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1 Introduction

This module will give students the tools to understand and interpret economic data about the Irish
economy today. The Irish economy can be understood using the tools of Macroeconomics, the study
of the overall aspects and workings of a national economy, such as income, output, and expenditure
at national and international levels. Students will be exposed to simple methods of data analysis
and nontechnical readings designed to give a brief but thorough overview of the Irish economy
today and its evolution through successive antecedent eras of economic decline and advance over
the decades since the formation of the State.

1.1 Lecture times and Contact Details

There are 8 contact hours. Classes will meet on the 8th of November, 5th and 18th of December.
Attendance is compulsory. Notes and presentation materials will be available before the lectures
at http://www.stephenkinsella.net. Feel free to contact me by email to arrange an appointment.

2 Readings and Lecture Outlines

There are two main books for the course, both of which are available in the library, their call
numbers are given. Alternatively, students can click on the links on to buy the books online. Extra
readings will be available to download from the course website at stephenkinsella.net.

• A rocky road : the Irish economy since the 1920s, Cormac O Gráda, Manchester University
Press, 1997, (UL Library) 330.9415082/OG, or buy it at Amazon.co.uk.

• The Economy of Ireland : national and sectoral policy issues, 9th ed. edited by John O’Hagan
and Carol Newman, Dublin : Gill and Macmillan, 2005 (UL Library) 330.94170824/OHA or
buy it here from Gill and Macmillan.
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Lecture One Historical background to the present Irish economic environment. A statistical
overview of Public finances since the formation of the State. Definition of key macroeconomic
variables, models, data sources, and identification of key macroeconomic data sources. Ireland
and the EU, the development of the Celtic Tiger.

Readings: O’Gráda, Chapter 2, O’Hagan, Chapters, 2 and 3.

Lecture Two Capital movement in the 1990’s, inequality in Ireland over time, international mi-
gration since the formation of the State.

Readings: O’Gráda, Chapter 4, O’Hagan, Chapter 6.

Lecture Three Labour movements in the EU, property prices in Ireland and inflation since the
1980’s to the present day.

Readings: O’Gráda, Chapter 5, O’Hagan, Chapter 10.

3 Assignment

Directions Please answer both questions, and email your answer as a word document to stephen.kinsella@ul.ie
by the deadline, which we will decide during lectures. (Please note, each question should be
answered within a 1500 word limit.)

Question 1 Please allocate an equal amount of your essay to each part of the question.

• Outline and discuss the factors accounting for the Celtic Tiger period in Ireland from
1994 to 2000.

• What factors might explain the slow-down in 2002?

• Comment on the prospects for continued high levels of economic growth in 2004 and
beyond.

Question 2 Ireland faces three main challenges in the present era of globalization and financial
market integration—tighter economic integration with Europe and the United States vying
with ever greater competition from Eurasia, increasing flows of international migration, and
increasing costs of economic fundamentals like oil, gas, and rising house prices driving up
inflation.

• Define what you mean by ‘globalization’.

• Explain three policies and the policy variables (such as increased taxation, etc) a proac-
tive government might use to meet these three challenges.

• Make sure to structure your answer to include all three challenges, defining technical
terms as you go.
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IS  THE  CELTIC  TIGER  A  PAPER  TIGER?

Cormac Ó Gráda

Last year Ireland’s GDP grew faster than anywhere else in the world.  In 2001 Ireland

remains at the top of the OECD growth league (Economist Intelligence Unit, 2001: 10-11;

OECD, 2001: vi).  Nonetheless, though the Irish economy continues to attract the headlines,

gone is the euphoric tone of even a year or two ago.  Now attention focuses more on plant

closures by (mainly U.S.) multinationals and the downward revision of growth forecasts. 

Economists debate the prospects of a ‘soft landing’ and the sustainability of growth rates half

or less those experienced in the 1990s.  Nonetheless the achievements of the last decade or so

have been indeed notable.  For reasons noted below, they are better captured by GNP per head

than by GDP per head.  Not only has GNP per head in the Republic moved far ahead of

Northern Ireland’s in the 1990s, but it has reached that of the UK as a whole.  Living

standards have risen too, if not quite in tandem.  Who would have believed all this possible

even a decade ago?

Just as there was no hint that a Celtic Tiger was about to roar in the economic

commentary of the early 1990s, there was little sense that the experience might prove

temporary in the commentary of the late 1990s (e.g. Gray, 1997; Sweeney, 1998; Tansey,

1999; Barry, 1999).  Accounts of the Irish economic miracle tended to be very present-

centred.  Reading them just a few years later, they seemed to imply that Ireland had switched

definitively to a new, higher, steady state growth regime.  So much so that for a few years

policy makers from far and near sought the key to achieving rapid sustained economic growth

from Ireland.1  It became the turn of IDA personnel and Irish economists to travel abroad

offering rather seeking advice.  

A longer-term, more historical perspective suggests a less dramatic spin.  Measuring

the performance of the Irish economy against that of the OECD convergence club (shorthand

for the pattern reflected in Figures 1(a) and 1(b) below) between mid-century and the mid-

1980s implies serious under-achievement.  In this period only the 1960s offered a ray of hope. 

The 1950s were a ‘lost decade’ of virtual stagnation and mass emigration, while between 1973

and the mid-1980s the record was one of initial growth fuelled by reckless fiscal deficits and a

bloated public sector, followed by a painful fiscal correction.  However, applying the same

simple convergence framework to the 1950-1998 period as a unit suggests that Ireland was
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‘on track’, in the sense that it grew as fast as an economy with its 1950 income level might be

expected to grow (Ó Gráda and O’Rourke, 1996; 2000).  The difference is clear from Figures

1(a) and 1(b).  This, and signs that the economy is now returning to more modest growth rates,

suggest that the Celtic Tiger’s main achievement was catching up with the rest.  Seen from

this perspective, the signs that growth is slackening are nothing to be concerned about.  Press

commentary evokes a sense of disappointment, however, and public policy, with its focus on

the need for yet more and more imported capital and imported labour seems hell-bent on the

pursuit of continued rapid growth.
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The current slow-down suggests the following interpretation of the half century.  Before the

late 1980s decades of protectionism followed by wrong-headed fiscal policy widened the gap

between Ireland and almost every other economy in western Europe except Britain.  At the

same time the Republic had developed some of the prerequisites for faster economic growth:

an underemployed labour force; a stock of emigrants willing to return, given better job

prospects;  ample energy supplies; an underutilised transport network; a competent and honest

public service.  An attractive tax package for U.S. multinationals attracted by the prospect of

the single European market, and the conviction that Irish policymakers had learned from the

mistakes of the late 1970s and early 1980s, did the rest.  There followed the hectic Celtic

Tiger interlude, and by the end of the 1990s Ireland had made up the ground it had lost. 

This record is summarised by the fact that Ireland, where GDP per head was the same

as in Italy in 1950, fell far behind in the following three decades or so, and then more than

made up all the lost ground from the mid-1980s on (in 1998 Ireland’s GDP per head was eight

per cent higher than Italy’s).   So is the bottom line that Ireland had caught up and that its new

growth trajectory would sweep it pass not just Italy but everybody else?  Not so.  The present

value of Irish GDP per head, discounted back to 1950, would have been 28.9 per cent higher

had it experienced Italian growth rates over the period as a whole, with the slightly lower

Italian average growth over the period, but concentrated at the beginning rather than at the end

(Ó Gráda and O’Rourke, 1997; 2000; see Figure 2).  Moreover, the spectacular output growth

rates of recent years tend to make us forget that productivity performance was not so

spectacular relative to the record before 1987.  The growth in output per worker between 1971

and 1987 was almost as fast as that in the decade that followed.  Whence Brendan Walsh’s

comment that ‘if attention had been focused on output per worker rather than total output the

phrase ‘Celtic Tiger’ would never have become popular’ (Walsh, 1999: 3).
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So what produced the Tiger?  One of Ireland’s leading macroeconomists has argued that

several factors played a role, and that ‘we cannot establish the relative importance of each’

(Walsh, 2000: 671).  Still, it is hardly surprising that a recent acclaimed account by an ex-

politician and an ex-head of the Industrial Development Authority would give pride of place

to politicians ‘who took a long-term strategic view on a number of specific issues’, and the

‘rifle-shot, rather than the scatter-gun, approach’ to seeking out multinationals adopted by the

IDA since the 1980s (McSharry and White, 2000: 363-4, 368, and passim).  Other factors

often highlighted in the literature include fiscal restraint, generous tax incentives to

multinationals, EU largesse, plentiful human capital, a pliable labour force, and social

partnership.  It is the contention of this paper that some elements in this package of factors

have been oversold, and that others were geared to delivering catch-up, but not limitless

growth at the rates achieved in the 1990s.

Human Capital:

Government spokesmen and the IDA frequently stress the part played by Ireland’s

human capital.  The argument has been overdone, for two reasons.  The first hinges on the

distinction between the social and the private return on education, too often neglected in this

context.   Indeed in the 1970s and 1980s analysis focused on the gap between the two, due the

emigration of so many of those with third-level qualifications (e.g. NESC, 1991).  In the

circumstances, investing more instead in infrastructure such as roads and telecommunications

might have yielded a better return.  The claim that schooling has boosted growth tends to rest
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on a growth accounting approach to human capital’s contribution, which in effect assumes

that it had no opportunity cost (Durkan, Harmon, and Fitzgerald, 1999; Tansey, 1998: 250).   

Ireland’s investment in education is now undoubtedly producing high private and social

returns, quite apart from ‘new growth theory’ gains, but who is to say that less investment in

schooling at times in the past would have been the more sensible option?  

The second reason why the case for investment in human capital has been oversold is

that, for all the hype about Ireland’s highly educated workforce, recent international

comparisons show it in a less than stellar light.  Ireland passes muster when measured by the

Third International Mathematics and Science Study (TIMMS), which tested samples of

schoolchildren in their early teens in 39 countries in 1995: in these tests Irish schoolchildren

came fourth out of the thirteen EU countries included.  However, the much-cited International

Adult Literacy Test (IALS), which focuses on those old enough to be in the labour force, is

more relevant.  IALS, which measured adult literacy skills across OECD member-states in

1995, returns a less impressive verdict.  By this measure Ireland came ahead of only Portugal

of the ten EU economies included (see Table 1). 

Table 1:  HUMAN CAPITAL LEAGUE TABLES

COUNTRY TIMMS/

maths

TIMMS/

science

IALS/

prose

IALS/

docum ents

IALS/

quantitative

Aus tria 2 1

Belgium 3 11 7 7 7

Denm ark 9 12 6 3 2

Finland 2 4 6

France 5 9

Germany 6 3 5 6 4

Greece 12 10

IRELAND 4 4 9 9 9

Netherlands 1 2 4 5 5

Norway 10 7 3 2 3

Portugal 13 13 10 10 10

Spa in 11 8

Sweden 7 6 1 1 1

UK 8 5 8 8 8

 

Note:  for a full explanation of scores see Barro and Lee (2001).
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 True, Irish educational standards have improved significantly in recent decades, especially

due to the introduction of free second-level education in 1967, but correcting for cohort

effects does not make much difference (Barro and Lee, 2001; Steedman and McIntosh, 2001). 

This suggests that commentary in the 1990s exaggerated the quality of the Irish labour force. 

Perhaps fluent English meant more to U.S. multinationals than high IALS scores.  That,

however, is hardly a function of policy, nor specific to the 1980s or 1990s.

Fiscal Policy:

Ireland’s efforts at setting its public finances right in the 1980s attracted a good deal of

attention abroad.  In 1989 Rudiger Dornbusch scorned at a ‘failed stabilization’, which a few

years later would spawn the concept of an expansionary fiscal contraction (EFC).  An EFC

occurs when the deflationary effects of budgetary surpluses on aggregate demand are

outweighed by their positive impacts on private expectations, investment and consumption. 

