The Macro-Economy in the 1980s

Introduction

The ecenomic histary of Ireland over the past three decades exerts
a powerful bias against any attempt to provide even a tough profile of likely

developments in the present decade.

1f, at the beginning of the 1950s, one were to paint a picture of .
that decade im Ireland it would have been broadly optimistic with the main
stimulus coming from the trickle-down effects of the general reconstruction
in Rurope follewing the physical destruction of the Second World War. The
reality of the 1950s in Treland ~ falling employment and massive emigration -
was so different that inevitably any view of the following decade - the 1960s -

ould have been very pessimistic. Yet the 1960s in Ireland were characterised
y increasing prosperity, rising employment and reductions in emigration. It
s fair to say that the 19705 were expected to be a continuation of the 1960s

with the society gpradually moving to full employment and with income levels

-

increasing rapidly roflecting a structyral shift ta high income industries

under the industrialisati roeranme pursued by the 1DA.

The actuai experience of the 1970s, with the recession of 1974/1975
and the later recession of 1979/198- , inevitably colours cur view of the
1980s. The picture I intend to provide in this paper is dominated by recent
trends and emerging themes. If we are to seek comfort it must 1lle in the
hope that this profile proves incorrect, as with similar exercises in the
past - or alternatively that we can knit the society into a cohesive unit to

overcome future difficulties.

The plan of the paper is as follows. Tirst, I will discuss, in some
detail, the world economic envivonment over the decada. Secondly, I will discuss
the home envitonment, concentrating on fiscal comstraints. Thirdly, I will
attempt to put some broad orders of magnitude on the main macro-aggregates in
the light of the foreign and domestic constraints. Fiwmadly, I hege to oGCTITE

policy measures which might be helpful in changing the way the system works.
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THE WORLD ECONOMIC ENVIRONMENT

The Industrial Countries

In the 1960s the growth in GNP in the major industrial economies
lay in the range 5-5} per cent. In the 1970s this growth fell to 3-3} per
cent with growth in the period 1973-1980 below 3 per cent. The slowdown
in growth in the 1970s was due to a complex combination of factors - factors

which, if anything, have strengthened and worsened since,

Inflation and Growth

K‘ By the late 1960s industrial countries were experiencing rapid
wage and price inflation. Policy in 1970-71 in industrial countries was
contractionary in an attempi to dampen inflationary pressure, without much
success., A recovery in 1972 led to more rapid inflation, culminating in
the commodity price explosion of 1973 and the oil price increase at the end
of that year, The rise in infiaticn rates in 1972 had already induced
restrictive policy measures in some major countries and these, coupled with
the contractionary effect of the oil price rise, led to the first recession
of the 1970s with industrial output, in general, falling. 7The regession,
however, was accompanied by very rapid increases in price and consequently
wage inflation., The recovery of 1975/76 also sparked off further price
(excluding oil prices) and wage increases in spite of very high levels of
uncmployment and the comparatively low levels of cepacity utilisation., While
the raFE_2f_gEEEEE_iE_EEEREE_EEEEE?ned in 1977 there was a further marked
recovery in 1978 led by privale investment and expansionary fiscal poliey

Jf% Akl By Friverle 1OVES
{outside the US). In 1978 the rate of inflation was, in general, (excluding
US) running well below levels of preceding years. By early 1978 it was
possible to consider that the world had returned to some form of pre~1973
pattern. However, the increase in output and demand did lead to an increase
in commodity prices and by end 1978 it became apparent that inflationary pressure
were accentuating, The 1979%/198~ recession led to further realisation that
the high inflation and high unemployment of the 1974/75 recession were not

an accident.

The period from the late 1960s to the late 1970s was one when it
became apparent to policy makers that economies had a much greater tendency
to inflation than in earlier periods, A given rise in employment or a given

rigse in capacity utilisatien induces a greater degrte of_ygﬂg_np‘price inflation
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than previously. Wot only that, over the 1970s this inflation tendency has
almost certainly strengthened even when allewance is made for poor measures

of capacity utilisation which took little account of capital stock obsolescence
induced by the oil price increase. If govermments were concerned about the
rate of inflation in the late sixties the higher rates currently being
experienced are a matter of greater comcern, and the instruments for dealing
with inflation are recognised to be not as efficacious as before. The higher
rates of price inflatjon and the weakening of the power of the instruments
would tend to impart a demand deflaticnary bias to industrial economies over

the foreseeable future,

1f in the 1960s growth rates were in the region of 5-5} with inflation
at 3-4 per ceat, the experience in the 1970s with inflation above 10 per cent
and growth rates of 3-3} per cent suggest that growth rates must be less if
inflation rates are to be veduced given the increase in inflationary expectations
between the 1960s aud 1970s. Simply to prevent inflation rates frow worsening
we would not expect governments to allow growth rates to reach the pre-1973

levels,

Tn addition to this there are pow very active policies beirg pursued
in the United Kirgdom to reduce imflation rates through contractionary policies,
while in the United States the shift in policy with the new administration is
likaly to be demand contractionary whatever one feels about the medivm to long
term supply side position. The UK experience suggests that it may be
extraordinarily difficult to reduce inflation rates, not to mention Lhe costs
in terms of lost output and unemployment, and there is little guarantee that
inflation rates will not begin to accelerate if output doas pick up. The
situation with regard to the US is worrying in a global context as the US
is lagging behind the UK by about threc years in implementing contrastionary
policies - the US accounts for almost 40 per cent of OECD output. In the US
however output is not likely to fall as in the UK. This suggests that the
demand picture for 1985 is likely to be very weak. TFor both of these countries
poliey is designed to reduce rates of inflation and this invelves a greater
degree of contraction than simply to stand still in inflation terms. Even if
economies were less inflation prone the degree of manoeuvre of governments is }
limited in any case by the growth of public debt in recent years and the need
to service that debt. The very growth in debt servicing imparts a further
deflationary bias to the system. Finally, over the 1980s it must be expected
that real oil prices will continue to rise and this will add further to

deflationary pressures.



In this section I have tried to indicate that the concern with
inflation is still a real concern of governments in the industrial world.
This concern, coupled with a tendency towards higher inflation for any given
growth rate will impart a demand deflationary bias to the industrial world,
This will be accentuated by increased debt servicing and higher oil prices
over the 80s. Growth in the 1980s is almost certainly likely to be less
than in the 1970s. Weaker growth, other things being equal, will affect the

growth in industrial exports from Ireland from existing firms.

Investment and Growth

The 1970s witnessed significant changes in the pattern of investment
the industrial world. Up to 1973 investment was primarily directed to
pacity expansion. The recession of 1974/75 and the rise in energy prices
ffected investment in two quite distinct ways. Capacity utilisation fell,
ting as a brake on new invesiment, while the rise in energy prices rendered

ne part of the capital stock cbsolete.

