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Assessment and recommendations

The Celtic Tiger
era is over

© OECD 2003

The extraordinary growth in the second half of the
1990s, the era of the “Celtic Tiger”, has given way to a more
normal, albeit still rapid pace of expansion since 2001,
though the extent of the slowdown has been more marked
outside the multinationals sector. Some slackening in
growth was in any case inevitable and even desirable given
increased tensions in the economy, manifest in high infla-
tion, worsening traffic congestion, rapidly rising house prices
and recruitment difficulties. While the slowdown is closely
linked to the burst of the ICT bubble, it also reflects a dete-
rioration in Irish cost competitiveness. This has been due to
strong inflation in the sheltered sector of the economy,
reflecting the combined influence of large wage gains ema-
nating from the tradables sector, low productivity growth in
the sheltered sector and the generally expansionary effects
of very low real interest rates since Ireland joined the Euro-
pean Monetary Union. The future trend growth over the
medium term is now widely believed to be between 4 and
5 per cent for real GDP and a shade lower for GNP, a view
shared by the OECD. The policy challenge facing the Irish
economy in the immediate future is to ensure that both
income expectations and public finances adjust to a slower
growth environment. The former is necessary to guard
against deterioration in international competitiveness, while
the latter is required to ensure fiscal sustainability and the
maintenance of a growth-supportive tax environment. Over
a longer term, the broad aim of the authorities should be to
ensure that the economy will continue to grow at a reason-
ably high rate and that policies will be more clearly oriented
towards protecting interests of consumers rather than pro-
ducers, notably through enhanced competition in service
sectors.
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The resilience
of GDP masks
the weakness
of the national
economy

The adjustment
of income
expectations

to slower growth
appears to be

in progress

At 6 per cent, real GDP growth was relatively well main-
tained in 2002, but in terms of real GNP, a measure not of
domestic production but of national economic activity,
growth was much weaker at well below 2 per cent. The wide
gap between GDP and GNP that is accounted for by net fac-
tor income payments has been a consistent feature of the
Irish economy, but a growth gap of over 4 per cent is unprec-
edented and attributable to a strong performance of the
biomedical and pharmaceutical sectors where, margins are
exceptionally high and accrue largely to foreign owners. The
economy has lost momentum since late 2002 with a further
slowdown in exports and a substantial weakening in busi-
ness confidence. The demand for labour slackened through-
out 2002, leading to a rise in the unemployment rate from its
historical lows to 4.4 per cent in 2002, The current weak
trend in activity is expected to prevail during 2003 but is
forecast to give way to modest acceleration in 2004 on the
assumed recovery of export markets. Construction activities
are likely to remain a major source of buoyancy due to rapid
development of the physical infrastructure and continued
strong demand for housing.

There are signs that adjustment in income expectations
has begun to take hold. The recent central wage agreement
of 7 per cent over the next eighteen months indicates that
income expectations are adjusting to the new situation and
will help to moderate inflation. The partnership process
seems to have contributed to this outcome by promoting
the common understanding of the emerging economic real-
ity, even without a tax concession as offered by the govern-
ment in the past. The new partnership agreement
nonetheless included a series of special initiatives to deal
with certain social issues. On the other hand, strong price
pressures that prevail in the sheltered sector of the econ-
omy suggest that the adaptation of income expectations to
slower growth still has some way to go. Inflation in the shel-
tered sector, however, could be expected to subside with
wage moderation, though remaining higher than in the sec-
tor open to international competition. One reason for this
projected inflation gap is the level adjustments to public
sector wages following the benchmarking exercise, which
put upward pressure on indirect taxes and public charges. It

© OECD 2003



Assessment and recommendations 11

... and so does
the adjustment
in public finances

But managing
public spending
and maintaining
a supportive tax
environment
remains

a longer-term
challenge

Reforms to budget
process and
control should be
intensified

© OECD 2003

is important that future wage adjustment in the public sec-
tor should be strictly conditional upon the demonstration of
higher efficiency.

The adjustment also appears to be taking place in pub-
lic finances. The 2003 budget seems to be more consistent
with slower underlying growth in the tax base than its two
predecessors. Both the 2001 and 2002 budgets substantially
overestimated revenues while underestimating spending
pressures, which resulted in a worsening of the general gov-
ernment position from a surplus of 4.4 per cent of GDP in
2000 to an estimated deficit of 0.1 per cent in 2002. The error
in the revenue projection was in part due to the reform of
taxation which, despite its positive effects on economic
incentives, made forecasting difficult. But it was also attrib-
utable to overestimation of Irish growth due to the unfore-
seen slowdown in global economic activity. The 2003 budget
marks a departure from the earlier budgets in that it relies
on increased taxation and allows a smaller increase in
spending that is allocated selectively to priority areas. Even
so, the general government deficit is projected to rise to
0.8 per cent of GDP in 2003.

The budget projections to 2005 in Ireland’s latest Sta-
bility Programme Update envision the deficit continuing to
rise to 1.2 per cent of GDP in the context of economic growth
below potential. However, both the spending and revenue
shares are projected to fall and the debt to GDP ratio to
remain below 35 per cent. In the following decade, it will be
necessary to exercise continued budget prudence so as to
deal with spending pressures related to infrastructure
development and a range of social services and to prepare
further for the budgetary implications of population ageing.
In an environment of less buoyant fiscal revenues, the need
to clearly establish spending priorities and to ensure that
value for money becomes the key criterion in all spending
areas will become more important than ever.

To meet this challenge requires further significant
improvements to the public expenditure management sys-
tem. Despite some progress, further reforms to institutional
arrangements will be needed to enhance aggregate spend-
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The shift toward
more flexible and
results-focused
budgeting and
management
should be
stepped up

ing control and strategic prioritisation. Among the most
important is the adoption of a more top-down budgeting
process and a rolling multi-annual budget “envelope” sys-
tem. The move to a multi-annual framework for public
investment is a positive step in this regard. Prioritisation of
spending could also be facilitated by stepping up the ongo-
ing efforts for systematic expenditure reviews, and by intro-
ducing sunset clauses to new programmes, which should
help move resources away from those which no longer serve
the original objectives.

To enhance the efficiency of public service delivery, the
government should accelerate its efforts to move from
input-oriented management and budgeting toward one cen-
tred on outputs and outcomes. This will however need to be
pursued in conjunction with strengthening accountability for
results, which in turn requires developing more specific per-
formance criteria and more effective monitoring and control
systems. Routine and systematic evaluation and value-for-
money audits should be in place in all spending areas. The
government should also take steps to systematically inte-
grate output indicators into the budgetary and policy-mak-
ing process. Both ex ante indicators in the form of goals and
ex post indicators as a means of verifying performance will
need to be integrated to show the effectiveness of alterna-
tive programmes. In particular, it will be important to
strengthen the role of the Parliament and the Comptroller
and Auditor General in results-oriented auditing and
reviewing control mechanisms. At the same time, the current
efforts to develop the Management Information Framework
(MIF) needs to be stepped up. Efficiency gains could also
be made from reforms to human resource management in
the public service including more open and competitive
recruitment and performance-oriented personnel manage-
ment practices. Given the limited progress made in this
area in the past, it will be particularly important to develop
the link between public sector pay increases and the mod-
ernisation of the public service, which was established in
the new partnership agreement.

© OECD 2003
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The use of market
instruments

in the public
sector should

be expanded

Funding of local
governments
could be better
geared toward
promoting

the effectiveness
of public
expenditure

© OECD 2003

A more extensive use of market-based instruments
such as contracting out, vouchers, internal contracts and
benchmarking should help generate higher efficiency and
better delivery of publicly funded services. In particular,
there is still substantial scope for more use of user charges
as a mean to contain cost pressures or reduce excessive
demand. Water charges are a case in point. Ireland is unique
among OECD countries in not charging domestic consumers
for water services. A charging regime in this area could
contribute to more efficient use of what is becoming an
increasingly expensive resource. In addition, fees for higher
education could be re-introduced. Several OECD countries
have successfully targeted support for higher education
through fees, loans and grant schemes which include provi-
sions for the less well-off.

Improving the effectiveness of spending by sub-
national governments should be a key element of public
expenditure management reform. A wide-ranging pro-
gramme of local government reform in recent years has
greatly enhanced the quality of performance management
system at local level. While pursuing the ongoing efforts to
improve local accountability, reform should now aim at pro-
viding greater flexibility and decision making power to local
authorities and increasing the share of funding which is
locally levied. In this regard, serious consideration should
be given to raising revenues by re-introducing local prop-
erty taxes on residential housing, which has many advan-
tages as a sub-national tax. The current grant system might
be reformed to improve allocative and cost efficiency by
moving towards block grants for those services which do not
provide clear spillover effects and modifying the financing
arrangements for earmarked grants to provide incentive to
contain costs. There is also scope for streamlining sub-
national public administration, given the plethora of local or
regionally-based public bodies that operate outside local
government. Efforts should also be made to enhance the
level of co-ordination and co-operation between local
authorities and between national/local authorities and other
public service bodies to achieve effective planning and
delivery of services.
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Better planning
and increased
efficiency in
infrastructure
investment

are necessary

The effectiveness
of healthcare
spending also
needs to be
improved

Costs and benefits of public spending in several prior-
ity areas should be carefully considered. One such area is
public infrastructure investment. The substantial increase in
spending planned under the National Development Plan is
justified to respond to the infrastructure needs resulting
from strong economic growth in Ireland, in particular, in
roads, public transport, and housing. But it is important to
get the maximum mileage out of the increased spending.
The final costs of the infrastructure investment under the
National Development Plan are now envisaged to be much
higher than initially planned. For example, the estimated
costs of the national road programme had soared from
€ 5.9 billion in 1999 to € 15.8 billion in 2002, due mainly to
construction cost inflation, design changes, additional land
acquisition costs, and under-estimation of project prices.
One way to overcome the constraints in the construction
sector will be to accelerate the efforts to increase the import
content of construction services, through such measures as
further increasing the share of public procurement openly
advertised internationally. The Government’s intention to
expand the involvement of the private sector in the funding
and operation of the public infrastructure through Public Pri-
vate Partnerships (PPP) is welcome in this regard, but in pur-
suing this strategy the appraisal procedures in place to
determine that PPP is the best value option should be rigor-
ously applied. In addition, contracts will need to be
designed carefully to allow for an appropriate sharing of the
risks associated with such major projects and emphasis will
need to be placed on regulation and on providing the right
frameworks and incentives.

Another priority spending area is healthcare. Given the
enormous increases in government expenditure on the
health services and notwithstanding some real improve-
ments in outputs, concerns remain about the efficiency and
productivity of this sector. This is particularly manifest in
public dissatisfaction about long waiting times for access to
public hospitals, which seems to be exacerbated by a pre-
vailing perception that people with private insurance jump
the queue. To respond to the issue of access to care for pub-
lic patients in public hospitals the regulations which limit
the share of public beds occupied by private patients

© OECD 2003
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Future prosperity
will continue

to depend on
safeguarding
competitiveness
and remaining
aftractive to
investment

© OECD 2003

should be fully enforced. To better inform public percep-
tions and to improve decision making about priorities,
greater transparency is required in relation to the existing
distribution of resources within, and outputs of, the health
services. More generally, the poorly developed information
systems in the health sector hamper the measurement of
performance, and priority should be given to accelerating
efforts to improve the availability of relevant information.
Enhancing the efficiency and effectiveness of health spend-
ing also requires comprehensive reforms to the organisation
and management of the health sector. In particular, more
co-ordination across the ambulatory sector and the inpa-
tient care sector could help to achieve productivity gains
and reduce the workload of hospitals. Serious consideration
should be given to the proposals calling for a smaller num-
ber of health boards with improved governance structure,
which would improve accountability and facilitate the ratio-
nalisation of service provision. Enhanced co-operation
among health boards should be encouraged to reap the
benefits from synergies and economies of scale. This would
help to ensure consistent application of service and quality
standards nation-wide.

Getting maximum value for money out of public spend-
ing will help to improve the quality of public services and to
maintain the current tax environment. This is good for the
citizen's welfare and for business development generally. It
also helps Ireland to remain an attractive place for the for-
eign direct investment (FDI) that will continue to play a
major role in the growth process. While Ireland’s low-tax and
other advantages such as English language and well-trained
workers will continue to be positive features in attracting
foreign investment, their merit is likely to diminish in rela-
tion to newly emerging competitors, particularly some of the
candidate countries for EU accession. In addition, given the
particularly strong response of productivity growth to FDI it
would not be difficult for these countries to gain cost com-
petitiveness quickly once the scale of FDI is increased.
Faced with this challenge the authorities should at a mini-
mum ensure that inflation in the sheltered sector does not
undermine cost competitiveness given that the Irish price
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Inflation in the
sheltered sector
matters

Progress in
regulatory reform
has been uneven
and much
remains

to be done

level converged to the average EU level and is now becoming
among the highest in the region.

Inflation in the sheltered sector of the economy matters
for growth in several ways. First, it affects the cost competi-
tiveness of the internationally traded sector to the extent
that the services provided by the sheltered sector serve as
inputs. Second, by raising the cost of living of workers it
pushes up the wage claims in the internationally competing
sector. Third, it influences inward migration that is likely to
constitute an increasing source of labour force growth. The
cost of housing is an important element of domestic infla-
tion and needs to be reined in. The price of housing has
been rising rapidly despite the increasing supply, and as
more new houses have been built further away from the city
centres the commuting time has lengthened and pressures
on infrastructure have intensified. While roads and other
physical infrastructure are being built within the framework
of the National Development Plan, new forms of public
transport such as the light rail system currently under
construction in Dublin would alleviate the problem of
commuting. In parallel, reform in urban planning regulations
seems necessary to promote the housing capacity within the
cities.

Regulatory reform in the sheltered sector could contrib-
ute importantly to enhancing the growth prospect by weak-
ening the pricing power of incumbents and boosting
productivity. Good progress has been made in strengthen-
ing competitive forces in some areas such as telecommuni-
cations and taxis. Moreover, the Competition Authority has
seen both its independence and resources substantially
reinforced in line with the recommendations made by the
OECD. In contrast, progress has been sluggish in most other
areas, including pubs and legal and other professions, and
further steps are necessary even in those areas where good
progress has been made. In electricity, the creation of a
power exchange would considerably promote the develop-
ment of additional generating capacity by independent gen-
erators. This could and perhaps should be further
encouraged by making an ownership separation between
generation and transmission assets, and splitting the Elec-

© OECD 2003
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Strengthening
focus on
consumer
interests not only
enhances welfare
but also helps the
growth process

The success

in upgrading
investment will
depend on the
availability of
high-quality
human capital

© OECD 2003

tricity Supply Board'’s generating capacity into a number of
competing units. In pharmacies, an arbitrary rule limiting the
operation of pharmacists trained outside the country should
be abolished. New initiatives to bring in more competition
to land transport and airport operations are welcome, but
they need to be followed through.

A key to future reform process, however, is the pro-
posed National Policy Statement on Regulation that sets
down the principles for the regulatory system. To mark a
clear departure from the traditional policy focus on pro-
ducer interests, the principles should anchor the regulatory
system firmly in competition policy. There appears to be an
increasing realisation among Irish people that the legacy of
protecting producer interests in the sheltered sector at the
expense of consumer interests is not only hurting their own
welfare but also the competitiveness of the economy. The
anti-inflation initiative in the new partnership agreement is
a concrete manifestation of such a realisation. It is hoped
that this initiative reinforces the role of the Competition
Authority in fighting unhealthy pricing power in sectors
where competitive forces are still inadequate.

While safeguarding cost competitiveness helps, for a
high income country like Ireland to continue to grow there is
no escaping a shift in the supply structure towards higher
value added. The authorities are now trying to promote
higher value-added investment, through encouraging existing
domestic and foreign companies to engage in knowledge-
intensive activities and by inviting innovation-oriented new
FDI. Given the large-scale presence of high-tech foreign
companies, there appear to exist some economies of
agglomeration, as illustrated by successful cases of domes-
tic venture start-ups and diversification of activities by mul-
tinationals, notably in Dublin. The success of the strategy of
upgrading business activity will, however, depend impor-
tantly on how many high-skilled workers and researchers
Ireland can provide or attract.
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... that can be With the rapidly upgrading skill requirements, higher
increased by education institutions now face the challenges to increase

the reform of the
innovation system
and education
and training

Growth should
also be
environmentally
sustainable

enrolment and retention rates, to maintain high standards of
teaching and to further develop research capability.
Research and development activities at the universities are
being strengthened by the unprecedented increase in the
funding for research, which needs to be allocated based on
competitive evaluation by a third party. In addition, more
systematic efforts will be needed to address the weak-
nesses in technology transfer and commercialisation of
research results through an improved co-operation between
businesses and higher education institutions, while ensur-
ing competition between different consortia. Emphasis has
also been placed on improving human capital at work, by
encouraging lifelong learning and business investment in
training, for example through the “skillnets” initiative. Flexi-
ble arrangements are being introduced to allow employed
early school-leavers to obtain certificates on a part-time
basis. The increased number of mature age students seek-
ing learning opportunities could be accommodated more
effectively by introducing flexibility into the traditionally
rigid system of student selection and administration in
higher education institutions.

Continuing economic growth should also be environmen-
tally sustainable. Achievement of this objective is being
aided by the increasing use of economic instruments. Carbon
taxation is being considered to reduce greenhouse gas emis-
sions and would be a step forward, provided that tax rates are
uniform across all sectors and in line with expected prices for
EU emission permits. The peat industry should not be
exempt from such taxation. Waste management is also mov-
ing in the right direction with the introduction of a landfill tax,
weight-based charges for households and use of producer
responsibility levies. Taxes and levies should, however, be
soundly anchored to measured externalities and should not
be used to meet arbitrary targets. While there is no shortage
of water and clean rivers, water quality has deteriorated.
There seems no reason to continue to finance household
water supplies and waste water treatment from general taxa-
tion. The main environmental problem, seen as excess nutri-
ent content in rivers, will be addressed in the context of the

© OECD 2003
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In conclusion

© OECD 2003

development of a national action programme to give effect to
the Nitrates and other Directives. This effort should include the
use of economic instruments.

Having slowed down sharply, the Irish economy is now
faced with the challenge of securing the basis for future growth.
Income expectations seem to be adjusting to the new reality,
and so does the 2003 budget. Yet difficult tasks remain in safe-
guarding cost competitiveness, moving up the value chain,
securing sound public finances, ensuring value for money in
public services and making growth environmentally sustain-
able. Safeguarding cost competitiveness and enhancing wel-
fare require new initiatives to contain housing prices as well as
stepped-up reform efforts in much of the sheltered sector of
the economy, including the public sector, which affects prices
through both taxation and public charges. Fiscal policy needs
to guard against complacency, and to move back towards bal-
ance, or a surplus if circumstances require, over the medium-
term, while focussing on improving the structure of the econ-
omy. To maintain a growth-friendly tax environment and ensure
fiscal sustainability, it is essential to further improve the man-
agement of public expenditure by: harnessing an output orien-
tation and top-down approach in budgeting; assessing projects
on their relative merits; giving local governments both greater
freedom and responsibility in decision making; and taking
advantage of market mechanisms in some appropriate areas of
the provision of merit goods. To break away for good from the
legacy of protecting producer interests, the National Policy
Statement on Regulation should establish principles for the
regulatory system that are firmly based on the idea of promot-
ing competition. Linked to this, the high value-added orienta-
tion of business investment strategy requires enhanced quality
of human capital and capacity for innovation, the efficient pro-
vision of which is most likely achieved through a system where
competition plays an important role. In sum, with the Irish
economy moving to a rather slower growth path than in the sec-
ond half of the 1990s, both income expectations and public
finances are having to adjust. But taking full advantage of Ire-
land’s growth potential requires a range of structural reforms, in
both the public and the private sectors, to create a more
competitive environment and contribute to continuing
prosperity and enhanced welfare.



I. Adjusting to slower growth and ensuring
prosperity

The nature of the growth slowdown

Ireland’s remarkable growth performance that began from the mid-1990s
and continued into the start of the new millennium has led to rapid convergence
of productivity levels towards the EU average, while employment growth has also
been exceptionally strong. Living standards have increased dramatically as a
result. Between 1995 and 2000 real GDP grew by an annual average of nearly
10 per cent. It slowed sharply in 2001 to 5.7 per cent but is estimated to have
grown at about the same rate in 2002. The resilience in terms of GDP is in marked
contrast to the sharper slowdown evident in terms of GNP, which is estimated to
have slowed to below 2 per cent in 2002 from 4.6 per cent in 2001 and a high of
10.7 per cent in 2000 (Figure 1). This reflects a continued expansion of the large
multinational sector operating in Ireland.!

Growth since the mid-1990s had been clearly above the economy’s poten-
tial growth rate, though it is difficult to measure this given the endogenous nature
of both productivity and labour supply. The Irish population structure in the 1990s
has been unusually favourable in increasing labour supply. The expansion in the
labour force has been much greater than in the rest of the EU, reflecting different
demographic circumstances; namely rising female participation rates, inflows of
migration, a high rate of natural increase and a corresponding reduction in age
dependency (Figures 2 and 6). But the available pool of labour that existed at the
start of the 1990s has effectively been exhausted as the Irish economy moved to
full employment levels in recent years. The unemployment rate fell from as high
as 15.7 per cent in April 1993 to a low of 3.7 per cent in the first half of 2001, which
led to increased recruitment difficulties.

Above potential growth has also resulted in growing infrastructure pres-
sures as evidenced by rapid house price increases, congestion and longer com-
muting times, particularly in Dublin.? Competitiveness has been reduced by price
and wage inflation, which has been reinforced by infrastructure constraints. Given
these considerations, growth has had to slow sooner or later even though the shift
down in Irish economic growth has been undoubtedly linked to internationally
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Figure 1.

Growth in GDP and GNP: the widening gap

Per cent change

Per cent Per cent
12 12
10 10
8 8
6 6
4 4
2 2
1991 1992 1993 1994 1995 1996 1997 1998 1999 2000 2001 2002
Source: Central Statistics Office.
Figure 2. Irish labour force growth
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weak FDI flows that fed into a fall in the number of employed in the multinational
companies, particularly in the ICT sector.

The apparent resilience of economic activity is, however, somewhat sur-
prising given the series of economic shocks that affected the Irish economy
between mid-2000 and 2002. Dependence on foreign direct investment (FDI),
especially in high-tech sectors originating in the United States, meant that Ireland
was particularly exposed to the slowdown in the technology sector from mid-2000.
Furthermore, the foot and mouth disease scare and the containment measures
invoked curtailed domestic activity in the first half of 2001. The slowdown in world
economic activity in the wake of the September 11 terrorist attacks, corporate
accounting scandals and the on-going threat of war throughout 2002 suggested
that an open-economy like Ireland’s would have been expected to experience a
much pronounced slowdown in economic activity. The diversification in FDI
investment in recent years would seem to have helped buffer Ireland’s growth
performance from the full impact of these shocks. While sectors like ICT, tourism
and agri-food took the brunt of the shocks, biomedical and pharmaceutical sectors
continued to perform strongly in the difficult global trading environments.? As
well, while machinery and equipment investment weakened sharply, housing
construction and public investment, mainly in road building, has remained quite
strong. The continued expansion of public investment associated with the
implementation of the National Development Plan, together with the large scale
of hiring by the public sector, suggests that fiscal policy was expansionary.

A persistent and widening gap between GDP (a measure of all economic
activity in Ireland) and GNP (a measure of activity by Irish nationals) is an impor-
tant feature of the Irish economy that has depended heavily on foreign direct
investment. The gap corresponds to net factor income payments, mostly profits
accruing to foreign companies operating in Ireland. It has increased from 4 per
cent of GDP in 1980 to 11.4 per cent in 1990, and further to an estimated 19.8 per
cent in 2002. As Figure 1 shows, the gap can be volatile, reflecting a large fluctua-
tion in the composition of production by sectors that are rather narrowly-based
and have varying profit margins (see Annex III).

The demand for labour throughout the economy has begun to slacken
over the last eighteen months. The unemployment rate began to rise from its his-
torical lows to some 4.4 per cent in 2002. The rebound in the unemployment rate
has not been as substantial as might have been expected, partly because of the
strong growth in public sector jobs. The muted rise in unemployment may also
reflect labour hoarding following the shortages and recruitment difficulties of
recent years. Employment in the private sector, however, has ceased to grow.

Labour force growth slowed significantly during 2002. Even the rise in
female participation rates slowed during 2002. Somewhat contrary to expectations,
given cost of living increases and the rapid increase in house prices, migration
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flows into Ireland have remained strong with the net inflow into the country reaching
28 800 in the year to April 2002 (the latest available data), up from 26 300 a year
earlier (Figure 3). These high migration flows could reflect the more pronounced
slowdown in other economies making Ireland still attractive for relocation.

In the face of the slowdown in activity from the highs of the 1990s, inflation
remains the highest in the euro area, reflecting rapid price increases in the non-
traded sectors of the economy, particularly services. Having remained low for
much of the exceptional growth phase, higher inflation appeared to become more
entrenched throughout 2001 and 2002 (Figure 4). Although the impact of some
one-off factors from 2001 has worn off, the inflation rate in 2002 remained persis-
tently high due mainly to non-traded service inflation. One important factor
behind the high service price inflation is a rapid rise in housing prices, which
affected inflation both directly through greater interest payments and indirectly
through larger wage claims.

Despite concerns about a possible bubble, housing price increases
slowed in 2001, partly as a result of the strong supply response with another new
peak being set for house completions. Having increased stamp duties and
removed mortgage interest deductibility against rental income in recent years, the
authorities reversed these measures in the 2002 budget, which provided a boost
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Figure 4. Indicators of inflation
Per cent change over 12 months
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for the housing market. As a consequence both investors and first-time buyers
returned to the market and strong house price growth resumed. There is, however,
no strong evidence to suggest that the current situation in the housing market
should be characterised as a bubble (Duffy, 2002).

Along with a continuing easing of pressures in the labour market, wage
growth is expected to slow from the high rates recorded in recent years. Slower
wage growth is consistent with the terms of the new national agreement Sustaining
Progress (see Box 1) recommending pay increases more in line with productivity
developments. However, the loss of competitiveness due to the recent apprecia-
tion of the euro may mean that even these more moderate wage increases would
further undermine the competitive situation.

Box 1. The new partnership agreement

Under the new Sustaining Progress agreement the proposals cover a wide range
of areas, from pay rates in the public and private sectors to initiatives tackling
affordable housing, social inclusion and inequality. The pay increases cover an
18-month period, until mid-2004. However, the overall programme will run for
3 years, the same as previous social partnership agreements. Under the new
agreement the overall pay increase would be 7 per cent over 18 months. Private
sector employees would get a 3 per cent increase for the first nine months, 2 per
cent for the following six months and 2 per cent for the following three months.
Those employed in the public sector get the same overall increase, but only after
a 6-month pay pause. The public sector employees will also benefit from the pay
rises as part of the Public Sector Benchmarking process (see Box 4 in Chapter II).
This recommended pay awards ranging between 2 and 25 per cent with an aver-
age of 8.9 per cent. The payment of the Benchmarking awards applying to the
public sector under the new national agreement would be 25 per cent backdated
to December 2001 at the start of the period, 50 per cent in January 2004 and the
final 25 per cent by mid 2005.

A number of non-pay elements have also been agreed. These include
enhanced statutory redundancy terms, an affordable housing initiative, improved
procedures to deal with union representation and a requirement that unions
accept binding arbitration when disputes arise in certain areas. The new pro-
gramme also includes a series of special initiatives to provide social and eco-
nomic progress subject to budgetary affordability. At present these include
insurance costs, housing, child poverty, waste management, childcare, unemploy-
ment, educational disadvantage and drug abuse. In addition, the new partnership
agreement has recommended that a group comprising of Government, trade
union and employer representatives be set up to identify the causes of worsening
inflation in the Irish economy and to recommend strategies to deter unwarranted
price rises (see Annex I).
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Future prospects

Short-term outlook

After showing remarkable resilience up to the third quarter of 2002, the
economy seems to have lost momentum as exports slowed and business confi-
dence weakened substantially. The recent Purchasing Managers’ Index for manu-
factures shows a contraction in March 2003 for the sixth consecutive month. This
weak trend, accompanied by falling business fixed investment, is likely to prevail
during most of 2003 under the combined influence of a slowdown in the growth of
Irish export markets and the appreciation of the euro during 2002 and into 20034
(Figure 5). But with world economic growth recovering and the negative impact of
the earlier appreciation of the euro fading, Irish GDP is forecast to pick up speed
from 3% per cent in 2003 to about 4% per cent in 2004 (Table 1).

The components of domestic demand underpinning growth throughout
the forecast period are housing investment, which is aided by very low real inter-
est rates and favourable tax treatment, and public investment, which continues to
increase to make up for insufficient infrastructure. The underlying impact of bud-
getary changes is slightly contractionary in 2003 and slightly expansionary in 2004°
(see Chapter II). But given the large margin of error surrounding such estimates, it
would be more appropriate to consider the fiscal stance to be roughly neutral during
the forecast period.

