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Executive Summary

Background

Action 1.27 in the Action Plan for Jobs 2012 requires Forfas to ‘benchmark and develop actions to
systematically reduce excessive key business costs or delays’.

This report includes detailed cost profiles to assess the importance of various costs to 17
manufacturing and services sectors. It includes a wide range of benchmarks which measure Ireland’s
cost performance vis-a-vis our key competitors for trade and investment. Finally, it assesses
progress made to date and sets out further actions to reduce excessive business costs. These are
dealt with in seven different cost components:

1. Labour 2. Property 3. Utilities 4. Transport
. 6. Professional 7. General Cost
5. Credit ) .
Services Environment

Key Messages

In the absence of a currency devaluation policy lever to manage short term cost competitiveness
pressures, the policy focus needs to be on achieving enhanced competitiveness through a
combination of cost reductions in key business inputs and enhanced productivity growth®.

Reductions in costs have been achieved across a range of business inputs and Irish cost
competitiveness has improved markedly over the last 3 years or so. The pace of correction is a
reflection of the open and flexible nature of the Irish economy, the depth of the recession, the
weak performance of the euro and policy reforms implemented. Reforms that enable markets to
work more efficiently are the key mechanism to achieve long term improvements in cost
competitiveness.

Much of Ireland’s recent cost competitiveness story can be told through Ireland’s Harmonised
Competitiveness Indicator (HCI) (see Figure 1.1). During the property boom, costs in Ireland rose
dramatically. This is reflected in a 22.5 per cent loss in competitiveness recorded between January
2000 and April 2008. Since then Ireland has regained some of its cost competitiveness as a result of
falls in relative prices and favourable exchange rate movements. From April 2008 to July 2012, Irish
cost competitiveness improved by almost 19 per cent according to the real HCI measure (and 10.6
per cent in nominal HCI terms). Prices have now fallen back to levels last seen in 2002.

The role played by exchange rates, both in terms of the initial deterioration in Irish cost
competitiveness and the more recent competitiveness gains, is important to note. Over half of the
improvement in Ireland’s cost competitiveness since 2008 is accounted for by favourable exchange
rate movements (i.e. a weak euro, making Irish exports cheaper in non-euro markets). At the same
time, one must be cognisant that national data masks significant differences in the pace of sectoral
adjustments.

The importance of the various costs differs significantly across firms. While a high share of total
manufacturing costs are determined internationally, the cost base of internationally trading services
companies is highly dependent on the local cost environment. Similarly, Irish owned firms tend to
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be highly dependent on the local cost environment?. The cost of labour is the most significant driver
of business costs for most firms - particularly for services firms. However, across manufacturing, a
range of other inputs also play an important role - in particular, transport, utilities and property

costs.

Table 1 looks at the individual cost components for enterprise in Ireland by summarising the key
trends. As noted above and as illustrated in Chapter 2, the importance of the various cost
components varies by sub-sector.

Table1: Summary of Enterprise Cost Component Trends in Ireland

Labour
Costs

Property
Costs

Transport
Costs

Utility Costs

Labour costs have fallen marginally since 2008 (Figure 3.1). After a number of years
of declining wage levels, the data suggests that wage growth has resumed of late -
albeit at a lower level than elsewhere in the euro area, meaning that labour cost
competitiveness continues to improve (Figure 3.2). While Irish unit labour costs have
improved significantly, the figures are dominated by the performance of exporting
sectors. The tax wedge in Ireland has been increasing (Figures 3.6-3.9).

Construction costs and rental costs for both office and industrial space have fallen
dramatically for new businesses since the collapse of the property bubble and the
onset of recession - rental costs for office space, for example have declined by 45
per cent between 2007 and 2011 (Figures 4.2-4.5). Of course, many existing
businesses are tied into higher property costs having purchased or leased property
with upward only rent review clauses during the property boom. Labour costs in
construction have reduced over the course of the recession, but perhaps not by as
much as might have been expected. Other property related costs such as stamp duty
on transactions have recently been reduced. Local Authority rates have fallen
marginally in the past three years but significant regional differences remain (Figure
4.6).

In terms of diesel costs, Ireland is the fourth most expensive country in the euro
area (Figure 5.1). Prices for transport related services (e.g. road freight, sea
transport, warehousing) have generally remained relatively stable since 2006 - the
exception being the cost of air transport which has increased significantly since 2010
(Figure 5.3). In terms of the administrative cost to import and export goods to and
from Ireland, Ireland is relatively expensive (Figures 5.4-5.5).

Electricity costs for large energy users and SMEs are the seventh and fourth highest
amongst the euro area 15 countries (Figure 6.1-6.2) respectively. Ireland has the
sixth highest industrial gas prices although Irish prices are 3 per cent below the euro
area average (Figure 6.3). While Ireland is the sixth most expensive location from 15
countries benchmarked, the cost of water for industrial users remained relatively
static since 2007 (Figure 6.4). Water costs also vary significantly by region (Figure
6.5). Waste costs in Ireland remain high, particularly in relation to landfill fees,
reflecting in part the limited availability of other waste treatment options (Figure
6.6-6.7). While the cost of a basket of telephone calls is relatively competitive,
Ireland is expensive in terms of broadband costs - particularly when broadband
quality is considered (Figures 6.8-6.12).




The cost of credit (i.e. interest rates) for new loans to enterprise in Ireland exceeds
the cost in the euro area for a range of loan types and sizes. Loans of up to 1 million
(which are often used as a proxy for the rate for loans to SMES) are over 10 per cent
more expensive in Ireland while loans of over 1 million are almost 15 per cent more
expensive. Irish interest rates for the stock of outstanding loans are lower than the
euro area average (Figures 7.1-7.4).

Credit Costs

The cost of the majority of business and professional services (e.g. computer
programming and consultancy; architecture, engineering and technical testing; and

Business .. . . . .
Service advertising, media representation and market research) in Ireland has fallen since
Costs 2006 (Figure 8.1). The cost of legal services (for solicitor services), however, is the

exception, with legal costs reported by the CSO® to be 12 per cent above 2006 levels
(Figure 8.2).

As evident in the table above, progress is being made in addressing Ireland’s cost competitiveness.
Despite this progress, it is important that we do not become complacent, as:

= [reland remains an expensive location - Chapter 9 which examines the broader cost
environment - primarily using consumer price data - shows that Ireland is the third most
expensive country in the euro area, with consumer prices 12 per cent above the euro area
average. These price levels do not appear to be justified by our income levels (GDP/GNP).
This has an impact upon wage demands, and ultimately on the cost base for enterprise.

= Improvements in cost performance have been strongly related to the weak performance of
the euro - a factor outside of our control, which is subject to change. A significant proportion
of the recorded gains could be quickly eroded if the euro strengthens.

= The pace of cost improvement has slowed considerably in recent months - perhaps related to
the fact that the economy returned to modest growth. Upward price pressures are already
emerging (i.e. rising consumer price inflation, a return to positive, albeit weak, wage
growth).

= Rigidities within the economy persist. High levels of spare capacity (e.g. high unemployment,
excess property, etc.) suggest that costs remain too high and that adjustment is occurring too
slowly.

In terms of domestically driven costs, we are concerned that recent price falls in Ireland are largely
a cyclical response to the Irish and international recession (i.e. reduced demand, spare capacity),
rather than a response to structural changes in the Irish economy. While weak economic growth
continues to moderate inflation in Ireland, structural or policy induced changes are necessary to
ensure that prices do not escalate and erode competitiveness when the Irish economy returns to
stronger growth.

Progress to Date and On-going Initiatives

A range of policy initiatives are in train, which have the potential to support continued
improvement in cost competitiveness. These arise from commitments made in the Action Plan for
Jobs 2012, from the EU-IMF Programme of Financial Support, and from a range of other key policy
documents (e.g. Pathways to Work, etc.). The section below summarises the key policy actions
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currently underway. It is vital that we progress these actions (some with proposed amendments)
and that we monitor their impact to ensure that they have the desired effect:

Labour

The transfer of housing entitlements out of the social welfare system (i.e. linking housing
benefits to income rather than employment status), as proposed would substantially reduce
replacement rates (i.e. the proportion of out-of-work benefits received when unemployed
against take home pay if in work) for those concerned.