The fall in capacity utilisation in 1974/75 affected new investment.
It was not until 1978/79 that private investment in the industrial world
showed any appreciable inerease but this was short-lived. The 1979/198-
recession has similarly affected new investment as firms find that installed
capacity is excessive. Given, further, that the general economic zituation
is likely to prove very weak new investment cannot be expected to expand

rapidly.

The rise in energy prices affected the cost structure and the capital
stock of firms, households and governments. Initially this was not clearly
perceived as the real energy price increase of 1974 was eroded over time. The
rise in energy prices from late 1978 and more information on world oil supplies
and the possibilities of alternatives has clearly indicated that world emergy
prices will continue to rise - though at discrete intervals rather than
continuously. A rise in the real price of energy over the medium to long term
will necessitate new investment simply to maintain present levels of output
and to reconstitute the cost structure of industry. The slowdown irn the growth
of new capacity expanding investment in industrial countries will affect the
total of investment that countries seeking internaticnaily mobile investment
can attract. The present share of total new investment by foreign firms in
Ireland, if maintained, would not add significantly to either investment or

the supply of industrial exports, Against this there may be coutinued and
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accelerated expansion of replacement investment abroad by firms in industrial

countries in au attempt to restore a profitable cost structure.

Third World Growih

There was a decline in growth rates between the 19605 and 1%70s in
developing countries as a whole - from just under 6 per cent to just over 5
per cent. There were very large differences between different groupings of
countries with newly industrialising countries inmcreasing their growth rates,
oil producers having=roughly constant growth rates, but making significant terms
of trade gains, and fimally low income countries of Asia and trepical Africa

experiencing declines in already poor growth rates.

In the more rapidly growing countries growth was maintained through
export expansion made possible by a very large increase in foreign direct
investment and increasing official indebtedness to commercial banks. While
external debt for these countries has visen debt service is not currently a
problem though real interest rates are now higher than iu the 1970s, The
technological gop with industrial countries is still very large and these
couutries are likely to continue to exploit this, The barrier to growth
is likely to be lack of access to markets in industrial countries., For the
poorer countries their problems are likely to be exacerbated in the 1980s.

The oil price rise of 1979/1980/1981 has nct been matched by an equivaient rise
in foreign aid and these countries find it very difficult to borrow cn commercial
terms. Where commpercial borrowing is undertaken it can create debt service
problems for the future given the limited capacity of these countrics to utilise
commercial borrowing to increase the productive capacity of their cconomies.

Even at this stage in the 1980s it is possible to discern a more active concern
with budget and balance of payments deficits in poorer countries. The impiicatic

for the future is that growth in the countries wili be reduced.

Even before the latest rouad of oil price increases there appeafs to
have been a loss of faith im development as pursued over the past 20 yesvs.
In many poorer countries the "gains" of the past have not been broadly based.
In some the condition of the majority has worsened to support an elitist
administrative structure. The shift in the development literature and in aid
agencies towards "basic.nceds” programmes is likely to accentuate with an

apparent introversion in policy but with welfare gains to the majority.



The weaker growth expected in industrial countries will affect
poorer countries on two fronts - the prices of their primary commodities and
the flow of foreign aid, Primary commodity prices are very responsive Lo
world demand changes ~ the lower growth of the 1980s will tend to depress
world commodity prices. The aid situation is even more difficult., Both

~The United Kingdom and the United States have cut back on aid programmes in
recent years. The US, if anything, seems prepared to cut back even further.
Even among other industrial countries the budgetary difficulties faced by

governments may mean a cut in foreign aid programmes.

In total then, I would expect the growth of Third World countries
to be less in the 1980s than in the 1970s.

Summary of World Growth

The following table presents projections of growth over the 1980s
from 'World Development Report 1981" (August 1981) from the World Bamk, for
the industrial world and the oil importing developing world, The projections
are given in terms of High/lLow cases. For the industrial world the High Case
assumes that the industrial countries will be suceessful in (i) containing
inflation while growing fast enough to reduce unemployment; (i) adjusting
to higher energy prices; (iii) boosting productivity growth threugh structural
adjustment. The Low Case reflects a failure to do this, For oil importing
developing countrics, the High Case assumes the High Case for industrial
countrics while the Low Case not only assumes the Low Case for industrial
countries but also lower capital flows, less interaction between developing

countries and some protectionism,

Growth in GDP by Region 1970-1990

Projected
Actual High Case Low Case
1970-80 1980-85  1985-90  1980-30  1980-85 1985-5¢ 1980-90
Industrial Market -

Fconomics 3.3 3.3 4,0 3.6 2.6 3.0 2.8
{W. Europa) 2.8 3.0 3.6 3.3 2.2 2.7 2.4
011 Importing .

Developing

Economies 5.1 5.0 5.8 5.4 3.8 4.4 4.1

(Low income oil
importers in Asia
and Africa) 3.0 4.0 4,3 4.1 2.8 3.2 3.0




The European Cowmunity

The.main international institutional setting for Ireland is the
European Commmity. Our membership is recont and (possibly) almost entirely

P

motivated by expectations of material gainm and prosperity. The European
Community was, however, born in the aftermath of the war, with peace, freedom
and the preservation of democracy as the ultimaie objectives to be achievad

by European unity. The Common Market, the Common Agricultural Poliey, the
Furopean Monetary System, the search for harmonisation over all areas of the
economy, the European Parliament, etc., are all stages on the way to unity.

Our perception in Ireland of this ideal is less than perfect. The years since
entty have been marked by recession, the consequent imevitable re-affirmatien o
pational priorities, the petly squabbling of the UK - a reluctaut new member,
the actacks on and deficiencies in the Common Agricultural Policy, and the
growing pains of institutional change {e.g., the conflicts between the Commissi
Council and Zurcpean Parliament). Yet, in spite of all this, the futire of
Eurepe is at the centre of activity in the Buropean Community. The first
expansion of the Community was not necessary, in its entirety, for the Common
Market per se, nor indeed was the second, The proposed third expansion to
inciude Spain and Portugal is certain to cause even morc problems it existing
nembers' economies, yet it is clear that the European Community would welcome
these countries in spite of the difficulties. There is a politicel force and

a political will within the Community that is likely to exert more powerful

influences in the decade ahead.

