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Comment

The Irish Economy

Through the year end, the Irish economy continues to register strong
and vigorous growth. For the year as a whole, the growth of real Gross
National Product is estimated to have been about 8%, per cent, slightly
higher than the average strong performance of the previous six years.
The effect of this has been to transform the economy in a number of
respects: living standards have increased substantially and are now
close to average EU levels; employment has increased by about 40 per
cent since 1994, and the public finances have been turned around to
the point where substantial budgetary surpluses are now being
realised.

In earlier commentaries, the Central Bank has signalled that the period
of very strong growth — of the order of 8 per cent per annum — could
not be sustained as much of the growth was associated with substantial
employment increases. Increased employment and capital since 1994
have accounted for about 4Y, percentage points of growth each year
on average. The remaining 3%, per cent has been due to productivity
increases associated with technical progress, much of which is
embodied in foreign direct investment from the US.

The scope for realising growth on the scale of the past few years for
much longer has been reduced substantially as the scale of
employment increases experienced over that period is no longer
feasible. In any event, the desirability of aiming for such growth is now
less compelling. As full employment has virtually been achieved, the
main rationale for pursuing this aim would be maximisation of the size
of the national economy.

Further increases in employment may come from a nhumber of sources:
the natural increase in the labour force, greater labour force
participation, absorption into employment of those previously
unemployed and net inward migration. Currently, the natural increase
in the labour force would permit employment to increase annually by
about 1Y, per cent. The scope for increased labour force participation
is much more limited as female participation is now roughly equal to
the EU average and higher than that for younger age groups. The third
source of possible future employment increases — reduced
unemployment — is also very limited with the unemployment rate now
down to 3%, per cent. Finally, while the possibility of substantial net
inward migration exists, this must be problematic with the current high
cost of housing and the further pressure that this would exert on
congested infrastructure. In short, looking ahead, the feasible growth
in the labour force is probably not much more than 2 per cent per
annum. Assuming an adequate complementary growth in the capital
stock and productivity increases of about 3 per cent, this implies that



the maximum feasible rate of output growth may soon be of the order
of 5 per cent. As the economy matures, however, the likelihood of
maintaining the existing level of productivity growth may be
diminished.

Given this much tighter supply picture, the primary objective of
macroeconomic policy should be to facilitate a fall in aggregate
demand from recent growth rates of 8 to 9 per cent to a rate close to
the potential output growth rate of some 5 per cent. It is highly
desirable that any deceleration should be achieved without disruption
to this longer term potential. Expansionary policies heighten the risk of
a much more substantial and costly adjustment later. Persistently higher
demand can only add to the inflationary pressures that are already
manifesting themselves in the economy. These pressures are now
abundantly evident in consumer prices, wage demands, infrastructural
problems and in asset prices, especially housing and commercial

property.

External factors, especially the large depreciation of the euro, oil price
increases and excessively low interest rates, have contributed
significantly to the acceleration of inflation in the recent past. It would
be misleading to attribute the current high inflation rate to these factors
alone. The home-grown nature of much of our inflation is confirmed
by the persistent and substantial increases in services inflation. The
increase in property prices — property being the archetypal domestic
non-traded good — also testifies to strong inflationary pressures being
domestic in origin to a considerable extent.

Monetary policy is geared towards price stability in the euro area as a
whole. Monetary conditions, as reflected in the level of interest rates
and exchange rates, have been and continue to be unsuited to Irish
developments. It is for individual countries, however, within the euro
area to use the policy instruments available to them to cope with their
own unique problems. Once flexibility on monetary policy is
withdrawn, the options for imposing restraint are reduced.

From the broad economic perspective, fiscal policy should be used to
restrain domestic demand. The net effect of the public expenditure
plans, outlined in the Estimates, and the Budget is to impart a
substantial pro-cyclical stimulus to the economy. Household disposable
incomes are estimated to increase by about 3 per cent. The Central
Bank’s forecast for growth in 2001, based on the Abridged Estimates
and the income tax commitments in the Programme for Prosperity and
Fairness (PPF), is 7Y, per cent (see the Domestic Economy Chapter).
The additional budgetary measures, although quite substantial, are
estimated to have only a small effect on output and growth, essentially
because the capacity of the economy to deliver further output
increases is now seriously constrained. The budgetary stimulus to
demand will be reflected in other ways. While there are several
desirable individual features in the Budget, the overall thrust is likely to
exacerbate the dangers already evident in the area of inflation, wages,
infrastructural problems and house prices. The fiscal claw-back in the
form of higher revenue buoyancy together with higher spending on
imports will only partially offset the big stimulus to demand.



In the Autumn Bulletin, the Bank’s forecast for consumer price inflation
in 2001 was 4 per cent. While the indirect tax cuts in the Budget will
reduce the price level and, consequently, in the short run, the
measured rate of inflation, the Budget in the round has been
expansionary. The effect, therefore, has been to intensify underlying
inflationary pressures. The PPF revisions also add to this. The Bank’s
forecast for inflation for 2001, taking account of all these factors, has
been raised to the order of 5 per cent, the expansionary effects more
than offsetting the one-off effect of indirect tax cuts.

The increase in incomes has enhanced the capacity to incur higher
borrowing and this raises the risk of a renewed acceleration in the
demand for credit and house price inflation. Financial institutions must
be prudent in accommodating further increases in credit, given the
very large increase in borrowing that has already occurred in recent
times. The Central Bank continues to advise these institutions on the
need for greater caution. It is also imperative that the social partners
adhere to the terms of the revised PPF; without this discipline, there is a
real danger of a wage-price spiral developing and of higher inflationary
expectations taking hold quickly.

The economy is increasingly vulnerable to a sharp slowdown in growth.
This could be triggered by events outside the control of domestic
authorities. Already there are indications of a slowdown in the US
economy. If this is sustained, there will be a knock-on effect on the
Irish economy. Another possibility is a rapid, significant and sustained
recovery in the euro’s exchange rate. Despite the recent improvement,
the current value of the euro is still low by reference to what might be
termed its ‘fundamental’ value. A sharp and sustained correction in the
euro could have a significant adverse impact on the Irish economy.
The depreciation of the currency has been a significant factor in
maintaining the competitiveness of the economy up to now in spite of
higher wage inflation. Any development which adds to domestic
demand will put further upward pressures on wages against the
background of a very tight labour market and may add to the
difficulties in adjusting to a situation in which external events damage
the economy’s competitiveness. A large element of the indigenous
sector has low productivity growth and will find it increasingly difficult
to cope with escalating wage demands, especially in the face of
adverse exchange-rate movements.

Euro Area Economy

In the euro area, as in the rest of the global economy, both economic
activity and inflation have been affected by the sustained rise in oil
prices. However, reflecting much the same pattern as that observed
elsewhere, the impact on activity has been relatively modest to date.

Following strong growth in the first half of 2000, which brought the
year-on-year growth of the euro area economy to around 3%, per cent,
there have been signs of a moderation in the pace of economic activity
in more recent months. In particular, the pace of expansion in the
industrial sector appears to have slowed. This impression is reinforced
by declines in a number of business confidence indicators, though
these still remain high by historical standards.



Notwithstanding these developments, the broad thrust of evidence
continues to suggest that growth in the euro area remains well
underpinned. While there is likely to be some drag from the loss of
purchasing power associated with the increase in energy prices, steady
growth in employment and rising earnings seem set to continue to
provide solid support for consumer spending. A further source of
stimulus to demand will emanate from the tax cuts scheduled in a
number of euro area countries next year. Against this background, the
moderation in the pace of activity in recent months would seem to
represent no more than a levelling off in the rate of growth. The
consensus view is that the euro area economy, which is expected to
grow in the region of 3% per cent this year, will expand by around 3
per cent in 2001.

While the impact of oil price developments on economic activity in
the euro area has been relatively limited, the rise in energy prices has
had a more noticeable effect on inflation. Allied to the depreciation of
the euro, the trebling of oil prices, in dollar terms, since early 1999
has given an upward momentum to both consumer and, particularly,
producer prices. Measured on a harmonised basis, consumer prices
across the euro area are rising at a year-on-year rate of 2:7 per cent, a
full percentage point higher than at the beginning of the year.
However, the underlying rate of inflation (which excludes the effects
of food and energy price changes) is rising at a more modest 1.5 per
cent. Thus, despite the rise in headline inflation, and in contrast to
previous periods when oil prices rose sharply, underlying inflation
remains relatively low. This reflects the fact that the rise in energy prices
has not triggered an inflationary wage and price response. Through its
influence on expectations, the series of increases in euro area interest
rates since last November has played an important part in ensuring this
outcome.

The rise in energy prices and the past decline in the euro make it likely
that the headline rate of consumer price inflation will remain above
2 per cent for some time yet. However, if, as futures markets suggest,
oil prices do not rise further, the year-on-year inflation rate will
gradually begin to fall. The limited economic impact which the rise in
oil prices has had relative to previous episodes suggests that euro area
countries are now in a better position to withstand the effects of a
sharp increase in energy prices. Inter alia, this reflects the fact that the
euro area, like other oil importing regions, is now much less dependent
on oil than in the past. This suggests that the euro area expansion
should not be threatened by recent energy price developments.
Nevertheless, the ECB Governing Council has emphasised that it
remains committed to maintaining price stability in the medium term
and has made it clear that monetary policy will not accommodate
inflationary tendencies.



The Domestic Economy —
Real and Financial
Developments®

Overview

The pace of economic growth remained exceptionally strong this year.
The volume of GNP is estimated to have risen by about 8%, per cent,
compared with a 7-8 per cent outcome for 1999. GNP growth is likely
to slow next year to about 7Y, per cent. This projection is based on
the technical assumptions of unchanged interest rates and exchange
rates. A sharp appreciation of the euro, which may well occur given
that there is strong evidence that it has been trading well below its
long-run equilibrium value, could lead to a much more rapid slowdown
in growth due to the resulting loss of competitiveness. A further decline
of the currency, on the other hand, might postpone competitiveness
losses in the short-run, but would also add to wage and price inflation,
increasing the likelihood of a more severe slowdown in the future.
(Developments and prospects for wages and prices are discussed in
more detail in the following chapter.)

Private consumption was the main engine behind domestic demand
growth this year and is likely to maintain its momentum in 2001. The
sources of this underlying strength are a continuation of robust
employment growth, rising disposable income and buoyant consumer
sentiment. Although nominal interest rates increased this year, they
remain negative in real terms. Many of these factors are likely to persist
in the short term. Employment growth is expected to remain strong,
albeit decelerating slightly, but the growth in average earnings seems
set to pick up. These developments, combined with further reductions
in taxation, are likely to underpin disposable income growth. Interest
rates are assumed to remain fixed in nominal terms but are likely to
rise in real terms due to a modest decline in consumer price inflation.
Overall, private consumer spending seems set to decelerate only
marginally next year, given the further boost to disposable incomes.

The picture for investment is slightly different, with signs of a
deceleration in construction activity already evident. This seems to
reflect capacity constraints, particularly labour shortages, in the sector.
Machinery and equipment investment may also decelerate, as
increasing labour shortages begin to limit inward investment over time.
Overall, therefore, domestic demand growth is likely to decelerate
slightly next year, although remaining at a high level.

Exports contributed more to growth this year than was initially
expected. This reflects the strength of inward investment to date, as
well as a positive short-term impact on competitiveness due to the
decline in the euro. The latter has essentially postponed the loss of

1. The forecasts contained in these
chapters were compiled at the
beginning of December and do not
take account of data published
subsequently or of the specific
taxation and expenditure measures
announced in the Budget. They also
assume that interest and exchange
rates remain unchanged from their
levels at the beginning of December.



Expenditure on Gross National Product 1999, 2000€ and 2001f Table 1
1999 % change in 20008 % change in 2001f
€ million Volume Price € million Volume Price € million
Personal Consumption Expenditure 44,115 8%, 6%, 50,944 8 4Y, 57,325
Public Net Current Expenditure 11,114 3Y, 6 12,185 4y, 6 13,512
Gross Domestic Fixed Capital Formation 20,538 11 9Y, 24,893 9Y, 8Y, 29,485
of which:
= Building and construction 12,755 9 13 15,710 8Y, 119, 19,056
= Machinery and equipment 7,783 14 3Y 9,183 11 2Y, 10,429
Value of physical changes in stocks =72 20 20
Statistical Discrepancy -52 -52 -52
Gross Domestic Expenditure 75,643 7%, 8 87,990 7Y, 6%, 100,290
Exports of goods and services 76,764 15 5%, 93,419 11Y, 3 107,257
Final Demand 152,407 11Y, 7 181,409 Yy 49, 207,547
Imports of goods and services -64,729 13 7 -78,239 11Y, 4 90,477
Gross Domestic Product 87,678 10 6%, 103,170 8 5Y, 117,070
Net factor income from rest of the world -12,677 -15,780 -18,045
Gross National Product 75,001 8%, 7 87,390 TYa 5Y, 99,025
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competitiveness that would otherwise have occurred due to the pick-
up in domestic wage inflation. The pattern of export growth reflected
these developments, with very large volume increases to regions
outside the euro area, particularly the US, and a relatively modest
increase in trade with other euro area countries. The prospects for next
year are for a gradual deceleration in export growth. This assumes that
a further pick-up in wage growth occurs against the background of an
unchanged exchange rate, resulting in less favourable competitiveness
developments. Export market growth is also likely to be somewhat
weaker than this year. This projected evolution of export growth is, of
course, particularly dependent on the assumption of an unchanged
exchange rate. As already noted, a sharp appreciation could result in
a much weaker outcome.

The pace of overall output growth has led to a further substantial
increase in employment. The total number at work is estimated to have
risen by 4.8 per cent this year. This expansion in employment is likely
to decelerate somewhat next year, to about 3:5 per cent. This still
represents a significant rise in the context of a rapidly tightening labour
market. The unemployment rate has fallen to about 3%, per cent of the
labour force and the scope for further significant declines will be more
limited than in the past. Inward migration is also contributing to labour
supply although rising house prices and accommodation costs are
restraining factors. Participation rates have also risen but it is difficult
to assess the potential for further labour supply from this source. On
this basis, labour shortages are unlikely to ease in the short-term and,
as a result, the growth in average earnings seems set to accelerate
further.

Domestic Demand
Personal Consumer Spending

The volume of personal consumption grew strongly this year. Car sales
were particularly robust, recording a year-on-year increase of about 35
per cent for the first ten months. The underlying volume of retail sales



— excluding motor trades — rose by a more modest 92 per cent, year-
on-year, in the first nine months. There was evidence of a deceleration
throughout the year with car sales registering a decline in October,
compared with the same month in 1999. Nevertheless, even taking
this slowing into consideration, and allowing for weaker growth in
spending on items not covered by these indicators, it seems likely that
the overall volume of private consumer spending rose by at least 8%
per cent this year.

The forces behind this expenditure growth have already been
mentioned. The primary factor has been a sharp increase in disposable
income in the economy, reflecting strong employment growth, rising
average earnings and reductions in direct taxation. Consumer
sentiment has also remained positive. Interest rates have risen but the
increase was more than offset by the rise in inflation this year. On the
basis of the technical assumptions, however, inflation is projected to
moderate next year, so that real rates will rise, even without any further
increase in nominal rates.

The prospects for next year are for a continuation of strong growth in
consumer spending. Disposable incomes are likely to show further very
significant increases in 2001. Employment growth is likely to decelerate
somewhat, reflecting the limitations on labour supply, but the growth
in average earnings seems set to pick up against the background of a
tightening labour market. The precise extent of direct tax reductions in
the Budget were not available at the time of writing, but it is assumed
that reductions will occur in line with the Government’s commitments
under the Programme for Prosperity and Fairness (PPF).

The EU survey of consumers suggests that confidence, while still very
strong, may have declined slightly in recent months. There are also
indications that property prices are no longer rising as rapidly as before
in certain segments of the market. These developments may be an
indication that households are less certain about their future earnings.
Car sales, which are an important component of spending, may have
been boosted by special factors this year, such as the introduction of
the National Car Test. This may have prompted consumers to advance
their purchases in order to avoid the costs of repairing older vehicles.
Overall, however, given the significant increase in disposable income,
there is likely to be little in the way of a deceleration in the volume of
spending, with a further rise of 8 per cent projected for next year.

Government Consumption

Government consumption has tended to grow by somewhat less than
overall output in recent years, at least in volume terms. It seems as if
this pattern was repeated this year, with real growth estimated to have
been about 3% per cent. On the basis of the Abridged Estimates, a
significant increase in current spending is envisaged for next year. This
may have the effect of pushing up the volume growth in government
consumption somewhat, perhaps to about 4%, per cent.

Investment

The volume of fixed investment continued to grow strongly in 2000,
fuelled by strong demand for commercial and residential property, as
well as continued inward foreign investment. Investment in building
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and construction is estimated to have increased by about 9 per cent.
This constitutes a slight decrease compared with 1999 which reflects
the fact that, despite strong housing demand, capacity constraints
are being experienced in the construction sector. Housing output in
the first nine months of 2000 rose to 35,683 units, an increase of 7-8
per cent on the same period in 1999. This is less than the increase
of 11.4 per cent between the first nine months of 1998 and the same
period in 1999. Homebond registrations, a proxy for housing starts,
increased by 12.7 per cent, year-on-year, on the first ten months of
last year. Employment in construction has also been growing
strongly. According to the Quarterly National Household Survey
(QNHS), employment in construction in the third quarter of this year
was over 24,000 higher than in the same period in 1999, an increase
of just over 16 per cent.

Investment in machinery and equipment is estimated to have
increased by about 14 per cent this year. This reflects the strong
export performance of the Irish economy as well as continuing
foreign direct investment inflows. In the year to August, the value of
capital goods imported increased by over 29 per cent. There was
also an increase recorded in acquisitions of capital assets of
machinery and equipment by industry of around 13 per cent in the
first half of 2000 compared with the same period in the previous
year. Sales of commercial vehicles, another useful indicator of
machinery and equipment investment, continued to grow strongly.
According to statistics released by the Society of the Irish Motor
Industry (SIMI), overall sales increased by just over 20 per cent, year-
on-year, in the first ten months of last year. This reflected a large
increase in sales of light commercial vehicles, up over 23 per cent,
and a decrease in sales of heavy commercial vehicles of around 3
per cent, continuing the trend for the year as a whole. Overall, real
fixed investment is estimated to have increased by about 11 per cent.

The moderate deceleration in the real rate of growth of investment in
recent years is forecast to continue, as capacity constraints are felt and
overall economic growth slows. Rising wages, labour shortages and rising
tender prices will limit investment growth in the labour-intensive, non-
traded, construction sector. Measures to alleviate shortages of planning
staff are also necessary if delays are to be reduced. The National
Development Plan 2000-2006 should provide a major boost to this sector
over the next seven years. The Abridged Estimates for 2001 envisage
very substantial increases in government capital expenditure, including a
57 per cent increase in expenditure on local authority and social housing
and an increase of over 50 per cent on expenditure for construction and
improvement of roads. In addition, an extra £56 million will be spent on
water services, which should result in additional serviced land being
made available for residential, commercial and industrial development.
Overall, building and construction investment is expected to increase by
8%, per cent in 2001.

Investment in machinery and equipment will depend in large part upon
the economy’s ability to continue to attract inward direct investment.
The benign external environment should sustain export growth at high



but decelerating levels over the next few years assuming no sharp loss
of competitiveness. Although there is, as yet, little sign of any significant
fall-off in the numbers of foreign multinationals locating in Ireland,
labour shortages, rising wages, deteriorating industrial relations and
infrastructural constraints are likely to reduce the attractiveness of the
economy for foreign direct investment. It is currently forecast that the
volume of investment in machinery and equipment will increase by
11 per cent next year. Overall, total gross fixed capital investment is
expected to increase by 9% per cent in volume terms in 2001.

Stock Changes

Stock building may make a positive contribution to growth this year.
This reflects the fact that stock building was unexpectedly weak at the
end of 1999, with little accumulation due to concerns about the effects
of the millennium date change combined with a sizeable run-down in
agricultural stocks. There is likely to have been some recovery this year,
with a modest but positive level of stock building across the economy.
A similar pattern may emerge next year, although this assumes that
there are no sudden unexpected changes in the pattern of demand,
particularly external demand, which could give rise to some involuntary
accumulation of stocks. For example, the recent difficulties relating to
BSE may have the effect of altering the distribution of agricultural
output with lower exports and higher stocks.

Merchandise Trade and the Balance of Payments

Merchandise Trade

Exports continued to grow very rapidly this year. The volume of exports
to non-EU destinations increased by 32 per cent, year-on-year, in the
first nine months of the year. Exports to the US recorded particularly
impressive growth, so much so that the US seems to be in the process
of replacing the UK as the country’s largest single export destination.
The increase in trade with the EU, particularly with the euro area, has
been muted by comparison. Overall, merchandise export volumes
probably increased by about 17Y;, per cent. The pattern and the overall
strength of exports have been influenced by the depreciation of the
euro. This has postponed the competitiveness loss, which is set to
emerge due to rising domestic labour costs, and has continued to make
production in Ireland an attractive proposition from the point of view
of foreign multinationals. It has also tended to sustain continued
investment and boost the competitiveness position of some of the
more traditional sectors.

Merchandise Trade 1999, 2000€ and 2001f Table 2
1999 % change in 20008 % change in 2001f
€ million Volume Price € million Volume Price € million
Merchandise exports* 62,953 17Y, 5%, 78,206 12Y, 3 90,627
Merchandise imports* -40,221 16Y, 7 -50,041 13Y, 4 -58,847
Trade balance 22,732 28,165 31,780
(% of GNP) (30%) (32%,) (32)

*Adjusted for Balance of Payments purposes.
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Balance of Payments 1999, 2000€ and 2001f Table 3
Current Account 1999 20008 2001
€ million € million € million
= Merchandise trade balance (adjusted) 22,732 28,165 31,780
= Services -10,697 -12,985 -15,000
« Net factor income from rest of the world -12,677 -15,780 -18,045
« Current international transfers 1,208 1,075 865
Balance on current account 566 475 -400
(% of GNP) (%) (%) (%)
Capital and Financial Account 1999 2000
First half
€ million € million
Balance on capital account 560 493
« Direct Investment 12,707 6,410
« Portfolio Investment -14,042 5,161
= Other Investment -258 -7,805
« Reserve Assets 1,746 -16
Balance on financial account 153 3,749
Net errors and omissions -1,280 -4,639

*Change in reserves on a transactions basis, i.e. excluding valuation adjustments. A minus figure equals a net increase in reserves.
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The prospects for next year are less favourable. Export market growth
is likely to be somewhat weaker than this year. Competitiveness
developments are also likely to be less benign. Domestic costs are
rising rapidly mainly reflecting labour shortages in the economy. This
is likely to result in a gradual but inevitable deterioration in
competitiveness over time, against the background of an unchanged
exchange rate, even taking into account higher productivity growth
in Ireland. On the other hand, inward investment has continued to
be strong in recent times and this, combined with the carryover effect
of this year’s performance, should mean that the deceleration in
export growth next year will be limited. Overall, merchandise export
volume growth may decline to about 12, per cent. This assumes, of
course, that a substantial appreciation of the euro does not occur.

Merchandise import volumes grew by an estimated 16%, per cent this
year. This reflected the strength of domestic demand as well as growing
demand for materials for export production. Some mild deceleration is
in prospect for next year reflecting slightly slower growth in domestic
expenditure as well as a slowing of export growth. Both import and
export prices increased sharply in domestic currency terms this year,
largely reflecting the depreciation of the euro, although the foreign
currency price of some imports, particularly oil, also rose sharply,
contributing to a terms-of-trade loss (see Box A). Some further upward
pressure on trade prices may persist into next year, although, on the
assumption of an unchanged exchange rate, this should gradually ease



through the year. Taking all these developments into consideration, the
merchandise trade surplus seems set to grow from about €28,165
million (or 32Y, per cent of GNP) this year to €31,780 million (32 per
cent of GNP).

The other components of the current account have tended to follow
definite patterns in recent years. The increasing tendency for firms to
use service imports as a production input has been driving the services
balance into increasing deficit. The net factor income balance has also
tended to exhibit increasing outflows, reflecting the growing presence
of foreign-owned multinational corporations in the economy. Both of
these balances are likely to show increased deficits this year, and
further increases are expected in 2001, although the rate of increase
in net outflows may decelerate in line with weaker export growth. The
surplus on current transfers is tending to reduce over time, reflecting
the pattern of official EU-related transfers. Receipts from EU funds are
declining and contributions to the EU budget rising in line with the
country’s improved economic performance. The overall current
account surplus for 2000 is likely to show little change from last year
with the increase in the merchandise trade balance being broadly offset
by the deterioration in the other components. This is likely to result in
a surplus of about €475 million (% per cent of GNP). In line with the
projected shift in the balance of demand growth towards more
domestic sources, the overall balance is likely to move into a deficit of
about €400 million (% per cent of GNP). The trend in the balance will
depend, in part, on the actual path of the exchange rate over the next
year.

BOX A

The Impact on the Irish Economy of Higher Oil Prices

The sharp increase in oil prices since early 1999 has raised fears of higher
inflation and lower growth. Crude oil is currently being traded at a price in excess
of $30 per barrel, a threefold increase since January 1999 (figure 1a). This sudden
rise in oil prices reflects a cutback in oil production by the world’s largest oil
producing nations and strong growth in demand. OPEC members remain tacitly
committed to a target price of between $22-$28 per barrel but a lack of spare
production capacity within most major oil producing countries and low levels of
stocks by historical standards suggest that oil prices might remain above this for
some time.

Recent developments in the oil market have revived memories of the inflationary
pressures generated by the oil crises of the 1970s. Higher oil prices can have a
negative impact upon both national income and inflation in non-oil producing
countries like Ireland. Firstly, they entail a redistribution of income from oil
importers to oil exporters. This reflects a terms-of-trade loss for non-oil producing
countries as higher import costs reduce purchasing power and aggregate
demand. Higher oil prices also have a negative impact on world trade since the
reduced expenditure of non-oil producing countries is not likely to be equally
matched by an increase in the expenditure of oil exporting countries. Finally,
terms of trade and income effects may be accompanied by at least a temporary
rise in inflation. Energy prices alone constitute an important component of the
Consumer Price Index (CPI) in Ireland. Energy accounted for 9-8 per cent of the
overall expenditure basket used for the CPI in October 2000. In addition, higher
energy costs, by increasing the costs of production generally, can push up a
range of prices.
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Figure 1a: Average Crude Figure 1b: Annual Crude
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The impact which a given increase in oil prices will have on a country’s GDP and
inflation rate depends upon several factors.

= The greater a country’s dependence upon imported oil the more significant
the negative impact. In this respect, Ireland and other oil importing countries
are in a better position than during the oil price shocks of the 1970s. OECD
oil imports per unit of output have been halved since the early 1970s.

= The overall impact of higher oil prices on world trade also depends, in part,
upon what oil producing countries do with their increased revenues. If these
countries spend part of their revenues on non-oil imports, the overall effect
on world trade will be diminished.

= The more flexible labour and product markets are the less vulnerable an
economy is to an oil shock. Improvements in this area in the EU since the
early 1980s should leave its members, including Ireland, less exposed than in
previous oil crises. Most importantly, the absence of wage indexation
arrangements should serve to limit the inflationary impact of an oil price
shock.

= The economic policy reaction to an oil price hike can determine whether the
effects are a one-off downward shift in income and upward shift in the price
level or whether they are longer lasting. The latter is more likely if higher
inflation becomes imbedded in inflationary expectations and thus feeds into
a wage-price spiral. The increased independence of central banks and the
more vigorous pursuit of price stability may help to anchor these
expectations.

The European Commission has examined the implications of a rise in the price
of oil using its macroeconomic model QUEST. They simulated the effects on
GDP, inflation and world trade of a gradual increase of $12 per barrel in 2000.
Assuming no change in the stance of policy makers, the Commission finds that,
for the EU as a whole, an increase in oil prices of $12 is likely to result in a
reduction in growth of 0-2 of a percentage point in 2000, 0-3 of a percentage
point in 2001 and 0-3 of a percentage point in 2002. The model also estimates
that a $12 increase in the price of a barrel of oil will add 0-6 of a percentage
point to EU inflation in the current year. Second round effects are forecast to
add a further 0-4 of a percentage point next year.




Impact of a rise of the oil price by 12 US$/barrel

Percentage change from baseline; annual growth rates

2000 2001 2002
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Source: ECFIN Autumn 2000 Forecasts for 2000-2002.