Labour market conditions are expected to weaken further. With public
sector recruitment coming to a halt, employment growth is forecast to decelerate
further in 2003 before rebounding somewhat in 2004. It nonetheless remains
below the growth of the labour force, so that the unemployment rate is likely to
edge up. The weak prospect for the labour market has resulted in wage modera-
tion. As noted above, the recent central wage agreement implies private sector
wage growth to be about 5 per cent in 2003 and 42 per cent in 2004.

Reflecting wage moderation and the impact of the euro appreciation,
inflation is forecast to come down, though one-off measures from the 2003 budget
and a series of public service and other administered price rises are likely to
attenuate the downslide in 2003. The HICP inflation is hence forecast to slow down
from 4% per cent in 2002 to only 4% per cent in 2003 before decelerating more
distinctly in 2004.

Longer-term prospects

Long-term prospects for the Irish economy remain broadly favourable.
Some of the structural forces underlying the economy’s recent slowdown remain of
great importance when examining its future prospects and in particular when cal-
culating the economy’s potential growth rate. These include the prospects for
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Figure 5. Exchange rate and unit labour costs
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business investment, for responding to the economy’s infrastructural constraints
and for future labour force growth.

Business investment grew rapidly in the 1990s. As a result, the growth rate
of capital stock roughly doubled to about 5 per cent in the second half of the past
decade, contributing to the growth of potential output. At the same time, capital
productivity continued to increase at a diminishing pace and its level has begun
to fall since two years ago. Prospects for business investment will depend on the
extent to which regulatory reform opens up latent business opportunities domes-
tically and Ireland remains an attractive place for FDI.

While prospects for FDI inflows depend importantly on the recovery of
the global FDI flows generally and in particular of the activity in technology
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Table 1. Short-term outlook

1999 current

prices 2001 2002 2003 2004
% GDP

Private consumption 48.1 5.0 2.5 3.0 3.5
Government consumption 13.9 10.5 8.7 1.5 0.7
Gross fixed investment 23.7 1.0 -0.7 -0.2 2.1
Construction 14.5 4.5 2.0 2.0 2.5
Machinery and equipment 9.2 -3.0 -4.0 -3.0 1.5
Final domestic demand 85.8 4.9 2.8 2.0 2.7
Stockbuilding' 0.5 —-0.4 -0.2 0.2 0.1
Total domestic demand 86.3 4.4 2.5 2.2 2.7
Exports of goods and services 88.0 6.7 4.9 3.5 7.1
Imports of goods and services 74.2 6.1 1.8 3.0 6.5
Foreign balance' 13.8 1.6 3.6 1.1 1.8
GDP at constant prices 6.0 6.0 3.2 4.2
GNP at constant prices 4.9 1.5 2.1 3.1
GDP price deflator 5.3 4.9 4.0 3.6
GDP at current prices 100.0 11.6 11.2 7.3 8.0

Memorandum item:
Private consumption deflator 4.2 4.8 4.2 3.2
Consumer price index harmonised 4.0 4.7 4.1 3.2
Underlying price index harmonised 4.5 5.2 4.2 3.2
Potential output whole economy 7.0 6.2 5.7 5.4
Output gap whole economy 5.8 5.7 3.2 2.1

1. Contribution to GDP growth.
Source:  OECD.

sectors, one of the major threats to inward FDI in Ireland in the medium term is
the expansion of the EU to the east (Barry and Hannon, 2001). Over the course of
the 1990’s the inward stock of FDI in the ten applicant countries increased 23-fold
(albeit mainly from Europe itself). Most of this was “market seeking” rather than
attempting to integrate production into EU production networks, as is the case in
Ireland. Therefore, up to now, this type of FDI has not posed a direct threat to
Ireland. With the accession of these countries, competition with Ireland will
become more and more direct. Ireland will encounter competition on many of the
factors that have made it attractive for FDI in the past such as low corporation tax
regime; the skill levels of the workforce; cost competitiveness; and certainty of
overall policy environment. Moreover, these countries have the advantage of a
higher degree of centrality to the core EU market compared to Ireland.

The rapid improvement in infrastructure and the skill levels accumulated
should, however, help Ireland to maintain its status as an attractive location for
future FDI flows. Moreover, there is already a critical mass of existing FDI that
should have a positive demonstration effect on potential FDI inflows.® The
enlargement of the EU is also likely to increase total FDI flows substantially so that
a more competitive environment for FDI may not represent a zero-sum game for
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Ireland. Although Ireland may receive a lower share of investment flows, the level
of inflows to Ireland may well be maintained.

The so-called infrastructure deficit should become a less important factor
determining potential growth as the economy shifts to a more normal growth path.
In addition, such constraints are rapidly being dealt with through the implementa-
tion of the infrastructure investment programme under the National Development
Plan (see Chapter Ill). Improved economic infrastructure should affect potential
output through both productivity and labour supply. It should raise productivity
both directly by reducing bottlenecks and indirectly by inducing more FDI inflows.
It should also increase labour supply by helping to raise the participation of sec-
ond income earners as well as by facilitating immigration. In practice, it is difficult
to disentangle these different effects (Denny and Guiomard, 1997).7 In the Irish
context, various positive effects of infrastructure investment on the economy ema-
nate from its impact on the housing market as it increases the supply of serviced
land and facilitates commuting.

Labour supply over the period to 2010 will continue to benefit from the
comparatively favourable natural increase in working age population, while the
participation rate could rise only slightly. Immigration flows are also likely to
remain an important source of the labour force growth, even though they will be
influenced by higher costs of living, reduced growth of job opportunities and a
change in related labour market policies (Figure 6).

The cost of living will remain high as long as Ireland enjoys above EU
average growth, even though its rate of increase should moderate. An important
component of the cost of living is the price of housing. The 2003 budget contained
a number of measures that will affect the housing market going forward.? In partic-
ular, the cost of new houses now reflects the increase in VAT from 12.5 per cent to
13.5 per cent. On the other hand, the recent Planning and Development Amend-
ment Act 2002 should serve to boost supply.® Although demand has moderated,
demographic factors alone are expected to underpin the housing market going for-
ward. The Economic and Social Research Institute estimates that there is a need
for over 40 000 dwelling on an annual basis between 2001 and 2006.'° The supply
response and policy changes should moderate the rapid price increase of recent
years, though it is unlikely that house prices will fall in the short term.

More generally, although some convergence towards euro area inflation
rates is expected to occur, the Irish cost of living is likely to increase faster for
some time. To a significant extent this is an unavoidable consequence of the dual-
istic pattern of growth with the traded sectors of the economy setting the pace for
wage increases commensurate with their large productivity gains, which result in
higher inflation in the non-traded sectors where productivity improvement is
more limited.
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Figure 6. Decomposition of growth in labour supply
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The growth in the number of jobs available to immigrants will also be
much reduced, and policy has switched to limiting inflows from low-income coun-
tries and encouraging immigrants with high skills in selected areas of shortage
(see Chapter IV). Nevertheless, the prospects for the rest of the current decade
still remain favourable.

To sum up, the Irish economy is operating at, or close to, full employment
and participation rates are now close to the EU average, placing the focus squarely
on underlying productivity as the key determinant of the potential growth rate.
Average productivity growth is forecast to decline slightly as high-technology
industries mature and the economy continues to become more services intensive.
In the central scenario, productivity as measured by GDP per worker is assumed
to grow by 3 per cent per year, and the labour supply by 14 per cent with the
natural increase and immigration contributing roughly evenly''. Hence a growth of
potential GDP of 5 per cent is assumed. Furthermore, the gap between GDP and
GNP is estimated to continue to widen albeit slightly. This is based on the
assumption that net FDI inflow will remain broadly unchanged and that the result-
ing fall in the growth rate of foreign-owned capital stock will be less than entirely
offset by an increase in the rate of return. The potential growth rates of GDP and
GNP will nonetheless continue to depend heavily on both the level of FDI inflow
as well as its profitability (see Annex III).
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Policy challenges

The challenges that the prospective situation presents for economic pol-
icy are multiple. First, there is a major task for public finances to adjust to the
slower growth environment so that their soundness is assured. This means recon-
ciling continuing large demands on public spending with smaller increases in tax
revenues, which necessitates substantial improvement in public expenditure
management system (Callan et al. 2002). The second challenge is to minimise the
risks of a further weakening in the growth performance. This requires safeguarding
the international competitiveness and keeping the attractiveness of Ireland as a
destination for FDI that will continue to play a key role in the growth process.
Finally, there is a compelling need for regulatory and environmental policies to
focus more clearly than hitherto on consumer interests.

These challenges are inter-related and mostly mutually reinforcing.
Reform of the public expenditure management system should entail improved
quality of public services and should also help to preserve the low tax environ-
ment. These should then contribute to safeguarding competitiveness as well as
enhanced welfare. Regulatory reform in non-traded sectors should result in
improved quality of services as well as lower prices. This should contribute not
only to better welfare but also to improved growth prospects by limiting deterio-
ration in cost competitiveness and supporting labour force growth. In what follows,
Chapters Il and Il address the public finance challenge, whereas the competitiveness
and welfare challenges are mainly dealt with in Chapter IV.

The challenge for public finances

During the period of extraordinary economic expansion tax revenues
consistently overshot budget estimates by large margins. This more than covered
spending overruns that averaged about % per cent of GNP and facilitated the
reform of taxation and benefit systems that improved incentives to work. But in
the last two years, with growth slowing, revenue shortfalls emerged, while expen-
ditures gradually adjusted. The 2003 budget appears to be better adapted to the
slower growth environment, once offsetting revenue and spending measures are
taken into account. That budget, while allowing for only a small rise in the overall
envelope, increased spending in key priority areas of infrastructure, health, edu-
cation and social welfare.

Difficulty in reconciling revenue and expenditure growth will be com-
pounded in the coming years by significant spending pressures. These include
the National Development Plan, Public Sector Benchmarking, the Health strategy
and a range of social provision actions underway as part of the partnership agree-
ments. The budget projections to 2005 contained in the latest Stability Pro-
gramme Update nonetheless indicate that public finance positions are likely to
remain broadly healthy with the gross debt to GDP ratio remaining below 35 per
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cent on the basis of a small rise in the deficit in the context of below-potential
growth. The sensitivity analysis carried out in the same context, however, shows
that the budget balance is relatively responsive to a change in GDP growth. Look-
ing forward, the impact of the ageing of population will start to bear on public spend-
ing after 2005, even though the pace of population ageing is slower than in many other
European countries. It would therefore be necessary to exercise continued budget
prudence beyond 2005 to deal with spending pressures that ensue.

To keep public spending under control in a sustainable manner it is nec-
essary to go beyond setting, and monitoring the adherence to, cash limits to
spending. It is a major task requiring spending allocation based on the evaluation
of output or results of each programme, reassessment of fiscal relations between
levels of government, and reform of the system of service provision, including the
delineation of the role of the private sector.

Ensuring prosperity

In order to ensure continued prosperity it is necessary to maintain com-
petitiveness given the importance of Ireland remaining an effective export plat-
form. As noted above, the increase in prices in the non-traded sectors of the
economy has been quite pronounced in recent years. The cost base of this sector
is substantially determined by wage growth, which has been experiencing very
high rates by international standards in recent years. Higher prices in the non-
traded sectors also increase the cost base for the traded sectors of the economy.
The traded sector cannot easily pass on higher costs to the world through higher
prices, so that profitability of firms in this sector risks to be curtailed, potentially
leading to retrenchment in their operations and job losses. The rising cost of living
in the economy is also likely to reduce the attractiveness of Ireland as a location
for high value-added investment and associated high-skill workers. While infla-
tionary forces may be moderating in the shorter term, the international environ-
ment is in a historically low inflation environment so that higher relative inflation
will be Ireland’s main threat to growth.

The role of the centrally agreed wage accord in the inflation process has
not been obvious. The social partnership has nonetheless likely helped to pro-
mote a common understanding of the problems facing the country and contrib-
uted to industrial peace. Moderate rates of wage growth agreed between the
social partners, in exchange for tax cuts, appear to have been exceeded by actual
wage increases by a significant margin (see Annex Il). This process of setting a
wage norm might become more relevant in a lower growth environment in coming
to a shared view of what the economy can afford. But actual wage determination
will continue to depend on the particular situation of a specific industry or a com-
pany. In these circumstances, excessive wage claims would seem more likely to be
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accommodated in those sectors that are sheltered from competitive pressures as
higher costs can be more easily shifted to prices.

Promoting competition, particularly in the sheltered sectors of the econ-
omy, through improving the regulatory environment can therefore contribute sig-
nificantly to containing cost pressures. Ireland has had some success in
introducing competition in certain sectors. Deregulation in the telecommunica-
tions and aviation sectors has shown the gains that can result from increased com-
petition. Considerable restructuring and change have taken place as incumbents
sought to improve efficiency and as the new entrants sought to get a foothold in
markets. Ultimately such competition has yielded more choice, improved ser-
vices, and lower prices for consumers. Progress has also been made in substan-
tially strengthening the power of the competition authority, and new reform
initiatives have been taken in the energy and land transport sectors, as well as in
professions. The success in pursuing reforms in the sheltered sectors of the economy
will be key to safeguarding cost competitiveness.

Ensuring prosperity for an Ireland that has already caught up with EU
average income levels and is losing cost competitiveness requires a continued
shift in the economic structure towards higher value added activities. From this
perspective the Industrial Development Authority (IDA), which has been instru-
mental in attracting FDI to Ireland, has recently changed its focus towards invest-
ment that is higher value added and requires high skill levels. As well, Enterprise
Ireland has encouraged similar changes among indigenous companies. Their
stated strategy is to promote investments that are innovation rather than produc-
tion oriented, and which provide a better link to an increasingly sophisticated
business environment. Economic activities with these kinds of characteristics may
justify higher wage levels and so allow Ireland to maintain economic growth in the
absence of a strong labour surplus it has had until recently. This strategy, however,
necessitates greater efforts in upgrading the skill levels of Irish workers as well as
research capacity.

Enhancing welfare

Ireland still suffers from the legacy of policy that was oriented towards
protecting producers’ interests at the expense of consumers’ welfare. That con-
sumer interests are only weakly represented in the social partnership process is
telling in this respect. A challenge for policy is to dismantle this legacy. Many of
the regulatory reform initiatives currently underway should put consumers’ wel-
fare at their central focus. The National Policy Statement on Regulation, which is
currently under preparation, should set out principles that should anchor the
regulatory system firmly in competition policy.

That legacy can also be detected in environmental policy, where interests
of producers of pollution, be they firms or households, are sometimes protected.
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Ireland has adopted a promising policy approach, including the extensive use of
economic instruments, in many areas of environmental protection. But weak
resolve of policymakers in fighting special interests and insufficient advocacy
activities have raised the costs of compliance born by the rest of the economy.
Notable examples include continued use of peat in power generation, non-charging
of water use by households, and the absence of taxation of excessive fertiliser
application.
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II. Consolidating the public finances

Gradual adjustment of public finances to slower growth

The public finance position has deteriorated markedly from the period of
large surpluses recorded in the late 1990s and 2000. The slowdown in the econ-
omy in 2001 and 2002, particularly in real GNP, which may better reflect the econ-
omy'’s base for income and taxation purposes, has led to lower revenue growth,
while spending continued to expand at a high pace. The public finance out-turns
for 2002 showed the general government balance moving into a small deficit (see
Figure 7).

In recent years forecasting public finance out-turns has become particu-
larly difficult mainly on the revenue side. The benign state of the public finances

Figure 7. Evolution of Irish public finance
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in the high growth era facilitated substantial changes to the tax parameters, and
this has added potential sources of forecast error during the on-going transition
period. Significant recent changes include the introduction of a system of tax cred-
its, individualisation, harmonisation of corporation tax rates and a move to a cal-
endar tax year. There was an additional difficulty of forecasting economic growth in
an increasingly uncertain global environment. On the expenditure side, on the
other hand, while there was a non-negligible over-run in 2001, spending was
contained within budget in 2002.

The preparation of the 2001 budget was based on the assumption of
continued high growth. The entire package of tax cuts and expenditure increases
was assessed at that time to be roughly neutral by the OECD (OECD, 2001) or
expansionary by at least 0.5 per cent of GDP by the European Union (Council
Opinion on the 2000 the Stability Programme). The pertinent question was
whether any injection of fiscal stimulus was appropriate for the Irish economy at
that juncture. This was the main concern of the European Union, and its dispute
with the Irish authorities revolved around the fundamental uncertainty about what
economic stage Ireland was at.

The 2001 budget, however, introduced a special savings incentive scheme
that could have a dampening effect on inflationary pressures present in the over-
heating economy at the time, even though the primary objective of this measure
was to encourage people to save a larger part of their disposable income in the
longer term to partially redress the problem of undersaving for retirement and
other foreseeable contingencies (see Box 2 for a description of this scheme and its
take-up and possible cost to the Exchequer out to 2007). It however remains to be
seen to what extent the scheme has reached the objective, that is, encouraging
more savings in the economy, while costs to the Exchequer could be large. This is
because of non-negligible probability that individuals switch savings from other
saving instruments to the new scheme rather than actually saving additionally.

The 2002 budget was aiming at providing a modest fiscal stimulus to the
economy. The general government surplus was forecast to decline from 1.4 per
cent of GDP in 2001 to 0.7 per cent in 2002. But there was a marked slowdown in
projected tax revenue growth, and the expenditure measures announced were
considerably more generous than previously anticipated. Total spending was fore-
cast to rise by 11.6 per cent. Current spending undershot, but undershooting of
revenues was greater. The depressing impact of the Special Savings Incentive
Accounts (SSIAs) on income tax receipts was particularly notable.

The 2003 budget marked a return to a more orthodox mix of tax increase
and spending growth restraint. The downward revisions in forecast economic
growth has meant that, unlike previous years, it was no longer possible to increase
expenditure while at the same time reducing tax rates. The budget outlined a
number of additional spending initiatives to those contained in the annual Public
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Box 2. Special savings incentive scheme

Under the terms of the scheme, for every amount saved in a special savings
incentive account (SSIA), an additional 25 per cent is contributed by the Exchequer
to the account. Account holders must be over the age of 18 and can only open a
single SSIA. Participants in the scheme must commit to save a certain amount
each month for a period of five years. The minimum monthly payment is € 12.70
and the maximum is € 253.95. The monthly contributions are fixed for the first
twelve months, but thereafter, the individual can save any amount in this range for
the remaining 4 years. The cash is credited each month by the Exchequer directly
to the SSIA. However, if there is an early withdrawal from an SSIA, the full amount
withdrawn will suffer tax at the rate of 23 per cent.

The scheme has been very popular with over 1.17 million accounts opened
before the deadline of April 2002. Between its inception in May and year-end
2001, the scheme is estimated to have cost the Exchequer over € 70 million. In
2002, the cost is estimated to have been nearly € 430 million with a large number
of new accounts opened prior to the April deadline. Based on the level of contri-
butions for the first year, which under the terms of the scheme are fixed, the
Exchequer is exposed to over € 500 million top-up contributions in full year costs.
However, after the first year of the scheme each individual can increase or
decrease their contributions. Rates of return on contributions, however, get higher
and higher as the scheme approaches the end of its five years. If an increase suffi-
ciently outweighs the inevitable attrition from the scheme, then the government’s
exposure could be much higher. If all account holders were to survive and increase
their contributions to the ceiling, then the maximum cost to the Exchequer would
be close to € 900 million (some 0.7 per cent of GDP).

Services Spending Estimates, concentrated in the areas of social welfare, public
sector pay and transport infrastructure. These expenditures are largely financed
out of a series of increased indirect taxation changes. In contrast to recent years,
the changes in direct taxation were very modest. The main measures contained in
Budget 2003 are outlined in Box 3.

The overall impact of the Budget package of tax rises and expenditure
increases might be mildly contractionary this year, though any judgement on the
fiscal stance requires much caution given the large uncertainty about the esti-
mates of potential growth (see below). The increase in total spending is 5.7 per
cent in gross terms and 6 per cent in net terms. The impact of the income tax and
welfare measures on income distribution is progressive. The range of other tax
measures would also seem to have favoured income redistribution overall, even
though some tax increases would have regressive impacts.

The restriction in expenditure falls most heavily on capital projects where
small declines are forecast, though the level of public investment remains high at
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Box 3. Summary of measures contained in Budget 2003

The overall budgetary package of revenues amounted to around € 1.1 billion
with expenditures just over € 1.3 billion.

Tax measures

The main provisions included an increase in employee tax credits from € 660
to € 800 and no changes in income tax rates or the standard income tax band. The
mortgage interest relief ceiling for first time buyers was increased, as were the age
exemption limits. The cost of these measures is estimated to be € 141 million
in 2003. The non-indexation of the bands means that this is an effective tax rise
when expected wage growth is accounted for. The standard rate of corporation tax
was reduced from 16 per cent to 12.5 per cent.

The Pay-Related Social Insurance (PRSI) ceiling was increased from € 38 740
to € 40 420 or around 4.3 per cent, slightly lower than expected wage inflation.

The lower rate of VAT was increased by | percentage point to 13.5 per cent,
which should yield revenues of about € 187 million in 2003. Excise duties were
raised for cigarettes, spirits, alcopops and diesel, and the vehicle registration tax
rates were restructured. These changes are estimated to boost revenues by
€ 311 million in 2003. The combined impact of the increases in the VAT rate and
excise duties is expected to add about 0.85 per cent to the consumer price index.
There were also a number of changes in the stamp duty rates and thresholds for
non-residential property. Stamp duty on cheques and credit, charge and ATM
cards was also increased, and a new stamp duty on laser cards was introduced. In
total all these stamp duty changes will bring in an additional € 169 million to the
Exchequer in 2003. Changes in capital gains payment dates and tax relief will net a
further € 270 million in 2003.

Expenditure measures

The expenditure measures announced were considerably less generous than
in previous years. Gross spending on public services is estimated to increase by
5.7 per cent, bringing it to just over € 38 billion. Budget day measures accounted
for a large proportion of this increase. In particular, social inclusion measures
received an extra € 500 million on their pre-Budget estimate. This was mainly due
to increases in social welfare, costing € 395 million, and child benefit payments
costing € 79 million. The increase in public spending is also due to the
€ 615 million set-aside for public sector pay under the backdated element of the
Benchmarking report. In addition, increased spending on roads of € 209 million
was included in the Budget day measures.

about 5 per cent of GNP. The additional revenue sources, derived from increased
indirect taxes, under-indexation of the income tax band, changes in the timing of
capital taxes and contributions from the Capital Services Redemption Fund, have
been mainly used to finance additional current spending rather than capital
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investment. While the sums allocated to capital investment as a share of output
remain substantial by international standards, the more modest growth rates fac-
ing the Irish economy over the next few years will require real choices being made
between how government expenditure is allocated between consumption and
investment purposes.

Apart from the substantial costs of the SSIAs that could increase in the
coming years, a significant consideration for the public-finance position through
to 2005 will be the impact of the Benchmarking pay proposals for public sector
workers (see Box 4).

The Benchmarking exercise has been criticised for having failed to
address the recruitment/retention difficulties and equity issues within the public
service (Ruane and Lyons, 2002; and O’Leary, 2002). The public sector wage bill
already constitutes about half of government net current spending and so it would
have a significant impact on the public finances. The cost of the benchmarking pay
increases to the end of 2003 was provided for in the 2003 budget with

Box 4. Benchmarking public sector pay

Under the terms of the Programme for Prosperity and Fairness, the Public Service
Benchmarking Body (PSBB) was established on July 19, 2000. The body was set up to
address the perceived problems with the remuneration, recruitment and retention of
staff within the public service. The PSBB carried out a detailed examination into the
jobs, pay and conditions of public servants and made a comparison with similar jobs
in the private sector. The final report, published on June 30, 2002, recommended
changes in public service management practices and a range of pay increases.

The recommended pay increases apply to the state’s 275 000 public servants.
This constitutes almost one-sixth of the Irish workforce. The recommended
increases range from 2.5 per cent to as high as 25 per cent for certain public ser-
vice jobs and averages out at 8.9 per cent. The increases will be phased in
between 2003 and 2005. This would represent an increase of just over € 1.1 billion
on the public sector pay bill if implemented in full. The body also recommended
that 25 per cent of any award be implemented and backdated to the
Ist December 2001. The remaining 75 per cent will be conditional on public ser-
vants agreeing to recommendations of the Programme of Modernisation and
Change. The Programme alters work practices in a number of areas, provides for
increased open recruitment to the civil service and requires strong commitment
to industrial peace. It also contains verification procedures to ensure the terms
are complied with in full. When added to the 7.2 per cent basic increase proposed
in the new social partnership agreement, public servants will receive under the
terms of the new deal a rise in the range of 9 to 32 per cent with an average of over
16 per cent. Public sector employees, however, face a six-month pay pause in the
first half of 2003 and will not receive the final element until mid-2005.
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€ 565 million set aside and a further € 50 million provided for other pay and pay-
related issues. It is also clear that in the current era of budgetary tightness, any
room for manoeuvre in the 2004 budget will be severely restricted due to
increases under benchmarking.

The 2003 budget represents a departure from tax-cutting budgets of recent
years towards the use of higher taxes to fund expenditure. The budgetary process,
however, needs to go further than recognising that current expenditure growth has
to be matched by taxation growth. It is imperative that required funding of capital
investment growth is put in place to keep it immune from cyclical developments in
the public finance position. This requires better control over current expenditure.

Medium-term fiscal position

The deterioration in the public finances from the exceptionally high sur-
pluses of recent years to an anticipated period of deficits is reaffirmed in the
Stability Programme Update that accompanied the 2003 budget. The projection
for the general government balance is for deficits to rise over the period 2002
to 2005. It remains the case that when measured by the debt to GDP ratio, the
Irish debt burden is expected to remain among the lowest within the EU. In
contrast to several other EU states, Ireland is not expected to have difficulty in
complying with the criteria in the EC Treaty for both fiscal deficit and debt
positions over the medium term'? (see Table 2).

The key strategic objectives of the government are to concentrate
resources, within budgetary constraints, on improving the quality of public ser-
vices and delivering further real improvements to pensioners and people on low
incomes; to address the infrastructure deficit in a coherent and structured way;
and to sustain the public finances in a healthy state while pursuing a fiscal policy
stance that safeguards the competitive position of the economy.

The outlook is for a general government budget deficit of 0.8 per cent of
GDP in 2003 followed by deficits of 1.2 per cent of GDP in both 2004 and 2005. The
underlying structural budget balance as reported in the Stability Programme
Update is expected to improve from a small deficit in 2003 to a small surplus
in 2005. This projected budgetary position over the period 2003-05 respects the
terms of the Stability and Growth Pact. It reflects an expectation of more limited
increases in the overall revenue yield, combined with a desire to sustain infra-
structure investment focused on improving the productive capacity of the econ-
omy, and otherwise to target expenditure increases at social concerns and at
enhancing the quality of key public services. Consistent with the need to maintain
a focus on the longer term — and the consequences of ageing societies — the bud-
getary strategy also envisages that the ratio of debt to GDP will remain below
35 per cent (see Table 3).
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Table 2. Comparison of deficits and debt ratios in the EU

Budget balance National debt

2001 2002 2001 2002
Austria 0.2 -0.6 67.3 67.6
Belgium 0.4 0.0 108.5 105.4
Denmark 2.8 1.8 45.4 45.2
Finland 5.1 4.7 43.8 42.7
France -1.5 -3.2 57.3 59.5
Germany -2.8 -3.6 59.5 60.8
Greece -1.4 -1.2 107.0 104.9
Ireland 1.6 -0.1 36.7 33.5
Italy -2.7 -2.5 109.5 106.7
Luxembourg 6.4 2.6 5.6 5.8
Netherlands 0.1 ~1.1 52.8 52.5
Portugal -43 2.7 55.5 58.1
Spain -0.1 -0.1 56.9 54.0
Sweden 4.6 1.1 54.4 52.4
United Kingdom 0.8 -1.3 38.9 38.4
Euro area -1.6 -2.3 69.2 69.1
European Union —-1.1 -2.0 63.0 62.5

Note: National debt, Maastricht definition, is gross financial liabilities of the general government.
Budget balance is defined as the general government financial balance.
Source:  OECD Economic Outlook 73 Annex tables.

Table 3. General government balance and prospective debt ratio
Per cent of GDP

2002 2003 2004 2005
General government balance 0.1 -0.8 -1.2 -1.2
Cyclically adjusted balance' -1.0 -0.4 -0.2 +0.1
Cyclically adjusted balance? 2.2 -1.8 -2.1 -1.8
Debt ratio (year end) 34.1 34.0 34.5 34.9

1. National estimates based on EU agreed methodology.
2. OECD estimates.
Source:  Stability Programme Update, December 2002.

