smaller number of workers. One
implication of the foregoing is that, to the extent that continuous adjust-
ments to employment at the margin by an individual firm is rendered
impossible or ineffectual as a means of restoring equilibrium, large dis-
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crete adjustments may take place instead. In other words closures of
entire plants may occur rather than piecemeal redundancies in the work-
force.

There are of course additional and essentially political constraints on
the public sector shedding labour, particularly where the commitment to
full employment or the maintenance of existing employment levels is a
strong one. Indeed under such circumstances the Government will not only
feel constrained to maintain public sector employment at current levels
but to absorb those made redundant in other sectors of the economy as
well. At the very least, to the extent that labour-shedding is the adjust-
ment mechanism resorted to in the private sectors of the economy aggregate
unemployment payments will increase, aggregate demand will increase
relative to supply and as Soderstrdm and Viotti (1979) have shown,
the result will be a deterioration of both the balance of payments and the

exchequer finances.

(ili) Reducing unit raw material costs: Inasmuch as enterprise enjoy
limited/no monopsony power in the market for raw materials, the price
of raw materials remains outside their control. The reduction of unit raw
material costs may consequently be viably effected only by reducing the
input-output ratio for raw materials. This may be difficult for technical
reasons — the nature of the production function facing the firm con-
cerned may approximate the fixed input-output variety. Hence reduction
in raw materials usage may in certain circumstances imply a reduction in
output and have correspondingly little effect on closing the gap between
real labour cost growth and that of productivity. At the macro-level,
whereas an economy cannot control the price of its raw material imports,
it may be in a position to reduce the negative effect on productivity brought
about by a terms of trade deterioration by reducing the quantity of such
imports.

Our brief discussion of the adjustment problems posed by the emer-
gence of a real wage-productivity gap provides some useful guidelines for
interpreting the empirical evidence presented in the next section. In the
first place the observed relationship between the growth of real labour
costs and of productivity is not necessarily the same as the ex ante rela-
tionship. Equalisation over time of real labour cost growth and the growth
of productivity may be achieved by reductions in employment and output
or by accelerating inflation. Moreover government policy may be such
that adjustment is achieved at the expense of a deterioration of the Ex-
chequer’s finances and/or a worsening of the balance of payments either
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through the deployment of fiscal concessions in an attempt to buy indus-
trial peace at unchanged levels of employment in the non-government
sector or through engaging in what S&derstrdm and Viotti (1979) have
called an “ultra-Keynesian” policy whereby government counterbalances
labour-shedding in the private sector by correspondingly increasing employ-
ment in the public sector. Consequently the behaviour of real labour costs
vis-a-vis productivity does not provide a sufficient criterion for evaluating
the success of incomes policy. Regard must be had to the background
against which labour market equilibrium is attained.

A second point pertains to the question of adjustment lags. Adjustment
is unlikely to take place instantaneously. Typically we might expect adjust-
ment to a real wage-productivity gap to be spun out over 1-2 years as
enterprises engage in labour-hoarding or display inertia in changing their
pricing rules and so on. In the event of a gap of significant magnitude
being a more protracted phenomenon, this may be evidence of a serious
structural imbalance in the economy, or severe disequilibrium in the
labour market sustained either by institutional constraints or perhaps by
the use of widespread labour subsidies by Government. Anticipating the
results presented in the next section, Belgium is a striking example of an
economy in which the growth of real labour costs has continuously out-

stripped that of productivity with no evidence of effective adjustment
taking place.

The Empirical Evidence: Presentation and Analysis

Our analysis covers ten OECD countries including Ireland. Six of these
are members of the EEC — Belgium, France, Germany, the Netherlands,
the UK and Ireland. The remaining four: Austria, Finland, Norway and
Sweden were selected primarily because of their quite distinctive approach
to incomes policy. ,

In the diagrams below the results of our analysis of the real wage-
productivity relationship are presented in graphical form. For each country
the evolution of four magnitudes is tracked: real labour costs peremployee;
real income per employee; productivity adjusted for the terms of trade
and unadjusted productivity. The derivation of each of these reflects the
arguments made in our outline of the model above. Precise definitions,
details of sources and other explanatory notes are appended to the charts
themselves. In order to evaluate the macro-economic background against
which real wages and productivity evolved, Table 35 sets out for each of
the countries the principal relevant indicators of economic performance:

real GNP growth, unemployment, inflation, the balance of payments and
the state of exchequer finances.
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Notes on Charts

(i) Real Labour Costs per Dependent Employee: Total remuneration
of employees inclusive of employers’ contributions to social security
funds and private pension funds, deflated by the implicit GDP
deflator and divided by an index of dependent employees.

(ii) Average Real Employee Income: Total wages and salaries deflated
by the CPI and divided by an index of dependent employees.

(iii) Adjusted Productivity: Real GDP divided by an index of total em-
ployment and corrected for the terms of trade.

(iv) Unadjusted Productivity: Real GDP divided by an index of total
employment.

All the above indexed to the base 1970 = 100.0.

Sources

() “NATIONAL ACCOUNTS OF OECD COUNTRIES”: OECD,
(PARIS), 1981,

(i) “LABOUR FORCE STATISTICS 1962-1979”: OECD, (PARIS)
1981,

(iii) “INTERNATIONAL FINANCIAL STATISTICS — YEARBOOK”:
IMF, 1981.

(iv) “NATIONAL INCOME AND EXPENDITURE — 1979”: CSO
(DUBLIN), 1981.

(v) “EUROPEAN ECONOMY”: European Commission, (BRUSSELS),
Nov. 1981.

3

B

Notes

(i) Social security figures for Austria are inclusive of employees’ contri-
butions.

(i) Estimates of GDP, Terms of Trade, Employment and Employee
Remuneration for 1980 for the following countries: France, Ger-
many, Netherlands, UK and Belgium are derived from “EUROPEAN
ECONOMY™,
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To facilitate interpretation of the results some comments are appropr-
ate at this stage. First, given our definition of real labour costs and real
income per employee respectively, differences between the evolution of
these two variables are due to (a) divergence between the growth of the
CPI and the GDP deflator for the country concerned and, (b) differences
between the rate of increase in employers’ social security contributions
and the aggregate wage and salary bill. In particular if real labour costs
grow more rapidly than real employee income this implies that the CPI
has grown more rapidly than the GDP deflator and/or that employers’
social insurance contributions have increased relative to aggregate wages
and salaries. In turn the CPI may grow more rapidly than the GNP deflator
because of (a) a deterioration in the terms of trade and (b) the fact that
the two indices have a different coverage of goods.