The recent enactment of the Industrial Relations Act (reforming the system of sectoral
agreements governing labour market conditions in a range of sectors) when combined with
the expected conclusion of on-going discussions on overtime and Sunday working should
contribute to labour market flexibility and also eliminate barriers to employment creation.

On-going development of up-skilling and retraining solutions to help the unemployed,
particularly focusing on the long term unemployed and other vulnerable groups will improve
labour supply, which in turn will help to maintain labour cost competitiveness.

Property

It is anticipated by the Property Services Regulatory Authority that the commercial leases
database will be in place by early 2013, which will provide important market information to
potential investors.

The enactment and implementation of the Valuations Bill is a critical step in addressing the
costs of commercial rates.

The introduction of an annual broadly based and equitable residential property tax and water
charges for households will broaden the tax base, facilitate the sustainable funding of Local
Authorities and will reduce the need for more economically damaging increases in (for
example) income tax.

The on-going implementation of the recommendations from the Report of the Local
Government Efficiency Review Group should continue to reduce the cost of local government
and deliver further efficiency savings.

Transport

The recently announced additional €2.25 billion domestic infrastructure stimulus package is
welcomed.

There has been significant investment in national transport routes over the past decade and
this has led to significant improvements in connectivity for Irish enterprise (notably the
completion in 2010 of the motorway network from Dublin to Waterford, Cork, Limerick,
Galway and Belfast). However a number of bottlenecks remain®.

Given the limited capital resources available in the short to medium term, it is critical that
we prioritise investment that will support economic recovery and sustainable growth by
contributing to a more effective transport network and reduce transport costs for enterprise.

Once completed, the Department of Transport’s review of ports policy should help to ensure
that Irish firms continue to have good sea access. Similarly, the completion of the port




competition study being undertaken by the Competition Authority is important in ensuring
that sufficient levels of competition exist within and between Irish ports.

Utilities

In terms of utilities, as part of the Action Plan for Jobs 2012, Forfas are currently examining
the manner in which a range of services are regulated. This project is focused on identifying
changes in the regulatory environment which could lead to reduced costs for enterprise.

The recently unveiled National Broadband Plan, which envisages up to €175 million of State
investment, recognises that access to high speed broadband is essential for national
competitiveness. A range of actions are to be implemented to reduce the costs of broadband
rollout.

Credit and Professional Services

Significant reforms and restructuring are underway in the banking sector.

In the area of professional services, the Legal Services Bill is nearing completion and it is
anticipated that this will address many of the existing concerns.

Outstanding Issues

While the progress outlined above is welcome, further action is required to restore Ireland’s cost
competitiveness. The priority outstanding issues are summarised briefly below.

Labour

Ireland needs to enhance wage cost competitiveness across all sectors of the economy - to
achieve this, however, we must relentlessly pursue policies to improve cost competitiveness
and address the continuing high cost of living (see section 9).

We must continue to ensure that replacement rates do not exceed 70 per cent. If changes are
made to personal taxation, social contributions or other social welfare payments, policy
makers must be cognisant of their interaction with and impact upon replacement rates.

To reduce replacement rates there is a need to reform the social welfare system so that
benefits decline in line with the length of time a person is out of work - this would bring
Ireland into line with European approaches to social welfare.

It is important that the impact of the new Industrial Relations Act in terms of promoting
labour cost competitiveness in sectors covered by sectoral wage agreements be assessed in
due course as provided for in the Act 2012.

As more immediately required reforms (relating to social welfare and to sectoral wage
agreements) are completed, consideration should be given to examining the level of the
national minimum wage in relation to younger age cohorts where the unemployment crisis is
greatest.

To encourage employment creation and take-up, there should be no further increases in the
labour tax wedge and when feasible, the marginal labour tax rate should be reduced to below
50 per cent. The introduction of further costs on employment (e.g. changes to sick pay
policy, pension’s policy, etc.) should be considered carefully from a labour cost
competitiveness perspective given the scale of our unemployment crisis.
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Property

A range of initiatives are underway including the development of the commercial lease
database, the enactment of the Valuations Bill, and the introduction of the residential
property tax. It is important that these initiatives are progressed quickly - in particular, the
revaluation process for business rates where the process could be outsourced or self-
assessment used. In order to avoid more economically damaging increases in (for example)
income tax, it will be necessary to achieve a significant revenue stream from annual property
taxes.

Transport

Planning reform is required to reduce planning delays and to enhance the coordination of
infrastructure delivery in a manner that supports the development of a sustainable property
sector. At the same time, local authorities should develop more robust and transparent
charging mechanisms for Local Authority charges that match levies with the economic cost of
providing development.

Taxes and duties on fuel should not be adjusted in response to changes in global fuel prices
(or capped) as this would create further fiscal uncertainty for the State, would adversely
impact upon the revenue collected, and would blunt market signals that encourage
efficiency.

Utilities

There has been a substantial increase in the Public Service Obligation (PSO) levy for peat and
renewable energy in 2012/13; it has increased by 30 per cent from €92.1 million to €132
million. Unless there is a clear economic rationale for maintaining them, subsidies for peat
generated electricity should be discontinued. Prior to potentially converting peat plants to
biomass, a full cost benefit analysis should be undertaken. As a maturing technology, the
price support scheme for onshore wind should be revised so that the price support levels for
new onshore wind projects are phased out over time. While there are potentially significant
enterprise opportunities in emerging energy technologies (e.g. offshore wind/ocean energy),
they should be supported through funding mechanisms for R&D, if deemed competitive.

The recent publication of the new waste policy is welcome. Arising out of this document, we
must proceed rapidly with the proposed reduction in regional formations from 10 to no more
than three for the purpose of developing waste management plans. The development of
waste infrastructure other than landfill (e.g. waste to energy) is a priority for enterprise.

As with waste, the recent publication of a National Broadband Plan is welcome but is not an
end in itself. Rather it sets out a list of actions (including actions relating to planning, the use
of State assets to enhance rollout, actions to reduce broadband rollout costs etc.) which must
now be progressed.

Credit and Professional Services

Looking at the domestic financial market and the current high cost and limited availability of
credit, we must find ways to encourage existing foreign banks to retain lending operations in
Ireland and to attract new entrants in the medium term. In this context, the Competition
Authority should consider the merits of undertaking a review of the barriers to entry,
expansion and exit in retail banking. We must also continue to support the bank’s efforts to
lower their cost structures.



= In the realm of legal services, a number of actions (in addition to the Legal Services Bill)
should be considered - including the creation of a single tier counsel system, and the opening
up of conveyancing to suitably qualified professionals other than solicitors. Reform of court
procedures also offers significant potential to reduce costs.

Broader Consumer Costs and Public Service Costs

=  While consumer prices in Ireland have adjusted downward in recent years, Figure 9.1 shows
that prices remain high relative to most other euro area countries. In 2011 Ireland was the 3"
most expensive location in the euro area for consumer goods and services and Irish prices
were 12 per cent above the euro area average. Housing costs - both to buy and to rent - are
significant determinants of wage demands. Since the bursting of the property bubble, house
prices have adjusted downwards and consequently have become more affordable when
expressed as a ratio of average earnings.

= Health and education consumer costs, where the public sector dominates supply, have
increased at a significantly faster rate that than overall consumer costs since 2000. In 2011,
education costs were 93 per cent above what they were in 2000 while heath costs were
approximately 76 per cent above 2000 prices. There is a heed to maximise value for money,
ensuring that public services are delivered as efficiently and effectively as possible. Available
international data suggests significant potential for improvements. Where cost data is
available, public sector salaries in Ireland are generally higher than in most comparator
countries. Given the need to achieve further reductions in exchequer spending, and the tough
choices confronting policy makers in terms of where cuts can be made, public sector pay
rates, allowances and increments must be examined. Furthermore, government departments
and agencies should be provided with reduced pay budgets within which they must control
headcount, rather than the current assigned headcount target approach.

Conclusion

While Ireland has already regained some cost competitiveness, further progress is required if Ireland
is to return to strong economic and employment growth. To achieve a greater restoration in cost
competitiveness, further price adjustment is required relative to our main competitors.

It is difficult for small open economies, particularly those that share a currency with larger regions,
to control their rate of price inflation, as this is, to a significant degree, determined by events
outside domestic control. Nonetheless, as noted throughout this report, there are a number of
policy levers available to Government which can be used to restore Ireland’s cost competitiveness.