For a time the role of EFC in jump-starting Irish recovery was the subject of much debate. 

The latest consensus is against it.  Of course, this does not rule out a role for stabilisation

policy.  McSharry and White deem fiscal stabilisation ‘the main precondition for a sustained

economic recovery’, and the case is more formally stated by Patrick Honohan (1999). 

Unquestionably without the dramatic, unequally-borne fiscal corrections of the 1982-7 period,

DFI would gone elsewhere and the Tiger would not have roared.  However, had the economy

not almost self-destructed from the late 1970s the corrections would have not been necessary

in the first place.  In other words fiscal stabilization was about making up lost ground, not

achieving a new steady state. 

The transfer of about IR£9 billion at 1994 prices to the Irish exchequer between 1989

and 1999 through the EU’s Community Support Frameworks (Delors I and Delors II) arguably

eased the challenge of fiscal stabilization, as Marshall Aid did for other European economies

in an earlier generation.  But macroeconomic simulations suggest that in accounting for the

Celtic Tiger the transfer was an ‘also ran’.2  Frank Barry, John Bradley, and Aoife Hannan

(1999; see too Honohan, 1997) found that without it GDP would have been 3 to 4 percentage

points less in the late 1990s.  This must be set against the doubling of real GDP between 1990

and 2001.

Since 1987, when the Tiger was born, and today the ratio of government revenue to

GDP has dropped from 40.3 to 33.2 per cent, and the ratio of public expenditure to GDP from



7

48.5 to 27.7 per cent.  The Irish public sector is now the smallest in the EU in relative terms. 

Over the same period the ratio of national debt to GDP has fallen from over 100 per cent in

1987 to 38 per cent by the end of 2000.  The timing suggests that Ireland’s current status as a

low tax, low public debt economy is a product of the Celtic Tiger, however, not its cause.

Social Partnership:

A similar argument can be made about social partnership, introduced in 1987.  Irish

economists were initially very sceptical of it (e.g. Durkan, 1992), but the scepticism soon gave

way to a conviction that social partnership was a distinctively Irish contribution to economic

success.  Some now even argue for social partnership as a recipe for long-run growth in a full

employment context.  Here too history has something to say.  This ‘Irish solution to an Irish

problem’ bears a close resemblance to the tripartite contract between labour, capital and the

state developed in many other European economies in the early 1950s.  In those cases

organised labour made a commitment to wage moderation in return for a capitalist

commitment to re-invest profits and the state’s commitment to the welfare state.  The

particularly Irish feature of social partnership in the 1980s and 1990s, in an era when the

welfare state was under threat in any case, was the state’s undertaking to reduce personal

taxation instead.  

Social partnership worked well in the mess left behind by governments in the late

1970s and early 1980s.  The commitment to wage moderation made sense when

unemployment was high, and contributed to the share of wages and salaries in GDP plunging

from 57.5 percent in 1987 to 46.3 per cent twelve years later.  Wage moderation in the heavily

unionised public sector was a boon to the public finances.  Social partnership also kept down

the number of industrial disputes and workdays lost.  The system has persisted, its most recent

embodiment being the Programme for Competitiveness and Fairness.  However, in an

economy like Ireland’s in 2001, where unemployment is three per cent, the scope for social

partnership 1980s and 1990s-style is less compelling.  Wage moderation simply leads to

excess demand for labour and loss of credibility for the trade union movement.  Ironically, key

features of social partnership   –  centralised bargaining, wage moderation, low wage

dispersion   – were identified by some labour economists as reasons for the poor performance

of some European economies in the 1980s (e.g. Calmfors and Driffil, 1988; Freeman, 1989). 

For social partnership to continue working it needs to re-invent itself.
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‘Free Trade’:

In the 1960s Ireland scrapped much of the protectionist apparatus built up since the

1930s.  Tariffs were reduced unilaterally, and the Industrial Development Authority, originally

an arm of protectionist policy, was transformed into an agency to attract foreign capital.  But

what emerged was hardly free trade.  Instead Ireland shifted from one form of trade distortion

to another:  export-subsidizing industrialization (ESI) replaced import-substituting

industrialisation (ISI).  A trade sector bloated by DFI replaced one shrunk by ISI.  However,

while ISI resulted in small and mainly indigenous factories, short production runs, and high

costs, ESI relied on foreign capital and a global (though mainly European) market, and so was

more likely to involve firms and industries subject to increasing returns to scale; it was also

more likely to generate productivity enhancing agglomeration effects.  There is some evidence

to support this (Barry et al. 2001).

Perhaps it is too soon to ask whether this new, more sophisticated form of

protectionism has produced any grown-up infants.  Can subsidies to export-oriented

multinationals generate dynamic gains that ISI-oriented protection cannot deliver?  The first

generation of multinationals, those introduced in the 1960s and 1970s, certainly failed to

deliver on this score.  Some researchers, like NUI Galway’s Roy Green, are more optimistic

about the current generation: according to Green, the policy of concentrating on high

technology sectors and forging linkages with the local economy ‘has proved to be a winning

formula in the development and sustainability of Ireland’s extraordinary economic

metamorphosis’ (Green, 2000).

It bears noting, however, that public policy has led to Ireland being one of the only

countries in the OECD in which manufacturing’s share in output has continued to rise.  The

rest of western Europe has been experiencing de-industrialization since the 1970s.  While

manufacturing’s share in the Republic’s GDP has risen from barely one-fifth in the 1950s to

35.4 per cent in 1970 and 38.4 per cent today (1999), its share in the UK has plummeted from

35 per cent in 1979 to 23.9 per cent in 1999.3  Some of the rise in the Republic is the product

of DFI-induced transfer pricing, but employment data corroborate Irish distinctiveness in this

respect. The proportion of total civilian employment accounted for by industry has fallen

throughout Europe in recent decades, but in Ireland it has held its own (Figure 3).  It is

striking that the shift in Ireland’s occupational structure is so different to that of the rest of

northwestern Europe.  Is it because Ireland has bucked the European de-industrialization trend
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that it has done so well?  Is this a reflection of Ireland’s true comparative advantage, or is it

merely a distortion produced by the corporate tax regime?  One argument on the side of

optimism might be that the ‘rust-belt’ de-industrialisation responsible for the decline in the

industrial labour force elsewhere (as in Northern Ireland) is the product of an earlier industrial

phase that largely passed the Republic by.

Figure 3 

Corporation Tax:

For a long time Ireland paid a high price for how it exercised its economic sovereignty. 

  Today it is reaping the benefits of independence.  While the gaps between poor and wealthy

regions of the United Kingdom are slow to narrow, and in some cases are widening, Ireland

has overtaken the UK in terms of output, if not quite in living standards.4  The main economic

benefit of sovereignty has been control of fiscal policy.  Ireland can get away with its low

corporate tax regime because it is a small economy, producing about one percent of EU GDP,

and because it was the first to offer foreign investors such tax concessions.  Size matters: if

Germany or France decided unilaterally to reduce its corporate taxation level to the 12.5 per

cent across the board rate being introduced by Ireland in 2003, it would risk breaking up the

EU.  Being first matters:  Ireland’s position in this near-to-zero sum game depends on others 
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–  or too many others  –   not following suit.  Whether aspirant EU member states from Eastern

Europe are likely to compete on this front remains to be seen.  That certainly would not be in

Ireland’s interest.

It has been argued that the taxation argument has been oversold, since in recent years

Ireland’s share of US DFI in Europe has risen despite some narrowing in tax differentials.  The

findings of a recent paper by Rosanne Altshuler, Harry Grubert, and Scott Newton (1998) are

interesting in this context.  Altshuler and her colleagues have produced evidence of an increasing

sensitivity of US DFI to tax rates, finding that the elasticity of real capital to after-tax rates of

return doubled from 1.5 in 1984 to almost three in 1992.  They attribute the rise to the increasing

mobility of capital and globalization.  Has the elasticity risen further since the early 1990s?  If so,

this could explain why Ireland has managed to increase its share, but also how vulnerable it

would be to tax harmonisation (Altshuler et al., 1998; Grubert and Mutti, 2001).  The issue is

worth urgent attention.  In a similar vein Reint Gropp and Kristina Kostial have simulated the

effect tax harmonisation would have had on European economies in the 1990s.  They find that it

would have cost the Republic FDI worth over 1.3 per cent of GDP annually between 1990 and

1997 (Gropp and Kostial, 2001).

Some sense of the impact of the tax regime on industrial structure may be obtained from

Table 2.  There we first compare the share of wages and salaries to net output in a range of sectors

in both Ireland the UK in the late 1990s.  In Ireland most of the enterprises in the first four sectors

are indigenous, whereas the second four are dominated by US multinationals.  The UK data

operate as rough controls.  The most striking feature is the small share of net output going on

wages and salaries  in Ireland’s multinational sectors.  Labour’s small share in Ireland’s NACE

21-22 is explained by the presence of a subsidiary of Microsoft in that sector.  These differences,

and the concentration of US multinationals in these sectors, underline the importance of transfer

pricing for US DFI in Ireland (and the distortions in both Irish GDP and industrial production

data).  The same goes for much of Ireland’s internationally traded services sector, since 1987 also

beneficiaries of low corporation profits tax.  More systematic comparisons of sectoral data,

embracing all NACE categories and perhaps a few more economies, might help reveal the ‘real’

size of Ireland’s industrial sector.  Be that as it may, so far Ireland has not been a loser by its

distorted, though perhaps also somewhat vulnerable, foreign trade regime. 
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Finally, referring back to our earlier remarks about infant firms growing up, Table 2 also

compares the percentages of employees described as ‘operatives’ (Ireland) or ‘industrial workers’

(UK) in the same sectors.  The high-tech sectors dominated by DFI are of particular interest,

given the prevailing belief in Ireland that they attract highly skilled and highly educated workers. 

The strength of white collar occupations in these sectors in both countries is confirmed.  Also

worth noting, though, is how Ireland lags behind the UK in this respect in all cases (though US

FDI also bulks large in the UK).

TABLE 2:  LABOUR SHARE AND RATIO OF OPERATIVES TO OTHER WORKERS IN

SELECTED INDUSTRIES, IRELAND (1998) AND THE UNITED KINGDOM (1997)

Sector NACE (W + S)/NO (%) Operatives/All Employees

(%)

IRL UK IRL UK

Woo d and W ood P roducts 20 1) 40.8 46.4 77.6 70.9

Paper, Publishing, Printing 21-22 11.6 39.8 55.3 51.3

Textiles 17 49.9 48.8 80.7 77.5

Food P roducts 15-16 17.4 30 74.7 78.1

Chemica ls 241-243 2.7 30.5 56.4 49.8

Pharma ceuticals 244 10.6 27.3 60.5 42.5

Elect/Optical 30-33 21.1 42.9 65.5 56.8

Computers 30 12.4 32 56.7 46.8

Source: Derived from Census of Industrial Production 1998 (Dublin, 2000); Manufacturing

Summary Volume, Data for 1997 (London, 1999).
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Conclusion:

In the mid-1980s, with massive reserves of unemployed labour and more to draw on

abroad, a grave fiscal situation recently brought under control, a generous corporation tax regime,

and the prospects of wage moderation, industrial peace, and a single European market, the

conditions for an economic recovery in Ireland were right.  The Tiger’s achievement was to

capitalise on this situation.  The Irish economy  —  now healthy, rich, and relatively well run  — 

is no Paper Tiger.