Secondly, differential rates of growth as between adjusted and un-
adjusted productivity reflect movements in the terms of trade. In the
event of a deterioration in the terms of trade adjusted productivity will
fall relative to productivity unadjusted. The converse is true of a terms of
trade improvement. A related point pertains to the connection between
the terms of trade and the behaviour of the CPI yis-d-vis the GDP de-
flator. Bearing in mind the composition of these two price indices it is
to be expected that consequent on a terms-of-trade deterioration the CPI
will ceteris paribus increase more rapidly than the GDP deflator. Again, all
other things equal, we would expect as a result that the growth of real
labour costs would outstrip that of real employee income. Of course all
other things will typically not be equal: in particular, social insurance
payments by employers and other prices which feed into the GDP deflator
but not into the CPI may change in such a way as to either exacerbate or
ameliorate the potential for an emerging real costs — real income dichotomy
inherent in a terms of trade deterioration.

The criterion deployed in evaluating the behaviour of wages is that they
evolve in such a way that real labour costs move in line with adjusted pro-
ductivity. However, there are a number of other identifiably and concep-
tually different possibilities which are now briefly outlined.

The first of these is that real labour costs might grow in line with un-
adjusted productivity. Here, the gap between the growth of real labour
costs and adjusted productivity reflects the terms of trade effect and
emerges because of a failure to adjust to disturbances in the terms of trade.
A second possibility is that real income per employee may move in line
with adjusted productivity. Under such circumstances the emergence of a
real labour cost-productivity gap will be associated with the éxistence of
differential growth rates as between the CPI and the implicit GDP deflator
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and/or a high rate of increase in employers’ social insurance contributions
relative to aggregate wages and salaries. In other words, the existence of this
type of gap isattributable to a dichotomy of perception between employers
and employees of real labour costs and real labour income respectively. A
third possibility is that real employee income might move in tandem with
unadjusted ‘productivity. Here the gap will have a twofold source: failure
to adjust to the terms of trade and the costs-income dichotomy of per-
ception.

The fourth possibility is that the emergence of a gap between real labour
costs and adjusted productivity might not be fully explained by the above
factors at all. This might occur for instance because of the government’s
policy vis-3-vis income taxation where trade unions successfully seek full
compensation from employers for tax increases. This source of divergence
is outside the scope of the present analysis to identify because the requisite
data are not available on a comparable cross country basis. However, a study
by the OECD (1978) documents evidence which supports the hypothesis
of successful disposable income bargaining by trade unions. A good example
of real labour cost growth outstripping that of adjusted productivity for
reasons other than the terms of trade effect or a dichotomy of perception
between income and costs is provided by the Belgian case (see Diagram 9).
The Irish case too displays symptoms of the same malaise. This might be
referred to as a “pathological” real labour cost-productivity gap.

The evidence suggests the existence of a considerable diversity of experi-
ence among the countries surveyed. At one end of the spectrum the be-
haviour of real labour costs in Austria and Germany indicates that through-
out the period their evolution closely tracked that of adjusted productivity.
Indeed, in Germany from 1970 to 1980 real labour costs actually grew
less rapidly than productivity by some 2 per cent — the ratio of giowth in
the former to growth in the latter being 0.983 — while in Austria the in-
crease in real labour costs exceeded that of productivity from 1970 to
1979 by just over 3 per cent. However, this outcome in the German case
would appear to have been facilitated by a significant rise in the unemploy-
ment rate from less than 1 per cent in 1970 to 3.8 per cent in 1980 and
an associated deterjoration in the balance of payments which went into
deficit for the first time in the decade in 1979 (0.7 per cent of GNP) and
further worsened in 1980 at 2 per cent of GNP, whereas in Austria the
unemployment rate in 1980 was, in fact, lower, at 1.9 per cent than it had
been in 1970 when it registered 2.4 per cent, and neither its balance of
payments nor the state of its exchequer finances deteriorated significantly
relative to Germany over the decade.

In marked contrast is the experience of Belgium. Here, throughout the



INCOMES POLICY: SOME CROSS COUNTRY PERSPECTIVES 103

decade the growth of real labour costs has signally failed to bear any rela-
tion whatever to that of productivity such that by 1980 the ratio of real
labour cost growth to productivity growth was 1.209 i.e., real labour costs
had grown some 21 per cent more rapidly. This development was accom-
panied by a large deterioration on the balance of payments which went
steadily from a surplus of 2.8 per cent of GNP in 1970 to a deficit of 4.4
per cent in 1980, a steady worsening of the government finances which
were in deficit to the tune of 8.7 per cent of GNP in 1980 compared with
1.8 per cent in 1970 and a quadrupling of the unemployment rate which
stood at 11.8 per cent in 1980 as against 2.9 per cent in 1970.

In terms of the magnitude of the gap at end period between real labour
costs and adjusted productivity growth, the countries closest to the German
and Austrian experience have been Finland, Norway and the UK where
the real labour cost-productivity gaps (measured as the ratio of growth in
the former to growth in the latter) are respectively: 1.019, 1.038 and
1.045. At the other end of the spectrum Ireland, France and Sweden are
located with respectively, “gaps” of 1.190, 1.095 and 1.094. For the
Netherlands the “gap” is 1.061. (It should be noted that in the case of the
three Scandinavian countries and Austria the figures refer to 1979.) It
needs to be pointed out of course that a simple cross-country comparison
of the end-period results is not altogether illuminating since it suppresses
information about what has been happening during the decade (see diag-
ram). Moreover some countries have been subject to what might be termed
“mitigating circumstances” in that the evolution of their terms of trade
and/or non-wage labour costs has been such as to render the equalisation
of real labour costs and productivity growth very difficult. Consideration
of such ‘mitigating circumstances’, however, need not cut across our com-
parison of Austria, Germany and Belgium since neither the terms of trade
nor the growth of non-wage labour costs constituted a serious problem
for these economies during the 1970s. ;