Continued reductions in costs for labour, property, transport, utilities, credit, professional services
and public services would exert downward pressure on overall costs and prices across the economy.
Implementation of these recommendations would represent a major step in ensuring Ireland’s
future competitiveness and prosperity.
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1. Introduction

Action 1.27 in the Action Plan for Jobs 2012 requires Forfas to ‘benchmark and develop actions to
systematically reduce excessive key business costs or delays’. Forfas, having the lead role, was
required to complete this task by the end of Quarter 3, 2012. In delivering on this task, this paper
largely adopts a methodology that Forfas have previously used in their work on assessing the costs
of doing business in Ireland.

Generating sustainable broad based export-led growth is essential to rebuilding our economy. In
order to deliver growth, Ireland’s international competitiveness needs to continue to improve.
Competitiveness is a complex concept and encompasses many different drivers. However, cost
competitiveness is a critical foundation. In the longer term, productivity growth is the preferred
mechanism to improve competitiveness as it can support cost competitiveness in tandem with high
and increasing wage levels®.

A high cost environment weakens competitiveness in a number of ways.
= High costs make Ireland less attractive in terms of foreign direct investment;

= High costs can make firms which rely on domestically sourced inputs less competitive when
they are selling into foreign markets - this is a particular concern for large indigenous
exporting sectors such as the food and drink sector;

= A high cost environment can impact on firms which may not export, but which rely on the
domestic market - their customers (consumers and other firms) may source cheaper inputs
from abroad, rather than from within Ireland, leading to a loss of market share for Irish based
enterprises; and

= More broadly, high costs have implications for the costs of living with knock on implications
for wage demands.

In the absence of a currency devaluation policy lever to manage short term cost competitiveness
pressures, the policy focus needs to be on achieving enhanced competitiveness through cost
reductions in key business inputs and enhanced productivity growth®. The focus of this paper, as the
title suggests, is primarily on direct costs to enterprise. Acknowledging the interlinked nature of all
sectors and elements of the economy, however, reference is made to the wider costs environment
and account is taken of a range of consumer costs.

Finally, it is necessary to note that other Forfas studies will address issues relating to delays in
service provision (e.g. Action 1.28 of the Action Plan for Jobs 2012 relating to actions designed to
improve Ireland’s international competitiveness ranking; Action 1.49 relating to the streamlining of
the various licences required by enterprises in order to conduct their business).
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1.1 Overview of Ireland’s Cost Competitiveness

In the late 1990s and early 2000s, the Irish economy benefited from favourable cost competitiveness
relative to our key competitors. Allied to an advantageous skills and demographic profile, a pro-
enterprise policy regime and a range of other factors, exports and investment boomed, leading to
record rates of economic growth. All of this was supported by relatively high levels of productivity
growth.

In the middle of the last decade, domestic policies combined with cheap international credit to fuel
a consumption and property boom. As a result, costs in Ireland rose dramatically for a range of
inputs and international competitiveness declined.

With the onset of the global economic recession, the weaknesses inherent in the Irish economy were
laid bare, and the effects of the world-wide downturn compounded domestic mistakes. Since 2008,
the Irish economy has undergone significant adjustment. Most obviously, incomes and living
standards have declined sharply as we confront a new economic reality. However, unwinding the
excessive price increases built up during the boom years is challenging.

Much of this narrative is illustrated in Figure 1.1 below, which examines a number of Harmonised
Competitiveness Indicators’. The nominal Harmonised Competitiveness Index (HCI) is a nominal
effective exchange rate for the Irish economy that reflects, on a trade weighted basis, movements
in the exchange rate vis-a-vis 56 trading partners. The real HCI (deflated by consumer prices) takes
into account relative price changes along with exchange rate movements.

Figure 1.1 Harmonised Competitiveness Indicators, 2000-2012 (January 2005=100)

Nominal HCI Real HCI
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Source: Central Bank of Ireland, Forfas calculations

Ireland experienced a 7.7 per cent loss in cost competitiveness (real HCI) between January 2005 and
April 2008 reflecting an appreciation of the euro against the currencies of our trading partners

7 The Central Bank provides a good assessment of the strengths and weakness of various competitiveness indicators. See
O’Brien, D., & Scally, J., Cost Competitiveness and Export Performance of the Irish Economy in Central Bank of Ireland,
Quarterly Bulletin, Q3 2012, July 2012.
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(nominal HCI) and higher price inflation. Since the peak, Ireland has regained some of its
competitiveness because of falls in relative prices and favourable exchange rate movements: from
April 2008 to July 2012, the nominal HCI fell by 10.6 per cent. The real HCI fell by almost 19 per
cent. These recent gains could be quickly eroded if the euro strengthens or if prices increase more
rapidly than in our competitors.

The European Commission also calculates a series of economy-wide price and competitiveness
H H 8.
indices”:

= The nominal effective exchange rate (NEER) or “trade-weighted currency index” tracks
changes in the value of a given country’s currency relative to the currencies of its principal
trading partners®.

= Changes in cost and price competitiveness depend not only on exchange rate movements but
also on cost and price trends. The real effective exchange rate (REER) “relative price and
cost indicator”, aims to assess a country’s price or cost competitiveness relative to its
principal competitors in international markets. It corresponds to the NEER deflated by
selected relative price or cost deflators'®.

The results of the Commission’s analysis are illustrated in Figure 1.2 below. Mirroring Figure 1.1, it
is clear that price levels in Ireland increased rapidly throughout the middle years of the last decade,
peaking in 2008/early 2009. Since then, Ireland’s relative cost competitiveness has improved.

Figure 1.2 Relative Price Indicators for Ireland, 1999-2011
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Source: European Commission**

8 European Commission, Director-General for Economic and Financial Affairs, Price and Cost Competitiveness, Fourth
Quarter 2011, February 2012.

9 The NEER is calculated as a weighted average of the bilateral exchange rates of the relevant currencies.

10 Deflators used in DG ECFIN reports are consumer price indices (CPl and HICP where available), the GDP deflator, the
price deflator of exports of goods and services, and unit labour costs in the economy as a whole and in the manufacturing
sector.

11 Note that within the euro area, there are no currency effects and so there is no need to include data on the NEER
(EU17).
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Against the wider EU27, Ireland REER has declined from 120.4 per cent in Q1 2009 to 109.6 per cent
in Q4 2011 (1999=100), representing an improvement in cost competitiveness. This is primarily a
result of lower rates of inflation than is the case in most other EU member states. Ireland’s REER
vis-a-vis the euro area 17 has also declined over the same period (from 110.2 per cent to 103.5 per
cent).

In summary, following a long period of weakening cost competitiveness, Irish cost competitiveness
has improved since the onset of the recession.

1.2 What Drives Costs?*

During a boom such as Ireland experienced, it is to be expected that prices and costs will increase.
Wealthy countries are generally expensive countries. The high rate of domestic price inflation in
Ireland in recent years partly relates to convergence in Irish and European price levels due to faster
economic growth in Ireland.

Higher inflation due to this ‘convergence effect’ is not, in itself, a major concern, reflecting a
natural rise in the cost of domestic services justified by higher incomes and living standards™.
Analysis by the European Commission, however, has found that even allowing for Ireland’s relatively
high level of GDP per capita, the price level in Ireland prior to the current crisis had been relatively
high in comparison with other euro area economies (see Figure 9.1)**. In GNP per capita terms - a
more realistic measure of income levels (where net factor incomes from the rest of the world are
excluded), Irish price levels were even more out of line compared with the benchmarked countries.

In the past (i.e. during the boom years of the Celtic Tiger), a number of factors contributed to the
rise in costs including:

= Economic overheating caused by pro-cyclical fiscal policy (fast growth in public spending and
tax cuts) while euro area interest rates were low;

= Rapid credit growth and the unsustainable boom in the construction industry;
= The circular impact of rapid house price inflation on wage growth; and

= Regulatory and other restrictions to competition as outlined in various Competition Authority
reports.

With the onset of recession, many of these cost drivers dissipated and Irish cost competitiveness is
back at levels experienced about a decade ago. However, further enhancements in costs
competitiveness are still required. A range of factors persist which threaten to undermine Ireland’s
international cost competitiveness, including:

14
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= Rigidities within the economy persist. High levels of spare capacity (e.g. high unemployment,
excess property, etc.) suggest that costs remain too high and that adjustment is occurring too
slowly.