Yet this is no time for smugness.  Small open economies, no matter how successful, get buffeted

by exogenous shocks.  Ireland now faces the double threat of the US recession in short run and of

competition from Eastern Europe diverting FDI in the longer run.  It may grow faster than the

OECD norm for a few more years, but to think that it can do so in the long run is wishful

thinking.  Most likely, soon the Tiger years will be remembered as the interlude when Ireland

made up all the ground it had lost and became a ‘normal’ European economy. 
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ENDNOTES:

1. The seminar held in conjunction with the launch of Frank Barry’s Understanding
Ireland’s Economic Growth in May 1999 attracted embassy officials from three
continents (including those of Poland, Hungary, Denmark, Estonia, Israel, Mexico, and
Finland).  Even Silvio Berlusconi took a fleeting interest in il tigre irlandese (Irish Times,
24 October 1996; c. 3-6 June 2000).

2. The transfer was also tiny compared to that from Whitehall to Northern Ireland, estimated
at about one quarter of personal expenditure in the 1990s.  See Ó Gráda, 2000: 278, 282.

3. For comparability construction has been added to industry in the UK.  Compare Ó Gráda,
1997: 122-124.

4. For example, since the 1960s Welsh domestic product per head has fallen behind that of
the UK as a whole.  In 1968 it was 86.1 per cent; in 1990 83.2 per cent, in 1998 it was
just short of four-fifths.
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THE CELTIC TIGER ERA:
DELAYED CONVERGENCE

OR REGIONAL BOOM?

FRANK BARRY

Cormac Ó Gráda, in his recent paper in the Quarterly Economic
Commentary, sets out to debunk some myths about the performance of the
Irish economy over the Celtic Tiger era.  While he is on target with
respect to the individual myths, his paper, like almost everything else
written on the topic, unconsciously straddles two alternative perspectives
on the spectacular growth of the last decade.1   Ó Gráda’s main argument
is that this growth  represented delayed convergence; it simply made up
for several decades of Irish underperformance.  This notion also
underpins the analysis of Patrick Honohan and Brendan Walsh in their
forthcoming article in Brooking Papers on Economic Activity.  The alternative
hypothesis, proposed by Krugman (1997), holds that the period of
extraordinary growth should be more appropriately thought of as a
regional boom.

My purpose in this note is to try to disentangle these alternative
perspectives, primarily in an attempt to separate out their implications for
the future.  While Ó Gráda criticises the regional-boom perspective
behind my 1999 work as overoptimistic, I will argue to the contrary that it
is the delayed convergence hypothesis that is hubristic.  It suggests that
convergence once achieved cannot unwind as long as the same best-
practice policies as adopted elsewhere are followed.  Potential threats to
the economic progress of the last decade loom larger in the alternative
perspective.

There is a good deal of international evidence that income convergence
occurs amongst economies that are similar in a number of crucial
respects, including educational standards, access to technology, openness
to trade and general macroeconomic stability.  Thus OECD and EU
countries have generally converged since the 1950s, with poorer countries
growing faster than richer ones.  The same has been found to be true of
US states, Japanese prefectures and EU regions.  Why might one expect
this to be the case?  The standard (Solow) economic growth model
proposes that capital is scarcer and hence more productive in poorer

1 I am as culpable as anyone else in this regard. My 1999 and 2002a and 2002b papers promote
the regional-boom view, for example, while my 2000 paper toys with the notion of
convergence.

1.
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economies.  If the policy environment is appropriate so that investment
rates are not depressed, investment will generate more rapid growth in
poorer economies.

Ó Gráda shows that Ireland underperformed relative to other
Western European countries in the convergence stakes up until the late
1980s, but that when economic performance over the Celtic Tiger era is
factored in, growth per head over the entire period since 1950 was just as
would have been predicted given the country’s low starting level of
income per capita.  What needs to be explained in this view then is not
the strong performance of the last decade but the very weak performance
of earlier decades. Ó Gráda and O’Rourke (1996) analyse this in detail.
They find the main culprits to be the lingering effects of Ireland’s failure
to drop its trade-protectionist stance and increase educational throughput
until about a decade after the rest of  Western Europe.  Most of the
decade of the 1980s in turn was written off by the struggle to rein in the
national debt and re-establish control over the government finances.2

To a macroeconomist this might all sound reasonable. To someone
who works on international trade, however, the omission of any
discussion of what precise goods an economy produces, or what precise
markets the country exports into, might seem surprising.  Surely these will
affect the long-term income per capita of the economy? Surely Zambia’s
income per head today is affected by the fact that all its export earnings
traditionally came from copper, and that world copper prices collapsed
some time ago?  How are these points taken into account in convergence
theory?

The answer is that these are adjustment issues, and that for
developed economies adjustment issues are typically resolved over years
rather than decades.  Given the quality of infrastructure, education, trade
linkages, governance etc. in Zambia, it would take many decades for non-
traditional export sectors to emerge.  Hence something like a terms of
trade collapse is not just a short-term issue. In developed economies
however the collapse of any one sector or group of sectors is unlikely to
be as catastrophic; not just because such economies will be more
diversified to begin with, but also because industries are more mobile in
the developed world. A collapse of a large sector in a developed country
will trigger automatic adjustment; the downward pressure exerted on
wages combined with an adequate pre-existing infrastructure and a pool
of educated labour will attract firms and industries from elsewhere.
Hence the convergence hypothesis does not need to concern itself with
such details as the precise basket of goods produced in the country.  As
educational levels are upgraded, for example, the quality of goods
produced or of industries established in the region will rise automatically
and the country will “climb the ladder of comparative advantage”.

The delayed convergence perspective suggests that simply getting
the various policy dimensions right in the late 1980s allowed automatic
convergence. The corollary is that such convergence could have been
achieved in any earlier period if the policy environment had been similarly
appropriate, as Honohan and Walsh argue.  They do not address whether
convergence would have been as rapid as was possible in the late
1980s/early 1990s, in my opinion, because of the ready availability of

2 This latter point is the main focus of the Honohan and Walsh paper cited above.
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FDI. The logic of the standard growth/convergence model certainly does
not require non-orthodox policies such as Ireland’s very low rate of
corporation tax.  Indeed, Ó Gráda terms this a “distortion”, writing that:

“What emerged (in the 1960s) was hardly free trade. Instead Ireland
shifted from one form of trade distortion to another: export-
subsidising industrialisation (ESI) replaced import-substituting
industrialisation (ISI).  A trade sector bloated by FDI replaced one
shrunk by ISI”. 3

The most important implication of the “delayed convergence”
hypothesis however is that the economic progress achieved thus far in
bringing Irish income per head up to EU levels can be maintained into
the future simply by following the same best-practice policies followed
elsewhere in the EU.

A regional economy differs from a textbook “national economy” in
that labour can flow more or less freely in and out of a region.  This
means that wages in the region are largely determined by rates available in
the wider encompassing economy with which the region shares an open
labour market. This seemingly innocuous distinction has major
implications for how a region adjusts to shocks such as the terms of trade
shock discussed above with respect to Zambia.  If labour cannot flow out,
wages will fall and new industries will ultimately arise.4  If labour can flow
freely, wages will not be much affected, and labour will flow out rather
than new industries flow in.

Krugman (1997) proposed that we think of Ireland as such a
regional economy, where job numbers are determined by labour demand,
rather than, as in a more typical national economy, by labour supply
creating new jobs via wage pressure. Until the Celtic Tiger era, labour
demand had almost never been high enough to mop up Ireland’s available
labour supply and so emigration had resulted.

I will not repeat here Krugman’s fascinating discussion of the range
of factors that allowed labour demand in Ireland to grow so strongly from
the late 1980s.  His regional perspective however focuses attention on the
economy’s export base, as services employment - both public and private
- arises largely to service that base.  Although indigenous exports have
been performing well over the Celtic Tiger era, the bulk of Ireland’s
exports arises from the foreign-owned sector.  Why have we seen such
buoyancy in the foreign-owned sector over the boom period?  EU
membership is crucial of course, as is the low rate of corporation tax.
Both had been in place long before the boom however.  The
development of the Single Market in the late 1980s triggered a strong
increase in FDI flows into and around Europe [Dunning (1997a and b)],
and the long US boom ensured an abundance of finance for US outflows.
Ireland would not have attracted as much of these flows as it did had the
fiscal crisis not been resolved at the time, and had a new era of industrial

3 Barro (1991) finds that investment distortions, whether positive or negative, reduce growth.
4 The extent to which wages will need to fall before new industries arise will be determined
by the country’s infrastructure, etc.  This can obviously lead to huge problems in poor
economies.
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peace not emerged.  In the “regional boom” view, the most important
impact of these factors in on the economy’s export base.5

To oversimplify, let us view foreign-owned manufacturing as the
Irish economy’s export base.  Now consider a crisis similar to the copper-
price collapse discussed earlier. Specifically, let’s say something happens
that reduces Ireland’s attractiveness to foreign industry dramatically.
How does the economy adjust?  In the textbook national economy new
industry will ultimately migrate inwards or arise endogenously given an
abundant supply of cheap educated labour.  On the basis of long
historical experience we would have to guess that the Irish adjustment
mechanism would be different: emigration will instead be likely to
resume, with the presumptive abundant supply of educated labour
showing up in London or Boston rather than in Dublin, and wages failing
to fall enough to stimulate new industry.6

The adjustment process works very differently in a regional
economy than in a national one. A regional economy can grow more
dramatically than a national one, with capital and labour inflows
stimulating each other to generate “extensive growth” as well as the
“intensive growth” in income-per-head terms which is the focus of
convergence theory.  The  regional perspective is in fact quite similar to
the model that Blanchard proposes in his comments on the Honohan and
Walsh paper.7

The problem with regional economies is that, just as they can grow
more dramatically than national ones, so also can they decline more
precipitously, as Krugman (1993) has warned (in drawing lessons on
EMU from the Massachusetts experience).

There are a number of outstanding issues upon which the delayed
convergence hypothesis appears to stumble. One is why Ireland did not
converge at all over the course of the 1960s (not to mention the fact that
income per head relative to the UK stood at the same level in 1960 as it
had in 1913).  The conventional answer has to do with the delay in
adopting free trade and raising the educational quality of the workforce.
If anything however, Ireland was ahead of the other current EU periphery
countries, Greece, Spain and Portugal, in both these respects; yet these
countries experienced relatively strong convergence over the course of
that decade while Ireland did not. Barry (2002b) argues that this can be
better understood within the regional perspective.

Another issue has to do with the rapidity of recent growth and
convergence.  Most will agree that poor policy inhibits convergence while

5 This is not the whole story of course.  Improved cost competitiveness will have a strong
impact on services employment, given its labour intensity. These and other effects are drawn
together in my 1999 paper.
6 Ó Gráda, in earlier work, accepts this.  Thus in (1997, page 217) he writes that easy access to
the British labour market meant  historically that “cheaper labour could do little to
compensate for Ireland’s relative backwardness and isolation, or to generate the investment
necessary for faster economic growth”.
7 He proposes that Ireland has behaved more like the so-called AK endogenous growth
model (where output moves in line with capital accumulation, because employment is also
rising consistently) than like the Solow model of convergence theory (where growth is less
dramatic because capital accumulation runs into diminishing returns). Small improvements in
competitiveness can have large effects on growth in such a framework.  Though Blanchard
does not focus on any particular  improvements in competitiveness in the Irish case, he does
mention the shift towards the production of more capital intensive goods, which has been
associated with increased FDI inflows. See also Blanchard (1991).