The experience of the 1970s was salutary for Ruropean goveramente,
In the 1970s the problems of inflation, unemployment and energy proved beyond
the power of governments acting alone. The faiiure to deal with these problems
on a national basis reacted on other areas of cencern in the Community - the
lack of convergence in regional equality, social pelicy, the expansion of
common policies in major areas outside agriculture, the operation of lome I
(and indeed the disappointment of Lome II}. Within the Eurcpean Community
there is s realisation that concerted policies on a Furopean scale are necessar)
to deal with fundamental problems. Without concerted policies there is a danger
of a tactical digintegration of the Community, i.e., the Community would putter
along with no purpose or aim. For the reasons given earlier I beliave that the

forces of integration are strong enough and the benefits from greater integratic
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of policy making will take place. At the national level this will involve

some loss of economic sovereignty in decision making, an increase in the
financial resources transferred to the Community, policy decisions that
adversely affect individual sectors - without recourse vo the presant system
of lobbying - concerted policy on energy, unemployment, inflatior, innovation,

a commitment to strengthen market forces in an attempt to increase growth
rates, the further development of the European Monetary System through monetary

union, and finally some fundamental reform of the CAP.

This latter provides an interesting case of the difficulties facing
the EC, The reform of the CAP will be a signal test of the EC ideal, cutting
across national interests, and sectoral, pational and Kuropean lobbies, It
is idle to pretend that reform is not needed - the shape and form of the reform
is important. As things now are the funds allocated for the CAP could run
out before the end of this or next fiscal year. There are two vays to go -
increased financial resources by members of EC or reduced expenditure. The
question of increased resources must Inevitably be faced with the enlargement
of the EC (discussed in the next section) but present members have resolutely
turned away from increasing rescurces simply to fund the CAP. Reduced
expenditure is more likely but the form this will take is of critical impertance
to Ireland. If agricultural prices are allowed only moderate growth in money
terms to reduce surpluses (but with prices still higher than world prices and
access to the EC from outside still restricted) then market forces might lead
to continued expansion in output from Ireland, albeit at lower income levels.
There may be scoume doubt about this if agriculture is cost constrained. The
difficulty with this is that pational Covernments may scek to provide aid to
agriculture through, for instance, direct cash payments or subsidies. This
will do nothing to coutinue the transformation of European agriculture. It
iz for this reason that policy must be Luropean. If, as an alternative prices
are maintained in real terms, then surplusazs will be contained by quotas and
restrictions on output and this would effectively limit the growth of Irish
agriculture - not to mention the effect on the allocation of resources in a
European context. In recent years more strategic reasons for surplus production
have been given, e.g., the need to feed the world's poor, the nced to pay
for oil imports, the benefits from being able to provide food aid for Poland
etc., Were these any of the stated aims of policy then they could be evaluated
in terms of success or failure and, of course, the question of alternative

ways of achieving these ends needs to be examined.
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In addition te the fact that the resources may not be there for
uninhibited growth of expenditure on agriculture there are other compelling
reasens for believing that the present system is untenable. First, the UK
as & net food importer is resistant to higher food prices. The resistence
of the UK provides the immediate spur to reform. Second the gap between
CAP prices and world prices for most products is so large that the EC will
be under pressure from outside the Community for increased access and from
inside the Community to lower prices through imports, Third, there is resistar
among outside countries (and in some cases from producers in countries within
the EC) to dumping of CAP surplus on world markets. The US in particular
could adopt other commercial policy measures to influence the CAP. Fourth,
public opinion within the EC is resentful of large surpluses, rotting or
destroyed food, wine lakes, butter mountains etc. Fifth, the spirit of Lome I
and Lome IT will require greater access for food products of the ACP countries
associated with the EC, and their products may compete with products of EC
members - either directly of indirectly. We caunot simultaneously promote
beel production in Black Africa and refuse access to markets to beef producers,
Sixth, it is clear that the share of total IC expenditure going to agriculturc
is disproportionate to agriculture's importance in the Community. Thers are
areas of more pressing need, e.g., unemployment, social policy, energy, where

the returns may be sreater and where tliere are clear public demands,

Finally the ultimate objectives of the CAP and the consistencies of
these cbjectives need to be examined. The target population of farwers needs
to be identified. The target income of farmers must be defined - ineluding
seme notion of distribution between farmers. It must be decided whether the

CAP is really an element in social policy or something more or something less,

This rather lengthy digression on the CAP is designed to show the

difficulties likely to be faced in just one area and the pressure for change.

The situation is more complex when viewed 'against projections of a
continuation of present trends with no further moves towards integration and
no concerted policiles. At a recent conference* a broad scenario for the EEC
was given, very similar im outline to that quoted earlier for the industrial
world, In very broad terms growth was projected at 2 per cent per annum in
the period 1980~1985 increasing to 3 per cent in the period 1985-1990, Inflatio
rates were expected to average 3-4 per cent in low inflation countries and

9-10 per cent in high inflation countries. Employment was expected to fall by

*
1FQ Tnstitute Munich "Europe in the 1980's".
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about 1} per cent in the first half of the 1980s and then to rise by about 2}
per cent in the second half with productivity in the range 2-21 per cent

per annum, Unemployment was expected to continue to rise. World trade was
projected to increase by 4-5 per cent per annum in the first half of the
decade, rising to 6 per cent per annum in the second half., The European
Coumunity as a whole would almost certainly remain in deficit throughout the
1980s because of higher oil prices - balance could only be restored at the

expense of other major blocks, e.g., US or Japan.

The Expansion of the European Community

In the previous section I have indicated that the expansion of the
European Community te include Spain and Portugal in inevitable. This expansion
and the recent inclusion of Greece involves changes in the economic environment

confronting Ireland within the Community.

The most obvious effect will come through the net contribution to
or receipts from the EC budget. The enlargement of the EC will increase the
¢laims on the EC budget without a similar increase in resources, given present
metheds of determining the resources of the Furopean Community. Recent
research indicates that Greece and Spain would be net recipients from the EC
with Portugal being marginal. It follows that if resources are fixed there
would be a decline in the resources available to Ireland and that the effect
would come through the Common Agricultural Policy Guarantee section, because
of the importance of agriculture in the new member countries, and reductions
in our share of the Regional and Social funds where the claims of the new
members would carry some weight given their income levels, Turthermove even
though current agricultural products from Spain and Portugal might not seem
a threat to Irish exports it is impossible to predict the supply response in
the new countries to the much higher prices for a wide range of commodities in
the present Community. Iven where resources are increased the new merbers would
still be net recipients and the absolute position of Ireland would worsen
because of the increased. contribution to the budget. This analysis abstracts

entirely from the whole question of the reform of the CAP.