Reductions in national income and increased inflation are unlikely to be spread
evenly among EU member states. The most significant negative impact is likely to
be felt most by those countries with a high-energy import content. Energy imports
into Ireland constituted around 55 per cent of GDP in 1978 and the country
suffered the largest terms-of-trade loss of any EU or OECD member during the
subsequent oil crisis. These imports have declined significantly since then, although
at 1-3 per cent of GDP (1.5 per cent of GNP), they remain somewhat above the
EU average of 1-2 per cent of GDP. This suggests that the impact on inflation and
national income might be broadly similar in Ireland to the EU average. This is borne
out by the fact that the rise in the US$ price of oil (abstracting from exchange rate
changes) in 2000 is estimated to have added about 0-6 per cent to inflation in
Ireland. The output effects are also likely to be similar to the EU average although
in Ireland’s case, much of the impact will come indirectly, for example, through
reduced aggregate demand in our European trading partners, rather than through
reduced domestic demand which will be partly reflected in lower imports.

A real danger for the Irish economy is an attempt to compensate for the temporary
income loss through an expansionary fiscal policy or wage increases. Such
measures would be particularly inappropriate for the Irish economy given that
inflation is currently running at a sixteen year high and a wage-price spiral seems
to have already developed. Nor is there any scope for the monetary authorities in
Ireland to raise interest rates, already negative in real terms, to offset any such
stimuli. Higher wages to offset reductions in real disposable income will not only
put further upward pressure on inflation but may also reduce the profit margins of
business and possibly lead to job losses. This is because exporters will typically be
unable to increase their export earnings sufficiently to make up for higher costs.
This may entail a redistribution of income from profits to labour. In fact, many of
the internal responses in an economy hit by an oil shock are actually about where
the terms of trade loss will fall, for example, on wages, profits or the government
balance. It is not, of course, possible to undo the income loss due to the change
in the terms-of-trade in the short term, but the struggle to distribute it can itself be
damaging and disruptive.

Capital and Financial Account

There was a surplus on the capital account of €493 million in the first
six months of 2000, comprising mainly EU structural fund receipts. The
financial account credit balance was €3:7 billion compared with a debit
of €1.5 billion in the first half of 1999. The balancing item, representing
errors and omissions for the Balance of Payments as a whole, was
a debit of €4-6 billion compared with a credit of €1-3 billion in the

corresponding period in 1999.

Inward direct investment of €7-6 billion in the first half of 2000 was
significantly down compared with the equivalent period in 1999, due
to lower inflows into the IFSC. Non-IFSC direct investment inflows,
however, continued to grow strongly over the same period. These
inflows of €3-9 billion were more than 40 per cent higher than in 1999,
reflecting the strong performance of foreign-owned multinational
corporations. Direct investment abroad by Irish companies in the first
six months of 2000 of around €1-2 billion, was concentrated outside

the EU region as in 1999.
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CHART 3

Volume of Industrial Production
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Portfolio investment inflows and outflows grew strongly in the first six
months of 2000, with inflows of around €49 billion, almost twice as
high as in 1999. Net inflows were €5-2 billion compared with net
outflows of €9-9 billion in the first half of 1999. Portfolio investment
flows are dominated by IFSC transactions in foreign assets and
liabilities, most of which are with non-EMU residents.

Financial transactions other than direct and portfolio investment,
covering primarily transactions in loans and deposits, resulted in a
substantial net outflow of €7-8 billion. The net inflows resulted largely
from transactions of IFSC entities which are again predominant in this
sector. There were also significant outflows by government, however,
reflecting debt repayment and provision for future pensions. The
official reserves amounted to €5,998 million at end-September,
including a valuation write-up of €430 million.

Output Trends and the Labour Market
Industry and Services Output

Industrial production data are available up to April of this year. These
data incorporate various methodological changes made by the CSO.
They show that in the year to end-April, total manufacturing output
was 7-5 per cent higher than in the same period a year earlier. This
follows growth of 10:5 per cent in 1999. The high-technology sector
continues to be the driving force behind overall output growth. Output
in the sector as a whole rose by 8-8 per cent, year-on-year, in the first
four months of the year. Within this sector, sub-sectors such as office
machinery and computers (up 33:0 per cent) and medical instruments
(up 459 per cent) recorded particularly strong growth. In the
traditional sectors, output growth was, as has been the case for much
of the recent past, much lower. For the sector as a whole, output was
4.1 per cent higher, year-on-year, in the first four months.

Available data, including the ‘expectations for production’ indicator in
the IBEC/ESRI monthly industrial survey, point to some acceleration in
output growth in the period since April. In addition, merchandise
exports data suggest strong output growth, particularly in high-
technology sectors such as chemicals. Data from the new purchasing
managers index produced by NCB also show a continuing expansion
of manufacturing activity albeit at a more moderate rate. In overall
terms, therefore, it is estimated that manufacturing output rose by
around 13 per cent in real terms during 2000.

Manufacturing Output, annual percentage change Table 4
Total High-Technology Traditional

1994 127 173 68

1995 21.2 272 127

1996 80 117 21

1997 163 22.7 5.1

1998 164 223 4.2

1999 105 148 00

2000f 13 17 2

2001f 11 14 1,

Average 1994-2001

139, 18Y, 4Y,
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Looking ahead, further strong output growth in the high-technology
sectors is expected next year, reflecting favourable assumptions for
both the EU and US economies. The strength of domestic demand and
a continuation of strong growth in the UK economy should continue
to support moderate output growth in the traditional sectors. In overall
terms, therefore, the current forecast for manufacturing output growth
in 2001 is 11 per cent.

Building and construction investment rose by an estimated 9 per cent
in real terms this year, suggesting further strong output growth, which
is likely to persist into 2001. Robust domestic demand as well as
favourable employment trends should also continue to underpin
further service sector output growth next year.

Agricultural Output

The indications point to improved conditions in the agricultural sector
this year, following a very difficult year in 1999. Some marginal decline
in the volume of output is expected, however, reflecting lower output
in the livestock sector. This is expected to be partly offset by higher
output in the dairy sector. This, in turn, is due to an increased quota of
20-5 million gallons for the year beginning in April, as part of the
Agenda 2000 reforms. With a somewhat lower usage of inputs, the
volume of gross agricultural product is expected to have risen by about
2%, per cent this year. Output price developments are likely to have
been favourable, partly reflecting higher prices in the livestock sector.
However, some increase in input prices is expected to have taken
place — the energy component will have been affected by the increase
in oil prices. In overall terms, therefore, the value of gross agricultural
product is estimated to have risen by about 5%, per cent this year. In
addition, subsidy payments are expected to be significantly higher this
year, reflecting higher REPS payments as well as increased payments
under the Agenda 2000 reforms. In these circumstances, farm incomes
are estimated to have risen by around 9% per cent in nominal terms
(about 4 per cent in real terms) this year.

Summary of Agricultural Output and Incomes 1999, 2000€ and 2001f Table 5

1999 Percentage Change in 20008 Percentage Change in 2001f

€ million  Value Volume  Price € million  Value Volume  Price € million
Gross Agricultural Output? 4,028 2y, Y 3Y, 4,133 2y, 1Y, 1Y, 4,238
Farm Materials and Services 2,221 Ya -3Y% 4 2,226 1Y%, 0 1Y, 2,261
Gross Agricultural Product at Market Prices 1,807 5Y, 29, 29, 1,907 3% 3 Yy 1,977
Subsidies less Expenses 272 367 417
Income from Self-Employment 2,079 9y, 2,274 5Y, 2,394

a Including the value of stock changes.

Looking towards next year, the outlook for the agricultural sector is
mixed. There have been some difficulties in recent weeks relating to
BSE and meat exports. Were these to be prolonged or to intensify,
there could be significant adverse implications for the cattle sector.
Elsewhere, some increased output in the milk sector is expected, while
subsidy payments are expected to rise somewhat. On the assumption
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of normal weather conditions, an increase in farm incomes of around
5%, per cent next year is provisionally forecast (an increase of %, per
cent in real terms).

The Labour Market

Results of the Quarterly National Household Survey (QNHS) for the
third quarter of this year were released by the CSO in November.
The data confirm the continuation of the buoyant demand which has
characterised the labour market for some time now. Total employment
in the third quarter of this year was 68,700 (4-1 per cent) higher than
in the same period last year. This follows a year-on-year increase of 5-0
per cent in the second quarter. Virtually all of the increase in
employment was due to increased full-time employment, which rose
by 67,900 (49 per cent). The level of parttime employment in the
third quarter was broadly unchanged from the same period in 1999.

Almost all sectors recorded employment increases in the year to the
third quarter of 2000. The exception was the agricultural sector, where
employment was 11,600 (8:2 per cent) lower. In the broad industrial
sector, employment was 29,700 (6-3 per cent) higher, year-on-year,
with a large part of this increase attributable to increased employment
in the building and construction sub-sector. In the services sector,
employment was 50,500 (4-8 per cent) higher, with sub-sectors such
as financial and other business services, wholesale and retail trade, and
education and health recording strong employment growth.

The labour force continued to expand, although the rate of increase
continues to moderate. In the third quarter of this year, the labour force
was 45,300 (2.6 per cent) higher than in the same period a year earlier.
This follows year-on-year growth of 5.0 and 3-4 per cent in the first and
second quarters, respectively. Nevertheless, this was still a very strong
rate of growth and reflects a number of factors. Firstly, the natural
increase in the population of working age continues to boost the
labour force. This results from the fact that the birth rate in Ireland was
very high between 1960 and 1980.

Secondly, participation rates of the population aged 15 and over
continue to rise. The participation rate for males rose from 72-8 per
cent to 73-1 per cent between the third quarters of 1999 and 2000;
for females, the rate increased from 48.5 to 49-4 per cent. This, in turn,
is due to a number of factors. Cyclical developments have undoubtedly
played a part — the strong demand for labour has encouraged
increased participation, as people who previously were not in the
labour force have responded positively to the favourable employment
environment. In addition, rising educational attainment as well as
cultural changes have resulted in a significant increase in female
participation rates, albeit from a relatively low base.

Net inward migration also continues to boost the labour force. Annual
population estimates from the CSO show that in the twelve months to
April of this year, net inward migration amounted to 20,000 and
follows a net inflow of 18,500 in the previous year. In terms of the
impact on the labour supply, the data show that almost 80 per cent of
immigrants in the year to April 2000 were in the 15-44 age group.



Employment and Unemployment 1999, 2000€ and 2001f Table 6
(annual average ’000) 1999 2000° 2001
Agriculture 139 132 132

Industry 459 487 499

Services 1,018 1,075 1,122

Total Employment 1,616 1,694 1,753
Unemployment 95 78 70

Labour Force 1,711 1,772 1,823
Unemployment Rate (%) 5%, 4y, 39

The buoyant demand for labour continues to have a positive impact on
unemployment trends. In the third quarter, there were 77,700 people
classified as unemployed, corresponding to an unemployment rate of
4.3 per cent of the labour force. This compares with unemployment of
101,100 (57 per cent) in the same period a year earlier. Of those
unemployed in the third quarter, 25,700 (1-4 per cent of the labour
force) were classified as long-term unemployed, i.e. unemployed for
one year or longer. The remaining 52,000 (2.9 per cent) were
unemployed for less than a year.

In terms of the year as a whole, total employment in the first three
quarters of the year was 81,300 (5-1 per cent) higher than in the
corresponding period of 1999. The labour force was 61,600 (3:6 per
cent) higher over the same period. Available data point to continued
strong employment growth in the final quarter of the year. For example,
the number ‘signing on’ the Live Register continues to decline at a very
rapid pace, while income tax receipts in the year to end-October were
15.7 per cent higher than in the same period of 1999, despite
significant income tax cuts which applied from April. In overall terms,
therefore, it is estimated that total employment rose by 78,000 (4-8
per cent) for the year as a whole. With the labour force expanding by
around 61,000 (3:6 per cent), it is estimated that unemployment
averaged around 78,000. This corresponds to an unemployment rate
of 4%, per cent.

The outlook for next year is for a continuation of strong employment
growth, although the rate of increase is expected to moderate from
the estimated outturn for 2000. This reflects a somewhat slower rate
of growth of labour supply — which is forecast to decelerate to 2-9 per
cent — as well as reduced scope for further significant employment
gains resulting from the movement from unemployment into
employment, given the current very low levels of both short- and long-
term unemployment. In overall terms, total employment growth of
around 59,000 (35 per cent) is forecast. An average unemployment
rate of 3%, per cent for the year as a whole is expected.

The Public Finances
End-September Exchequer Returns

The Exchequer Returns for end-September showed an Exchequer
surplus for the first three-quarters of €3,745 million, or €3,617 million
when a repayment of a loan of €127 million by the Insurance
Compensation Fund is excluded. This compared with an Exchequer
surplus of €3,191 million for the same period in 1999 (when proceeds
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Exchequer Returns at End-September 2000 Table 7
1999 2000 — First Three-Quarters —
Budget estimate Outturn
% change % of
Outturn % year-on- Budget
€ million € million change € million year estimate
Current Expenditure
— Central Fund Services? 4,378 3,940 -10-0 2,695 -67 684
— Non-Capital Supply Services? 15,371 16,402 +6-7 11,949 +11.0 72:8
Total 19,749 20,342 +30 14,644 +7:2 720
Current Revenue
— Tax Revenue 23,565 25,585 +86 20,032 +15.4 783
— Non-Tax Revenue® 550 545 -0:9 445 00 818
Total 24,115 26,130 +84 20,477 +15.0 784
Current Budget Surplus 4,366 5,787 5,833
Exchequer borrowing for capital purposes 2,853 3,746 2,089
Total Exchequer Surplus 1,514 2,043 3,745
General Government Surplus 15 12

(% of GDP)

a Debt servicing, judicial salaries and pensions and EU Budget contribution.

b Government current expenditure on areas such as Social Welfare, Health, etc.

¢ Central Bank surplus income, National Lottery surplus, interest and dividends, etc.
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from the sale of Telecom Eireann are excluded) and a Budget day target
of €2,043 million for the year as a whole.

Total current expenditure in the first nine months of the year amounted
to €14,644 million. Central Fund Services totalled €2,695 million at
end-September, a decrease of 7 per cent on the same period in 1999,
in line with expectations, reflecting declining debt services costs. Net
current voted expenditure amounted to €11,949 million to end-
September, up 11 per cent, year-on-year. Total current receipts in the
first three-quarters of the year amounted to €20,478 million. Non-tax
revenue amounted to €445 million, or about 82 per cent of the full
year target, and was in line with expectations. Tax revenue, at €20,032
million, was up 15.4 per cent, year-on-year, and amounted to 783 per
cent of the Budget day target. The strong rate of increase in total tax
revenue was shared across all major tax categories. When the end-
September Returns were released, the Department of Finance was of
the view that, given the strong performance of the economy, total tax
revenue for the year as a whole would exceed the Budget target by as
much as €1,016 million. This compares with a projected overshoot of
€825 million at end-June. The overall difference between current
revenue and current expenditure gave a current budget surplus of
€5,833 million for the first nine months of the year. This compares with
a €4,154 million current budget surplus for the same period in 1999.

On the capital side, Exchequer borrowing for capital purposes was
€2,215 million at end-September (excluding a €127 million loan



repayment from the Insurance Compensation Fund). Exchequer Capital
resources totalled €1,991 million, which was in line with expectations
and Net Voted Capital Expenditure amounted to €2,074 million at end-
September. Together, the current Budget surplus and Exchequer
borrowing requirement for capital purposes imply an overall Exchequer
surplus of €3,617 million (when the repayment of the loan from the
Insurance Compensation Fund is excluded).

The impact of buoyant tax revenues on the Exchequer balance, however,
is being at least partially offset by greater than envisaged increases in
total expenditure. The Abridged Estimates for 2001 (published on 16
November) indicate that net voted current spending in 2000 will be €324
million higher than the target in the 2000 Revised Estimates and €589
million higher than the 2000 Budget target. The Exchequer pay bill for
2000 will be €340 million higher than estimated; this includes pay
increases under the PPF of €154 million (which were incorporated in the
2000 Revised Estimates) and a €187 million overshoot on the Revised
Estimates target. The non-pay element of current spending is now
expected to be €137 million higher than provided for in the Estimates.
Net voted capital expenditure in 2000 is expected to be €105 million
less than the original estimate. This largely reflects a lower than
anticipated uptake of expenditure provisions in many areas (e.g. Science
and Technology, Tourism and Sport, Public Enterprise, and Education and
Science) amounting to about €246 million. These lower-than-expected
outlays are partially offset by higher expenditure on National Road
Improvements of €102 million and Water Services of €57 million.

2001 Abridged Estimates

The Abridged Estimates for 2001 project net voted current expenditure
to be €18,844 million, an increase of €1,852 million or 11 per cent. Of
this increase, €985 million is to cover additional Exchequer pay and
pensions costs (bringing the total pay outlay to €9,669 million, an
increase of 11 per cent on 2000) with the remaining €867 million
relating to additional non-pay costs.

The increase of €985 million in the pay element of current spending in
2001 comprises €615 million under Partnership 2000, the PPF and the
early settlers agreement and €371 million to cover service
developments and technical factors (such as increments). Across the
various Votes, net current expenditure in Health is projected to
increase by €744 million or 18 per cent, Education and Science by
€344 million or 10 per cent, Social, Community and Family Affairs by
€166 million or 5 per cent, Justice by €151 million or 13 per cent,
Defence by €121 million or 17 per cent, and Overseas Development
Assistance by €63 million or 25 per cent.

Net voted capital expenditure is set to rise from €4,019 million in 2000
to €4,958 million in 2001, an increase of 23 per cent. The main
components of the €939 million increase in capital spending relate to
Environment (an additional €613 million, of which €370 million is being
provided for the Local Authority and Social Housing Programme and
€199 million for Road Improvements), Public Enterprise (an increase of
€90 million, mainly for investment in public transport), Tourism, Sport
and Recreation (up €94 million), Justice (a rise of €77 million), Health
(€67 million higher), Education (up €29 million) and Defence (an
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increase of €27 million). The Abridged Estimates will increase total net
expenditure (current and capital) by €2,790 million in 2001, an
increase of 13 per cent on the projected 2000 outturn.

Exchequer Financing

The Exchequer repaid €1-9 billion of borrowings in the third quarter,
mainly short-term debt in the form of commercial paper. With the
Exchequer surplus little changed over the quarter, this was reflected in
a fall in Exchequer balances of a similar amount.

In the nine months to end-September, net repayments amounted to €1-5
billion, of which €172 million was Irish Government bonds listed on the
Irish Stock Exchange and €1-5 billion was other medium — and long-term
bonds. €166 million of commercial paper was repaid, as redemptions in
the third quarter exceeded net borrowings over the first half of the year.
The contribution of national savings schemes to the Exchequer was
negative to the tune of €174 million in the first nine months of the year.
Net flows out of the Savings Certificates and Savings Bonds exceeded
somewhat smaller amounts raised by Prize Bonds, Post Office Savings
Bank deposits and through National Instalment Savings. However, €516
million was borrowed from ministerial funds.

Source and Application of Funds Table 8
€ million January to January to
September 1999 September 2000

1. Borrowing (-)/repayments (+): 2,893 1,520

Irish Government bonds listed on the Irish Stock Exchange 752 172

Other Irish Government public bond issues 954 892

EIB loans 108 110

Medium Term Notes 91 26

Private Placements 453 465

National saving schemes 78 174

Commercial paper 266 166

Miscellaneous debt -13 31

Borrowing from ministerial funds 202 -516
2. Increase (+)/decrease (-) in Exchequer deposits and other balances: 4,955 2,224

Increase (+)/decrease (=) in Exchequer balance 328 1,541

Increase (+)/decrease (-) in other bank deposits 4,666 711

Increase (+)/decrease (=) in other balances -39 =27
Exchequer Surplus (1+2) 7,848 3,744
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The Exchequer surplus in the nine months to end-September exceeded
net repayments and as a result, there was an increase of €2-2 billion in
Exchequer deposits and other balances. At end-September, balances
held in Departmental funds and other accounts amounted to €3.7
billion, compared with €15 billion at the end of 1999 and €56 billion
at mid-year. With the healthy funding position facing the Exchequer
this year, the NTMA announced on 3 October the cancellation of two
bond auctions scheduled for October and November of this year.

Financial Sector Developments
Overview

An overview of monetary developments in the euro area is contained
in the ‘Euro Area and International Economy’ chapter of this bulletin.
The Governing Council of the ECB announced interest rate increases



Monetary Aggregates: Annual Rates of Change (%)

Table 9

Residential Private-sector credit Irish contribution
mortgages® to euro area M3°
Unadjusted Adjustedb
1999 December 213 335 n.a. na.
2000 January 215 326 288 20.0®
February 205 348 327 19-2¢
March 20-2 34.7 331 187¢
April 202 286 254 14.3¢
May 204 264 239 13.7¢
June 19.7 25.7 243 18.0%
July 176 253 219 18.5¢
August 179 289 264 18.5¢
September 169 266 237 16.7¢
October 183 261 242 16.5¢

a This series is distorted by the effect of securitisations.

b Adjusted for transactions between credit institutions and non-bank IFSC companies and valuation effects arising from exchange-rate movements.
¢ After the start of monetary union, it only became possible to produce an annual growth rate calculated on a consistent basis from January 2000.

on 5 October, the seventh time rates have risen since the current
upward trend began in November 1999. The cumulative increase in
rates in this period is 2:25 percentage points. Despite the rising trend
in interest rates, credit advanced by resident institutions to the private
sector has remained strong, with the average adjusted annual rate for
the first ten months of the year in excess of 25 per cent. Lending to
the property and real estate sectors has grown especially rapidly in
recent years, although there were some signs of a slowdown in the
third quarter. Irish Government bond yields have been relatively steady
in the second half of the year, following trends in euro area countries.
With short-term rates increasing in this period, the yield curve flattened
further.

Money and Credit

Ireland‘s contribution to the euro area‘'s broad money stock (M3)
increased by €4,834 million to €102,920 million in the third quarter? The
restructuring of a credit institution‘s funding via a non-bank subsidiary
contributed about €1,200 million to the increase. Deposit growth
accounted for most of the increase in Ireland's share of M3 with the bulk
of this growth (almost 70 per cent) being denominated in euro. As in the
previous three quarters, the least liquid deposit category (i.e., deposits
with an agreed maturity up to two years) recorded the largest increase.
There was also a large increase in overnight deposits in the quarter
(which includes current account balances) and a fall in deposits
redeemable at notice up to three months (which includes demand
deposits). A reclassification of some deposits from the latter category to
the former contributed to this outcome. All of the increase in deposits in
the three months to end-September was from lIrish residents, with
deposits from other monetary union residents falling over the period.
Funds received under repurchase agreements fell by €251 million over
the quarter. In October, the contribution of credit institutions in Ireland to
euro area M3 increased by €3,677 million to €106,597 million. Deposits
included in M3 rose by €1,932 million, predominantly from Irish residents
and in non-euro currencies.

The annual rate of growth of Ireland’s contribution to M3 rose in June
and July, due mainly to base effects as these months recorded very

CHART 4
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CHART 5

Nominal Private-Sector Credit and GDP
(annual % changes)
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CHART 6

Real Private-Sector Credit and GDP
(annual % changes)
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weak growth in 1999. However, the annual growth rate fell again in
September and October. The trend since the start of the year is
downwards, with growth of 16:5 per cent in October compared with
20 per cent in January.

Private-sector credit (i.e., advances to non-Government lIrish residents
by credit institutions resident in this country) increased by €6,130
million to €108,913 million in the third quarter of the year. This
represents a rise of 6 per cent which compares with an increase of 5.2
per cent in the same period last year. This acceleration is accounted
for by lending to non-monetary financial institution (MFI) IFSC entities,
which expanded by €1,789 million in the three months to end-
September 2000, compared with €786 million in the third quarter of
1999. Excluding this item, which has little bearing on domestic activity,
credit grew at the same rate in both quarters. Credit growth was
affected by a number of exceptional items in the latest quarter,
although they tended to offset each other. In August, the re-routing of
a credit institution’s funding through a non-bank subsidiary increased
credit by €1,200 million, an amount which was previously captured in
the interbank item. In September, the partial sale of a non-bank
subsidiary by a credit institution to a non-resident entity reduced credit
by around €1,000 million. In the same month, a mortgage securitisation
of €350 million was largely taken up by non-residents, thus also
reducing non-Government credit. Private-sector credit grew by 2 per
cent in October 2000 compared with 2.5 per cent in October 1999.
However, excluding IFSC lending, which was greater in October of last
year, the rate of growth was faster in the more recent month. A larger
increase in funds advanced under repurchase agreements, an
inherently erratic item, contributed to this development.

Adjusted for lending to IFSC entities, valuation effects caused by
exchange rate changes, and also the impact of the merger between Irish
Life and Irish Permanent which affected the annual growth rate until April
of this year, the underlying annual growth rate for private-sector credit
has fluctuated since the start of the year showing no clear trend. The
year-on-year adjusted growth rate was 24-2 per cent in October and
averaged 25-4 per cent for the first ten months of the year.

Outstanding residential mortgages on the balance sheets of credit
institutions resident in Ireland increased by €1,055 million in the third
quarter and the year-on-year growth rate fell to 169 per cent in
September from 19-7 per cent in June. However, these figures are
distorted by securitisations, which have the effect of removing the
mortgages from the balance sheet of the original lender. In the three
months to end-September, securitisations of residential mortgages
amounted to €845 million. The total for the first three quarters is
€1,645 million, compared with €1,150 million in 1999 as a whole.
Due to this factor, the developments in the residential mortgage series,
including the trend for the annual growth rate, should be treated with
caution. The year-on-year growth in outstanding mortgages on the
balance sheets of credit institutions in Ireland rose to 18-3 per cent in
October. In Table C13 of the Statistical Appendix, data are published
for the first time on the breakdown between fixed and variable rate
mortgages. At end-September, 69 per cent of the mortgages
outstanding on the balance sheets of resident credit institutions were



Change in Credit Institutions’ Non-Government Credit by Sector* Table 10

End-August 1999/ End-June 2000/

End-September 2000 End-September 2000

€ million % % share € million % % share

increase of total increase of total
increase increase

Agriculture and forestry 152 51 06 -18 -0-6 -0-3
Fishing 101 701 04 59 317 1.0
Mining and quarrying 123 58:9 05 61 225 1.0
Manufacturing 891 18-8 36 623 125 10-3
Electricity, gas and water supply 185 56-2 07 116 291 1.9
Construction 1,241 56-3 50 246 77 4.1
Wholesale/retail trade and repairs 969 305 39 215 55 36
Hotels and restaurants 788 246 32 154 4.0 25
Transport, storage and communications 421 287 1.7 219 131 36
Financial intermediation 10,595 40-7 42.5 2,263 66 374
Real estate and business activities 3,394 533 136 487 5.3 81
Education 68 63-0 03 1 06 —
Health and social work 178 1099 07 -1 -03 -
Other community, social and personal services 245 29.0 10 -14 -13 -02
Personal: 5,596 178 224 1,631 46 270
— House mortgage finance 4,399 19.0 176 1,041 39 172
— Other housing finance 165 337 07 97 174 16
— Other 1,030 132 41 492 59 81
Total 24,949 299 100-0 6,046 59 100-0

* Data are unadjusted for IFSC lending and valuation effects. Starting in December 1999, sectoral data are reported on an end-quarter basis. Previously,

data were reported for end-February, end-May, end-August and end-November.

at a variable rate (a category which includes rates fixed for periods of
up to and including one year). The remainder were fixed, mainly for
periods of up to five years.

Sectoral Breakdown of Credit Growth

The sectoral breakdown of advances shows that the financial sector
accounted for €2,263 million or 37 per cent of the increase in lending
in the third quarter.