Turning to the relationship between the growth in real income per
employee and productivity growth the diversity of experience across
countries is equally pronounced. All countries, however, have one feature
in common, namely, the fact that throughout the period from 1970 to
the latest year for which the requisite data are available (1980 for Ireland
and 1979 for all other countries covered) real labour costs have grown
more rapidly than real employee income. The net result is that for four
countries viz. Finland, Germany, Norway and Sweden real employee in-
come grew by less than productivity, the relevant ratios being 0.968,
0.953, 0.945 and 0.975 respectively. In the UK both grew at the same
rate. In Austria, France and the Netherlands real employee income grew
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slightly more rapidly than productivity -- the ratios here being 1.024,
1.005 and 1.043 respectively. Belgium and Ireland, as in the previous case
exhibit quite enormous differentials between real income and productivity
growth. In the former real income per employee grew by 15 per cent more
rapidly (1970-1979) while in Ireland the corresponding margin was 16 per
cent for 1970-1980.

Examination of the above figures for the real income — productivity
gap in conjunction with the figures previously presented on the gap bet-
ween real labour costs and productivity provide some useful insights into
the role played by the growth of employers’ social insurance contributions
(and, to alimited extent, that played by the differential growth of the CPI
relative to the overall GDP deflator). Table 36 sets out the relevant data.
It sets out figures on the increase in the CPI, the GDP deflator, social in-
surance payments by employers (inclusive of their contribution to private
pension insurance) and the total wages and salaries bill. In the fifth column
we set out the proportion of total employee remuneration accounted for
by employers’ social security contributions in 1970.

All countries have experienced throughout the period an increase in
employers’ social insurance contribution relative to aggregate wages and
salaries. The differential growth rates are particularly marked in the case
of the Scandinavian countries, the UK and Ireland. However, in the latter
two, and especially Ireland, the contribution which the increase in social
security payments have made to the increase in overall labour costs has
been relatively insignificant, the reason being that their share in total
employee remuneration has been quite small (9 per cent for the UK and
3 per cent for Ireland as of 1970). Indeed, although in Ireland these social
insurance contributions rose by well over 1,000 per cent from 1970 to
1980 and wages and salaries by something more than 500 per cent in the
same period, the proportion of total employee remuneration which they
accounted for by 1980 was only 5.2 per cent.

In contrast, as the diagrams demonstrate, the problem posed apropos
social insurance contributions in the Swedish and Norwegian cases, has
been particularly acute. Thus, whereas in both Sweden and Norway a sig-
nificant unfavourable gap had by 1979 emerged between real labour
costs and productivity, but particularly in the former, in neither country
had the growth in aggregate wages and salaries been sufficient to com-
pensate employees for inflation and productivity growth. Both countries,
but again Sweden especially, provide quite remarkable evidence against
the proposition that real wage rigidity is responsible for declining profit-
ability (and by extension increasing unemployment). In Sweden, from 1976
through 1978, the real wage (real income per employee) declined sig-



105

INCOMES POLICY: SOME CROSS COUNTRY PERSPECTIVES

1861 ‘Sted ‘I1 'IOA ‘«6L61-T961 ‘SALUNCD) DHO JO SHINOIY [BUONEN,, 1224105
"0861-0L61 potad 0] I9]31 BIEP USH] 4

$Tl I'6 ['6SC Svivy $°60¢ 6°50C AN

8°9¢ I'cl 9vpl 434 8 vl AR uspams

144! €0l 6'v6L 8'0¢eE v’ S6 1°701 AemION

9°7C €61 €191 8°81T 0'86 £06 Spue[Iay}sN YL

[ LT 690§ 1'901°1 £65C 8°6ST «PUB[I]

S'8I1 [ 0'v01 I'861 ['68 8°6S AueuIIon

LT (414 $'0€T 9°L8T yoCt vICl VUBIH

8LI eel L'69C 00ty 77691 L'6S1T puejulj

el 6°¢l 0'L61 °L0T 968 L06 wnisreg

L'T1 Y6 8 PLI 8°CST 6°'1L 0¢L BLsSNY
(%) (%) (%) (%)

6L61 0L61 6L.-0L61 6L.0L61 6L.0L61 6L.70L61

uoyviounay sad0jduisg

10 Jo 23D1U2243 S suoNgLIUOo)

SUONQGLIUO) IIUDINSU]  §ILID]DS P S28DA 20UDINSUJ [DID0F 10101fod dAH IdD

pog  siadojduiy

U1 aspa24ouUj

siadojdulsg ul asvaLouy

ug asvadouy

U1 2Sv240Uf

6L.-0L61 ‘SUOUNGLIUO,) 2oUDANSU] [P1D0S  S42L0]dus T pup uolvjfuf ‘Sa14vjng puv sa3vp 19¢ d[qe],



106 THE ECONOMIC AND SOCIAL RESEARCH INSTITUTE

nificantly, despite which the growth of real labour costs outstripped that
of productivity by a wide margin. The same holds for Norway in 1977-’78
and Finland 1976-"78 where real employee income fell.by 4.5 per cent and
real labour costs by only 1.5 per cent. In summary, the Scandinavian experi-
ence as captured by our analysis suggests the existence of some willingness
on the part of workers to moderate wage demands in order to safeguard
profitability and thereby economic performance. However, the evidence
also suggests that government policy with regard to social insurance con-
tributions has been inimical to the achievement of these macro-economic
aims in that wage-restraint has not been accompanied by a corresponding
reduction in the growth of labour costs. It would be of considerable interest
to extend the analysis to the role of income tax but this exercise will have
to await further research.