= The pace of improvement in cost competitiveness has slowed and upward pressures are
emerging (i.e. rising consumer price inflation, positive, albeit weak, growth in wages).

= Exchange rates account for a significant share of the improvements in Ireland’s
competitiveness to date™. A significant proportion of the gains achieved could be quickly
eroded if the euro strengthens - particularly given Ireland’s high levels of non-eurozone
trade. On the other hand, the weakness of the euro has resulted in higher import prices for
goods and services sourced from outside the euro area.

= [t is not clear that cost gains are being driven across the broad economy - i.e. the relatively
small internationally trading manufacturing sector has recorded significant gains®. Costs in
large domestically trading services sectors (e.g. health, education) remain high.

In summary, we are concerned that recent price falls in Ireland are largely a cyclical response to
the Irish and international recession (i.e. reduced demand, spare capacity), rather than a response
to structural changes in the Irish economy. While weak economic growth continues to moderate
inflation in Ireland, structural or policy induced changes are necessary to ensure that prices do not
escalate and erode competitiveness when the Irish economy returns to stronger rates of growth.

1.3 Structure of this Paper

Chapter 2 uses sectoral cost profiles to assess the importance of various costs to 17 sectors. The
cost profiles have been developed using KPMG’s Competitive Alternatives 2012 report. The following
cost components are captured:

= Labour Costs;

= Property (leased facility);

= Utilities;

= Transport;

= Interest and Depreciation;

= Total Taxes (net of grants); and

= Location Insensitive Costs.

Using the Competitive Alternatives study, we have created indicative cost profiles for a number of
sectors, which are of importance to the Irish economy. The profiles provide an indication of the
varying importance of the different cost components to individual sectors. However, it should be
noted that the cost structures of individual firms are likely to vary significantly within sectors.

http://www.irisheconomy.ie/index.php/2012/07/24/regaining-competitiveness/
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Chapter’s 3 to 7 focus on each of the individual location sensitive cost components (excluding
taxation'’). Chapter 8 examines data on professional and business services - a cost category not
captured in the profiles referred to above.

In each of these chapters, a range of internationally comparable cost indicators are collected for
Ireland and a number of key trading partners. Given that the prices of internationally traded
business inputs are set on world markets (e.g. industrial equipment or commodity raw materials),
this report concentrates on the costs that are largely domestically determined such as labour,
property, energy, water, waste, communications and business services. Where comparable data is
available, costs are compared over time. Where possible, Ireland’s cost levels are compared to a
relevant peer group average, the OECD and euro area average or else compared to as wide a group
of countries as possible. The report uses the most up to date internationally comparative cost data.
As much of the data is collected on an annual basis, there may be a time lag in capturing recent
changes in cost levels. Recent changes in Ireland’s cost environment, which are not captured in the
international data, are reflected in the text where applicable.

Finally, Chapter 9 considers the general cost environment - using data from the Consumer Price
Index and the Harmonised Index of Consumer Prices - to provide a broader overview of Ireland’s
cost competitiveness.
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2. Cost Profiles

This chapter assesses the relative importance of key business inputs across the main exporting
sectors. From a competitiveness perspective, it is essential that the Action Plan for Jobs 2013
focuses on reducing costs that comprise a significant percentage of business costs (as set out in this
chapter) and that are out of line with those in competitor countries (chapters three to eight).

2.1 Summary*

The summary cost profiles present a breakdown of the cost components for four sectors -
manufacturing, digital services, broader business services, and research and development (R&D)
services. They illustrate the relative importance of location sensitive and location insensitive costs
(i.e. goods and services produced on international markets where the price is determined by global
supply and demand conditions). A striking, though not unexpected, feature of the comparison is
that relative to manufacturing, location insensitive costs form a smaller component of total costs
for digital (12.5%), services (16.3%) and R&D (13.3%) operations. Over half of the total costs in
manufacturing (54.1%) comprise location insensitive costs. There are, however, significant
differences within manufacturing; 37.1% of total costs in the medical devices sector are location
insensitive compared to 66.6 % in the chemicals sector.

Figure 2.1 Summary Cost Profiles for Manufacturing, Digital, Services and R&D Operations

O Location Insensitive Costs W Labour OProperty (Facility lease)
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100%

90%

80% -

70% -

60% -

50%

40%

Percentage of Costs

30%
20%

10% E—
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Source: KPMG, Competitive Alternatives 2012, Forfas Calculations

18 The cost profiles discussed below have been developed using KPMG’s Competitive Alternatives 2012 report, which uses
case study business operations for 19 different sectors and benchmarks the cost of doing business for these model firms in
a range of countries. Ireland is not included in the study. The benchmarked countries used to calculate the cost profiles are
Australia, Canada, France, Germany, Italy, Japan, Netherlands, the UK and the US. As the profiles are based on a single case
study firm in each sector, the profiles should be regarded as indicative rather than representative of the cost structure

across sectors.
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While not discounting the importance of location insensitive costs, it is nonetheless notable that
Irish-owned companies are generally much more integrated into the domestic economy and
therefore are more sensitive to locally influenced, location sensitive costs. Differences in sectoral
specialisation will also influence spend in the local economy. Forfas data on development agency
assisted exporters'® shows that:

In overall terms, foreign-owned industry spent €20.74 billion on raw materials in 2010, of
which €2.2 billion or 10.6 per cent relates to materials sourced in Ireland (by either
indigenous suppliers or other foreign-owned multinationals in the country). In contrast, Irish-
owned firms spent €11.25 billion on raw materials. In this case, however, 68.4 per cent of
these materials were sourced locally.

A similar story emerges in terms of services inputs - in 2010 foreign owned firms purchased
over €45.4 billion worth of services. 18 per cent of this was sourced in Ireland. While the
value of services purchased by Irish-owned firms is much lower (€4.75 billion), almost 83 per
cent of these services were sourced in Ireland.

In 2010, the total payroll bill of foreign-owned firms amounted to almost €7.58 billion with
manufacturing accounting for €4.74 billion (63 per cent) and services contributing the
remaining balance (37 per cent). Irish-owned companies spent €5.38 billion in 2010 on payroll
costs - €3.48 billion (65 per cent) of which was accounted for by manufacturing firms.

In general, location insensitive costs include inputs for which the price is set in international
markets, such as materials and equipment. As location insensitive costs do not influence decisions
on where to invest, these cost elements have been excluded from the detailed sectoral cost profiles
discussed below®.,
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2.2 Sectoral Cost Profiles

The following sectoral cost profiles provide an indication of the contribution of various location
sensitive cost components to total costs in a number of key sectors. As the profiles are based on a
single case study firm in each sector, the profiles should be regarded as indicative.

2.2.1 Manufacturing Sector Cost Profiles

The contribution of labour costs to total location sensitive costs varies from 47 per cent in the case
study plastics firm to 61 per cent in the case study medical devices firm and 64 per cent in the
telecommunications case study. Transport costs are a major component of locally determined costs
in the aerospace (20%), plastics (19%) and agri-food operations (17%) case studies. Utilities (e.g.
energy, waste, etc.) are also an important cost input for the chemicals (7%) and agri-food (6%) case
studies.

Figure 2.2 Manufacturing Sectors’ Cost Profiles (Location sensitive costs only)
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Source: KPMG, Competitive Alternatives 2012, Forfas Calculations
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2.2.2 Service Sector Cost Profiles

On average, location insensitive costs account for just 16.3 per cent of total cost for the case study
services firms, making services operations highly sensitive to locally determined costs and the value
they offer. In 2011, services exports accounted for 50.9 per cent of total Irish exports compared to
25 per cent in 2001%'. Location insensitive costs have been eliminated from Figure 2.3.

Unsurprisingly, labour costs are the main component of costs in services sectors, accounting for 81.9
per cent of location sensitive costs for professional services and 86.9 per cent of location sensitive
costs for support services (e.g. a shared services centre). Property leasing costs are particularly
significant for professional services operations (10.4%).