4.
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correct policy facilitates it.  There are few models that propose that
inappropriate policies act merely as a dam behind which the thwarted
convergence forces build up, however, so that when appropriate policies
are eventually adopted the lost ground is made up for all the more rapidly.
Yet this is the position that supporters of the delayed convergence
hypothesis are forced into unless they accept that the abundance of FDI
available from the late 1980s onwards facilitated the extremely rapid
growth of the period.  Had Ireland followed more appropriate fiscal
policies in the 1970s and 1980s would the convergence have been as
rapid?  Honohan and Walsh appear to imply that it could have been.

This discussion of the importance of FDI leads to my final and
perhaps most important point.  The convergence perspective does not
suggest any need for non-orthodox economic or industrial policies.  The
regional boom view on the other hand proposes that orthodox policies
may be necessary but are unlikely to be sufficient to generate growth in
regional economies.8

My 1999 paper argued that generating extensive growth in a regional
economy requires becoming competitive in internationally-traded sectors
other than agriculture, since capital accumulation will simply lead to
emigration in an agricultural economy.  The key achievement of the low-
corporation-tax strategy was to develop a non-agricultural export base
around which other economic activities could agglomerate.  The policies
identified as crucial in the convergence story remain crucial, but the sine
qua non here is the industrialisation strategy.

While Ó Gráda calls this strategy “a distortion”, several theorists
have presented models in which peripheral regions can industrialise only
by offering some such “distortion”; see e.g. Fumagalli (1999) and Barros
and Cabral  (2000).

Ó Gráda refers to the regional boom view as overoptimistic for
suggesting that high growth rates could continue. Clearly very strong
GDP growth cannot be maintained without continued labour inflows.
Dascher (2000) and Barry (2002a) however, who develop theoretical
“regional boom” models with Irish conditions in mind, show that labour
inflows will dry up as housing and infrastructure become congested.  If
adequate stocks were maintained the boom could continue, in the absence
of adverse shocks exogenous to the regional economy.9

Even if full employment is reached and labour immigration dries up
because of the expense of accommodation, must the growth in income
per head necessarily grind to a halt just because Ireland has reached the
EU average?  The regional boom view suggests not.  If high-productivity
foreign firms continue to migrate into Ireland they will still be able to find
workers, given that they pay substantially higher wages than many existing
firms.  The fact that Ireland has converged does not necessarily remove
this dynamic.

What can most definitely remove the growth dynamic are exogenous
adverse shocks to the economy’s ability to attract FDI.  Let me consider
several possibilities in this regard.  First is a drying up of US investments

8 Thus Markusen (1988) shows that a regional economy needs to subsidise the use rather than
the training of skilled labour, which is one of the things low corporation taxes do.  Subsidising
training will effectively subsidise foreign economies via emigration.
9 Both papers also consider the question of the desirability of having the boom in GDP (as
distinct from GDP per capita) continue.
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in Western Europe, which could be caused by a prolonged US recession,
by a change in US corporate strategy or by a refocusing on Central and
Eastern Europe for example. Another possibility would be a
harmonisation of tax rates across the EU.  The delayed convergence
perspective would view  these as temporary shocks, as in no case has
there been a departure from best practice.  The regional boom
perspective holds out the possibility that these could instead herald a
return to the bad old days of unemployment and emigration, leading to an
unravelling of the convergence achieved over the last decade.  Hence I
cannot agree that the “regional boom” perspective is necessarily the more
optimistic one!

I have argued that while convergence is the automatic outcome of
models based on conventional textbook growth theory, such models are
not necessarily appropriate for Ireland.  The historical difficulties that the
Irish economy faced in its quest to industrialise suggests that it should be
thought of instead as a peripheral regional economy.  Conventional micro
and macro policies cannot be guaranteed to generate convergence in such
economies.  Thus while Greece, Portugal and Spain all converged on
general European living standards in the 1960s, though their policy
environments appeared no more benign that Ireland’s, Ireland did not.
Ireland might have been more appropriately thought of at the time as an
economic region of the slowly growing UK rather than as a textbook
national economy.

This perspective suggests that Ireland might not have converged had
it not adopted the  corporation-tax-driven industrialisation strategy that
remains in place today.  It strongly suggests that convergence would have
been much less rapid in the 1970s or 1980s even if appropriate macro
policies had been followed at the time, because there would have been
much less FDI available than in the era of the Single Market and the
burgeoning US boom.

These different perspectives also have different implications for the
future.  If the convergence view is correct, it suggests that we can now
rest on our laurels: as long as we do not introduce inappropriate policies
we are unlikely to fall behind average EU living standards.  If the regional
view is correct however, it suggests that external shocks to our ability to
attract FDI might have serious long-term consequences for the economy.
Foremost among these possible shocks would be a diminution of US FDI
inflows to Europe, a continuation of the trend towards equalisation of
corporation tax rates across the EU, or the emergence of some of the
more advanced Central and Eastern European economies as serious
competitors for the kind of FDI that Ireland has been so successful in
attracting in recent decades.

5.
Conclusions



42

REFERENCES

BARRO, R., 1991. “Economic Growth in a Cross Section of Countries”, Quarterly Journal of Economics,  pp.
407-443.

BARROS, P.P. and L. CABRAL, 2000. “Competing for Foreign Direct Investment”, Review of International
Economics, Vol. 8, 2, pp. 360-71.

BARRY, F., 1999. “Irish Growth in Historical and Theoretical Perspective”, in F. Barry (ed.),
Understanding Ireland’s Economic Growth, London: Macmillan.

BARRY, F., 2000. “Convergence in not Automatic: Lessons from Ireland for Central and Eastern
Europe”, World Economy, Vol. 23, 10, pp. 1379-1394.

BARRY, F., 2002a. “FDI, Infrastructure and the Welfare Effects of Labour Migration”,
CEPR Working Paper No. 3380, forthcoming in Manchester School; available at:
http://www.ucd.ie/~economic/staff/barry/fdi.html.

BARRY, F., 2002b. “Economic Policy, Income Convergence and Structural Change in the EU
Periphery”, forthcoming in H. Kierzkowski (ed.), Europe and Globalisation, London: Palgrave-
Macmillan; available at:

 http://www.ucd.ie/~economic/staff/barry/fdi.html
BLANCHARD, O., 1991. “Comment on Barro and Sala-i-Martin”, Brookings Papers on Economic Activity, 1.
BLANCHARD, O., 2002. “Comment on Honohan and Walsh”, Brookings Papers on Economic Activity,

(forthcoming).
DASCHER, K., 2000. "Trade, FDI and Congestion: The Small and Very Open Economy", CEPR

Working Paper No. 2526, available at: http://www.ucd.ie/~economic/workingpapers/2000.htm.
DUNNING, J., 1997. “The European Internal Market Programme and Inbound Foreign Direct

Investment, Part 1”,  Journal of Common Market Studies, Vol. 35, 1, pp. 1-30.
DUNNING, J. 1997. “The European Internal Market Programme and Inbound Foreign Direct

Investment, Part 2”,  Journal of Common Market Studies, Vol. 35, 2, pp. 189-223.
FUMAGALLI, C., 1999. “On the Welfare Effects of Competing for Foreign Direct Investments”,

available at: http://www.cepr.org/RESEARCH/Networks/FDIMC/Papers/Fumagalli.PDF.
HONOHAN, P., and B. Walsh, 2002. “Catching Up with the Leaders: the Irish Hare”, Brookings Papers on

Economic Activity, (forthcoming).
KRUGMAN, P., 1993. "Lessons of Massachusetts for EMU", in F. Torres and F. Giavazzi (eds.),

Adjustment and Growth in the European Monetary Union, Cambridge: Cambridge University Press.
KRUGMAN, P., 1997. “Good News from Ireland: A Geographical Perspective”, in Alan Gray (ed.),

International Perspectives on the Irish Economy, Dublin: Indecon.
MARKUSEN, J., 1988. “Production, Trade and Migration with Differentiated, Skilled Workers”,

Canadian Journal of Economics, Vol. 21, 3, pp. 492-506.
Ó GRÁDA, C., 2002. “Is the Celtic Tiger a Paper Tiger?”, in D. Duff, J. Hore, C. MacCoille, and D.

McCoy (eds.), Quarterly Economic Commentary, Dublin: Economic and Social Research Institute, Spring,
pp. 51-62.

Ó GRÁDA, C., and K. O’ROURKE, 1996. “Irish Economic Growth, 1945-88”, in NFR Crafts and G.
Toniolo (eds.), European Economic Growth, Cambridge: Cambridge University Press, pp. 388-426.























































































































The transformation of the Irish labour market:
1980-2003

Brendan Walsh
Department of Economics
University College, Dublin

(Brendan.m .walsh@ucd.ie)

Statistical and Social Inquiry Society of Ireland

Presidential address

6th May 2004



2

1. Introduction.

During the 1990s we moved rapidly up the international living standards league
tables, to the point where, by some measures, we were among the world leaders at the
start of the new millennium.  An exceptional feature of this boom was the rate of
growth of the numbers employed and the fall in the unemployment rate. Having
stagnated for over sixty years, the numbers at work grew at an annual average rate of
over three per cent in the 1990s. Employment growth significantly outpaced
population growth, so that GNP per person rose much faster than GNP per person at
work or productivity.1  By the start of the new millennium, the unemployment rate
had fallen below 4 per cent and all the indicators showed that full employment had
been attained.

Even though the period of exceptional growth ended three years ago, the “day of
reckoning” that was widely feared during the later phases of the boom has not
arrived. There were many warnings that a world recession – especially in the
high–tech industries on which we were possibly over-dependent – would have dire
repercussions on Ireland. However, Ireland has weathered the slowdown in the
growth in the industrialised economies storm surprisingly well. Our GNP growth rate
fell from 10.2 per cent in 2000 to virtually zero in 2003 but employment did not
collapse and the rise in the unemployment rate has been modest.  We are  one of the
few OECD countries – Austria, the Netherlands, Norway, Switzerland, and the US
are the others - whose unemployment rate is now at or below the level recorded in the
1960s.2

That the Irish economy should have done so well in the 1990s was surprising, but that
much of this out-performance should have been due to the exceptional performance
of the labour market was remarkable in view of our failure in the past to generate
employment opportunities for the potential growth of the labour force.

No one predicted the explosive growth of the 1990s, although after the fact some
commentators interpreted it as a belated and long-overdue convergence on our richer
neighbours.  The Economic and Social Research Institute’s Medium Term Reviews
sounded an optimistic note from 1994 onwards, drawing attention to Ireland’s out-
performance of the EU economy before this was widely acknowledged, but their
forecasts proved conservative.  In 1994 they anticipated that GNP growth would
average 4.5 per cent for the rest of the decade; in 1997 they raised this to just over 5
per cent for the period 1995-2004.  All of these forecasts were lower than the
outcome.3  Their forecasts of the fall in the unemployment rate proved equally
conservative, as may be seen from Figure 1.

                                                  
1In fact, in terms of productivity growth the 1990s were less impressive than the 1960s. See Table 1,
below, and Honohan and Walsh, 2002, and Cassidy, 2004.
2 In fact, Ireland is the only OECD whose unemployment is now significantly lower than it was in the
1960s.  See Nickell, 2004, for a discussion of these trends.
3 Even as late as 1997 a predicted growth rate of over 8 per cent for the rest of the decade would have
lacked credibility. The ESRI authors drew attention to the fact that since 1986 they had nearly always
erred on the side of pessimism “though this has not stopped commentators as viewing the ESRI as
inveterate optimists” (ESRI, 1997, p. 34)!