So far our discussion has concerned itself with the decade of the *70s as
a whole (principally with the position at end-period vis-3-vis our base year)
and the impact of government taxation policy as articulated through
employer social insurance levies. Another factor which demands some
detailed discussion is the terms of trade. Turning to Table 37 where figures
on adjusted and unadjusted productivity are presented the first feature to
notice is that not all countries have been equally affected by terms of trade

Table 37: Productivity and the Terms of Trade, 1970-80

(1) (2) (3)
Adjusted Unadjusted Ratio of
Productivity Productivity (1)to(2)
(1970 =100) (1970 =100)
Austria 135.5 137.9 0.983
Belgium 128.4 133.1 0.965
Finland 129.9 133.1 0.976
France 135.3 138.6 0.976
Germany 128.9 1314 0.981
Ireland 122.3 ‘ 131.7 0.929
The Netherlands 126.7 131.5 0.963
Norway 124.5 131.0 0.950
Sweden 105.5 110.0 0.959
UK 120.3 120.5 0.998

Notes: (i) Column (1) is productivity adjusted for the terms of trade.
(ii) Column (3) indicates the extent to which terms of trade
movements haye reduced productivity growth.
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movements. Some countries indeed have been virtually insulated from
terms of trade effects taking the period asa whole.* Asjudged by the third
column of Table 37 this observation characterises the experience of the UK
in particular where terms of trade movements over the period 1970 to
1980 have resuited in adjusted productivity growing by only 0.2 per cent
less rapidly than unadjusted productivity and to a lesser extent of Austria
and Germany where the growth of productivity is reduced by less than 2
per cent when allowance is made for terms of trade developments. Other
countries have been decidedly more vulnerable on this score, notably
Ireland and Norway where the ratios of adjusted to unadjusted productivity
growth are 0.929 and 0.950 respectively. Looking at sub-periods of the
decade it emerges that all countries (except Norway) suffered a terms of
trade loss in 1974 on foot of the oil price increases of that year. Here,
Ireland and the UK were particularly seriously affected as can be gauged
from the charts by the fall in adjusted productivity relative to unadjusted
productivity. This phenomenon was repeated for all countries except the
UK and Norway in 1979 with the second major oil price increase. In fact
both the UK and Norway enjoyed terms of trade gains in that year since
both were by then oil producing countries.

Another useful way of appraising terms of trade developments is to
distinguish between once-and-for-all terms of trade shocks and movements
which are either more random or sustained in one direction. In terms of
our graphical analysis a terms of trade deterioration of the once-and-for-all
variety would manifest itself in the adjusted productivity line falling quite
sharply relative to the unadjusted one and subsequently moving parallel
to the latter but at a lower level than before. A sustained deterioration
occurs when subsequent to the initial terms of trade loss the adjusted pro-
ductivity line diverges further from the line on the graph depicting un-
adjusted productivity. Where the initial loss is subsequently redressed by a
favourable evolution of the terms of trade the gap between the two pro-
ductivity lines will be eliminated. Although terms of trade movements have
generally been so diverse in nature over time as to militate strongly against
a neat classification of countries’ experiences, some good examples of the
above types of behaviour can be pointed out. Ireland is, for instance, a
country which has experienced once-and-for-all shocks from the terms of

*The observed effects of terms of trade movements in this type of analysis will
depend on the base year chosen. In selecting 1970 as the base year distorted inter-
pretations of the subsequent impact of terms of trade movements are minimized
since 1970 was a year in which the terms of trade remained fairly constant for
the countries surveyed.
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trade since 1973: a single period loss was registered in 1974, and another
marked deterioration occurred in 1979 and 1980. In the intervening period
there was a clear but gradual improvement in the terms of trade.

In Ireland despite the very large influence which the terms of trade loss
exerts on productivity there is little evidence that either real employee in-
come or real labour costs have moved in a way which would counteract
the effect of terms of trade deteriorations on profitability. Thus in the
period 1978-°80, a period which saw adjusted productivity decline by al-
most 10 per cent real labour costs rose by 7.5 per cent and real employee
income by 3.3 per cent.

Norway provides an example of a country which has experienced terms
of trade losses sustained over a comparatively protracted period viz, 1974
to 1977. This episode in Norwegian economic history provides an interest-
ing case study of a wage determination process which signally failed to
adjust to the terms of trade deterioration. From 1974 to 1977 real employee
income evolved almost exactly in tandem with unadjusted productivity,
the gap between this real wage measure and adjusred productivity therefore
being almost entirely attributable to the terms of trade loss.

A similar, though graphically not quite so obvious, set of developments
characterised wage behaviour is Sweden through the period 1973-78, a
period during which the terms of trade loss meant that adjusted productivity
rose by 3 per cent more slowly than its unadjusted counterpart. At the
same time real employee income and unadjusted productivity grew at
roughly the same rate — a shade over | per cent.

The experience of the UK throughout the 1970s exemplifies a situation
where an initial terms of trade loss is subsequently redressed by favourable
developments. The UK economy having sustained a large deterioration in
the terms of trade in 1974 had by 1980 eliminated the gap between adjusted
and unadjusted productivity growth — this subsequent improvement being
in large part due to the discovery of North sea oil and occurring dominantly
in the years 1978-80. '

Generally speaking, throughout the period, five of the countries reviewed
have not experienced serious problems with the terms of trade: Austria,
Belgium, Finland, France and Germany. In consequence the terms of trade
have not impinged as a significant complicating factor in the wage bargain-
ing/determination process. The corollary is, of course, that, for these five
countries, any gap which has emerged between real labour costs and
adjusted productivity cannot legitimately be put down to a failure on the
part of their respective economies to adjust to the terms of trade. Where
such gaps have, in fact, emerged we must look to other factors for their
source. We have already suggested that in the Finnish case non-wage labour
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costs have played a significant role. This would appear to hold true in the
case of France as well. It most certainly is not true of Belgium which displays
all the symptoms of a pathological problem,

In contrast, the other five countries in our sample have had to confront
sizeable terms of trade complications at some stage during the decade, or
are currently in a position where they need to do so. Of these, the problem
for Ireland (asof 1980) and for Norway (as of 1979) are the most pressing.
The most recent evidence for the UK suggests that their earlier and quite
large terms of trade problems have been resolved in the sense that they no
longer exacerbate the problem of equalising real labour cost growth and
that of productivity at the aggregate macro level. Here, the real labour
cost-productivity gap as of 1979 was predominantly attributable to the
relative growth of non-wage labour costs (see diagram). We would expect,
given the current economic policies being pursued in the UK that the data
for 1981 would show some reduction of the gap. The Netherlands problems
as of 1980 seem to have been primarily rooted in the terms of trade since
up to 1979 real labour costs and real employee income had grown very
much in line with each other. Norway as of 1979 faced severe complica-
tions on two fronts: terms of trade losses and the relative increase of
non-wage labour costs vis-2-vis wages and salaries. These complications
however had been to some extent mitigated by downward flexibility in
real wages. The same basic argument applies to Sweden. In other words.
as has already been pointed out the objectives and otherwise favourable
consequences of real wage flexibility have been cancelled by Government
policy in respect of employers’ social security contributions. Ireland’s
problems as of 1980 can partly be explained by a failure to adjust to the
terms of trade and partly (although to a very small extent) by the growth
of non-wage labour costs. A very considerable portion of the gap between
real labour costs and adjusted productivity must be put down to a pheno-
menon of the same pathological variety as in the case of Belgium.