The output gap used in the Stability Programme is based on the EU-
agreed approach to estimating potential output, which suggests a rather high
growth. When the non-cyclical deficit is calculated with the measure of potential
growth described in Chapterl, it remains roughly stable. In any case, given the
sensitivity of the estimated non-cyclical deficit to the choice of potential growth
estimate, which in turn is surrounded with large margins of uncertainty, care
should be taken in drawing any conclusions about the fiscal policy stance.

Overall, however, the public-finance position over the next several years
looks to be fairly sound. This is partly because the fiscal implications of the ageing
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of the population are still limited over this period given the favourable demo-
graphics delivering low dependency ratios. In addition, the National Pension
Reserve Fund (NPRF), which sets aside 1 per cent of GNP annually, had accumu-
lated about 6 per cent of GDP (8 per cent in GNP terms) in assets by the end
of 2002. Over the very long term, however, Ireland too cannot escape from the
consequences of the population ageing.

The impact of ageing on the public finances

The Irish public finances, in contrast to many other EU states, has the ben-
efit of time on its side as it experiences a “demographic dividend” from a baby
boom in the late 1970s. The Long Term Issues Group (LTIG, 1999) considered the
impact of ageing on the public finances in light of the demographic trends. The
LTIG utilised the 1997 Actuarial Review of Pensions as the source of long-term
demographic trends in Ireland as set out in Table 4. The total population is pro-
jected to increase up to the year 2026 and to decline relatively slowly thereafter.

Table 4. Long-term demographic projections for Ireland

Old age Overall

Total population Working age group  Old age group dependency ratio dependency ratio

(000s) (000s) (000s) (%) (%)
1996 3626 2013 411 21 80
2006 3832 2294 453 20 67
2016 4012 2351 584 25 71
2026 4089 2331 759 33 75
2036 4071 2263 908 40 80
2046 3949 2073 1020 49 90
2056 3730 1911 1018 53 95

Source:  LTIG (1999).

Given this demographic profile, the LTIG prepared a “base case scenario”
for the period 2000 to 2050 setting out a potential path for the economy and the
government budget. In this scenario, an Exchequer surplus would be maintained
for about 30 years after which a deficit would emerge - this deficit would rise to
2.3 per cent of GNP by 2050. The debt would be eliminated in about 20 years. It is
assumed by the LTIG that in the following years the State will use budget sur-
pluses to increase its cash balances, i.e. it will take a “negative debt” position. This
negative debt position will peak at 14 per cent of GNP by 2030. Beyond this date,
as the Exchequer balance moves into deficit, the negative debt will be unwound
and the debt will rise to about 11 per cent of GNP by 2050. The base case scenario
indicated that the continuation of a pay-as-you-go approach in state pensions
would not place a particularly great burden on the Exchequer within the 50-year
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horizon considered. At the same time, a scenario of partial funding of pension lia-
bilities showed that public finance positions would be even better than in the
base scenario, though the results depended crucially on the assumption that
accumulated assets earn a real rate of return 1 per cent above that on national
debt. The relatively sanguine nature of these scenarios, however, has to be seen
against the large budget surplus that existed when the LTIG work was carried out.
Subsequent to the LTIG work, the government decided to set aside 1 per cent of
GNP per annum in the National Pension Reserve Fund (NPRF).

More recently the EU Economic Policy Committee (EUEPC) in
October 2001 outlined projections for public spending on pensions and health/
long-term care for all Member States, including Ireland, out to 2050 based on a
demographic forecast provided by Eurostat and assumptions on key economic
parameters agreed with the Irish government. The EUEPC estimated that demo-
graphic changes could increase Irish public spending on pensions from just over
4' per cent of GNP in 2000 to 9 per cent in 2050 and raise public spending on
health and long-term care from just over 6% per cent of GNP in 2000 to more than
9 per cent in 2050 (Table 5). The increase in pension spending is mainly driven by
a rise in the old-age dependency ratio, which nonetheless is projected to remain
among the lowest in 2050. A rise in the employment rate and a fall in the benefit
ratio (average pension as a ratio of output per worker) are attenuating factors, but
their combined impact (1.6 percentage points) is largely offset by an increase in
eligibility. Projections for health and long-term care spending are prepared by
applying the current pattern of expenditures across age groups to future demo-
graphic trends. These projections are hence subject to uncertainties about the
future changes in the age-related spending patterns.

Table 5. Long-term sustainability of public finances

Per cent of GNP

2000 2005 2010 2020 2030 2040 2050
Old age pensions 4.6 4.5 5.0 6.7 7.6 8.3 9.0
Health care (inc. care for the elderly) 6.6 7.1 7.2 7.7 8.2 8.7 9.1

Assumptions

Labour productivity growth 3.2 2.7 1.8 1.8 1.8 1.8
Real GNP growth 4.7 3.5 2.1 2.2 1.9 1.8
Male 20-64 participation rates 87.9 875 87.1 86.3 85.7 84.9 85.6
Female 20-64 participation rates 56.7 56.3 56.4 56.7 61.3 65.6 73.3
Total 20-64 participation rates 72.3 72.0 71.7 71.6 73.6 75.4 79.5
Unemployment rate 5.0 5.0 5.0 5.0 5.0 5.0

1. Pensions/health expenditure expressed as a percentage of GNP.
Source:  OECD, Budgetary challenges posed by ageing population 2001.
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The estimates concerning pensions have been confirmed in the latest
review in June 2002 of the Social Insurance Fund, reflecting the pension and social
security contribution system as at end-2000 and assessing prospects over the
period to 2056. The report, on a scenario of uprating pensions in line with earnings
and before utilising the assets of the NPRF concluded that the existing social
security (PRSI) contribution rate (combined employee and employer contribu-
tions) would need to be raised by 55.8 per cent (an increase of about 8 percentage
points for a standard rate) for the SIF to break even over the full period to 2056. If
the whole of the assets of the NPRF is used to meet future social security pensions
liabilities from 2026 on, then the required increase in the PRSI rate would be very
roughly one-third of this increase (or about 3 percentage points for a standard
rate).

The National Strategy Report on the Pension System for Ireland submit-
ted to the European Commission in September 2002 appropriately acknowledged
the ageing challenge that Ireland faces, and its implications for financial sustain-
ability. The crucial elements in addressing the “ageing” issue identified included
further increases in labour force participation rates — especially among females
and older age groups — to sustain employment at its current high level and to
continue the policy of five-yearly actuarial reviews of the SIF and NPRF to keep
assessment of the extent of the challenge up-to-date.

Control of the public finances and priorities

There are some issues that need to be considered going forward. First,
there is a question of whether and how Ireland can maintain its low tax environ-
ment. The practice of matching current expenditure growth with revenue growth is
going to call for a reassessment of the policy of holding the tax burden at compara-
tively low levels when there is a need for revenue enhancing measures. Obviously,
such measures should ideally be targeted to broaden the tax base, rather than to
raise the rates. It remains to be seen how large is the scope for broadening the tax
base as it is often politically difficult to bring additional activities into the tax net.
Eventually, it will be a matter of deciding how large the role of government should
be in providing the services required by its citizens.

Second, the establishment of national priorities also brings with it the
responsibility for greater scrutiny and control over public expenditure, particularly
in the context of tighter fiscal positions than in recent years. This raises an array of
questions concerning the efficiency and effectiveness of the public expenditure
management system.
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III. Enhancing the effectiveness of public
expenditure management

Improving the management of public expenditure has become a key chal-
lenge for the Irish government in the context of slower growth in tax revenues and
rapidly growing public spending. The deterioration in the public finances from the
exceptionally high surpluses of recent years to an anticipated period of deficits,
together with rapid increases in current spending in recent years highlight the
need to establish a sustainable spending path. Controlling spending will likely
remain a difficult task as there is intense public pressure for increased govern-
ment services such as higher quality health and educational services and better
public infrastructure. The demand for such services is unlikely to have adjusted to
the slower growth prospects that Ireland faces going forward. As well, wages in the
public sector are increasing rapidly under the additional influence of the recently
completed public service benchmarking exercise. The need to make large infra-
structure investment, in the context of declining EU funding, will also put
increased pressure on public finances for some years to come. The wide range of
competing demands for expenditures in an environment of slowing revenue
growth reinforces the need to clearly establish spending priorities and to ensure
that value for money becomes the key criterion in all spending areas. This, in turn,
requires further significant improvements to public expenditure management
systems, so as to provide the authorities with the tools they need for effective
planning and control.

Against this background, this chapter examines the key issues relating to
the management of public expenditure in Ireland and discusses an agenda for fur-
ther reform.”® The chapter begins with an examination of the trends in public
spending and their main determinants, and future challenges. It then discusses
the main features of the budget management system and the measures taken
recently to correct some of the evident defects in the budget process. This is fol-
lowed by an assessment of the major efficiency aspects of public spending:
human resource management, market-based provision of public services, and the
fiscal relations between central and local governments. The subsequent section
focuses on the efficiency of spending in two priority areas — health and infrastruc-
ture. The chapter concludes by proposing an agenda for future reform.
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Figure 8. General government spending?
Per cent of of GDP
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1. Total expenditure is defined as the sum of current outlays and net capital outlays. Data are based on SNA93/
ESA95.
Source: OECD.
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Trends in public expenditure and forces shaping them

Expenditure trends and international comparisons

After a long period of decline since the early 1980s, the general govern-
ment spending ratio started to rise from 2000 (Figure 8, Panel A). At 30 per cent of
GDP, Ireland’s spending ratio was below the OECD average in 2001 (Panel B). But
measured against GNP, which is a more sensible base for Ireland in international
comparisons,'* its spending ratio (36 per cent of GNP) was only slightly lower than
the OECD average of around 40 per cent of GDP, and about halfway between the
United States and the European Union.

The breakdown of government outlays by economic category reveals that
there are two main factors that underlie the comparatively low spending level in
Ireland (Table 6). First, income transfers are low, mainly because of low pension
payments, which reflects Ireland’s relatively young population (see Table 7)."°
Second, relatively low public debt translates into modest interest payments as a
share of GNP. Public expenditures on merit goods such as education and health
are slightly lower than the OECD average.

The recent increase in public spending reflects rises in both current and
capital spending, while interest payments continued to decline (Figure 9). The
share of government consumption, albeit still lower than the average of the EU or
the OECD as a whole, has been rising due mainly to a steady increase in the pub-
lic sector wage bill, which constitutes about one-third of government current
spending. Increases in both public sector employment and wages contributed to
the rise. Between 1997 and 2002, the Exchequer pay bill rose over 70 per cent
(Table 8). In particular, there was a sharp increase in the pay bill in the health sec-
tor, with a rise of over 100 per cent registered during this period when nominal
GNP grew by 82 per cent. The upward trend in investment spending has also
accelerated in recent years, reflecting a large increase in the Exchequer funding
for infrastructure.

Medium and longer term spending challenges

Upward pressure on public spending is likely to remain strong in Ireland.
With increased prosperity, the public demand for improved provision of public
services will continue to rise. A key area where pressure will remain strong is
health. Despite considerable increase in outputs associated with the enormous
increases in government expenditure on the health services in recent years, pub-
lic dissatisfaction has been expressed concerning long waiting times for access to
public hospitals. Public spending will also be under significant pressure to deliver
the National Development Plan 2000-2006, which is a major investment pro-
gramme aimed at alleviating some of the infrastructural constraints on growth with
the spending of some € 52 billion (about 70 per cent of GNP in 1999). Under the
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Table 6. General government spending by economic category
Per cent of GDP in 2001

Income Subsidies Interest Consumption Net capital Total outlays
transfers payments outlays
Ireland (GNP) 10.8 1.0 1.8 16.5 6.0 36.2
Ireland (GDP) 9.0 0.8 1.5 13.7 5.0 30.0
Australia 8.9 1.1 2.0 18.5 2.2 32.7
Austria 18.7 2.6 3.9 19.3 5.5 50.0
Belgium (2000) 14.3 1.6 6.5 21.5 2.1 46.0
Canada 11.0 1.5 6.7 18.7 0.2 38.0
Czech Republic 13.2 3.1 1.0 21.0 9.0 47.3
Denmark 17.0 2.0 4.1 25.5 2.1 50.7
Finland 12.5 1.5 2.7 21.0 6.6 443
France 17.8 1.2 3.2 23.3 3.3 48.8
Germany 18.9 1.6 3.3 19.0 3.0 45.7
Greece (2000) 16.3 0.2 7.1 15.5 4.9 44.0
Hungary 11.9 5.1 4.9 21.0 6.1 49.1
Iceland 4.2 1.7 3.5 233 6.6 39.3
Italy 16.7 1.1 6.4 18.5 3.8 46.4
Japan (2000) 10.0 0.9 3.3 16.7 5.9 36.8
Korea (2000) 3.6 0.3 0.7 10.1 8.3 23.0
Luxembourg 15.1 1.7 0.3 17.5 4.5 39.1
Mexico (2000) 1.7 0.3 3.6 11.1 5.3 21.8
Netherlands 11.6 1.5 3.5 23.2 2.2 42.0
New Zealand (1997) 12.7 0.3 3.1 18.6 3.4 38.2
Norway 13.8 2.2 1.8 20.3 3.2 41.2
Poland (2000) 17.5 0.9 4.0 15.5 4.3 423
Portugal 12.5 1.4 3.1 20.7 4.4 42.1
Spain 12.2 1.1 3.1 17.5 3.6 37.5
Sweden 18.1 1.5 3.4 26.7 2.5 52.2
Switzerland (1999) 11.9 1.8 2.1 13.7 4.6 34.1
United Kingdom 13.8 0.5 2.4 19.4 2.3 38.5
United States 11.4 0.5 3.4 15.1 0.9 31.2
Euro area' 16.5 1.4 4.1 19.9 3.4 45.3
OECD'total 12.8 0.9 3.5 17.3 2.8 37.3

1. Weighted average.
Source:  OECD.

Plan, a major investment in social and economic infrastructure is planned, with pri-
orities being given to addressing deficiencies in areas such as housing, roads, water
and waste treatment and public transport. But as EU funding is set to decline sub-
stantially,'® sustaining infrastructure investment at a significant level will be chal-
lenging, although the increased scope for public private partnerships might ease
the pressure to some extent and help boost the efficiency of such outlays.

Over the longer term, spending pressure will also likely accelerate as a
result of population ageing and the consequent demands this implies for social
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Table 7. Major current government outlays

Per cent of GDP
Merit goods Income transfers
Total i
excluding Other Disability and ~ Family Unemploy- Hous(;ng
: Total Education Health social Total Pensions sickness cash ploy an
interest - - . ment other
services benefits benefits y
benefits

Ireland
GNP 33.6 10.8 4.9 5.2 0.6 12.1 4.0 1.7 1.8 3.3 1.4
GDP 29.5 9.5 43 4.6 0.5 10.6 3.5 1.5 1.6 29 1.2
Australia 30.5 10.9 4.3 5.4 1.2 10.2 4.2 2.1 22 1.5 0.2
Austria 46.0 13.8 6.0 5.8 2.0 19.0 12.8 2.5 1.9 1.4 0.4
Belgium 40.4 11.4 5.0 6.1 0.3 18.1 9.8 2.0 2.0 3.8 0.3
Canada 31.0 12.1 5.5 6.6 . 11.2 5.5 1.0 0.8 1.4 2.6
Czech Republic 42.7 11.1 4.1 6.5 0.5 12.7 7.6 2.7 1.6 0.5 0.3
Denmark 47.8 18.8 6.8 6.8 5.2 17.8 6.8 2.6 1.5 5.0 1.8
Finland 44.0 14.0 5.7 53 3.0 18.3 8.0 3.5 1.9 3.9 1.0
France 48.4 15.0 59 73 1.9 19.7 12.2 1.6 1.5 3.1 1.3
Germany 42.7 13.7 4.4 7.8 1.6 18.0 11.0 1.7 1.9 2.6 0.8
Greece 433 9.1 3.4 4.7 1.0 16.9 12.2 1.9 1.2 0.7 1.0
Iceland 35.7 16.8 6.5 7.0 3.2 8.2 4.3 1.6 1.2 0.5 0.5
Ireland 29.5 9.5 43 4.6 0.5 10.6 3.5 1.5 1.6 29 1.2
Italy 39.8 10.8 4.8 5.5 0.5 19.1 15.4 1.7 0.6 1.4 0.0
Japan 32.7 9.8 3.6 5.6 0.6 8.4 6.7 0.6 0.2 0.7 0.2
Korea 225 6.7 4.1 24 0.3 3.3 2.1 0.4 0.0 0.6 0.2
Luxembourg 39.8 11.3 5.0 5.4 0.9 15.2 8.7 3.1 23 0.8 0.3
Netherlands 38.8 12.1 4.5 5.9 1.7 16.1 7.0 3.4 0.8 39 1.0
New Zealand 36.1 12.3 6.0 6.1 0.1 13.8 5.4 29 2.4 2.2 0.9
Norway 43.9 18.6 6.8 7.1 4.7 15.2 6.3 4.3 2.2 1.4 0.9
Poland 43.4 10.2 5.3 4.6 0.2 18.4 10.2 5.9 0.9 1.0 0.4
Portugal 373 11.3 5.6 5.1 0.6 12.5 7.7 2.3 0.6 1.6 0.3
Slovak Republic 50.7 0.5 . . 0.5 13.3 6.3 3.1 1.8 0.8 1.2
Spain 36.1 10.2 4.4 53 0.4 13.9 8.9 2.3 0.3 2.2 0.2
Sweden 49.9 18.6 6.6 6.6 5.4 18.9 8.2 3.5 1.6 3.9 1.7
Switzerland 32.0 13.9 5.4 7.7 0.8 19.9 12.5 3.4 1.2 1.8 0.9
Turkey 36.2 8.2 29 5.0 0.2 9.1 6.3 0.3 1.0 1.0 0.5
United Kingdom 34.3 11.6 4.6 5.6 1.3 17.8 10.8 2.8 1.7 0.6 1.8
United States 26.4 11.0 4.8 5.8 0.3 8.2 59 1.1 0.2 0.4 0.5
OECD average 38.6 11.9 5.1 5.8 1.4 14.4 8.1 2.4 1.3 1.8 0.8

1. Data is for 1999, or 1998 when not available. Education data always concern 1998. Data is from different sources, so public goods cannot as total government outlays minus merit
goods and transfers.

2. OECD estimate based on several sources, so this figure is not entirely reliable.

Source:  OECD, Social Expenditure Data base and OECD, Education at a Glance, 2001.
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Figure 9. Trends in general government spending?

Per cent of GDP/GNP?
— Ireland «eee EU - = OECD?3
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1. Data are based on SNA93/ESA95.

2. GNP is used for the ratios for Ireland.

3. Weighted average (1995 GDP and PPP’s) of available countries.

4. Total spending is defined as current outlays plus net capital outlays.
Source: OECD.
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Table 8. Public sector employment and pay

1997-2002

% increase

1997 1998 1999 2000 2001 2002 1997-2002

A. Public sector employment
Health 65 755 67 895 69 726 75 051 80 879 87 850 33.6
Education 62 100 63 375 64 415 65 937 67 845 71004 14.3
Civil service 31030 30 856 31562 32733 34 068 36 533 17.7
Security 24 816 24 628 24 541 24 525 24 439 24 258 -2.2
Non-commercial state bodies 8792 8 815 9219 9675 10 442 10 739 22.1
Total Exchequer funded 192493 195569 199463 107921 217673 230384 19.7
% increase over previous year 1.6 2.0 4.2 4.7 5.8
Local authorities 26 500 26 500 26 900 27 400 28 800 29 300 10.6
Total public service 218993 222069 226363 235321 246473 259 684 18.6
% increase over previous year 1.4 1.9 4.0 4.7 5.4
B. Sectoral breakdown of Exchequer pay bill
Millions of euros

Health 2141 2363 2703 3101 3 798 4306 101.1
Education 1942 2053 2230 2418 2831 3163 62.9
Civil service 920 967 1 009 1 080 1234 1388 50.8
Security 793 886 904 966 1047 1104 39.3
Non-commercial state bodies 215 237 252 316 401 452 110.7
Total pay 6010 6 505 7098 7 882 9311 10 413 73.2

% increase over previous year 8.2 9.1 11.0 18.1 11.8

Source: Department of Finance, Analysis of Exchequer Pay and Pensions Bill 1997-2002.

spending, notably on pensions, healthcare and associated personal services. Ire-
land’s demographics are more favourable than other European countries, but the
longer-term trend towards an ageing population is still an issue. While the elderly
dependency ratio is expected to fall further in the near term, it is projected to rise
from 20 per cent today, to 25 per cent by 2016 and to 50 per cent by 2050. It is esti-
mated that the Exchequer cost of pensions and healthcare (including care for the
elderly) will rise from 11.2 per cent of GNP in 2000 to 14.4 per cent by 2020 and
18.1 per cent by 2050 (see Chapter II). The creation of the National Pensions
Reserve Fund will only go part way towards absorbing this extra burden.'”

Strengthening the budgetary process and control

Controlling aggregate spending

The overriding framework for budgetary policy for Ireland, as for all EU
member countries, is the Stability and Growth Pact. This pact commits Ireland to
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keeping the general government finances close to balance or in surplus and to
take corrective action when there is an actual or expected divergence from that
objective. Successive governments during the 1990s sought to contain the growth
in public spending through the establishment of annual or multi-annual targets.'®
Setting aggregate spending targets, however, has not proved to be very effective
in controlling spending in times of revenue buoyancy. A salient feature of the bud-
get outcomes during the 1990s was systematic overshooting in both revenue and
spending relative to each year's budget (Figure 10). But spending overruns
tended to be more than offset by a larger overshoot in revenue, which made
spending control a less compelling issue.'” However, the situation has changed
since 2001, with undershooting revenues highlighting the need to focus on
controlling expenditure.

Figure 10. Overshooting in current revenue and expenditure
Out-turn less budget estimate as a per cent of budget estimate

Per cent Per cent

6 - Revenue 6
D Expenditure

: : : : : : : : : : : : : -10
1989 1990 1991 1992 1993 1994 1995 1996 1997 1998 1999 2000 2001 2002

1. Revenue in 1999 excludes 4.7 billion euros from the sale of Telecom Eireann.
Source: Department of Finance.

Facing this changed economic environment, the authorities have made
substantial efforts to establish better in-year monitoring and control of expendi-
ture developments, which have contributed to the undershooting of spending in
the context of a continued revenue shortfall in 2002. For example, the Minister for
Finance provided monthly updates to Government throughout 2002 on emerging
spending trends and instructed his officials to maintain contact with departments
and to discuss their plans to ensure that spending for 2002 came in on target.
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Despite this effort, however, monitoring and controlling of spending have been
difficult in some areas, in particular, in the health sector, because of the lack of
timely information and because of the demand-led nature of some of the spending.

Aligning policy priorities and budget allocation

At the national level, Ireland has a very elaborate system of establishing
and setting priorities in the allocation of resources. This has been conducted for
the past 15 years through the media of the National Development Plans and the
National Social Partnership Agreements. These Plans and Agreements address the
main economic and social priorities confronting the nation at the time and elabo-
rate how available resources are to be allocated to meet these priorities. Each
successive government has also published an Agreed Programme for Government
that sets out its policy platform for its five-year term. While improvements in the
process for priority setting have been made since 2002, there has been a per-
ceived lack of an overall strategic framework at the centre to translate strategic pri-
orities into expenditure allocations at a broad level and to guide individual
expenditure decisions in the budgeting process. Further, aligning the policy prior-
ities and actual budget allocation poses a continuing challenge to the Irish bud-
getary system, which has many of the characteristics of traditional budgetary
systems.

Prior to the revisions to the budgeting process in 2002, the priority-setting
process for public expenditure was regarded as diffuse and involved very complex
negotiations between the Department of Finance and individual spending depart-
ments.?’ The budgeting was also characterised as incremental.?! The reforms to
the budgeting process in 2002 involved a move to a more top-down approach to
budget formulation in that, for the first time, the Government set expenditure tar-
gets for individual spending departments at an early stage in the budget process
(see Box 5).

Public expenditure is currently planned within an overall three-year fiscal
framework, with projections prepared on a multi-annual basis for both expendi-
ture and revenue. In February 1996, the Government approved the introduction,
on a phased basis, of a multi-annual budgetary framework, beginning with
Budget 1997. The budget process was revised to begin with the preparation of
three-year “No Policy Change” projections of expenditure and revenue,? which
was subsequently replaced by an “Existing Level of Service” approach in 2002.%
The current multi-annual budgeting is however characterised by indicative multi-
annual allocations for planning purposes, and the system of multi-annual financial
“envelopes” is not in place.? A five-year investment framework is currently being
finalised, however, in relation to capital investment spending. The intention is to
provide five-year allocation of capital spending on a rolling multi-annual basis
starting from the budget for 2004.
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Box 5. The budget process in Ireland

The budget formulation process. The fiscal year is from 1 January to
31 December. In April/May of each year, the Department of Finance prepares, in
consultation with departments, a multi-annual framework for spending based on
the cost of continuing to provide the existing level of services. This feeds into the
overall three-year Budgetary Strategy, which is presented by the Minister for
Finance to Government in June. In 2002, the Budget Strategy set expenditure tar-
gets for each Vote. In July, the Department of Finance requests departments/offices
to furnish by the end of that month and detailed estimates for voted current and
capital expenditure for the next 3 years. In December, the Minister for Finance
announces the Budget which sets out the Government’s overall budgetary targets
for the following year and outlines revisions to the tax system. The budgetary pro-
cess continues into the following year. In February of the following year, Revised
Estimates are published along with the Public Capital Programme.

The approval process. Parliament does not approve the Budget prior to the
start of the fiscal year, a feature common to all Westminster countries. In April of
the budget year, Parliament enacts the Finance Bill, which gives legal effect to the
tax changes proposed in the budget. In June/July, Parliament votes on detailed
Estimates for each service by way of Financial Resolutions. Between June and
December, if additional moneys are required by departments, Supplementary
Estimates are submitted for approval by Parliament. In December, the Appropria-
tion Bill is passed, which gives statutory effect to the Estimates (including Supple-
mentary Estimates) approved by Parliament. Parliament’s authority to amend the
government budget is weak, although each department’s Estimate must be
approved by the legislature. As the spending Estimates are sponsored by Govern-
ment who has a majority in Parliament, they are generally approved unaltered.

Budget execution and monitoring. The Central Fund Act 1965 authorises the
Minister for Finance in every financial year to issue out of the Central Fund and
make available sums not exceeding four-fifths of the sums appropriated in the pre-
vious year. This facilitates the continuance of operations in anticipation of the rele-
vant vote being passed by Parliament in due course. As soon as an Estimate has
been passed by Parliament by means of a Financial Resolution, the full amount of
the Estimate may be issued from the Exchequer. It is not necessary to await the
enactment of the Appropriation Act. In the course of the budget year, the Depart-
ment of Finance carries out detailed monthly monitoring of expenditure by spend-
ing departments and of trends in the main revenue aggregates. The Minister for
Finance submits progress reports to Government on a monthly basis which high-
light, where necessary, the need for corrective action to ensure that overall budget-
ary targets are adhered to.

Audit of government appropriation accounts. The Constitution assigns to the
Comptroller and Audit General (CEAG) the responsibility to control on behalf of
the State all disbursements and to audit all accounts of moneys administered by
or under the authority of Parliament. The C&AG is required to audit the Appropria-
tion Accounts of Government Departments and present copies of the audited
Appropriation Accounts to Parliament not later than 30 September in the year fol-
lowing the financial year to which they relate. The Public Accounts Committee
(PAC), a select committee of Parliament, examines the C&AG’s reports and pre-
sents a report to Parliament. A formal reply to a report of the PAC is prepared by
the Department of Finance in consultation with the department(s) concerned. The
PAC's recommendations carry much weight, although Government is not in the last
resort obliged to accept them.
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The authorities have made attempts to introduce public expenditure
reviews to facilitate strategic prioritisation. In 1997 the Government decided to
review all public expenditure over a three-year period under the Expenditure
Review Initiative (ERI). The idea was that this review would provide a systematic
analysis of what was actually being achieved by each spending programme from a
results perspective, which could become a basis on which more informed deci-
sions could be made on the allocation of resources within and between pro-
grammes. The first phase of the ERI was carried out over 1997-2001. Over
70 reviews were completed covering about one quarter of Government's discre-
tionary spending. However, the results seem to have been less than satisfactory.
The Comptroller and Auditor General’s report (2001), which provided a value-for-
money review of the ERI, found that there was very little evidence of change in
expenditure patterns as a result of the reviews and indeed very few reports pro-
posed substantial revision of priorities. This result might not be surprising given
that departments are likely to have very limited incentives to report areas of low
priorities, which might mean a cut in budget allocation for those programmes. The
experience of other OECD countries also suggests the difficulty of achieving real
changes when expenditure reviews are done by departments themselves without
being given more explicit targets set by the centre.?