The expansion of the EC will also adversely affect new foreign
investment in Ireland. In an earlier section is has been suggested that total
investment in industrial countries will be weak and that this will be reflected
in the amount of internationally mobile investment. The membership of Greece
and of Spain and Portugal provides firms outside the EC with a wider range of

locations with aceess to EC markets. The new members have the added advantage,
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in attracting new firms, of being relatively low wage and low cost countries.
Spain, in particular, has a large industrial base a sufficiently large
industrial workforce and a common land frontier. For US multinationals with
Latin American experirnce, Spanish and Portugese are nct a disadvantage. It
mist be expected that the new members will attract new foreign investment that

might otherwise have come to Ireland,

Finally, the expansion of the EC is iikely to do very little in the
way of trade crecation between Ireland and the new members. By contrast Ireland
is likaly to face more severe cempetition within the EC from the new members.
Thus the enlargement of the EC will tend to affect Ireland adversely and this

is a further nepative influence over the future.
Protectionism

The slow growth of the 1970s aroused fears of explicit generalised
protective measures between countries. There was, in fact, no such general
move towards protection. There were, howaver, a very large number of very
specific measures designed to protect individual firms and sectors in response
te lobbying., With the expected low growth of the 1980s there will juevitably
te preszures for further extensions of protective measures and these may affect
aceess by Irish produccrs to markets abroad. In general the small scale of
Irish industry makes it implausible that specific measures would be taken
against Irish firms but they would be affected by sector specific measures
undertaken by other countries. Such measures in themselves may be a response
to other restrictions - for exauple newly industrialising countries confined
within the Multi-Fibre Arraugement may scck to restrict imports from the EC,
Similarly, Japan Eould extend further its non-tariff barriers in response to

the "voluntary restraint” imposed on its car exports,

The large numbers of specific measures of protection already in place
increases pressure for new measures, The factors likely to favour the spread
of protection rather than trade liberalisation are the present high level of
unemployment in industrial countries, the regional concentration of sectors
within countries, the extent of monopoly control in adversely affected sectors,
the degree of unionigation and centralisation of unfons and finally the costs
of lobbying. The 1ikelihood must be that commercial policy will be more active
througheut the 1980 - sometimes disguised as employment subsidies, capital

grants for restructuring ete.
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The World Environment - Summary

"In this section I have attempted to indicate the type of uafavourable
international economic environment we must operate in over the 1980s. World
growth and trade will be weak because of concern with inflation, debt service
and the deflationary biases from higher oil prices. The poorer growth will
adversely affect total investment worldwide and hence the amount of
internationally mobile capital. For Ireland within the EC there will be more
intense competition for the limited investment from prospective new members
of the Community. The benefits from the CAP are likely to be reduced because
of limited resources, The EC, however, has an internal dynawic which may push
towards greater integration and concerted policies. With the weakness in world
trade and output protectionism is likely to spread - mot explicitly but in the

adoption of specific sector policies.
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THE DOMESTIC FISCAL EHVIRCNMENT

The domestic fiscal environment over the nowing decade will be
dominated by attempts to reduce and eliminate the current budget defieit and
by attempts to restructure government capital expenditure. ‘%here are, of
course, other elements of the domestic economy - méét ﬁotably the expected
growth in the potential labour force discussed in another paper in this
Conference = but 1 am here concerned with the general domestic demand situatios

as affected by fiscal policy.

In the past year there have been frequent calls to reduce the
Government Borrowing Requirement, counteved by 2n appeal to the needs of the
society in terms of investment, job creation, growing labour force, eic.

Those conecerned with the Government Borrowing Requirement, however, are very
much aware of 'meeds" - even if the economy were fully employed and the
government were in fiscal balance there would still be aeeds. The concern

with the Government Borrowing Requirement arises because of the belief that

its level is unsustainable, that it has its own dynamic and would, if unchecked,
automatically worsen over time, that future adjustment would be more costly

in terms of output and employment, and finally that its yrouth induces

undesirable effects on the supply side.

The level of the Borrowing Reguirement is related to the level of the
Balance of Payments Deficit eon current account, Movements in the Borrowing
Requivement affect the level of aggrezate demand in the economy and this in
turn affects the level of imports and the state of the current balance of
payments, Some changes in the borrvowing requirement are automatic and simply
relfect changes in the economy, e.g., a fall in unemployment would tend to
reduce the borrowing requirement, while other changes are discretionary,

reflecting deliberate action, Both autematic and discretionary factors alfect
oth automaltlc ana discreblonary ;aciors @ :

the balance of payments on current account. The aim of policy over the period

—

of the cycle should be to have the payments deficit no worse that ir would
otherwise have been. In parctical terms this involves recognising that over
the perioed of the cycle the current budget deficit should be in balance and
that Eapitai expenditure be séif—financing. If the current budget deficit is
not zero over the cycle, then the economy will suffer from excess demand
relative to the rest of the world. If simultaneously capital cxpenditure is
not such that the capacity of economy is increased to service the debt then

+ .

the payments deficit is worsened even further,
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The question then arises; does the external payments position
matter? The answer is that it all depends. It is possible to imagine a
variety of situations where the payments deficit does not matter, e.g., (i)
if there were unlimited external reserve, (ii) if foreigners were prepared
to use Irish Pounds as a reserve currency, {even here the example of both
Sterling and US Dollar are cautionary), (iii) if the payment deficit simply
reflected leads and lags in current payments, (iv) if the payments deficit
reflected investment - self-financing investment -~ either by the State or the

private sector,

The reality in the Irish case is so very different. The external
payments deficit is being financed in the main by increasing the net foreign
indebtedness of the State sector. Such borrowing is being used to finance
the Central Government current deficit and capital projects of limited value
in terms of a return enabling the debt to be serviced, Unfortunately, interest
does have to be paid. Correspending to external borrowing in any year a flow
of future interest payments abread arises and this in itself worsons the
payments deficit in the future, Such interest payments also enter into the
Government Accounts and the current budget deficit alse automatically worsens,
at current tax rates. In the most recent Quarterly Economic Commentary (July
1981) it was shown, on what can only be regarded as favourable assumptions,
that interest payments abroad would rise from il per cent of GDP to 6! per cent
of GDP between 1980 and 1985, that Government external borrowing would have to
rise from 7 per cent of GNP to almost 14 per cent of GNP simply to pay interest

~abroad and with no fiscal stimulus, and that the absolute rise in interest
payments mace abroad would be knocking about I per cent off any growth in
output. The level of external reserves would also, in the absence of other
large private capital inflows, begin to fall in money tcrms and would be

inadequate to finance day to day trading at current exchange rates,

For these reasons the level of the external payments deficit and

consequently the level of the Government Borrowing Requirement are unsustainable.