Figure 1



3

Academic studies of the Irish unemployment problem and estimates of the
equilibrium or Non-Accelerating Inflation Unemployment Rate (NAIRU) were even
more conservative.  The consensus was that the bulk of the very high unemployment
recorded in the 1980s and early 1990s was “structural” and would not be alleviated by
a cyclical recovery.   For example, a comparative study of  the OECD countries
concluded that the equilibrium or natural unemployment rate in Ireland had risen
from 9 per cent over the period 1969-79 to 13 per cent in the 1980s (Layard, Nickell,
and Jackman, 1991, p. 436).  Another estimate, published long after the boom got
underway, suggested that although Ireland’s NAIRU had fallen from a peak of 14 per
cent in 1990, it was still over 9 per cent in 1999 (McMorrow and Roeger, 2000,
Tables 1 and 2). Pessimism about the labour market was reinforced by the fact that
during the earlier phases of the boom employment seemed slow to respond to the
growth of GNP and the unemployment rate remained stubbornly high.  I entitled an
article on the Irish labour market published in 1999 “The Persistence of High
Unemployment” (Walsh, 1999a).

In this address I look first at some features of the behaviour of the labour market
during the boom. Then I explore why employment grew so rapidly and the
unemployment rate fell so fast and what changes in labour market structures and
institutions might account for the sharp fall in the “equilibrium” unemployment rate.

This topic is worthy of attention in light of the frequent, by now almost ritualistic,
declarations that the key to improving the performance of the economies of
continental Europe lies in reform of their labour markets. The forces behind Ireland’s
success should have lessons for other countries faced with the problem of stubbornly
high unemployment.

2. The record4

2.1 The transformation – the broad picture.

Table 1 shows growth rates of GNP5, employment, and population, and the ratio of
non-agricultural employment to the total population over three sub-periods, 1961-
1973, 1973-1988, and 1988-2003.6  While the definition of the last period joins a
trough to a near-peak, and a small proportion of the recorded employment growth
reflects changes in survey methodology,7 there is no doubting that over the past
fifteen years the Irish economy generated jobs at a world-record-breaking pace. This

                                                  
4 For an extended account of Ireland’s economic fortunes since the 1960s, on which this section draws,
see Honohan and Walsh, 2002.  My interpretation of labour market developments also draws on Walsh
(2002).
5 I use GNP as the better measure than GDP of trends in the size of the Irish economy and, especially,
in living standards.
6 Any choice of sub-periods is somewhat arbitrary.   These correspond approximately to a period of
sustained if unspectacular growth, the period of the oil crisis and the fiscal adjustment of the 1980s,
and the prolonged recovery and boom of the 1990s.
7 The employment data are derived from the ILO definitions of the labour force in the results of the
Labour Force Survey and its successor the Quarterly National Household Survey. The QNHS replaced
the annual LFS in the fourth quarter of 1997 and the change in methodology between the two surveys
is believed to added some 20,000 to measured employment, comparing 1998 with 1997.

Table 1
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was all the more impressive and unexpected in light of our historical record as a
labour-surplus economy where the unemployment rate was held in check only by
emigration, low labour force participation rates, and a continued reliance on
subsistence farming.

In the 1990s, the ratio of the numbers at work outside agriculture to the total
population has risen sharply (Figure 2).  This made an important contribution to the
sudden and rapid rise in Irish living standards.  Figure 3 shows the net flows into key
demographic categories over our three sub-periods, which help us understand the
dynamics of the rise in the employment/population ratio.  During the the1960s and
early 1970s non-agricultural employment increased but so too did unemployment and
the young dependent population.  Things were worse during the 1980s, as the
numbers of unemployed and economically inactive adults rose while the level of non-
agricultural employment fell.  Only the decline in the number of young dependents
mitigated these negative trends.  In the 1990s, however, apart from a small increase in
the population aged over 64, all the dependent categories – those aged under 14,
inactive adults, and the unemployed - shrank, while non-agricultural employment
grew at an unprecedented rate.

We had no reason to expect such a sudden and dramatic improvement in 1990s.
True, the rising birth rate of the 1970s implied that if the country were to “solve its
unemployment problem” exceptionally rapid growth in employment would be
required.  Population and employment projections revealed job-creation requirements
that far outstripped any previous employment growth and generated profound
pessimism.  The question of where so many jobs would come from seemed
unanswerable, unless the public sector were to act as an employer of last resort, with
unsustainable fiscal implications.  The hope generated by the boom of the late 1970s
was short-lived and more than dissipated in the protracted recession that followed,
during which Ireland’s labour market was one of the worst performing in Europe.
The unemployment rate rose from 7 per cent in 1979 to 17 per cent in 1986.  The
increasing proportion of the unemployed who had been out of work for a year or
more pointed to hysteresis and the possibility that the equilibrium unemployment rate
was drifting up in tandem with the actual rate.  The already-low labour force
participation rate fell further and by the end of the decade renewed emigration led to a
decline in the population of active age while the numbers of young and old
dependents continued to grow.

The picture changed dramatically during the 1990s.  As the rate of growth of output
recovered, the labour market situation improved, slowly at first but then more rapidly.
Between the trough in 1986-87 and 2003 total employment grew by 60 per cent, non-
agricultural employment by 80 per cent, and private sector employment even faster.
The unemployment fell sharply and net emigration was replaced by immigration in
the second half of the 1990s (Figures 4 and 5).  The labour market moved from a
situation of significant excess supply as late as 1993 to one where excess demand was
the problem. Ireland’s success over this period compares favourably with what has
been labelled the US “employment miracle” (Krueger and Pischke, 1997).

Figures
2 and 3

Figures 4
and 5
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2.2 Some details

In this section I look in more detail at how the labour market was transformed in the
1990s.

As I have noted, one of the worst features of the high rate of unemployment in the
mid-1980s was the preponderance of long-term unemployed in the total – a feature
that led to the belief that much of the problem was “structural” and would not respond
to an increase in the demand for labour.  Even on optimistic assumptions about the
growth of output and employment, in 1994 high levels of long-term unemployment
were regarded as “virtually unavoidable” and its level was expected to increase over
the rest of the decade.8   But in fact the long-term unemployment rate fell from 9 per
cent in 1994 to 1.2 per cent in 2001, even more rapidly than the short-term
unemployment  (Figure 6).  And by 2001 the short-term unemployment rate – often
taken as a better indicator of the supply/demand balance in the labour market than the
overall unemployment rate – had fallen to 2.5 per cent.  This compares favourable
with the United States, where there is virtually no long-term unemployment, and an
overall unemployment rate of about 5 per cent is often taken to represent “full
employment”.

During the early 1990s it was believed that the official unemployment rate – based on
the ILO criterion of active job search – excluded many “discouraged workers” who
had given up looking for work because they saw no point in searching for what
wasn’t there.  Since the late 1980s a more comprehensive indicator of labour market
slack has been available.  This treats as unemployed those who express any interest
in, or passive search for, employment.  Figure 7 shows the “discouraged worker rate”,
measured as the difference between the unemployment rate defined to include all
those marginally attached to the labour force and the conventionally-defined rate.
This rate fell from 7 per cent of the (broadly defined) labour force in 1993 to 4 per
cent in 2001.9

The fall in the unemployment rate and rise in the participation rate led to a sharp fall
in the proportion of households where no one was working.  The proportion of
households where there was at least one economically active person - employed or
unemployed – and no-one employed fell from 12.6 per cent in 1988, to 9.0 per cent in
1997, to 4.3 per cent in 2001.  Not surprisingly, over the same period there was an
increase in the proportion of “work-rich” house, that is, with two or more employed
members – from 29 to 50 per cent of all households.

In most OECD countries, part-time contracts have contributed more than half of all
recent employment growth.  The extreme example has been the Netherlands, where
women working part-time in the service sector accounted for over half the total
increase in employment between 1983 and 1997 (Garibaldi and Mauro, 2002).  In
contrast, the Irish employment boom was biased towards full-time jobs.  If we
allocate the total increase in employment – almost 700 thousand jobs – between men
and women, full-time and part-time, we see that full-time jobs accounted for over two
                                                  
8 O’Connell and Sexton, 1994, p. 27.
9 The erraticness of this series in 1997-98 may reflect the change-over to the QNHS.

Figure 6

Figure 7

Table 2
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thirds of this total (Table 2).  While the share of part-time working among women
rose from 16.5 to 30.4 per cent, the proportion of these declaring themselves
“underemployed” was only 0.7 per cent.  The number of men working full-time
increased by one third, which is very striking in view of the substantial decline in
male employment in most industrialised economies over this period.

I now briefly discuss the development of unemployment rates by (i) age group, (ii)
education level, and (iii) region of the country.  We shall see that on all of these
dimensions the fall in unemployment was fairly evenly shared across sub-groups.

Age-specific employment and unemployment rates are displayed in Figure 8.  The
absolute differentials in unemployment rates between the labour market entry and
“prime-age” groups fell sharply as the overall rate declined, although the ratio of the
age-specific rates remained fairly stable.  Despite the continuing upward trend in
education participation rates, employment rates in the 15-24 year age group rose.  The
marked increase in employment rates among women aged 25-44 was one of the
salient features of the boom, and a fairly widespread phenomenon, but the rise in
employment rates for both men and women in the older group was unusual by
European standards.

Figure 9 shows employment and unemployment rates classified by educational
attainment.10  The fall in unemployment rates was marked at all educational levels –
especially among men.  But while the absolute differentials between the education
groups fell, the ratio of the rates remained fairly stable.  In 2001 the unemployment
rate among males with only primary education was still more than five times that
among those with third level education. However, the unemployment rate among
males with Leaving and Junior Certificate education did fall in relative terms, as well
as absolutely.

The fall in the overall unemployment rate reflects both the reduction in age- and
education-specific rates and the shift in the structure of the labour force towards
demographic groups with lower unemployment rates.  (The share of the labour force
accounted for by those with only Primary education fell from 25 per cent to 10 per
cent.)  To allocate the actual decline between these sources, I constructed an
“education-standardised” unemployment rate, based on the actual 1988
unemployment rates in each educational group and the 2001 shares of these groups in
the labour force, which yields a rate of 12.9 per cent.  As the actual unemployment
rate declined from 16.7 per cent in 1988 to 6.4 per cent in 2001, 37 per cent of the
observed decline might be attributed to the changing education composition of the
labour force, and over 63 per cent to the decline in unemployment rates within
groups.  But this calculation overestimates the contribution of the higher educational
attainment to the fall in the unemployment rate because the educational structural of
the labour force is endogenous.  Had the labour market situation remained as
depressed as it had been in the late 1980s, the “brain drain” would have accelerated
and the average educational attainment of the labour force would have risen less.

                                                  
10 These are based on Principal Economic Status rather than ILO definitions.  I am grateful to John
FitzGerald for providing me with the relevant LFS data.

Figure 8

Figure 9
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The trends in employment rates by educational level were mixed.  Among males only
small changes were recorded within each educational category, showing that the rise
in the overall male employment rate was mainly due to the increasing share of groups
with high employment rates rather than to the rise in rates within each category.  On
the other hand, there were large increases in female employment rates within each
educational category, which added to the effect of the increased shares of the better-
educated groups in the labour force to produce a very large increase in the overall
female employment rate.

Using the regional groupings adopted in 1995, Figure 10 shows the evolution of
regional unemployment and employment rates during the boom. The unemployment
rate fell, and the employment rate rose, in all regions.  The fall in Dublin’s
unemployment rate is welcome in view of its disadvantaged position at the start of the
period. The absolute dispersion in employment and unemployment rates between the
regions fell markedly, but the relative dispersion increased somewhat.11  I have
argued elsewhere that these differentials are not evidence of a regional “problem” but
may be plausibly attributed to the different structural characteristics of the regions
such as their size and the density of their labour force (Walsh, 1999b).   Although the
evolution of the regional distribution of economic activity during the boom may have
been sub-optimal from several points of view, there is no compelling evidence of
increasing regional imbalances in labour market supply-demand balances.