Further efforts have been made to strengthen the role of expenditure
reviews, following a review of the process by the Department of Finance, which
included consideration of the value for money study by the Comptroller and Audi-
tor General. In 2001, the Government approved revised arrangements for the next
phase of the ERI, which involved laying down criteria for the selection of pro-
grammes for review, the provision of central supports in terms of training and net-
working, arrangements for quality control and the undertaking of cross-
departmental reviews. In May 2002, the Government approved the expenditure
review topics proposed for the first year of the next three-year planning horizon
(2002-2004). In selecting topics for review, the emphasis was on programmes that
involved significant levels of expenditure and programmes where the external
environment had changed substantially since they were introduced. In addition,
in 2002, the Government took a further initiative by appointing an independent
Estimates Review Committee — comprising three former senior civil servants — to
make an overall assessment of spending proposals from all departments and
offices, from a “whole of government” perspective.?

Reforming management practices in the public service

Ireland has been implementing a wide-ranging public service modern-
isation programme under the Strategic Management Initiative (SMI) launched
in 1994. The implementation framework for the SMI was established in “Deliv-
ering Better Government (DBG)” published by the Co-ordinating Group of Sec-
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retaries, established under the SMI, in 1996. The objective of the changes
proposed is “to create a performance-oriented Civil Service that responds
effectively to the needs of the Government and clients at all levels and is char-
acterised by flexible working arrangements and practices.” SMI is regarded as
the most successful reform of the Irish Public Service since the foundation of
the independent state (OECD, 2001c). But progress has been uneven, and an
evaluation of the SMI finds that it has been more successful with outward-oriented
issues (i.e. openness, transparency and accountability; quality customer ser-
vice; and regulatory reform) but less successful with internal systems reform
(i.e. human resource management, financial management and information sys-
tems management).?’ In response to the recommendations contained in the
report on the evaluation of the SMI, the Government decided to give the SMI
Implementation Group of Secretaries General the task of developing a new
vision statement, strategy and action plan for the civil service up to 2007. This
next phase of the modernisation programme is to build on initiatives that are
already under way and to focus on achieving accelerated progress in imple-
menting the reforms related to internal systems management. The parties to
the new social partnership agreement Sustaining Progress have committed them-
selves to co-operate with this new phase of modernisation in the civil service.

The central thrust of the SMI is a shift in focus from inputs to outputs and
outcomes in public management. Government departments and offices have
been encouraged to adopt modern management practices that entail making
explicit strategic statements about function and policy goals and translating them
into business plans. The Public Service Management Act, enacted in 1997, was
aimed at making the public service system transparent and more effective by clar-
ifying the allocation of authority, accountability and responsibility within the sys-
tem. The Act specifies that responsibility for planning outcomes and outputs lies
with the Minister, while the Secretary General will be responsible for managing
the Department, i.e. producing outputs as determined with the Minister.? Promot-
ing user-orientation of the public service has also been a major objective. Quality
customer service has been encouraged through the articulation of customer ser-
vice principles and the publication of Customer Action Plans. The transparency
and accountability of the public service has also been greatly enhanced with the
enactment of the Freedom of Information Act in 1997 and the Committees of the
Houses of the Oireachtas (Compellability, Privileges and Immunities of Witnesses)
Act, 1997.

Progress has been, however, relatively slow with respect to devolution of
authority and accountability within the civil service. Although the SMI/DBG envis-
aged a large degree of financial devolution to line departments/offices in the con-
text of a multi-annual financial envelope system, this system is yet to be
implemented, as discussed above. The ability to carry forward savings from one
fiscal year to the next remains limited as recouping savings is possible only in
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administrative spending.?’ In the Budget 2003, however, the Minster for Finance
stated that where Departments secure savings as a result of specific efficiency
measures or steps they have taken to curtail a programme, these savings should,
as a general rule, be available for other high priority programmes within the same
Department.

The steps to introduce managerial flexibility and performance orientation
make it important to strengthen accountability for results. However, the input-
based budget classification system, combined with the lack of performance indi-
cators, makes the evaluation of performance difficult. Furthermore, the absence of
adequate, comparable information systems in the public service hinders ongoing
monitoring and assessment of the efficiency and effectiveness of how services are
provided. The ability to undertake value for money examinations of public expen-
diture on a regular basis is also frequently constrained by the absence of perfor-
mance information in a usable format. Addressing these issues, a new
Management Information Framework (MIF) is being developed and is due to be in
place by 2005. The development of the new MIF is a significant initiative that
seeks to address the problem of a lack of performance information by equipping
Departments with a system of financial accounts, integrated with a system of out-
put measurement.>* Meanwhile, the institutional framework for ensuring account-
ability for performance has been improved. The Comptroller and Auditor General
(Amendment) Act 1993 empowered the Comptroller and Auditor General to carry
out value for money audits on Government Departments and other public bodies.
The value for money audits, which are submitted to the Public Accounts
Committee of Parliament, focus on the economy and efficiency of operations and
the adequacy of management systems to appraise the effectiveness of operations.

Improving the cost effectiveness of public spending

Reforming human resource management

The SMI/DBG in 1996 set out a radical blueprint for transforming the
human resource management function in the civil service. The central components
of the programme included: greater autonomy and responsibility to line depart-
ments for human resource matters; a new performance management system to
support the delivery of quality services to the public; new arrangements for
recruitment and promotion; flexibility in atypical recruitment; and increased
emphasis on staff training and development. While the programme envisaged rad-
ical reforms to bring modernisation and flexibility to the civil service, overall the
pace of change has been remarkably slow.?! The public sector labour market is still
characterised by a lack of flexibility. There is limited linkage between performance
and reward/recognition, as senior managers do not yet have the tools to reward
excellence or tackle under-performance.?? One limitation has been the terms and
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conditions of employment under the Civil Service Regulation Act, 1956, which
reinforce a presumption of permanent tenure of civil servants. It thus makes it
difficult to dismiss or discipline staff who consistently under-perform.

The public sector benchmarking exercise and the subsequent pay
increases for public sector employees (see Chapter Il) raise concerns about the
means to link pay increases with corresponding increases in performance and pro-
ductivity of the public service. It has been agreed that the payment of the final
two phases of the pay increases recommended by the Public Service Benchmark-
ing Body (plus the general round increases under the new agreement) will be
dependent on verification of satisfactory implementation of the agenda for mod-
ernisation set out in the new social partnership agreement, which has proposed a
new ambitious package of reform (see Box 6). Given the limited progress made in
this area in the past, it will be particularly important to develop the link between
public sector pay increases and the modernisation of the public service.

Introducing competition and market signals in publicly funded services

Many OECD countries have introduced market-based principles into the
public sector with the aim of enhancing efficiency in publicly funded services through
competition (Lundsgaard, 2002). Ireland has followed this trend in recent years, but
there is still much room for further exploiting the benefits of market mechanisms.

The use of contracting out has been limited

Contracting certain existing activities to private operators or carrying out
public activities on a commercial footing can promote efficiency and generate cost
savings. Contracting out for the provision of publicly funded services and support
functions (e.g. building maintenance and street cleaning) has not been systemati-
cally used in Ireland. Nonetheless, there have been more cases of contracting out
of non-core functions in recent years. For example, in the area of public transport,
vehicle testing has been contracted out to a private company since January 2000.%
In addition, the management of parking, clamping, etc. in Dublin has been con-
tracted out to a private company, which has significantly reduced the amount of
illegal on-street parking and raised additional revenue for the City Council >* In
many local authority areas, waste collection has been contracted out to private
agents. In addition, contracting out in infrastructure development and operation is
being pursued under the Public Private Partnerships (PPP), which is discussed in
the section below.

User charges can be extended to other services

Traditionally, concerns about income distribution or exclusion of some
groups from public services have limited the scope for user charging in Ireland. But
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Box 6. The new partnership agreement related to human resource
management in the civil service

The new social partnership agreement Sustaining Progress 2003-2005 covers a
number of areas related to the human resource management practices in the civil
service. Some of the important agreements include the following:

Modernisation of human resource management practices. The agreement envisages
that legislation will be introduced by December 2003 to bring new management
practices into effect by updating the Civil Service Regulation Act, 1956. These
reforms will enable the Secretary General of a Department to perform all func-
tions pertaining to appointments, performance, discipline, and dismissal of civil
servants below Principal Officer level and provide that staff, at and above Princi-
pal Officer level (other than those appointed by Government) may be dismissed
by the Minister only on the recommendation of the Secretary General. In the
context of this new legislation, the parties agree to extend the scope of the Unfair
Dismissals Acts to cover civil servants, to widen the range of disciplinary sanc-
tions, and to have a fuller range of sanctions available in serious cases of under-
performance.

Addressing skills shortages and strengthening recruitment practices. Open recruitment
will be introduced for appointments above existing entry levels. One-year
contacts will be extended to all new recruits to the civil service starting on
1 January 2004. In addition, a number of specific measures have been agreed to
address the problem of short supply in specific areas such as IT and financial
management.

Improvements in promotion systems. It is agreed that discussions will take place so
that greater use of competitive, merit-based promotions within Departments will
be introduced and developed over the life of the Agreement in order to provide
wider career development opportunities for civil servants. Other agreements
include a reduction of the existing service requirements in respect of eligibility for
promotion by one year subject to a minimum of two years service; and an increase
in the proportion of posts filled under mobility provisions of interdepartmental
promotion competitions from 33.3 per cent to 40 per cent.

experience in other OECD countries show that user charges can be an effective
means to reduce excessive demand for some publicly funded services by making
households more cost conscious, while avoiding poverty traps. Ireland has been
employing new or increased user charges in recent years to improve efficiency and
control costs. For example, all local authorities now charge a levy for waste collec-
tion. However, except for a few cities, the charges are currently levied on a flat-rate
basis rather than on a pay-per-bag basis, providing households little incentive to
reduce waste production (see ChapterIV). The government’s plan to introduce
weight/volume-based waste charging throughout the country should help promote
waste reduction. In the health sector, a range of charges have been increased,
including bed charges, accident and emergency charges and medicine charges.®
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Despite the recent move, the State continues to provide a wide range of
services either free or at low cost and, in some cases, it would be appropriate to
increase charges or introduce new charges. Water charges are a case in point.
Ireland is unique among OECD countries in not charging domestic consumers for
water services.*®* Meanwhile, drinking water quality and sewerage treatment
requirements are becoming more stringent and water/sanitary services are
becoming more expensive to provide and operate. A charging regime in this area
could contribute to a more efficient use of what is becoming an increasingly
expensive resource. Moreover, the long-term objective in relation to water and
sewerage services should be to encourage more sustainable patterns of consumption.

The public education system heavily subsidises tertiary education in
Ireland. Third-level fees were abolished in 1995 to increase access to tertiary edu-
cation for disadvantaged groups. While in many OECD countries there has been a
trend of an increasing proportion of costs of tertiary education borne by partici-
pants, Ireland is exceptional in having eliminated fees for undergraduate stu-
dents. However, studies in Ireland suggest that this policy is yet to show
noticeable results in terms of broadening inclusion from all sectors of the society.
The rates of admission to higher education still vary significantly by family socio-
economic backgrounds, and students from well-off areas and fee-paying schools
dominate the larger universities.?” This has raised a considerable debate as to the
no-fee policy on equity grounds.*® Such heavy subsidisation is questionable on
both equity and efficiency grounds, in particular, given that the private return to
education is much higher than the social rate of return for those who have a univer-
sity degree (Blondal et al., 2002). The question of re-introducing third-level fees for
those full-time students whose families can afford to pay is under consideration by
the Department of Education and Science. It was also announced in 2002 that the
student registration charge would rise by almost 70 per cent.>* At the same time, the
government might consider introducing government-backed student loans. The
introduction of loan-based systems has been shown to be successful in generating
income and in increasing access in a number of OECD countries.*°

A wider use of benchmarking and other market instruments could be beneficial

The use of other market-type instruments such as benchmarking and
other choice schemes within the public sector is generally limited in Ireland.
Benchmarking of government agencies, which tend to be exempt from the
pressures to perform more efficiently and effectively, can be an effective
means to exert such pressures in a constructive way. In recent years bench-
marking techniques have been increasingly used to provide performance indi-
cators for local authorities. A wider use of benchmarking would also be
beneficial in the key spending areas such as health and education (see Box 7).
For example, benchmarking could be employed to assess and improve the
performance of tertiary education institutions in Ireland.
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Box 7. Mechanisms to introduce competitive pressures on providers
of publicly funded services

OECD countries have used a range of market-type instruments to introduce
competitive pressures on providers of publicly funded services, with the aim of
better responding to the users’ needs and improving cost efficiency. The arrange-
ments applied vary across OECD countries and also tend to differ according to the
type of service areas. This box provides some examples of these alternative
arrangements for provision of publicly funded services.

Benchmarking. Benchmarking refers to the technique of comparing perfor-
mance levels across providers of similar services to identify best practices. By
allowing comparisons to be made across providers of similar services, benchmark-
ing can be an effective means to exert competitive pressures, in particular if fund-
ing is aligned with performance. This instrument could be particularly useful in
core collective services, such as defence, police and core public administrative
functions where governments often have to rely on monopoly provision through
an incumbent public agency. In the health and education sectors, a number of
countries have recently developed quality and cost indicator systems for bench-
marking. In some decentralised countries such as Norway and Sweden, efforts
have been made to provide local citizens information on the coverage and costs
of public services across municipalities, allowing them to put pressures on their
administration to improve the cost-effectiveness of their spending programme.

Contracting out and competitive tendering. The appropriate use of contract-
ing out and competitive tendering can raise efficiency and thereby result in sub-
stantial cost savings by exerting competitive pressures on service providers.
These savings arise in part from efficiency gains from economies of scale and spe-
cialisation which can be exploited through outsourcing whereas tendering intro-
duces more competition. In order for the gains to be made, however, the contracts
should be carefully designed and the benefits from efficiency gains should be
weighed carefully against transaction costs which are likely to be high when out-
puts are difficult to define and assess. The services best suited to contracting out
are those with clearly definable outputs, such as waste collection, road mainte-
nance, street cleaning, wage administration, computer services, maintenance of
buildings and equipment, and operation of urban transport systems. A number of
empirical studies have documented that contracting out and competitive tender-
ing can allow a constant quality of service to be provided at lower costs, espe-
cially for technical services like waste collection and cleaning (Lundsgaard, 2002).

Introducing user choice (including voucher schemes). Allowing users indi-
vidually to choose among alternative suppliers, while maintaining public fund-
ing, is another way of spurring competition among providers. The areas where
this instrument has often been introduced include: pre-school nursery education,
education and training, health care, social housing, and social/long-term care
(Cave, 2001). For example, users can be given a voucher allowing them to spend
it only for a particular service, but with a wide range of alternative suppliers (e.g.
medical practices or schools). In practice, explicit voucher schemes with physical
coupons are very rare, but OECD countries use a set of arrangements that allow
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Box 7. Mechanisms to introduce competitive pressures on providers
of publicly funded services (cont.)

users to choose among different suppliers of publicly funded services. The exam-
ples of these implicit voucher systems include: school choice programmes
whereby funding for a school is based on the number of users, fee-for-services for
health care suppliers reimbursed by the social security system, per-user subsi-
dies for private nursing homes, income-dependent benefits earmarked for the
purchase of child care in approved centres and tax credits for documented private
schools fees. However, the degree to which user choice creates competitive pres-
sures on suppliers depends much on whether public funding per user is levelled
across public and private suppliers, which may often not be the case.

Improving the effectiveness of spending by sub-national government

The Irish public administration is one of the most centralised among
OECD countries, with local government subject to more strict statutory, adminis-
trative and financial control than its counterparts elsewhere. There are 34 county/
city local authorities that are the main providers of local government services. In
addition, 80 town authorities carry out a representative role for the town with a
varying range of local government functions.*! These authorities in Ireland have
one of the largest population sizes per basic unit among EU countries, but carry-
out a narrower range of functions than elsewhere.*? Local authorities are mainly
responsible for the provision of infrastructure and services including roads, social
housing, water supply and sewerage, planning and environmental protection.*®
They are not primarily responsible for such functions as education, health, police
and social welfare, which are the responsibility either of central government
departments or of separate local or regional bodies.** Local authorities are subject
to tight financial control by the central government through the balanced budget
rule for current expenditure and the requirement that local borrowing be subject
to the approval by the central government.

Local authority funding system could be improved to promote allocative
and cost efficiency

The abolition of the local property tax on domestic dwellings in 1977 and
on agricultural land in 1983 led to a highly centralised system of financing of local
authorities in Ireland (see Box 8). The share of tax revenue in local government
finance in Ireland is one of the lowest among OECD countries, while the share of cen-
tral government grants is among the highest (Figure 11). Although local authorities
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Box 8. Local authority funding

In the 1970s, property taxes were charged on commercial, domestic and agricul-
tural property and these, combined with fees and charges, provided 50 per cent of
local authority needs from local sources. Legislation enacted in 1978 abolished the
local property tax on domestic dwellings and replaced it by a central government grant
— the Rate Support Grant. With effect from 1983, the property tax on agricultural land
was terminated as a result of a court judgement. Since then, the levying of local property
tax has been confined to commercial and industrial property.

Prior to 1988, local authorities borrowed (mainly from state agencies) for various
capital purposes such as housing, water and sewerage, libraries, etc., with state sub-
sidy to assist them in paying the resulting loan charges. In 1988 this system was replaced
by direct capital grants from the central government for the relevant projects. There
are four main sources of local authorities’ current income:

Tax revenues. Proceeds from commercial rates, which are levied annually by local
councils on the value of commercial premises, are the only source of local tax reve-
nues. In general, local authorities are free to decide on the overall level of rates col-
lected by them annually. Between 1999 and 2002, caps had been set by the central
government on the overall maximum level of rate increases that can be applied by a
local authority. But starting from 2003, no such cap is set by the central government.

Non-tax revenues. Non-tax revenue receipts of local authorities come from the
provision of a wide variety of goods and services of which the most significant are rents
and part of the proceeds of sales of local authority housing, repayments by borrowers
of house purchases and improvement loans and charges for water supplies, refuse col-
lection and sewerage facilities. Non-tax revenues comprise about 30 per cent of local
authority revenues. Local authorities are generally free to determine the charges pay-
able for miscellaneous receipts, except for domestic water charges which were abol-
ished nationally in 1997. The responsibility for paying domestic water and sewerage
charges was transferred from domestic water users to the central government with
effect from 1 January 1997.

Earmarked grants. Earmarked grants cover all of local authorities’ capital expen-
diture and a substantial portion of current expenditure. Most earmarked grants cover
100 per cent of actual expenses, although for smaller grant schemes, local authorities
may be asked to co-finance — typically 25 per cent — according to the matching rate set
by the central government. The bulk of earmarked grants go to local capital projects,
e.g. roads and public housing.

Block grants. A system of block grants was modified in 1997, with the introduction
of the local Government (Equalisation) Fund which was subsequently amended
in 1999 and became the Local Government Fund. The Local Government Fund pro-
vides finance to local authorities as general-purpose grants and for non-national roads
and is itself financed from two sources: an Exchequer contribution and the full pro-
ceeds of motor taxation. The general-purpose allocations from the Local Government
Fund are determined in part by a “needs and resources” model. The model decides
allocations based on each local authority’s needs (set against expenditure targets at
service level) and resources (set against the capacity to raise resources through other
means). This is effected by analysing each authority’s current expenditure and income
patterns (including income from commercial rates) for each service and adjusting each
authority’s actual expenditure and income towards the standard for that service. The
difference between expenditure and income for each authority identified by this pro-
cess indicates the funding that should be provided through general-purpose alloca-
tions. This model is gradually being refined to customise it to expenditure and income
conditions in each local authority.
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Figure 11. Composition of subnational government financial resources
As a percentage of total financial resources, 1999
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1. Fornon-tax revenue: 1984 for Switzerland, 1997 for France, Ireland, Luxembourg, Netherlands and Spain, 1998 for
Iceland, Norway, Portugal and United Kingdom.

2. Non-tax revenues include: operating surpluses of public entreprises controlled by sub-national governments;
property income; fee, sales and fines; contributions to government employee pension funds and capital revenues.

Source: OECD Revenue Statistics, 1965-2001.
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have been increasingly financed by local non-tax revenues, the current financing
system allows very limited discretion to local authorities to determine local ser-
vice and related expenditure levels.

The absence of a local property tax on households could potentially have
negative implications for local government accountability as local households do
not directly pay for a significant portion of the services provided by local authori-
ties. Together with the absence of domestic water and sewerage charges, this
could also put excessive upward pressure on the demand for local services.*> The
large reliance of local authorities on central government grants may also have neg-
ative implications for allocative and cost efficiency. A large proportion of these
central government grants is funded as earmarked grants, ie. tied to specific
expenditure programmes. Earmarked grants are particularly important for coun-
ties which collect a relatively low amount of commercial rates due to the abolition
of rates on agricultural lands in the 1980s (Figure 12). While the use of earmarked
grants may serve to internalise externalities associated with infrastructure provi-
sion, heavy reliance on them may contribute to inefficient local spending. In par-
ticular, the fact that most of the grants cover 100 per cent of ex post actual expenses
may weaken incentives to contain costs. The prevalence of earmarked grants also
permits little flexibility needed to enhance allocative efficiency as funds cannot
be shifted to other uses in accordance with changing priorities.

The newly established funding system, called the Local Government
Fund, represents a significant move to introduce equalisation between local
authorities through formula-based block grants. It has also injected a measure of
stability and certainty into local government financing.*® The allocation formula
will continue to need refinement so that the formula sets the standards, where
possible, for different services while allowing authorities to make decisions based
on local preference.

Local government reforms have been underway

A number of measures have been introduced to strengthen the account-
ability framework for the performance of local authorities in recent years, which
have significantly enhanced the quality of performance management systems at
the local level.*’ First, regular value-for-money audits, conducted by the Value for
Money (VFM) Unit in the Department of the Environment and Local Government,
have been a feature of local government management in recent years.*® Second, sig-
nificant investment has been made in the development of new financial manage-
ment and costing systems. Accounting procedures are being switched from a cash
to an accrual basis. A new costing system that generates information on the true
cost of providing individual services will commence development in 2003 and will
be rolled out to local authorities as soon as possible thereafter. Third, a greater
emphasis is being placed on performance management at local government level.
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Figure 12. Local authorities’ current revenue by source

County Councils Town Councils

Tax revenue
19.4%

Non-tax revenue

Government grants/
subsidies

neral-pur| rant
General-purpose grants Non-tax revenue

Urban District Councils

Government grants/subsidies

Tax revenue

General-purpose grants

Non-tax revenue

1. Government grants/subsidies are a mixture of earmarked and block grants. While detailed breakdowns are not
available, most of them are estimated to be earmarked grants.
Source: Department of Environment and Local Government, Local Authority Estimates 2002.
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Local authorities are now required to publish their performance results in their
annual reports.

Co-ordination and co-operation of sub-national public bodies could be improved

A salient feature of the structure of sub-national public sector in Ireland is
the proliferation of semi-autonomous public bodies that operate separately from
local authorities at either local or regional level.** Many of the business and com-
mercial development functions are performed by these public bodies such as the
Fishery Boards, tourism and industrial development agencies. Most of these bod-
ies have been set up in an ad hoc manner and, until now, have rarely been merged
or eliminated. Concerns have often been raised about the absence of a clear over-
all framework, which tends to create overlapping functions or gaps in coverage giv-
ing rise to duplication of services and some confusion for potential clients.*® This
suggests considerable scope for streamlining the public bodies or transferring
some of their roles to local government upon a thorough review. It will be also
important to make clear their roles and functions to enhance the effectiveness of
the co-ordination and co-operation between national/local authorities and other
public bodies.

There is also scope for increasing co-operation between local authorities.
The major services provided by local authorities in Ireland such as roads, waste
management and planning have implications beyond the boundaries of individual
local authorities. Horizontal co-operative arrangements for joint provision of pub-
lic services could be one way to internalise spillover effects in these service areas.
While some co-operation already exists®!, there is considerable scope for enhanc-
ing level of co-operation and co-ordination among local authorities, in particular,
at the regional level. The question of the establishment of a new regional body to
co-ordinate land use and transport in the Dublin area is currently being consid-
ered by the government. Continued efforts in this direction will be necessary, but
the role and responsibility of this body should be clearly defined and continu-
ously monitored. Efforts have also been made to develop a shared strategy of
development by establishing Country/City Development Boards with wide repre-
sentation. A key role of the Boards is the co-ordination of public and local devel-
opment services at county/city level.

Concerns have also been raised about the inefficiencies arising from the
fragmented structure of local authorities in areas such as maintenance of social
housing, road repair, water supply and sewage (OECD, 2001a). Until now, local
authorities have rarely been merged or restructured,”® but there has been some
shift of functions from sub-county to county level. For example, with effect from
1 January 2004 water services functions are to be consolidated at country/city
level, which is considered to be the lowest practical level of efficient service provi-
sion. Further efforts in this direction will be needed to enhance the efficiency of
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local spending, but serious consideration should also be given to merging the
smaller local authorities as a way to internalise spillovers of local services.

Challenges of improving spending outcomes in healthcare and infrastructure

Controlling spending and improving efficiency in healthcare

Controlling spending while improving efficiency in healthcare has become
one of the most pressing issues in Ireland, and a number of wide-ranging studies
on both organisational structures and financial management in the Irish health ser-
vice are under way. Health expenditure has increased on a significant scale
throughout the 1990s, registering one of the most rapid spending increases among
OECD countries despite a younger age structure (Figure 13). It is estimated that
per capita spending had caught up with the EU average by 2001. The rise in cur-
rent public health expenditure was particularly sharp for the last five years, with
an increase of 70 per cent in real terms, which resulted in substantial improve-
ments in health outputs. For example, between 1997 and 2002, day patient activity
increased by 65 per cent and the number of in-patient beds and in-patient dis-
charges rose by 3 per cent and 4 per cent, respectively.”® The Irish population is in
relatively good health, rating close to or above OECD averages in some selected
indicators on health care outcomes and resources as shown in Table 9. Acute-care
beds per 1 000 population are lower in Ireland than the OECD average, but the
average length of stay is shorter in Ireland. Despite the large increase in spending
and associated increases in the quality and availability of health services, public
perception remains critical, focusing in particular on long waiting lists for access to
public hospitals and delays in accident and emergency departments. The general
perception is that the spending increase has, at best, only resulted in a modest
improvement in services.

A lack of comprehensive information and transparency remains a major weakness

One of the major weaknesses of the health system is the lack of compre-
hensive information about the distribution of resources and performance in this
system, which seems to have contributed to the public perception about ineffi-
ciencies. In particular, the public dissatisfaction with long waiting times for access
to public hospitals seems to have been exacerbated by a prevailing perception
that the access to, and quality of, care for public patients in public hospitals has
been hindered by the encroachment of private patients on public beds. Indeed
the available evidence indicates that more private patients are accessing public
facilities beyond the proportion of hospital beds designated for use by private
patients (see Box 9). It will be important to enforce the regulations which limit the
share of public beds occupied by private patients to safeguard the access to care
for public patients in public hospitals and to improve the satisfaction with the
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Figure 13. Trends in health care expenditure

A. Increase in health care expenditure and GDP per capita in the 1990’s
Annual real growth per capita for GDP and total health expenditure, 1990-20007, percentages
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Table 9. Selected health care outcomes, resources and utilisation'
Life expectancy mlc[;rftz\[;itty (pl\élre?l(;:(?(i gzr;jlr; I;ieoln) Acute-care hospitals
Deaths Practising  Practicing Beds Average
Males Females per 1 000 hysici per 1 000 length
1999 19992 live births | P z;i)c(;?ns nztz)rggss population of stay
1999° 2000° 20007
Australia 76.2 81.8 5.7 2.5 3.8 6.2
Austria 75.1 80.9 4.4 3.1 9.2 6.2 6.3
Belgium 74.4 80.8 4.9 3.9
Canada 76.3 81.7 5.3 2.1 7.6 3.3 7.1
Czech Republic 71.4 78.1 4.6 3.1 8.4 6.6 8.7
Denmark 74.2 79.0 4.2 3.4 73 3.3 5.3
Finland 73.8 81.0 3.7 3.1 14.7 2.4 4.4
France 75.0 82.5 43 3.3 6.5 4.2 5.5
Germany 74.7 80.7 4.5 3.6 9.3 6.4 9.6
Greece 75.5 80.6 6.2 4.4 3.9 4.0 6.3
Hungary 66.3 75.1 8.4 3.2 49 6.4 7.9
Iceland 775 81.4 2.4 3.4 14.2
Ireland 73.9 79.1 5.5 23 9.2 2.9 6.4
Italy 75.3 81.6 5.1 6.0 4.5 4.5 7.2
Japan 77.1 84.0 3.4 1.9 7.8
Korea 71.7 79.2 1.3 1.4 5.2 11.0
Luxembourg 74.7 81.2 4.6 3.1 7.1 5.7
Mexico 72.8 773 259 1.8 1.1
Netherlands 75.3 80.5 5.2 3.2 13.0 3.5 9.0
New Zealand 75.7 80.8 5.4 2.2 9.7
Norway 75.6 81.1 3.9 2.9 10.3 3.1 6.0
Poland 68.8 775 8.9 2.2 4.9
Portugal 72.0 79.1 5.6 3.2 3.7 3.3 7.3
Slovak Republic 69.0 77.0 8.3 73 5.9
Spain 74.9 82.4 4.5 3.3 3.7
Sweden 77.0 81.9 3.4 2.9 8.4 2.4 5.0
Switzerland 76.8 82.5 4.6 3.5 4.1 9.3
Turkey 66.1 70.7 40.3 1.3 1.1 2.2 5.4
United Kingdom 75.0 79.8 5.8 1.8 5.3 3.3 6.2
United States 73.9 79.4 7.1 2.8 8.3 3.0 5.9
Average of OECD
countries® 73.9 80.0 7.1 2.9 7.1 4.2 7.0

1. Cross-country comparisons need to be interpreted with caution. See OECD Health Data 2002, Sources and Methods
for details of methodology variations across country.
2. Data refer to 1997 for Italy; 1998 for Greece.