Incomes Policy: Institutional Features

We suggested at the beginning of this analysis that the outcome of
the wage bargaining process will only fortuitously be conducive to the
realization of broad macro-economic aims under certain circumstances, In
particular, it was pointed out that if the process of incomes determination
is the exclusive preserve of the social partners. i.e.. employers and trade
unions, the results may do considerable violence to the objectives of
inflation control, employment generation and sustained economic growth.
This will especially be the case where the social partners pursue their




110 THE ECONOMIC AND SOCIAL RESEARCH INSTITUTE

respective sectional interests and where trade unions’ objectives are of an
essentially short-term orientation being concerned primarily with the pro-
tection of their members’ living standards rather than the protection and
expansion of employment. We have also suggested that to avoid this out-
come some means must be found whereby an understanding and recognition
of how various wage settlements (and ex ante patterns of functional income
distribution) impinge on the performance of the macro-economy can be
grafted onto the income determination process itself. It is worth pointing
out at this stage, however, that for this to occur the involvement or inter-
vention of government is neither a necessary nor a sufficient condition.
(We refer to the role of government as a regulating agent in the wage
determination process. The government as an employer is by definition
active in this process.) Nevertheless for most of the countries concerned
some participation by government has been deemed desirable.

What follows is first an attempt to develop a crude typology of in-
comes policy, as articulated in the countries we have examined, in which
we characterise these policies according to their salient features through-
out the ’seventies with reference to seven criteria. The criteria employed are
elaborated on below. We lay no claims to them being exhaustive, Further-
more it should be borne in mind that the extent to which the wage deter-
mination process in any one country conforms to the way in which it is
categorised is approximate and largely judgemental. Secondly, we attempt
to correlate the characteristics as laid out in Table 38 with the empirical
evidence reported above. The material on which our classification is based
draws heavily on Addison (1979 and 1981) and to a limited extent on
Robinson (1973). Finally, our working definition of incomes policy is one
which embraces the “no policy” option where government involvement is
negligible or non-existent.

The institutional arrangements underpinning incomes policy may be
located at any point on a spectrum which extends from an entirely lzissez-
faire approach, on the one hand, to a fully integrated system of centralised
negotiations on the other. The first approach whereby the free and un-
fettered interplay of market forces is allowed full rein would typically
involve bargaining at industry or plant level with no input on the part of
Government in laying down guidelines or engaging in moral suasion. With-
in this framework negotiations would be conducted purely with a view to
safeguarding the interests of the individual firms and workforces involved
and the outcome would reflect the relative strengths of the two parties in
advancing their respective interests as they perceive them.

An integrated centralised system in contrast would involve employers,
unions and most significantly government, participating in an attempt to
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bring about an economy wide “social consensus”. Within this type of frame-
work the micro-objectives of safeguarding the profitability of individual
enterprises and the living standards of individual workforces are replaced
by macro-objectives pertaining to the performance of the economy as a
whole. Moreover, negotiations would not focus merely on the levels of
wage settlement and the concomitant distribution of factor income but
would embrace elements, if not the full gamut, of government economic
and social policy. Here, broadly speaking, the government would play two
roles qua government: (i) assisting in the development of a consensus with
regard to the objectives of incomes policy and the means whereby these
could be advanced and (ii) developing its budgetary policy and broader
economic policy in such a way as to facilitate wage settlements which
advance the agreed objectives. At the same time government as an employer
would be obliged to pursue a public sector pay policy consonant with
whatever wage norms are laid down for the rest of the economy and the
aims of the broader incomes policy.

Obviously, both the spirit and thrust of the second type of approach
are very much different to those which characterise the first. In essence, an
integrated “social consensus” approach is based on the principle of subor-
dinating sectional interests to some broad set of socio-economic objectives.
This being the case a prerequisite for the successful pursuit of this type of
policy would seem to be the identification of the objectives to be pursued.
This exercise in itself requires the achievement of a strong element of con-
sensus between the social partners since incomes policy could address
itself to the attainment of a wide range of goals which may be mutually
exclusive vr, at least, inimical to each other. A further prerequisite, given a
consensus with regard to objectives, would seem to be the adoption of
some common framework for analysing the workings of the macro-
econemy and evaluating the influence exerted by different levels of income
settlements on the outturn for important macro-aggregates.

We now turn to Table 38 where the main features of incomes policies
are laid out. Some of the cells in this table are empty either because of
lack of information, as in the -.se of Belgium or because the country’s
experience of incomes policy throughout the period has been so varied as
to defy adequate categorisation — the UK being a good example of this
(see Tarling and Wilkinson (1977)). Furthermore, with reference to some
criteria, a particular country’s experience cannot meaningfully be defined
at all or cannot be defined consistently with its classification by another
criterion.

The interpretation of Table 38 is as follows. By the “focus of negotiation”
we mean whether wage settlements are characteristically arrived at through
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local or central bargaining. Negotiations do not, of course, dichotomise
quite so neatly in practice. On the one hand, a centralised arrangement in
the very strictest sense degenerates into statutory controls stringently
applied across the board and might occur either in the absence of a serious
attempt to negotiate an outcome or because such negotiations break down
entirely. Moreover, the conclusion of centralised negotiations need not
preclude subsequent negotiations at local level aimed at an additional settle-
ment. Conversely, where negotiations are conducted at the plant or industry
level, the existence of solidaristic wage bargaining across the economy and/
or Government guidelines on pay, however feebly articulated, will add
more than a “local” dimension to the outcome. Notwithstanding these
caveats the predominant focus of negotiations for the respective countries
has been as set out in the table. In France and the Netherlands, negotiations
at whatever level have typically come unstuck, the result being the im-
position of government controls on wages and prices. Belgium and the UK
are problematical cases by this criterion, the latter because the focus of
negotiation has changed so frequently throughout the period and the
former because an almost institutionalised and pervasive indexation
mechanism has been frequently supplemented by further, locally negotiated
wage increases of considerable magnitude. In both Austria and Germany
settlements have been negotiated principally at the local level while in the
Scandinavian countries and Ireland negotiations have been conducted
largely at a centralised level.