However, most of this reflected lending to non-MFI IFSC entities, which
has little relevance for domestic economic activity. Excluding this item,
the financial sector accounted for €474 million, around 11 per cent of
the increase in lending in the period. The personal sector accounted
for €1,631 million or 38 per cent of non-IFSC lending. Most of this was
housing related but other personal sector lending, including consumer
credit, increased by €492 million, which is around 12 per cent of the
total increase in non-IFSC lending. There was relatively strong growth
in lending to the manufacturing and transport sectors in the three
months to end-September. However, property related lending was less
strong. The category ‘Real estate, renting and business' showed an
increase of €487 million in the quarter, of which €230 million was
lending to real estate activities, the smallest increase in lending to this
category since the three months to August 1998. Lending to real estate
activities increased by 3-3 per cent in the quarter, compared with
growth of 9:1 per cent in the three months to end-June. There was also
evidence of a slowdown in lending to the construction sector in the
third quarter: lending to this category increased by 7-7 per cent, almost
half the rate of growth in the previous three months. In addition,
lending under the heading ‘Hotels’ fell over the period. Having been
very strong up to the end of last year lending to this category has
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Credit Outstanding to the Construction and Real Estate Sectors

slowed significantly in 2000. In the first nine months of this year, this
lending increased by €37 million, compared with €367 million in the
period from November 1998 to August 1999. In the thirteen months
to end-September,?® lending to the financial and personal sectors
accounted for more than half of the increase in credit (excluding IFSC
lending) with lending to the construction and real estate sectors
accounting for a further quarter. The latter two categories recorded the
fastest increases over the period with growth in excess of 50 per cent.
The strength of lending to these sectors over recent years is shown by
Table 11. The combined lending to the construction and real estate
sectors as a share of GNP, having increased modestly in the mid-1990s,
almost doubled in the period from end-1996 to end-1999.

End-November
1992

1993

1994

1995

1996

1997

1998

1999 (End-Dec.)

Table 11
Construction Real estate Total
€ million € million As % of GNP
523 1,119 1,642 4.6
476 1,155 1,631 42
510 1,384 1,894 45
648 1,474 2,122 4-6
852 1,830 2,682 52
938 2,277 3,215 55
1,759 3,323 5,082 75
2,394 5,239 7,633 102

Source: Central Bank of Ireland. There was a break in the series in November 1997.
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Financial Markets

Euro area financial market developments are discussed in more detail
in the ‘Euro Area and International Economy’ chapter of this bulletin.
On 31 August and again on 5 October, the Governing Council of the
ECB decided to raise each of its key rates by 0-25 of a percentage
point, bringing the main refinancing facility rate to 4.75 per cent. This
brought the cumulative increase in interest rates by the ECB since it
began the current upward cycle in November 1999 to 2:25 percentage
points.

Although interest rate decisions by the ECB are determined on the
basis of conditions in the euro area as a whole, these increases were
especially appropriate for Ireland given recent trends in inflation.
However, the rise in interest rates has been exceeded by the increase
in inflation in Ireland, so that real interest rates here have turned
negative. The relative weakness of the euro has contributed to rather
lax monetary conditions for Ireland. The euro fell by 13 per cent against
the US dollar in the first eleven months of the year and also by 1-1 per
cent against sterling. The notional value of the Irish pound against
sterling fell from close to stg£0-79 at the end of last year to a low of
just over stg£0-72 in early May, recovering to around stg£0-78 at end-
November. The nominal effective exchange rate of the euro was
around 8 per cent lower in late-November than the average for
December 1999.

Following the increases in ECB interest rates, retail interest rates in
Ireland were increased during the autumn (see Table Bl in the



Euro Area Retail Bank Interest Rates (Provisional)

Table 12

Deposit interest rates Lending interest rates
Overnight To enterprise To households
Uptol Over 1 Consumer For house
year year lending purchase
1998 December 1.10 674 5.80 10.05 5.87
1999 December 0-65 5.66 510 9-38 529
2000 January 0-69 592 574 951 6-03
February 070 6-:01 585 9.52 6:13
March 073 6-08 5.85 9.55 6-10
April 0-76 6-25 5.99 9-62 6-12
May 078 6-41 616 9.70 6-30
June 0-83 6-56 623 981 6-34
July 0-87 6:77 6:37 9.92 6-46
August 0-90 6-81 644 9.96 651
September 0-94 6-94 643 9.98 6-56

Source: ECB Monthly Bulletin. Rates are calculated as the weighted average of national rates. These rates should be used with caution as they are

not harmonised across euro area countries.

Statistical Appendix for details and see Table 12 for trends in euro area
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retail rates). Increases in standard variable mortgage rates brought the

average level for all mortgage lenders to 599 per cent by early ] —

November, compared with 4.19 per cent at the end of last year. There

were also increases in term loan and overdraft rates. The personal -
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12.75 per cent in late-November, compared with 105 to 11 per cent 3
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and were relatively steady in the second half of the year up to late oo

November. Differentials between Irish and German bond yields (the

30-Dec-99
. i . . = 24-Nov-99
Irish Government Bond Yields and Differentials Table 13
End-month 5-year Differentials against: 10-year Differentials against:
bond bond
yield Germany UK us yield Germany UK us

1999 June 4.21 036 -167 -123 478 025 -032 -121
September 4.82 042 -137 -097 537 028 -0.05 -056
December 512 034 -118 -1.20 560 0-25 0-10 -0.77

2000 January 538 034 -094 -125 578 025 005 -084
February 533 025 -0:74 -1.27 575 026 030 -0-68
March 511 026 -083 -124 5.45 024 021 -060
April 524 025 -052 -129 552 022 029 -0.70
May 531 022 -046 -1:30 5.47 027 028 -0:83
June 5.27 023 -034 -092 5.48 028 031 -052
July 536 021 -0-35 -0-81 546 026 023 -0-59
August 5.45 020 -031 -0-60 5.58 027 024 -023
September 5.28 022 -035 -056 5.46 023 024 -032
October 5.26 018 -0:31 -0-55 548 0-24 032 -0-26
November 5.08 023 -021 -037 524 021 033 -027

Note: (=) denotes Irish yields are lower than foreign yields.
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latter being the lowest in the euro area) declined in the first half of the
year but were generally steady thereafter. The ten-year differential has
been around 0-25 of a percentage point since the start of 1999. Irish
ten-year yields have remained very close to the euro area average since
the start of monetary union. Long-term Irish bond yields fell modestly
from mid-year to late November, whereas short-term rates continued
their upward trend in this period. As a consequence, there was a
further flattening of the yield curve.

Monetary Policy Implementation

By late-November, 40 institutions (including some in the IFSC) had met
the general eligibility requirements to act as a counterparty for the
monetary policy operations conducted by the Bank on behalf of the
Eurosystem. Of these, 18 institutions have taken part in main
refinancing operations and 15 in longer-term refinancing operations.
Lending by the Central Bank of Ireland to financial sector
counterparties in the euro area amounted to €79 billion at end-
September compared with €7-4 billion at end-June. The bulk of the
lending at end-September (€5-4 billion) constituted lending under
longer-term refinancing operations, with €2-6 billion under the main
refinancing operations. Lending under the main refinancing operations
increased by just over €1 billion in the quarter while lending under
longer-term refinancing operations fell by €557 million. The interest
rates charged by the Bank on borrowings and paid on deposits are
those determined by the Governing Council of the ECB for the whole
Eurosystem. Following the changes announced on 5 October, the
deposit facility rate is 3-75 per cent, the minimum bid rate for the main
refinancing facility is 4-75 per cent and the marginal lending facility rate
is 575 per cent.

All 81 credit institutions operating in Ireland, whether under Irish law
or on a branch basis, are subject to the minimum reserve requirements
of the Eurosystem. The minimum reserve requirement is 2 per cent of
specified liabilities and compliance is determined on the basis of
average daily reserve holdings over a one-month ‘maintenance period'.
In the maintenance period from October 24 to November 23,
institutions held balances in their minimum reserve accounts with the
Bank which were, on average, €6-4 million more than required. This is
within the range of figures recorded for previous maintenance periods
and is not exceptional.

The Bank participates in the Correspondent Central Banking Model
(CCBM) which facilitates the use of eligible assets in euro area
monetary policy operations on a cross-border basis. This enables, for
example, a counterparty in Ireland to use eligible assets deposited in
another monetary union member country as collateral to obtain
liquidity from the Central Bank of Ireland. At mid-November, 10 of the
Bank’s counterparties were using the CCBM and collateral with a
nominal value of €6-6 billion was held for refinancing purposes in
custody accounts with other euro area national central banks on behalf
of the Bank. The securities involved were mainly located in Germany,
Italy, France, Luxembourg, Belgium and Spain. This compares with €2.9
billion of domestic collateral for refinancing purposes at mid-
November.



The Irish real-time gross settlement (RTGS) system is linked to those of
the other euro area countries through a system called TARGET (Trans-
European Automated Real-Time Gross Settlement Express Transfer).
This enables large value payments to be settled with the same certainty
and timing throughout the euro area, facilitating the integration of the
euro area money market and contributing to the smooth
implementation of the single monetary policy. In the third quarter, the
Irish RTGS system averaged 703 cross-border payments per day with
total payments of, on average, €5-2 billion per day. There were an
average of 1,114 domestic payments per day in the same period with
an average value of €87 billion per day. In the three months to end-
September, Ireland accounted for around 1.2 per cent of TARGET
cross-border payments by value and around 1-8 per cent by volume.
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Domestic Prices, Costs and
Competitiveness

Overview

There has been a dramatic deterioration in Ireland’s inflation
performance over the last year, both in absolute and relative terms.
Headline consumer price inflation, as measured by the Consumer Price
Index (CPI), reached a sixteen year high of 6:8 per cent in October
2000 compared with a rate of 1.5 per cent in the same month last
year. As has been noted in previous Bulletins, inflation has risen this
year because of a combination of external and domestic factors. On
the external side, higher oil prices combined with a decline in the value
of the euro has led to a sharp increase in energy prices and in the cost
of imported consumer products. On the domestic front, strong
demand, boosted by an accommodative fiscal stance and an
increasingly tight labour market have contributed to an acceleration in
the rate of services sector inflation. In addition, an increase in excise
duty on tobacco products added about %, of a percentage point to the
CPI. Headline inflation has been further increased by higher mortgage
interest rates which are included in the CPI. This monetary tightening
via higher interest rates should, however, have a dampening effect on
inflation in the medium term.

The impact of higher oil prices and the weaker euro has caused the
rate of inflation to rise throughout the euro area. The magnitude of the
increase in other countries has, however, been much less than in
Ireland. As a consequence, the gap between Irish inflation and average
inflation in the euro area, measured on a harmonised basis, has
widened to 3:3 percentage points in October 2000 from 1.5
percentage points in the same month last year.

This increasing divergence in inflation performance is largely accounted
for by the disparity between domestic demand and labour market
conditions in Ireland and in the rest of Europe. During 2000, wage
inflation in Ireland accelerated to an average rate of about 7%, per cent
which is well in excess of the 5% per cent allowed for in the Programme
for Prosperity and Fairness (PPF). A further increase in wage drift is likely
next year when wage inflation is expected to average 9%, per cent. A
loss of competitiveness has probably been avoided so far, because of
a combination of high productivity growth and a weak exchange rate.
However, the disparity between wage developments in Ireland and in
our trading partners may create serious problems in the future,
especially in the event of a sharp reversal in the exchange rate trend.
This is the case for traditional labour-intensive sectors, in particular,
where productivity growth has been much lower than in the high
technology sectors.
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CPI inflation in 2000 is expected to average about 5% per cent. A
decline in the average rate of CPI inflation to about 4%, per cent is
forecast for next year. This outcome is predicated on the usual
assumptions of unchanged interest rates, exchange rates and indirect
taxes. On the basis of expectations in futures markets, the price of oil
is expected to decline during the course of 2001 yielding an average
of about $29 per barrel for Brent crude. The forecast takes account of
the published expenditure estimates for 2001 and allows for direct tax
reductions consistent with commitments contained in the PPF.
However, since the forecast is being prepared in advance of the
presentation of the Budget, no account is taken of any additional
measures which may be announced. Finally, the Government
moratorium on price increases for alcohol and a range of administered
services is expected to have some effect in the short run but is not
expected to have a lasting impact.

The risks to the inflation outlook from external factors are fairly evenly
balanced but those emanating from the domestic economy are
primarily on the upside. The oil price assumption of $29 dollars a barrel
implies a modest fall from its current level during next year. An
alternative assumption of unchanged energy prices would add about
Y, of a percentage point to the inflation forecast. The assumption of an
unchanged exchange rate implies that the upward pressure on traded
prices will begin to lessen as the year progresses. Further exchange
rate weakness would clearly lead to higher traded prices. However,
since it is currently well below its fundamental value, the possibility of
a significant recovery in the value of the euro cannot be discounted.
A larger than assumed demand stimulus from Budget 2001 would
increase the pressure on domestically generated inflation as would a
greater than forecasted increase in wage drift from the terms of the
PPF.

Consumer Prices

Inflation, as measured by the CPI averaged 6-2 per cent, year-on-year,
in the third quarter of 2000, up from 5-2 per cent in the previous
quarter and 1.4 per cent in the same period last year. The rate of
increase in the Harmonised Index of Consumer Prices (HICP) has also
risen sharply over the last year and averaged 5-7 per cent, year-on-year,
in the third quarter of 2000 compared with a rate of 2:3 per cent in
the third quarter of 1999. The latest available data relate to October
2000 when there was a further increase in the annual rate of CPI
inflation to 6-8 per cent. The rate of increase in the HICP also
accelerated to 6 per cent, year-on-year. The gap between HICP
inflation in Ireland and the euro area average has widened over the
last year from 1.5 percentage points in October 1999 to 3.3
percentage points in October 2000.

Much of the increase in the rate of inflation since the publication of
the last Bulletin was accounted for by higher energy prices and an
increase in mortgage interest rates. A decline in the rate of increase in
the service sub-index reflected the effect of government price controls
and a significant negative base effect for education services and
créches. Unprocessed food prices were higher than forecast because
of unfavourable weather conditions.



Chart 1: Consumer Prices
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Producer prices

Price trends at the factory and farm gate level are reflected in the
industrial and agricultural producer price indices. They provide
potentially useful information regarding future price developments at
the retail level. Both indices have recorded strong increases in the first
three quarters of this year. Industrial output prices have risen sharply
against a background of exchange rate weakness and strong domestic
and external demand. The rise in the Agricultural Output Price Index
is mainly accounted for by a sharp rebound in livestock prices.

Chart 2: Manufacturing Output Price Inflation
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In the third quarter of 2000, the Manufacturing Output Price Index
(OPI) increased by 1.3 per cent over the preceding period and by 6-1
per cent, year-on-year. The home sales sub-index increased by 6-7 per
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cent, year-on-year, in the third quarter of 2000. Over the same period,
the export sales sub-index increased by 5:6 per cent. The acceleration
in the export sales sub-index reflects the effect of the decline in the
value of the euro over the last year. The rise in the price of goods sold
on the home market reflects the strength of domestic demand, the
sharp recovery of prices in the food sector and the effect of higher
tobacco duty. The food sector and tobacco products together
accounted for over half the year-on-year increase in the OPI in the third
quarter of 2000.

In the third quarter of this year, the seasonally adjusted Agricultural
Output Price Index increased by 5:8 per cent over the previous quarter
and was up by 10-2 per cent, year-on-year. Higher livestock prices,
which were up by 196 per cent, year-on-year, accounted for the bulk
of the increase in the overall index. Over the same period, milk prices
increased by 2-6 per cent while crop products increased in price by an
average of 56 per cent

Services Prices

Against a background of strong domestic demand and tight labour
market conditions, services sector inflation has been on a strong
upward trend in recent years, rising from a year-on-year rate of 2.7 per
cent at the beginning of 1998 to 9 per cent in August 2000. Since
then, however, there has been a sharp decline in the rate of inflation
in the service sector to 4-9 per cent, year-on-year, in October 2000.
The reversal in the upward trend does not reflect any change in
underlying market conditions. Rather, it is accounted for by price
changes for just three items, namely, third level tuition fees, créche fees
and private health insurance premiums. In the case of both créche and
third-level tuition fees, unusually large increases in the previous twelve
months fell out of the year-on-year comparison in September and
October, resulting in very significant negative base effects. The increase
in créche fees last year was associated with the introduction of new
regulations and standards. This led to an increase in costs which were
passed on to customers. The rate of increase in the price of medical
insurance dropped sharply due to a freeze on Voluntary Health
Insurance premia.

It is likely that the headline rate of services sector inflation will decline
further in the months ahead, reflecting the effect of the Government
moratorium on price increases for administered services and the
impact of significant reductions in telecommunications charges which
should be included in the CPI from November. Excluding these factors,
underlying services sector inflation is likely to accelerate over the next
year, given the outlook for wage inflation and domestic demand.

Pay

Successive years of strong employment growth, particularly in the
period since 1997, have resulted in a sharp decline in unemployment.
This has been accompanied by a marked increase in shortages of
labour. While initially confined to specific sectors, staff shortages have
become more generalised across the economy in recent years, with
most sectors now experiencing difficulty in both recruiting and
retaining staff. This is likely to have resulted in some further shift in



Chart 3: Services Sector Inflation*
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bargaining power towards workers, with the resulting upward pressure
on wage rates.

While quite limited in terms of availability, short-term indicators of pay
trends are, for the most part, consistent with this analysis. In the
distribution and business services sector, weekly earnings were 7-4 per
cent higher, year-on-year, in the first quarter, an acceleration from the
5 per cent rate of increase recorded for the full year of 1999. In the
industrial sector, hourly earnings in the first quarter were 4-8 per cent
higher than in the same period a year earlier. For all employees in this
sector (i.e. industrial, clerical and managerial), weekly earnings rose by
8:1 per cent, year-on-year, in the first quarter of this year. The exception
to these developments is the financial sector, where earnings in the
first quarter were just 1.7 per cent higher, year-on-year. Indeed, the
rate of increase in this sector has been fairly moderate for some time
now, and possibly reflects increased part-time employment in the
sector which may be depressing average wage rates.

Sectoral data are likely to show further increases in wage rates during
the year. The deterioration in the industrial relations climate in recent
months supports this hypothesis. For instance, the number of days lost
to industrial disputes in 1999 was the highest since 1990; the outturn
for this year is unlikely to show any significant improvement, given the
number of high profile disputes which have taken place, particularly in
the second half of the year. In terms of administered increases, the PPF
allowed for an increase of 5% per cent during 2000 — on 1 April in
the private sector and on 1 October in the public sector. In the public
sector, an additional 3 per cent was payable to some public servants
as part of ‘catch-up’ for having settled early under previous agreements.
Finally, the introduction of the national minimum wage in April of this
year is likely to have had some impact on wage rates at the lower end
of the skills spectrum. In this general environment, it is estimated that
earnings per capita in the non-agricultural sector rose by around 7%
per cent this year. With employment rising by around 5%, per cent, it
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Chart 4: Hourly Earnings in Manufacturing
(in Local Currency)
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is estimated that the total non-agricultural pay bill rose by around 13%,
per cent.

Looking towards next year, the demand for labour is set to remain
buoyant, reflecting further strong output growth. While some further
expansion of the labour force is expected, it is unlikely to be sufficient
to meet the demand for labour. In addition, there is less scope for
employment gains resulting from the transfer from unemployment into
employment, given the current very low rate of both short- and long-
term unemployment. In these circumstances, labour market imbalances
are set to intensify next year, which is likely to put further upward
pressure on wages. The PPF, as negotiated, allows for a further 5%, per
cent increase in pay (applying from April and October in the private
and public sectors respectively), although it is likely that there will be
some significant drift from this. In addition, some further increase under
the PPF may result from negotiations currently underway between the
social partners. In overall terms, an increase in earnings per capita of
around 9%, per cent is provisionally forecast for next year. With non-
agricultural employment expected to rise by around 3%, per cent, the
non-agricultural pay bill is forecast to expand by around 13%, per cent
in 2001.

Competitiveness

It is estimated that earnings in the Irish manufacturing sector rose more
rapidly than in our major trading partners once again in 2000. As has
been the case for the last few years, however, the higher rates of
increase were offset by two factors. Firstly, the decline in the value of
the euro meant that, when expressed in common currency terms, there
was a marginal improvement in competitiveness during 2000. This is
likely to have been of particular benefit to those indigenous sectors of
manufacturing trading with UK firms. In addition, higher productivity in
the Irish manufacturing sector resulted in a further decline in unit wage
costs, with a resulting improvement in the competitiveness of the
manufacturing sector. However, the overall increase in productivity is



Chart 5: Irish Hourly Earnings and Unit Wage Costs in Manufacturing
relative to Main Trading Partners (in Common Currency)
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largely driven by the foreign-owned high technology sector; elsewhere
in the manufacturing sector, productivity gains have been much lower.

Earnings growth in the Irish manufacturing sector as a whole is forecast
to exceed that of our major trading partners once again next year,
reflecting the tightness of the domestic labour market. However, the
decline that has taken place in the value of the euro against sterling
and the dollar should mitigate the impact of this higher rate of wage
inflation on the competitiveness of the sector. As has been the case in
the recent past, this will be reinforced by stronger productivity growth
in the Irish manufacturing sector, resulting in a further slight decline in
unit wage costs.

There is considerable risk attached to this relatively benign forecast,
however. In particular, the indigenous manufacturing sector remains
exposed to developments in the euro/sterling exchange rate. Given
relatively subdued productivity growth in this sector, higher wage
increases which were compounded by a significant decline in the value
of sterling against the euro could create severe trading difficulties for
some indigenous firms.

Asset Prices

Available data on asset price inflation point to a modest slowdown in
the rates of price increase in both the residential and commercial
property markets and in the price of agricultural land. Equity prices
have recovered strongly in recent months and lIrish stock market
returns over the last year compare very favourably with those in the
major industrial economies.

Although there has been a slight decrease in the rate of price inflation
for commercial property, the market remains exceptionally buoyant
and prices continue to increase at a rate of over 20 per cent per
annum. Anecdotal evidence, such as recent auction results and reports
from estate agents, points to a continuing slowdown in the rate of price
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increase in the residential market. This has been reflected in the recent
Department of Environment and Local Government (DOE) statistics.

According to the latest available DoE data, average new house prices
nationally increased by 11-9 per cent, year-on-year, during the third
quarter of 2000, compared with an increase of 17-2 per cent, year-on-
year, in the previous quarter and 21-6 per cent in the same period in
1999. In the second-hand house market, average prices are reported
to have risen by 17-7 per cent, year-on-year, in the third quarter of this
year, compared with an increase of 20-9 per cent, year-on-year, in the
previous quarter and 19-6 per cent in the same period last year.

Agricultural land prices increased by 6-5 per cent, year-on-year, in the
second quarter of the year, down from 13.7 per cent, year-on-year, in
the previous quarter and 22-6 per cent in the same period last year.
This data, should be interpreted with some caution, since agricultural
land sales account for a very small proportion (0-2%) of the total area
farmed nationally and the quality and location of land sold can vary
considerably.

Chart 6: Fixed Asset Values
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The latest available data on price trends in the commercial property
market relate to the third quarter of 2000. Overall, the rate of increase
in capital values was lower than in the previous quarter and in the third
quarter of 1999. The highest rates of increase were in the office sector,
where the Jones Lang LaSalle (JLL) index of capital values and rents
increased at year-on-year rates of 23-6 per cent and 20-9 per cent,
respectively, in the third quarter. This compares with an annual rate of
increase in capital values of 31.5 per cent and an increase in rents of
22-6 per cent, year-on-year, in the same period in 1999. In the retail
sector, the JLL index of capital values increased by 17-5 per cent, year-
on-year, in the September 2000 quarter, down from a rate of 18 per
cent in third quarter of last year. Over the same period, the year-on-
year rate of increase in retail rents increased from 9.6 per cent to 11-6
per cent. In the industrial sector, the JLL index of capital values



increased by 15-4 per cent in the year to September 2000 compared
with 17 per cent a year earlier. Over this period, the year-on-year rate
of increase in industrial rents has accelerated from 6-2 per cent to 12
per cent.

Chart 7: Irish and International Share Price Indices
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Turning to financial assets, the Irish Stock Exchange Index (ISEQ) has
recovered strongly in recent months following a period of weakness in
the middle of the year. In November 2000, the average value of the
ISEQ was 23 per cent higher on a year-on-year basis. It was up by 18-4
per cent compared with its most recent trough in June 2000.

The performance of the ISEQ index since the middle of the year
compares favourably with that of the major international stock markets.
In November, both the FTSE (UK) and the Dow Jones Index (USA)
were down slightly on a year-on-year basis, by 1.5 per cent and 0-9 per
cent, respectively. Over the same period, the Frankfurt DAX (Germany)
was up by 189 per cent. Before its recent improvement, the ISEQ
had under-performed relative to stock price indices in major industrial
economies in recent years. On foot of its rise since mid-year, however,
the ISEQ has out-performed the FTSE and has almost matched the
increase in the Dow Jones index since the beginning of 1999.

In general, Irish bond yields moved in line with those in Germany over
the last year, with ten year differentials with respect to Germany
averaging 0-26 percentage points in the year to end-November 2000.
A more detailed analysis of the bond market is contained in the euro
area chapter.

Summary

In summary, the rate of inflation, as measured by the CPI, is likely to
average about 5Y, per cent in 2000, up sharply from an average of 1.6
per cent in 1999. The rise in inflation this year reflects the impact of a
combination of domestic and external factors including higher oil
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prices, a weak exchange rate, strong domestic demand and increased
indirect taxation.

In 2001, domestic inflationary pressures are likely to intensify, given
the outlook for wage inflation and domestic demand. In the absence
of further exchange rate weakness, however, and assuming oil prices
follow the slight downward trend indicated by futures markets, external
inflationary pressures should ease next year. In the absence of further
increases in indirect taxes, the rate of inflation should decline in
December as the impact of the increase in excise duty on tobacco
falls out of the year-on-year comparison. The impact of a Government
moratorium on prices increases for some services and alcohol should
also reduce the rate of inflation temporarily in the months ahead but
is not expected to have a lasting impact. Taking account of all these
factors but not allowing for the impact of the Budget which was
presented after the preparation of this chapter, inflation is forecast to
average about 4%, per cent next year but underlying pressures will
remain strong.

The risks to the forecast arising from external factors are relatively
evenly balanced and reflect the uncertain outlook for both the price of
oil and the exchange rate. In the domestic economy, risks are primarily
on the upside and include the possibility of higher than anticipated
wage inflation and a significant boost to domestic demand from an
excessively loose fiscal stance.



An Timpeallacht Gheilleagrach

An Geilleagar Intire

Ag deireadh na bliana seo, leanann geilleagar na hEireann ag fas go
laidir briomhar. Don bhliain ar fad, meastar gur fhas an Olltairgeacht
Naisilinta de thimpeall 8:75 faoin gcéad, beagainin nios airde na an
méan laidir gnfomhachta ins na sé bliana roimhe sin. Bhi torthai airithe
ar an gclaochl( seo; ta caighdeain mhaireachtala tar &is ardi go mor
agus ta siad sitd anois congarach do mhéan leibhéil an Aontais
Eorpaigh; 6 1994 i leith thainig méad( de 40 faoin gcéad ar fhostaiocht
agus ta an tairgeadas poibli tar &is casadh timpeall chuig an pointe go
bhfuil barrachais shuibstaintitlla bhuiséadacha againn anois.

Léirionn cdinsi airithe san sochai geilleagrach go bhfuil rata fais
féideartha de thimpeall 5 faoin gcéad & shroicheadh ag geilleagar na
tire. Leis an teirceacht sa solathar a Iéirionn sé seo, ba chdir go mbeadh
sé mar chusp0ir ag polasai maicreacnamaiochta titim san é&ileamh
comhiomlan a éascl 6 na ratai gairide de 8 go 9 faoin gcéad faoi
lathair chuig rata congarach don rata fais féidearthach, rata a bheidh
mar uasteora i gceann bliain nd dhd. Ta sé inmhianaithe go laghdofai
ar luas an fhais gan cur isteach ar an rata buanfasach seo; ardaionn
polasaithe fairsingithe ag an rata seo riosca de choigeart i bhfad nios
substaintiGla nios deanai.

Ni dhéanfaidh &ileamh nios airde ach géar( a dhéanamh ar na brGnna
boilscitheacha ata le feiscint go soiléir sa gheilleagar. Mar a thuar an
Banc Ceannais roinnt bhlianta © shin, t& na brGnna seo soiléar i
bpraghasanna tomhaltbiri, in &ilimh pha agus ins na méaduithe
seasmhacha i bpraghasanna sdcmhainni, go hairithe tithiocht agus
maoin thradala. Eascraionn fas baile den bhoilscit triobldideach ata
againn 6n méadu substaintiGil i mboilsci seirbhisi.