AW

States.

P oo

ource:

Data refer to 1998 for New Zealand.
Data refer to 1998 for Australia and France; 1999 for Denmark, Greece, Hungary, Iceland, Ireland, Sweden and Untied

Data refer to 1998 for Japan; 1999 for Denmark, Greece, Iceland, Italy, Sweden and United States.
Data refer to 1998 for Portugal; 1999 for Australia, Canada, Denmark, Greece and Italy.
Data refer to 1998 for Denmark, Greece, Italy and Portugal; 1999 for Australia, Canada, France and United States.
Unweighted average. Includes only available countries at the relevant point in time.
OECD Health Data 2002.
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Box 9. Private practice in public hospitals

The Irish healthcare system has a unique structure with a mixture of a univer-
sal public health service and a fee-based private system. About one-third of the
population hold medical cards, which entitles them to all health services and
medicines free of charge. Those without medical cards are also entitled to care in
public beds at modest charges.! Despite the presence of a universal public
health service, however, a large and increasing number of the Irish population
— currently 45 per cent — hold private medical insurance, as private insurance is
perceived to increase timeliness of care and choice of providers. The public and
private sectors are entwined within all levels of the Irish health system as the
same personnel may deliver public and private services within the same facilities.
Those with private insurance generally receive “private” care in private or semi-
private accommodation, and choose their own consultant, but a significant part of
this private care is also delivered in public hospitals. There are incentives for doc-
tors and hospital consultants to maximise the number of private patients, as they
are paid on a capitation and salaried basis, respectively, for their service to the
public patients, but are paid on a fee-for-service basis in dealing with the private
patients. The Health (Amendment) Act 1991 designates about 20 per cent of beds
in public hospitals as private. However, evidence indicates that 30 per cent of
patients treated at acute public hospitals were private patients in 1999 and 2000
(Wiley, 2001).

1. The two-thirds of the population without medical cards must pay for their general practi-
tioner care and up to a maximum of € 70 per month for medicines under the Drug Pay-
ment Scheme. In addition, they are entitled to care in public hospital beds on payment
of a small per diem for a fixed number of days in any one year.

health care system. At the same time, to better inform public perceptions and to
improve decisionmaking about priorities, greater transparency is required in
relation to the existing distribution of resources within, and outputs of, the
health services.

Weaknesses in the management and organisation of the health sector
need to be addressed

Concerns have also been raised that inefficient management of existing
hospital facilities and organisational problems contribute to difficulties in access-
ing services. Long waiting times for public hospitals have co-existed with large
variations in the average length of stay among hospitals for the same type of pro-
cedure, suggesting that the problem might be alleviated by a more efficient man-
agement of available resources (Wiley, 2001). The findings of a value-for-money
study commissioned for the health services indicate that there is large scope for
improving management practices in the system.>* In particular, more co-ordination
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across the ambulatory care sector and the inpatient care sector could help to
achieve productivity gains and reduce the workload of hospitals.

As in many other OECD countries, Ireland has made efforts to introduce
reforms to the hospital funding system in order to provide incentives for greater
efficiency. Most Irish hospitals receive block budgets from regional health boards,
which has provided few incentives for hospitals to improve the efficiency of their
operations. In order to introduce financial incentives, a case-mix budget model,
based on the Diagnostic Related Groups approach (DRGs), has been introduced
to 32 acute general hospitals. The 2001 Health Strategy envisages a structured
broadening of the case-mix budget model as a financial allocation tool for the hos-
pital system.” In addition, increased transparency in determining funding alloca-
tions and other aspects of the funding process is being sought. The efforts in this
direction should help create the incentives for better performance, but one partic-
ular difficulty in encouraging performance orientation is the poorly developed
information systems in the Irish health sector as discussed above, which makes
monitoring and evaluation very difficult. Priority should thus be given to develop-
ing a comprehensive health information system, in particular, through prioritising
investments in IT infrastructure and training, to enhance transparency and
accountability of the health system.

Concerns have also been raised about the large number of health boards
and their governance structure. Arguments have been made that the current sys-
tem is “over-governed” by ten health boards for a population of four million.>® The
lack of co-operation between health boards, for example, lack of shared services
and unwillingness to share knowledge and experiences, has been seen as a limit-
ing factor. The decisions of health boards also tend to be heavily influenced by
local concerns which could adversely affect the efficient delivery of health services
and lead to sub-specialisation of the hospital system. While the establishment of
the Health Boards Executive in February 2002 should help to improve co-opera-
tion of health boards, the proposals calling for a smaller number of health boards
deserve further investigation, along with the measures to improve their gover-
nance structure. Enhanced co-operation among health boards will also be essen-
tial for reaping the benefits from synergies and economies of scale. It would also
help to ensure consistent application of service and quality standards nation-
wide.

Managing public infrastructure investment

Ireland faces an infrastructure deficit resulting from strong economic
growth, which is putting public spending under significant pressure at the same
time as related EU transfers are declining. A major public infrastructure invest-
ment programme has been launched under the National Development Plan (NDP)
2000-2006 to alleviate some of the infrastructure constraints (Table 10). The
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Table 10. Plan for investment in economic and social infrastructure
under National Development Plan (NDP)
2000-2006, million euros at constant 1999 prices

Regional
Sub-programme ESIOP! operational Total
programme?

National roads 5 968 5968
Non-national roads 2032 2032
Public transport — Greater Dublin Area 2012 2012
Regional public transport 825 825
Environmental services 3212 1359 4571
Communications/Electronic commerce 152 152
Energy 185 185
Housing 7618 7618
Health 2540 2540
Urban and village renewal 131 131
Cultural, recreational and sports development 493 493
Seaports and regional airports 72 72
Total 22 360 4239 26 599
Memorandum:

Accumulative total as per cent of GNP in 1999 29.5 5.6 35.1

1. Refers to Economic and Social Infrastructure Operational Programme, The NDP consists of seven Operational
Programmes including five inter-regional programmes. The ESIOP is the largest among them.

2. This column presents the sub-programmes of the two regional programmes that correspond to economic and social
infrastructure.

Source: Department of Finance.

substantial increase in spending planned under the NDP seems to be justified to
deal with the problem, but it is important to get the maximum mileage out of the
increased spending.

The benefits, or returns, on public infrastructure investment are often
hard to measure, making objective assessment of proposals for government
investment very difficult. Much has been achieved in this area with the introduc-
tion of formal expenditure reviews and the systematic evaluations associated with
EU funds, comprising ex ante, ongoing, mid-term and ex post evaluation with respect
to the National Development Plan.’” But the decline in the share of EU funds in
overall investment should not lead to any weakening of this evaluation framework.
Moreover, economic and cost-benefit analysis should be reinforced in all areas of
public infrastructure investment, but these analyses themselves will need to be
monitored closely as circumstances change. For Ireland, this is a particularly useful
tool for the successful delivery of the National Development Plan. Including
explicit ex ante processes for specifying, evaluating and financing large-scale
investment projects, along with ex post oversight, should help reduce the risks of
substantial costs overruns and inappropriate expenditures.

Final investment costs under the National Development Plan are esti-
mated to be much higher than initially planned. The ex ante evaluation of the NDP
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had already raised concerns as to whether the economy has the capacity to absorb
the planned level of infrastructure investment (CSF, 1999). The report found that
the construction sector was already running into capacity constraints, particularly
labour supply, and there was a possibility that this could hinder the ability to
effectively deliver the increase in infrastructure investment aspired to in the Plan.
Indeed, the cost of programmes under the NDP was estimated to have risen by
32 per cent between 1999 and 2001. In road construction, the estimated costs of
the national road programme had soared from € 5.9 billion in 1999 to € 15.8 billion
in 2002, due mainly to construction cost inflation, design changes, additional land
acquisition costs, and under-estimation of project prices. The achievement of the
ambitious targets set out under the NDP will likely hinge on the ability to over-
come constraints in the construction sector and in the planning process generally.
The project management of investment programmes will thus need to be consid-
erably tightened up and planning issues tackled squarely.

One way to overcome the constraints in the construction sector could be
to accelerate the efforts to increase the import content of construction services.
Ireland has been active in advertising public procurement internationally
(Table 11). In particular, the authorities have been increasing the size of projects
being tendered in order to encourage large international firms to participate in
infrastructure construction and have facilitated entry of their workers. Announcing

Table 11. Share of public procurement being openly advertised internationally
in European Union countries'

Value of public procurement which is openly advertised in per cent of total value
of public procurement

1995 1996 1997 1998 1999 2000 2001
Austria 5 8 7 8 7 13 15
Belgium 7 8 11 14 16 16 19
Denmark 16 13 13 13 14 21 16
Finland 8 9 8 9 10 13 15
France 5 7 8 11 12 15 17
Germany 5 6 6 7 5 6 6
Greece 34 37 43 45 39 33 35
Ireland 11 16 19 16 17 21 20
Italy 10 10 11 11 13 18 15
Luxembourg 5 7 9 14 13 12 11
Netherlands 5 5 6 5 6 11 12
Portugal 15 18 15 16 15 15 18
Spain 9 11 11 12 17 25 23
Sweden 12 12 13 13 14 20 26
United Kingdom 15 15 17 16 15 22 21
Total EU 8 9 11 11 11 15 15

1. Value of public procurement published in the EU official journal as percentage of estimated total value of public
procurement.
Source:  Internal Market Directorate General, European Commission.
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calls for tender internationally can also contribute to a greater efficiency of infra-
structure spending by enhancing competition for public contracts. While Ireland has
made much progress in this area, there is scope for further increasing competition
through these means.

Ireland has embarked on the use of Public Private Partnerships (PPP) for
priority infrastructure projects under the National Development Plan.’® The Gov-
ernment believes that PPP embody significant potential for achieving accelerated
delivery of strategic national infrastructure and quality public services on a long-
term value-for-money basis. The PPP process is currently being explored on a
pilot project basis to ensure “learning by doing.” The first project — involving a
bundle of five post-primary schools — was launched in July 2000. There are cur-
rently some 40 projects at various stages of procurement ranging from roads to
environmental services, public transport and third-level education. Projects are
also being developed in the courts and non-acute hospital services sectors. An
additional benefit from PPP could be the possibility of introducing a rational
charging scheme, and the authorities will also need to explore the introduction of
appropriate pricing mechanisms on the use of infrastructure, e.g. toll charges on roads.

The use of PPP can be an effective tool for promoting efficiency and
improving the delivery of certain public goods. However, results in other OECD
countries have not been uniformly positive.” Some of the privately funded infra-
structure projects can entail large liabilities, both explicit and contingent, for
future years, which are not reflected in the budget. Thus PPP initiatives need to be
carefully designed, and Ireland will need to follow international best practices to
avoid potential problems. Minimising the fiscal risks and ensuring value-forrmoney
will depend in part on the scope for prudent selection of projects and a competi-
tive procurement process. In particular, the appraisal procedures in place to
determine that PPP is the best value option should be rigorously applied. The
experience of other countries suggests that most efficiency gains stem from the
permanent exposure of potential contractors to competition, rather than from the
tender as such. It is therefore essential that the process of tendering and contract-
ing be organised in such a way that they limit the government’s dependence on
the incumbent franchise or concession holder.*°

Agenda for future reform

The previous sections suggest that there is considerable scope for
improvement in the management of public expenditure in Ireland. Given the
upward pressure on spending and the prospect of slowing fiscal revenues, it is
essential that Ireland push ahead quickly with a comprehensive reform to bet-
ter control public spending and to raise the efficiency and quality of expendi-
ture. An agenda for such reform is presented in this section and specific policy
recommendations are summarised in Box 10.
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Box 10. Summary of recommendations

Reform the institutional arrangements for budgeting

— Adopt a top-down budgeting approach, so that the Government makes a
binding political decision as to the level of total expenditures and divides
them among broad expenditure areas before approving detailed expenditure
plans.

— Develop and extend the multi-annual budget envelope.

Move toward results-focused public management

— Accelerate efforts to move to results-focused budgeting and management.

— Include both ex ante and ex post performance indicators in budget documents
(departmental Spending Estimates).

— Introduce more flexible human resource management, including greater
use of open recruitment and competitive promotions.

Strengthen the accountability framework

— Accelerate efforts to develop the Management Information Framework.
— Strengthen evaluation and value-for-money audits in all spending areas.

— Increase the oversight role of the Parliament and the Comptroller and Auditor
General.

Enhance the role of market-based provision and other allocation mechanisms
— Make more use of market mechanisms in publicly funded services, including
a wider use of contracting-out and benchmarking.

— Make an extended use of price signals, in particular, in higher education
and the health sector.

— Extend competitive tendering and Public Private Partnerships (PPP), taking
a prudent approach.

Reform the funding system of local governments and their spending
responsibilities
— Consider giving local authorities powers to levy local property taxes.

— Use ex ante estimation of standard costs and increase co-financing of ear-
marked grants by local authorities.

— Move towards block grants for those projects without spillover effects,
while making continued efforts to improve the distribution formula.

— Enhance co-operation and co-ordination between local authorities and
between national/local authorities and other public bodies.

— Consider mergers/transfer of functions to streamline institutional framework
at sub-national level.
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Reforming the institutional arrangements for budgeting

The increasing spending pressure in the environment of slowing revenues
highlights the need for further enhanced aggregate spending control, while
continuing to better align strategic priorities and budget allocation. In this regard,
the authorities should continue moving to a top-down approach to budget formu-
lation, in which the Government makes a binding political decision as to the level
of total expenditures and divides them among broad expenditure areas according
to strategic priorities. This would allow the Department of Finance to largely with-
draw from the details of budgetary allocations for each department and instead
focus on providing strategic guidance on spending priorities to departments. In
addition, the current medium-term budget framework could be extended further
by implementing the rolling multi-annual expenditure “envelope” system. This
would allow each spending Department to freely reallocate resources among its
various agencies and programmes under a medium-term hard budget constraint.
The recent move to a multi-annual framework for capital investment is welcome as
essential investment projects would be insulated from ad fioc budgetary cuts.

Prioritisation of spending could also be facilitated by stepping up the
ongoing efforts for systematic expenditure reviews. The framework for regular and
comprehensive programme review should be established but, given the past
experience, it is likely to require a more systematic guidance from the centre. In
addition, the introduction of sunset clauses to new programmes should help move
resources away from the programmes that no longer serve the original objectives,
and also ensure that programmes are regularly reviewed.

Moving toward results-focused public management

The government should follow through with the Strategic Management Ini-
tiative (SMI) to move from its traditional system of input-focused management
and budgeting toward one centred on outputs and outcomes. The adoption of a
more top-down budgeting process and a multi-annual budgeting envelope would
empower individual departments to choose the most efficient mix of inputs to
carry out their activities within a pre-set limit, which could lead to significant effi-
ciency gains. In return for the certainty involved in multi-annual allocations, the
departments involved in running the programmes should contract to deliver out-
puts according to agreed standards. In order to shift the focus of the policy formu-
lation and budgetary review processes from inputs to outputs and outcomes, the
government will also need to take steps to systematically integrate output indica-
tors into the budgetary and policy-making process. The government’s recent deci-
sion to publish the results of all future expenditure reviews is an important step in
this direction. Both ex ante indicators in the form of goals and ex post indicators as a
means of verifying performance will need to be integrated into budget documents
(departmental Spending Estimates) to show the effectiveness of alternative pro-
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grammes. This would also enhance transparency and serve to make budgetary
institutions more accountable.

Decentralisation of the personnel management function and increased
flexibility in the public service will be essential for an efficient delivery of public
service. Concerted efforts are needed to change the existing human resource man-
agement practices by increasing devolution and accountability and by introducing
stronger links between performance and reward/recognition/promotion. In this
regard, implementation of the current plans for a modernisation of human
resource management practices should be accelerated, setting deadlines and clearly
linking public sector pay increases to the modernisation of the public service.

Strengthening the accountability framework

The efforts to strengthen accountability for performance or results should
accompany the move toward more flexible and results-focussed budgeting and
management, but it will also require developing measurable performance indica-
tors. The ongoing efforts to develop the Management Information Framework
(MIF) need to be stepped up to support enhanced decision-making, performance
and accountability. Greater weight should be given to developing effective value-
for-money audit and systematic evaluations of programme and projects. In this
regard, there is scope for strengthening the role of the Parliament and the Comp-
troller and Auditor General in results-oriented auditing and reviewing control
mechanisms. Currently the role of the Public Accounts Committee is focused on
accountability for inputs. Its role, and that of other committees, could be devel-
oped to include greater emphasis on outputs, and possibly outcomes. Strength-
ening the accountability for results would also require expanding the role of the
Comptroller and Auditor General in value-for-money audits.

Enhancing the role of market-based provision and other allocation mechanisms

Enhancing the role of market-based provision and other allocation mech-
anisms could boost the allocative efficiency of public expenditure. Many OECD
countries have found it useful to make greater use of market-type instruments in
certain aspects of publicly funded services. The techniques that have been tried
include user charges, benchmarking, vouchers, creating internal competition and
contracting-out. Some of these market mechanisms have been increasingly used
in Ireland, but there is still large room for extending their use. In particular:

— A wider use of contracting-out could be made for the central and local
government activities which have a large potential for cost reductions
and improvement in the quality of the services provided.

— A wider use of benchmarking techniques should be pursued as a
means for evaluating and improving the management and delivery
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systems in the public service. In particular, benchmarking could be a
particularly useful tool in providing performance indicators and dis-
seminating best practices in the health and education sector as well as
in local government.

— An extended use of price signals could reduce excessive demand for
costly public provision. Introducing water charges would make consum-
ers more cost conscious and also ease the pressure on expenditure.
Given high rates of private return to tertiary education, third-level fees
could be re-introduced, accompanied by means-testing mechanisms
and loan arrangements. In the healthcare sector, measures can be taken
to further increase or introduce user charges. In increasing user charges,
great care will need to be taken to avoid poverty traps associated with
means-testing.

— Competitive tendering and public-private partnerships are set to be
expanded further, in particular, in the context of the delivery of the
National Development Plan. But contracts will need to be designed
carefully to allow for an appropriate sharing of the risks associated
with such major projects, and more emphasis will need to be placed
on regulation and on providing the right frameworks and incentives.

Reforming the funding system of local governments and their spending responsibilities

Improving the effectiveness of spending by sub-national governments
should be a key element of public expenditure management reform. While pursu-
ing the ongoing efforts to improve the quality of performance management system
at local level, reform should aim at providing greater flexibility and responsibili-
ties to local authorities and increasing the share of funding which is locally levied.
Given the relatively narrow range of functions assigned to local authorities, local
government in Ireland has significant scope for development through the devolu-
tion of functions from central government or transfer of functions from other public
bodies. A thorough review of spending and financing responsibilities across gov-
ernment layers will be needed to make decentralisation an effective means to
enhance the effectiveness of public spending. Serious consideration should also
be given to raising local revenues by re-introducing local property taxes on resi-
dential housing, which has many advantages as a sub-national tax. Introducing a
local property tax could help enhance the accountability of elected representa-
tives, as local residents will be bearing the cost of local services. In addition,
property tax is less volatile than other taxes. Such reform would widen the tax
raising competencies of local governments so as to achieve a higher degree of
congruence between revenue and spending responsibilities.

The use of earmarked grants should be confined to those projects where
the benefits extend substantially outside the area of a local authority. One option
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to improve the efficiency of spending through earmarked grants might be to have
their allocation based on ex ante estimation of standard costs instead of ex post
actual costs. With increased taxing power, some co-financing of earmarked grants
by local authorities could be expanded, which should help to contain cost pres-
sures. Many small grants could also be merged into a broader envelope with key
strategic objectives, which would give more flexibility to local authorities on how
to achieve them. Other services which do not have clear spillover effects should
be funded by block grants, which will allow local governments more freedom to
organise the expenditure programmes. At the same time, the current effort to
improve the distribution formula of the Local Government Fund should continue
to be pursued so as to make the Fund the main instrument for ensuring horizontal
equity between jurisdictions.

There is also scope for reducing inefficiencies arising from the small size
of some local authorities, and from limited co-ordination between local authorities
and between national/local authorities and other public service agencies. Given
the plethora of public sector bodies at local or regional level, enhancing the level
of co-ordination will be particularly important to achieve effective planning and
delivery of services. Efforts should also be made to internalise spillovers of local
services via co-operation between local authorities or public bodies and the
merging of the small local authorities.
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IV. Sustaining growth: the structural policy
dimensions

Introduction

The future prosperity of the Irish economy will continue to hinge on sus-
tained business investment and an increase in the well-educated labour force,
accompanied by a higher participation rate. The availability of these productive
factors depends, among others, on the likely evolution of the cost of living in
Ireland, which is already among the highest in the EU. To mitigate the rise in the
cost of living, and also to improve welfare, it is essential to advance regulatory
reform in the sheltered sector of the economy, which would promote productivity
gains and weaken the pricing power of the incumbent firms. At the same time, suc-
cess in implementing the official strategy to seek higher value-added in invest-
ment will depend on how many high-skilled workers and researchers Ireland can
provide or attract. In this regard, it is important to address the issues that are fac-
ing higher education institutions, while improving human capital in the workplace.
Increasing labour supply is also a key to maintaining soundness of public finance
in the long run. Continuing economic growth should also be environmentally sus-
tainable. This chapter examines various structural policy issues related to sustain-
ability. A summary of recommendations from previous Surveys and the Regulatory
Reform Review is provided in Table 12, along with assessment of progress and
new recommendations.

Improving regulation and promoting competition and market solutions

While the international comparative indicators suggest that Ireland has an
overall light regulatory burden, regulatory problems associated with weak compe-
tition policy and unfinished pro-market regulatory regimes has left a legacy of pol-
icy which is oriented to the interests of service providers rather than consumers.!
For instance, inflation pressure led the government to temporarily control beer
prices in 2001, and in 2002 concern about a rising trend in employer and public lia-
bility claims led to a regulation banning solicitors from potentially claim-inducing
advertising. In both instances more suitable market solutions were available. The
needed transformation was outlined in the OECD’s Review of Regulatory Reform in
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Table 12.

Implementing structural reform — an overview of progress

Previous survey’s recommendations

Action taken since 2001

Assessment/recommendations

I.

II.

11,

The tax system

— Reduce the marginal income tax rates to
improve incentives to work, particularly for
women

— Reduce the standard corporate tax rate

The benefit and wage formation systems

— Soften the impact of the introduction of
national minimum wage on employment
and incentives to attend the school

Active labour market policies
— Curtail the existing make-work programme

— Focus on targeted employment subsidy
programmes

— Limiting the targets of training programmes
to avoid dead-weight

. Enhance product market competition

— Give the competition authority
independent power to review mergers.
The independence of the authority
should be strengthened with respect
to the appointment and budget.

— Continue to develop an all Ireland
electricity market and to enforce
divestiture of some generating capacity
of the dominant company.

The standard rate band widened further.

Unified corporate tax rate has been reduced
from 16 per cent to 12% per cent since
January 2003.

The national minimum wage was increased
from Ir£4.4 to 4.7 in July 2001 and to 5 in
October 2002.

Community Employment Scheme has been
phased down.

The eligibility for Back to Work Allowance
scheme has been tightened, limiting

its support to the long-term unemployed.
Empbhasis is now placed on life-long leaning,
including basic literacy for older cohort

and education for early school leavers.

Responsibility of deciding on mergers

has passed from DETE to the competition
authority since January 2003. The authority will
also be able to undertake its own recruitment.

Market opening for non-households is being
extended as a step toward full liberalisation
in 2005. The third auction of Virtual
Independent Power Producers (VIPP) was
conducted in 2002 and 60 per cent of eligible
users switched suppliers.

Marginal tax rate has become reasonably low.
Review pre-retirement allowance, which
distorts incentive to work for elderly.
Reduction of tax rate has been achieved

on schedule.

Impact is negligible despite the subsequent
rises given that the level was not high.
Future adjustment should be prudent
as average wage growth becomes moderate.

More substantial downsizing will be required.

A welcome step.

The shift of focus on vulnerable groups
is reasonable.

A welcome step forward.

Full liberalisation should proceed by 2005

as planned. Ensure the continued installation
of new generating capacity through the creation
of a power exchange. Separate generation

and transmission by the incumbent. Break up
the generating capacity of the incumbent into
competing units.
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Table 12. Implementing structural reform — an overview of progress (cont.)

Previous survey’s recommendations

Action taken since 2001

Assessment/recommendations

— Promote competition

in telecommunication

— Remove entry barriers

V. Alleviating the housing constraint
— Broaden the rental market

— Reduce tax incentive for speculative

investment on properties. Increase
opportunity cost of holding undeveloped
land.

VI. Improve public sector efficiency
(see chapter Il as well)
— Pursue modernisation of public services

through implementing Strategic
Management Initiatives (SMI) and
introducing regulatory impact assessment
(RIA).

The independent regulator has been
established since 2001. Local Loop
Unbundling has been introduced since

April 2002 though with considerable delay.
Restrictions on the entry to retail pharmacies
have been largely removed since early 2002.
Easing restrictions on liquor licensing is being
considered.

A commission report was published in 2000
but no substantial progress has been made
since then.

Interest deductibility on borrowing

by investors has been reintroduced.

SMI has been implemented in number

of areas, though it had not affected

the dynamics governing the evolution

of policy. The government plans to introduce
RIA to the policy process.

Strengthen the power of the regulator.

Remaining entry conditions for pharmacists
trained outside the country should be
removed. The process of easing restrictions
on liquor licensing should be accelerated.
Further reform is needed in legal services.

The process should be accelerated.

Promote supply of undeveloped land further.

Public management needs to be further
reoriented toward output and outcomes rather
than controlling spending. Need rigorous
project assessment in general government
measures to introduce RIA.

Source:

OECD.
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Ireland, 2001, and many of the proposals have been taken up in governmental pro-
grammes covering regulatory and administrative reform and in measures to libera-
lise several economic sectors. This section reviews the outstanding policy issues
against the background of recent initiatives.

The administrative and regulatory system

At the highest level of reform is the Strategic Management Initiative (SMI)
and the associated civil service modernisation programme (see Chapter IllI). The
objective is the provision “of services to the public which are both excellent in
quality and effective in delivery”. Although a great deal has been achieved in
making the civil service more open, transparent and accountable, further work
remains to be done. As noted in Chapter IlI, implementation has been particularly
slow with respect to human resource management and information systems man-
agement that are needed to redirect public management toward output and out-
comes rather than simply controlling the use of funds. More efficient public
spending will also require the establishment of such a system.

Reform of the ad hoc regulatory system remains on the policy agenda.
Some of the problems in the current system have been highlighted by the courts
which have had to rule in a number of areas (taxis, pharmacies, telecommunica-
tions and very nearly in electricity where the grid operator threatened to chal-
lenge the due process of the regulator in court). The government has committed
to publishing a National Policy Statement (or White Paper) in 2003, which will
establish a set of core principles to guide future regulation and regulatory man-
agement. The government also intends to introduce regulatory impact assessment
(RIA) to the policy process. A key finding of the OECD review of Ireland’s regula-
tory regime was that current systems and capacity for assessing and reporting on
the likely implications of proposed regulations need to be strengthened. A Work-
ing Group was formed and has developed a draft RIA model specifically for the
Irish context, which has been submitted to the government with a view to piloting
the model in a number of government departments. Pressures for change will
strengthen when the European Commission adopts RIA in its policy making pro-
cess, and in an important move the administration is now required to present to
the Legislature an assessment of the impact of EU legislation on Ireland.

The previous Survey highlighted examples of inadequate regulation in a
number of sectors including transport, pharmacies, pubs and the legal profession.
Recent experience appears to confirm continuing weakness in the regulatory pro-
cess, with the court system often having to take the lead in resolving what are
essentially regulatory issues (e.g. in inter-city buses). Pharmacies present a useful
example. Although location restrictions were removed in January 2002, it remains
the case that pharmacists trained outside the country can now only operate a
pharmacy that has been running for more than three years.
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Another aspect of the reform process which is potentially very important
is the proposed National Policy Statement on Regulation. The government called
for public submissions which are now being assessed. The intention is to formu-
late a policy statement which will set down principles for the regulatory system. To
move away from the traditional focus on producer interests, the principles should
anchor the regulatory system in competition policy, a key recommendation of the
OECD'’s Review of Regulatory Reform in Ireland.