It camnot be expected that foreigners will provide unlimited funds to this
nation. If people genuinely believed this why borrow so little, Clearly it
has always been believed that there are limits and that going beyond them would
lead to a withdrawal of funds orMigher interest payments, It could then be

asked why not push to these limits. There are several reasons why a country

should not invite sudden adjustments,
—F"_'—_——N—u_h‘



First, the scale of the adjuetment would be enovmous. By 1985,
AT

on a neutral poliev stance, L\toLnal borrowing could be as much as 14 per
cent of CNi. Failure to raise this would necessitate cuts in governmen:
expenditure and increases in taxation beyond anything we are likely to

3

.

experience by waking adjustments gradually over time. The lenger it

left the B

N

the overhang of‘ggbg_jzé fhc greater the quUlled adJUSmeML-

The consequences in terms of future output and Pmp]OyTelf would be much more
serious than acuion now.
Second, a sudden ¢ ocane in megua does nct allow any changes in
* mhal
other varxablef in the economy. 1f the adjustmunt ie made gradually then lp

is possilie Lhat costs eon be effected pradunlly with a consequent adjusiment

in wage rates and invpstuent. ‘Thers s slways the hope that active incomes

policies could be adopted - speeding the adjustment even further,

The difficulty with slev adjustment is that the effeet of fiscal

-

ot reversiblc. There can be litile doubi that the

'
'
4

policy in many arcas

U

—
fiscal expans Ton of 1077/J8/7G/80 led to incressed prices in Lhe shelteved
sector of the economy and to increased wage rates watimnally. A contractionary
fiscal policy is uelikely to lerd to any fall in money wage rates. Similerly,
where expansion took the form of lucreased puliic sector ewployment or new
services to the comrunity, or reduction in tax rates, these are alwost, but

not quite irreversible.

Wiile this might secm to be well wnoun thiere ave still daily regquzst
for increased goverrment expenditure and reduced tszacion. It is not jumediate]
clear thar the society at lavge has any clear conception of the nature and
scale of tha problem. Thus the Covernment im its decision to eliminate the
current budget deficit over four yoars way be embarking on a course that the

society does wot understaand.

rmlnthno the oucgrt deficit over four

he government cnmmlrncnt tu C
e —

years has to bo soen dga;nqt ‘the size of the deficit this vear - about 8 per

cent of GNP. IL Wl]l bo 1mﬂoqs1bie to rcduce tnls deficit without severels

affecting the o erall dCMJHd sitvation. The position is, of course, made more

difficalt by the dynamlcs of the dcoh sitvation, viz., that intercst vates

are inereasing and that interest payments are constactly growing. Thus
goverument will be required to reduce the budget deficit by more than 8 pexr
cent over the four years. Tu praciical terms inis will Impast a severe demand

deflationary bias to the domestic ecnomy 1u the first half of the 1980s



taking perhaps as much as 2} per cent per amnum out of GNP. Alge because
of the dynamic nature of the debt service it may well be the sccond half of

the 1980s before the budget deficit is eliminated.

3*: There could also be supply side consequences of reducing the deficit.
If the deficit is reduced by increasing indirect taxes this will create
major pressurc on wage rates. Similarly, If taxes on labour are increased,
as seems to be the intertion, this will affeet labour costs. Ve could thus
be in a classic bind ~ reducing the current budget deficit, deflating the
economy and increasing upemployment, &&;;;ning the cost structure of industry
because of higher labour costs, not improving it because of scme slight downward
pressure on wage rates as a result of higher unemployment. The proposad
shift from direct to indirect and employment taxes by the government would 58

‘have similar cffects.

Bs\l\.‘z\”\ﬁ?"/ . . o
This very fact should give the government cause for concern in ite

medium term fiseal strategy. The difficulties on the fiscal front arc in

large part a result of an inappropriate fiscal stance over the previous few
e

years. I do not wish to go into this here as this point has been more than

———

adequately covered in the past. There is another aspoct of receat fiscal

policy that is rarely touched upon. This stance was ostensibly neutral between
J— et e e -

—~
different classes of persons. There can. however, be little doubt that there
i :

were beneficiarie

and thar the prime beneficiaries were those already well 2ff.
M - e
If one were to characterise the gainers they would be narried, middle income,

private home - and car—cwners. It is impossible to say just how much was gained
Sy Jrnn PR T Rl

=

in GNP from the [iscal expansion, as s¢ much of expenditure of people alrcady
L paN=— S
well off would go inte inports ~ either directly through for instemce holidays

ot 1 Toct P ] . . .
chread, or isdirectly through their increased expenditure on, for instance,

autowebiles. Final demand increased, but so also did imports. The effect of

a reversal of previous policy in detail would reduce final demand but would

impove the payments deficit and the government finances, witheut any necessary

;
5

) e : T |

wersening of the competetive pesition of the economy, It is possible to feel

_ e L

that the overall stance of declared fiscal policy is correct, i.e,, deflationary,

but that it could be pessible to do it in a mamner that would not worsen costs

to the same extest.

On the revenue side there are other areas - in particular some aspects
of hoalih and education where final users could be asked to contribute directly
lor services. For instance, if school attendance under the age of five is
really a child mirding service rather than an educational experience, why not

»ay for it, Similarly it s difficult to justify the poor reverue/cost
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relationship in third level education. There will, of course, often be
specific problems with charges for services where income levels are very low.
It is hard vo see how equity is served by the provision of services to all.
The corract approach is to deal with the iucome levels.

There are also implicit revenues lost under the existing tax code -

— e -

. - - » o "- .
an example heing tax rellef on interest payments, in particular on mortgage

interest, What was possibly designed as an Iinstrument of housing policy is
Dow an encouragement to bigger houses and trading up and exerts an upward
pressute on house prices, If the cbjective of housing policy is to provide
"reasonable' housing for people at different stapes of their 1ife cycle it is
difficule to see how the system of mortgage interest relief contributes Lo thi:
Indeed, 1f the systew of housing could be characterised in any way the abiding
feature 1s = wismatch with people whose incomes are high in housing beyond

their needs and the poor either overcrowded or homeless.

0Ff course, onee the notion of charges for specific services is
raised it is inevitable Lhat areas of expenditure will be examined. Raducatiocr
in SSEZEEE_Efpenditurc would in general not worsen the cost structure of
inQEizfy {an cxception to this would be if maintenance of the road system
were cut), Before expenditure can be cut, however, it is necessary to ask
what exactly is the system implied by the whole of State erxpenditure trying
to do, Docs the svstem have its own dynamic, i.e., are the individual units
really separate orpganisme with thelr ovn indepeudent prowth potential? 1Is
the contractual nature of public servaints' empleyment such that no chanse
can take yplace without thelr consent? I cannol give answers to these questidcos
the research in Ireland is pitiful. The most sipgnificant piece of work in the
area is conteined in the NESC Paper Ko. 37, "iIntegrated Approaches to Personal
Income Taxes and Travsfers” which proposed a scheme teo integrate taxes and
transfers, reduce the unfavourable labour supply elements of the present svstenm

and nealis? savings in public zector employnent. Because of the peed to reduce

the current budget defi T would sec cuts in e

nditure through wastage as
inevitable. Whether services to the public are reduced will depend on whether
the public serviee itself ceon see what the system is trying o achieve in total

and then integrate and ratisnealise.

v In addition to voncern with the current budget deficit theve must als

be some very serious concern with public capital expenditure. Thete is a

convention in lreland that evnenditure labe

——

1led rapital ig avtoratically to

t reference to its ability to penerate a return whep

be undertaken - withou
sHaeertas

- .
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benlflLs are v1de]y 1nterpreLcd Social project appraisal has never been

—

widely used in Ireland yet qgggdggugxg}_zikyonal meENs must be found of
d15t1ngg£§b1ng betqgggqgﬁg;gg}ﬁmqu rejecting some. This upplles equally

to projects undertaken by semi—State‘ZAmﬁéﬁies. In the nature of project
appruisal, some projects would, in fact, bquejected and others expanded.