Maidir leis an ngeilleagar san iomlan, is casmhar an rud & nar baineadh
Usaid as polasaithe fioscacha chun srian a choimead ar éileamh intire,
agus clinsi eacnamaiochta faoi mar até siad. T4 de thoradh ar ghlan-
éifeacht pleananna caiteachais poibfi, a |éiriodh ins an Meastachain,
agus na bearta sa Bhuiséad, na spreagadh timthriallach bach don
gheilleagar. Measann an Banc go mbeidh fas de 7-25 faoin gcéad i
2001, ag glacadh leis an Meastachain Choimrithe agus le geallGinti an
PPF.

| bhFaisnéis RaithiGil an Fhombhair, do thuar an Banc go mbeadh
boilsci de 4 faoin gcéad i 2001. Cé gur isligh an Buiséad canacha
indireacha agus, da bhri sin, sa ghearr thréimhse, ratai tomhaiste an
bhoilscithe, ta an Buiséad, san iomlan, ro-leathnaitheach. Sé an toradh
ar seo na géar( ar bhrinna bhoilscitheacha bunlsacha. Cuireann
athraithe an PPF le seo chomh maith. Ta réamhfhaisnéis an Bhainc don
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bhoilscili i 2001 ardaithe go 5 faoin gcéad, ag léirill go ndéanfadh na
tortha’ fairsingeacha frithaireamh nios mo ar gearrtha siar ratai canacha
indireacha.

Geilleagar Limistéar an Euro

| limistéar an euro, mar aon leis an ngeilleagar domhanda, bhi torthai
ag an ardd leanGnach i bpraghas an ola ar fhas geilleagrach agus ar
bhoilscit. Mar sin féin, ag Iéirill an patriin céanna ata in aiteanna eile,
ta an tionchar go dti seo measartha a bheag né a mhor.

Léirionn an fhianaise san iomlan go bhfuil taca maith faoi fhas i limistéar
an euro. Léirionn, chomh maith, an comhaontl ata ann i gcoitinne
maidir leis an ngeilleagar, go méadoidh limistéar an euro de thimpeall
3.5 faoin gcéad i 2000 agus do méadodidh sé de thimpeall 3 faoin
gcéad i 2001.

Is coslil go bhfanfaidh boilscit thar 2 faoin gcéad, go foill ar aon
chuma, toisc ard(l i bpraghasanna an ola agus an islili i rata malairte an
euro. Mar sin féin, muna n-ardaionn praghasanna ola nios mo, mar a
léirionn margal todhchaiochtal, tiocfaidh slil diaidh-ar-ndiaidh ins an
rata boilscithe. | gcomparaid le hocaidi eile, léirionn an tionchar
teoranta ag ard( i bpraghasanna ola go bhfuil tiortha limistéir an euro
i gcuma nios fearr chun teacht as an sainn 6 thaobh méaduithe i
bpraghasanna fuinnimh. | measc nithe eile, I€irionn sé seo nach bhfuil
limistéar an euro, mar aon le réigitin eile a allmhairionn ola, ag brath
air chomh mor agus a bhi siad san am ata caite. Aris, léirionn sé seo
nach mbeidh droch-thionchar ag tarltinti i bpraghasanna fuinnimh ar
rata fais limistéir an euro. Mar sin féin, ta Combhairle Rialaithe an ECB
tar éis a dheimhnil go bhfuil s& mar sprioc aici go mbeidh cobhsaiocht
phraghasanna mar aidhm sa mhean-téarma agus ta si tar éis a léiriti go
follasach nach nglacfaidh beartas airgeadaiochta le treochtai
bhoilscitheacha.



The Euro Area and
International Economy

Overview

The upturn in the global economy has become more firmly established
over the past year and world growth is expected to record its highest
level in a decade in 2000, before moderating next year. While the euro
area and the US are enjoying strong growth, the pace of expansion in
the latter has eased more than expected recently. Japan continues on
its gradual path to recovery and other Asian economies are generally
undergoing solid growth despite political uncertainties. While
Argentina is experiencing economic difficulties, other Latin American
countries are growing rapidly after last year's recession, and the
economic outlook in Eastern Europe is generally benign. Despite this
positive conjuncture, however, the world economy is faced with a
number of risks and uncertainties. First, while the reduction in
purchasing power associated with the sharp rise in world oil prices
over the past two years seems, so far, to have had a relatively limited
effect on economic activity, the possibility of an extended period of
high oil prices increases the risks of both economic disruption and an
increase in global inflationary pressures. Second, the size and
persistence of the current account imbalances between the three main
economies heightens the risk of dislocation in financial markets, if any
sudden change in the size or direction of capital flows were to occur.
The recent increase in volatility in US equity markets and continuing
concerns at high equity valuations, in the US and elsewhere, highlight
this risk.

With higher oil prices and faster economic growth fuelling increases in
inflation, monetary policy in the euro area has been tightened further
in recent months in order to meet the objective of price stability over
the medium-term. While this tightening will address the short-term
upside risks to the inflation outlook, in the long run the effects of
structural reforms and greater use of new technologies, which increase
the economy’s trend growth rate, will contribute to lower inflation
pressures. In the US and UK, with aggregate demand and supply now
moving closer together, official interest rates have been on hold
throughout the period. Following its move away from the exceptional
““zero interest rate” policy stance in August, no further change has
taken place in Japan’s monetary policy.

The euro came under renewed pressure against other major currencies
in September and October but has recovered somewhat since then.
The exchange rate has remained well out of line with economic
fundamentals for a prolonged period and there are concerns at the
risks which this poses for the international economy and for the euro
area. To help address these risks, the Eurosystem, along with the
monetary authorities of the US, Japan, UK and Canada, intervened in
foreign exchange markets on 22 September. The Eurosystem
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Changes in Key Economic Variables in Various Countries Table 1

Belgium
Germany
Spain
France
Ireland

Italy
Netherlands
Austria
Portugal
Finland

Total Euro-Area

Denmark
Greece
Sweden
UK

Total EU
us

Canada
Japan

a Consumer price index is used for all countries
b Central Bank of Ireland estimates
¢ Belgium — Luxembourg

Real GDP Unemployment Inflation? Current Balance
Growth Rate of Payments as
a % of GDP
1999 2000° 1999 20008 1999 2000€ 1999 20008
% % % % % % % %

25 39 9.0 83 11 22 4.4¢ 4.4¢
16 29 83 79 07 17 -09 -02
37 41 15.9 14.0 22 31 2.2 -22
29 35 113 98 06 15 27 2.7
98 101 56 4.4 16 55 07 05
14 31 114 107 17 25 07 1.0
36 39 32 23 20 24 57 62
22 35 4.4 35 05 19 -2.8 -2.0
30 34 4.4 41 22 25 -88 -10-4
4.0 50 103 9.0 13 2.7 52 56
24 35 9.9 9.0 12 21 06 09
17 21 56 54 26 29 11 21
35 35 117 115 22 25 -41 -4.9
38 4.4 56 46 04 14 26 26
21 31 43 39 23 20 -1.2 -15
24 34 88 8.0 14 21 03 03
4.2 52 4.2 41 22 32 -36 -4.2
45 47 76 66 17 23 -0-4 14
02 14 4.7 50 -03 -02 25 26

Sources: IMF World Economic Outlook, October 2000, estimates and projections
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undertook further intervention on a unilateral basis in November.
These operations helped to stabilise the euro and have enabled it to
recover some ground against other major currencies.

Economic Developments in the Euro Area

The euro area has been growing at a solid pace over the past year to
bring the year-on-year growth rate to 3:7% in the second quarter, its
highest in a decade. The pace of expansion has moderated slightly in
recent quarters but remains strong. The contributions to growth have
also changed; domestic demand now accounts for a larger proportion
of overall economic growth, although its rate of expansion has been
constant, at 0-8 percentage points per quarter, since the second
quarter of 1999. Private investment has been growing at a healthy
pace, although not, perhaps, as fast as might have been expected at
this stage of the business cycle, while private consumption has been
supported by employment gains and high levels of consumer
confidence. The deterioration in the terms of trade arising from high
oil prices and euro depreciation, which has reduced firms’ and
households’ purchasing power, is likely to have contributed to less
dynamic private consumption and investment growth recently.
However, increasing capacity utilisation and positive business
sentiment are expected to underpin private business investment going
forward, while private consumption is likely to benefit from continuing
employment gains and tax cuts planned in a number of euro area



countries next year. In fact, the generally pro-cyclical bias in fiscal
policies across the euro area should boost domestic demand more
broadly. While external demand has been boosted by strong global
export growth and euro weakness, higher import prices have reduced
the net trade contribution to growth. Most official forecasts project
GDP growth of between 3% and 3:5% this year, followed by a rate
closer to 3% in the next two years.

The acceleration in economic activity since 1999 has greatly improved
euro area labour market conditions, where stronger employment
growth has facilitated a fall in the euro area unemployment rate to
8:9%, compared to 9-6% at the beginning of 2000. The rate of decline
in the numbers unemployed, which had slowed somewhat in mid-year,
appears to have resumed its earlier faster pace. With favourable
employment expectations being supported by solid economic activity
and generally positive sentiment, unemployment is expected to
continue to decline in coming months. Unemployment rates continue
to vary substantially across euro area countries, however, ranging from
13-6% in Spain to 2:7% in the Netherlands. Signs of bottlenecks are
emerging in some countries, with shortages of skilled labour becoming
apparent even where unemployment rates appear to be quite high.
This has heightened the need to deal with structural rigidities in euro
area labour markets, to ensure that the creation of new jobs can be
facilitated. Despite these developments, wage inflation has remained
fairly subdued. Having increased at a steady rate in 1999, hourly labour
costs have been rising at a faster rate in 2000, although cyclically strong
productivity growth has helped to keep unit labour cost growth under
control. To date, the wage response to oil-induced losses in real income
has been relatively muted, against the background of wage agreements
which were already in place in a number of countries.

While wage developments have generally been favourable for inflation,
the significant rise in energy costs and the depreciation of the euro
have fuelled a sharp rise in the euro area’s Harmonised Index of
Consumer Prices (HICP), bringing the year-on-year increase up from
1.7% at the start of the year to 2:7% in October. The underlying rate
of inflation (the headline rate excluding energy and food) has risen
from 1.0% to 1.5% in the same period. So far, spillover effects from
higher oil and non-oil import prices onto other prices have been quite
contained. Nevertheless, producer price and intermediate goods price
inflation, which are running at 6:3% and 13-4% year-on-year
respectively, along with declining spare capacity in the economy, point
to continuing inflation pressure along the chain of production. After
several years of decline, the average inflation rate in the euro area is
expected to exceed 2% this year. While the narrowing of output gaps
across the euro area and higher import prices are exerting upward
pressure on inflation, the lagged effects of monetary tightening, labour
productivity gains, moderate wage growth, and an easing in
international demand is helping to contain these pressures.

At country level, most euro area members have been experiencing
their best growth performance in many years. Among the three largest
economies — which account for over seventy per cent of euro area
output — France’s more mature expansion has entered a decelerating
phase, while growth in Germany and Italy has strengthened but is still
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below the euro area average. While the smaller economies are
generally more advanced in the business cycle than some of the larger
economies, some convergence in growth rates is expected over the
next couple of years.

This year, the German economy is expected to record its strongest
performance since reunification and, while the pace of growth has
eased somewhat since the first half of the year, it remains quite solid.
Exports have benefited from the expanding world economy and
improvements in international competitiveness, associated with euro
depreciation and wage moderation. While robust orders and rising
capacity utilisation have underpinned an expansion in equipment
investment, private consumption has been boosted by substantial
employment gains. These factors have contributed to a fall in the
unemployment rate to 8:2% and brought the numbers unemployed to
a 5-year low. However, sentiment has been suffering recently, as the
combination of higher oil prices, monetary policy tightening and slower
growth in external markets has reduced profit expectations, and
production and orders figures have weakened slightly.

Notwithstanding those developments, growth is expected to be well
underpinned going forward, particularly in view of the planned tax
measures. Consumer spending is expected to be boosted by tax cuts
which should increase net household income by close to 1% and by a
continuing fall in unemployment. Investment is also expected to be
robust, benefiting from tax cuts, high capacity utilisation in
manufacturing and the favourable climate presented by continuing
wage moderation, where collective bargaining agreements largely
apply until spring 2002. Thus, while the net contribution to growth of
the external sector is expected to decline as world trade growth slows,
domestic demand is expected to remain buoyant. Official forecasts of
growth are for a rate of around 3% this year and 2:75% next year.
While the rise in oil prices has contributed to a significant increase in
consumer price inflation, bringing the HICP rate to 2:4% in November,
underlying inflation has remained quite muted at 1-3%. Although this
is expected to rise in the environment of strong economic growth,
continued wage moderation is expected to underpin price stability.

Reflecting its more advanced position in the business cycle, growth in
the French economy has been decelerating since its peak in the second
half of last year but still remains at a healthy 3.1% year-on-year in the
third quarter of 2000. The deceleration reflects the effects of higher oil
prices on real household incomes and consumer confidence, along
with the emergence of strains in product and labour markets, where
capacity utilisation is at a 10-year high and unemployment at a 10-year
low. However, with employment growth continuing to be supported
by greater labour market flexibility, lower social security contributions,
wage moderation and strong demand, private consumption
expenditure is expected to remain firm. Domestic demand will also be
supported by buoyant investment, in an environment of positive
business expectations, increasing capacity utilisation, and planned tax
cuts. Weaker external demand growth is, however, expected to exert
a dampening influence on GDP. Official forecasts estimate growth of
around 3-3% this year and 3% next year. Underlying inflation has
remained remarkably subdued for this stage of the economic cycle,



Three-Month Interest Rates Table 2

Euribor US Dollar Japanese Sterling
Yen
% % % %
31 January 2000 349 6-08 0-13 6-12
29 February 2000 363 6-11 0-13 6-19
31 March 2000 3-83 6-29 0-14 6-19
28 April 2000 4.09 6-50 0-12 6-25
31 May 2000 4.45 6-86 0-11 6-19
30 June 2000 4.55 6-77 023 6:12
31 July 2000 464 672 0-22 6-12
31 August 2000 4.89 6-68 041 6-19
29 September 2000 5-00 6-81 0-54 6-19
31 October 2000 514 6-76 0-54 6-06
30 November 2000 5.05 6-72 0-59 6-00

with wage moderation a contributing factor. While inflation is expected
to rise somewhat in response to strong employment growth and higher
energy prices, it is generally expected to remain below 2% on average
next year.

Italy’s economic recovery, which got underway in the second half of

1999, is expected to double last year’s growth rate of 1.4%. While this

rate of expansion is still somewhat below the euro area average, the

gap is narrowing. The recovery has been underpinned by both external

and domestic demand. The latter has been supported by strong
investment growth, in an environment of high capacity utilisation,

relatively low real interest rates and fiscal incentives. Private
consumption growth, which has been more fragile than expected,
particularly in the retail sector, is now benefiting from robust
employment creation and planned tax cuts. After a number of years of

extremely tight fiscal policy, the government is introducing tax cuts

worth 2% of GDP in 2001. This has boosted consumer confidence

recently, as tax benefits and employment gains have helped to offset

the drag from a decline in real wages. The latter reflected severe wage

restraint, which has helped to reduce the unemployment rate from

11.9% at its peak two years ago to 10-5% at present. The most recent CHART 1
official growth forecasts range from 2.8 —2:9% this year to around
27—-28% next year. While the headline rate of consumer price
inflation has risen sharply this year in response to higher energy prices
and the weak euro, the underlying rate has been quite subdued. 4,
Favourable productivity growth in manufacturing and moderate wage
increases, along with the lagged effects of monetary tightening, are g
expected to reduce inflationary pressures.

Euro Area Monetary Aggregates

%

12

Monetary Developments in the Euro Area

The tightening phase in euro area monetary policy continued in the
period under review, with the Governing Council of the ECB raising
official interest rates by 25 basis points on 5 October. Official interest
rates have now increased on seven occasions, by a total of 225 basis
points, since the current tightening phase started in November 1999,
bringing the minimum bid rate on the Eurosystem’s main refinancing
operation to 4-75%, and the rates on the marginal lending facility and
the deposit facility to 5-75% and 3:75%, respectively. The increases .M3 .""Vate Sector Credit
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CHART 2

ECB Interest Rates and Money
Market Rates

%
61

50

NOV DEC AN FEB MAR APR MAY JUN JUL AUG SEP OCT NOV

99

Marginal lending rate

Deposit rate

Main refinancing rate

Marginal rate in main refinancing operation
EONIA

reflect the concern of the Governing Council of the ECB at the increase
in risks to the outlook for price stability in the euro area. While the
current upward pressure on consumer prices stems mainly from one-
off or temporary price increases, resulting from external factors, there
is a need to ensure that this pressure does not translate into more
permanent inflationary effects. In the current environment of strong
growth and ample liquidity, the sharp increase in the headline rate of
HICP inflation, the continuing strength of oil prices and the weakness
of the exchange rate exacerbate the risks of second round effects on
inflation.

The recent monetary policy decisions took place against a background
of quite ample liquidity conditions and strong growth in private sector
credit. However, while the expansion in euro area M3 has been above
its reference value of 4-5% over the course of the year, this divergence
has narrowed in recent months as M3 growth has eased from 6-6% at
its peak in April to 5:3% in October. The 3-month moving average rate
of annual M3 growth has also eased, from 6-4% in April to 5:5% in
October, against the background of the rise in short-term interest rates
in the euro area since Autumn 1999. With regard to credit, both total
credit growth and private sector credit growth have moderated,
although the latter remains very strong at 10-8%. Favourable prospects
for growth and employment are fuelling demand for loans, despite the
dampening influence of rising interest rates.

Short-term money market interest rates in the euro area continued on
their gradually rising trend during September and early October.
Subsequently, evidence of a slight moderation in the pace of euro area
growth facilitated a levelling off and later easing in short-term rates.
Following the increase in the main refinancing rate on 31 August to
4.50%, the EONIA rate remained close to that rate until early October,
when it rose on expectations, later realised, of an increase in the main
refinancing rate on 5 October. It has since edged up to slightly over
4.8%, remaining close to that level for the past month. The 3-month
EURIBOR rate, which rose steadily to about 5% in early October, is
now closer to 4-9%. The extent of monetary policy tightening
discounted in futures rates has also fallen somewhat since late October
and indicates that markets anticipate that the next move in official
interest rates will be a cut in mid to late 2001.

In the bond markets, euro area bond yields have also eased back over
the period. Initially, yields remained within a fairly narrow band, as
indications of slightly slower growth and still relatively muted
underlying inflationary pressure helped to offset pressure from the
depreciation of the euro and concerns in relation to inflation
expectations. Subsequently, however, the perception that the US
economy was undergoing a sharper slowdown than earlier anticipated,
combined with portfolio inflows into bonds arising from stock market
volatility, caused US bond yields to fall quite markedly in early
December and had spillover effects on euro area bond markets. The
10-year bond vyield differential between the euro area and the US has
narrowed further, to around 40 basis points, while the euro area yield
curve, as measured by the difference between 10-year euro area bond
yields and the 3-month EURIBOR, is now almost completely flat.



Economic and Monetary Developments outside the Euro Area

The outlook for the global economy remains favourable, with world
economic growth this year expected to be around 4%, its strongest
performance in a decade. As the current global expansion matures, a
slowing in the pace of growth is expected in 2001, although it is still
expected to be around 3-5%. Risks to the global outlook seem, at
present, to be balanced mainly on the downside; these include the
possibility of an extended period of high oil prices — which would
impact on both the real economy and on inflation — and, amidst
increased uncertainty in US equity markets, fears of any sudden change
in the size or direction of capital flows which would raise concerns
regarding the financing of the US current account deficit.

In the US, a slowdown in the pace of growth in the second half of this
year has become more evident. Real GDP growth declined from 5:6%
annualised in the second quarter, to 2-4% annualised in the third
guarter, with the slowdown being led by lower household spending on
consumption and residential construction. The impact of monetary
policy tightening since June 1999, combined with the continuing
strength of the dollar, have contributed to the fall of equity prices from
their peaks in early 2000. These factors, alongside the effects of rising
energy prices on real income, have contributed to the reduction in the
pace of growth of private consumption and investment. As profit
growth eases and long term borrowing rates remain high, the strong
acceleration in non-residential fixed investment observed over the past
two years is fading. A contraction in public expenditure is also
contributing to the slowdown. Although the unemployment rate
remains close to its historical low, at 4% in November, the pace of job
creation has eased. Aggregate demand and supply are now moving
closer together, with growth of around 3-5% generally forecast for next
year, compared to a potential output growth rate estimated at around
4%.

While the headline rate of inflation recorded 3-4% year-on-year in
October, the “core” inflation rate (excluding energy and seasonal food)
remained stable at 2:5%, while the core producer price index fell from
15% vyearon-year to 12% vyear-on-year, indicating that upward
pressures from higher oil prices are not spilling over to any significant
degree onto core inflation measures. The tightness of the labour market
now appears to be exerting upward pressure on wage inflation,
however, with average hourly earnings growing faster than expected
in October. So far this year, the remarkable surge in productivity has
helped to offset inflationary pressures in the labour market. Recent
signs point to a moderation in the pace of productivity growth, which
would be expected to continue as the economy slows. Thus,
productivity developments may, in the short run, be less able to
moderate price pressures than in the recent past. On the other hand,
an easing in inflationary pressures generally is likely to arise from the
slowing of growth to a more sustainable rate, the lagged effects of
monetary tightening and lower oil prices anticipated over the next year.

Having tightened monetary policy by 125 basis points between
November 1999 and June 2000, no further changes in official interest
rates have been undertaken by the Federal Open Markets Committee
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since then. Futures markets are now anticipating a slight easing in
monetary policy tightening by mid to late 2001.

Japan’s very gradual recovery continues, with the economy expanding
by 0-2% in both the second and third quarters of this year. A moderate
revival in the business sector is evident from business conditions’
surveys and orders growth, while business investment has benefited
from actual and expected profits and greater demand for information
technology. The expansion of industrial production has, however, been
less than expected in recent months. Consumption has yet to recover
in a convincing way, with latest household surveys indicating only a
slight increase in real consumption expenditure in recent months. The
outlook for private consumption has improved recently though, with
gains in real wages and employment, consumer prices falling and
household liquidity being boosted by the maturing of a high volume
of fixed term postal savings accounts between October 2000 and May
2001. The latest fiscal stimulus package, while relatively modest
compared to earlier packages, should also help to underpin the overall
recovery. However, the recent collapse of some financial companies,
amidst continuing concerns at the stability of the financial and
corporate sectors, points to the uncertainties which continue to prevail
in the Japanese economy. The OECD forecasts growth of around 1.9%
this year and a slightly higher expansion next year. With regard to
inflation, higher oil prices have pushed up the wholesale price index,
although consumer prices have recorded a decline in the year to
October of —1.0%. Monetary policy is, therefore, expected to remain
on hold for some time.

The rate of growth in the UK economy has moderated somewhat
recently, falling to 0-7% in the third quarter from 0-9% in the second
quarter of 2000. This largely reflects an easing in domestic demand,
with lower wage and employment growth, slower house price inflation
and the effects of higher oil prices reducing growth in private
consumption. This was reflected in stagnant retail sales in October and
declining consumer confidence. Business investment has shown a
marked slowdown this year, reflecting the absence of major capacity
constraints following a number of years of very strong investment
performance. The external sector has, however, performed better than
expected in view of sterling’s strength, although manufacturing output
and industrial production have weakened recently. The outlook for
growth is quite positive, with private consumption likely to continue to
be supported by real earnings growth and moderate employment
gains, while government consumption and investment is expanding
substantially. The government’s fiscal plans show public spending set
to rise by as much as 7% in real terms over the next year. Most official
forecasts of UK GDP predict growth of a little over 3% this year and
3% next year.

With inflation remaining below the Bank of England’s target of 2-5%,
earnings growth moderating and sterling remaining strong on a trade-
weighted basis, monetary policy has been on hold since February. As
the economy is currently operating at or close to full capacity, the
outlook for inflation depends on whether consumer spending will slow
quickly enough to allow room for the fiscal expansion, and how
earnings growth develops, given that unemployment is at a 25-year



low. Although earnings growth had been moderating, there is
uncertainty as to whether this reflects structural labour market
improvements or more temporary factors. Future markets are
anticipating an easing in monetary policy by mid-2001.

International Price Developments

There has been a significant rise in international inflationary pressures
in 2000, with inflation at both the output and retail level increasing in
most industrial countries. While much of this rise reflects the impact of
higher oil prices, the strength of world demand has also been a factor;
output growth in most advanced economies is currently well in excess
of its long run average.

The impact of the increase in world inflation on price developments in
Ireland has been exacerbated by a decline in the value of the exchange
rate. In the case of oil prices, the upward trend which began in early
1999 has, except for a brief reversal in April, continued until recent
weeks. Accelerating world output growth, together with the need to
replenish inventory levels, has increased demand for oil, against a
background of limited productive capacity. In the third quarter of 2000,
Brent crude oil prices rose 14-3% and were 49-3% higher year-on-
year. By contrast, non-oil commaodity prices have, with the exception
of metals, been generally weak this year. According to IMF statistics
for the third quarter, the composite index of non-fuel commodity prices
was 4% lower on a quarterly basis and 0:5% lower year-on-year in
dollar terms.

The impact of higher oil prices on energy products contributed
significantly to the pick-up in consumer price inflation in most
industrialised economies this year. In the euro area, consumer price
inflation, as measured by the Harmonised Index of Consumer Prices
(HICP), averaged 2:5% in the second quarter compared to 2:1% in the
previous quarter and 1:1% in the same period in 1999. In the US,
consumer price inflation rose from 2:3% in the third quarter last year
to 3:5% in the third quarter this year. Producer price inflation has also
picked up strongly over the last year. Euro area industrial producer
prices increased at an annual rate of 5-6% in the three months to
August, compared with a rate of 0-1% in the third quarter of 1999. In
the US, over the same period, producer price inflation accelerated from
2:1% year-on-year to 5-7% year-on-year.

In summary, a combination of increased oil prices and stronger world
demand underlies the rise in world inflation over the last year. Given
the open nature of the Irish economy, the weakness of the exchange
rate has significantly increased the external contribution to Irish
inflation during 2000.

Exchange Rate Developments

The downward trend in the euro, which had been underway since early
Autumn, continued in the early part of the period. This trend brought
the currency to new lifetime lows in September against other major
currencies, despite evidence of continuing strong activity in the euro
area and a narrowing of interest rate and bond yield differentials vis-a-
vis the US. With the weakness of the euro being well out of line with
economic fundamentals for a prolonged period, concerns increased
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regarding the risks which this posed for the international economy
generally. In recognition of these risks and, at the ECB’s initiative, the
monetary authorities of the US, Japan, the UK and Canada joined the
ECB in concerted intervention in the foreign exchange markets on 22
September. The Eurosystem undertook further foreign exchange
market intervention, on an unilateral basis, during November. These
operations have had a stabilising effect on the euro and helped to
arrest the declining trend. The euro’s bilateral exchange rates vis-a-vis
the US dollar, Japanese yen and Sterling have since recovered to levels
well above their previous lows.

Sterling initially weakened somewhat against the US dollar, as slower
growth in the third quarter and a unanimous vote by the Bank of
England’s Monetary Policy Committee to keep interest rates
unchanged increased expectations that the current interest rate cycle
has peaked. Subsequently, however, evidence of weaker-than-
expected output in the US economy allowed sterling to recover
somewhat. The Japanese yen eased back against the US dollar over
the period, as uncertainty regarding the strength of the recovery and
political instability undermined investor confidence.
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Ladies and Gentlemen, let me begin by thanking you for inviting me
to speak here today. It is a great pleasure for me to have this
opportunity to discuss the recent performance of the Irish economy as
well as some of the challenges for Ireland which participation in
Economic and Monetary Union (EMU) presents.

Economic Performance Since 1994

The performance of the Irish economy in recent years has been
excellent, both in historical terms and by international standards. Since
1994, the economy has expanded at an annual average rate of around
8 per cent. Expressed another way, output at the end of 2000 will be
around 70 per cent higher in real terms than at the beginning of the
current phase of strong growth. To put this into perspective, the annual
growth rate of the Irish economy averaged around 3% per cent
between 1960 and 1993.

The buoyant economic conditions of recent years have facilitated a
significant improvement in living standards — as measured by GDP per
capita — relative to the EU average. In Ireland’s case, however, GNP
per capita — around 85 per cent of per capita GDP — is a more
appropriate measure of domestic living standards, given the large profit
repatriations of foreign-owned multinational corporations whose scale
of operations in Ireland has expanded significantly in recent years. On
this measure, income per capita, although rising, remains somewhat
below the EU average. In addition, the stock of wealth in Ireland
remains below the EU norm.