2.3 Where did all the jobs come from?

As already mentioned, it was difficult during the dark days of the 1980s to see where
employment growth on the scale needed to make a dent in Ireland’s labour surplus
would come from.  With the benefit of hindsight, some interesting features of the
employment boom may be noted.

First of all, the numbers of at work grew mainly because of the expansion in the
numbers working in “real jobs”, that is employment in the open labour market, not
dependent on subsidies or taxpayer’s support. To a lesser extent, pressure on the
labour market was alleviated by an expansion of special employment schemes and
social welfare measures designed to reduce long-term unemployment.

2.3.1 The growth in “real jobs”.

Not all sectors of the economy offered increased employment opportunities during
the boom (Figure 11).  Employment in agriculture continued its secular decline.
Employment in the traditional industrial sectors – clothing, textiles, furniture, and so
on - was more or less static over the entire period and declined in recent years.   In the
early years of the boom, employment in the public sector and in tax-financed public
services was held in check.

Strong employment growth in export-driven manufacturing was a particular feature of
the boom.  This went against the trend of the OECD countries generally, where
                                                  
11 The coefficient of variation of regional unemployment rates rose from 12.3 to 17.6 per cent and of
employment rates from 3.4 to 5.3 per cent.   

Figure 10

Figure 11
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industrial employment declined.  Most of the Irish expansion occurred in newer
sectors such as electronics, pharmaceuticals, and medical instrumentation where
foreign-owned firms account for over 90 per cent of output.  However, these sectors
were badly affected by the slowdown after 2001, leading to an overall decline in
manufacturing jobs. From the peak of 2001, employment has now declined by 9 per
cent, with employment in “Optical and Electrical Equipment” declining by over a
quarter.  At the end of 2003 manufacturing as a whole accounted for only 16 per cent
of total employment, compared with almost 20 per cent in the mid-1980s.

Employment in construction has more than doubled since the early 1990s, increasing
at the fastest rate of any sector.  It now accounts for 11 per cent of all employment,
compared with only 7 per cent in the mid-1980s.  The expansion reflects a catching-
up phase in residential and office accommodation and must be expected to go into
reverse over the medium term.

The predominance of “market services” as a provider of new jobs is striking.  This
heterogeneous category ranges from financial services (banks, insurance companies,
etc), legal services, accountancy firms, to hotels, catering, restaurants, pubs, and so
on.  It includes employment in what might be regarded as ‘economic base’ activities
(such as tourism and internationally traded financial services) as well as ‘induced’
activities (such as local commercial services).  Employment in the publicly financed
health and educational services has also increased quite rapidly, especially in recent
years, but the numbers in core public administration have been contained.

There is little prospect of further employment growth in manufacturing or
construction over the medium term, so in the future employment is likely to be even
more concentrated in the services sector of the economy.

2.3.2  Special Employment Schemes and Related Measures

Although public sector employment was held in check during the 1990s, special
employment schemes financed from tax revenue and designed to provide work for the
long-term unemployed and other hard-to-employ categories played a role in reducing
unemployment.  The numbers employed on the largest of these schemes – the
Community Employment Scheme - rose from about 1 per cent of the labour force in
the late 1980s to a peak of 2.8 per cent in 1995, falling back to 2 per cent by 2001 and
only 1.5 per cent at present.12  It has been estimated that about half of those leaving
these schemes return to unemployment, so they may be credited with taking about
one percentage point off the total unemployment rate, although because many
participants churn through the system, interrupting spells of unemployment with
spells on schemes, the impact on the long-term unemployment rate has been greater
(O’Connell, 2000).  Nonetheless, the low short-term unemployment rate suggests that
the displacement from long-term to short-term unemployment has not been
significant.  However, because so few participants in these schemes move on to
regular paid employment, they have increasingly been viewed as part of the problem
                                                  
12 These figures are from special tabulations of the QNHS furnished by the Central Statistics Office.
They refer to those reported as employed on “government schemes” at the time of the Survey.  The
flow through the schemes in the course of a year is higher. Many of the supported jobs are part-time.
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of structural adjustment rather than part of the solution.  With the economy close to
full employment, the rationale for large-scale schemes to provide work for the hard-
to-employ is questionable.  The provision for these schemes was reduced
substantially in both 2003 and 2004.  To date there is no evidence that this has
adversely affected labour market indicators.

The social welfare system was used to encourage some of the unemployed to
reclassify as retired or disabled.  During the 1980s new inducements were put in place
to encourage the older unemployed to change their unemployment allowance into a
“pre-retirement allowance” on condition that they withdraw from the labour force.
The numbers on this scheme reached 15,000 (about one per cent of the labour force)
in the early 1990s but fell to less than 12,000 in 2001.  The labour force participation
rate among men aged 60-64 – the principal category likely to be affected by these
measures – dropped from 61 per cent in 1988 to 55 per cent in 2003 but remains high
by EU standards. Some of the reduction may be attributed to changes in the social
welfare code, but other factors, such as improved private sector pension provision and
the declining number of farmers, have contributed to earlier retirement.

2.4 The fall in “equilibrium” unemployment.

From the perspective of the elusive concept of the “equilibrium” unemployment rate,
it is crucial to relate the trend in unemployment to wage and price developments.  The
economy enjoyed a very favourable constellation of demand side shocks in the late
1990s, as real interest and exchange rates fell and the world economy boomed.  These
developments would have been expected to push the unemployment rate to a cyclical
low, but if the labour market had not changed radically there would have been a
marked build-up of inflationary wage and prices pressures.  (This is the argument
used by European policy makers today when they claim that fiscal and monetary
expansion would not be appropriate remedies for the continent’s unemployment
problem.)  In Ireland, however, the trade-off between inflation and unemployment
improved dramatically and the Phillips Curve shifted steadily leftward during the
1990s.  Figure 12 compares shows the situation in 1981-1986 and in 1999-2003.
While factors like the global subsidence of inflation and the change in the Irish
exchange rate regime are the main reasons for the inward movement of the Phillips
Curve, it is hard to believe that we could have achieve an unemployment rate below 4
per cent without an explosion of wage inflation had the labour market remained
unreformed.  Moreover, analysis suggests that the surge in inflation following our
entry into the European Monetary Union was more closely linked with exchange rate
developments than with labour market conditions (Lane and Honohan, 2003), a view
supported by the speed with which it has subsided over the last twelve months even
though the unemployment rate remained well below what would have been identified
as the NAIRU just a few years earlier.  This calls to mind Robert Solow’s remark that

A natural rate that hops around from one triennium to another under
the influences of unspecified forces, including past unemployment
rates, is not natural at all. (Solow, 1986)

However, it is perhaps possible to shed light on these forces, a task to which I turn.

Figure 12
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3.  Understanding the transformation.

It is beyond the scope of the present paper to analyse in detail the reasons for
Ireland’s exceptional economic performance in the 1990s.  My focus is narrower, on
the success story of the Irish labour market.  In trying to establish the factors that
account for the fall in the Irish unemployment rate in the late 1990s, I am conscious
of the limits to how much light can be shed on how labour markets in general
function by looking at the experience of one country in isolation.  More robust
inferences require a comparative perspective (see Nickell, 2004, and the studies cited
there).

My interpretation is basically that during the 1990s the Irish economy experienced a
series of favourable demand-side shocks, emanating from exchange rate and interest
rate developments, the global economic boom, and increased mobility of FDI and its
increased sensitivity to tax differentials.13  The dramatic response to these
developments was facilitated by a set of favourable supply side developments – an
elastic labour supply underpinned by a strong demographic situation, the growing
stock of human capital due to rising levels of education attainment in the inflow to the
labour force, wage moderation induced by centralised wage bargaining and declining
union power, a reduction in the tax wedge on earnings, a fall in the unemployment
replacement ratio, and a stricter approach to unemployment benefit claimants.

The juxtaposition of so many favourable demand and supply side developments
makes the economic “miracle” relatively understandable!

3.1 Demographic forces.

At the height of the economic crisis of the 1980s it was not uncommon to blame the
inexorable rise in Irish unemployment partly on “our young and rapidly growing
labour force”.  It was claimed that the unemployment rate would have been much
lower had the rate of natural increase of the labour force been zero rather than about
two percent a year.  However, demographic pressures contribute little to
understanding the variations in unemployment rates across Europe – high
unemployment persists in continental economies where demographic pressures have
for long been absent – and it is apparent that the dramatic fall in Ireland’s
unemployment rate during the 1990s was not a reflection of reduced demographic
pressure.  Ironically, as the economy recovered it became popular to include our
healthy demographic structure among the explanations of the employment boom – the
young and rapidly growing labour force was no longer was seen as part of the
problem, but part of the solution! The lesson to be learned is that under favourable
macroeconomic conditions, a well-functioning labour market can absorb a rapidly
growing labour force into employment.  Portugal in the 1970s and Israel in the 1990s,
for example, absorbed large and sudden increases in their population into
employment and the United States, with its rapidly growing labour force, has

                                                  
13 On this last point see Hines, 2003.
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maintained a relatively low unemployment rate.  Ireland in the 1990s can be added to
this list of examples of favourable labour market outcomes.

3.2 Economic Growth, Employment, and Unemployment.

The growth of employment and fall in unemployment were part cause and part effect
of the exceptional rate of economic growth recorded in the 1990s.  However, let us
pose the question: making no allowance for reverse causation, treating the rate of
growth of output as exogenous to the labour market, does it account for the growth of
employment and the fall in the unemployment rate?  The short answer is yes – the
link between the growth of output and the growth of employment, and the growth of
output and employment and the fall in unemployment seems to have been stable,
comparing the 1990s with earlier periods.  On the basis of past experience, the
exceptional growth spurt after 1993 would have been expected to transform the
labour market situation in the manner that was recorded.

I summarise the link between these variables by regressing the rate of change in non-
agricultural employment (Y) on the GNP growth rate (X) – plus a dummy D to allow
for the impact of the change in definitions in 1998.  This yields the following result
for the period 1961-2003 (t-ratios in parentheses):

Y  =  -2.30 + 0.46 X  + 0.19 X-1 + 0.32 X - 2  + 3.76 D     R2 = 0.80    D. W. = 1.32
         (5.3)    (5.9)        (2.1)          (3.9)           (3.2)

There appear to be significant lags in the transmission of GNP growth to
employment, as was apparent in the first half of the 1990s.14 But of most interest to
the theme of present paper is that there was no break in this relationship in the 1990s.
While this was bad news from the perspective of the growth of productivity and
living standards, it was good for the impact of output growth on employment.

A second simple check on the links between economic growth and the labour market
is Okun’s Law, which has proved reliable over the decades in tracking the links the
growth of output and changes in the unemployment rate.  Regressing the change in
the unemployment rate (Y) on the GNP growth rate (X) yields the following result for
the period 1961-2003:

Y  =  1.77  -  0.28 X  -  0.11 X-1         R
2 = 0.57    D. W. = 1.71

       (6.3)    (4.8)         (2.1)

or using a two–year moving average of the GNP growth rate:

Y  =   1.84  -  0.41 X          R
2 = 0.56    D. W. = 1.78

         (6.3)    (7.2)

                                                  
14 The differences between the coefficients on GNP growth rate and its lags are not statistically
significant.  Using a three-year moving average of the GNP growth rate, the following result is
obtained:   Y  = -2.2  + 0.95 X   + 3.6 D    R2 = 0.79   D. W.  = 1.22
                           (5.1)   (10.6)       (3.1)
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This implies that a GNP growth rate of about 4.5 per cent is needed in the long run to
prevent the unemployment rate from rising.  Of course, this would be expected to fall
as the rate of natural increase of the labour force slows.  Figure 13 displays the
traditional Okun graph.  The statistical results reveal no significant break in the
relationship in the late 1990s. The largest single decrease in the unemployment rate
(2.8 percentage points) was recorded in 1998 – the year after the change in
methodology – but a dummy variable for this year is not highly significant, although
it has the expected negative sign.  On the other hand, the largest single increase in the
unemployment rate was recorded in 1981 - 2.6 percentage points.  It might be inferred
that it is harder to explain why unemployment rose so rapidly in the early 1980s than
why it fell so fast in the late 1990s!