Figure 2.3 Services Sectors’ Cost Profiles (Location sensitive costs only)
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Source: KPMG, Competitive Alternatives 2012, Forféas Calculations

21 CSO, Balance of Payment March, 2012.
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2.2.3 Digital Sector Cost Profiles

For the first time, the 2012 KPMG cost profiles examine the digital sector in isolation. The digital
sector includes both digital entertainment and software design - two key sectors in Ireland’s
economy. As with the services sector, location insensitive costs account for a small proportion of
overall costs - 12.5 per cent in this case. Figure 2.4 looks in more detail at the breakdown of
location sensitive costs. Once again, labour represents the largest cost element for firms,
accounting for over 75 per cent of total costs for both digital entertainment and software design.
Tax and property costs are the next two most important costs for the sector.

Figure 2.4 Digital Sectors’ Cost Profiles (Location sensitive costs only)

® Labour O Property(Leasing) @ Transport
m Utilities HEInterest & Depreciation O Taxes
100%
90% -
80% -
70% -
60% -
50% -
40%
30% -
20%
10% -
0% -

Percentage of location sensitive costs

Digital Entertainment Software Design

Source: KPMG, Competitive Alternatives 2012, Forféas Calculations
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2.2.4 R&D Sector Cost Profiles

Labour costs comprise a large component of location sensitive costs for the case study R&D
operations. They account for 93 per cent of costs within the clinical trials firm, 79 per cent within
the product testing operation and 75 per cent within the biotechnology firm. The leasing of
property is a major cost element for these firms also (16.5 per cent for biotechnology, 14 per cent
for product testing). Interest and depreciation charges are also significant for biotechnology and
product testing facilities.

Figure 2.5: R&D Sectors’ Cost Profiles (Location sensitive costs only) %
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Source: KPMG, Competitive Alternatives 2012, Forféas Calculations

In summary:

= While a high share of total manufacturing costs are determined internationally, the cost base
of services companies is highly dependent on the local cost environment.

= The cost of labour is the most significant driver of business costs for most firms - particularly
for services firms.

= Across manufacturing, a range of other inputs also play an important role - in particular,
transport, utilities and property costs.

22 On average, 13.3 per cent of costs for R&D operations are determined on global markets. Of the three R&D sectors
benchmarked in this report, clinical trials operations are the most sensitive to locally determined costs (88%).
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3. Labour Costs

3.1 Summary

Labour costs are the most significant location sensitive cost for all sectors. This section
examines trends in relative labour costs, unit wage costs, and labour tax wedges across a
range of countries.

Labour Cost Growth Rates and Unit Labour Costs

Labour cost growth rates show the change over time in the cost of employing workers.
Ireland’s growth rates exceeded the EU-15 average between 2004 and 2007. However, growth
rates in Irish labour costs slowed significantly since 2008: annual growth of 4.5 per cent was
recorded in 2008; in 2011 wages declined annually by 1.7 per cent. From 2009, Irish labour
cost growth rates have been lower than the EU-27 and euro area-16 average (Figure 3.1).

Figure 3.2 examines total compensation levels for a range of economies®. At €35,856 per
annum, average compensation levels in Ireland in 2011 were higher than average levels in
Germany and the UK. Between 2000 and 2008, the average annual increase in total
compensation per employee was significantly higher in Ireland (5.8%) than the euro area
(3.6%). Between 2008 and 2011, while average employee compensation continued to grow in
the euro area (+4.6%) compensation levels fell in Ireland (-0.9%). Annual data for 2011
suggests that wage growth in Ireland has turned positive. The UK, our largest individual
trading partner, experienced a sharper drop in compensation costs in 2008 and 2009 although
costs have rebounded somewhat since then.

Total labour costs include wages, taxes on income and employer and employee social security
contributions. Ireland has the fourteenth highest total labour costs level in the OECD-28
(Figure 3.3). Ireland has the tenth highest net wage level in the OECD-28, almost 13 per cent
above the OECD-28 average. This is a result, in part, from Ireland’s lower tax wedge on
labour.

Unit labour costs (ULC) measure the average cost of labour per unit of output. In 2005, Irish
ULCs grew by 6.15 per cent (a loss of cost competitiveness), well ahead of both the euro area
and OECD averages (2.16 and 2.09 per cent). Up to and including 2009, significant annual
increases in Irish ULCs were recorded compared with EU and euro area averages. In 2010,
however, real Irish ULCs fell by 4.6 per cent - a substantially larger fall than was recorded for
either the EU or euro area, and representing a competitiveness gain for Ireland (Figure 3.4).
The European Commission expects this trend to continue out to 2013.

At an economy wide level, therefore, Irish labour wage rates adjusted for productivity are
becoming more competitive. It is important to note, however, that ULCs are heavily
influenced by composition effects, reflecting changes in both productivity and costs. Recent
improvements in Ireland's ULCs are a result of a reduction in output from low productivity
sectors, an upturn in high value added export oriented sectors, and a reduction in
compensation per employee®.
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Finally, Figure 3.5 measures statutory monthly minimum wages and minimum wage as a
percentage of the average wage. Ireland has the second highest statutory monthly minimum
wage (€1,461.85) of the 14 countries benchmarked. A number of EU member states operate
non-statutory minimum wage rates on a sectoral basis and have rates, which are significantly
higher than Ireland. The minimum wage is more prevalent in certain locally traded sectors,
notably in hotels and restaurants, wholesale and retail and other locally traded service
industries. When measured as a percentage of the average wage, the minimum wage in
Ireland is ranked eighth highest amongst the 14 countries benchmarked.

Social Security Contributions and Labour Taxation

There are significant disparities across locations in relation to the levels of social security
contributions and labour taxation. Ireland has one of the lowest levels of employers’ social
welfare contributions (Figure 3.10). The Irish rate (9.7%) is significantly lower than the OECD
average (14.8%) and the euro area average (18.8%), which reduces the total cost of employing
workers in Ireland. In many countries, however there is either a cap on employer social
security costs or a reduced rate above a certain income threshold®. In Ireland, a flat rate is
charged on the full salary, therefore as salaries increase, Ireland’s competitiveness position is
quickly eroded.

Ireland’s tax wedge on labour (i.e. the gap between what the employer pays and what the
employee receives) for a married couple (with two children) with a combined salary of 167
per cent of the average wage rose from 16.2 per cent in 2010 to 19 per cent in 2011 (Figure
3.9). The tax wedge is significantly higher for higher income earners - a financial disincentive
for highly skilled internationally mobile workers (Figure 3.8). For a single worker (with no
children) on 167 per cent of the average wage, the tax wedge has increased from 36.4 per
cent in 2010 to 38.7 per cent in 2011 (Figure 3.7). The tax wedge is important from a
competitiveness perspective for a number of reasons - it affects the cost of labour for the
employer, it partly determines labour supply, and it can impact on Ireland’s ability to attract
high skilled labour.
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3.2 Labour Cost Indices and Unit Labour Costs
Figure 3.1: Growth in Labour Cost, 2001-2011
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This indicator shows the
trend in labour cost
growth in Ireland
compared with the euro
area-16 and EU-27.
From a high of 9.1%
growth in 2001, Irish
labour costs have fallen
in both 2010 (-0.6%) and
2011 (-1.7%). This
represents a gain in cost
competitiveness as
labour costs continue to
rise in the EU and euro
area.

Figure 3.2: Total Compensation per Employee Across the Entire Economy, 2000-2011
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Source: Eurostat, National Accounts, Groningen, Total Economy Database

26 Euro area 14 excludes Cyprus, Estonia and Malta.

Between 2000 and 2008,
compensation per
employee rose rapidly in
Ireland (5.8%) compared
to the euro area (3.6%).
Between 2008 and 2011,
average employee
compensation continued
to grow in the euro area
(+4.6% p.a.) while it fell
in Ireland (-0.9% p.a.).
Annual data for 2011
suggests that wage
growth in Ireland has
turned positive following
a couple of years of
decline®.
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Figure 3.3: Average Total Labour Costs and Net Wages, 2011
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Source: OECD, Taxing Wages 2011, OECD Comparative Price Levels 2012, Forfas Calculations

Figure 3.4: Annual Change in Real Unit Labour Cost, 2005 - 2013(f)
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Unit labour costs (ULC)
measure the average
cost of labour per unit of
output. Prior to 2009,
higher annual increases
in ULC’s were recorded
in Ireland than in the EU
and euro area.
Conversely, real Irish
ULC’s (-4.6%) fell by
more than the EU (-1.6%)
and euro area (-1.4%)
averages in 2010. The
European Commission
expects Irish ULCs to
continue to fall out to
2013%.