This strong growth has paid large dividends in the labour market —
traditionally Ireland’s Achilles’ heel. For many years, Ireland’s
employment performance had been quite anaemic, with many
commentators characterising the economic situation as being one of
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Recent Indicators of Economic Performance 2

1994 1995 1996 1997 1998 1999 2000 (f) ©

GNP 63 82 7-4 93 7-8 78 8Y,
GNP per capita 6.0 77 66 83 66 67 7Yy
Employment ° 32 5.0 3.6 39 68 63 49,
Unemployment ° 14.7 12.2 11.9 10:3 78 56 4Y,
Inflation (CPI) 24 25 16 15 2:4 16 5Y,
Exports/GNP 788 86:3 876 907 989 1024 1070
General Gov. Balance -20 -22 -02 07 2.1 1.9 37
Revenue/GDP 401 374 378 369 36:0 362 352
Expenditure/GDP 421 397 380 362 339 343 315

(a) Growth rates, except unemployment (rate) and Government balance (percentage of GDP).

(b) As at April of each year, except for 1999 and 2000 which are full year averages of quarterly
data.

(c) Central Bank of Ireland forecasts (Autumn 2000).

‘jobless growth’. Total employment actually fell during the 1980s. Since
1994, however, strong economic growth has been associated with
employment increases of around 4%, per cent per annum. In overall
terms, employment is now almost 40 per cent higher than in 1994.
This large increase in employment has been facilitated by transfers from
unemployment into employment as well as a significant increase in the
size of the labour force. The latter reflects the increase in the
population of working age, increased participation and net inward
migration. This has resulted in the employment rate for the active
population increasing by around one-quarter between 1994 and this
year.

Unemployment has fallen below 4 per cent and, while precise
estimates are difficult to pin down, it is now clear that the economy is
operating at or very close to full-employment. For an economy with a
long history of unemployment problems, the virtual attainment of full-
employment is the most encouraging feature of the recent economic
performance. With sustained strong labour demand, the level of long-
term unemployment, i.e. unemployed for one year or longer, has fallen
dramatically since 1997 to 14 per cent at present. Involuntary
emigration — for so long a symbol of Ireland’s dismal economic
performance — has been eliminated and, for a number of years now,
Ireland has experienced net inward migration. Since 1994, the
population has expanded by around 1 per cent per annum, with net
inflows — returning migrants and others — accounting for about two-
fifths of this increase.

The transformation of the economy which has led to a higher level of
economic activity has also resulted in a reversal of fortunes for the
public finances. A surplus has been recorded since 1997 and this year,
a general government surplus of 3.7 per cent of GDP is currently
expected. The improved fiscal position and the increase in output have
resulted in a decline in the ratio of debt to GDP, to around 41.5 per
cent this year, one of the lowest ratios in the EU. With the increase in
output experienced in recent years and with nominal interest rates
relatively low by international standards, the burden of debt has fallen
significantly.

These favourable developments have given rise to a range of issues,
some of which are new to us. The rate of inflation has picked up



significantly, there are increasing labour market pressures, and a wide
range of asset prices have been increasing very substantially for some
years. This has been associated with a rapid increase in bank lending
and an accompanying increase in private sector indebtedness. In
addition, a considerable infrastructural deficit has emerged which has
implications not just for economic development but for the quality of
life in Ireland. With Ireland’s participation in EMU, monetary policy
cannot be used to deal with these developments. | will return to these
issues later.

Experience in the EU
Changing Structure of the Economy

For about two decades up to the late 1970s, the Irish economy had
performed relatively well, following the adoption of more outward-
oriented policies from the late 1950s. This necessitated a restructuring
of the economy and the inevitable demise of some firms and sectors
which had developed behind sometimes quite high tariff barriers.
Membership of the then European Economic Community in 1973 was
a major milestone on this road. However, given the point from which
Ireland was starting in 1973, it was evident that the advent of free trade
resulting from membership would bring major changes to the trading
relations and structure of the Irish economy. Prior to membership,
Ireland had a relatively large agricultural sector, which was highly
dependent on the adjacent UK market. Industry was predominantly
small-scale, and was still in the process of adjusting to the lowering of
tariff barriers to improve competition and to the adoption of a more
export-oriented perspective. In this environment, productivity and
living standards were relatively low.

GDP by Sector: Percentage Distribution

1970 1980 1990 1999
Agriculture 17 12 9 4
Industry 36 37 35 38
Services 47 51 56 58

Source: National Income and Expenditure (various issues), Central Statistics Office.

Transformation of Manufacturing Sector: Per Cent of Total

1983 1990 1998
Irish Foreign Irish Foreign Irish Foreign
Output 41 59 32 68 18 82
Employment 61 39 55 45 53 47

Source: Census of Industrial Production, various issues.

The structure of the manufacturing sector has been radically altered in
the thirty-odd years since EU entry. The traditional sectors — typically
relatively low skilled relying on local inputs — have declined in relative
importance, and have been replaced by high-technology, largely
foreign-owned firms in sectors such as computer hardware, chemicals,
software and medical instruments. Currently, these modern sub-sectors
account for almost three-quarters of output and around one-third of
employment in the manufacturing sector. The structural changes in the
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economy have also been associated with substantial change in the
destination of exports, mainly from the UK to the rest of the EU.

Destination of Total Exports: Percentage Distribution

1970 1980 1990 1999
UK 66 43 34 22
Other EU * 9 32 41 43
Elsewhere (Including USA) 25 25 25 35

(a) Countries comprising EEC/EC/EU in the relevant years.
Source: Central Statistics Office.

Foreign Direct Investment

There are a number of factors that lie behind this transformation of
industry. Firstly, the regulatory environment for setting up and running
businesses in Ireland has been relatively light. Secondly, an emphasis
was placed on the rapid modernisation of the telecommunications
infrastructure. Finally, and most importantly, has been the successful
industrial policy of encouraging inward foreign direct investment. A
wide range of factors have helped to attract foreign firms to Ireland.
These include a low corporate tax environment, the development of
the educational and technical skills of the workforce, a relatively low
cost environment and the opportunity to use Ireland as a gateway to
the vast EU market.

Traditionally, foreign direct investment (FDI) in Ireland has typically
taken the form of ‘greenfield’ investment as well as expansions of
existing plants. This has had a greater direct impact on output and
employment than would have been the case if it had taken the form
of mergers and acquisitions. In addition, foreign direct investment has
helped to transfer technology, skills and modern management methods
in a relatively easy way to the Irish economy. The high-technology
sectors have imparted a new dynamism to business, and have led to a
large number of start-ups by former employees of these foreign-owned
enterprises — the software industry being perhaps the best example. It
should also be stated that, although there has been a sizeable shake-
up of domestically-owned industry in the new free-trade environment,
much of domestically-owned industry has been radically modernised
and put on a sound, efficient footing.

US Direct Investment Abroad: Irish Percentage Share of EU Total

1994 1995 1996 1997 1998

Manufacturing 84 29 109 150 70
of which:

Chemicals 69 24 130 173 154

Electrical & Electronics 76 54 180 332 392

Source: US Department of Commerce.

A significant proportion of FDI inflows into Ireland originates in the
United States: in 1998, 41 per cent of all foreign-owned manufacturing
firms in Ireland were from the US. Between 1994 and 1998, annual
inflows of manufacturing FDI from the US amounted to around 1%, per
cent of Irish GDP. Indeed, Ireland receives a large share of all US FDI.



For example, in 1998, Ireland received 7 per cent of all US
manufacturing inflows into the EU, a not insignificant proportion for a
country that accounts for around 1 per cent of EU GDP.

The success which various foreign multinationals have enjoyed has
encouraged others to establish manufacturing bases in Ireland. As a
result, agglomeration economies have developed over time: success
has bred success. In more recent years, the manufacturing economy
has benefited from what is known as ‘distance independence’ —
transports costs as a percentage of output value have fallen
substantially for high-technology outputs such as software and
chemicals. This has significantly reduced Ireland’s peripheral location
disadvantage.

A number of implications arise from this policy of targeting high-
technology FDI. Firstly, a sharp dichotomy has emerged within the
industrial sector between the relatively low value-added traditional
sector which produces largely for the domestic and UK markets, and
the more dynamic higher value-added technology sector, which
produces primarily for the rest of the EU and US markets. This
dichotomy is most apparent in the productivity data, with the high-
technology sector being an estimated five times more productive than
the traditional sector. Secondly, in Ireland, the relative importance of
the industrial sector has been rising in recent years, albeit at a moderate
rate. This situation contrasts strongly with the experience of other
advanced economies, where the industrial sector has been in relative
decline for some time.

EU Financial Support

I should also mention that the various financial support mechanisms of
the European Union — the Structural Funds and the Cohesion Funds —
have been of assistance in adapting to the new economic structures
and in financing infrastructural development. These supports have
averaged around 2%, per cent of GDP since 1989, but have been in
relative decline during the past six to seven years of strong economic
growth. It has been argued that the impact of the structural fund
process on the administrative and political system has been at least
as important as the investment itself. In particular, transfers under the
Community Support Framework encouraged the government to raise
public investment from its extremely low level in the 1980s. Finally,
transfers to the agricultural sector under the Common Agricultural
Policy, which have averaged 3%, per cent of GDP since 1989, have
provided protection to the farming sector from global trends.

Experience in the EU Single Market

The full implication of the EU single market by the end of 1992 was
regarded with some trepidation, it has to be acknowledged, by a
number of commentators on the Irish economy, when this EU initiative
was taken in the mid-1980s. This centered around a concern that the
core countries of the EU would reap most of the benefits of the new
single market, with the countries on the periphery running the risk of
becoming economic backwaters. These fears focused on the possibility
that positive externalities and increasing returns to scale were most
likely to be available to the developed, industrial core of the EU.
Industries that are characterised by increasing returns to scale — motor
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vehicles, heavy chemicals, man-made fibres etc. — were deeply
embedded in the economies of the countries at the centre of the EU,
but were of little significance in most of the peripheral countries such
as Ireland. In this view, the developed regions of the EU would
therefore benefit from first mover advantage.

The counter-argument pointed to the benefits that could accrue to
small countries from the much larger market. Even if, for historical
reasons, small countries did not have many sectors characterised by
increasing returns to scale, the opportunity existed for these to operate
at an efficient scale in the new large single EU market. The removal of
barriers to trade and lower transport costs also reduced the necessity
for industry to be located close to the largest markets. Thirdly, less
developed regions in the EU were normally characterised by lower
costs, and this, ceteris paribus, placed them at an advantage in the
development of new sectors and enterprises. Finally, it was evident
that the location of new knowledge-based industries characterised by
innovation and technology was much less tied to comparative
advantage based on natural endowments. Comparative advantage in
these sectors was something that could be created and acquired in the
right institutional and policy environment. In the event, the worst fears
of the pessimists in the argument of the periphery vis-a-vis the centre
have not been realised, with the experience of peripheral regions in
the single EU market, including Ireland, being generally satisfactory.

Ireland and the Single Monetary Policy

Ireland adopted the euro at its inception in January 1999 and became
part of a large monetary union. This was not something fundamentally
new in Ireland, however, as until 1979 Ireland had participated in a
currency area with sterling for over one hundred and fifty years
previously; the Irish currency and sterling were amalgamated at parity
in 1826. With the introduction of the Irish pound in the late 1920s,
there was a no-margins one-for-one link between the Irish pound and
sterling which prevailed until 1979. Coupled with complete freedom
of capital mobility, this resulted in virtually the same levels of interest
rates in Ireland and the UK. Given the high degree of trade integration
as well as capital and labour mobility which existed during this period,
it could be argued that this exchange rate regime was an entirely
natural phenomenon; in this regard, Ireland and the UK could have
been regarded as an optimum currency area.

In the mid-1970s, the link with sterling began to be questioned
following persistent high inflation rates in the UK coupled with a
significant depreciation of sterling which inevitably resulted in broadly
similar rates of inflation in Ireland. The establishment of the European
Monetary System (EMS) — with its primary objective of being a ‘zone
of monetary stability’ — provided an alternative to the sterling link.
Ireland joined the EMS at its inception in 1979, and the link with
sterling ended shortly afterwards as sterling rose against EMS
currencies.

The experience in the EMS has not always been positive, particularly
in the early years, with a sizeable appreciation of sterling and the
pursuit of pro-cyclical fiscal policies which undermined stability. In
August 1986, the Irish pound was devalued by 8 per cent, in part



to reverse an unwarranted appreciation of the Irish pound’s effective
exchange rate that had occurred mainly due to a sharp weakening of
sterling. For over a decade thereafter, the nominal effective exchange
rate for the Irish pound was generally stable, apart from the 10 per
cent devaluation in January 1993. This devaluation, in the context of
the European currency crisis of 1992/1993, was again partly correcting
an unwarranted appreciation in the Autumn of 1992. This was an
example of where Ireland was affected by contagion in the
international foreign exchange markets.

From 1994, the Irish economy began to grow strongly. During this
period, economic policy was primarily driven by the need to meet the
criteria for EMU membership. Policies of fiscal prudence were
continued while exchange rate policy was consistent with price
stability. In the two years prior to membership of the euro area the
Irish pound was relatively strong. This was consolidated by a 3 per cent
revaluation of the Irish pound in the EMS in March 1998.

Benefits of EMU

In a small open economy with a high degree of trade integration with
the EU and world economies, it is logical for Ireland to be amongst the
keenest supporters of EMU. A small economy such as Ireland, which
exports a significant part of its output to other participating countries,
should stand to derive significant benefit. Secondly, the prospect of
monetary stability will have a long-term beneficial impact on
investment and growth. Over time, in accordance with the price
stability mandate of the ECB, inflation is unlikely to exceed 2 per cent
per annum for any sustained period of time. As a result, nominal
interest rates should not, in general, carry a significant inflation risk
premium. In addition, EMU imposes a discipline on participating
countries, in the sense that sound fiscal policies and enhanced
structural reform assume greater importance in a monetary union.
Finally, some positive effects resulting from the single currency will
become evident in capital and financial markets. Over time, for
example, the development of deep and liquid capital markets will
improve the potential for companies to raise finance. This will enhance
the growth prospects of younger firms, in particular; these are typically
innovating firms which bring new technologies to the market. In
addition, the increased efficiency and competitiveness of financial
markets in the euro area will facilitate an increase in corporate
restructuring through mergers and acquisitions activity. On the latter
point, there is evidence that this process is already underway.

Implications for Policy of Joining the Euro Area

From an Irish macroeconomic perspective, however, the initial impact
of the adoption of the single currency on 1 January 1999 was a
significant easing of monetary conditions. While the decline in nominal
interest rates had for the most part been discounted, subsequent
developments in relation to real interest rates — in the light of Ireland’s
higher inflation rate — have led to a further easing of monetary
conditions. This has been compounded by the decline in the external
value of the euro. This easing of monetary conditions has occurred at
a time when the lIrish economy is performing very well compared to
the central euro area countries, with strong domestic demand in
particular giving rise to significant risks of overheating in the economy.
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With monetary policy now geared towards the objective of price
stability for the euro area as a whole, it cannot be deployed to meet
region-specific requirements. The corollary of this is that, in order to
cope with regional or country-specific difficulties, policies other than
the single monetary policy must be employed more vigorously.

Fiscal Policy

In particular, fiscal policy must assume a greater role in restoring
macroeconomic balance. Within EMU, fiscal policy must be conducted
within the framework of the Stability and Growth Pact, which requires
the national authorities to ensure that their budget balances are ‘close
to balance or in surplus’ over the medium-term. The reason for this is to
limit negative externalities resulting from lax fiscal policy by individual
countries within the single currency.

For Ireland, it is arguably the case that fiscal policy is now more
effective than in the past. With both interest and exchange rates now
given, the effects of fiscal policy are no longer likely to ‘crowd out’ or
‘crowd in’ private sector consumption and investment. In these
circumstances, fiscal policy is a relevant policy instrument for Ireland.
Despite this, the impact of fiscal policy is subject to a number of
limiting criteria. Firstly, given the high degree of openness of the Irish
economy, it is inevitable that at least part of the impact of fiscal policy
will be reflected in external trade developments rather than in domestic
activity. Secondly, given the large exchequer surpluses which have
been recorded for some time now, expectations may impose some
constraint on a tighter fiscal policy stance. Finally, given the consensus-
based approach to macroeconomic determination, the stance of fiscal
policy is, at least to some extent, somewhat pre-empted in Ireland by
commitments made under national wage agreements.

Incomes Determination

The evolution of pay in Ireland has been conducted within a
partnership framework, encompassing government, employers and
unions since 1987, with the first agreement applying from the
beginning of 1988. The current agreement — Programme for Prosperity
and Fairness — is the fifth such agreement. The pay terms typically
involve a three-year process in which unions accept moderate nominal
wage increases in return for income tax reductions. Indeed, these
reductions in income taxes have delivered a not insignificant part of
the increase in take-home pay.

National agreements were undoubtedly an important feature in
restoring confidence and competitiveness in the late 1980s and early
1990s. The moderate evolution of nominal pay created a virtuous cycle
in which the economy’s competitiveness improved and total
employment rose. As | outlined earlier, the public finances were put
on a more stable footing while, over time, the income tax burden was
reduced significantly. In 1988, the standard and higher rates of income
tax were 35 and 58 per cent respectively; for the tax year which began
in April 2000, the corresponding rates are 22 and 44 per cent, and the
income level at which the higher rate in particular is applied has been
increased significantly. More recently, the usefulness of national wage
agreements in an environment of virtually full employment has been
guestioned. The fact that, at present, the wage agreements apply



formally to only around one-third of workers, many of whom are in the
public sector, is encouraging this questioning.

However, for a small open economy where competitiveness is
extremely important, one should be wary about dismissing the
partnership process. In particular, given the recent acceleration in
headline inflation, the partnership approach may have an important
role to play in preventing inflationary expectations becoming
entrenched in the decision making process and the emergence of a
wage-price spiral. Such an adverse eventuality could set the conditions
for a serious loss of competitiveness in the future, particularly if
exacerbated by a significant strengthening of the euro.

Structural Reform and Competition Policy

Structural reform is another tool available to policymakers in EMU,
although, by definition, the benefits of any reforms will be limited in the
short-term. Nevertheless, policies aimed at improving the functioning of
both product and factor markets can enhance the business
environment and increase the flexibility of markets in the medium-term.
Such reforms play an important role in meeting the economic
objectives of higher growth and employment without creating
inflationary pressures, and as a result, in delivering higher living
standards.

Some reform of markets has been undertaken in recent years. The
labour market is one area where flexibility has been improved. For
example, income tax reforms have enhanced incentives in recent years,
while labour market legislation in Ireland is somewhat lighter than
elsewhere in the EU. In product markets, the process of liberalisation
has been speeded up. In particular, markets which have traditionally
been under direct control of government have undergone significant
reform: the telecommunications sector, for example, has been fully
liberalised and this is already having a favourable impact on prices.
Elsewhere, however, the pace of reform has been slower, with barriers
to entry, in particular, remaining a feature of a number of markets.

Prudential Standards in the Financial Sector

The fourth strand in the range of policies that can be employed in EMU
relates to the maintenance of a sound financial sector. In Ireland, the
Central Bank is responsible for supervision of almost the entire financial
sector, apart from insurance companies. In particular, credit institutions
are required to conform to a wide range of standards that have been
agreed at BIS and EU Commission levels. What is of importance for us
at present is that credit institutions are constrained from over-extending
their lending to individual, or a group of related, economic sectors.
This limits the risk, for example, of an undue concentration of lending
to the broad property sector, which has frequently been subject to
booms and busts in many countries, with consequential problems for
the solvency of the financial sector.

The Central Bank has been active in alerting banks to the risks posed
by rapid overall and property-related lending. As part of this process,
banks have been required to conduct regular stress tests to assess how
fitted they are to cope with various types of shocks including a
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substantial fall in property prices. The results of tests so far suggest a
high degree of resilience to such adverse developments.

Earlier this year, Ireland participated in the World Bank — IMF Financial
Sector Assessment Program (FSAP). This entailed an assessment of
financial sector vulnerabilities and of the observance and
implementation of supervisory standards and best practices. The FSAP
found that Ireland had a sound and highly developed financial system
that has been very stable even during periods of international turmoil.
Banking sector capitalisation and asset quality are high, and profitability
levels are higher than for most European competitors. The assessment
also found that the overall framework of prudential regulation and
supervision in the Central Bank is well developed, and shows a high
degree of observation of international standards and codes. The review
noted that current developments — financial sector innovation,
increased competition, increased cross-border activities associated
with Dublin’s International Financial Services Centre and sustained
rapid credit growth — pose a considerable challenge to market
participants and supervisors to maintain Ireland’s record of financial
stability.

In summary, Ireland is now participating in a single currency where
monetary conditions are set in terms of requirements for the euro area
as a whole. Individual countries must operate within this context. This
may not always be appropriate to their specific needs. As outlined
above, policy-makers have a number of instruments available to tackle
macroeconomic imbalances and to respond more efficiently to
regional-specific shocks that will inevitably occur from time-to-time. The
effective use of these tools should minimise the impact on the
economy of the loss of monetary and exchange rate policy.

Current Problems and Issues

As | mentioned earlier, the greatest challenge within EMU is to steer
the economy onto a more sustainable growth path after having
experienced very strong growth over the last seven years. This will be
no easy task given that imbalances have already begun to manifest
themselves.

Inflation

Perhaps the most visible example of current problems is the
acceleration in headline inflation which has occurred over the last
twelve months or so. The Harmonised Index of Consumer Prices
(HICP) has accelerated from its most recent low-point of 1.8 per cent
in Mid-1999 to the current rate of 6-:0 per cent. While some of this
increase reflects temporary factors such as indirect tax changes,
general inflationary pressures have been evident for some time. The
headline rate in Ireland is around 3%, percentage points higher than
the comparable rate for the euro area as a whole. It is estimated that,
in the context of the decline of the euro in the foreign exchange
markets, the greater exposure of the Irish economy to non-euro
currencies accounts for around Y% of a percentage point of this
difference. In addition, approximately 1 percentage point can be
explained by higher productivity growth in the traded sector relative
to the non-traded sector. This results in higher wages in the non-traded
sector, which when combined with lower productivity growth in this



sector, leads to upward pressure on prices. Taking account of these
factors implies that the remaining inflation differential vis-a-vis the euro
area is about 1%, percentage points. About ¥, percentage points of this
is due to lIrish indirect tax increases, with the remainder largely
attributable to the strength of domestic demand in Ireland.

Decomposition of Irish Inflation vis-a-vis the Euro Area

HICP — Ireland 6
HICP — euro area 29,
Inflation Differential 3Y,
of which:
Convergence Effect 1
Larger Effective Exchange Rate Effect Y
Indirect Tax Effect Yy
Excess Domestic Inflation 1

Wage Expectations

The labour market is an area where imbalances have been evident for
some time. The virtual attainment of full employment, with the resulting
transfer of bargaining power from employer to employee, has put
upward pressure on wages in all sectors. While rising wage levels may
ultimately be one of the mechanisms which will slow the economy,
there is a risk that wage developments are being driven by expectations
based on the exceptional growth of the recent past. In this context,
wage settlements must recognise the inevitability of a reduction in
growth to a more sustainable rate, as well as the openness of the
economy which increases its exposure to external developments. At
present, firms in Ireland, particularly those in the indigenous sector, are
benefiting from the decline in the value of the euro against sterling. In
this environment, wage increases which were compounded by any
significant appreciation of the euro could impose serious
competitiveness difficulties on these firms.

Infrastructure

The strains on the economy’s infrastructure — most notably
transportation and housing — have been evident for some time. In
more developed countries, economic development was, generally
speaking, a more gradual process. This facilitated improvements in the
physical infrastructure to be undertaken in tandem with economic
growth. In Ireland, infrastructural developments have been unable to
match the intensity of economic growth which has occurred over a
relatively short period of time, so that bottlenecks have emerged. In an
effort to reduce the infrastructural deficit, the Government has initiated
a programme of significantly increased expenditure as part of the
National Development Plan. However, since the construction sector is
already operating at full capacity, it will be some time before the
benefits of this are visible.

Diversification/Exposure to Sector Shocks

By definition, it is difficult for small open economies to ensure a high
degree of diversification. As a result, a shock affecting one sector can
have implications for the economy as a whole. In Ireland’s case, it is
useful to focus on the two very distinct broad sectors in the economy.
The first comprises the indigenous manufacturing sector as well as parts
of the agricultural sector. These sectors remain quite dependent on the
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UK market and are exposed to euro/sterling exchange rate
developments. Particularly severe trading conditions could arise if an
acceleration of wages in this sector was compounded by a sudden,
significant rise in the euro against sterling. Secondly, parts of the high-
technology sector remain particularly exposed to developments in the
world economy and the US in particular. An insight into this exposure
is obtained from the fact that, in 1999, ten foreign-owned enterprises
accounted for over one-third of total exports of goods and services.

Asset Price Increases

In the housing market, the rate of increase of prices accelerated sharply
in 1996, and with very high annual growth rates being recorded since
then, house prices have more than doubled. A number of factors have
contributed to this. The demand for housing has risen substantially. This
reflects fundamental factors such as the rise in the population in the
household formation age group, significantly higher employment and
rising disposable income levels. In addition, the expectation — and now
the reality — of lower interest rates resulting from EMU participation
have contributed to the sharp increase in prices. On the other hand,
the response of supply until recently was more sluggish. Over the last
year or so, however, there has been a significant increase in output, so
that some moderation in the rate of house price inflation is expected.

Property Prices: Annual Percentage Increases

Residential * Commercial ® Rents ©
1994 41 76 2.3
1995 72 42 1.8
1996 118 111 82
1997 172 170 106
1998 226 321 14-6
1999 185 238 161
2000 ¢ 139 216 162

(a) Department of Environment and Local Government, National New House Prices.
(b) Jones Lang LaSalle, Capital Values.

(c) Jones Lang LaSalle, Rental Value for Irish Commercial Property.

(d) Jan.-Sept. 2000, year-on-year.

Commercial property prices have followed broadly similar trends to
residential property prices with the rate of increase accelerating from
1996 onwards. Since then, prices have risen by 113 per cent. The rate
of increase in rents in the commercial property sector also accelerated
in 1996, and while still strong, the cumulative rate of increase has been
somewhat lower than for commercial property prices. These increases
reflect very low vacancy rates, low nominal interest rates and a high
level of business confidence.

Associated with this acceleration in residential and commercial
property prices, and perhaps to some extent driving it, has been a large
rise in bank lending. Personal sector credit, which is dominated by
residential mortgage lending, has risen strongly in recent years,
although at a slower rate than total private-sector credit. The share of
non-housing personal sector credit in total lending has remained
relatively stable in recent years. Lending to real estate and construction
activities rose from some 6 per cent of total lending at end-1994 to
over 8 per cent at end-1999.



Bank Lending: Annual Percentage Increases to Selected Sectors

Total Private- Personal ¢ Building and Financial 9 Other P"

Sector Credit ® Construction °¢
1994 11.8 10-5 16-1 152 4.0
1995 112 131 121 2:1 72
1996 154 159 26-3 123 171
1997 236 21.0 198 47-9 135
1998 236 193 58-1 357 214
1999 316 260 502 869 229
2000 242 178 584 393 256

(a) Adjusted for lending to non-bank IFSC entities and for valuation effects resulting from
exchange rate changes. The 1999 figure could not be adjusted for valuation effects because
of the introduction of the euro in that year. The 1999 figure is boosted, for technical reasons,
by the impact of the merger between Irish Life and Irish Permanent.

(b) Year-on-year growth rate in November for the years 1994 to 1998; for 1999, the figure is
November 1998 to December 1999.

(c) Understated to some extent by the increasing prevalence of securitisations of residential
mortgages.

(d) Break in the series in 1997. Lending to building and construction includes lending to property
companies but does not include lending under the heading hotels and restaurants.

(9) Excluding IFSC.

(h) Total lending from sectoral returns less lending to the personal, building and construction and
financial sectors.

(i) Year-on-year in October. For Personal, Building and Construction, Financial and Other, Sept.
2000 vs. Aug. 1999.

Total indebtedness to resident credit institutions rose from 71 per cent
of GNP to just over 100 per cent between 1994 and 1999. Personal
sector indebtedness, as a proportion of GNP, rose from 33 per cent to
44 per cent over this period, and to a greater extent in relation to
personal disposable income. The indebtedness of the property sector,
as a proportion of GNP, doubled between 1994 and 1999. Overall
levels of indebtedness, having risen from a relatively low level, are not
currently particularly high by international standards. However,
continued growth at the current pace would, at some point, raise
concerns about financial stability. In addition, higher levels of
indebtedness increase vulnerability in the event of an economic
downturn.

Indebtedness to Banks: Percentage of GNP ?