Competition policy and enforcement

From the beginning of this year competition policy and enforcement has
taken an important step forward. The responsibility for examining and deciding
mergers and take-overs has been transferred from the Ministry of Enterprise,
Trade and Employment (DETE) to the Competition Authority, and cases must be
decided on the basis of competition criteria alone. The authority has now
achieved greater autonomy and will be able to undertake their own recruitment.
The previous survey noted deficiencies in enforcement but there have been impor-
tant improvements. Since July 2002 the authority has a leniency programme that is
agreed with the prosecution to encourage parties to make first-hand disclosures
which are necessary to prove secret agreements. This possibility is important in
view of the new cartel law which has been in force since July 2002. The new law has
introduced punishments of up to 5 years in prison. A new office of corporate
enforcement has been established and the police have now been officially
brought into this body. Judges are also now being upskilled in the relevant
complexities. Procedures for covering white collar crime including improved
co-ordination with other bodies are being reviewed. The Competition Authority
has also been active in its advocacy role presenting its opinions regarding,
inter alia, transport, electricity and telecommunications. In sum, a great deal has
been achieved in redressing the weaknesses noted in the last survey and in the
Regulatory Reform Review. It is now up to other players to adapt to the new approach
to competition which represents an important change of course for Ireland.

Telecommunications: establishing a low cost regime

With its location and emphasis on high technology industries, Ireland is
more than usually dependent on creating an efficient telecommunications sector
for both domestic and overseas services. An indication of the importance is that
the Irish government guaranteed the contract to build a trans-Atlantic optical fibre
connection to ensure that Ireland was connected to the high capacity system.
Although service prices have fallen significantly since the liberalisation began at
the end of 1998 and are relatively favourable, mobile prices for post-paid sub-
scribers remain relatively high, reflecting the fact that for a long time there were
only two service providers with the third licence in court. Despite this Ireland has
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a good mobile penetration rate that compares well with EU countries, but the use
of secure servers is lagging. Limited availability of broadband services is also an
issue with small enterprises. Delivery of leased lines by the incumbent has been
slow.

These features in part reflect the difficulty of establishing a competitive
market in a small economy, but that should not be an excuse for not making fur-
ther progress. A problem was the weak enforcement powers included in the origi-
nal Act establishing the regulator, which has been strengthened by the 2002 Act.
The situation was compounded by the decision to use a beauty contest plus fees,
that resulted from the consultation with the government and the European Com-
mission in the allocation of 2G mobile licenses. The allotment decision was legally
challenged, resulting in lengthy delays, which reduced competition in the mobile
market. Like incumbents in a number of other countries, Eircom has also taken the
regulator to court thereby deterring potential competitors.

The regulator has made use of price caps in both the mobile and the fixed
line segment. In the latter, the intention is to force the incumbent to improve effi-
ciency. But price caps have recently been raised to higher levels (CPI minus zero)
and sub-caps have been dropped. To support competition the regulator has
adopted the technique of “co-mingling”®? as part of collocation policy to give com-
petitors access to the local loop: 40 exchanges are already unbundled and by next
year the number is expected to be 100 exchanges covering about 50 per cent of
lines.®® This pace is, however, rather slow compared with most other EU members.
Three 3G licenses were granted. They are subject to “roll-out” requirements and
infrastructure sharing is allowed to a limited extent. The sharing of mast sites is
allowed in the development of 3G networks following decisions taken in a number
of other countries to reduce the costs of 3G roll-out while ensuring that competi-
tion is not jeopardised.

The Communications Regulation Act, enacted in April 2002, established a
Commission in place of a single Director as a regulator. The Commission has been
given the ability to impose more severe fines if there is a criminal conviction. But
it cannot impose high administrative fines, which lessens its ability to put pres-
sure on the incumbent. The regulatory environment is about to change with a new
law to bring the system into line with the EU directive. The basis will be the com-
petition framework so that markets are to be defined and exante regulation
applied to the relevant market segment. Market dominance (in the context of anti-
abuse cases) is to be defined as 40-50 per cent of market share rather than the
25 per cent which has been used as a rule of thumb up till now.

Electricity: establishing competition in a small market

The small size of the market and the distance® to alternative suppliers
represents a particular challenge to establishing an efficient market for electricity.
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The regulatory issues were thus always going to remain difficult. While the
Electricity Supply Board (ESB) has remained a vertically integrated company, its
business units are being separated, with the establishment of an independent
transmission system operator known as EirGrid. However, the separation of
transmission and dispatch functions from ESB has led to a series of disputes
concerning the distribution of responsibilities between ESB and the EirGrid. As
a result of the agreement, EirGrid is responsible for operating as a wholly sepa-
rate entity, though transmission system ownership remains with ESB. EirGrid can
also give a preliminary design of transmission expansion to ESB and has the
right to veto final designs done by ESB, though the construction work is carried
out by ESB. Such arrangements where the operator is separate from the owner
can work well and act to prevent the over-building of the transmission system
that can occur when ownership and operation are in the same hand. On the
other hand, there is a risk that the incumbent can influence the transmission sys-
tem to its advantage. Therefore, the government should monitor and amend, if
necessary, the current arrangements for separation of the operation and owner-
ship of the grid to ensure that the objectives of an efficient and secure grid are not
compromised (OECD, 2001c).

The challenge for the regulator is to establish a market mechanism even
though the number of actual and potential competitors is small and to ensure the
continued installation of new generating capacity and improvements of the
national grid (bottlenecks are often of a regional nature). In the absence of divesti-
ture of generating capacity by ESB, the options are limited. To be economic, any
new generating capacity would probably need to be at least 400 Mega watts,
about 8 per cent of total capacity, but some third of the eligible market. With
future gas and electricity prices uncertain (prices are still capped), it appears that
new generators would face difficulties in raising finance for their projects. The cur-
rent trading arrangements, where there is no electricity market (spot or future) but
rather bilateral contracts with customers, does not offer generators the relative
security and liquidity that a single buyer or a power pool system might. These
issues are being addressed in the overall review of trading arrangements now
being undertaken by the Commission for Electricity Regulation (CER). In the
meantime, with competition on the generating side limited, the regulator has set
out to control the behaviour of ESB through license conditions and by the estab-
lishment of “virtual independent power producers”, VIPP®’ A large proportion of
power generated by ESB is auctioned to VIPPs who can then resell to their clients.
In the view of the regulator, this system gives experience to some firms (VIPP)
about how to market electricity and it also gives eligible users the experience with
seeking out best deals. To date 36 per cent of the 1600 eligible clients have
switched “supplier” and one VIPP is going ahead with its own generating capacity.
However, 23 per cent of the users that have switched have moved to the VIPP
owned by the ESB, so that only a discount is effectively involved.%
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The Policy Direction issued by the Minister for Public Enterprise in 1999
required that a review of the overall trading arrangements take place in 2004. This
review will cover many aspects of the trading regime, including the nature of the trad-
ing system, obligation of supply, methods for calculating market prices and so on. The
CER decided to accelerate this review expecting its completion within 2003. The deci-
sion is welcome and the review should provide a clear and coherent set of long-term
market rules for trading to remove the current uncertainty from the market.

Transport: introducing competition and independent regulation

In recent years measures to promote competition and improve regulation
in the public transport sector have been proposed in a number of government
consultation papers.’” Following elections in the summer of 2002, the newly
appointed Minister for Transport announced his reform proposals for the public
transport sector, which could result in the most radical overhaul of public transport
in Ireland in many years. The reform package includes a dismantling of State-
owned company CIE and transforming its three subsidiaries — Dublin Bus, Bus
Eireann and larnréd Eireann (Irish Rail) — into independent State companies with
commercially focused boards. It is expected that the three companies will com-
pete with each other in certain markets, as well as with companies in the private
sector. At the same time, the government proposes to create an independent reg-
ulator of public transport. It is proposed that the independent regulator will have
responsibility for procuring and regulating all public transport services and will
also have responsibility for the allocation of all capital and current funding for
public transport from the Exchequer. The government also plans to introduce
“controlled competition” into the Dublin bus market. The plan is not to deregulate
the bus market in the greater Dublin area, but to introduce competition in the
form of franchising of routes or groups of routes. It is proposed that from the
beginning of 2004, Dublin Bus will face competition up to 25 per cent of its network
and that further routes will be franchised out over the coming years.

In the aviation sector, a new Commission for Aviation Regulation was
established on a statutory basis in February 2001, which is responsible, among
others, for regulating airport charges, approving arrangements for ground handling
services, and licensing Irish airlines under EU licensing regulations. The plans to
bring more competition into the operation of Dublin Airport and two regional
(Shannon and Cork) airports are also being considered by the Government. A new
government programme provides for the examination of proposals for an addi-
tional, privately owned, terminal at Dublin Airport. In order to test the viability of
this project, the Government requested interested parties to submit “expressions
of interest” to the Department of Transport by 31 October 2002. A panel has been
set up to examine the fourteen submissions and to advise the Government on
whether it should sanction a new terminal. The report of the Assessment Panel,

© OECD 2003



Sustaining growth: the structural policy dimensions 91

published in March 2003, concluded that the development of an independently
funded and operated terminal is both operationally and technically feasible,
though it may not be financially viable with the existing level of aeronautical
charges. The government also intends to continue transformation of State-owned
Aer Rianta that operates airports, and, as part of this process, will ensure that
Shannon and Cork Airports have greater autonomy, in the hope that this might
introduce competition between regional airports.

Changing focus of industrial policy

Irish industrial policy is changing its focus away from production activities
towards research and innovation activities in an attempt to move up the value
chain (Dorgan, 2002). One of the reasons for this strategic change is the re-engi-
neering of value chains due to increased globalisation and technological
advances, which have changed when and where value is added along the chain.
Another reason is the erosion of Ireland’s previous advantages in areas such as low
costs and plentiful labour as well as the emergence of new competitors, especially
the acceding EU countries who are replicating Ireland’s previous advantages. The
authorities are encouraging the development of innovative activities by compa-
nies already operating in Ireland as well as seeking new emerging investors. Given
the “critical mass” of FDI established, additional potential contribution is likely to
come from the already established companies on top of that from new FDI.

The change in strategy will mean switching the emphasis from individual
projects to the development of “clusters of excellence” in which technology com-
panies, education and research activities, venture capital providers etc. interact
and form a network to create a climate of innovation and entrepreneurship. These
activities should integrate both indigenous and foreign firms’ resources, thereby
closing some of the previous partitions that have existed in the past.

It is also clear that, the success of this new strategy will depend on the qual-
ity of Ireland’s human capital and its ability to foster this new innovation and
research orientation. In this regard, the IDA has formed a new division: ESR (Educa-
tion Skills and Research). Working closely with Science Foundation Ireland (SFI), the
ESR is intended to facilitate the creation of an environment for new knowledge-
based activity, that is, promoting the R&ED and innovation capacity of the economy.
This together with existing schemes such as the Programme for Research in Third
Level Institutions should improve and accelerate Ireland’s overall capacity to carry
out high quality scientific research and therefore deepen its human capital.

Priorities in human capital development

The educational attainment of the labour force in Ireland has increased
rapidly, as shown by the rapid rise in the share of population with at least upper-
secondary education for younger cohorts, compared with older cohorts (Figure 14).
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Figure 14. Educational attainment of the working-age population
Population with at least an upper-secondary qualification, 2001*
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The upgrading of education and skill levels among the population, which has been
one of the main contributors to Ireland’s economic growth, will continue to remain
important. In particular, the success of Ireland’s current industrial strategy that
envisages a repositioning towards knowledge-intensive, and high-technology
activities will depend critically on the supply of high skilled workers and research-
ers. Demographic trends, however, indicate a substantial decline in numbers of
secondary school leavers over this decade in Ireland, which will make it all the
more important to increase enrolment and retention rates. In particular, Ireland’s
relatively low ranking among OECD countries in respect of mature age participa-
tion in higher education has been identified as an area to be tackled. The govern-
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ment has set the targets for substantial enrolment increases for this type of
student, as part of the strategy to encourage lifelong learning.®® Ireland’s tertiary
education also faces the challenge of increasing the numbers of post-graduate stu-
dents and those on post-experience professional programmes, where Ireland
tends to lag behind other countries. Strengthening research capacity at tertiary
education institutions will also be important. The government has started to move
in this direction. In particular, the National Development Plan (NDP) includes
planned spending of € 698 million for a major investment programme aimed at
enhancing research and development in higher education. More systematic efforts
will however be needed to address the current weakness in technology transfer
and commercialisation of research results, through an improved co-operation
between business and higher education institutions.

The trend for rising secondary school completion has continued with
increased attention being devoted to vocational education in the upper and post
secondary level. But there is still some room for improvement, as the completion
of upper-secondary education in Ireland is behind a number of other OECD coun-
tries. It is estimated that by the age of seventeen approximately 20 per cent of
young Irish people have dropped out of education. While the factors that contrib-
ute to the problem of school dropouts are complex, poor economic status of the
dropouts remains one major reason. The new Government elected in June 2002
has committed to continuing the efforts to combat early school leaving and
address the needs of those who are disadvantaged at both primary and secondary
level. The current objective is to retain 90 per cent of students to completion of
senior-cycle secondary education.®”® A number of initiatives, including the Early
School Leavers Initiative and the Stay in School Retention Initiative, have been
undertaken under the School Competition Programme. The funding for the Pro-
gramme was increased from € 2.4 million in 1998 to € 23 million in 2003, and
€ 23 million per annum has been committed over the next two years to
August 2005. Legislative reform has also underpinned the current efforts. The Edu-
cation Welfare Act 2000 provides a statutory framework to deal with the problems
of school non-attendance, early school leaving and poor educational attainment
among primary and secondary students. The Act also provides for the raising of
the minimum school leaving age from fifteen to sixteen years, or the completion of
three years of junior cycle education, whichever is the later. The Department of
Education and Science currently operates a wide range of programmes aimed at
enhancing access to and participation in education at all levels. The increased
funding in this area is a move in the right direction, but it will be equally important
to continually evaluate the effectiveness of these programmes. In addition, more
needs to be done in the area of socio-educational programmes having strong out-
reach to disadvantaged families and communities.

With regard to the policy for improving human capital at work, emphasis
is now placed on lifelong learning and encouraging business investment in train-
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ing. A task force was established under the Programme for Prosperity and Fair-
ness to develop a strategic framework for lifelong learning. It identified several
priority measures including setting out the national framework of qualifications,
ensuring basic skills for all, disseminating information, improving delivery and
access, and providing better learning opportunities in the workplace. Among
these priorities, ensuring basic literacy and numeracy skills for everyday life is
particularly important as these skills are significantly low among older cohorts
due to under-investment in education in the 1950s and the 1960s.”” To address
this problem, the budget appropriation to improve adult education increased
from € 1 million in 1997 to € 25 million in 2002, with a corresponding increase in
the number of beneficiaries from 5 000 in 1997 to 18 862 in 2001. There has also
been some movement towards allowing employed early leavers to obtain the
certificate on a part-time basis. Such a flexible arrangement for obtaining the
certificates, together with an effort to let undereducated workers acquire a rec-
ognisable qualification through training schemes, would help reduce their vul-
nerability to an economic downturn, though the efficiency of re-training needs to
be checked.

While multinational companies are active in training their employees,
smaller firms tend to invest less in training, raising concerns about the continuing
dualistic structure of the Irish economy as a whole. To address these concerns, the
government has recently shifted its policy focus from predominantly firm-specific
training initiatives to more horizontal approaches. The “Skillnets” training net-
works were set up in November 1998 to allow companies to formulate joint train-
ing courses that fit their needs. This initiative aims at encouraging small
companies to invest more in training through joint training schemes that would
meet their common needs while requiring lower costs than each company organis-
ing them individually.”" Since 1999, 40 sector-based networks and 20 research net-
works have been established and over 2 300 companies have been involved in
the programme. The network has been successful in encouraging the participation
of small and medium-sized enterprises (SMEs) with 73 per cent of the companies
in the programme having less than 50 employees.

Labour market policy

Ireland has traditionally spent a relatively large amount of funds on
labour-market policy measures. However, with current low levels of unemploy-
ment, their role has changed radically. Given a significant labour shortage espe-
cially for skilled workers, a particular emphasis has been placed on encouraging
the supply of labour from among women and older people. However, with the
pressure on the labour market easing, measures to help the unemployed find jobs
begin to regain importance, and the immigration policy is shifting towards greater
selectivity.
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Encouraging participation of female and older workers

The contribution of rising participation rates to the expansion of labour
force weakened significantly in 2000 and 2001. Although the participation rate rose
relatively rapidly in 2002, this may need to be discounted as it can be largely
explained by some ad hoc factors such as a sharp rise in employment in the educa-
tion and health sector. Against these backgrounds, FAS (2002) suggests that the
recent moderation in participation rate may reflect an end of the past rapid trend
in female participation rate, which rose from 36.5 per cent to 47.9 per cent during
the period 1995 to 2000. However, as the female participation rate in Ireland is still
much lower than Nordic and Anglo-Saxon countries, there is some room for raising
it further through appropriate policy measures.

Significant efforts have been made in reducing the tax disincentives to
work. As a result, tax wedges, defined as the gap between the real labour compen-
sation perceived by employers and the real take-home pay, has continued to nar-
row over the past decade by some 3 to 4 percentage points. It is currently
substantially lower than the OECD average. The replacement rate, the ratio of the
unemployed income to the income at work, is also generally modest in Ireland.”
Moreover, relatively high marginal tax rates, which were imposed particularly on
lower income earners, have declined significantly as a result of the tax changes
since 1998.” Those who receive income just above the tax exemption limits used
to face 40 per cent of effective marginal tax rate under the marginal relief’, but
their net effective marginal tax rate has been reduced to zero by increased stan-
dard tax credits that eliminate their tax liabilities. Participation of women has also
been facilitated by a move towards widening the standard rate band and placing
it on a per person basis in recent years, as well as by lower tax rates. On the other
hand, disincentives to work arise from the possible loss of child dependent allow-
ances for those moving to work. To alleviate this problem, the government has
shifted financial resources from child dependent allowances to child benefit,
which is available irrespective of employment status of the parents. However,
neutralising the tax incentive to work in this way incurs a deadweight loss as par-
ents already in the workforce can also benefit from this scheme. Setting certain eli-
gibility condition would reduce the budgetary cost but at the same time introduce
the problem of a poverty trap.

Since much has already been done to reduce tax disincentives toward
work, policy to encourage female participation needs to focus more on facilitating
flexible working arrangements and expanding childcare facilities. Although the
government has moved along these lines by passing the laws on career leave and
the protection of part-time workers, there is a significant scope for further devel-
opment as only 7 per cent of firms allow career breaks and only 13 per cent firms
adopted flexible time systems (FAS, 2002). Childcare facilities should also be
expanded in line with the National Development Plan, which sets the target of
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increasing childcare places by 30 per cent between 2000 and 2003. Furthermore,
policies to address the shortage of houses near workplaces and the bottlenecks in
transportation capacity are also quite important as both of these problems could
discourage the participation of second earners by lengthening the commuting
time.

As for the financial disincentive for the participation of older workers, the
past study suggested that implicit tax rates on continued work embedded in ben-
efits for the elderly are also low in Ireland among the OECD countries (Blondal
and Scarpetta, 1997). The participation rate of older workers, currently 46.4 per
cent, is much higher than the average of 38 per cent for all EU countries, and it still
continues to rise further, cohort effect outweighing age affect. Unlike other EU
countries, encouraging older workers to remain in workplaces may not face resis-
tance by their younger peers as the labour market is relatively tight in Ireland. In
this respect, the Pre-Retirement Allowance has even become counter productive as it
was introduced during the period of much higher unemployment.

Active labour market policy: employing the unemployed

Despite the substantial reduction in unemployment, Ireland still retains a
large number and scale of the active labour market policy (ALMP) measures.
In 2002, the number of participants in the ALMP schemes is almost equal to that of
the unemployed as defined by the ILO (Table 13). Although ALMP measures may
alleviate the labour shortage by helping the unemployed people back to work,
their effectiveness and efficiency need to be checked closely.

The Irish ALMP schemes consist of four major components: general train-
ing, specific skills training, direct employment schemes and provision of employ-
ment subsidies. As in many other OECD countries, empirical studies assessing the
impact of these schemes suggest that direct employment schemes show no statis-
tically significant effect on the chances to find subsequent employment, while

Table 13. Participants in ALMP programmes

1998 1999 2000 2001 2002

FAS training programmes 12 108 12 959 12 301 11158 14 167
Community employment 40 000 38 927 36 131 33571 24 991
Back to work allowance 14520 18 483 19 943 15973 13510
Back to work enterprise allowance 9733 19117 19 148 15973 13510
Vocational training opportunities scheme 4630 5169 5298 5544 5699
Tourism training 11545 10915 10 946 12 022 11795
Total 92 536 100 401 98 469 94 241 83 672
Reference:

Number of unemployed 106 100 88 700 68 800 79 500 84100
Source:  FAS.
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skills training and employment subsidies have some positive impacts (O’'Connell,
2002). A special unit of the Department of Finance, which evaluated the employ-
ment and human resource development programmes under the National Devel-
opment Plan, also concluded that employment support schemes are characterised
by large deadweight losses and should be curtailed. Among them, the Community
Employment Scheme (CES) is not only the largest direct employment scheme but
also a single biggest component of the ALMP, which provided some 25 000 jobs in
2002. Although the participants have received training in addition to work experi-
ence, their employability has tended to remain weak as they are the most difficult
cases given their poor educational and social background.” Consequently, the
CES has become, in a way, a source of regular employment. The government
reduced the size of this scheme from 33 500 in 2001 to 25 000 in 2002. But this has
been achieved partly through transferring CE funds to grants for school ancillary
service so as to allow schools to keep employing temporary workers who used to
be financed directly by CE funds. Since the number of long-term unemployed fell
much more rapidly than did those on the CES, a more substantial downsizing
would be required through tightening eligibility.”

On the other hand, Back to Work Allowance Scheme and another similar
scheme, Back to Work Enterprise Allowance, provide income support for long-term
unemployed claimants to return to work or to enter self-employment. These
schemes, under which 27 000 people receive income supports, are intended to
subsidise jobs in the market place. It has been reported that they have proved
successful in enabling transition from unemployment to work. An important issue,
however, is how to contain the deadweight cost through a programme design.
Indeed, the government tightened the eligibility for these schemes by raising the
required period of being unemployed from 12 to 15 months. This change resulted
in a decline in the number of recipients of the subsidies from 39 000 in 2000 to
32 000 in 2001 and to 27 000 in 2002.

Recently, under the National Employment Action Plan (NEAP) the government
has placed more emphasis on preventing people from becoming long-term unem-
ployed. In that scheme, the Department of Social, Community and Family Affairs
refers the unemployed to FAS for an interview if they remain jobless for more than
a certain length of time. The scheme, introduced in 1998, covered all those under
25 years of age and unemployed for more than six months. An experiment carried
out in Kilkenny and Ballyfermot to expand this type of intervention to cover all the
unemployed of over 6 months suggests that such incremental intervention might
be responsible for a more rapid decline in unemployment in those regions than
nationally.”” Subsequently, the process has been expanded so that, in addition to
the original group, all unemployed people between the ages of 25 to 54 are called
in for an interview if they pass the nine-month threshold. Given the inefficiency
existing in the current ALMP schemes, such a shift towards preventive measures
goes in the right direction.
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Immigration development

Although the inflow of immigrants has been an important source of growth
in labour force in recent years, the government begins to move towards tightening
work permits as it faced some rise in unemployment rate, while experiencing a
sharp rise in applicants for work permits. The system of work permit allows
employers to recruit workers from non-European Economic countries to fill their
vacancies registered at FAS. However, the past issuance of work permits resulted
in supporting the inflow of unskilled labour as many of those who were recruited
under this scheme work in such areas as hotel, tourism and catering (27 per cent of
work permit personnel), agriculture services (16 per cent), while only a limited
number of them are engaged in medical and nursing care and other professional
jobs.”® Consequently, 70 per cent of work permit personnel receive less than
€ 350 per week, which is significantly less than the average earnings.” Since the
strong growth of the economy in the past several years increased the demand of
employers for cheaper non-EEA workers, the issued work permits increased
sharply from 6 000 in 1999 to 36 000 in 2001. Against this background, the govern-
ment has tightened the conditions on the application for work permit since
January 2002 so that applications can be accepted only after employers make a
real effort to find EEA nationals to fill their vacancies. On the other hand, a number
of surveys suggest the necessity to rely on immigration to alleviate labour short-
age for professionals and skilled manual workers. As a result, migration policy has
begun to place more emphasis on attracting skilled migrants, rather than simply
preventing the inflow of unskilled workers. But the shortage of housing and high
living costs, both of which are the most serious constraints on the inflow of skilled
workers, need to be tackled.

Some aspects of sustainable development

There is growing concern that long-run sustainable development may be
compromised unless countries take measures to achieve balance between eco-
nomic, environmental and social outcomes. This section looks at three issues of
environmentally sustainable development that are of particular importance for
Ireland. In each case, indicators are presented to measure the progress and the
evolution of potential problems, and an assessment is made of government poli-
cies that affect the issue. The section also considers whether institutional arrange-
ments are in place to integrate policymaking across the different elements of
sustainable development (see Box 11). The section looks at the policies that aim
at controlling emissions of greenhouse gases, reducing water pollution and dealing
with waste.
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Box 11. Policy integration across sustainable development areas'

The co-ordination of policies across sustainable development areas is still
being developed in Ireland. The National Sustainable Development Strategy
adopted in 1997 focused mainly on environmental goals but marked the first sys-
tematic attempt to integrate their pursuit into sectoral economic policies. In con-
junction with the transposition of an EU directive of 1997 that mandates
environmental impact assessments (EIAs) of large publicly funded projects, this
gave a large role to ElAs in the formulation of the National Development Plan for
2000-2006. These assessments have not, however, included any monetary valua-
tion of environmental outcomes, so failing to integrate the economic and environ-
mental dimensions of sustainable development. As to institutional arrangements
regarding government and civil society, the implementation of the 1997 Sustain-
able Development Strategy has led to the establishment of numerous bodies
aiming at a better co-ordination and consultation.

On the other hand, there is a lack of integration between environmental and
social objectives. The recent update on the sustainable development strategy
makes an attempt to put more emphasis on social goals (DELG, 2002). Objectives
of social policy are listed side-by-side with environmental goals but can hardly be
regarded as integrated in a comprehensive strategy. The concomitant decision to
increase the use of massively subsidised and environmentally harmful peat is
particularly telling in this regard (see section on climate change below).

Beside institutional arrangements, cost-benefit analysis (CBA) is an helpful
tool to arbitrate the trade-offs among sometimes conflicting objectives as they
arise in the pursuit of sustainable development. Its use remains limited to partic-
ular cases as there is no legal requirement for the government to conduct CBA
prior to making decisions, in contrast with the mandate to estimate costs to the
budget and to conduct an EIA. A comprehensive CBA was undertaken in the con-
text of the preparation of the Climate Change Strategy (ERM, 1998) and proved
useful though its conclusions were ignored as far as peat was concerned. In the
area of water pollution, there is no doubt that a CBA of the decision to withdraw
water charges in 1997 would have usefully informed Irish citizens and taxpayers.

1. The sections in this report dealing with climate change, water pollution and waste are

inputs into the Organisation’s follow up on Sustainable Development as mandated by
the Ministerial Council decision in May 2001.