27 The Universal Social Charge which came into effect on 1% January 2011 is captured in the Irish data.

28 According to the European Commission, the largest declines in relative ULCs were seen in Spain, Ireland and

Greece. Further reductions in ULCs are expected in all three countries in 2012-13. See European Commission,
European Economic Forecast, Spring 2012, European Economy 1/2012.
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Figure 3.5: Monthly Minimum Wage and Minimum Wage as a % of Average Wage, 2012%°
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eighth highest minimum
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Figure 3.6: Average Income, tax plus employees’ and employers’ social security contributions:

Single individual without children, 100% of average earnings, 2011
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Source: OECD, Taxing Wages, 2011

For a single person with
no children on 100 per
cent of the average
wage, the total tax on
labour (the gap between
what the employer pays
and what the employee
receives) is the fifth
lowest in the OECD and
well below the OECD
average of 37 per cent.

29 Data relating to the minimum wage as a percentage of average wages is based on the latest year available

between 2009 and 2011. While the minimum wage level for Ireland relates to 2012, the minimum wage as a

percentage of average wages relates to 2010.
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Figure 3.7: Average Income, tax plus employees’ and employers’ social security contributions:
Single individual without children, 167% of average earnings, 2011
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The total tax on labour
is the 11" lowest in the
OECD for single
individuals with no
children earning 167% of
average earnings, down
from 8™ lowest in 2008.
For this higher income
cohort, the total tax on
labour in Ireland (37.8%)
is much closer to the
OECD average.

Figure 3.8: Average Income, tax plus employees’ and employers’ social security contributions:
Married Couple with two children, 100% of average earnings, 2011
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For married couples with
two children, the total
tax on labour is much
less pronounced at 7.1
per cent. At this level,
Ireland had the second
lowest tax imposition on
labour in the OECD for
this family cohort. This
ranking remained
unchanged relative to
2008.
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Figure 3.9: Average Income, tax plus employees’ and employers’ social security contributions:
Married Couple with two children, 100-67% of average earnings, 2011
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Figure 3.10: Employer and Employee Social Security Contributions, 2011
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19% of total labour costs
for a married couple
with two children
earning 167% average
earnings went towards
tax, up from 14% in
2008. This is below the
OECD average of 31.8%.

Ireland has the fourth
lowest rate of total
social contributions in
the OECD 28. Employer’s
social security
contribution is the 7"
lowest, while employee
contributions are the 2™
lowest. In many
countries, however there
is either a cap on
employer social security
costs or a reduced rate
above a certain income
threshold. In Ireland, a
flat rate is charged on
the full salary, therefore
as salaries increase,
Ireland’s
competitiveness position
is quickly eroded.
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3.3 Policy Focus on Labour Costs

Despite some evidence of reductions in Irish labour costs being recorded over recent years,
wage rates have proven relatively sticky*®. The purpose of this section is to examine the
operation of the Irish labour market and to identify actions, which can improve its operation -
encouraging employment creation and maximising labour supply.

OECD research finds that labour market reform can support labour cost competitiveness and
employment growth. For example, Germany, having implemented significant labour market
reforms in the years preceding the current crisis, has weathered the unemployment crisis
relatively well®:. Cross-country evidence suggests that strong growth in unit labour costs in
the years leading up to the crisis is related to employment losses during the crisis. German
unit labour costs fell from 2000 to 2007, compared to an increase of over 4 per cent per
annum in Ireland®. See Appendix 1 for more details of German labour market reforms.

In 2010, Forfas conducted a review of labour cost competitiveness®. The paper provided an
analysis of labour market costs and their drivers and policy recommendations to improve
labour market efficiency. The paper highlighted that the complex relationship between the
various drivers of wage levels means that coordinated and complementary action is required.
To the greatest extent possible, the market should set wage levels, as opposed to State
interventions determining pay rates, and interventions should be designed with this in mind®.
Building on that research, this paper focuses on three issues, which are presented below in
order of priority:

= Reductions in high replacement rates;
= Reform of the sectoral employment agreements;

= Modifications to the national minimum wage (NMW).

In addition, other issues such as activation and training policies are briefly considered.

3.3.1 Replacement Rates

Jobseekers’ Benefit is designed to offer income maintenance during periods of frictional or
cyclical unemployment, not to serve as an alternative long term source of income®. The
replacement rate measures the proportion of out-of-work benefits received when unemployed
against take home pay if in work. As such, it sets a de facto rather than legal minimum wage.

http://dx.doi.org/10.1787/5k92sn01tzzv-en
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In general, a replacement rate in excess of 70 per cent is considered to act as a disincentive
to work (i.e. if an individual can receive more than 70 per cent of in-work income in benefits,
they will demand a higher wage in the market to retain a monetary incentive to work®).

Forfas has previously highlighted the need to ensure that the social welfare system does not
create poverty traps and has emphasised the need to ensure that unemployed persons do not
become disengaged from the workforce.

A range of actions have been taken in recent budgets to reduce replacement rates, for
example: reductions of at least 4.1 per cent in all social welfare payments made to those of
working age and larger reductions in jobseeker allowance rates for claimants under the age of
25 (2010)*"; changes to tax credits and tax bands along with the introduction of the universal
social charge (2011); entitlement to jobseekers benefit based on a five day rather than a six
day week where a person is working for part of a week (2012).

A report from the ESRI illustrates that approximately 18-19 per cent of unemployed persons
currently in receipt of jobseeker’s benefit or allowance have a replacement rate of 70 per
cent or over®. Secondary benefits, and specifically housing entitlements, are a major
influencing factor on replacement rates. The IMF has also noted that the flat structure of
unemployment payments over time results in replacement rates for the long-term
unemployed that are high by international standards, contributing to low exit rates from the
Live Register®. Continued action on ensuring that replacement rates do not create
impediments to the take up of employment must occur in tandem with improved activation
and up-skilling.

Recommendation: Continuing from measures included in recent budgets, replacement rates
should be addressed, ensuring that all replacement rates move below the 100 per cent mark
and ultimately move towards the 70 per cent benchmark. Policymakers must also be
cognisant of the impact of various policy changes on replacement rates (in particular the
impact of changes to personal tax, social contributions and social welfare payments on
replacement rates).

Responsibility: Department of Social Protection / Department of Finance / Department of
Public Expenditure and Reform

Significant moves have already been taken to address the impact of housing entitlements
upon replacement rates*. Arising out of commitments in the Programme for Government to
review the operation of the Rent Supplement Scheme, proposals to integrate the systems for
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providing rent supplement and social housing support have been advanced*'. The Government
has decided, in principle, to transfer responsibility for the provision of rental assistance to
persons with a long term housing need from the Department of Social Protection (currently
provided through Rent Supplement) to housing authorities using a new Housing Assistance
Payment (HAP)*2.

The effect of this transfer and the introduction of a new form of Housing Assistance Payment
will be to remove a barrier to accessing full-time employment that exists under the Rent
Supplement scheme. Under the new Housing Assistance Payment, the contribution that the
tenant makes towards the rent is based on a means test that links the level of contribution to
the household income, rather than employment status.

Recommendation: The rollout of the Housing Assistance Payment (i.e. decoupling housing
support from social welfare payments) is an essential element in removing barriers to
employment and reducing replacement rates. Once implemented (due to occur by January
2013), the impact of HAP on replacement rates should be monitored to ensure that the
payment successfully reduces barriers to employment, whilst protecting living standards.

Responsibility: Department of Social Protection / Department of Environment, Community
and Local Government

In their September 2012 report, the IMF has noted that in Ireland (in contrast to most other
EU members), unemployment benefits do not vary with the duration of unemployment®. It
was further noted that such a structure can lead to disincentives for a minority of job seekers
(e.g. through the creation of poverty traps). Reform of the social welfare, however, should be
considered in the context of the level of employment opportunities available.