Total ® Personal ¢ Building and Financial ®" Other °
Construction %9

1994 71 33 5 8 24
1995 70 34 5 7 23
1996 73 35 5 7 24
1997 79 37 6 9 24
1998 85 39 8 11 25
1999 101 44 10 18 28

(a) Outstanding credit by resident Banks to various sectors.

(b) Excluding lending to non-bank IFSC entities. End-December data for credit.
(c) Includes residential mortgages.

(d) See footnote ‘d’ in previous table.

(9) End-November credit data for 1994-1998. End-December for 1999.

(h) Excluding IFSC lending.

Investment

Against the background of strong economic growth, investment has
increased sharply, rising at an annual average rate of around 14 per
cent between 1994 and 2000. As a result, the investment share has
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risen from around 18 per cent to 28 per cent of GNP over this period.
Within this sector, building and construction has expanded very
strongly over the period, rising from about 10 per cent of GNP in 1994
to 18 per cent this year. Tighter monetary conditions in the euro area
and a restoration of more sustainable growth rates would inevitably
reduce the returns on investment. This could raise questions about the
viability of some of this investment.

Investment: Percentage of GNP

Total Building and Machinery and
Construction Equipment
1994 184 105 79
1995 193 11.0 83
1996 210 12:5 85
1997 229 141 88
1998 250 15-3 97
1999 274 17.0 104
2000 (f) 285 180 105

Source: National Income and Expenditure Central Statistics Office, and Central Bank forecasts.

These developments that | have outlined in relation to property prices,
bank credit and investment inevitably raise concerns about the
soundness of the financial sector. The Bank, as the supervisory
authority, has impressed on credit institutions the need to continue to
maintain prudent standards in lending. In relation to mortgage finance,
lenders have been requested to adhere to prudent norms in regard
to loan-to-value ratios of houses and conventionally accepted income
multiple norms. As | mentioned earlier, institutions have also been
required to undertake sensitivity analyses in relation to adverse events
such as an economic downturn or a sizeable interest rate increase.
Institutions are constrained by sectoral limits in regard to lending to
specific sectors — this is a significant constraint on undue exposure to
individual sectors. Institutions must also apply prudent loan loss
provisioning policies. In this regard, the Bank is exploring ways in which
counter-cyclical provision policies should be actively pursued by credit
institutions.

Conclusion

Ireland’s economic performance has been exceptionally strong over
the period since 1994 following the uncertainty and turbulence
associated with the EMS exchange rate crisis of late 1992/early 1993.
Over this period, the growth in Ireland’s Gross National Product has
averaged about 8 per cent. Decomposing this growth into its
components in a growth accounting exercise indicates that about 4%,
percentage points of this growth is due to increased inputs of labour
and capital, with all other influences accounting for about 3%, per cent
of GNP growth. Some part of these other influences that increase
growth may be due to ‘new economy’ effects associated with structural
changes in the economy and the contribution of foreign direct
investment, mainly from the US. However, the greater part of the
overall strong growth performance is due to the substantive increase
in inputs of capital and labour in economic activity. This is borne out
by the large increase in the employment rate of the active population,
which has risen by around one-quarter since 1994. These facts would
suggest that our strong economic performance has been as much, if



not more, a transitional catch-up phenomenon rather than a cyclical
one.

Nonetheless, with the economy now operating at close to capacity
following this protracted transition, economic policy now faces some
new issues. As | have outlined, the risks now relate to overheating in
product, labour and asset markets in a relatively easy monetary
environment and being able to cope with country-specific shocks that
may arise. In regard to possible overheating, the principal task now is
to decelerate demand growth to a rate that is more in line with the
medium-term growth potential of the economy. This is currently
estimated to be about 4%, to 5 per cent and somewhat less than this
further out. Monetary policy in EMU is now set by reference to euro
area economic conditions and cannot be geared to deal with problems
peculiar to particular regions or countries. The principal policy
instruments available to dampen inflationary pressures peculiar to
Ireland are fiscal policy, which should be set on a prudent, moderately
restrictive path, and incomes policy. At the present conjuncture, it is
desirable that incomes evolve in a manner that does not set off a wage-
price spiral in response to the current, essentially temporary, upturn in
inflation. In addition to these policies, a continuing policy of structural
reform and the promotion of competition will help to mitigate
idiosyncratic shocks that may arise in monetary union. Finally, in its
role as supervisor of the financial sector, the Central Bank will continue
to ensure that banks pursue prudent lending policies that do not
jeopardise financial stability.

While there are risks of excesses arising in the current environment, it
should be emphasised that these vulnerabilities are not critical. As well
as the four policy instruments that are available for limiting these risks,
two critical features that could enhance these risks are now absent
from the lIrish case. Firstly, Ireland has quite limited exposure by way
of short-term external liabilities — much of the inflows in recent years
have taken the form of long-term direct investment. Secondly, by the
same token, the absence of a specifically Irish exchange rate also
removes a vulnerability that has been evident in other countries where
excesses have threatened to emerge. In summary, after a period of
very strong economic growth, the authorities in Ireland are now faced
with effecting a deceleration of demand to the feasible growth rate in
the context of monetary union where monetary conditions in the round
are relatively easy. This presents a challenge to us where we must rely
on the remaining domestic policy instruments to effect the transition
from exceptionally high growth to moderate growth in as smooth a
manner as possible.
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swings in Property Prices:
A Global Perspective

by Caroline Gavin*

ABSTRACT

This paper assesses the sustainability of the current Irish property boom and
compares it to other property booms of the 1980s and 1990s. Residential property
prices are currently at record highs and declining affordability indicators have
prompted concerns, that the property market may be overvalued and current prices
could, therefore, be unsustainable. While an assessment of the international
experience with residential property booms reveals that Ireland would be unique if
house prices were not to fall significantly in the future, this does not necessarily
imply that Irish house prices will inevitably collapse. The recent trends in
commercial property prices also warrant close attention. Prices of commercial
property have tended to exhibit greater volatility than house prices in Ireland, since
they have historically followed the movements of the business cycle, though with
much greater amplitude. International experience suggests that declining
commercial property prices could severely impact upon a country’s financial
system. However, Irish banks would appear to be well diversified and in a position
to withstand any significant declines in commercial property prices should they
occur.

1. Introduction

Irish property prices have undergone rapid and sustained increases
since the early 1990s leading to concerns that the property market
may be overvalued and could, therefore, be subject to sudden and
dramatic corrections that may destabilise future economic activity.
While house prices (both nominal and real) are at record highs, this
does not necessarily imply that the current level of prices is
unsustainable. If the current increases in house prices are based on
economic fundamentals, then the increased prices will be sustainable
and unlikely to suffer collapse. The commercial property sector has
also experienced rapid price inflation in recent years. As highlighted by
a recent BIS (Bank of International Settlements) report? this is a feature
of particular concern. Historically commercial property prices have
been more volatile than residential property prices, as they follow the
movements of the business cycle though with much greater amplitude.
Also, commercial property prices have in the past resulted in greater
credit losses during downswing periods. If there is to be a significant
setback, therefore, it is more likely that declining commercial property
prices, rather than falling house prices, could have a severe impact on
the real economy and jeopardise the financial stability of the economy.

Ireland is not alone in experiencing a property boom. A number of
industrial countries have experienced property booms in the last two
decades, some of which have ended with dramatic price collapses and
major disruption to the economy while others have been followed by
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a soft landing. The purpose of this paper is to assess the sustainability
of the current Irish property boom and to compare it with other booms
of the 1980s and 1990s.

2. Residential Property Market
2.1 Measures of Sustainability

Many commentators suggest the primary forces driving the current
demand for residential property are increases in employment and
disposable income, low mortgage interest rates and demographic
factors such as net immigration and increases in household formation
rates. Although housing output has increased sharply in response to
buoyant demand, shortterm supply constraints have not permitted
supply to respond at a rate sufficient to prevent substantial price rises.
However, while the economic fundamentals of the Irish housing
market are strong, are they enough to justify the current level of house
prices?

Figure 1: Annual Percentage Change in Average New House
Prices and Household Disposable Income
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Note: Data for 2000, household disposable income is a forecast and the change in average new house prices
is the annual percentage change to September 2000 (DoE).

One measure of sustainability of house prices is an assessment of the
ratio of house prices to disposable income. The rate of increase in the
price of houses in Ireland in recent years has been faster than the rate
of increase of household disposable income. The average annual rate
of increase of new house prices has been 15 per cent in the period
1995 to 2000 (according to data from the Department of the
Environment and Local Government (DoE)). Household disposable
income has grown on average by 8 per cent each year in the same
period (Figure 1).® Hence, the ratio of average new house prices to
average household disposable income has seen a marked increase in
the period 1995 to 2000, increasing from 2-8 to a peak of almost 4.0
(Figure 2). This is even higher than the levels experienced in the UK
during the property boom of the 1980s.



Figure 2: Ratio of Average New House Prices to Household
Disposable Income
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Note: Data for 2000, house prices as at September 2000 (DoE) and household disposable income is a
forecast.

The mortgage repayment burden is another measure by which to
assess the sustainability of house prices. The decline in mortgage
interest rates from 1993 until recent months has played a significant
role in contributing to upward pressure on house prices. The mortgage
repayment burden as a percentage of average household disposable
income fell considerably in 1994, following a sharp decline in interest
rates, from 33 per cent in 1992 to 23-2 per cent in 1994.* As house
prices and mortgage debt increased, the mortgage repayment burden
rose to 28-:0 per cent of average household disposable income in
2000.° While there has been a deterioration in this measure of housing
affordability in recent years, it is still below its 1982 peak of 49 per
cent. The average mortgage repayment burden across all households
in Ireland is currently well below those ratios experienced by the UK
during its property boom in the 1980s.. However, it is important to
note that this measure of affordability is an average measure across the
entire population and necessarily encompasses quite heterogeneous
experiences. New entrants to the housing market include returning
emigrants, bringing with them large sums of cash, and individuals who
are receiving financing from their parents which can result in lowering
the average mortgage repayment burden. However, at the other end
of the spectrum are new entrants who are obliged to pay high prices
for houses while on relatively low incomes and hence face a
substantially higher mortgage repayment burden than indicated by the
average figures above. The number of new entrants may also be
increasing if individuals expect continued increases in house price
inflation, and hence bring forward the date of their house purchases
further increasing demand for houses and hence prices.

While both of these measures provide an insight into housing
affordability, neither can provide concrete evidence that house prices
have overshot their long-run value. Although the average price of new
houses has grown at a faster rate than disposable income, it must be
assumed to some degree that individuals and lenders take account of
expected future income when purchasing a house. Hence, if
individuals’ expectations of income growth prove correct, then the

4. Calculations based on the

mortgage repayment burden of a 90

per cent mortgage on an average
new house.

5. Based on the average price of a
new house as at end of September
2000 (DoE), and forecasted
household disposable income.

6. IMF (2000) Selected Issues Paper:

Ireland’s Property Boom from an
International Perspective.
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current high levels in house prices should be affordable over time and
the ability to service mortgage debt should be sustained.

Table 1: Outstanding Residential Mortgages as percentage of GDP

in 1998
Denmark 69
Netherlands 65
United Kingdom 57
Germany 53
Sweden 50
Ireland* (1999) 33
Finland 30
Spain 24
France 21

Source: European Mortgage Federation (except Ireland — data are from Central Bank of Ireland).

! Data for Ireland are for 1999 and are calculated as percentage of GNP.

Falling mortgage interest rates have been accompanied by an
expansion in the level of mortgage credit. The average annual increase
in mortgage credit was 19 per cent for each of the years 1996 to 1998,
21 per cent in 1999 and 17 per cent in the third quarter of 2000.’
Ireland began the property boom with a relatively low level of
mortgage credit and in spite of recent large increases currently remains
below the level experienced by many other European countries
(Tablel). The current level of outstanding mortgage credit in Ireland is
also lower than those levels experienced by some other European
countries during their property boom period (Figure 3). Ireland’s
comparatively low level of indebtedness does however imply some
scope for mortgage credit to expand even further, applying more
pressure to property prices.

Figure 3: Outstanding Residential Mortgage Credit
as Percentage of GDP
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Source: European Mortgage Federation (except Ireland — data from Central Bank of Ireland).
Note: Data available from 1987 onwards, although the UK and Spanish property booms began in 1986.



Studying the determinants of property prices (for example disposable
income, interest rates, and demographic factors) allows an assessment
of whether property prices are fully explained by their underlying
fundamentals. The IMF has carried out such an examination recently,
whereby they estimated the value of property prices as a function of
the fundamental variables, interest rates, GDP growth and inflation.®
The difference between the estimated property prices and actual
property prices may be interpreted as a misalignment in prices. The
results of the IMF study suggest that property prices in Ireland (as well
as the Netherlands, Portugal and Spain) may be currently overvalued
by an amount roughly similar to those estimated for the UK and
Sweden during their property booms of the late 1980s. The UK
property boom subsequently turned to bust in the early 1990s as
interest rates rose, expectations of income growth weakened and there
was a reversal in demographic trends. The property boom also ended
in Sweden in 1990 as a result of rising interest rates and a slowdown
in the world economy.

2.2 Residential Property Booms in the 1980s and 1990s

There have been a number of property booms in industrial countries
over the last two decades. An IMF study has identified 39 such
episodes, where a property boom is defined to occur when property
prices increase by an average annual real rate of 5 per cent or more
for at least 3 years. A summary of the characteristics of the booms is
provided in Table 2. It may be particularly beneficial to compare the
Irish property boom with the regional experience in the US, given that
a variety of regional housing market developments occurred in the US
within a single currency area. It should also be noted that there is high
mobility of labour within the US, so that if property prices increase in
a region, individuals can move to a region where housing is more
affordable. Labour is not as mobile in Ireland or the rest of Europe as
in the US. Consequently, the costs and disruptions caused by swings
in house prices in Ireland will possibly be more acute.

Table 2: Summary of Industrial Country Property Booms of the 1980s and 1990s

8. World Economic Outlook, May

2000, Chapter 3.

Number of Duration Average annual
Episodes (years) house price
inflation

(real percentage price change)

Cumulative
house price
increases

Change 4 years
after the boom

Proportion of
house price
increase lost

Ireland (1996-99) — 4 153
All booms 38 4.4 102
Minimum 3 53
Maximum 9 184
Booms ended with decline 25 4.3 117
Minimum 3 67
Maximum 7 184
Booms that ended without declines or 13 4.6 73
are currently underway
Minimum 3 53
Maximum 9 109

7

54
18
133

62
22
133
37

18
60

-17
-46
-2

Source: IMF Selected Issues Paper Ireland’s Property Boom from an International Perspective.
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In the period 1996-1999, the real cumulative increase in new house
prices in Ireland was 77 per cent which is eighth highest in the 39
episodes identified. In eastern states of the US, cumulative price
increases were greater than that currently experienced in Ireland: for
example, Massachusetts at 104 percent, New York at 98 per cent,
Connecticut at 95 per cent and Rhode Island at 82 per cent. In terms
of average annual real house price inflation, Ireland ranks close to the
top at 15-3 per cent, exceeded or equalled only by Spain at 18:4 per
cent, Finland and Rhode Island at 16 per cent and Massachusetts at
15.3 per cent also (Figure 4).

The property booms of the 1980s without exception all ended with
major price declines and in some cases, prices in the property market
collapsed. In fact, the higher the annual growth in prices during the
boom period, the larger the subsequent price declines tended to be
(Figure 5). For example, in Finland prices suffered a severe downturn
of 46 per cent in the 4 years after the boom. This may be expected if
house price inflation is being driven by expectations of further price
increases thereby causing house prices to overshoot their fundamental
value. Hence, when expectations are reversed prices must fall even
further to return to their fundamental value.

Figure 4: Real Average Annual House Price Inflation —
Selected Property Booms from the 1980s
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While house prices fell dramatically in all of the booms in the 1980s,
in only two cases did prices fall below the level at which the boom
started (Finland and Norway experienced a loss of 127 per cent and
102 per cent of the cumulative price increase respectively). Property
booms (excluding Finland) which experienced average annual real
house price inflation of 14 per cent or more suffered an average loss
of 44 per cent of the cumulative price increase in the following 4 years.
Included in these particular episodes were the states of Massachusetts,
New Hampshire and Rhode Island of the US.

The property booms experienced in industrial countries in the 1990s
have failed to end with the same dramatic price collapses experienced
in the 1980s. Many of these booms in the western states of the US



and European countries are either still underway, or have ended with
relatively soft landings. For example, in Europe property markets are
currently undergoing a boom in the Netherlands, the UK, and
Scandinavia. In the US the states of Montana, Utah, and Washington
have come through property booms completely unscathed. In the four
years after the boom, the price of houses actually experienced a further
cumulative increase of 9 per cent, 8 per cent and 5 per cent in
Montana, Utah and Washington, respectively. These booms in the US
and Europe, as in Ireland, have generally been influenced by favourable
economic performances.

Figure 5: House Price Changes During and After
Property Booms
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However, as illustrated in Figure 6, house price inflation experienced
in Ireland far exceeds that experienced in all these other episodes of
the 1990s. While Ireland’s residential property market has experienced
rates of house price inflation on the same scale as those experienced
in the property booms of the 1980s, these property booms may not
be directly comparable with Ireland. The booms in the 1980s tended
to be fuelled by expansionary fiscal policy and ended with tight
monetary policy whereas the economy of the 1990s is generally one
of fiscal restraint and low inflation and interest rates.

Rather than comparing the Irish experience of rapid house price
inflation to that of industrial countries, perhaps a comparison with the
property booms experienced in the newly industrialised Asian
economies is more relevant. These episodes began in the mid-1980s
and, like Ireland at present, these economies were undergoing a period
of structural change and rapid economic growth, and faced short-run
capacity constraints in the housing market.

Hong Kong SAR and Singapore saw property prices treble over 10
years. Prices then suffered a dramatic decline as the Asian financial
crisis hit, but only fell to a level twice that at the start of the boom.
However, this still resulted in severe disruption to the economy and
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Figure 6: Real House Price Increases in Industrial Country
Property Booms in the 1980s
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the financial system. The cumulative price increases in Ireland will soon
be in line with those experienced in Hong Kong SAR and Singapore
over their entire boom-bust cycle if they moderate in the near future.

The international experience with property booms (in both industrial
and newly industrialised countries) suggests that Ireland would be
unique if house prices were not to fall significantly in the future. Of the
episodes examined by the IMF, no country experienced house price
inflation on the scale of Ireland’s which did not end in prices falling
dramatically. This however, is not reason enough to assert that Irish
house prices will inevitably collapse. It may be that Ireland’s property
boom may be in a separate category to those examined above. It is
unlikely that interest rates will rise to such a level that would trigger a
sharp decline in property prices given our current monetary policy
regime. Also, the economy’s current buoyant performance and strong
fundamentals certainly supports a significant increase in property
prices. However, it is unlikely that the extent of current increases is
fully justified. It would also be unwise to ignore the possibility of a
weakening in economic fundamentals perhaps following a negative
external shock to the economy, such as a downturn in the US
economy. The Irish economy could then be seriously affected through
trade and foreign direct investment.

3. Commercial Property Market
3.1 Irish Commercial Property Market

While much attention has been focused on developments in the
residential property market in Ireland, an arguably more important
aspect of the property market to consider is the commercial sector.
Commercial property prices have tended to exhibit greater volatility
than house prices in Ireland and historically have been closely
correlated with the business cycle. Steep increases in property prices
historically occurred during the upturn of the cycle and dramatic falls
in property prices were experienced during the economic slowdown.



Probably more than is the case with residential property prices,
unsustainable prices in commercial property markets may pose more
serious threats to the financial stability of the economy as occurred in
Japan, the Nordic countries, various US states and Thailand, for
example.

Capital values of commercial property in Ireland have followed similar
trends to residential property prices in the last decade, beginning to
rise in 1994 and continuing with a notable acceleration since 1996 to
date. Figure 7 illustrates the annual percentage changes in the capital
values of office, retail and industrial property of the Jones Lang LaSalle
Index, with growth in the retail and office sector being particularly
strong. Overall annual returns for the Jones Lang LaSalle property index
peaked in 1998 at 39-2 per cent and have remained strong to date
with annual returns of 29-4 per cent in 1999 and first half returns of
121 per cent in 2000. Coinciding with the strong gains in capital
values, rental values are also increasing given the shortage of supply,
particularly in the office sector. According to data from Jones Lang
LaSalle and Hamilton Osbourne King, property yields have been
decreasing since the early 1990s, as rental income has not been
increasing as rapidly as property prices. Part of the reason for rents
increasing at slower rates than capital values may be because rents are
often locked in by lease agreements.

Figure 7: Commercial Property Capital Values Annual
Percentage Changes

per cent.
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While demand for commercial property, especially in the office sector,
has been particularly strong and prompted increased development and
construction, tax based property incentives may also be considered as a
factor in the growth of the commercial property sector. Tax based
property incentives include urban/rural renewal schemes which grant
relief to commercial/industrial and residential development in designated
areas (e.g. Custom House Docklands and Temple Bar), by way of capital
allowances, owner-occupier relief, double rent deductions and “Section
23" relief (allowed on rented residential accommodation). Other
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9. BIS Quarterly Review (August
2000).
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schemes include tax incentives for operating in the IFSC, seaside resort
schemes, and the Dublin Docklands Area scheme. Table 3 outlines
estimates of the cost in terms of revenue forgone, of particular aspects
of such schemes, which have been increasing steadily since the mid-
1990s. It is an open question, however, whether investment undertaken
in large part to avoid tax will ultimately prove viable.

Table 3: Estimated Cost to the Exchequer of Allowances and Reliefs

1995-96 1996-97 1997-98 1998-99*

£m £m £m £m
Capital Allowances:
Urban Renewal 62-8* 20-0* 47.7* 534
Other 810-3 9175 1,061-0 -
Rented Residential Accommodation? 24.4* 26-2* 25-4* —
Total 8975 963-7 1,134.1 N.A.

Source: Revenue Commissioners Statistical Report (Various).

Note: Figures marked by an asterisk* are particularly tentative and are subject to a considerable

margin of error and refer to the corresponding calendar year.

* Figures for 1998-99 are provisional.

2 This cost relates to pre- 1% August 1994 developments. Projects commenced after this date are
subsumed into the total figures for the new urban renewal scheme.

The BIS (Bank of International Settlements) reports that commercial
property prices in Dublin experienced a cumulative increase of 194 per
cent in the period 1995 to 1999, which is far greater than that
experienced in other cities as illustrated in Figure 8.° Madrid was second
to Dublin where prices experienced a cumulative increase of 125 per
cent in the same period. In addition to rapid price growth, commercial
mortgage credit has also been expanding quite rapidly, increasing by
20-7 per cent in 1998, 24-7 percent in 1999, and then slowing to 10-2
per cent in the year to September 2000. Despite this rapid expansion,
the level of outstanding commercial mortgage credit as a percentage of
GDP in Ireland remains among the lowest in Europe (Figure 9).

Figure 8: Commercial Property Rates
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Figure 9: Outstanding Commercial Mortgage Credit
as Percentage of GDP
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One explanation for this low level of commercial debt in Ireland may be
the securing of finance for commercial property by debenture rather than
by mortgage. A debenture is a sealed bond issued by a company in
respect of a long-term (fixed interest) loan, the principal of which
constitutes a charge on the assets of the company. Debentures issued
by construction firms are secured against the site or other
assets/properties of the company. Commercial mortgages are usually
used in financing retail properties. An alternative method to assess the
financing of commercial property is to examine credit issued to the
construction and real estate sectors and combine this with commercial
mortgages. It is important to note however, that while the commercial
mortgage data may underestimate the level of indebtedness in the
commercial property sector, it is possible that the inclusion of credit
outstanding in the construction and real estate sectors may actually
overestimate the position. There may be a small element of double
counting in combining commercial mortgages with credit outstanding to
the construction and real estate sectors. It is also possible that a portion
of the credit outstanding to the construction and real estate sectors may
have been issued for the development or buying/selling of residential
property. The level of credit to the construction and real estate sectors
plus commercial mortgages as a percentage of GDP was 12-8 per cent
in the third quarter of 2000 (Table 4). While this paints a more realistic
picture, it is difficult to determine accurately the extent of debt financing
of commercial property in Ireland.

Table 4: Commercial Mortgages and Credit to Construction and Real
Estate Sectors Outstanding

Commercial  Construction  Real Estate Total Total as
Mortgages Percentage
£ million £ million £ million £ million of GDP
1996 2,035 671 1,442 4,148 91
1997 2,224 739 1,793 4,756 90
1998 2,685 1,385 2,617 6,687 110
1999 3,348 1,886 4,126 9,360 136
2000 Q3 3,528 2,714 5,664 11,906 12:8

Source: Central Bank of Ireland.
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10. Herring and Wachter (1999).

11. Drees and Pazarbasioglu (1998).
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3.2 An Overview of Other Commercial Property Booms

Commercial property boom/bust cycles have occurred in industrialised
and newly industrialised economies over the last two decades. A
number of these episodes saw not only a collapse in asset prices but
also a crisis in the banking systems of these countries. In the examples
outlined below, the countries examined were also experiencing strong
macro-economic conditions during the period of the property boom
as Ireland is at present.

In the 1980s the banking systems of the Nordic countries (Norway,
Sweden and Finland) underwent considerable change in an attempt to
increase competition and efficiency in the banking sector. The upshot
of this was that bank lending and bank funding were deregulated. Bank
lending surged as a result, leading to a jump in asset prices. The price
of office property in Sweden began to rise in the early 1980s as the
service sector began to grow strongly.'® By 1989 office property prices
had increased by 350 percentage points since the beginning of the
decade. Between 1989 and 1993, these prices collapsed to their 1982
level (almost 50 per cent higher than the 1980 level). The reformed
banking system had in fact fuelled the boom in office property prices.
The ratio of bank loans to nominal GDP in Sweden increased from 43
per cent in 1986 to 68 per cent in 1990 and Norway and Finland also
experienced similar trends. When the property boom ended in Sweden
in 1990 due to the worldwide economic slowdown and increasing
interest rates, the banks suffered substantial losses on loans. Property
related losses accounted for 75 per cent of total loan losses in 1991
and 50 per cent in 1993 (Table 5). In order to prevent a systemic
collapse of the banking system the Swedish government stepped in to
guarantee bank commitments. The cost of the banking crisis in Sweden
is estimated at 4 per cent of GDP directly and 6 per cent of GDP
including guarantees.*

Table 5: Non Performing Loans (in per cent of total non performing

loans)
Norway Sweden Finland
1988 1992 1991 1993 1991 1993
Construction 5 8 na. na. 10 12
Real Estate 16 30 75 50 16 12
Households 15 20 7 11 21 25
Total 36 58 82 61 a7 49

Source: Drees and Pazarbasioglu (1998).

Japan and Thailand also experienced commercial property booms
where bank lending supported the rapid growth in property prices (see
Herring and Wachter). The commercial property boom took off in
Thailand in 1986 as the industrial and service sectors of the economy
expanded rapidly. Between 1987 and 1991, values of commercial
property are estimated to have increased threefold. The value of
property peaked in the early 1990s and then began to decline slowly
as supply surged. However, values were still high enough to justify
continued increases in supply. The level of credit extended to the
property sector during this period also increased significantly. Loans to
the property sector as a percentage of GDP increased from



approximately 2 per cent in 1987 to 10 per cent in 1994. However,
the exposure of banks to the property sector was greater than this as
banks lent to and invested in finance companies, which had in turn
invested extensively in property. In the 1990s foreign currency
borrowing increased as the financial system in Thailand was liberalised.
Between 1995 and 1997 expectations of future growth began to
unravel, capital flight ensued, interest rates rose and the Thai baht
subsequently depreciated. This resulted in a sharp increase in
nonperforming loans, additional declines in property prices and
increasing difficulties in the banking sector. The commercial property
boom in Japan, while initially ignited by an increase in fundamental
demand was also fuelled by expansions in the level of credit extended
by the Japanese banking sector. Between 1985 and 1990 commercial
property prices in Tokyo increased by almost 140 per cent. When the
property boom turned to bust in the early 1990s, the Japanese financial
system suffered massive losses on loans related to commercial property
and it is still encumbered by these losses.

Various regions of the US experienced commercial property booms as
the service sector of the economy began to grow in the early 1980s. As
occurred in Sweden, Thailand and Japan, bank lending to commercial
property ventures accelerated and there was liberalisation of regulation
resulting in an oversupply of commercial property. In New England for
example, capital values began to fall considerably in the mid-1980s
and vacancy rates increased. This continued until the early 1990s as
overbuilding of commercial property continued in the late 1980s. The
onset of the 1991 recession exacerbated the decline in the property
market, causing several bank failures.