The net effect would almost certainly be o reduction in expenditure denoted

as capital, It is difficult in lookirg at public capital programme expenditure
over the past few years to feel that there was an equivalent increase in the

productive capacity of the eccnomy from this expenditure. GCiven the need te

reduce the payments deficit through reductions in the borrowing requirement
it must be expected that financial stringency would force project appraisal
on the public sector and that on balapee capital expenditure will faii.

In this section I have councentrated fairly narrowly on fiscal

censtraints likely to operate im the 1980s. The general picture that emerpes

is of 2 maJor d(flatlona*y bias in the system pcrnans wall ]nto Lhe econd

e e et e i

half of the decade. On the currcnt side the current hudget de;lc:t is expected
m———
to b2 reduced gradually, while on the capital side project appraisal techniques

will weed out worthless projects.
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A PROJECTION FOR THE 1980s

It is pecessary to get a feel, in terms of rough crders of
nagnitude, of likely developments in GNP and some of its components over th
1980s on the basis of the previous analysis., 1 will sunmarise tbe main

factors on the demand side,

The world economic enviromment will remain very weak iua the
decade. At best growth could be marginally higher than iun the 1970s but the
likelihood is that it will be lower because of worldwide inflaticnavy fears.
This will affect the Ivish economy in two ways. Tirst, through the growth of
industrial exporte from the existing industrial base and secondly thiough the

growth of new investment from abroad. Roth are likely to be wesker tharn in

the 1970s becauce of the weaker international climate. Proposcd expausion

of the European Community will also adversely aifect us in economic terms,

There will be increased pressure on expenditure from BC funde withour a
consequent increase in vesources and this will affect the CAP, and the wvarious
funds that we currently receive aid from. The expansion will also raduce

the relative attractiveness of Ireland for new foreign investment sceling
access to EC markets. There will also be pressure to reduce real agrieultuval
prices. Finally, on the external side real oil prices arve likely to contitus
to rise over the decade (discrvetely rather than continuously) so that the tarms
of trede will continue to worsen. Throughout the 19703 there was an annval
worsening of about 1 per cent per annum, and this could bc about the same in
the 1980s reflecting weaker agricultural prices aud higher energy prices;_jl_ﬁ

continuous d“LDrLOFBtlDW in tue terms of trade of this order of magnitude

DRSSP

does a great deal of damage to the balance of payments. TIn 1982, for instance,

al er cent deterioration in the terms of trade adds about £80 million to th

payments deficit - a sustained rise is, of cource, much more serious as it

cumulates over time.

The dowestic envirooment is also likely to be weak through demanq

deflatiopary weasurcs, This will affec* govarnment consumpt;on expendltq;e

JU—

directly through r001 an1qat10n and rdtlﬂnallsatloq, capitael expendlture

Q;ﬁQLL;HELjinllLLJﬂuE&m&E_EzR&gg&EE£§ through

the effects of increased taxation. Consumer expenditure will, of course also

through mo:emcoﬁtﬁo}wpf__p1

~ be weaker because of the induced effect of declines in other variables.
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Togather the external and internal demand deflationary bias add up
to a poor picture for developments in the 1980s. If we assume no change in
the competitive position of the economy, the picture for the 1980s - in very
broad terms - is given ia the table below., The assumptions on the demand
side are as given above and the projection is based on average experience
in the £97Cs for the relationship between exports, investment, government,

consupption and imports.

GNP GROWLR 1970-19%0

19701980 1980-1990
% Change
Private Concumption 23 5
Government Consumption 5 -1
Investment 5 1
Exports 7..__‘_____\_6_\
Imports 6. .4 . . .2
GhY 33 24
GNP . 34 2
Terms of Trade -1 -1
7 GNP 1n 1980 15990
Current Pudget Deficit 6} 0
Current Balance of Payments Deficit 8} 6

The figures in the table are those consistent with the picture we
have drawn of developments in the 1980s, TIn spite of the elimination of the
current budget deficit the exterpal payments deficit still remains at about
6 per cent of CNP., The principal reasons for this are tﬁg_gffigg_ggiggigfowth

in interest paymentz abroad aud the deterioratigﬂﬂig,;hg_;ggmgmggmgggde. Indeed,

adjusted for the terms of trade GNP would grow by little over 1 per cent. The
figures should not be taken as suggestive of a smooth path. In reality the

teal weakness is concentrated in the first half of the decade with some recovery
in the second half as world trade grows more rapidly and when the current budgat

comes back into balance,

The assumption of no change in the competitive position of the =conomy
is equivalent to an expectation that wage inflation will remzin very high
following the high degree of price inflation already in train. High wage

inflation will then be validated by exchange rate movements reflecting
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differences over the decade in relative cost inflationm.

The projection Implies a fall in the growth of GNP from 31 per cant
per annum in the 1970s to 2 per cent per annum in the 1980s. As overall
employment between 1971 and 1981 grew by about 1.17 per anuum the implication
is, other things, remaining equal that employment will not rise over the

< e o e LT
decade. What this means in terms. of unemployment is that the level of
u;z;;1oyment could increase by over 300 per cant between 1580 and 1991, given
the age structure of the population. However, one only has to carry out this
exercise to realise its futility, An increase of this order of magnitude
{(with one quarter of the potential labour force unemployed) camnot but affect
the way in which the economy functions. The emergence of increased vneuployment
will induce changes in the economic system. The most obvious ways will be
through the eifects on wage vates, increased emigration, the contimued growtl
of the black eccnomy, more movement in and out of the labour force and
reductions in participation rates. The adjustments in the economy will come
through primarily in the effects on wage rates and the growth of the black
economy.  Tf the existing institutional framework for wage negotiation is not
modified under the pressure of increased unemployment then there will emerpe
a dual type cconomy with very high wage rates in one sector and low wage
retes in the other sector. Because these sectors will be competitive with
each other in wany arcas, wage rates and employment in the high wage sector
will be forced down. This process takes time and causes severs hardship.
During tlis process euigration as a factor will also tend Lo emetge once again.
\s wage rates are forced down inflation will be reduced and exchange rate
movenents vill be less or non-existent. It is possible that the shift in
wage rates may result in competitive gains, Even with these sort of adjustments
the unemployment situation will remain serious simply because of the lags in

—

the system.

