
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

 
 
Summary 
 
Ireland was the success story of the 1990s, ranking as the fastest growing economy 
in the European Union. This strong performance has brought Ireland from among 
the laggards to a star performer, with per capita income based on GDP catching up 
with and then significantly exceeding the EU average. Why was Ireland”s catch-up 
so rapid? There were many factors, both long- and short-term, which prepared the 
Irish economy for this impressive economic turnaround at a time of international 
buoyancy. As a result, Ireland achieved a long overdue structural transformation, 
while the proportion of its population at work increased rapidly over the 1990s, 
mostly due to rapid inward investment, and productivity rose to the levels of other 
industrialised countries. More recently, the Irish economy has shown remarkable 
resilience and continued to grow at healthy rates. However, the extraordinary 
performance of the second half of the 1990s, mainly due to the favourable external 
environment and the sizeable pool of available labour at that time, is unlikely to be 
repeated. Economic policies therefore need to focus on facilitating the adjustment of 
the economy towards lower sustainable growth rates, while addressing structural 
bottlenecks resulting from the past massive catch-up, and safeguarding 
competitiveness by ensuring moderate wage increases. 
 

 
 
Ireland’s star performance of the 1990s 
 
Fifteen years ago, Ireland was perceived as an economy in trouble, with slow 
growth, high inflation and increasing public debt. Yet in the 1990s, the Irish economy 
showed much stronger performance than any other EU economy, with annual 
double-digit GDP growth rates. As a result, unemployment fell from 17% in 1987 to 
just above 4.5% in 2003, and government debt shrank from 112% to just below one 
third of GDP, the second-lowest in the EU. The EU statistical office, Eurostat, 
published new estimates of gross domestic product (GDP) per capita and 
purchasing power parity in 2003, which suggested that “Luxembourg and the 
Republic of Ireland are the two wealthiest countries in the enlarged European Union 
of 25 member states” (Irish Times, 2004). Average income in Ireland was slightly 
more than 30% above the EU average, outperforming countries such as Denmark, 
Austria, the Netherlands and the UK, which are around 20% above the EU average. 
However, note that Ireland”s jump in the EU ranking of average living standards is 
less impressive when interpreted in terms of gross national income (GNI) (chart 1); 
by this measure it has converged on the EU average rather than exceeding it 
sharply. 
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Long-lasting sluggishness followed by rapid pick-up  
 
Irish income per head was brought up to EU-15 levels mainly during the “Celtic 
Tiger” era of the 1990s (chart 1). In this period, income per head in Ireland overtook 
the EU-15 average and growth clearly outperformed other “peripheral” countries 
(Greece, Spain, Portugal – all, like Ireland, recipients of the Cohesion Fund). 
Indeed, Ireland’s massive catch-up benefited from a wide array of important, often 
interconnected, features: 

• Macroeconomic stability and institutional quality. The fiscal correction of the 
late 1980s was a necessary precondition for an economic turnaround (Giavazzi 
and Pagano, 1990). In addition, the falling interest rates up to the launch of the 
euro gave Ireland an additional monetary stimulus. Ireland also scored high on 
most of the subjective indicators of political stability and institutional quality. 

• EU internal market and membership of the euro. Ireland benefited from 
increased openness, as the country’s attractiveness for foreign direct investment 
(FDI) inflows was boosted by the launch of the EU internal market. During the 
1990s, the requirements for joining the euro area acted as an external anchor to 
help establish macroeconomic stability. Since then, Economic and Monetary 
Union (EMU) has continued to provide an external incentive for macroeconomic 
policy discipline.  

• Wage competitiveness. The Irish authorities put in place a series of national 
agreements from the late 1980s onwards that ensured a high degree of support 
from all stakeholders in the economy. These resulted in industrial peace and 
wage moderation. Progress in fiscal consolidation also allowed the authorities to 
trade off tax reductions for moderate pay increases.  

• EU funds. Transfers from EU funds, also in the light of fiscal consolidation, 
helped to finance a resumption of public capital spending and helped to improve 
public sector efficiency (Honohan and Walsh, 2004). 

• Educated and abundant workforce. Ireland’s population had been growing 
strongly since the early 1990s and the country had been investing heavily in 
education since as far back as the 1960s, producing a supply of skilled labour 
ready to meet the needs of the incoming FDI.  

• Industrial policies. Barry (2000) suggests that industrial policies played a key 
role in Ireland’s success. In his view, in order for growth to be generated in Ireland 
it had to become competitive in internationally-traded sectors, where its low-
corporation-tax strategy and other measures to promote FDI played a crucial role.  