Figure 10: Real Commercial Property Price Inflation and
Real GDP Growth
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Since developments in commercial property prices in Ireland have
historically been correlated with the business cycle, past patterns
would suggest that a slowdown in the current economic climate is
likely to see a significant fall in commercial property prices (Figure 10).
While the level of outstanding credit to the commercial sector in
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Ireland, as a percentage of GDP is relatively lower than in the
residential property sector it is important to consider that this may not
be the banking sector’s sole exposure to the commercial property
sector. As noted earlier, debentures are another means of financing
commercial property and banking institutions may also face exposure
by lending to and investing in companies, which have invested in
property. Hence, as competition increases in the banking sector, it is
essential that the banking sector does not over-extend the level of
credit to the property sector if the experiences of the economies noted
above are not to be repeated.

4. Summary and Conclusions

The sharp and sustained price rises in the Irish property market, the
increase in the ratio of average house prices to household disposable
income and the increasing mortgage repayment burden point in the
direction of growing risks and the possibility of speculative activities in
the housing market. Having also assessed other property booms of
recent decades, there has not been a single episode of house price
inflation on the scale of Ireland’s which did not end in prices falling, in
some cases quite dramatically. It must be stressed, however, that this
is not a basis for concluding definitively that Irish residential property
prices are destined to fall back significantly.

The commercial property sector also warrants continued scrutiny,
given the recent levels of rapid price inflation and the sensitivity of this
market to changes in the business cycle in the past. In examining other
commercial property boom/bust cycles, a striking feature was the
severity of the impact of collapsing property prices on the countries’
financial systems. However, this does not necessarily imply that the
financial system in Ireland would experience substantial difficulties
even if commercial property prices were to fall significantly as a result
of an economic slowdown. In fact, the major Irish banks are well
capitalised and diversified across geographical areas and sectors.

The current strength of economic fundamentals certainly supports a
significant increase in property prices, although it is unlikely that the
extent of the current increases is fully justified. Also, while comfort is
often taken from the fact that the increases in Irish property prices are
supported by strong fundamentals, the question of the sustainability of
these very fundamentals must be kept to the fore. Although the outlook
for future economic activity in Ireland is positive (and hence a reversal
of property price movements is not inevitable) the possibility of a
negative external shock to the economy threatening economic
fundamentals is present. For example, a downturn in the US economy
could impact negatively on the Irish economy through trade and
foreign direct investment. Another cause for concern is that the
favourable expectations currently held regarding the Irish economy and
expectations of further property price inflation may prove to be self-
fulfilling at least in the short run.
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Recent Developments in the
Irish Financial Sector

by Paul McBride*

ABSTRACT

This article reviews developments in the Irish financial sector in the past decade.
Following a description of the Irish financial system at the start of the 21st century,
the focus of the article is on banks, which are the dominant institutions.
Developments in Ireland are reviewed in the context of forces which are affecting
worldwide banking systems. These forces, which include liberalisation,
internationalisation and the impact of technological change, are tending to increase
competitive pressures in the industry and are also promoting developments such
as disintermediation, conglomeration and consolidation.

Following two decades in which financial institutions world-wide have
been subject to significant forces for change, this article looks at the
Irish financial sector at the start of the 21st century. The first section
describes briefly the functions of a financial system. This is followed by
a sketch of the current topography of the lIrish financial sector,
highlighting the main institutional groups. As banks are the dominant
institutions, the remainder of the article focuses on the banking sector
in Ireland. Section three of the article provides a background to the
historical development of Irish banking. The next section summarises
the main global trends influencing banking over the last decade or so,
while section five reviews the main changes in the Irish banking sector
in this period. Section six concludes with an assessment and a brief
consideration of the outlook.

The Functions of a Financial System

The fundamental role of the financial system is to facilitate the
interaction between those with funds surplus to current requirements
(savers or lenders) and those in need of funds, to finance consumption
or investment (borrowers). The financial system comprises a large
number of different financial institutions which can broadly be divided
into two types: those which facilitate the direct interaction between
borrowers and savers (i.e., financial markets) and institutions which act
as intermediaries between borrowers and savers. Financial markets
include the money market (the market for interbank deposits and short-
term securities), the foreign-exchange market and the capital markets
(the stock market and the market for corporate and government
bonds). The second type of financial institution can be further
subdivided into depository and non-depository institutions. Institutions
which accept deposits from the public include different types of banks
and what might be termed ‘near-banks’ (building societies, credit
unions etc.). Because of the particularly important role in the economy
played by institutions which act as depositories for the public’s savings,
and the damage to the financial sector and the economy as a whole

* The author is an economist in the
Monetary Policy and Statistics
department of the Bank. The author
would like to acknowledge many
colleagues who assisted in the
preparation of this article. Errors and

omissions are the responsibility of the

author.
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1. An academic discussion has
developed about the ‘specialness’ of
banks. See for example, Corrigan
(1982) and George (1997). The issue
is also discussed in Cruickshank
(2000). Quinn (1992) reviews the
rationale for the regulation of the
financial sector.

2. Exceptions are credit unions,
which are supervised by the Registrar
of Friendly Societies, and the Post
Office Savings Bank (POSB).

3. These comprise resident credit
institutions as defined in EU
legislation and all other resident
financial institutions whose business
is to receive deposits and/or close
substitutes for deposits from entities
other than MFIs and, for their own
account, grant credits and/or make
investments in securities. The
category MFI includes national
central banks and also money-market
funds (MMFs), although they are not
strictly depository institutions. MMFs
in Ireland are generally IFSC based
with little relevance in the domestic
market. In Ireland, the POSB accepts
deposits but it is not classified as an
MFI.

4. Clearing banks are those that
enable the settlement of payments
through accounts held at the Central
Bank.
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which can be caused by the failure of such institutions, they are subject
to close supervision.* In Ireland, depository institutions are supervised
by the Central Bank and are known collectively as credit institutions.?
In the euro area as a whole, depository institutions are generally known
as Monetary Financial Institutions (MFIs).> Non-depository institutions
include other financial intermediaries such as insurance companies,
finance companies, pension funds, securities dealers, etc. They are,
typically, subject to a less strict regulatory regime than deposit-taking
institutions.

Financial institutions intermediate between borrowers and savers
bringing advantages to both. These advantages generally derive from
the fact that borrowers and savers tend to have different requirements.
The main services provided by financial institutions include maturity
transformation, size transformation and risk intermediation. The
maturity transformation function is based on the fact that savers
generally want to retain ready access to their funds, whereas borrowers
typically wish to schedule loan repayments over a longer period of
time, often several years or even decades. Financial intermediaries
permit this discrepancy to be reconciled; for example, credit
institutions are prepared to take deposits which are typically short-term
and make loans for longer periods. The second function, size
transformation, describes the role of financial institutions in pooling the
deposits of many individual savers to allow large loans to be advanced
to finance, for example, major capital projects. Risk intermediation
refers to the fact that savers are typically risk-averse. Financial
intermediaries enable savers to reduce the risk they carry by allowing
them to diversify their investments. They also permit savers to transfer
risk to institutions that are better able to manage them.

Financial institutions perform a number of other valuable functions in
addition to those listed above. For example, by operating payments
systems (e.g. cheques, credit cards, credit transfers etc.) they perform
an important money transmission function which greatly facilitates the
exchange of goods, services and assets. They enable intertemporal
transfers; for example, young people on relatively low income may
borrow against expected future earnings. They also permit
geographical transfers, enabling funds to be allocated from regions that
have a financial surplus to those where there is a shortage of capital to
fund investment opportunities.

The Irish Financial System

In line with the taxonomy mentioned earlier, the elements of the Irish
financial sector can be classified under deposit-taking financial
institutions, non-deposit-taking financial institutions and financial
markets. This section surveys the main components of each. It should
be borne in mind from the outset, however, that the lines of
demarcation between financial institutions, in Ireland as elsewhere,
have become rather blurred, owing to the impact of increased
liberalisation. The major clearing banks* are involved in other financial
activities through subsidiaries providing insurance, stockbroking and
investment management services. In addition, formerly highly
specialised institutions, such as building societies, have increased the
range of services they offer.



Deposit-Taking Institutions

This category comprises all credit institutions authorised to carry on
banking business in the State under Irish legislation and credit
institutions operating in Ireland but authorised in another member state
of the EU. The former category includes institutions holding a banking
licence issued by the Central Bank® along with credit institutions
exempted from the requirement to hold a banking licence.® At end-
1999, there were 57 institutions authorised under Irish legislation.” In
addition, 26 banks authorised in another EU member state operated in
Ireland on a branch basis (including Ulster Bank, one of the largest
banks in the State). The distinction between licensed banks and other
credit institutions has largely disappeared and all now come under the
same rubric, credit institutions. Under this broad heading are grouped
different types of banks — retail banks, commercial and merchant
banks, industrial banks, State-owned banks and savings banks — and a
dwindling number of building societies.®

Retail banks offer traditional banking services, including deposit and
lending facilities, to the personal and small business customer and tend
to operate substantial branch and ATM networks. They also provide
money transmission services, with the five clearing banks® prominent
in the clearing system for the settlement of non-cash retail payments.
Retail banking thus described has been termed ‘the classical domain
of commercial banking™® and it is to these activities that the term
‘banking’ traditionally refers. Retail banks will also tend to provide
fiduciary services through trust departments, which invest money on
behalf of customers at the discretion of the bank. The main source of
funding for retail banks tends to be their deposit base.

Merchant banking is akin to investment banking in US terminology
(although unlike investment banks, merchant banks are deposit-takers)
and involves the provision of banking services catering for large
corporate customers, high net-worth individuals™ or government
bodies. As well as lending and deposit facilities, services provided may
include, for example, financial consultancy, including advice on
mergers and acquisitions, investment management, foreign currency
dealing, securities underwriting, arranging syndicated loans etc. Four of
the clearing banks (those formerly known as the Associated Banks)'
have merchant banking subsidiaries. Many other merchant banks are
Irish-based subsidiaries of foreign banks. Industrial banking focuses on
instalment credit, leasing facilities and mortgage lending, as well as
deposit-taking. The four major clearing banks, of which Allied Irish Bank
(AIB) and Bank of lIreland are predominant, have traditionally
dominated retail and general banking in Ireland. The major banks
provide a full range of banking services and as such are examples of
the universal banking model.

At the start of 2000 there were three building societies in Ireland, one
of which (ICS Building Society) is owned by Bank of Ireland while the
other two (EBS and lIrish Nationwide) are mutually owned. Building
societies are traditionally specialised mortgage lending institutions,
although the Building Societies Act, 1989, allowed them to diversify
into other banking activities. These institutions once enjoyed a tax
advantage in deposit collecting relative to banks but this was removed
in the 1986 Budget. This sector has been in secular decline, in terms

5. Under Section 9 of the Central
Bank Act, 1971.

6. Under Section 7 of the Central
Bank Act, 1971, as amended by
Section 30 of the Central Bank Act,
1989. Institutions covered by this
section include building societies,
TSB Bank and the State-owned
banks. Building societies are
authorised to raise funds under the
Building Societies Act, 1989.

7. Not including two banks in
liquidation.

8. In addition to these, credit unions,
which are said to issue shares rather

than take deposits, are not defined as
credit institutions in Irish law and are
not classified as MFls.

9. Bank of Ireland, Allied Irish Bank
(AIB), Ulster Bank, National Irish
Bank and TSB Bank.

10. Danthine, etc. (1999).

11. For a recent discussion of private
banking in Ireland, see ‘Private
Banking in Ireland’, P. Cuneen, Irish
Banking Review, Autumn 2000.

12. They are Bank of Ireland, AlB,
Ulster Bank and National Irish Bank.
The term Associated Banks derives
from the 1942 Central Bank Act.
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of its relative share of the Irish financial system. In 1980 there were 16
building societies; at the start of the 1990s there were 10, and by 2000
there were only 3. The decline in numbers has resulted from transfers
of engagements (mergers) or demutualisations (involving converting to
a bank). The main reason for the latter has been the restrictions which
mutual status places on the ability of an institution to expand its capital
base. The largest of the building societies, Irish Permanent, converted
to a public limited company (plc) in 1995. It subsequently merged with
the largest life assurance company, Irish Life, in 1999 to form Irish
Life & Permanent, the third largest financial institution in the State in
terms of asset size.

There are two savings banks in Ireland. The Post Office Savings Bank
(POSB) is owned by the Government. It is a deposit-taking institution
whose deposits are all lent to the Government. POSB savings products
receive preferential tax treatment. There is also one trustee savings
bank (TSB Bank): there were two at the start of the 1990s, one in Cork
and one in Dublin, but they merged in 1993. A former requirement
that this bank lend the bulk of its deposits to the Government was
lifted in 1992; it is now mainly concerned with retail lending and
deposit-taking and money transmission.

There are two ‘specialised’ State-owned banks: ACC Bank and ICC
Bank. In addition, the latter has a subsidiary, ICC Investment Bank.
These banks originated as development banks for their respective
sectors. The first was formerly known as the Agricultural Credit
Corporation and specialised in agricultural lending; it has now
diversified into more general banking and has a branch network.*® ICC
Bank was once the Industrial Credit Corporation and still specialises in
industrial credits; it has a limited branch network. A recent scheme to
merge ACC Bank and TSB Bank and float the new institution, which
was to be known as Newbank, was unsuccessful, as was an attempt
to sell ICC Bank. In general, the Government intends to divest itself of
its interests in Irish banking and the Minister for Finance has asked both
ACC Bank and ICC Bank to prepare for a change of ownership.

As previously mentioned, credit unions — which are co-operatively
owned non profit:making institutions — are not classified as credit
institutions in Ireland. However, they are a significant element in the
financial system, especially in the consumer lending area. The Credit
Union Act, 1997, expanded the role of credit unions; in particular, it
permitted them to lend larger amounts for longer periods. They also
enjoy certain tax advantages — their deposits are not subject to Deposit
Interest Retention Tax (DIRT) — and regulatory advantages. From a base
of small community-based savings and loans type institutions staffed by
volunteers, credit unions expanded their role significantly in the 1990s.

Table 1: Size Distribution of Credit Institutions in Ireland

(Aug. 2000)
Asset Size: Number of institutions Share of total assets, %
Over €5 billion 18 68-9
€1 to €5 billion 37 291
Under €5 billion 25 20

Source: Central Bank data.



Table 1 provides details of the size distribution of credit institutions in
Ireland, while Table 2 gives a breakdown of assets, credit and deposits.

Table 2: Breakdown of Assets, Credit and Deposits vis-a-vis Irish

Residents
End-Aug. 2000 No. of Assets Non-Government  Non-Government
institutions credit deposits
€ million % € milion % € million %
Retail clearing 5 63,460 40-3 45,624 424 38,426 48-8
Non-clearing domestic 32 75,655 48.0 50,750 47-2 33,619 427
Non-clearing foreign 44 18,328 116 11,154 104 6,684 85
Total 81 469,283 107,528 78,729

Source: Central Bank data.

Ownership

As indicated, Government and mutually-owned institutions account for
a modest and declining share of the Irish financial sector. Of the largest
banking institutions, Bank of Ireland, AIB and lIrish Life and Permanent
are publicly quoted and widely held,* but can be essentially
characterised as Irish institutions (or at least ‘Irish-headquartered’, in
Hutchinson’s preferred term).®® Two of the clearing banks are
subsidiaries of foreign banks: Ulster Bank is owned by the Royal Bank
of Scotland, and National Irish Bank is owned by National Australia
Bank. As Honohan (1995) points out, foreign bank presence in Ireland
is of long standing. There have been British-owned banks dating back
to independence, an influx of foreign-owned banks in the late 1960s
and early 1970s, and a number of institutions arriving in the 1990s due
to the International Financial Services Centre (IFSC), which is discussed
below.

Another factor in the 1990s has been the creation of a single market
in financial services in the EU, especially following the Second Banking
Co-ordination Directive (1992)® which provided for the ‘single
passport’ in banking (described below).

Concentration

The ECB (1999 (1)) classes the Irish banking system as one of medium
concentration. Table 3 shows the loans and deposits of the five biggest
credit institutions in terms of assets expressed as a percentage of total
loans/deposits for the EU countries in 1997. Ireland appears in ninth
place for both loans and deposits and in both cases is below the EU
average. The Irish situation could be distorted by IFSC activities which
have little connection with the domestic economy. If, however, IFSC
lending is excluded for Ireland and the five institutions with the greatest
share of domestic Irish pound non-government credit are selected,
Ireland’s ranking is not greatly changed. This is not to say that elements
of Irish banking are not considerably more concentrated. Certainly the
physical infrastructure of banking in Ireland is dominated by the five
clearing banks which account for over 80 per cent of the employment
of licensed banks and 90 per cent of branches and sub-offices.” These
banks also accounted for 40 per cent of total resident assets of all
credit institutions at end-1999, with AIB and Bank of Ireland accounting
for the bulk of this.

14. At end-1999, a majority of the
shares of AIB bank, by value, were
owned by non-residents.

15. See Hutchinson (1999).

16. Codified in Directive
2000/12/EC, OJ L 126, 26 May
2000.

17. Irish Bankers’ Federation Annual
Review, 1996-97.
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Table 3: Concentration in EU Banking

Share of 5 biggest credit institutions by asset size as % of
total (1997):

Loans Deposits
Sweden 878 869
Netherlands 80-6 84.2
Greece 76-9 79:6
Denmark 750 720
Portugal 750 790
Belgium 66-0 64-0
Finland 56-2 631
France 483 686
Ireland 46-8 502
Spain 421 38:2
Austria 393 391
Luxembourg 28:6 28:0
UK 260 260
Italy 25.9 367
Germany 137 14.2
EU average (unweighted) 52:6 55.3

Source: Possible Effects of EMU on the EU Banking System in the Medium to Long Term, ECB,
February 1999. Data are sorted by shares of loans.

These five banks, and especially the biggest two, largely dominate retail
banking, aided by their role in the payments system. It should be borne
in mind, at the same time, that concentration does not always imply
lack of competition. To the extent that a market is contestable there is
an incentive for institutions, even if they enjoy a powerful or dominant
position, to remain competitive to discourage new entrants from
challenging for profitable segments of the market. As will be discussed
later, developments in the last decade tended to increase contestability
in banking in the sense that they have facilitated institutions entering
markets where previously they had no presence.

Non Deposit-Taking Institutions

The main non deposit-taking institutions in the Irish financial sector
include insurance companies, pension funds, and investment funds.
These are collectively known as institutional investors and provide
competition with the deposit-taking institutions for savings. Insurance
companies are the second largest employers among financial
institutions in Ireland, employing 13,000 people at end-1999,
compared with 30,500 in banking and 3,400 in building societies.”
The insurance sector comprises life assurance companies and general
insurers, including motor, property, liability, personal, accident
insurance and others. Life assurance premiums are essentially a form
of saving and represent a source of competition for credit institution
deposits. Gross premium income (GPI) for all insurers amounted to
€8,242 million in 1999, with life assurers accounting for 73 per cent of
this, or €5,972 million.® GPI increased by 20 per cent between 1995
and 1999. As a share of GDP, premiums were higher in Ireland in 1998
than in the EU as a whole or the US. Total investments held by
members of the Irish Insurance Federation (lIF) at end-1999 in respect
of policyholders’ funds (life assurance) totalled over €36-6 billion.

The majority of insurance companies operating in Ireland are foreign
owned. However, Irish institutions figure prominently in terms of



market share. In 1999, Irish Life accounted for 28 per cent of gross
premium income for life members of the Irish Insurance Federation.
Friends First Life was next with 10-6 per cent followed by Ark Life (9-9
per cent), which is AIB’s life assurance subsidiary. Bank of Ireland owns
both Lifetime and New Ireland with a combined share of 13-2 per
cent. Foreign-owned institutions tend to predominate in the non-life
insurance sector.

The trend for banks to become involved in insurance, by acquiring
insurance companies or setting up insurance subsidiaries, is known as
‘bancassurance’. One of the rationales for this development is that it
facilitates the cross-selling of products thus allowing economies of
scope to be achieved.?® The Central Bank has not favoured significant
involvement of banks in general insurance, from a prudential point of
view, because of the risks which can be associated with the latter
business. Life assurance products, on the other hand, are primarily an
alternative savings medium and do not pose the same prudential
concerns.

Along with life assurance funds, pension funds and investment funds
account for the institutional investors in Ireland. At the end of 1999,
pension funds managed assets on behalf of Irish residents amounting
to almost €47 billion, compared with around €8 billion in 1992.%
Investment funds grew rapidly over the 1990s. The total net asset value
of collective investment schemes authorised by the Central Bank was
almost €180 billion in April 2000, compared with €2-5 billion in
December 1991. The number of schemes rose from 35 in 1989 to 785
in 1999.22 The huge expansion in this sector in Ireland is mainly a
consequence of the IFSC with very little, if any, of this business
impinging on the domestic market.

Markets

The main financial markets in Ireland are the money and foreign-
exchange markets and the capital markets, the latter operating through
the Irish Stock Exchange. In addition, there are two further exchanges
located in the IFSC, described below. The banks are the main players
in the money and foreign-exchange markets. In the capital markets,
intermediation services are provided by stockbroking firms. However,
here again the main retail banks have a presence: AIB provides
stockbroking services through its subsidiary Goodbody Stockbrokers,
while Bank of Ireland owns Davy Stockbrokers; NCB, along with Ulster
Bank, is owned by Royal Bank of Scotland. The development of the
money and foreign-exchange markets in Ireland is described by Kelly
(1992). Both markets began to emerge in the late 1960s and early
1970s but did not expand significantly until Ireland joined the EMS in
1979, which led to the introduction of exchange controls and the break
of the link between the Irish pound and sterling. As a consequence of
this, Irish financial institutions lost their automatic access to the London
money market requiring the development of a local alternative. The
Central Bank facilitated this development by initiatives designed to
improve the domestic means of supplying liquidity. The money market
deals with short-term funds, including interbank borrowing and lending
and trade in Exchequer bills. The foreign-exchange market is an
interbank market in which currencies are traded on a spot or forward
basis.

20. A further reason could be the

complementary nature of banks’ and
insurance companies’ balance sheets.

Banks’ liabilities tend to be short
term and their assets long term,

whereas the opposite is the case with

insurance companies. This should

mean that mergers between the two

result in overall risk reductions.

21. Data from the Irish Association
of Investment Managers (IAIM).

22. If sub-funds are included the

total increased from 299 at end-1992

to 1,967 at end-1999. Data on
investment funds taken from Central
Bank Quarterly Bulletin.
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The capital market involves long-term instruments, i.e. bonds and
equities. There is a very small market for corporate bonds so
government bonds predominate. At end-1997, bonds of private non-
financial enterprises accounted for 0:01 per cent of GDP, substantially
less than in any other euro area country.® In 1995, a primary dealer
system was put in place to improve the working of the market for Irish
government bonds and attempt to ensure that, under economic and
monetary union (EMU) it would remain in Dublin. Under this system,
there are four domestic market-makers (Davy’s, NCB, ABN Amro
Stockbrokers (Ireland) and AIB Capital Markets) and two based in
London (Credit Agricole and Deutsche Bank).

There are two futures and options exchanges operating in the IFSC:
FINEX Europe and the New York Futures Exchange (NYFE). FINEX
Europe deals in a number of US dollar contracts and cross currency
futures and options contracts. NYFE lists one contract, the NYSE
Composite Index Futures contract. An Irish futures and options
exchange (IFOX) began operating in 1989 as a screen-based exchange
trading in four interest-rate futures contracts. Due to the low level of
activity on the exchange, the members chose to put the exchange into
voluntary liquidation which was completed in 1996.

The formal link between the Dublin Stock Exchange and the London
Stock Exchange was terminated in 1995. Currently over 1,450
securities are listed on the Irish Stock Exchange including domestic
and overseas equities, Irish government bonds, some corporate bonds,
investment funds and specialist securities, including asset-backed debt
and Eurobonds. Trading in equities is dominated by a relatively small
number of stocks of major Irish companies. The Irish Stock Exchange
has three markets. The main one is called the official list, in addition to
which there are the Developing Companies Market (DCM) and the
Explorations Securities Market (ESM). At end-August 2000, 80 stocks
were quoted on the official list, 5 on the DCM and 9 on the ESM. On
the official list, just six stocks accounted for about 60 per cent of the
weighting in the ISEQ index. Two of these were Bank of Ireland and
AIB, which together accounted for over 19 per cent. In the second
quarter of 2000, turnover on the official list was €6-7 billion, with over
52,000 bargains. Total market capitalisation was €715 billion at end-
1999, around 80 per cent of GDP. At end-August 2000 it was €76-6
billion.

The IFSC

The International Financial Service Centre (IFSC) was established in
1987 with the aid of a special 10 per cent corporate tax rate and
certain other benefits. Although the 10 per cent tax rate expires in
2005, it has been decided to introduce a universal corporate tax rate
of 12.5 per cent from the start of 2003. A wide range of activities have
set up operations in the IFSC, with the proviso that their activities must
be carried out on behalf of non-residents of Ireland in order to avail
of tax concessions.?* The type of activities include fund management,
insurance, securities trading, brokerage operations, treasury
management, financial advice, financing activities and back-office
operations. The banks in the IFSC generally concentrate on relatively
low-risk and low-margin credits to high-quality international corporates,



government entities and other banks. Funding is typically from
wholesale sources or from affiliates. Employment in the IFSC has grown
steadily, from under a thousand in 1990 to around 8,500 at end-1999.%

The Banking Sector

As already indicated, the banking sector dominates the financial system
in Ireland. For that reason, the remainder of this article focuses on the
banking sector in Ireland, in the context of factors influencing banking
internationally.

Evolution of the Banking Sector in Ireland

McGowan (1990) traces the beginning of Irish banking back to the late
1600s but branch banking did not appear until the 1820s, with the
emergence of joint stock banks. The basic structure of Irish banking
remained unchanged from the later part of the 19th century until the
1960s. Until that decade, the Irish financial system was relatively
undeveloped. This was due, perhaps, to the fact that economic
development and industrialisation occurred relatively late for much of
the country, and also the fact that the currency union with the UK
reduced the need to develop an indigenous financial system. Irish
banking was stagnant or declining — in terms of, for example, ratios of
balance sheet totals to GNP — for decades during the 20" century.?

The 1960s was a period of rapid economic development and a number
of significant developments in banking took place. There was a wave
of mergers and acquisitions which McGowan suggests represented
part of a process by which Irish banking sought economies of scale
and strengthened itself to cope with the threat of external take-overs
and increased competition from abroad. This period of consolidation
reduced the number of clearing banks from eight to four, two of which
— AIB and Bank of Ireland — emerged as the dominant institutions in
Irish banking. Both of these banks also formed merchant banking and
instalment-credit subsidiaries in that decade.

A number of new independent banks were also established in those
years although, with the exception of Anglo Irish Bank, they were all
subsequently taken over. The four clearing banks operated a cartel
which dominated retail banking in Ireland. However, the 1960s and
1970s saw the entry of a number of North American and European
banks into the Irish market increasing competition for non-retail
business. Kinsella (1996) attributes the influx of foreign institutions to
‘perceived opportunities in a trade-driven, expanding, economy served
by an essentially uncompetitive banking structure’ and ‘the rapid
growth of inward investment’. Competition among the clearing banks
was increased in the 1980s by, for example, an end to the interest rate
cartel in May 1985, replaced by a new regime in which the four banks
could change rates when they chose but changes were more directly
linked to developments in market interest rates. During the decade,
Irish banks increased the range of financial services they offered within
Ireland and expanded their activities abroad.

Recent Trends in Banking

A number of factors can be identified which, separately and
collectively, have influenced change in European banking in the past
decade or so. Of course, banking markets differ so that not all these

25. For a discussion of the IFSC, see

O’Connell and Kennedy (1994).

26. See Honohan, P. and Kelly, J.
Long-Term Trends in Bank Resources
and Bank Lending, ESRI Working
Paper 70, January 1996.
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factors have had the same impact in every country. Also, many of the
trends observable have yet to have their full impact, so that some of
their implications are rather speculative. Going back to the 1980s, the
financial sector in general has been characterised by liberalisation and
innovation. The creation of a single banking market in Europe and,
more recently, the launch of a single currency have fostered
developments such as a disintermediation, securitisation and
internationalisation in European banking. Adding in the pervasive
impact of technological change, the overall result has been to increase
competition in financial service provision generating pressure to
increase efficiency and reduce excess capacity in banking. There have
also been implications for structure in the industry, with moves towards
conglomeration, consolidation, demutualisation and privatisation.