The Ireland 1 have described in this section is not even remotely
cloge to ar ideal. Tt is an economwy of litrle change in living standards in
the aggregate, and of much hardship and povertyin the particular. The primary

veason for this is the need to sort out the public finavces to aveid a worse
ces

~
situation, coupled with the yrowth in the potential labour foree. It is

—_— -
possible through souial welfare payments and public works prograrmes to contain
the worst aspects of hardship 2nd poverry if the poor and unecmployed are

quiescent, but it is doubtful if that sort of society is worth having.

519154
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POLICY FOR DEVELOPMENT

Faced with the situation deseribed in the previous section there

are quite different individual responses.

For the economist the traditional instruments of demand mapagement

policy agg_iycn that they can only be used to prevent a worsening situation,
There is no Egoﬂlblllty of f*scal oxﬂanqlonlsm. The semi-state sector is
BEELLY

currently going through a period of f1nanc191 retrenchment and there are no

obvious pew projects or aress that new state companies can expand into. If

anything is to be done through the public sector e.g. direct employment it will

involve increased taxes for finance add the scale of required taxation would

be enormous. )
For the citizen the scale of the problem is hardly understandable

yeb they have an expectation that the problems can be sorted out. This

expectation has been fostered by a belief that there are costless solutions to

all problems, by Lhe claim of cconomists to understand how the system works

and by the claims of politicians to represent and lead the people.

Tor the politician the future ig unenviahle, It is clear that
traditienal policy instruments can provide nothing to ease the necessary
adjustment oftlie decade. Tt is not merely a questior of re-election but the
livelitocds of very many people. This is not a game with aumbers or debating
points in parijament and for that reason the politiciam can legitimately ask
vhat changes is institutions or parameters would be reguired te ease adjustment
and to initiate employment growth. In essence giver the demand situation

outlined earlier this amounts to asking how cests in Ireland can be improved

to increase market share abroad and reduce competitive imports.

————— e

Alternatively, given the productive potential of the ecomomy - as
indicated by the capital stock and the growth in the potential labour force -

can the cost tructure of the ﬂconomy be Varled to realise balance of payments

and cmplgzgggg_galns?

Variations in the > cost structu"e 01 the econeny do not come Wlthln
the amblthgf P{?dltlgnaﬁ.Rﬂii:zw}nStr”“mntb,EEEE.E§—§;£thh The cost
structure reflects the specific natural resource endowment of the country, the
legal system and enshrined constitutional rights, the physical infrastructure

{roads, harbours, communications), the size of the domestic market, the size
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of the domestic market, the siza of the non-farming self~emploved labour

force, the level of incomes and the shape of income distribution, work customs
and practices., GSeen this way changes in the cost structure would affect
perceived natural andeconstitutional rights, and behavioural relationships

e.z. the relationship betwren unemploymeat, wage rates znd the distribution

of income. Of course changes in any event would be inevitable - induced

by the weight of unemployment in the coming decade. It is idle to pretend

that present property rights or wage rates cculd be maintained in the face

of the hardship and poverty of the future. The question that arises is: is the
society prepared to sacrifice perceived rights and change behaviour patterns

as a response to expacted difficulties, or ﬁill those changes be induced with

a lag in reaction to actual difficulties. I still retain the hope that socicty

will in fact voluntarily vary the cost structure.

The largest single element in domestic costs is labour gosts. 1f we
- v =2 LK

are-prepared to treat labour costs as an instrement of policy this would provid
[T la . ‘

an instrument for significantly easing the difficulties over

the future. This

oceurs In several ways. '

First, in the expused sector of the cconomy it increases cost
competitiveness at the margin, An increase in cost competitiveness will be
reflected in increased market share abroad and at home. This may come about
for purely price reasons or because improved profitability cap be used to incre

warketing, improve quality, increase stocks and improve delivery dates,

Second, variations in labour costs affect the relationship betwren
the price af labour and the price of capital at the margin. There would thus
tend, again at the margin, to be some substitution towzrds labour in new

investment. This would apply in both the exposed and sheltered sectors,

Third, variationt in labour costs would recomstitute the financial
position of the corporate sector providing them with the funds for increased

capacity expanding investment,

Fourth, variations in labour costs would provide some control in
the growth of average public sector pay and hence in the extent of tax increases

necessary to reach and maintain a current budget balance.

Fifth, variations in labour costs would previde income relief for

farmers caught in a low CAP price rise/high domestic inflation situation.



24.

it is easy to see the obvious bemefits from variations in labour
costs, It is quite enother thing to realise these benafits. Among industrial
coun tries there are few examples of successful policies on labour costs to
maintain employment. The most outstanding is Austria which simultaneously
has few fiscal problems and low inflation, Both Norway and Sweden have been
successful in decelerating income and price inflation - but in Sweden's case
at the cost of a deterioration of the fiscal system which cannot be maintained,
Germany and Japan have also been successful in moderating wage and price
inflation but this has involved severe fiscal and monetary restriction.
Belgium by contrast has not been successful in moderating wage inflation and
has suffered high unemployment, high inflation and fiscal imbalance - but
jt seems that with a long lzg wage and price inflation may be wmoderating under

the impact of high unemployment., In the U.K. the lags seem to be as long.

Any success with variations in labour costs depends on the structure
of industrial relations and on a common understanding of the problems, and
a willingness to deal with fears that arise. All these factors are important,

singly and jointly.

¥irst the structure of industrial relations is important. There
should be: central organisations of employers and trade unionists; a forum
for regular contact and discussion between these central organisations;
agreemants negotiated and contracted at the national level; contact between
members and central organisations to ensure compliance with agreement on
both sides; and finally a body recognised as independent providing cbjective

data, forecasts aud analysis to the social partuers.

Secondly there should be a common understanding of the nature of

the problems faced by the ecomomy. Without this we can throw cur hat at

change.