Recommendation: There is a need to reform the social welfare system so that benefits
decline in line with the length of time a person is out of work* - this would be in line with
European approaches to social welfare. The retention of secondary benefits for a period of
time after take up of full time employment (depending on income levels) can reduce the
impact from the loss of social welfare entitlements upon taking up employment. A
comprehensive review of Secondary Benefits Retention arrangements, however, should be
conducted with a view to establishing whether or not they are effective in the long term in
removing barriers to the take up of employment.

Responsibility: Department of Social Protection
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3.3.2 Sectoral Employment Agreements

It is estimated that between 212,000 and 284,000 workers* are covered by either
Employment Regulation Orders (ERO’s) or Regulated Employment Agreements (REA’s)
regarding the terms and conditions of their employment*. An examination of the hourly rates
guaranteed by ERO’s suggests that these agreements are offering a premium of approximately
nine per cent over the NMW rate*’. Current REAs provide for a wage rate well in excess of the
hourly minimum wage.

In 2010, Forfas concluded that elements of the Employment Regulation Orders (EROs) were
resulting in higher wage costs than might be expected given labour market conditions.
Specifically, it was found that clauses contained in EROs, which determine working
conditions, may be imposing more serious costs on employers than the hourly rate prescribed
in such agreements. While much of the power in relation to EROs and REAs rests with
employer and employee representatives, reform of the various collective agreements was
recommended.

Following a High Court Ruling, all Employment Regulation Orders ceased to have statutory
effect from 7 July 2011, As a result, the pay and conditions of employees who start work
after 7 July 2011 was governed by employment legislation such as the minimum wage.
Existing employees who were covered by an ERO have existing contracts of employment,
which govern their pay and conditions of work.

In response, in December 2011, the Minister for Jobs, Enterprise and Innovation published the
Industrial Relations (Amendment) (No. 3) Bill 2011. The purpose of the Bill was to reform the
Joint Labour Committee (JLC)/REA system with the goals of making it more responsive to
changing economic circumstances and labour market conditions and reinstating a system of
protection for workers in these sectors in the aftermath of the High Court ruling. The
principal measures in the legislation provided for:

= JLCs will have the power to set a basic adult rate and two additional higher rates,
based on length of service in the sector or enterprise concerned as well as the
standards and skills recognised for the sector concerned.

= JLCs will no longer set Sunday premium rates. In order to recognise the special status
of Sunday working a statutory Code of Practice will be prepared by the Labour
Relations Commission (LRC) following submissions from employers and trade unions.

= Companies will be able to derogate from EROs and REAs in cases of financial difficulty.
Such derogation will be granted, for a limited period, in cases of proven economic
difficulty, following consultation with the employees.
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= The constitutionality of EROs and REAs would be restored through inclusion of robust
principles and policies.

The Industrial Relations (Amendment) (No. 3) Bill was enacted on 24™ July 2012 and
commenced on 1% August. It is not yet clear what the impact of the Act will be in terms of
improving labour cost competitiveness. In part, this will be determined by the conclusion of
on-going discussions on overtime and Sunday working and uptake of the derogation in cases of
financial difficulty®.

The Minister has also moved to implement a number of additional reforms:

= The Minister has requested the Labour Court to put in train the necessary steps for the
abolition of the three JLCs (the Aerated Waters and Wholesale Bottling; Provender
Milling and Clothing JLCs), on the basis that these sectors have declined considerably in
terms of numbers employed, or have effectively ceased to function as wage fixing
bodies.

= The Minister has also asked the LRC to begin work on the formulation of two Codes of
Practice. The first, on Sunday Working, will provide guidance to employers, employees
and their representatives in sectors covered by Employment Regulation Orders, on
arrangements that may be put in place to comply with the options specified at section
14 of the Organisation of Working Time Act, 1997. The second will address the
standardisation of benefits in the nature of pay - including overtime and the conditions
under which it becomes payable - across sectors covered by JLCs.

The Act provides that the Labour Court will carry reviews of the JLCs, as soon as practicable
after the commencement of the Act. The outcome of these reviews will inform the Labour
Court as to whether any JLC should be maintained in its current form, amalgamated with
another JLC or its establishment order amended.

Recommendation: It is important that impact of the Industrial Relations (Amendment) Act
2012) in terms of promoting labour cost competitiveness be assessed in due course as
provided for in the Industrial Relations (Amendment) Act 2012%°. Likewise, the formulation of
the Codes of Practice relating to Sunday Working and standardisation of benefits (i.e.
overtime) should be completed as quickly as practicable while seeking to enhance labour cost
competitiveness.

Responsibility: Department of Jobs, Enterprise and Innovation / Labour Court / Labour
Relations Commission

3.3.3 National Minimum Wage (NMW)

At first glance, relatively few workers in Ireland are earning the NMW rate - based on data
from the CSO’s National Employment Survey, in October 2007, 4.9 per cent of employees in
Ireland (83,700) were earning €8.65 per hour or less. It is likely that the minimum wage

http://www.finance.gov.ie/documents/publications/other/2012/EU-IMFprog.pdf
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influences wage levels of those who earn close to the NMW rate. For example, the earnings of
another 26 per cent of the labour force are within 1.5 times the NMW.

The NMW impacts on sectors in different ways - sectors such as wholesale and retail, hotels
and restaurants, and other services sectors tend to have significantly more NMW workers than
internationally trading sectors. While the sectors and occupations where the greatest job
losses have occurred generally coincide with the sectors where the NMW is most prevalent
(excluding construction), these sectors have also experienced a major collapse in demand for
their output.

A majority of international studies surveyed by Neumark and Wascher (2007) give a relatively
consistent (although not always statistically significant) indication of negative employment
effects of minimum wages. Of the studies which find a negative relationship between
minimum wages and employment, a 10 per cent increase in the minimum wage typically
reduces employment in the cohort studied by between zero and five per cent™. However,
there is broad agreement that a moderate national minimum wage (e.g., 30-40% of median
wages) can have a positive effect on equality and will have a limited effect on lowering
employment rates for low skilled workers.

Forfas’ earlier work argued that replacement rates and sectoral agreements represent the
primary barriers to labour cost adjustments®. Thereafter, other measures such as changes to
the National Minimum Wage should be considered. The NMW was reduced from €8.65 per
hour to €7.65 per hour as of 1% February 2011 and was subsequently changed back to €8.65
from 1% July 2011. In this context, Forfas believes that consideration should be given to
amending the NMW rate for younger cohorts, given the high levels of youth unemployment.

Recommendation: Consideration should be given to extending the lower NMW rate for
younger workers>*#**, Currently a rate of €6.06 exists for workers less than 18 years of age.
Recognising high levels of youth unemployment, consideration might be given to introducing a
rate lower than €8.65 for all workers aged under 21 or 25 years of age.

Responsibility: Department of Jobs, Enterprise and Innovation
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3.3.4 Activation and Up-skilling

The high levels of unemployment, youth unemployment and long-term unemployment pose a
significant challenge to society, to policymakers, as well as imposing costs on enterprise.
Structural imbalances in the labour market arising from the past dominance of the
construction sector remain.

At the same time, concerns persist about the availability of enterprise relevant skills despite
the unemployment crisis. At present, skills shortages are currently limited to specialised
positions in the information and communications sector (e.g. designers and developers with
specific skill sets such as sophisticated database architecture, JAVA related applications
etc.), in high tech manufacturing (mostly in the biopharma sector), in the financial services
sector (e.qg. risk analysts, credit specialists, actuaries), and in the health sector (e.g. medical
doctors, radiographers, and advanced nursing practitioners)®.

However, the reality is that many unemployed workers are ill-equipped to work in those
sectors most likely to experience employment growth. A major programme of up-skilling and
re-skilling is essential to support growth in employment and to manage labour costs.

In the longer term, Ireland must address long standing participation bottlenecks - historically,
Ireland has had relatively low rates of labour market participation and employment among
certain groups (e.g. females; lone parents; persons with a disability; older workers and
people dependent on welfare).

A number of programmes have been introduced recently, designed to up-skill unemployed
workers, and provide them with practical work based experience. The greater emphasis on
evaluation, targeting, and accreditation which has accompanied the development of recent
programmes (e.g. Jobbridge®® and Springboard®’) is to be welcomed.

Activation measures should primarily aim to improve employability and should be
characterised by:

= |dentifiable labour market/ enterprise needs;

= Ability to target candidates appropriately to programmes based on their abilities, skills
and learning requirements;

= Emphasis on quality assurance and demonstrated progression pathways for the learner -
to employment/self-employment, further/higher education and training;

= Structured internship / opportunities providing work experience opportunities within
enterprise.