Climate change

Main issues

Within the EU burden-sharing agreement that distributes the overall EU
objective of reducing total GHG emissions by 8 per cent from their 1990 level by
the period 2008-2012, Ireland negotiated a target that allows its emissions to rise
to 13 per cent above their 1990 level. The main issue for Ireland is to comply with
its European commitment without imposing an excessive burden on the economy.
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Performance

The level of GHG emissions per unit of GDP has been reduced in Ireland
over the 1990s at a much more rapid rate than the OECD average (Table 14). This
is largely because economic expansion occurred primarily in relatively low-
emitting sectors such as information technology and pharmaceuticals and
resulted in a marked improvement in CO, emission efficiency in manufacturing
(Table 15). In contrast, there was limited improvement in emission intensity in the

Table 14. Main indicators: climate change

Indicators of greenhouse gas (GHG) emission intensity, grammes of CO, equivalent per SPPP of GDP,
in 1995 prices

Total €O, €O Gihergug| Mol €O, €% GiherGHG
GHG emissions, emissions, . . GHG emissions, emissions, . . O
emissions electricity transport emissions electricity transport

Level, 1999 Average annual percentage change 1990-1999
Australia 1053 370 155 528 -2.07 -0.21 -1.93 -3.24
Austria 419 72 91 256 -1.87 -2.75 —-0.52 -2.06
Belgium 617 97 101 419 -1.36 -2.12 0.16 —-1.52
Canada 893 151 193 549 -0.98 -0.12 -0.36 —-1.41
Czech Republic 1058 457 88 513 -3.05 2.55 5.53 -6.93
Denmark 549 194 94 261 —-1.64 —-1.43 -1.49 -1.85
Finland 652 181 105 366 -1.88 -0.02 -1.29 -2.83
France 416 32 103 280 -1.69 -2.04 0.16 -2.26
Germany 536 169 96 271 -4.00 -3.86 -0.57 -5.05
Greece 813 275 130 408 -0.24 0.07 0.74 -0.73
Hungary 786 250 84 453 -2.33 1.44 0.38 -3.74
Iceland 395 4 88 303 -1.28 0.00 -2.31 0.81
Ireland 694 165 103 426 -4.27 -2.41 0.79 -5.75
Italy 439 105 92 242 -1.05 -0.82 0.37 —-1.64
Japan 432 130 82 221 -0.30 -0.03 1.24 -0.99
Luxembourg 344 6 242 97 —11.46 -30.20 -0.45 -18.81
Netherlands 573 138 82 352 -2.38 -1.03 -0.94 -3.15
New Zealand 1 096 92 175 828 -2.28 4.58 0.65 -3.32
Norway 487 4 113 369 -2.54 1.31 -1.53 -2.87
Poland 1195 481 90 624 -4.96 -6.63 0.50 -4.12
Portugal 540 149 106 285 0.41 2.58 3.37 -1.39
Slovakia 957 200 76 680 —4.47 -1.21 3.13 -5.78
Spain 537 127 130 280 0.41 1.12 1.28 —-0.26
Sweden 358 41 112 204 -1.55 0.07 -0.65 -2.30
Switzerland 276 3 79 195 -0.62 -1.96 -0.28 -0.73
United Kingdom 526 132 108 287 -3.66 -5.30 -1.38 -3.61
United States 792 278 196 318 -1.89 -0.60 -1.18 -3.28
OECD total 649 196 140 312 -1.80 —-0.98 -0.38 -2.83
EU 506 120 103 283 -2.36 -2.60 -0.16 -2.95

Source:  Greenhouse gas emissions: national submissions to the UNFCCC and national publications. Carbon dioxide
emissions for electricity and transport: IEA (2001). GDP: OECD, SNA database.
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Table 15.

GHG emissions and sectoral indicators

Australia
Austria

Belgium
Canada

Czech Republic

Denmark
Finland
France
Germany
Greece

Hungary
Iceland
Ireland
Italy
Japan

Luxembourg
Netherlands
New Zealand
Norway

Poland
Portugal
Slovakia
Spain

Sweden
Switzerland

Manufacturing CO, Residential CO,

. . - - Industrial

CO, emissions emissions emissions Road transport | Electricity use tout

Total GHG emissions per Kwh per unit per unit CO, emissions per unit ou pu.t

electricity of industrial of private per vehicle of GDP p?l‘cug[l)

production consumption °
Level million Annual average percentage change
tonnes CO,
equivalent 2 . ;
1999 1990-1999' 1990-1998 1990-1999

489 1.6 0.4 -0.5 -2.0 -1.7 -0.6 -1.9
80 0.3 -2.5 -3.1 —4.6 -1.8 -0.2 1.1
151 0.6 -2.0 -1.0 -1.3 0.0 -0.1 -0.3
699 1.6 0.4 -3.1 -3.4 1.4 -0.6 1.0
138 -3.4 1.9 -12.6 -11.4 -1.4 0.6 1.7
73 0.6 -3.7 -3.6 5.5 0.5 2.4 0.8
76 -0.1 -1.0 -5.4 =7.7 -0.6 1.0 2.9
549 -0.1 -2.8 -1.5 -1.2 0.1 0.8 -0.2
994 -2.3 -2.2 2.7 -5.0 -2.6 -1.7 -0.9
124 1.9 -1.7 -1.6 8.0 -1.1 1.8 -1.4
84 -2.0 -1.2 -13.5 10.0 -2.0 2.7 6.2
3 1.1 . . -8.5 -1.6 2.9 .
65 2.2 -0.6 -11.2 -5.6 3.5 -1.8 5.6
540 0.4 -1.6 -1.8 0.4 0.4 0.8 -0.4
1328 1.0 -1.1 0.7 -2.3 0.1 1.1 -1.9
6 -6.4 -21.5 -13.8 -1.2 1.0 —11.1 -3.3
218 0.4 -0.3 -2.4 -4.1 -0.2 -0.7 -0.8
76 0.5 5.6 0.3 3.4 -0.6 -0.9 -1.0
56 0.9 4.8 -2.0 -7.8 0.9 -3.4 -1.5
400 -1.5 -3.7 -6.3 15.6 -1.7 -3.0 3.8
86 3.1 0.6 1.2 1.9 -0.4 2.0 -1.2
53 -3.6 -2.0 -6.3 -0.4 0.6 0.9 -2.4
371 2.9 0.1 -1.5 1.9 -0.2 1.0 -0.4
71 0.0 1.0 -4.0 —4.1 0.4 -0.9 1.5
53 0.0 -3.8 0.1 -2.5 -0.7 1.9 1.0
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Table 15. GHG emissions and sectoral indicators (cont.)
Manufacturing CO, Residential CO, Industrial
CO, emissions emissions emissions Road transport | Electricity use output
Total GHG emissions per Kwh per unit per unit CO, emissions per unit ! pu.t
electricity of industrial of private per vehicle of GDP perunt
. . of GDP
production consumption
Level million Annual average percentage change
tonnes CO,
equivalent 1990-1999'2 1990-1998 1990-1999
1999
United Kingdom 647 -1.5 -4.7 -1.7 -0.7 -0.2 -0.7 -1.6
United States 6 830 1.2 0.2 =53 -2.3 1.1 0.8 1.2
Total of above
OECD countries 14 257 0.5 -0.7 -3.1 -1.6 0.1 -0.3 0.1
OECD excluding US 7 428 0.0 -1.8 -2.0 -1.1 -0.6 0.0 -0.6
EU countries 4048 -0.4 -2.4 -2.2 -2.0 -0.6 -0.2 -0.5

1.
2.
Source:

1995-1999 for Czech Republic; 1991-1999 for Germany; 1992-1999 for Hungary and Slovakia; no data for Iceland.

1991-1998 for Czech Republic; 1995-1999 for Slovakia.

GHG National submissions to UNFCCC, national sources and UNFCCC; carbon dioxide data, IEA; industrial production, private consumption, OECD.

<01

puejai] :sA3AIng drwouody ADI0



Sustaining growth: the structural policy dimensions 103

electricity sector due to the cost of pipeline connections to the United Kingdom
and limitations on the capacity of existing infrastructures. Emissions, however,
rose by 24 per cent between 1990 and 2000. Agriculture is responsible for over a
quarter of emissions, because of nitrous oxide and methane from fertiliser and
livestock, respectively. Overall, the reduction in the ratio of emissions to GDP was
outweighed by rapid economic growth (7% per cent against 2% per cent in the
area as a whole) and Ireland’s total GHG emissions rose during the 1990s at the
third highest rate in the OECD area (Table 15). With the policies in place by 2000,
official estimates suggested that emissions were set to rise to 37 per cent above
their 1990 level by 2010.

Policies

In November 2000, the government published a new National Climate
Change Strategy with the objective of bringing emissions into line with the
2008-12 target. The Strategy establishes indicative quantitative abatement targets
for broad economic sectors, with electricity generation accounting for the largest
cuts. It specified in broad terms the kind of instruments that would be used to
attain the targets in each sector, including carbon tax, emission trading, command-
and-control regulations and voluntary agreements. Many of the key measures to
implement the Strategy have yet to be introduced and some continue to be
postponed. For example, the government announced in its 2003 budget that it
planned to introduce a carbon tax from the end of 2004. With permit trading
starting at the EU level, the tax could serve to capture part of the value of grand-
fathered permits.

According to government estimates, three-quarters of the emission reduc-
tion in the electricity sector is to come about through switching from coal to natu-
ral gas, with the expanded use of renewable energy, notably wind power,
contributing much of the remaining planned cuts. If electricity producers are to be
induced to switch from coal to gas on commercial grounds, this would require
either relatively high taxes on carbon or high permit prices (Table 16) —in the
absence of any compensation for air pollution externalities — due to the heavy
transport costs for gas in Ireland. Some oil plants have been replaced by gas ones,
as the government allocated transport rights for this use. New pipelines will
shortly be opened. However, the government also committed itself to not taxing
inputs into the electricity sector but rather to taxing its output. The government
acknowledged that the former would be more efficient but felt that such a tax
would have a disproportionate impact on the domestic production of peat and so
would affect the security of energy supply. Consequently, there is some doubt
about whether fuel switching will start until quota trading is introduced in the EU.
The expansion of wind power is part of the government’s commitment to meeting
its target for renewable energy as set by the EU. In order to meet this objective,
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Table 16. Influence of a carbon tax on the costs of power generation

€ per tonne of carbon equivalent

Technology
0 20 73

Coal - existing plant 0.0263 0.0307 0.0425
Coal plus flue gas desulphurisation 0.0298' 0.0344' 0.0465
Oil — existing plant 0.0525 0.0566 0.0674
Gas — existing plant 0.0537 0.0565 0.0638
Gas — new combined cycle gas turbine 0.0424 0.0443 0.0494
Gas — new open cycle gas turbine 0.0633 0.0664 0.0745
Peat — existing 0.0837 0.0926 0.1163
Peat — new 0.0493 0.0554 0.0718
Hydro 0.0281 0.0281 0.0281
Wind - new 0.0415 0.0415 0.0415'
Wind and gas open cycle gas turbine 0.0524 0.0539 0.0580

1. Least cost.
Source:  Bergin et al. (2002) and OECD Secretariat computations.

the government obligated electricity companies to offer 15-year fixed price
contracts for wind power and then auctioned these contracts. Although the auction
method ensures that wind power is expanded at least cost, the premium
demanded over average electricity prices was 1.27 eurocents (36 per cent of the
average wholesale price of electricity®). If the renewable electricity replaces coal-
based generating plants then the premium could be justified by reduced air pol-
lution costs alone. On the other hand, if new pipelines lower the price of gas, so
making it the fuel of choice for new plants, then externalities, including those from
air pollution, would only outweigh the renewable premium if carbon prices were
above current projections of EU permit prices. The cost of the renewable premium
will be passed to the consumer as an additional levy.?!

In addition, the Climate Change Strategy calls for cuts in emissions in a
range of sectors, including some where abatement costs are estimated to be much
higher than for renewable energy (Table 17): in industry, voluntary agreements form
the backbone of the programme, especially for the cement, fertiliser and semi-
conductor industries. In other industries the government suggests agreements
may cost up to € 931 per tonne of carbon. In agriculture, research will be under-
taken to develop feeding regimes that reduce methane emission from livestock.
Farmers receiving payments under the CAP rural development plan and other
investment schemes will be required to implement best management practices
for fertiliser. In the transport sector, the major national emission saving action prom-
ised in the Strategy will be to raise transport fuel taxation. Such an increase would
be line with air pollution externalities (see below) and also reflect the higher car-
bon content of diesel fuel. The vehicle registration tax will be progressively raised
on larger cars.
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Table 17. Sectoral abatement costs under the Climate Strategy versus imports

of permits
GHG emissions saved Yearly cost Yearly unit cost
per year
Million tons of carbon - € per ton of carbon
. € million .
equivalent equivalent
Energy supply 1.54 44 29
Transport 0.73 102 139
Buildings 0.25 37 150
Industry 0.55 254! 466
Agriculture 0.66 127 193
Total of above domestic actions 3.72 564
Waste 0.45 - .
Sinks 021 { Costs attributed to waste and forestry policies
Memorandum item:
Buying permits abroad 3.72 74 20?

1. This is a Secretariat estimate based on the original marginal cost of € 931 per tonne of carbon (= Ir200/tonne of CO,)
reported in the strategy. A quadratic cost curve has been fixed to reflect the presence of low-cost options that are
then supplemented by increasingly costlier actions, up to € 931 per tonne of carbon.

2. Upper estimate reported in IEA (2002).

Source:  Secretariat computation on the basis of values reported in the National Climate Change Strategy.

A notable absence from the Climate Change Strategy was any action to
reduce the use of peat in power generation. This fuel is even more carbon-
intensive than coal and accounts for 8 per cent of total electricity generation. A
new plant burning the fuel came on line in December 2000, aided by capital subsi-
dies paid from the general budget and the EU Economic Infrastructure Opera-
tional Programme. Two further plants are to come into operation in 2004 and
in 2005, replacing plants that have reached the end of their life. As to the existing
plants, their excessive operating costs need subsidies that constitute the bulk
(85 per cent) of the extra tax (€ 46 million) charged on domestic electricity sales.
(CER, 2002). Even when putting a zero price on CO, emissions, electricity gener-
ated by modern peat plants still cost more than that produced by coal, gas and
wind (Table 17). Continued use of peat deprives Ireland of a negative cost option for
lowering emissions and hence raises compliance costs in the rest of the economy.

Conclusions

The National Climate Change Strategy embodies a promising approach in
that it proposes the use of economic instruments such as carbon taxation and per-
mit trading. It is therefore unfortunate that the Strategy ruled out the use of car-
bon taxation on fuel inputs in the electricity sector. More generally the
government feels that such taxation would endanger the use of peat as a fuel.
However, the introduction of the EU permit trading scheme will obviate the need
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to tax inputs in the electricity sector. Subsidies to the peat industry should not be
increased when carbon permit trading is introduced. Intrinsically inefficient nego-
tiated agreements with industry would be usefully superseded by the trading
scheme. As to transport, the government should build on its recent decision to
raise diesel excise taxes and aim to equalise taxes on gasoline and diesel with
their respective externalities.

Reducing water pollution

Main issues

A good quality supply of surface and ground water helps the provision of
clean drinking water, an essential commodity. Unpolluted rivers also provide a
base for many recreational and economic activities, being crucial to the appeal of
the countryside for tourists. With their quality deteriorating recently, Ireland’s Sus-
tainable Development strategy has identified eutrophication as “the most serious
environmental problem” (DELG, 2002). EU directives aim at preventing any deterio-
ration of water quality from current levels by 2015 and to managing water by river
basin. The main challenge is to achieve this goal while keeping costs in check.

Performance

Ireland’s surface waters are generally in very good condition, with 70 per
cent of watercourses’ length classified as unpolluted. However, 85 per cent of
watercourses length were unpolluted three decades ago (OECD, 2000) and the
long-lasting trend decline in water quality was reversed only very recently
(Figure 15), thanks to the increase in the share of the population connected to pri-
mary or secondary sewage treatment facilities. Twenty years ago nitrate concentra-
tions were close to the European average but, in the most recent three years for
which data is available, have risen to some 25 per cent above the average Euro-
pean level (Table 18) and are particularly high levels in the south east. Phospho-
rus concentrations are also building up (EPA, 2002b). In both cases, farming
accounts for three-quarters of total pollution loads.®? The quality of groundwater is
also worrisome with 38 per cent of sampled wells showing contamination by e.coli
bacteria and 20 per cent of samples presenting excessive concentrations of
nitrates. At least 9 per cent of the Irish state should be designated as a nitrate
vulnerable zone (European Commission, 2002).

Policies

The main focus of water policy is on water services. Substantial invest-
ments have been made during the 1990s both to secure the supply of safe drink-
ing water and to treat waste water (Figure 16). Non-domestic demand for water
will start to be restrained by price in 2006 with the introduction of meters, but
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Figure 15. Quality of surface water in Ireland
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Source: EPA, 2002.

household water distribution and treatment will continue to be financed from tax-
ation. This could lead to continued increases in water usage outrunning treatment
capacity and also requiring excessive and economically inefficient use of water
purification services. Indeed, annual investments in water services are set to rise
to the equivalent of 1.1 per cent of GDP in the 2002-2004 period, and operating
costs are expected to more than double between 2001 and 2008. The financial
incentives governing the provision of water services are unlikely to keep costs in
check: the local authorities commission investment and operate facilities, but all
capital costs and most current expenditure are financed by the central government.

Water policy has placed less emphasis on agriculture although this sector
is the chief cause of eutrophication (EPA, 2002). Agricultural activities were for long
exempt from any measures aiming at reducing water pollution, as local authorities
chose not to exercise their power to regulate farmers. As a result, central govern-
ment has taken a greater role in recent years and introduced a mix of regulations
and subsidies. Integrated pollution licensing, introduced for industry in 1994, has
been expanded since 1996 to big livestock units, mainly poultry and pig farms.

The main policy instrument for reducing diffuse emissions of nitrates has
been the rural environment protection scheme (REPS) which offers subsidies, of a
maximum € 5 000 per farm and per annum, to farmers who sign a code of good
practice. In addition, direct support payments under the common agricultural
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Table 18. Performance indicators: water pollution
Selected rivers

Biochemical oxygen demand Nitrates Total phosphorus
mg O2/litre mg N/litre mg P/litre
Average Average last Average Average last Average Average last
1980-85 3 years 1980-85 3 years 1980-85 3 years

Australia . . . . . .
Austria 2.2 2.2 1.2 1.3 0.2 0.1
Belgium 6.6 . 3.8 . 0.7 .
Canada . . 0.1 0.1 0.1 0.0
Czech Republic 8.5 4.6 5.1 3.5 . 0.3
Denmark 3.9 2.0 3.5 2.6 0.3 0.1
Finland . . 0.2 0.3 0.0 0.0
France 5.2 3.2 2.8 3.1 0.4 0.4
Germany 3.6 2.4 3.5 3.3 0.5 0.2
Greece . . 1.3 1.5 0.4 0.4
Hungary 4.4 2.9 2.2 1.6 0.4 0.3
Iceland . . . . . .
Ireland 1.7 1.8 2.2 2.9 0.1 0.1
Italy . . 2.0 2.1 0.3 0.2
Japan 2.3 1.4

Korea . 2.8 . 2.6 . 0.1
Luxembourg 3.8 2.7 4.1 4.1 0.6 0.4
Mexico 3.7 15.9 1.9 0.6 . 0.1
Netherlands 2.8 3.1 4.4 3.3 0.5 0.2
New Zealand

Norway . . 0.3 0.3 0.0 0.0
Poland 5.0 43 1.8 1.9 0.3 0.3
Portugal . . . . . .
Slovak Republic 5.1 3.3 2.0 2.2 0.1 0.2
Spain 4.7 3.6 1.7 3.1 0.6 0.2
Sweden . . 0.4 0.5 0.0 0.1
Switzerland . . 1.5 1.5 0.1 0.1
Turkey 2.1 2.7 1.3 1.0 0.3 0.2
United Kingdom 3.4 29 4.6 5.2 0.8 0.9
United States 1.8 1.6 1.1 . 0.2 0.1

Source:  OECD.

policy (CAP), that amount to one quarter of farm revenue, have also been made
conditional upon good farming practice. Besides, these incentives do influence
the most polluting farms as they would not gain from joining REPS and, moreover,
benefit primarily from CAP price support mechanisms rather than direct payments
which cannot easily be made conditional. Nonetheless, 93 per cent of the
140 000 farms adhere to the code of good practice.
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Figure 16. Financial costs of water pollution.
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Source: Scott et al., 2001.

At the beginning of 2002, the government proposed to designate the
whole territory as an nitrate vulnerable zone under the EU Council Nitrate Direc-
tive. This approach was adopted in preference to an approach based on zones
because it was felt that such a policy would result in discrimination between farm-
ers engaged in similar activities but outside vulnerable zones. When legislation is
passed limits will apply to the quantity of livestock manure that can be spread on
farmland. Intensive livestock operations with inadequate land to service their
operations will have to transport their slurry to farms that have a deficit. Taking a
national approach will also mean all farmers will be eligible for subsidies of up to
55 per cent of the cost of waste stockage facilities, a policy that has been very
expensive in some other European countries, In addition, farmers will have to
comply with a code of good farming practices in line with the code that already
applies to farmers who benefit from REPS payments. Careful monitoring of nitrate
levels in water, especially in the areas that had been identified as being polluted,
or susceptible to pollution. A complement to the regulatory approach might be to
apply a tax on the over-application of nutrients (including animal manure from
intensive livestock farms) though establishing the economically justifiable tax rate
might be difficult. Keeping precise records of nutrient balances would be compli-
cated but, as in Denmark and the Netherlands, should be possible in areas where
excess nutrient discharge is a problem.
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Conclusions

Preserving Ireland’s largely clean surface waters and restoring its too often
polluted underground water without inflicting escalating costs on the economy
requires putting an end to a situation where, apart from industry, water users and
polluters are not charged. Households should be charged for the volume of water
consumed. Possible regressive effects could be offset by social policy. Local
authorities should be given the responsibility for ensuring that water services
cover full investment and operating costs. In addition, reducing discharges from
agriculture requires stricter enforcement of existing provisions, particularly regard-
ing large livestock units. Without the taxation of excess fertiliser application, along
the lines already practised in a few EU countries, the problem of nitrate pollution
is unlikely to be solved. Technical guidelines on good farming practice, as pro-
posed by the Minister of the Environment in February 2002, would indeed be a
welcome step as they could help farmers reduce pollution.

Improving waste management

Main issues

If mishandled, the disposal of waste can cause long-lasting damage to
ecosystems and to human health, involving negative externalities such as leakage
to aquifers and to surface waters from landfills. With waste production on the rise,
Ireland is facing a shortage of capacity in landfills. Hence the need to implement
cost-effective long-term solutions while complying with stringent EU directives.

Performance

The per capita amount of municipal waste generation is among the high-
est in Europe. Over the long term the ratio of household waste consumption has
risen significantly, although more recently these trends appear to have reversed
due to the introduction of new recycling schemes. In comparison with other Euro-
pean countries, only a limited share of municipal waste is recycled (Table 19). All
other waste is landfilled since there are no municipal waste incinerators. The
remaining municipal landfill capacity of about 10 million tonnes would accommo-
date less than five years of municipal and construction waste production (EPA,
2002).

Policies

The cost of landfilling has risen more than eightfold since the mid-1990s,
jumping from € 5-12 per tonne in 1996 to € 43-78 in 2000 (Eunomia, 2002). This
partly reflects the fact that EU regulations and an increased awareness of environ-
mental issues have put a strong pressure on a deficient infrastructure, as only
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Table 19. Performance indicators: waste

Municipal waste

Relative to

Level private. g?or:::: Recycling Composting
COI‘lSlepthI'l
Kg per capita,
¢ platestp Grammes . Per cent of total,
available per USS, Period Per cent latest available year'
X 1995 PPPs
year'

Australia . . - . . .
Austria 548 45.5 1990-1999 3.7 24 40
Belgium 534 47.0 1990-1999 3.0 37 15
Canada . . - . . .
Czech Republic 334 54.2 1990-2000
Denmark 626 57.4 1994-1999 3.5 25 14
Finland 464 49.0 1990-1999 -2.8 . .
France 524 46.4 1993-1999 1.7 10 8
Germany 549 46.0 1991-1998 -1.5 41 .
Greece 371 42.7 1990-1997 3.8 8 1
Hungary 444 85.7 1990-2000 -1.9 0 0
Iceland 718 52.7 1992-2000 2.8 9 2
Ireland 615 49.5 1995-2000 8.2 8 1
Italy 497 40.1 1990-1999 4.0 7 10
Japan 406 34.6 1990-1999 0.2 9
Korea 364 50.3 1990-2000 -5.8 41 .
Luxembourg 643 38.7 1991-1999 3.1 0 12
Mexico 315 63.5 1991-1000 4.3 2 0
Netherlands 613 53.3 1991-1000 2.9 23 24
New Zealand . . -
Norway 617 51.2 1992-2000 2.7 22 9
Poland 316 64.0 1990-2000 1.0 0 2
Portugal 437 50.7 1992-1999 4.2 4 5
Slovakia 316 58.2 1992-2000 . 2 5
Spain 464 48.0 1990-1999 4.3 5 18
Sweden 452 47.5 1990-1998 2.8 25 8
Switzerland 655 41.8 1990-1000 1.4 32 14
Turkey 385 101.4 1989-1998 . 0 1
United Kingdom 558 44.8 1990-1999 23 9 2
United States 764 35.7 1990-1999 1.3 22 6
OECD average 501 423 1.3 17 7
EU average 526 45.6 1.9 18 10

1. 2000 for Ireland.
Source:  OECD, Eurostat. For Spain: national submissions.

40 per cent of the landfills licensed for municipal waste had collection systems for
the liquids that leak from landfills in 1994 (COWI, 2002). This has led to closures of
numerous small and poorly-managed landfills and to massive investment in others,
with local authorities passing some of the cost to households and businesses.
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Strong public opposition to new landfills and the lack of a regional waste
management framework have hindered the adjustment in landfill capacity
although some expansion has been taking place. In this context, most local author-
ities have given overriding priority to municipal refuse over industrial and
construction waste in landfills in order to avoid an immediate shortage of capacity.
There has also been opposition to incinerators, but local authorities are now plan-
ning to open three facilities by 2005, helped by central government grants. As the
legally available capacity is most likely to be insufficient for current estimated
flows of construction waste, some illegal dumping may occur, especially as
enforcement and penalties seem too weak to make illegal operations uneconomic
(Peter Bacon and Associates, 2002).

In this situation, waste policy has brought recycling and waste prevention
into focus. In the area of packaging materials, an EU directive required 25 per cent
recovery by 2001. This target has been met by means of a producer responsibility
scheme in which producers of packaged goods pay a contribution to Repak. This
company subsidises local authorities to separate household waste streams and
guarantees an economic return to contractors that recover or recycle waste from all
sectors of the economy. In 2001, Repak spent € 55 per tonne of recycled packaging
material, the second lowest compliance cost in Europe. If major efforts are made
to increase recycling, marginal costs are likely to rise, Especially as market size
limits the extent of local reprocessing capacity (Eunomia, 2002), so forcing export
of both raw and processed waste with resulting increases in transport costs. It
would then be necessary to balance the increased cost of recycling against the
cost of other forms of waste disposal such as adequately regulated landfills and
incineration. In order to reduce litter, the government introduced a Plastic Shop-
ping Bag Levy in March 2002. According to first estimates, this € 0.15 tax on every
plastic bag has brought down the number of bags used to about 5 per cent of
previous consumption, i.e. 95 per cent reduction.

The government has also introduced a land(fill levy which collects € 15 per
tonne for the Environmental Fund. The land(fill levy, which is approximately equal
to estimated externalities from old sites, is intended to discourage landfill and to
promote both reduction at the source and recycling. For this to work, this extra
cost has to be felt by those that produce waste. In this regard, the landfill levy
seems well suited for industrial and construction waste. Households currently
have no incentive to reduce their production of waste since the charges are levied
on a flat-rate basis. The government plans universal weight charging by 2005.
Although cost recovery has improved in recent years with waste charges being lev-
ied everywhere in Ireland since the beginning of 2002, the charges only cover
30 per cent of outlays on municipal waste. Progressively these charges will be
moved to a volume or weight based system that should become the norm
by 2005. Such a system should give households an incentive to reduce waste gen-
eration and increase participation in segregated waste collection that allows recycling.
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Conclusions

Waste policy has moved in the direction of using economic instruments to
achieve mandated targets. A landfill tax has been introduced, volume-based
waste charging will be introduced and packaging waste is being recycled through a
producer levy that is among the lowest in Europe. At the same time, the govern-
ment has introduced regulations to ensure that all new landfill sites employ state-
of-the art environmental protection technology. For the future, care has to be
taken to ensure that economic instruments are set at values that reflect externali-
ties and are consistent across different methods of waste disposal, including recy-
cling. In particular, the highly competitive level of the fees charged by the
recycling organisation needs to be safeguarded. Short-term landfill and recycling
capacity problems need to be overcome by means of a co-ordinated approach at
the regional level.
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Notes

. For 2002, a decline in profits of Irish companies operating abroad was an additional

factor.

Congestion, as measured by the weighted average of the time taken to travel fourteen
radial routes and two major orbital routes around the Dublin city centre at peak times,
has increased by nearly 25 per cent between 1999 and 2002. It is very likely that the
congestion problem worsened a lot more than this if compared with the situation say
in 1995, but no study was carried out prior to 1999. Alternatively, one can look at the
comparison of actual speed with “free-flow speed”. According to the Dublin transport
office the average “free-flow speed” (where traffic is flowing freely) is 22 to
24 kilometres per hour. The data indicates that the majority of routes were well below
this level even in 1999. The (simple) average in 1999 was 18 km/h and further deterio-
rated to 16 km/h in 2002. The congestion problem is likely to impact adversely on staff
costs, the willingness of some of the labour force to travel into the city centre, and
firms’ motivation to set up business within the capital.

The volume of manufacturing output is being driven by a small number of sectors. Evi-
dence from the Census of Industrial Production suggests that it is these modern sec-
tors of the economy that dominate the manufacturing sector. Chemicals accounts for
35 per cent of net output, food products for 14.4 per cent, and optical and electrical
equipment for 25 per cent of which 18 per cent is for ICT. Given the extent to which the
chemical sector dominates output it is interesting to note that the sector accounts for
just 9 per cent of employment. Annual growth in the chemicals sector consistently out-
performed total manufacturing in the late 1990s. Provisional figures for 2002 show that
the volume of output in the chemicals, chemical products and man-made fibres sector
rose by 24 per cent compared with 8 per cent growth for total manufacturing. The nar-
row base of current buoyancy in industrial activity is mirrored in the export figures. The
detailed breakdown of the value of exports by sector indicates that the main sector to
show value growth was chemicals and related products.