Assuming that the structure of irdustrial relations has the
characteristics listed above - some could argue that we already have them-
and this common understanding of problems are the difficulties likely to be
faced., The difficulties are legion. Any call for variations in labour costs

reduces to a call for reductions in wage rates of organised workers. Since

we are concerned with the external account this might seem to reduce further
to workers in the exposed sector of the economy, (in industry and the tourist
service sector) - people vwho by the standards of workers in other sectors and
by the standards of the self employed are not well paid, This difficulty is

heightened by the more obvious fact that the call for income r2straint comes




in general fromthuse already well off and indeed engaged in a ceaseless quest
to become better off. There seems little that can be done but to face this
issue honestly. I have already veferred to the bias of taxation and
expenditure changes over the past years. This needs to be reversad, not ecnly
because of the immediate balance of payments Yequirements ol the economy bui
alse on simple equity grounds. Not only this, income restraint must bz seen
to operate betwcen the exposed and the sheltered sector. Inm miany areas in the

sheltered sector incremental salary scales are the rorm, whereas this is not

copmon in the exposed sector. Incremental scales are often a contractual

right (as indeed is promoticn in some areas), vet they can make nonsense of
an income restraint policy. The situation vis-a-vis the self emploved is
even wgore difficult as we know so little about their incomes, it is widely
believed that income tax allowanceas are too generous and that incomes are
deliberately vnderstated to reduce the tax burden. Whers it is believed that
tax receipts from the self employed are too low this is sieply a question of
a change in the net incentive, changes in allowances and mora resources
through the Revenue Commission. A move towards a general negative incore tax
structure could provide all of these, Wiere income lavals are already very
high it is necessary to decide if these are cue to restrictive practices on
entry, tempovary shortages or menopely pricing. If so then freeing the lahour

market would act asa powerful brake on income growth.

In addition to these more obvious problems of equity there are
problems arising from differences belween sectors and firms, At the sectoral
level some secturs may be in long term decline. Variationg in labour costs at
best can slow down this decline since there will be no expansion or investment
from restraint. In other cases management, even in a growing sector, may
simply not be up to it, and restraint is lost in bad management, Finally of
course owners may see vestraint solely in terms of higher dividends. 4 4y
point in time all these factors will be at work pulling against the noticn of
restraint and incressed cost competitiveness. Where sectors are in long term
decline these can be identified beforehand and realistic expectations Fformulated.
Bad management is more difficult to track particularly if a sector is in decline
- movements in financial apgregates and ratios can perhaps provide a clue to
individuel company performance and problems, but thesc have to be available in
a timely maaner. Where investment is not taking place in spite of increased
profitability the tax system can be used to cream off excess profits, This
might prove necessary in any event for wany small fivms where javestment

expansion is not practical simply because of the very small size of firms.
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For the corporate sector the most significant changes would be the
necessity to provide accounts for other than tax purposes, to have performance
monitored by other than owners and by the transfer of rights to workers because

of labour cost wariation.

Over the past 20 years there have been constant calls for effective
incomes policies, Unfortunately it has never been possible to state with
absolute certainty that for imstance If income levels were 1 per cent lower
than employment would be { per cent or } per cent or 1 per cent higher. Nor
was it possible to indicate the timing of increases in investment and employwent
as there may be leng lags in the system. The growth of new industry and the
changes in industrial structures over the last two decades renders the vesults
of statistical analysis very uncertain. This does not mean that such a
policy is incorrect, merely that we cannot be certain of the magnitudes or the
timing. We can be zertain of the direction i,e. positive. The much feared,
bui rarely guantified, effect on domestic consumer demand of variations in costs
are short term and may even be overcome in the short run by the external impact,
depending on the phase of the world trade cycle., Next year world trade growth
iz likely to be greater than in the recent past and .offers a suitable oppertunity

for variations in costs.

As an interesting example of what might be expected from variatioms in
costs the most receni medium term strategy for the Swedish econcmy envisages
two alternatives up to 1985. In the first,the Swedish Economy experiences
cost advantages vis-a-vis competitors and in the second, development remaing as it
was in the 1970s. 1In the first case average hourly earnings up to 1985 are
assumed Lo grow by 8.57 per anmun whereas in the second case average hourly
earnings grow by 11.2% per annum, The differences come threugh primarily on
exports and imports with exports and imports rising by 7.3 and 3,5 per cent
per annum under the first alternative and 2.6 aud 4.1 per cent in the second.
GNP in the former case increases by 2.5 per cent per annum and employment rises
by 1.2 per cent per anaum. In the second alternative GNP rises by l.1 per
cent and emplovment would fall. Because of the importance of the sheltered
sector the different wage assumptions lead to differences in the rate of inflation
8} per cent in the first case and 10} in the second. 1In the first case
budgetary balance is restored by 1985 and the economy can continue reasonable
growth while in the second the deficit worsens and by 1985 the Swedish economy has

to do it all over again.




27,

What drives this particuler economy to virtue is the variation
in lzbour costs - in effect a 2 per cent per annum reduction in the growth of
labour costs leads to a restoration of budget balance, steps to external

balance and increased GDP ~ of 1.4 per cent,

It is of course very risky to translate these types of [igures
for one economy onto another. The Irish economy is more open, the product
range is quite different, and competitive imports are almost certainly less
than in Sweden. Vet even preliminary investigations of our own suzgest that
the results of variations in money incomes on employment and GDP are not
trivial. A reduction of 2 per cent per annum in labour costs relative to other
countrics could have a significant cumulative effect on output, empleyment
and inflation - what this means is that if labour costs on average in other
countries are rising by about 10 per cent we should be aiming for increases

of about 8 per cent.

If the growth rate of GUP were 4 per cent over the decade
becavse of competitive gains the employment position would be very much bhetter
with employment increasing by 11-2 per cent at worst leaving the present level

of unemployment, and at best reducing it to about 60 thousand.

While a variation in labour cosis is clearly the most important
elewent in increasing cost competitivenmess it is not the only element. The
State deoes have a supportive vole In other areas. The most obvious is in
infrastructurzl development - wore particularly in road and communications
expenditure, In all of this there is a need to be cost effective., It would
be interesting to compare costs in roadbuilding here with those in other
European countries frowm the initial conception of a road to its completion.
How far does the existing legal and planning system and property rights add
to costs. Similarly in terms of the telephone system it would be interesting

to know why nev installations per person employed are so low.

Over and above this the State can seek to anticipate changes in
industrial structures and ease change. If gkill shortagses are likely to emerge
then training programmes can be adapted, If skill shortages alrveady exist
the State can help in reducing barriers to entry and in encouraging new entrants
through training schemes. If regional mobility is a problem for purely
institutional reasons e.g. different requirements for Local Authority Housing,
then the State can seek to ease regional mobility. The role for the State would
be interventionist to make the market clements in the society function better

and the non-market elements function in a more cost-effective manner. 1f the
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State sector sees profitable investment opportunities these opportunities
should be pursued. Finally the State has an information role e.g. in
marrying up needs and suppliers in industry and in indicating new products

and processes.

Tt is only through measures such as these that we can mitigate
the worst effects of necessary deflationary action and take some steps to
increasing employment. If we cannol even do this, once having been warned,

then in truth, the drezm is over.