 
Chart 1: Irish catch-up 

 
 
 
 
 
 
 
 
 
 
 
 
 

Source: Eurostat and AMECO  
 
Why was Ireland’s turnaround in economic fortunes so rapid, when it had 
underperformed relative to the EU average until the late 1980s? Firstly, an 
appropriate and stable economic policy environment can be seen as a precondition 
for successful convergence. Secondly, the timing of the economic turnaround, 
including a long period of unbroken growth in the world economy in the 1990s, and 
some of the specific features of the Irish economy were also crucial. In this regard, 
Barry (2000) discusses the “regional boom hypothesis”. This argument builds largely 
upon Krugman (1997), who argues that we should think of Ireland as a “regional 
economy”, with an ability to grow more dramatically than a national one, and with 
capital and labour inflows able to generate not only “intensive growth”, but also 
“extensive growth”. It suggests that the “regional” dimension of the Irish economy, 
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showing high international mobility of labour, is a crucial factor explaining the 
extraordinary boom of the 1990s. Barry concludes that convergence would have 
been much less rapid in the 1970s or 1980s even if appropriate macro policies had 
been followed at the time, because there would have been much less FDI available 
than in the era of the internal market and the spectacular US-led boom. 

 
Identifying causes of the Irish pick-up 
 
A breakdown of developments in GDP per capita in Ireland (for the methodology 
used, see Faini, 2004) reveals that the catch-up in the 1990s was mainly due to 
positive developments in the employment rate, hourly productivity and the 
population of working age. While these factors helped close the income gap 
between Ireland and the EU-15, the number of hours worked per employee 
contributed less over time (chart 2).  

 
Chart 2: Factors explaining the difference in GDP per capita between Ireland and 

the EU-15 (in percentage points) 
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Ireland”s robust employment growth over the 1990s (chart 3) practically wiped out 
unemployment, while simultaneously absorbing a dramatic increase in the labour 
supply. This increase came from an unusually high natural rate of labour force 
growth, a sharp increase in labour participation by women and considerable net 
immigration growth that reversed the traditional pattern of net outflow (OECD, 2004). 
Ireland also experienced a steady decline in its dependency ratio because of the 
baby boom in the 1960s and 1970s and fewer elderly pensioners. The Irish boom 
also began to attract immigrant labour, with the net inflow of migrants into Ireland in 
the 1996-2000 period reaching more than 0.1 million (compared to a population of 
about 4 million in 2004). The massive FDI inflow in the 1990s also boosted 
productivity in Ireland towards EU-15 levels (chart 3). However, the contribution of 
productivity developments might tend to be overstated when measured on the basis 
of GDP data1. Honohan and Walsh (2004) argue that, because of Ireland’s large FDI 
base and comparatively low corporate tax levels, part of the productivity 
improvement based on GDP was due to monopoly (often patent-related) profits of 
multinationals that were booked in Ireland. Other alternative productivity 
measurements, based for instance on GNI, might also therefore be considered for 
Ireland (chart 3).  
 
Chart 3: Employment and productivity growth in Ireland 
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Ireland adjusting to new challenges 
 
The extraordinary growth spurt of the economy in the 1990s, mainly due to the 
favourable external environment and the sizeable pool of available labour at that 
time, is probably over. Despite its currently healthy growth rates, the Irish economy 
now has to adapt to the legacy of its own success as further challenges connected 
to adjustment to lower growth levels remain. As compared to the 1990s, the labour 
supply might be constrained by infrastructural bottlenecks and by a reduction in the 
stock of Irish emigrants available to return (Bergin et al., 2004). Economic policy in 
Ireland is also facing the challenge of EMU membership and the consequent loss of 
monetary policy as an independent instrument for managing the economy.  
 

Chart 4: Ireland – the fiscal and monetary stance 
 
 
 
 
 
 
 
 
 
 
 
 
Source: Commission services  
 
The macroeconomic policy mix in Ireland in recent years is illustrated in chart 4, 
where the overall stance of fiscal policy is measured by the change in the cyclically 
adjusted primary balances (CAPB) and the monetary stance by the change in the 
monetary conditions index (MCI). In the early years of EMU, an expansionary 
macroeconomic policy mix contributed to the overheating of the Irish economy. This 
led to an increased risk of macroeconomic imbalances, with possible danger of 
disruption in the booming housing market and acceleration in the rate of wage 
inflation (Bergin et al., 2004), as yearly wage growth peaked in excess of 10% for 
the whole economy (chart 5). In 2003, the stance of fiscal policy in Ireland 
somewhat tightened (although part of this result is related to a one-off boost of 
revenues in the form of capital gains tax), as did monetary conditions. 
 