The second column of the table entitled “Extent of Participation” dis-
tinguishes between cases where wage negotiations have been conducted by
the social partners alone with a minimal or tangential input by Government
(bilateral) and cases where the Government has played a direct role in the
negotiations proper either by highly visible participation in the formulation
of guidelines or by offering budgetary concessions in addition to its in-
evitable role as an employer itself (tripartite). According to this definition
only two reasonably clearcut examples of bilateral negotiations emerge:
Austria and Germany and only three of the tripartite variety: Finland,
Norway and Ireland, although it must be said that developments in Sweden
towards the end of the period indicate that tripartism has begun to charac-
terise the situation there also. Moreover, in Austria, the use of “tax-wage
bargains” has not been entirely redundant. Because of the prevalence of
statutory controls in both France and the Netherlands it is not possible to
make any meaningful comments on the extent of participation in either
country. Similarly, we eschew the categorisation of the UK and Belgium
by this criterion, the former for reasons already mentioned and the latter
because of the lack of information,
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Column three categorises incomes policies by their orientation. By a
“temporary” orientation is meant a policy the primary purpose of which is
to respond to unfavourable economic conditions which present themselves
at a particular point in time (often identified as an “emergency”), the role
of which is perceived as a disposable adjunct to other demand management
policies rather than a fully integrated part of such policies and the perspec-
tive of which is essentially short-run. In this scheme of things the participa-
tion of Government might be sporadic or variable in intensity depending on
the prevailing economic climate. An incomes policy which is thus basically
ad hoc in nature is likely to lead to considerable so-called “‘re-entry” pro-
blems. In contrast, an incomes policy with a “permanent” orientation typi-
cally addresses itself to long-term structural problems and the imperatives
of economic growth, is incorporated into a planning framework rather than
a stabilisation context and lays down rules or guidelines for the evolution
of incomes over a long time horizon. Such a policy will not generate “re-
entry” problems — there is no foreseeable “re-entry” — since it is continu-
ously applied and articulated. Only three countries display an approach to
incomes policy which could be termed “permanent” on this basis: Austria,
Norway and Sweden. Austria is probably the best example of the three —
see OECD (1982). It is worth pointing out that in the case of Norway and
Sweden, the permanent orientation of their respective incomes policies
was more visible during the first than the second half of the decade. Both
countries operated incomes policies strongly inspired by the Scandinavian
model of inflation developed by Aukrust (1970, 1977) and Edgren, Faxen
and Odhner (1973), the policy prescriptions inferred from which were
long-run in nature. Events in the mid-"70s rendered this model less satis-
factory than previously as a model of the inflationary process and its
prescriptive implications for incomes policy less robust.* The current
Norwegian approach to incomes policy is enshrined in the Skanland Report
of 1973 which lays down, as a guiding principle the following:

Incomes policy must be of a long-term nature, so as to consolidate
what has already been achieved and to permit attainment of (its)
targets, for example, income distribution which has a longer-term

horizon.

*In particular, the Scandinavian model of inflation treated tradable goods as one
homogeneous entity thus suppressing the distinction between imports and exports
and consequently abstracting away terms of trade effects. In a period when move-
ments in the terms of trade were of such magnitude and importance as they were to
Norway and Sweden during the 1970s a theory grounded on such assumptions is
likely to prove deficient in modelling the inflationary process and in providing an
analytical framework for the development of incomes policy.
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The existence of a common framework of analysis is represented by a
situation where the social partners have (a) evolved a shared set of objectives
for incomes policy (or, more generally, the income distribution process);
(b)a common model for evaluating the interaction of the relevant economic
variables and (c) an agreed strategy for pursuing the policy objectives. A
particular requirement here is that employers and trade unions both recog-
nize the consequences for the achievement of macro-economic goals of
different outcomes of the income distribution process and, indeed, the
implications for the future of individual enterprises when bargaining takes
place at the local level. This has been a recurring theme in our discussion.
The achievement of this type of consensus may or may not require an
active role on the part of government. Germany is a good example of a
country which has enjoyed a high level of such consensus without overt
government intervention. We would submit indeed that the German
experience has probably obviated any need for a formal incomes policy.
In Austria, such a common framework of analysis would also appear to
exist though with considerably greater input on the part of government
than in the German case. Similar remarks apply to Norway and Sweden. Tt
is significant that in the case of both Norway and Sweden, the touch-
stones of their respective incomes policies for most of the *seventies — the
Aukrust Report (1977) in Norway and that of Edgren, Faxen and Odhner
(1973) for Sweden — represented initiatives inspired by government with
the full approval of the social partners, the analysis being carried out and
the final analytical framework and proposals being developed by groups of
economic experts derived in large part from the trade unions and employers’
federations. The UK’s “Social Contract” which extended from 1974 to
1979 was also an approach to incomes policy which attempted to incor-
porate a shared set of objectives and a common approach to economic
development into the wage negotiations process.

Turning to the question of political climate in the countries concerned
it must be recognised that this is a particularly thorny issue to resolve in a
typology. It has to do not only with the stability of Government and the
orientation of political parties but also with the orientation of the social
partners, particuarly the trade union movement which we discuss below.
However, it does seem reasonable i0 suggest that the existence of weak or
unstable governments will not be conducive to the evolution of a success-
ful policy on incomes. Moreover where the orientation of the major political
parties strongly mirrors class divisions in society this will be a factor which
impinges on both the credibility and effectiveness of government incomes
policy initiatives when a particular party is in power. Taking these con-
siderations into account five countries would appear to have exhibited
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political conditions favourable to the implementation of incomes policy
throughout the period: Austria, Germany, Ireland, Norway and Sweden.
Belgium, Finland and the Netherlands with a multiplicity of small parties
and the consequent predominance of weak coalition governments of short
duration have displayed unfavourable political conditions. The UK and
France where the dominant political cleavage mirrors to a large degree the
conflict over factor shares also possess an unfavourable political climate.