We can think of the Okun approach as implying that GNP growth generates
employment growth and employment growth reduces the unemployment rate.  The
last step in this analysis is summarised by the following results, where Y is the change
in the unemployment rate and X the rate of growth of employment (lags and the 1998
Dummy were not significant):

Y  =   0.90  -  0.42 X          R
2 = 0.64   D. W. = 1.36

         (5.6)    (8.5)

The result suggests that on average over the entire 40-year period employment growth
of about 2 per cent was needed to stabilise the unemployment rate.15  Of greatest
relevance to the theme of the present paper, once again, is the finding that there
appears to be no structural break in this relationship in the 1990s.

Viewed in the context of the longer-run performance of the Irish economy, given the
growth rate of GNP in the 1990s, the increase in employment was not exceptional,
and given the growth of employment, fall in unemployment rate was not exceptional.
According to this view, the dramatic fall in the Irish unemployment rate in the 1990s
was “simply” a reflection of the economy’s exceptional growth rate.  None the less,
although these regressions are highly significant, the R2 leave plenty of room for
excluded variables factors to have played significant roles, even if many of these are
difficult to model econometrically.

3.3 Wage Moderation and Centralised Wage Bargaining.

Traditionally, overt unemployment in Ireland was kept in check by the operation of
the safety value of emigration, and since the Second World War this was
predominantly to the United Kingdom.  Any incipient widening of the Irish-UK
unemployment rate differential was quickly closed by higher outflows.  This ensured
that the Irish unemployment rate was typically only three or four percentage points
above the UK rate average for most of the 1960s and into the 1970s.  It can be seen
from Figure 14 that the two rates were closely linked and indeed cointegration
analysis confirms this (Honohan and Walsh, 2002).   However, it is also evident that
the historic relationship between Irish and UK unemployment rates broke down in the
                                                  
15 However, this does not control for the rate of net migration, which was in the past an important
mechanism for stabilising unemployment in Ireland.

Figure 13

Figure 14
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1980s, most likely due to the collapse in the demand for unskilled workers in
construction and manufacturing in the UK.  In the second half of the decade the gap
between the Irish and UK unemployment rates reached an unprecedented six
percentage points.  The closure of the traditional safety value of emigration was
initially a severe adverse shock to the Irish economy, but I shall argue below that its
longer-run repercussions on wage bargaining and domestic employment growth were
benign.  As recovery got underway in Britain during the Lawson boom, it was to be
expected that a pent-up tide of Irish emigrants would flow out.  And in fact the initial
easing of the Irish labour market situation in the late 1980s came from renewed
emigration to the UK and US.  However, the rapid fall in unemployment in the late
1990s and the narrowing of the Irish-UK unemployment gap was due to the domestic
employment boom rather than to the traditional mechanism of heavy emigration.

My interpretation of the transformation of the Irish labour market during the late
1980s and 1990s is that the widening of the Irish-UK unemployment differential and
the unprecedented rise in the Irish unemployment rate brought about a painful internal
adjustment and eventually led to a moderation of nominal wage inflation, mediated
through a return to centralised wage bargaining.  When measured in a common
currency, the moderation of the rate of growth in nominal wages relative to our main
competitors was further helped – somewhat fortuitously - by the devaluations of 1986
and 1993, and the low level at which the Irish pound entered the European Monetary
Union. Wage moderation was reinforced by tax cuts that allowed take-home pay to
rise faster than labour costs, and sustained into the 1990s by a very elastic labour
supply as reservoirs of under-utilized work effort were drawn into employment.

An elastic labour supply was not a new phenomenon in Ireland, but in earlier periods
it had not led to wage moderation.  For example, in the first half of the 1980s, despite
the rising unemployment rate, wage rates rose relative to our trading partners, and
Ireland’s competitive position deteriorated.  The trend was, however, sharply reversed
after 1986.  Figure 15 shows relative hourly earnings16 in a common currency and in
national currencies relative to a weighted average of our trading partners.  Both series
were rising (that is, showing a loss of competitiveness) until 1986 but this adverse
trend was reversed over the period 1986-1997 in national currencies and for a further
three years in a common currency.  The dips in the common currency series after
1992 and 1997 reveal how devaluations boosted competitiveness, at least temporarily.
In Honohan and Walsh, 2002, we showed that deviations of the competitiveness
index from its trend are closely associated with the trend in employment.

In addition to exchange rate movements, the key factor to be considered in relation to
the behaviour of the competitiveness series is the role of centralized wage bargaining
or “social partnership” after 1987.  The unprecedented unemployment rate –
attributable not only to the economy’s poor performance but also to the exogenous
shock of high British unemployment – created a consensus that generalized belt-
tightening was needed. The result was a National Wage Agreement followed by four
others, negotiated over successive 3-4 year horizons extending from 1988 to 2003,
                                                  
16 That is, average hourly earnings, not including employer’s taxes and social charges.  Note that this
series does not include any adjustment for productivity, which is strongly influenced by sectoral shifts
and the growth of the entrepôt industrial sectors.

Figure 15
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designed to deliver industrial peace and moderate rates of wage inflation in exchange
for reductions in the burden of direct taxation and an increasingly ambitious agenda
of social and economic changes.

Admirers of the partnership approach claim that it deserves much of the credit for the
exceptional growth in employment in the 1990s.  True, the strike rate fell to a much
lower level after the new wage bargaining system was launched and by the end of the
decade had ceased to be a general problem.  However, real wages continued to rise –
there was no significant break in trend in the late 1980s,although there was a pause in
the mid-1990s (Figure 16).   Indeed, once the influence of exchange rate fluctuations
are allowed for, it is hard to identify a statistically significant role for the domestic
unemployment rate, much less the pay bargaining regime, in the behaviour of the
wage series (Curtis and FitzGerald, 1996; Walsh, 2000). Nonetheless, despite the
inconclusive econometric results, most observers regard the coincidence of the
reversal of the deteriorating trend in competitiveness with the new approach to pay
bargaining as suggestive that it did pay dividends, if only by facilitating reductions in
taxes on wage earners and the backward shifting of this to employers.17

In summary, the combination of declining union density (see below) and the return to
centralized wage bargaining may plausibly be regarded as factors that tended to offset
the upward pressure on wages exerted by unions and to have contributed to the
improved trend in Irish relative wage costs during the late 1980s and the first half of
the 1990s.

3.4 Structural Labour Market Reforms.

In addition to the change in the wage bargaining system, there were several other
structural changes in Irish labour market between the 1980s and the 1990s.  For the
most part these were in the direction that economists identify as likely to contribute to
a lower equilibrium unemployment rate by reducing labour market rigidities.
Changes of this type are viewed as the key to reducing continental Europe’s high rate
of unemployment18 and indeed Nickell (2004) concludes they “enable us to
understand why some European countries have been able fully to recover from the
employment disasters of the early 1980s whereas some have not”.  It is hard to
imagine more favourable circumstance for implementing such reforms than during
the buoyant labour market conditions that prevailed in Ireland in the 1990s.

I turn now to an examination of some salient changes in the structure of the Irish that
would be expected to have lowered our equilibrium rate of unemployment.

3.4.1 Union density.

The disastrous labour market trends of the 1980s had hit the Irish trade union
movement very hard.  Union membership, which had been growing rapidly from the
1960s, peaked in 1980 and then declined steadily.  Union density declined even more
                                                  
17 We pointed out elsewhere that the correlation between overall share of taxation in GNP with the
index of competitiveness is very high (Honohan and Walsh, 2002).
18 See the OECD Jobs Study (1994) and the Jobs Strategy based on these studies.
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rapidly and did not recover, as most of the new jobs created in the booming economy
were in union-free workplaces.  From a peak of over 60 per cent in the early 1980s,
union membership as a percentage of the employed labour force fell to 44 per cent at
the end of 1990s.  Although we do not have a public/private sector breakdown of
these rates, it is likely that membership and density declined more rapidly in the
private sector and has become increasingly concentrated in pubic sector
employment.19

Arguably the role of unions was changed by the revival and deepening of a
centralized bargaining process that went beyond wages to cover taxation and other
aspects of economic policy.  A reduction in union power would be expected to ease
upward pressure on wage rates and this, combined with greater co-ordination in the
exercise of this power, would be expected to lower the equilibrium unemployment
rate.

3.4.2 A leaner, meaner social welfare system and a less punitive tax system

The point of departure in Ireland in the 1980s was a social welfare system that was
not unduly generous by continental European standards.  However, there were serious
disincentives and anomalies, as well as a lax attitude towards eligibility for benefits
and assistance, and some commentators cited these as reasons for the persistence of
high unemployment.

During the 1980s the view gained ground that allowing unemployment assistance to
be collected more or less indefinitely without any evidence of active job search
contributed to the excess numbers claiming to be unemployed on the Live Register
(LR) relative to the ILO measure of unemployment obtained from the Labour Force
Survey (LFS). By the mid-1990s this discrepancy had reached 50 per cent, the largest
in any OECD country.  This prompted the Central Statistics Office in conjunction
with the 1996 LFS to conduct a special study of the labour force status of persons on
the LR (CSO, 1996).  A random sample of one percent of claimants was included in
the LFS.  Over a quarter of the sample was not located as usual residents at the
addresses given.  When the LFS questionnaire was administered to the remainder of
the sample, only half were classified as ILO unemployed. The other half was divided
equally between ILO employed and ILO inactive.  As a result of these findings, more
stringent tests of the job search criterion were included in the Irish National
Employment Action Plan (Department of Enterprise and Employment, 2002).  Since
September 1998 all those under 25 who have been unemployed for six months are
called for interview to assess their suitability for an existing vacancy or training.  This
approach was subsequently extended to other age groups according to the schedule
set out in Table 3.  In a review of the Plan the OECD noted that “a surprisingly high
share of [claimants] can be dealt with in this fashion: nearly half either failed to
attend the interview or refused intervention, and 28 per cent were struck off the rolls .
. .”  (OECD, 1999, p. 127).

                                                  
19 In the 1990s, union density increased in Public Administration, and Professional Services and Health
and Education, but fell Industry and Construction. These figures have been made available to me by
Bill Roche and are taken from the UCD DUES Series.



16

However, reductions in the numbers claiming unemployment benefits do not
necessarily translate one-for-one into reductions in the numbers unemployed
according to the ILO definition.  After all, many of those targeted by the “activation
measures” were believed not to be unemployed in the ILO sense because they were
not actively seeking employment. The ratio of LR to ILO unemployment peaked (at
260 per cent) in 1999 and fell sharply in 2000 and 2001, although it remains very
high among those aged 25 and over, especially women.20 This suggests that the
activation measures were effective in reducing the numbers claiming benefits that
were not ILO unemployed.

The dip in the long-term unemployment rate after 1998 might be taken as evidence
that these measures had a significant impact (see Figure 6).  However, the growth in
GNP in the late 1990s was so rapid that it on its own might account for this outcome,
as is shown by the regression of the change in LTU (Y) on GNP growth (X) using
data for the period 1989 - 2003:

Y  =  0.005    -   0.19 X          R
2 = 0.52    D. W. = 2.7

       (1.6)          (4.4)

No structural break after 1997 is evident in this relationship.  Although these results
are based on just eleven years data, they suggest the need for caution in attributing
the fall in LTU to anything other than the exceptional growth spurt.