Chart 5: Ireland – wage and house price developments 
 
 

 
 
 
 
 
 
 
 
 
 
 
Source: Central Statistical Office and ESRI (Permanent TSB), Ireland 

 
More recently, the strength of the euro, coupled with higher wage inflation than in 
Ireland’s main trading partners, has raised some competitiveness concerns. 
However, wage growth has somewhat eased in Ireland, especially during 2001. 
Since end-2002 the annual growth in employee compensation has stabilised at 
around 5%, with the latest data showing a gradual slowing in wage growth in the 
industrial sector (chart 5). In the medium term, wage moderation should be fostered 
by the relatively modest provisions of the new pay deal in place from June 2004. In 
the national “Sustaining Progress” agreement, the social partners agreed a 5.5% 
pay increase over the 18-month period. Overall, Irish economic conditions remain 
strong, with low unemployment and resilient employment growth. However, despite 
there being no evidence of a recruitment shortfall similar to that of the late 1990s, 
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some foreign investors are beginning to be concerned about labour shortages. In 
particular, labour shortages are reported in the area of skilled specialists (e.g. 
engineers), which might in the future foster more rapid wage increases, thus 
jeopardising Ireland’s competitiveness.  

The dynamism of economic activity in Ireland is also placing pressure on the 
relatively underdeveloped infrastructure, with investment needed in particular in the 
areas of transport, communications and housing. The Irish government attempts to 
address these concerns in the National Development Plan (NDP) 2000-2006, which 
foresees an investment of over €52 billion of public, private and EU funds (in 1999 
prices) over the period. An independent review (ESRI, 2003) concluded that, as 
regards the infrastructural part of the NDP, an increase in funding was needed over 
the rest of the NDP period. In addition, the review made several recommendations 
to strengthen value for money and to address weaknesses in project management. 
In its 2004 Budget, the government published its first five-year envelopes for capital 
spending for the period 2004-2008. These aim to keep public investment close to 
4% of GDP, well above the EU average of around 2½% in 2003 (European 
Commission, 2004). In contrast with earlier plans, there is also less reliance on EU 
funds, with about 90% of the public funding coming from domestic sources. As EU 
support decreases over time, the greater reliance on domestically financed 
resources implies additional challenges for the public finances.  

With EU enlargement, the highly open Irish economy faces further potential 
challenges. In particular, are some of the new EU member states likely to pose a 
threat by diverting FDI inflows away from Ireland? In this context, the new Member 
States are keen to emulate the Irish success of the 1990s, perhaps seeing FDI flows 
as a crucial part of the “secret of the Celtic Tiger”. Many of them are attempting to 
put in place similar policies to those of Ireland, including low-corporation-tax 
strategies. Yet the Irish case was a mixture of different factors at different times, with 
the country having also some specific features which might not be available to the 
EU new member states (the Economist, 2004). Ireland also has the advantage of a 
core labour force in sophisticated tradable services sectors and in the information 
technology sector, which require skilled labour (Fitz Gerald, 1999). Moreover, Barry 
(2004) suggests that the risk of FDI being drawn away from Ireland may be 
overstated, as FDI flows into the new EU member states are likely rather to 
complement the Irish production networks. So far, Ireland continues to attract 
significant inward investment flows, such as a recently-announced project by Intel. 
Therefore, the main challenges for the economic policy agenda continue to be 
maintaining competitiveness and addressing the structural bottlenecks that arise. 
 
 

Conclusion 
There is no single recipe for a successful turnaround in economic fortunes as 
happened during the “Celtic Tiger” period in Ireland. Ireland”s significant inflows of 
FDI certainly seem to have played a prominent role in this respect, as they made 
possible a higher labour utilisation and boosted labour productivity. The Irish catch-
up was partly based on “extensive” growth, as the economic pick-up accommodated 
country-specific factors by means of a demographic bulge, integrating women into 
the labour force as well as attracting educated workers from overseas. It is also 
clear that a fortuitous convergence of international and national phenomena played 
a role. However, an important lesson is that Ireland was ready to benefit from the 
favourable external environment, with domestic macroeconomic stability, improved 
international competitiveness, successful policies geared towards attracting FDI in 
fast-growing activities, a skilled and growing labour force and substantial EU 
transfers. 

The growth rate of the Irish economy that is presently thought to be sustainable in 
the medium term is around 5% per year. While this is still impressive, the 
extraordinary performance of the second half of the 1990s is unlikely to be repeated. 
The key issue for Ireland is maintaining its competitiveness in the increasingly 
globalised economy and in the enlarged European Union, ensuring that excessive 
wage increases are avoided and that other structural issues are properly addressed. 
From this viewpoint, the challenge for the Irish economy included in the 2003-05 
Broad Economic Policy Guidelines “to achieve a smooth transition from double-digit 
economic growth in the late 1990s to lower, sustainable growth in the years ahead 
by ensuring stable macroeconomic conditions and by strengthening the supply-side 
of the economy” remains valid. 
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