Finally, we turn to the question of the orientation of the trade union
movement. Here we locate the experience of the countries concerned in
terms of an “economistic — solidaristic” dichotomy. A trade union move-
ment whose objectives are “economistic” in nature is defined as one which
is largely concerned with “bread-and-butter” issues relating to pay, taxes
and disposable income and whose interest is in maximising the immediate
advantage of its members in these areas to the exclusion of longer-term
objectives. In contrast where organised labour is willing to abstain from
using its full bargaining power in wage negotiations in return for influence
in overall economic policy and where it perceives the potential for an
advantageous trade-off between short-term income maximisation and
more long-term acquisiton of power, we describe the orientation of the
trade unions as “solidaristic”. A solidaristic orientation, it has been argued
(see Goldthorpe (1981)), is more likely to prevail where a long and strong
tradition of left-wing politics exists and where feelings of class solidarity
are resilient enough to supplant sectional interests on the part of individual
unions as the overriding guiding principle in negotiations, Economistic
bargaining would appear to have characterised the bargaining strategy of
trade unions in Belgium, Finland, Ireland and the UK whereas bargaining
of the solidaristic variety has been very much in evidence in Austria,
Norway and Sweden.*

*“Solidaristic wage bargaining” is in fact the description applied by most commen-
tators to the bargaining strategy of trade unions in Sweden. But as Meidner (1978)
points out the outcome was in one important respect very much at variance with
the objectives of the trade unions. Thus, by operating in collective bargaining accord-
ing to the principle of “equal pay for equal work” across the workforce rather than
the principle of “ability to pay” on the part of the individual enterprise, the trade
unions found themselves unwittingly strengthening the profitability of already
highly profitable firms, without any guarantee that the additional profits would be
productively re-invested. The trade union response to this dilemma in Sweden has
been to press for the institutionalisation of such guarantees through employee
investment funds.

Meidner encapsulates the essence of the “solidaristic” orientation in the preamble
to his 1978 book (op. cit.). He identifies three aims for the trade union-sponsored
study of employee investment funds: “(1) To complement the wage policy based on
the principle of solidarity: (2) To counteéract the concentration of wealth which stems
from industrial self-financing: (3) To Eiﬁi;crease the influence which employees have
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Conclusions: Institutions and Performance

Correlating the institutional featires of incomes policy with economic
performance is a difficult exercise for reasons alluded to earlier. Our remarks
in the section on incomes policy objectives suggested that the criterion by
which the success of incomes policy could be adjudged is the extent to
which such a policy contributes to sustained economic growth at high levels
of employment qualified by the condition that the achievement of these
primary objectives does not occur at the expense of either a deterioration
in Government finances or a deterioration in the balance of payments.
Moreover, in our discussion we have accorded first-order importance in
determining whether these outcomes will be arrived at to the ex ante
relationship between real labour costs and productivity,

Although the problem of maintaining equality of growth between real
labour costs and productivity will be exacerbated by unfavourable develop-
ments in the terms of trade and excessive growth in employers’ social
security contributions, inter alia, there is reason to believe that a well
designed incomes policy may contribute substantially to resolving the con-
comitant adjustment problems. Turning to Table 38 we would submit that
the essential ingredients of an effective incomes policy are that it have a
permanent orientation and that it be based on the existence of a common
framework of analysis. Ultimately the prospects for designing such a
policy will depend on the political climate of the country concerned and
the orientation of trade unions.

Whereas there can be no deterministic relationship between the institu-
tional features of incomes policy and economic policy because monetary
and fiscal policy also have an important role to play, the arguments
presented above would indicate that there should be an identifiable
correspondence between the two. In particular economies whose incomes
policies conform with the model we have identified as ideal should have
performed well during the reference period, and economies with incomes

over the economic process”. (op. cit. p. 15) He goes on to acknowledge that: “The
objectives we have set out are . . , identifying something much more pervasive than a
trade union concern alone . .. We are conscious of certain conditions which set the
scene for us. .. First and foremost among them there is the demand for full employ-
ment or, jobs for everyone. . .. Closely related to this is the demand for g high level
of capital formation; indeed this is an essential condition for high and rising employ-
ment”. (Emphasis in the original). Finally, to complete the picture of a solidaristic
orientation he states: “Another important stipulation is that any attempts to meet
our three main objectives should be neutral with respect to costs, wages and prices. A
measure of distributive policy which imposed a cost burden on enterprises could
conceivably be shifted on to prices and be inflationary without at the same time
achieving any real redistributive effect”, (Again emphasis in the original, p. 17.)
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policies not conforming with this model should have performed badly.

As has already been pointed out, in Austria and Germany real labour
costs and productivity have moved closely in tandem over the period,
helped admittedly by the relative insulation of these economies from
unfavourable developments in the terms of trade.* On balance, as Table
35 illustrates, this has occurred in the context of good economic per-
formance. Both economies have experienced reasonably steady growth (at
a high level in the Austrian case), low inflation and low unemployment.
Compared with the other countries in our sample the deterioration in
Austria’s balance of payments over the period has been moderately large
but the relative deterioration in its Government finances has been small.
In the case of Germany both its balance of payments and the state of its
Government finances have deteriorated to a lesser extent than most other
countries surveyed. Incomes policy in both Austria and Germany as out-
lined in Table 38 exhibit to a great extent, albeit in different contexts,
the features which we have isolated as crucial to their viability. In both
countries there is considerable evidence of the existence of a common
framework of analysis. In the Austrian case this is institutionalised at the
macro-level in various consultative and decision-making forums which
embrace the social partners and Government. In the case of Germany the
common framework is operative at a more micro-level, through industrial
partnership schemes and a highly developed system of industrial demo-
cracy. In both countries the net result is to give a permanent orientation
to the institutions underpinning the income distribution process.