Financial liberalisation has enhanced the freedom for financial
institutions to increase the range of financial services they offer, thus
blurring the distinctiveness of different types of institutions and
removing the barriers to competition. In Europe, this process has been
accompanied by the development of a single market in financial
services. The latter has involved harmonisation of regulatory regimes
through a number of key EU directives,? and liberalisation of capital
movements with the abolition of exchange controls. Among the
directives referred to above is the Second Banking Co-ordination
Directive (1992), under which a bank authorised in any EU member
state is free to provide banking services in any other member state
without requiring additional authorisation. This is what is known as the
‘single passport’ in banking. It permits banks in one member state to
offer services in another on a branch or a cross-border basis. The latter
enables banks to enter another market without the necessity to
establish a physical presence.? Apart from EU measures, the financial
services provisions of the General Agreement on Trade and Services
(GATS), agreed under the auspices of the World Trade Organisation
(WTO), have increased the openness and competitiveness of the
international financial sector.

A second fundamental force for change in European banking in recent
years has been advances in technology, especially computing and
telecommunications. Bearing in mind the importance of information in
banking, improved computing facilities have greatly enhanced the
scope for the collection, storage, processing and transmission of
information. Technological developments have increased the scope for
automation of processes, which reduces costs and has implications for
banking capacity. They have made delivery systems for financial
products more sophisticated, increasing the scope for remote access
using methods of direct banking e.g., via the telephone or the internet.
Cheaper and more advanced computers also facilitate the
development of all manner of new financial instruments, making it
easier to customise products.

In general, technological advance reduces costs, lowers entry barriers
to financial service provision and increases the scope for cross-border
provision of services, adding to increased competitive pressures in
banking. By contributing to a commoditisation of products, it also
allows for niche service providers to target particular, profitable
segments of the market (‘cherry-picking’). This would have the effect



of reducing the scope for those institutions offering general banking
services to cross-subsidise between more and less profitable products.
It might also favour the development of so-called transaction based
banking at the expense of relationship banking. With technology
providing easier access to information, customers may be better able
to shop around between suppliers, comparing products and prices,
and this may undermine customer loyalty to a single provider.

In this environment, banks face a number of challenges and
opportunities. The scope exists to greatly reduce their costs per
banking transaction, process information more efficiently and diversify
into new business areas, products and delivery channels. At the same
time, banks will be under pressure to keep up with technological
developments, will face a more competitive environment and will
probably find themselves under pressure to reduce their branch
networks.

The above fundamental forces have a number of implications for
banking in Europe which, to a greater or lesser extent, are already
observable. Much attention has been paid to the prospect of
disintermediation of banks. This refers to a situation where bank
customers move to other intermediaries or markets to satisfy their
requirements for services previously supplied by banks. This may affect
banks on the liability side, where savers prefer to invest with
institutional investors rather than place their funds on deposit. On the
asset side, those seeking funds may choose to go straight to the
financial markets, e.g. by issuing bonds. It should be noted that the
beneficiaries of disintermediation are not always other financial
institutions; increasingly, companies not traditionally engaged in the
provision of financial services are moving into this market, e.g., General
Electric in the US, a number of supermarkets in the UK including
Sainsbury and Tesco. This is what is sometimes referred to as the ‘non-
banks’ phenomenon.?® Banks may seek to guard against losses due
to intermediation through their ownership of non-bank subsidiaries to
capture business lost to their banking arm.

Associated with disintermediation is securitisation. This is the process
whereby a credit institution bundles a portion of its loans into
marketable securities which it then sells to investors. In this way, the
loans are removed from the credit institution’s balance sheet, freeing
up capital, and transferring the credit risk for the loans to the buyer of
the security. The rise of institutional investors increases the demand for
such assets, while improvements in technology and in financial markets
makes it easier to create them.

With the trend towards disintermediation, there are some who
guestion the future of banks. It has been said that ‘banking is necessary,
banks are not’* An alternative view is that, while banks may be
changing, they will continue to play an important role in the financial
system. For example, they help to mobilise savings, are essential
participants in payments systems, perform credit analysis and are
sources of information for small and medium enterprises, provide back-
up lines of credit to capital market participants, and are continually
developing new products.®

29. ‘Europe’s new banks: the ‘non-

bank’ phenomenon’, David Lascelles,

Centre for the Study of Financial
Innovation, 1999.

30. This quote has been attributed to

Bill Gates, amongst others.

31. See OECD (1995).
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As already mentioned, financial liberalisation and technological change
facilitate increased internationalisation in banking, making it easier for
institutions in one country to expand its operations in others, thus
facilitating increased international diversification of banks and an
increasingly globalised banking market.

Among the structural implications of trends in banking is increased
conglomeration. This is the process whereby credit institutions respond
to the challenge of disintermediation by expanding into the activities
of rival institutions. An example is bancassurance, where a bank
provides life assurance services either by setting up a specialised
subsidiary or by acquisition of an existing institution. There is also a
trend towards consolidation in European banking, with an upsurge in
merger and acquisition (M & A) activity involving credit institutions. The
ECB has characterised recent mergers in European banking as being of
two types: ‘strategic mergers’, in which at least one large player is
involved with the aim of repositioning in the market, and ‘defensive
mergers’, in which the main objective is efficiency gains and mopping
up excess capacity. For the most part, M & A activity in banking has
been confined within countries. This is partly because it is harder to
achieve savings in cross-border mergers where the parties have no
overlapping branch structure, and also because of legal, taxation,
language and cultural differences. Cross-border mergers have, to date,
largely been confined to culturally similar and geographically proximate
regions, i.e., Scandinavia and Benelux, with most cross-border activity
in the form of strategic alliances. It is expected that cross-border
mergers or strategic alliances will become more common in future, as
institutions attempt to become major players across the entire euro
area.

In some countries, there is a trend for mutually owned credit
institutions to convert to public limited companies to improve their
growth prospects in an increasingly competitive market. There is also
a general trend towards a reduced government role in banking, as in
other spheres of economic activity, with privatisations of State-owned
banking institutions in a number of EU countries.

The start of economic and monetary union (EMU) in January 1999 has
had direct implications for European banking (e.g., the reduction in
foreign-exchange business), but more generally it has tended to
reinforce existing trends. For example, the introduction of the single
currency in the euro area further reduces barriers to internationalisation
in those countries, although it must be recognised that legal, cultural
and language barriers still remain. The increased price transparency in
a single currency area should act as a further boost to competition,
although this may not be fully felt before national denominations are
phased out in 2002. The integration of money and capital markets in
the euro area will create much larger, more liquid markets, which may
further encourage disintermediation and securitisation.

Irish Banking in the Last Decade

This section looks at the developments in Irish banking over the past
decade, looking first at the infrastructural features and then at
performance and activities.



Employment and Infrastructure

On the face of it, the banking sector has expanded significantly since
the 1980s. At end-December 1989, there were 46 credit institutions
operating in Ireland, comprising 37 banks and 9 building societies. By
the end of 1999, over 80 credit institutions were operating with a
physical presence in Ireland. Of these, 54 were banks authorised to
carry on banking activity in the State under Irish legislation, 3 were
building societies and the remainder were credit institutions authorised
in another EU member state and operating in Ireland on a branch basis.
In addition, over 130 institutions had notified the Bank of their intention
to operate in Ireland on a cross-border basis (i.e., without establishing
any physical presence in Ireland).

Table 4: Credit Institutions in Ireland, at end-1989 and end-1999

1989 1999

Licensed banks 33 49
Building Societies 9 3
State-owned banks 2 3
Savings banks 2 2
Branch basis — 26
Total 46 83
Licensed banks: All credit institutions:

Associated 4 Retail clearing 5
Merchant/commercial 20 Non-clearing domestic 34
Industrial 9 Non-clearing foreign 44

Source: Central Bank.

The single passport in banking, referred to earlier, contributed to the
expansion in the Irish banking sector in the last decade by making it
easier for banks established in other EU countries to set up operations
in this country. Doubtless some banks were attracted to Ireland by the
exceptionally strong economic growth performance of recent years. In
addition, some non-EU institutions may have been drawn here by a
desire for access to the European market, especially with the
development of the single market and monetary union. However, the
main contributor to the proliferation of banking institutions in Ireland
was the establishment of the International Financial Services Centre,
with many banks locating operations here for transactions with non-
bank IFSC entities and with non-residents. This development has no
real impact on the resident market. None the less, the ensuing
internationalisation of Irish banking is evidenced by the fact that
whereas at the end of the 1980s most banks operating in Ireland were
Irish-owned and predominantly domestically oriented (with almost 80
per cent of their assets with respect to Irish residents), by the end of
the 1990s the majority of banks in Ireland were foreign or subsidiaries
of foreign banks and 55 per cent of credit institutions’ assets were with
respect to non-residents. The number of banking institutions catering
for Irish residents was little changed, with some reduction due to
consolidation. On the basis of data published by the ECB, the degree
of inward internationalisation, measured by the market share of foreign
branches and subsidiaries as a percentage of total domestic assets, rose
in the period 1995 to 1997 to the second highest level in the EU,
behind Luxembourg.®

32. Possible Effects of EMU on the

EU Banking System in the Medium to

Long Term, ECB, February 1999.
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Table 5: Resident/Non-Resident Asset Shares

1989 1999

€ million % € million %
Assets of credit institutions vis-a-vis:
Residents 28,208 (77-8) 136,492 (45-1)
Non-residents 8,070 (22:2) 166,259 (54-9)
Total 36,278 (100) 302,751 (100)

Source: Central Bank.

Employment by banks and building societies in Ireland increased from
23,400 at end-1989 to 33,900 in December 1999 according to CSO
data, an increase of close to 45 per cent. For banks alone, the increase
in the period from 1990 to 1999 was from 19,700 to 31,100.
Employment by the clearing bank groups accounts for the bulk of this,
although the share has fallen (see Table 6). These developments reflect
the expansion of banking in a rapidly growing economy and also the
impact of the development of the IFSC. Hutchinson (1999) points out
that, due to the development of the IFSC and the exceptional growth
of the economy ‘the Irish financial services sector has been virtually
unique, relative to similar sectors in the rest of Europe, in avoiding
employment rationalisation, to date’. Average weekly earnings grew by
35 per cent in banking between 1989 and 1999, compared with
around 43 per cent for the financial sector as a whole.

Table 6: Employment and Earnings

Employment in banking (000) Average weekly earnings in banking

Total Clearing bank groups IRE
1989 n.a. n.a. 327
1990 19-7 175 335
1991 202 179 340
1992 215 193 360
1993 223 198 383
1994 224 202 389
1995 231 205 398
1996 237 208 410
1997 254 226 418
1998 294 245 426
1999 311 24.9 441

Source: Irish Bankers’ Federation Banking Industry Statistics (for employment data); Central
Statistics Office (for earnings data).

The physical infrastructure of retail banking is represented by the
branch and ATM networks, especially of the clearing banks. The latter
expanded steadily over the last decade; however, there has been some
small retrenchment in the more costly network of branches and sub-
offices which together fell from a peak of 927 in 1992 to 871 in 1999
(see Table 7). The number of ATMs exceeded the number of bank
branches early in the decade, and since 1996 has also exceeded the
combined number of branches and sub-offices. The data only cover
clearing banks; this accounts for the bulk of the branch and ATM
system in the country but excludes the smaller networks of other



institutions. There is no reason to believe, however, that the trends for
these institutions is any different to that for clearing banks (i.e., some
consolidation of the branch network and a steady increase in the
number of ATMs).

Table 7: Branches, Sub-Offices and ATMs of Clearing Bank Groups

Branches Sub-offices Total ATMs
1990 705 192 897 484
1991 705 200 905 589
1992 714 213 927 671
1993 705 216 921 738
1994 726 194 920 800
1995 729 188 917 853
1996 732 183 915 926
1997 747 176 923 1,039
1998 744 129 873 1,059
1999 744 127 871 1,109

Source: Irish Bankers’ Federation, Banking Industry Statistics.

Overall, Ireland appears not to be overbanked by European standards,
in terms of measures such as number of branches, ATMs or bank
employees per 1,000 capita. For each of these measures, Ireland was
below the EU average in 1990 and also in the most recent year for
which there are data (1997), although in each case the Irish figure was
closer to the EU average in the later year reflecting the expansion of
the banking sector in Ireland over the decade.

Table 8: Branches, ATMs and Employees per 1,000 Capita

Branches ATMs Employees

1990 1997 1990 1997 1990 1997
Austria 058 058 020 053 9-86 943
Belgium 0-90 072 0.08 049 794 757
Denmark 0-58 042 0.04 na. 10-60 810
Finland 058 032 057 045 10-15 521
France 045 044 026 n.a. 763 6-89
Germany 063 057 018 050 11.10 916
Greece 0-19 024 002 015 461 525
Ireland 027 032 014 033 4.99 6:29
Italy 031 044 017 044 5.92 6-00
Luxembourg 078 0:75 n.a. n.a. 41.78 45.75
Netherlands 0-54 044 018 038 7-86 719
Portugal 020 041 0.06 052 6:20 597
Spain 0-83 0.97 0-46 0.88 6:22 6-29
Sweden 0-38 029 025 027 5.32 4.93
UK 0-35 032 025 0-38 898 9-07
EU average (unweighted) 051 048 020 044 994 973

Source: Possible Effects of EMU on the EU Banking System in the Medium to Long Term, ECB,
February 1999.

Performance

Credit institutions dominate the financial system in Ireland and,
amongst these, banks remain pre-eminent in scale and scope. The
expansion of credit institutions over the past decade is demonstrated
by the rise in their total assets as a percentage of GDP from around
140 per cent in 1990 to 345 per cent in 1999. The expansion of the
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33. The data in this table and in
others in this section are taken from
an ECB publication and are based on
a sample of Irish banks. They differ
from similar data published in the
OECD publication, Bank Profitability,
where the data relate to all banks
operating in Ireland. The ECB data
are quoted because they go back to
1990, whereas the OECD data only
go back to 1995. In addition, some
of the figures quoted are not
contained in the OECD publication.
Although the actual figures differ
between the two publications, the
trends are the same.
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Chart 1: Current and demand deposit accounts as %
non-government deposits

1990 1991 1992 1993 1994 1995 1996 1997 1998 1999

traditional banking activity of deposit-taking and loan-making is shown
by Table 9. Both non-government deposits and credit have risen
steadily as a proportion of GDP, with credit showing a greater increase.
This reflects the increased competitiveness of the market for deposits
and illustrates that banks have been obliged to seek greater recourse to
the capital and wholesale markets to fund their lending. The increased
competition for low cost funds is demonstrated by Chart 1, which
shows current and demand account balances as a percentage of total
non-government deposits from 1990 to 1999.

Table 9: Non-Government Credit and Deposits vis-a-vis Irish

Residents
Deposits Credit
€ million % share of € million % share of
nominal GDP nominal GDP

1990 20,233 56 23,968 66
1991 20,944 56 24,583 65
1992 23,682 59 26,830 67
1993 27,799 64 28,706 66
1994 30,747 66 31,869 69
1995 34,666 66 37,257 71
1996 40,474 70 43,494 75
1997 48,788 73 56,352 84
1998 57,418 75 69,095 90
1999 71,295 81 92,232 105

Change 51,062 (252%) 68,264 (285%)

Source: Central Bank Bulletin, CSO.

Income Trends

The impact of increased competition for both traditional banking
activities of deposit-taking and advancing loans is reflected in the
declining trend in the net interest margin (i.e., net interest income
expressed as a percentage of total assets). In response to this, banks in
Ireland, as elsewhere, have developed alternative sources of income
with non-interest income accounting for an increasing share of
operating income and total assets (see Table 10).% Part of these trends



represents the result of disintermediation pressures, with increased
competition from institutional investors (i.e., investment funds,
insurance companies and pension funds) and banks have sought to
counter these by offering new products and services. These have
included moves into life assurance, collective investment schemes,
asset management, corporate finance, treasury operations and
stockbroking. On the asset side, disintermediation pressures are
leading banks towards arranging rather than advancing credit. Margins
may be lower for this type of activity but so are the level of risk and
the capital costs. In Ireland, as elsewhere, many institutional investors
are included in banking groups, as the latter have expanded their scope
in response to the changing competitive environment.

Table 10: Bank income, interest and non-interest

Non-interest income as
% of operating income

Non-interest income as
% of total assets

Net interest income as
% of total assets

1990 392 1.43 27
1995 331 1.48 31
1996 320 1.78 36
1997 2:39 1.43 37
1998 252 1.69 40

Source: Central Bank, published in EU Banks’ Income Structure, ECB April 2000.

Table 11 shows the components of non-interest income for Irish banks
from 1995 to 1998. In Ireland, as in most EU countries, fees and
commissions account for the greater part of non-interest income, but
with a declining trend over the 1990s.** The relative importance of this
source of income, as a share of non-interest income, has tended to be
lower than the EU average.®® Data on the main sub-components of the
category fees and commissions — which include commissions for
foreign exchange transactions, for guarantees, for securities
transactions, for payment transactions, and for safe custody and
administration of securities — are not available for Ireland. Net profit
from financial operations refers to the net result on transactions in
securities which are not held as financial assets — including value
adjustments on those securities — and the net result on exchange
activity and on other buying and selling operations. This remained
relatively steady in Ireland in the period for which data are available at
a level below the EU average. Income from securities showed a rising
trend in the period, in common with other countries, which was
probably influenced by generally favourable economic activity.

Table 11: Components of Non-Interest Income as % of Total Non-
Interest Income

Fees Income Net profit Other
and from on financial operating
commissions securities operations income

1995 86 -3 10 7

1996 76 10 8 6

1997 71 13 8 8

1998 68 11 8 13

EU average 1998 (weighted) 54 17 19 11

Source: Central Bank, published in EU Banks’ Income Structure, ECB, April 2000.

34. In Ireland, banks’ fees and
charges are monitored by, and
subject to the approval of, the Office
of the Director of Consumer Affairs.
A recent study suggested that Irish
fees and charges compared well with
those in other countries (see Finance,
volume 14, no. 6, June 2000).

35. The ECB points out that
comparisons of the data between
countries can be affected by
structural differences, divergences in
accounting treatment, differences in
reporting schemes or variations of
bank samples used for the purposes
of the analysis, and they should
therefore be treated with caution.
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Another recent development relating to funding is securitisation of
assets which, although only a few institutions have yet availed, is
becoming increasingly prevalent. To date the loans securitised have
been residential mortgages, of which a total of €37 billion were
securitised between December 1996 and September 2000.

Profitability

Measures of Irish banks’ profitability are summarised in Table 12. For
all the years shown, lIrish figures compare very favourably with those
of other EU countries, indicating that Irish banks have been consistently
very profitable. Return on assets and return on equity is the highest in
the EU for each of the years shown; the after tax profits figures are also
relatively high, with only Finland showing a higher figure for 1997 (the
latest year for which comparable data are available).

Table 12: Bank Profitability

Return on Return on After tax profit as
assets® equity? % of net income®

1990 1.27 26-8 na.

1995 1.54 273 6213

1996 1.78 287 65-66

1997 1.44 284 7190

1998 1.72 326 73-93°

EU average 1998 (weighted) 078 174 51.03¢

@ Source: EU Banks’ Income Structure, ECB, April 2000.

® Source: Data calculated in the Bank on the basis of individual bank annual accounts and
published in Bank Profitability 1999, OECD.

¢ Not yet published by the OECD.

91997 unweighted average.

These data illustrate that Irish banks have tended to be relatively
profitable by international standards over the past decade. This partly
reflects the very strong growth of the Irish economy for most of the
period, enabling the banks to generate large volumes of business in
the domestic market and maintain high profits even in an environment
of falling absolute levels of interest rates as well as falling interest rate
margins, although the latter have tended to be higher than in other EU
countries. A relatively low cost/income ratio may also have
contributed. Cost/income ratio data (see Table 13) suggest that Irish
institutions have had a good record in the 1990s in controlling costs,
although it should be borne in mind that the decline in this ratio may
also owe a great deal to increased income, reflecting very strong
economic activity. The most recent figure is somewhat below the EU

Table 13: Cost/Income Ratios

Operational cost as a % of operational income

1990 67
1995 64
1996 61
1997 61
1998 55
EU average 1998 (weighted) 63

Source: EU Banks’ Income Structure, ECB, April 2000.



average. Control of costs has been a key objective over the past
decade and, for the main banks, lower inflation and technology-driven
processes have assisted in its achievement.

The strong performance of Irish banks has seen them grow in size,
relative to the rest of the world, over the past decade. The Banker
magazine ranks the top 1,000 commercial banks worldwide each year.
Table 14 shows how the major Irish banks have improved their relative
position when ranked in terms of asset size.*® By the end of last year,
the two largest Irish banks were in the top 60 European banks in terms
of asset size and capital strength.*

The internationalisation of the banking activities of the major Irish
banks contributed to income growth in the past decade. Outward
internationalisation relates to the diversification of Irish banks into
foreign markets and both of the major banking groups significantly
expanded their foreign operations during the 1990s. By the end of the
decade, these were contributing substantially to profits. ECB data show
that outward internationalisation of Irish banks (measured by the assets
of branches and subsidiaries of domestic institutions in foreign
countries as a percentage of foreign assets) increased between 1995
and 1997 and was relatively high by EU standards.® This partly reflects
the branch networks of Irish banks in Northern Ireland and the rest of
the UK. In addition, the largest banks have operations further afield,
including the US, Singapore, Australia and Poland. Whereas the
outward internationalisation of Irish banks could initially be
characterised as ‘ethnically based’ — in the sense that it involved
opening branches in locations where there was a large expatriate
community — more recently it has become part of a geographically
diversified growth strategy.

Table 14: International Ranking of Irish Banks

Rank by asset size:

1989 1999
AlIB 171 105
Bank of Ireland 205 110
Irish Life & Permanent — 217
Anglo Irish Bank — 479
First Active — 609
TSB Bank — 840

Source: The Banker, July 1990 and July 2000.

Assessment and Outlook

The main developments in lIrish banking in recent years may be
reviewed with reference to the factors affecting banking internationally
described earlier in this article. Certainly the liberalisation trend has
been evident here, removing the barriers to competition between
banks and other deposit-taking institutions and also facilitating the entry
into the Irish market of foreign banks. In the retail market, banks have
faced increased competition from credit unions and from building
societies, current or former since the demutualisation trend has seen
the number of such institutions decline substantially. There has been
no change yet with respect to the State-owned banks but the

36. Ulster Bank and National Irish
Bank, both of which are part of
foreign-owned banking groups, do
not have individual rankings.

37. The Banker, September 2000.

38. Possible Effects of EMU on the

EU Banking System in the Medium to

Long Term, ECB, February 1999.
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privatisation trend is still evident as the Government still intends to
withdraw from its direct involvement in the banking system. The
liberalisation mentioned above has facilitated further
internationalisation of the Irish banking system, although the
development of the IFSC has probably been the main factor and this
has little significance for the domestic market. As noted, there has been
an increase in both inward and outward internationalisation in the past
decade.

The major Irish banking groups have extended the scope of their
activities to co-opt the effects of disintermediation. This is reflected in
the trend towards non-interest income as net interest margins contract.
Part of this extension of activities has been in the form of
conglomeration, i.e., setting up or taking over non-bank financial
entities, such as insurance companies, collective investment schemes,
etc., offering products which are substitutes or complements for
traditional banking products. All of these developments have
influenced the structure of the lIrish banking system and financial
system in general. There has not been a great deal of the mergers and
acquisition activity amongst Irish banks which has become so prevalent
in other countries of late. This may be because much of the
consolidation of the Irish market had already occurred by the start of
the 1990s, leaving a market which was not apparently characterised
by excess capacity. Technological change has been as much a factor
here as elsewhere, reflected in constantly developing delivery channels.
The ‘non bank’ phenomenon, which technological change facilitates,
has not taken much hold in the Irish market to date. There is one
example of a non-traditional supplier (a supermarket chain) entering
the banking market, but that is in collaboration with an existing bank
rather than as a new venture. A second supermarket chain has recently
entered the credit card market.

Looking ahead, existing trends will continue and perhaps intensify: the
completion of the single financial market with further regulatory
harmonisation and the increase in transparency once euro notes and
coins are introduced, added to further technological advances, will
maintain the competitive pressure on banks. The disintermediation and
consolidation trends are thus likely to continue. As regards
disintermediation, the diversification of savings is already in evidence
but the process is somewhat less advanced on the asset side of banks’
balance sheets. Bank lending has not been replaced to any great extent
by direct access to markets via issuance of corporate bonds,
commercial paper, etc. This is likely to change over time, at least for
larger corporate entities. As this process advances, wholesale banking
activities may become increasingly integrated and pan-European in
nature. Retail banking, on the other hand, remains largely segmented
by national boundaries and, notwithstanding the inroads into segments
of the market made by the Bank of Scotland (mortgages) and Northern
Rock (retail deposits), this may not change substantially for some time.
This is due to the persistence of barriers to entry into national markets,
including legal, cultural and fiscal barriers. It also reflects the
importance of having information about small borrowers, personal or
business, which is more likely to be gleaned by developing a long-term
relationship between lender and borrower. Concerns about
information asymmetries and fear of adverse selection are likely to



deter lenders entering unfamiliar retail markets. None the less, even
though large-scale entry by foreign institutions into retail banking in
Ireland may be unlikely in the near future, even relatively modest
incursions can have significant effects. For example, the Bank of
Scotland may not have a very large market share in the Irish residential
mortgage market but their entry into the market has had the effect of
markedly reducing margins and mortgage rates.

Technological advance provides one means of overcoming barriers to
entry permitting remote access to other markets. This is especially the
case for relatively standardised products. We have already remarked
on the impact of the Bank of Scotland’s entry into the residential
mortgage market using direct banking techniques. Over time other
technological advances, e.g., credit scoring, may facilitate more cross-
border entry into retail banking. However, in the short to medium term,
most retail banking needs in Ireland, whether for personal customers
or small and medium sized enterprises, will probably continue to be
met by domestic institutions.

The mergers and acquisition trend in European banking is likely to
continue. It has been suggested that, over time, a three tier banking
system will emerge in the EU, with local banks, offering mainly retail
banking services in a single country; regional banks, active in more
than one country and specialising in serving large European companies;
and very large institutions with operations throughout the EU and
beyond.*® At some point, this trend could impact on the domestic Irish
market in a greater way than it has in recent years. One or more of
the major Irish banks could become subject to the attentions of an
acquisitive foreign institution. As noted in Banking Sector: Some
Strategic Issues, a recent report on the banking sector in Ireland
commissioned by the Minister for Finance,* there may be little scope
for cost reductions through a cross border takeover of one of the major
Irish banks, given their relative efficiency. However, it is acknowledged
that there would be scope for savings if an institution were to take
over both of the major banks. On the whole, a takeover based on cost
rationalisation is seen as unlikely. An alternative motivation to enter the
Irish market by acquiring one of the larger local banks would be as
part of a diversification strategy. Concern about foreign ownership of
Irish banks could give rise to concerns about the need for a ‘national
champion’. In the lIrish case, this might in time suggest a merger
between the two largest banks, which certainly would have potential
for savings in terms of rationalisation of overlapping structures. Such a
merger would raise obvious concerns about competitiveness in the
Irish banking market, especially in retail banking for as long as this
market remains segmented by national boundaries. In general, there is
an important public policy issue in ensuring that the consolidation
trend in European banking does not lead to excessive concentration in
any segment of the market in a way which would undermine
competitiveness.

The increased competitiveness in banking will maintain pressure on
Irish banks to improve efficiency and control costs. Timely adaptations
of new technologies will be required, including more cost efficient
‘remote’ delivery channels, including the internet and mobile
telephony. The changes which ensue will have implications for the

39. Groeneveld (1999).

40. Department of Finance (2000).
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41. See ‘The shrinking branch

network: managing the impact’, P.

Kinsella, Banking Ireland, Autumn
2000.
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labour intensity of banking and for existing branch networks. As the
banking strategy report cited above makes clear, these changes will
have to be managed in such a way that access to banking services is
preserved in all regions and social groups.*

As banking evolves, with changes to the structure of the banking
industry and to the activities engaged in by banks, there are
implications for the risks incurred by banks. With an increasing amount
of off balance-sheet activity, it may be difficult for banks always to have
an accurate measure of the risk profile of their business. There is also
a danger that, in an increasingly competitive environment, institutions
will be driven to riskier activities in pursuit of profit and perhaps
survival. From a public policy point of view, it will be important to
monitor closely the possible implications of changes in banking for
financial stability.
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