Higher replacement ratios (that is, the unemployment benefits as a percentage of net
income from employment) were blamed for about half the rise in the Irish structural
unemployment rate between the 1970s and the mid-1990s (Scarpetta, 1996).  These
ratios declined sharply during the 1990s. Using an average over four household types
and income levels, the OECD reckons that the Irish replacement rate fell from 50 per
cent in 1980-87 to 35 per cent in 1999 – by far the largest fall in the OECD area.  In
several European economies this ratio increased during the 1990s (OECD, 2002;
Nickel, 2004).  Thus falling replacement ratios may be included among the factors
that contributed to Ireland’s success in lowering its unemployment rate.21

The tax wedge on labour, that is, the difference between employers’ cost of
employing workers and employees’ take home after tax, social welfare deductions
and consumption taxes, peaked in Ireland in the late 1980s and fell back during the
1990s.  It is now among the lowest in the OECD countries (Nickell, 2004).  A
narrower measure that excludes consumption taxes declined by 18.3 percentage
points between 1996 and 2003 – by far the largest reduction recorded in the OECD,
moving Ireland towards the bottom of the league table.22   This wedge – or least the
part of it due to direct taxes on wages – is reflected in the social welfare replacement
rate, but its impact is wider than this because higher taxes on labour not only
contribute to higher unemployment but also to lower employment by moving

                                                  
20 For more details of the behaviour of this ratio by demographic group, see (Walsh, 2003).
21 However, micro-econometric estimates suggest that the effect of the replacement rate on the
duration of unemployment is small in Ireland compared with the impacts reported in the international
literature (Layte and Callan, 2001).
22 For these data see www.oecd.org/ctp/taxingwages

Table 3
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employers back up their demand curve and individuals back up their supply curves in
combinations that depend on the extent of shifting.  The marked fall in these wedges
during the 1990s would therefore be expected to have contributed to Ireland’s
exceptional rate of employment creation.

During the 1990s changes in the income tax system increased the incentives to
accepting paid employment. The marginal income tax rate (including social security
charges) facing an unmarried industrial worker on average wages peaked at an
amazing 68.5 per cent in 1984.  By 2002 this had fallen to 46 per cent – by no means
“low” but less of an inducement to evasion and avoidance.  The marginal tax rates
facing other categories of workers were initially lower and also declined, although
less dramatically.  Many low-paid workers were completely removed from the
income net by progressively raising the tax threshold, which for an unmarried worker
reached half average industrial earnings in 2002.   At the same time, the introduction
of “individualization” in the income tax code increased the returns to a second
income earner in a household.   Certain benefits such as rent supplements are no
longer withdrawn on taking up employment and child benefits have been increased
and uncoupled from unemployment benefits.

Several other changes in the Irish social welfare code during the 1990s would also be
expected to reduce unemployment and increase willingness to accept job offers.  A
“back to work allowance” was introduced in 1993.  This permitted the long-term
unemployed to hold on to 75 percent of their social welfare payments in the first year
of employment, 50 per cent in the second, and 25 per cent in the third, thereby
reducing the effective tax rate on employment for the unemployed. At its peak in
2000 there were 39,000 participants in this scheme, but by 2002 numbers had fallen
to 25,000 and further reductions occurred in 2003. Evaluations have shown the
scheme had an impact in terms of reducing the numbers registered as unemployed
and switching them to employment, though it has proved difficult to estimate the
extent of deadweight and displacement in these numbers.23 Another form of in-work
benefit - the Family Income Supplement - was introduced in the 1980s to raise the
take-home pay of those on low earnings. This too reduced the disincentives for the
unemployed to accept job offers.

3.4.3 Active labour market policies.

The tightening up of the social welfare system was accompanied by increased
spending on “active labour market policies”.  Special employment schemes and other
active labour market initiatives was introduced and spending on them reached 1_ per
cent of GDP by the end of the decade.  As a percentage of the average industrial wage
per person unemployed, Ireland’s spend on these policies rose from 14 per cent in
1985 to 29 per cent in 1997, when only the Netherlands and the Scandinavian
countries spent more relative to the numbers unemployed (OECD, 2001, Table 1.5).
The most costly measure is the Community Employment Scheme, whose scope and
impact have been discussed above. Though there is some microeconometric evidence
to suggest that the increased emphasis on back to work measures did help to improve
                                                  
23 This is based on evaluations commissioned by the Department of Social, Community and Family
Affairs.
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the functioning of the labour market in the 1990s, its role should not be exaggerated
(Martin, 2000).   This expenditure has come under close scrutiny recently and has
been significantly reduced and rationalized, without any apparent adverse effect on
the aggregate labour market indicators.
  

3.4.5. Minimum wage legislation.

Not all policy changes went in the direction of greater labour market flexibility.  The
introduction of a statutory national minimum wage at about 55 per cent of average
industrial earnings in 2000 was viewed apprehension by employers and some
economists.  After all, high minimum wages have been identified as significant factor
in the high rates of youth unemployment in France and other continental economies.
However, although the minimum wage has recently been increased to keep pace with
inflation its effects on employment levels seem to have been small (Nolan, O’Neill,
and Williams, 2002).  The most likely explanation for this lies in the rapid increase in
the absolute and relative earnings of less skilled workers, which has reduced the
effective “bite” of the minimum wage.

3.4.6 Summary on structural labour market reforms.

Comparing the Irish labour market at the turn of the millennium with what it had
been in the mid-1880s, it is clear that several structural changes had occurred that
would be expected – on theoretical grounds and on the basis of international
evidence - to reduce the equilibrium unemployment rate.  Union density declined and
the wage bargaining system became more coordinated.  The tax and social welfare
systems became considerably more work-friendly in a variety of ways, large and
small.24  While no single measure should be singled out as the magic bullet that
accounts for the vastly improved performance of the labour market, and estimating
the impact of individual changes with any precision is difficult, taken together these
measures undoubtedly improved the functioning of the labour market and allowed us
to enjoy an unemployment rate of less than 4 per cent without experiencing an
explosion of wage inflation.

4.  Conclusion

During the 1990s the Irish economy grew at an exceptional rate.  A key feature of
this rapid growth was the unprecedented employment boom. This reduced the
unemployment rate, raised the participation rate, and reversed the outflow of
population from the country.  The resultant increase in the employment rate played a
large part in Ireland’s belated, but very rapid, catch-up in living standards with the
leading economies.

In this paper the institutional and structural factors that contributed to the
transformation of the Irish economy and labour market have been examined.   Once
the Irish economy had recovered from the effects of the policy errors of the 1970s
and the protracted recession of the 1980s, it responded strongly to several favourable

                                                  
24 Other factors mentioned in the international literature – such as changes in the degree of employment
protection – do not seem very relevant to the Irish story.
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external shocks.  A very elastic labour supply was converted into rapid employment
growth through a reversal of the deteriorating trend in wage competitiveness.
Favourable exchange rate developments played their part in this but pride of place is
usually given to the modest nominal wage settlements negotiated under the central
wage agreements reintroduced in 1987 and there is some evidence to support this
view.   The unprecedented rise in the unemployment rate in the mid-1980s and the
reduced strength of the trade union movement helped create a new sense of realism
that prevailed in wage negotiations and in the return to “social partnership”.  These
in turn were repercussions of the very high rate of unemployment in the UK and the
lack of opportunities for Irish emigrants in the wake of the Thatcherite recession.
Paradoxically, in view of their eventual impact on Irish wage bargaining, these
developments could be regarded as a favourable external shocks.

The exceptional performance of the Irish labour market during the 1990s was not
triggered by radical structural reforms, but rather by a series of individually
relatively small changes in the right direction.  Disincentives to accepting offers of
paid employment at prevailing wages were reduced, the administration of the social
welfare system made more rigorous, and a plethora of active labour market
measures was launched.  While these were not sufficiently far-reaching or effective
in themselves to account for much of the drop in the unemployment rate and even
less of the spectacular rise in employment, they undoubtedly helped maintain the
momentum towards lower unemployment created by favourable macroeconomic
developments.

The Irish example is important because it shows how an output boom, supported by
sensible changes in labour market structures and policies, turned one of Europe’s
worst performing labour markets into one of the best in less than a decade.
Some of the forces behind the Irish success story could not be implemented by all
countries simultaneously due their “beggar-my-neighbour” component.  For
example, it is not possible for all countries to improve their competitiveness by
simultaneous devaluations!  But a favourable environment for investment, a low tax
burden, moderate growth in wage costs, a cooperative approach to industrial
relations, a realistic approach to income maintenance for the unemployed, and
incentives to help labour markets adjustments, are policies that played their role in
reducing unemployment in Ireland and that other countries might with benefit
emulate.  These policies do not simply redistribute a given level of economic
activities between countries, they have the potential to increase the level of
economic growth and welfare in all countries.
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Figure 1: Unemployment rate: Forecast and outcome
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Figure 2:

Non-agricultural employment as percentage of total population
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Figure 3
Population change by economic status
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Figure 5:  Net Migration Rate
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Figure 4: Unemployment rate
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Figure 6
Total and long-term unemployment rates 
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Figure 7:
Discouraged worker unemployment rate
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Figure 8a: Unemployment rates by age, 1988 and 2001
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Figure 8b: Employment rates by age, 1988 and 2001
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Figure 8c: Unemployment rates by age, 1988 and 2001
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Figure 9a:  Unemployment rates by education
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Figure 9b:  Employment rates by education
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Figure 9c:  Unemployment rates by education
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Figure 9d:  Employment rates by education
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Figure 10a:  Unemployment rates by region, 1995 and 2003
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Figure  10b: Employment rates by region, 1995 and 2003
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Figure 12:
Unemployment and Inflation, 1981-86 and 1999-2003
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Figure 13:
Okun's law, 1962-2003
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Figure11:  Structure of employment, 1985 and 2003 (000s)
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Figure 14:  Irish and UK Unemployment Rates, 1962-2003
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Table 15: 
Indices of relative hourly earnings, 1990 =100
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Figure 16:
Index of real earnings, 1982-2003
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Table 1:  Key statistics for three sub-periods

Labour productivity

GNP Numbers
at work

Average
hours

worked* GNP /
Employment

GNP /
Hours

worked

Population

Non-
agricultural

employment as
% of total
population

Annual average growth rates

1961-1973 4.2% 0.1% n. a. 4.1% n. a. 0.1% 1961 23.9%
1973-1988 3.3% 0.1% n. a. 3.2% n. a. 0.9% 1976 25.6%
1988-2003 5.7% 3.6% -1.0% 2.0% 3.1% 0.8% 2003 41.1%

*Average economy-wide hours worked declined from 43.1 a week in 1988 to 37.3 in 2003 – roughly one per
cent a year. Some of the fall in hours – perhaps one hour a week – reflects the change of survey
methodology in 1997.  Data for earlier periods are unavailable.

Table 2:  Contribution to employment growth by gender and part-
time/full-time, 1988-2003

Per cent

Men
Full-time 36.6
Part-time 6.1

Women
Full-time 32.0
Part-time 25.3

Total 100
Note: Average hours worked per week by the employed labour force fell from 43.1
in 1988 to 37.3 in 2003.

Source: Quarterly National Household Survey

Table 3:  Schedule of “Activation Measures” under the
Irish National Employment Action Plan

Age group
Live Register
threshold for

activation
Date

18 – 19 year olds (pilot) Six months Oct 1996
Under 25 years Six months Sept 1998
25-34 years Twelve months May 1999

Nine months July 2000
35-54 years Twelve months Feb 2000

Nine months July 2000
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