Norway and Sweden too display many of the features regarded as
desirable in their approach to incomes policy. Again the orientation of
such policies is a permanent one and a common framework of analysis
appears to exist. None the less the economic performance of these two
countries has been mixed and the evidence on the success of incomes
policy points to ambiguous conclusions: growth in Norway has been high
but Sweden has performed relatively poorly in this regard (see Table
35); inflation has been moderately high and variable; both have experienced
significant deteriorations in their balance of payments — Norway par-
ticularly so during the middle period of the decade. In contrast both

*As Frisch (1981) points out any terms of trade shocks experienced by
Austria have been successfully absorbed in the income distribution process: “In the
recent years the need for wage moderation has been accepted by the social partners
and the inevitable terms of trade loss caused by the oil price rise was not offset by
higher nominal wage agreements. The incomes policy reflected in wage moderation
has been an important factor in enabling the domestic economy to absorb relatively
smoothly the ‘second oil-shock’ without a major loss of employment” (op. cit. p. 33).
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countries have performed extremely well in terms of controlling unemploy-
ment. In 1980 the unemployment rate was 1.2 per cent in Norway as
against 0.9 per cent in 1971 while in Sweden unemployment had reached
2.1 per cent by 1979 compared with 1.5 per cent in 1970. Coupled with
the picture which emerges from our analysis of the relationship between
real labour costs and productivity the evidence would suggest that the
maintenance of full employment has been the overriding priority of
successive Norwegian and Swedish governments and that they have played
a very active role in clearing the labour market. Thus the state of the
government finances has deteriorated markedly in both countries: the
exchequer borrowing requirement in Sweden amounted to 7.7 per cent of
GNP in 1979 compared to 1.8 per cent in 1970; in Norway it had reached
5.8 per cent in 1976 (the latest year for which data are available) as against
3 per cent in 1970.

The experience of Norway and Sweden in the presence of incomes
policies seemingly ideally designed to overcome the adjustment problems
which the economies confronted during the *70s, is not readily explicable.
There can be little doubt that terms of trade movements played a power-
ful part in influencing their respective performances. Both countries, but
Norway in particular, experienced adverse terms of trade movements of
considerable magnitude during the decade. For Norway the evidence
points to the conclusion that wage settlements did not adjust to the
terms of trade loss (real employee income moved almost exactly in line
with unadjusted productivity for much of the period). Moreover, events in
both countries — Sweden in particular — have been complicated by the
growth of employers’ social insurance contributions. In sum it seems, that
whereas a common framework of analysis existed in both countries, the
model of the economy which underpinned this analysis was deficient to
the extent that it did not acknowledge explicitly the impact of the terms
of trade or the growth of non-wage labour costs. However, there is some
evidence that incomes policy exerted a favourable impact on the growth of
real employee income to the extent that Norway and Sweden are amongst
the few countries in our sample which have at some stage registered signi-
ficant real wage falls: Norway by some 4 per cent from 1977 to 1979;
Sweden by about 3 per cent from 1976 to 1979,

In marked contrast to the experience of Austria and Germany has been
that of Belgium and Ireland. In both the latter countries a common frame-
work of analysis has been lacking and incomes policies, though perhaps
more or less continuous areas of endeavour on the part of the respective
governments, have been characterised by their ad hoc temporary nature.
Moreover successive Governments in both countries would appear to have
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bowed entirely to the economistic demands of trade unions, in Belgium
through elevating indexation as the main instrument of incomes policy
and in Ireland through the extensive deployment of fiscal concessions as a
means of facilitating wage settlements. Diagram 9 demonstrates real labour
costs have grown at a rate considerably in excess of productivity in both
countries, especially in Belgium, as has real employee income. Part of this
divergence is attributable to movements in the terms of trade and part to
the evolution of non-wage labour costs but it is clear that these factors
taken together leave much of the divergence unexplained. These develop-
ments have been taking place against a background of unfolding economic
crisis for both countries: extremely high unemployment (11.8 per cent in
Belgium in 1980 as against 2.9 per cent in 1970; 10.3 per cent in Ireland in
1980 compared with 7.2 per cent in 1970); and deteriorating positions on
both the balance of payments and the Government finances. In Belgium the
balance of payments was in deficit to the extent of 4.5 per cent of GNP
whereas a surplus of approximately 3 per cent was recorded on average
over the period 1970 to 1973. The exchequer borrowing requirement at
8.7 per cent of GNP in 1980 was seven percentage points higher than in
1970. Ireland’s balance of payments deficit registered 9 per cent in 1980
compared with 4 per cent in 1970 and an average of 3.2 per cent over the
period 1970-1973. Furthermore the exchequer borrowed the equivalent of
15 per cent of GNP in 1980 as against 6.3 per cent in 1970.

France and the Netherlands as already pointed out are countries in
which policy on incomes has found expression in extensive reliance on
stringent wage and price controls throughout the decade. The outcome in
terms of economic performance has not been entirely encouraging. As the
relevant charts indicate real labour cost growth in both economies has
substantially outstripped that of productivity since 1973, acutely so in
France. Much of the divergence in both cases can be attributed to the terms
of trade and the growth of non-wage labour costs. In terms of unemploy-
ment both economies have performed poorly, the unemployment rate in
France being 5.1 percentage points higher in 1980 than in 1970 and in the
Netherlands 4.8 points higher. Moreover, despite price controls France has
experienced high rates of inflation. To counterpoint these unfavourable
developments attention should be drawn to performance on the balance of
payments since both countries have managed to exercise effective control
on this front, particularly France where the balance of payments deficit
averaged no more than 0.1 per cent of GNP 1978-80, compared to a small
surplus in 1970-73. Similar remarks apply to the state of the exchequer
finances in France.

In conclusion it is worth pointing out that we do not wish to make
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inflated claims about the importance of incomes policy. Indeed, the
empirical evidence presented does not allow such claims. In particular
it is necessary to acknowledge that incomes policy is only one of a set of
policies which is at the disposal of an economy to adopt. The importance
of fiscal, monetary and industrial development policies is undoubted.
Moreover certain facets of an economy are outside the ambit of incomes
policy to tackle: demographic structure and change, industrial structure,
vulnerability to world influences and so on. Nevertheless, it is difficult to
escape the conclusion that the high performance of economies such as
Austria and Germany owes something to the evolution of labour costs and
productivity and by extension to the institutional arrangements which
underpin the relationship between these two variables. Equally difficult to
discount is the correspondence between poor economic performance on
the part of Belgium and Ireland and the real labour cost-productivity
relationships which have evolved in these economies.
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