The indigenous, more employment-intensive, industries with the greater exposure to
non-euro area trade would be particularly vulnerable to sustained euro appreciation.

The budget assumptions behind the OECD forecasts are in line with the government’s
Stability Programme Update of December 2002.

One example of this is a company like Pfizer who moved to Ireland as a manufacturing
plant but who have announced a move to put in a treasury arm into the Dublin IFSC
given the demonstration effect of the success of other firms in the financial sector.
Another example of existing clients moving up the value chain is Apple in Cork. It used
to be a large scale manufacturing plant but is now the European Headquarters for
Apple. It has the European (multi-lingual) customer relations centre and technical sup-
port, on-line electronic sales, and a range of important functions including Treasury,
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Order Management, Logistics, and Data Centre. The result is that today 70 per cent of
Apple’s Irish workforce are in high value services. All these functions have been inte-
grated into one highly cost effective model adding value to Apple Inc. and increasing
its embeddedness in Ireland.

Much of the recent literature on the effects of infrastructure on growth has focused on
the estimation of the rate of return to infrastructure, which is inferred from the output
elasticity of infrastructure. For Ireland only two published studies exist, with one find-
ing an output elasticity with respect to infrastructure that is not statistically signifi-
cantly different from zero, implying that infrastructure adds nothing to output, while
the other finds unrealistically high output elasticities. Given the infrastructure gap that
exists in Ireland the output elasticity with respect to infrastructure are likely to be
higher than those found in other industrialised countries, probably lying in the range
between 0.4 to 0.6.

The First-time buyers grant, Ir£3 000 (€ 3 809), was abolished. This loss was partially
offset by an increase in mortgage interest tax relief for first-time buyers and the extension
of the period for which the relief is available from 5 to 7 years.

The original act in 2000 limited the life of planning permissions for development pur-
poses to 2 years. This has now been removed and restored to a five year period which
will ensure that some planning permissions due to expire have been extended, reduc-
ing the imbalance between supply and demand. Furthermore, changes to Part V of the
Planning and Development Act will introduce more flexibility into the provision of
social and affordable housing, which should encourage the commencement of
schemes by developers.

See Dulffy et al. (2001).

This would correspond roughly to net immigration of 15 000-20 000 per annum over the
coming seven years.

. However, the nature and scale of the economy means that it would be prudent to

maintain a significant safety margin to ensure that an unexpected sharp downturn in
economic activity would not push the public finances beyond the deficit limits.

. For an overview of public expenditure management issues in OECD countries, see

Atkinson and Van den Noord (2001).

As noted in Chapter II, GNP might better reflects the tax base in Ireland because the
presence of highly profitable foreign-owned multinational corporations tends to result
in large profit repatriation out of the country (which is counted as GDP but not as
GNP). In 2001, the level of GNP amounted to 84 per cent of GDP.

. International comparisons using gross public social expenditure should be made with

care. In most OECD countries including Ireland, public social expenditure is lower on a
net (after tax) basis than on a gross (before tax) basis since governments tend to claw
back more money through taxation of public transfer income than the value of the tax
advantages awarded for social purposes. But the opposite is true for countries such as
the United States and Korea. In 1997, net public social expenditure in Ireland was
17.1 per cent of GDP, whereas gross public social expenditure was 19.6 per cent of GDP
(Adema, 2001).

Of the planned spending, EU transfers will provide about 11 per cent of resources but
with a strongly diminishing contribution over the period of programme.

Under the terms of the National Pensions Reserve Fund Act, 2001, 1 per cent of GNP is
paid annually into the National Pensions Reserve Fund for the pre-funding of the
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future cost of social welfare and public service pensions. The Fund’s accumulating
assets cannot be drawn upon before 2025.

The public expenditure guidelines set out in the last Government'’s Action Programme
for the Millennium, published in 1997, were: net current spending growth would be
limited to 4 per cent, calculated on an annual average basis; capital spending growth
would be limited to 5 per cent on average up to 1999; and overall government spend-
ing would be reduced as a share of national output. The present Government elected
in June 2002 has not committed to any explicit targets in the Agreed Programme for
Government, but has stated that it will respect the commitment under the EU Stability
and Growth Pact.

According to Honohan (1999) and Power (2002), the reasons for the revenue and
expenditure overshooting included conservative budgeting and a propensity to spend
any windfall tax receipts in the year in which they arise.

National Economic Social Council (2002).

It is incremental in the sense that budget was essentially the previous year plus a
percentage increase, plus some additional funding for new initiatives.

These are projections of the costs of providing the existing levels of services and
benefits and projections of revenue assuming no changes in the tax system.

Line departments/offices were no longer asked to prepare formal projections for
2003-2005. Instead, the Public Expenditure Division of the Department of Finance car-
ried out an “in-house” exercise into the costs to departments of providing their exist-
ing levels of services for those years (2004-2005) according to stated technical
guidelines in addition to the costs of contractual and legal commitments entered into
by the departments. Consultations took place with Departments on these projections.

One exception is the funding in the public transport sector. The Minister for Finance
made a five-year funding allocation for public transport in May 2001. It provides for
real increases in the current subvention (5 per cent per annum) as well as annual
increases of 10 per cent for public transport investment. No other sectors have
received such long-term funding commitments.

For example, during the early stage of reform in the 1990s, Sweden found that expen-
diture reviews by the agencies produced universally positive assessments about
every aspect of agency activities (OECD, 1997b). In Canada, the process of Programme
Review introduced in 1994 helped in prioritising spending only when departments
were given targets proposed by the Department of Finance and the Treasury Board
Secretariat and approved by ministers. Each department and agency was given a tar-
get for expenditure reductions, ranging from 5-60 per cent to be implemented over
the coming three years starting with the fiscal year 1995-96. Ministers were then asked
to develop programme changes to meet the assigned targets. The process of Pro-
gramme Review, together with major reforms introduced to the system of transfers to
the provinces, is considered to have contributed to fiscal consolidation in Canada during
the 1990s (Bléndal, 2001).

This was aimed at identifying programmes or projects which no longer justify their cost
because of changed circumstances, programmes which could be deferred or delivered
over a longer time period, and new delivery or user-charging mechanisms which could
improve the management and delivery of programmes.

PA Consulting Group (2002).
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In relation to parliamentary committees, Ministers and Ministers of State would
address issues relating to the determination of policy, while Secretaries would
address issues relating to the production of outputs.

Under the Administrative Budget System, which was introduced in 1991, the Minister
for Finance commits to providing an agreed level of administrative spending for a
three-year period, while the Minister of the line Department agrees to keep expendi-
ture within the specified limits but has flexibility in managing the expenditure.

As of 2002, one department had produced accrual accounts to auditable standard. The
remaining departments and offices were at various stages of acquiring and implementing
new financial management systems.

See Murray (2001) and Humphreys and Worth-Butler (1999).

According to one survey, 65 per cent of civil servants believe that under-performance
is still left unchallenged with only 10 per cent believing that it has been challenged.
Many senior managers argued that they did not have the tools to reward excellence, to
improve performance where it is deficient, and to tackle non-performance. In relation
to the latter, managers cited organisation culture and potential troubles with unions as
being the main constraints which limit their scope for action (PA Consulting Group,
2002).

The company holds a 10 year commercial contract with the Department of Transport
and is remunerated by way of test and re-test fees.

A private company, contracted to manage the new parking restrictions in the Dublin
area, is paid an annual fee which is calculated on the basis of the number of hours
worked and the number of vehicles on the roads. The proceeds from fines/fees
imposed by the company in relation to illegal parking are retained by the Council.

These are levied for those patients who do not have a means-tested medical card that
provides for free medical care.

There are water charges for business/commercial use but not for domestic use. Water
charges for domestic use were abolished nationally in 1996.

A recent report found that 71 per cent of those in fee-paying secondary schools got
into college, compared to 50 per cent in community schools and 38 per cent in voca-
tional schools (Clancy, 2001). It was also found that school-leavers in some middle-
class areas were 10 times more likely to go to college than poorer areas.

Furthermore, approximately 40 per cent of full-time university students receive main-
tenance grants. Under the existing system, a student qualifies for a grant if the family
income is less than € 21 629. Criticisms have been raised that the means test is defec-
tive in that it fails to take full account of ability to pay, particularly since it ignores the
accumulated wealth of individuals.

37 per cent of university students were exempt from the charge in 2002. Under current
arrangements, few undergraduate students pay tuition fees, so the registration charge
is the main third-level cost.

A number of Nordic countries operate government-backed student loans, and have
one of the highest participation rates in third-level in Europe. The Australian Higher
Education Contribution Scheme (HECS), which was first introduced in 1989, has also
been considered a very successful case, accompanied by a substantial widening of
access. Between 1987 and 1997 total enrolment in Australian universities increased by
almost 50 per cent from 441 076 to 658 827; and the percentage of people in the
20-24 age cohort enrolled in a higher education programme increased from 30 per cent
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in 1987 to 50 per cent in 1997 (Vossensteyn and Canton, 2001). The primary objective
of HECS was to allow the higher education sector to expand without a substantial
growth in government funding. In particular, the HECS system was aimed at reintroduc-
ing private contributions without jeopardising accessibility to higher education for
people from disadvantaged backgrounds. Under the system, students have to contrib-
ute approximately a quarter of the average costs of the training programme, either by
paying up-front or by taking out a loan and defer repayment through the tax mecha-
nism until after graduation. The experience of these countries suggests that successful
implementation is conditional on robust, enforceable repayment arrangements.

In Ireland, these local authorities approximate to the general definition of “sub-
national government” as used in other OECD countries. However, in Ireland the term
“local government” often refers to a broader sub-national administration including
such bodies as regional health boards and vocational education committees, which
operate outside local authorities. For more details, see OECD (1997a).

Department of Environment (1996).

Other responsibilities include: management of grants to third-level students, recre-
ation and amenities, and other miscellaneous services.

These local or regionally-based bodies operate separately from the local government
system and usually have sector-specific executive roles. The main regional bodies
include: Health Boards; Vocational Education Committees; County/City Enterprise
Boards, and County/City Development Boards.

Furthermore, the absence of a local property tax on households has been seen as
contributing to inefficient land use by reducing opportunity costs for landowners
(OECD, 1999a).

In the past, local authorities had to adopt their Estimates without knowing what their
funding for general purposes or for non-national roads would be for the following year.
Local Government Fund provides guarantees on a legislative basis and Exchequer
contributions to local government revenues that are to be increased at least in line
with inflation and to take account of any changes in the powers, functions and duties of
local authorities.

A series of functional, rather than structural, local government reforms have been
launched since the early 1990s, which have aimed at creating a modern and efficient
local government system. In particular, a document “Better Local Government — A
Programme for Change”, published in December 1996, put forward a programme for
further action on local government reform, which is currently underway.

The Local Government Act 1997 established on a statutory basis the Value for Money
(VFM) Unit in the Department of the Environment and Local Government, which has
carried out VFM studies on local authority operations with a view to boosting effi-
ciency and cost effectiveness. The Value for Money Unit has published twenty-one
national studies to date and has circulated them to local authorities who have been
asked to implement the recommendations contained therein.

These public bodies generally have specific executive or service functions within a
particular sector. For example, a significant number of regional bodies operate in the
health, tourism promotion and fisheries areas, and more than 100 other local govern-
ment bodies function at the local level, many supported by EU programmes, and are
concerned with rural development, micro enterprises and community development.

For example, in the area of employment support policy, the number of actors involved
— i.e. FAS (national training and employment office), Department of Social and Family
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Affairs, local partnerships programmes, social welfare offices, etc. — has often been a
problem as the communication channels between the institutions involved and the
boundaries between them are not always well defined.

For example, Ireland has been developing a catchment based approach in a number
of areas for the purpose of investment in wastewater treatment.

The present-day system of local government differs little structurally from the one
established by the Local Government (Ireland) Act, 1898.

Other examples of service improvement include: substantial increases in the number
of respite, day and long-stay places available for the physically and intellectually dis-
abled and for the elderly; enhancement of home-based and out-reach mental health
units; and development of regional cancer and cardiac services.

See Deloitte and Touche (2001).

As part of the broadening, the Department of Health and Children would increase the
case-mix adjustment rate from 15 per cent to 20 per cent for in-patient cases and from
5 per cent to 7 per cent for day cases. From 2002 these rates would be increased
progressively each year.

In addition to ten health boards, there is Eastern Regional Health Authority (ERHA).
Under the Health (Eastern Regional Health Authority) Act 1999, the Eastern Health
Board ceased to exist and the ERHA was established as the statutory body with
responsibility to plan, arrange and oversee health and personal social services for the
1.5 million people who leave in three counties — Dublin, Wicklow and Kildare. The ser-
vices of the ERHA are delivered by three Area Health Boards, the Northern, East Coast
and South Western Area Health Boards and by 36 voluntary providers.

The establishment of the National Development Plan/Community Support Framework
(NDP/CSF) Evaluation Unit, and previously individual Evaluation Units of Government
Departments have provided an important structure for systematic, comprehensive
evaluations in Ireland.

The Government hopes to finance about 5 per cent of the NDP by PPP. In NDP, provi-
sion is included for € 2.2 billion of PPP funding including € 1.2 billion for roads and
€660 million for environmental projects.

PPP programmes are underway in a number of OECD countries including Finland,
Germany, Italy, Korea, Mexico, the Netherlands, Portugal, and the United Kingdom.

See OECD (2001b).

See Figure 3 and Table 1.3 in Chapter I of OECD, Review of Regulatory Reform in Ireland,
2001.

Co-mingling allows cables of different service providers to be mingled in a same
building, rather than requiring clear separation of cables by each supplier. Co-mingling
thereby reduces costs for competitors to enter local markets.

Ireland is also cabled but a main provider lacks the money to enter into competition in
the provision of fixed line telephone service.

There is of course the north of Ireland and there is an interconnector. But the poor pri-
vatisation in the north has resulted in very high generation costs. The cost-benefit
analysis on an underwater connection with the UK market is still under way.

A VIPP is a company to resell electricity and does not involve any change in ownership
or operational control of any generating assets. The instrument allows competitive
bidding to the extent that it does not go beyond passing on a certain discount and
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there are no incentives to improve generating efficiency. VIPP contract holders can not
spill any excess power to the real market, which could form the basis for an admittedly
thin market for electricity.

To avoid the possibility of ESB frustrating nascent competition from VIPPs through its
own VIPP, the ESB is forbidden from any cross subsidisation, exchange of information
etc with its subsidiary.

As noted in 2001 Survey, the Government published in September 2000 a consultation
paper which set out a number of reform proposals including the restructuring of CIE
into a number of separate operating companies. The Government launched a further
consultative document in April 2001 which proposed the establishment of a new stra-
tegic body for the Greater Dublin Area which would act as public transport regulator. In
August 2002, a report by PricewaterhouseCoopers (PwC) provided a review of the
financial and other implications of restructuring CIE.

The White Paper on Adult Education in 1995 set target to raise the figure of 2 per cent
of new entrants to higher education over 26 years of age to 15 per cent by the
year 2005.

This objective is a key indicator in the Community Support Framework 2000-2006 and
one of the headline targets of the National Anti-poverty Strategy, the revised docu-
ment published in February 2002 entitled “Ireland’s National Action Plan on Poverty
and Social Exclusion” (2002-2007).

As of 2000, only 35 per cent of the 55-64 population had completed at least an upper
secondary education. This is significantly lower than the OECD average, which is
49 per cent (OECD, Education at Glance 2002).

The Skillnets is funded under the National Training Fund, which is financed by a levy
on employers of 0.7 per cent of reckonable earning of employees, while the participating
companies contribute an average of 32 per cent of the cost of training.

According to Callen and Keeney (2002), the replacement rates for a half of employees
are 40 per cent or bellow and those for 80 per cent of employees are under 60 per
cent. The introduction of minimum wage in 2000 contributed to further reduction in the
replacement ratio especially for lower income group by increasing their existing wage
levels. A national minimum wage equivalent to Ir pounds 4.4 was introduced in 2000
and was set to rise by the partnership agreement to 4.7 in July 2001 and to 5 in
October 2002.

Callen and Keeney (2002) show a comparison of the 1998 and 2002 situations in terms
of total marginal tax rate. By 2002, about 12 per cent of employees faced a zero mar-
ginal tax rate, and about two thirds below 30 per cent. They also estimate the impact
of policy changes between 1998 and 2002 on the distribution of total marginal tax
rates, measured against some alternative benchmarks. Compared with the scenario
under which tax credits and tax bands are assumed to change in line with wage growth
so as to keep the average tax rate constant, the actual policy changes enabled over
20 per cent of employees to see their marginal tax rates fall by more than
10 percentage points. Thanks to the widening of the standard rate band and the
increased tax-free allowances, more than 160 000 individuals, who would have other-
wise faced higher marginal tax rates, have stayed at the same tax bracket and
110 000 individuals have seen their marginal tax rate fall to zero.

Since it is only imposed on income above the exemption limit, the marginal relief gen-
erates a lower tax bill for low-income workers than the case where standard 20 per cent
rate is imposed on all income above the personal allowance. The marginal relief is
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phased out at the level of income where the tax bill under the two regimes results in
the same amount.

Community Employment scheme is targeted at those who remain unemployed for
more than 12 months. Vulnerable groups such as people with disabilities, widows and
lone parents are also eligible to participate on this scheme subject to the certain criteria
with regard to age and unemployment duration.

During the period between 1998 and 2002, the number of long-term unemployed
(unemployed for 12 months or more) fell from 63.5 thousand to 21.6 thousand, while
that of the CE participants declined from 39.5 thousand to 25 thousand.

The pilot projects in Kilkenny and Ballyfermot involved referral by the DSCFA of all
persons unemployed for more than 6 months to FAS, while the national referral was
then limited to only those aged 25 to 34 years who were unemployed for 12 months or
more. Between October 1999 and October 2000, Kilkenny experienced 37 per cent
drop in unemployment, while that for national level fell only by 20 per cent. See FAS
(2002), The Irish Labour Market Review 2002.

Breakdown of work permit data by nationalities shows that 57 per cent are from non-
EEA Europe, 22 per cent from Asia, 8 per cent from Africa and 8 per cent from the
North and South America (Ministry of Justice).

As of mid 2002, average weekly earnings are € 510 in industry, € 560 in distribution and
services, and € 700 in public employment.

The average accepted price for electricity from large wind farms was 4.75 eurocents
per kilowatt hour. The average price for energy sold by independent producers to the
electricity network (the so-called spill price) was 3.47 eurocents in the year to
mid 2002.

Such a market-determined premium is similar in value to the Danish environmental
tax rebate for wind power. The Danish system, however, makes allowance for the costs
of maintaining backup power for wind facilities.

The pollution caused by these discharges depends on a number of factors such as the
timing of the nutrient load, the extent to which the rivers flush the pollution to the sea
and growing conditions.
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Annex 1
Anti-inflation proposals

An anti-inflation initiative has been proposed as part of the new social partnership
agreement Sustaining Progress (Department of the Taoiseach, 2003). Proposals for anti-inflation
measures are to be co-ordinated by a specially convened group that will draw up a detailed
action plan and monitor its progress. Included in the agreement are a number of initiatives
agreed by employers and unions, the goal of which is to bring inflation down towards the
eurozone average. These initiatives include:

a) More aggressive implementation of competition policy, including dealing with
sectors where unnecessary barriers to entry exist.

b

Accelerating studies of the professional services initiated in the wake of the OECD
review of Ireland’s regulatory regime.

¢) Excessive prices are to be tackled by investigations into sectors where price
increases do not appear to be justified by market conditions.

d) Action will be taken to reduce the substantial rise in insurance costs.

e) Budgetary policy over the life of the agreement will take account of the proposed
inflation target. Public spending should avoid stimulating excess demand in the
economy.

fy A public information campaign will be undertaken to improve price awareness
amongst consumers.

As a small open economy within a large monetary union inflation in Ireland is signifi-
cantly determined by external factors, including the exchange rate. Over the medium term,
however, proposals to increase competition and investigate sectoral price increases should
have an important impact through productivity improvement and a check on pricing powers
of quasi-monopoly in certain sectors. Furthermore, the consumer price index has in recent
years reflected administered price changes that include a rise in excise duty on tobacco and
a series of public service price increases. If, however, domestically generated inflation is to
be effectively tackled, then measures should also be aimed both at reducing excess demand
and increasing the economy’s supply capacity.
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Annex 11
Social partnership in Ireland

The original impetus for the current series of agreements came from the poor state of the
economy and the public finances in the mid to late 1980s. In 1987, the newly elected govern-
ment set about correcting the public finances through relatively stringent cuts in public
expenditure. The Programme for National Recovery (PNR), the first of the current type of
agreements, was a key part of the process and a central element of the Programme was a
desire to achieve consensus on wage bargaining and deliver a cost/wage structure that would
enhance the competitiveness of the economy. This model was based on agreement between
the social partners — government, employers and trade unions — to limit wage increases in
return for other concessions. Initially the centrepiece of the concessions was a gradual reduc-
tion in the personal tax burden. This model has persisted ever since, but subsequently the
negotiations have widened to include agricultural organisations and community groups and
the final agreements have broadened to include social and community issues. Nonetheless,
employees of multinational companies have not been a party to this process.

Figure Al compares the rates of centrally agreed wage increase and actual outturns for
the three sectors for which wage data are available on the basis of unchanged employment
structure. It shows that the wage terms of the agreements have generally been exceeded by
significant margins. However, the centralised bargaining nature of the agreements probably
contributed to reducing industrial unrest.
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Figure A1. Social partnership agreements
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Sources: Ministry of Finance and CSO.
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Annex 1
The problems associated with measuring Irish productivity

Economy-wide productivity measures

Productivity ratios relate measures of output to one or several inputs of production. The
most common productivity measure is labour productivity, which links output to the labour
input. At an economy-wide level productivity growth is measured as the difference between
output growth and employment growth. Ireland’s strong growth performance over the last
decade has been mainly employment-driven rather than due to exceptional productivity
growth which has been healthy rather than miraculous in nature. There are a number of fac-
tors, which can lead to potential exaggeration of the productivity element. The source of the
problem in this regard is how output is measured. Ireland is notable among OECD countries
for the size of gap between its Gross Domestic Product (GDP) and Gross National Product
(GNP) measures of output. The gap between GDP and GNP measures reflect net factor pay-
ments from abroad. These payments are dominated by the large and growing profits of multi-
national corporations and act as a significant leakage from the Irish economy. The problem is
that much of these profits reflect the high margin in sectors such as information technology,
pharmaceuticals and soft drink concentrates. Low corporation tax for these sectors is an
important attraction for the firms that dominate the Irish multinational sector. The incentive
to book large profits in Ireland to benefit from the lower corporation tax rates may exaggerate
how much of these firms’ net value added is actually taking place in Ireland. As a conse-
quence using the GDP measure of output for given level of employment is likely to greatly
exaggerate the productivity measure (Table Al).

Table Al. Productivity growth
Per cent

Using output measure

Real GDP Real GNP
1996 4.5 4.2
1997 7.0 5.6
1998 0.5 -0.1
1999 4.8 2.5
2000 5.3 6.0
2001 2.8 1.7

Source:  CSO National Accounts and the Quarterly National Household Survey.
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Aggregating productivity growth across industries

This same problem of productivity measurement in Ireland is also found when attempt-
ing to aggregate productivity growth across industries. The basic procedure is to use a quan-
tity index for industry as a whole where each industry is weighted by its gross value added
as a proportion of the total (OECD, 2001d). The problem of measurement is again related to
the large share of multi-national presence in the Irish economy. Foreign-owned multinational
corporations (MNCs) represent a higher share of manufacturing capacity in Ireland than in any
other EU country. In particular, the “three C's” (computing, chemicals and cola-concentrates)
dominate manufacturing output growth. The chemical sector currently has a weighting of over
30 per cent in volume terms measured by gross value added. In volume terms, industrial
production for manufacturing industries has increased by about 180 per cent between 1995
and 2002. However, if the chemicals sector is excluded for instance, growth is reduced
significantly to less than 80 per cent over that period.

Multinationals dominate the chemicals sector and a huge proportion of the value added
is attributable to the profits of those companies. Many of these companies are characterised
by a relatively low labour share and only a small proportion of the gross value added is dis-
tributed to the domestic workforce. Therefore their high levels of output are not reflected in
Irish incomes. However, when analysing production growth, we cannot exclude a sector that
appears to account for such a large proportion of total industry. A more appropriate way to
deal with this bias in the production figures is not to exclude the sectors that are contributing
to the bias but to use wage bill weights rather than output weights for each industry, thereby
taking into consideration the real effect on the economy from the various productivity gains.
Using wage bill weights as opposed to output weights for the various industries, production
increased by about 115 per cent over the period 1995 to 2002 (Table A2). This again is a sig-
nificant reduction compared to the 180 per cent increase when using only output weights.

Sectors with high multi-national presence, like the chemical and ICT sectors, are also
characterised by the high return on capital and the high use of non-industrial services, which
include royalties and consultancy fees. This implies that, in addition to physical materials
and the other standard forms of inputs, this segment of Irish manufacturing is using invisible
or immaterial resources to generate the measured value of output. These immaterial

Table A2. Volume indices of production: manufacturing
Index 1995 = 100

% change from Nov. 1994!
Output weighted Wage-bill weighted
Output weighted Wage bill weighted
1994-Nov. 91.09 94.22 0 0
1995-Nov. 111.10 109.90 22 17
1996-Nov. 123.43 120.81 36 28
1997-Nov. 146.58 136.30 61 45
1998-Nov. 169.80 153.23 86 63
1999-Nov. 198.13 167.91 118 78
2000-Nov. 241.06 199.56 165 112
2001-Nov. 220.80 183.01 142 94
2002-Nov. 252.22 203.27 177 116

1. This period is used in order to make annual comparisons with the most recently available data, i. e. November 2002
Source:  ESRI.
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resources reflect technological, scientific’/market knowledge, brands and other elements,
which contribute to market power and market value. These have been called “invisible
entrepots” due to the way these intangible factors arrive and leave like cargoes. These intan-
gibles are not substantially modified in the process but are required for the activities of
some of the manufacturing sectors and can generate significant value added to production.
The owners of these immaterial factors, usually a parent or associate of the entity that is man-
ufacturing in Ireland, are rewarded by royalties, license fees and dividends and other distri-
butions. These immaterial factors are present in all economies but Irish manufacturing relies
on them to a greater extent than others because of the extent of foreign ownership and the
modest extent to which these sources of market value are actually generated in Ireland
through processes like research and development (R&D). The consequence of a high degree
of non-industrial services in the sectoral net output measure is that it exaggerates the value
added taking place in Ireland resulting in inflated productivity measures.

The sectors that dominate the industrial sector in Ireland tend to be characterised by
low labour shares and high purchase of non-industrial services. In 2001, the industrial
(including buildings) sector accounted for over 40 per cent of gross value added, the base for
GDP measures. Within the industrial sector, three sub-sectors with exceptionally low labour
shares of production values in the latest Census of Industrial Production for 1999 were cola
concentrates (NACE 1589), reproduction of computer media (NACE 2233) and organic basic
chemicals (NACE 2414). These three sub-sectors accounted for over one-third of gross value
added in the industrial sector in 1999. They have very high productivity in terms of produc-
tion values to numbers employed, while the ratio of labour cost to non-industrial services is
very high in contrast to other sector in the manufacturing industries (Table A3).

In general, the pitfalls to output measurement and therefore productivity growth are
numerous and complex for a small open economy with such large multinational presence. In
international comparisons Ireland has seen exceptional productivity growth when measured
by labour productivity but this has been largely due to the large multinational presence (max-
imised by the use of GDP in productivity calculations). This is compounded by the unusual
structure of its manufacturing sector, in particular the dominance of the chemical sector. The
supposed productivity gains are often not translated in comparable gains for Irish incomes and
are therefore largely overstated. More appropriate productivity measures should not exclude
the sectors causing the exaggerated productivity growth in making calculations but instead turn
to new productivity measures which account for multiple factor inputs (Nordhauss, 2001). Also,
much productivity growth differences across industries are due to differences in unmeasured
inputs and therefore a more suitable measure would be a chain index of productivity growth of
the different sectors weighted by expenditure or current-value input shares.

Table A3. Productivity and entrep6t type activities

Productivity Entrepot Indicator

Labour cost/Non-industrial services

Production value per employee costs

Ir£’000s %
Cola-concentrate 1 803.4 2.9
Organic chemicals 2072.4 5.3
Reproduction of computer media 981.8 5.8
Other manufacturing 178.7 97.6

Source:  CSO Census of Industrial Production 1999.
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