There has been some progress in this regard through the rollout of the Springboard
programme and to an even greater extent, with the development of a Higher Diploma Level 8
Conversion Programme in Computing. Such programmes directly link higher education places
with identified enterprise needs and have significant employer engagement in course
development. In the case of the Conversion Programme, companies were involved in the
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selection of candidates for entry to the courses, delivery of aspects of the programme and
the provision of internship placements during the programme. This close education/ industry
engagement increases the prospects of progression to employment on completion of such
programmes and also encourages better engagement of jobseekers in up-skilling and
conversion where the progress paths are clearer. Wider adoption of models such as this should
be considered where evaluations have found positive outcomes. There is also more scope to
align broader education and training provision with the needs of the labour market.

Recommendation: There should be wider adoption of activation programmes which are
linked directly to identified enterprise needs, have significant employer engagement in

course development, selection of candidates, and programme delivery, and which offer
internships to participants.

Responsibility: Department of Social Protection / Department of Education and Skills

3.3.5 Labour Costs: Maintain a Competitive Tax Regime for Labour

A competitive tax regime is essential in attracting and retaining individuals in Ireland and
more generally in terms of encouraging people to remain in or return to the labour market. In
general, the Irish taxation system has been broadly supportive of labour market efficiency.
While Budget 2012 did not increase taxes on labour, increases in personal taxation in 2010
and 2011, however, have eroded cost competitiveness and the incentive to work. Budget 2013
has abolished the weekly PRSI allowance for employees. Higher labour taxes raise the costs of
labour, raise replacement rates (i.e. make work less attractive vis-a-vis social welfare),
reduce take home pay and domestic demand and risk stimulating the informal economy.

In Ireland, the difference between the employers’ cost of hiring an individual and the
individual’s actual take home pay, has widened for all income categories (in particular, as a
result of changes to tax bands and credits and the introduction of the Universal Social Charge)
while the tax wedge in most OECD countries is unchanged or falling®™. The difference is wider
for higher paid workers in Ireland, which is of concern as Ireland competes internationally for
mobile talent.

Another concern is that the level at which individuals start paying the higher rate of tax
(€32,800 for single individuals) is low relative to other countries™. The higher rate of tax
actually impacts on individuals earning less than the average wage®. Marginal tax rates (i.e.
the tax paid on an individual’s last euro of income) are now in excess of 50 per cent for single
individuals earning €32,800 per annum®. It is also important that expenditure changes in
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Budgets do not increase the costs of employment - for example, proposals to introduce a
statutory sick pay scheme.

Recommendation: It is recommended that there are no further increases in the labour tax
wedge. There is a need to flag when it will be feasible to reduce marginal labour rates below
50 per cent. The introduction of further costs on employment (e.g. changes to sick pay
policy, pension’s policy, etc.) should be considered carefully from a labour cost
competitiveness perspective given the scale of our unemployment crises.

Responsibility: Department of Finance/ Department of Social Protection
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4. Property Costs

4.1 Summary

While labour costs dominate business costs, property costs form a significant share of costs -
particularly in service sectors. As outlined in Chapter 2, property costs (as measured by lease
costs) are particularly significant for professional services operations (10.4% of location
sensitive costs).

Construction costs and rental costs for both office and industrial space have fallen
dramatically for new businesses since the collapse of the property bubble and the onset of
recession. Of course, many existing businesses are tied into higher property costs having
purchased or leased property with upward only rent review clauses during the property boom.

Figure 4.1 illustrates the change in capital values for commercial property between 2009 and
2012. With commercial property values approximately 65 per cent below their 2007 peak,
there is some evidence of stabilisation.

The next series of charts consider the costs of both constructing and renting commercial
property. Not surprisingly, construction costs in Ireland have declined markedly over recent
years. The cost of constructing a prime office unit in Ireland has fallen by approximately 32
per cent since the peak of the property boom in 2007 (Figure 4.2), while the costs of
constructing a prime industrial unit (Figure 4.3) have fallen by over 23 per cent between 2007
and 2011.

Looking at Gardiner and Theobald data on building tender price inflation for Ireland, the
impact of the recession is clear to see - tender prices in Ireland fell by 10.4 per cent in 2008,
17.1 per cent in 2009 and 5.8 per cent in 2010 before stabilising. Of the 13 locations
benchmarked, Ireland now is sixth and seventh most expensive in terms of office and
industrial construction costs, respectively.

Looking at Irish earnings data for the construction sector, labour costs have reduced over the
course of the recession, but perhaps not by as much as might have been expected, given the
dramatic reduction in activity. According to CSO data, weekly earnings in construction
declined by almost 11.3 per cent between Q1 2008 and Q1 2012; hourly wages, however,
declined by just 6.7 per cent over the same period - similar to the reduction agreed in the
construction sector REA®. In November 2012, the Labour Court recommended increasing the
previously agreed 7.5 per cent pay cut to 10 per cent®.

In terms of how rents have evolved, Figure 4.4 finds that office rents in Ireland have fallen
substantially over the 2007-2011 period (this figure relates to new contracts only). Office
rents on new leases in Dublin have fallen over 45 per cent. The rate of decline, however, has
stabilised between 2010 and 2011. Dublin is now the sixth cheapest location amongst the 16
locations benchmarked, and is now cheaper than both Frankfurt and Madrid. In terms of
renting a prime industrial site, in 2010 Ireland was the sixth most expensive location out of
the 14 locations benchmarked (Figure 4.5). Cumulatively, industrial rental costs on new
leases fell by almost 37 per cent between their peak in 2007 and 2010.

Commercial rates are a property-based source of income that is levied by local authorities
throughout Ireland on the occupiers of commercial and industrial properties. The annual
commercial rate for each property is calculated by multiplying the annual rate of valuation
(ARV) by the rateable valuation for the property which is determined by the Valuation Office.
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Based on data from the Department of Environment, Community and Local Government, in
2012 the national average ARV declined for the third year in a row (Figure 4.6)

4.2 Property Cost Indicators

Figure 4.1: Quarterly Change in Capital Values in Ireland, 2009-2012
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This indicator illustrates
the change in capital
values in Ireland for a
range of commercial
property classes over the
last number of years.
While negative growth
has been recorded across
all sectors since the
beginning of the
recession (in total
capital values are
approximately 65%
below their 2007 peak),
there is some evidence
of stabilisation®.

64 The positive change recorded in Q4 2011 reflects the reduction in stamp duty in Budget 2011 — a change which
technically moved values up by 3.8 per cent, all other things being equal. In fact, property values increased by 1.2
per cent overall, suggesting that the underlying fall in values would have been -2.6 per cent without the stamp duty

reduction.
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Figure 4.2: Cost of Constructing a Prime Office Unit®®, 2011
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Figure 4.3: Cost of Constructing a Prime Industrial Unit®®, 2011
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Source: Gardiner and Theobald, International Construction Cost Survey

65 Prices quoted are the upper boundary of the cost of the constructing a prime office unit. Prices quoted for the
US reflect the upper boundary cost of constructing a price office unit in New York.

66 Prices quoted are the upper boundary of the cost of the constructing a prime industrial unit. Prices quoted for
the US reflect the upper boundary cost of constructing an industrial unit in New York.
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Figure 4.4: Cost of Renting a Prime Office Unit, 2011
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Figure 4.5: Cost of Renting a Prime Industrial Unit, 2010
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Figure 4.6: Annual Rate of Valuation (ARV) by selected Local Authority®’, 2012
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4.3 Policy Focus on Property Costs

A properly functioning property market is an essential element of a healthy economy. It is
essential that property related costs faced by enterprises already operating in Ireland are
internationally competitive and that potential new entrants are not dissuaded from
establishing in Ireland because of excessive property prices.

Reinvigorating the property market to a sustainable level is also important. Firstly, it offers
the potential to create employment. Secondly, it is clear that the availability of high quality
office space in key locations is starting to fall with implications for attracting new
enterprises® and for property costs as prices are bid up. In this regard, the lower rate of
stamp duty (2 per cent rather than 6 per cent) for non-residential property transactions is
welcome®. Similarly, the introduction of a valuation based residential property tax in 2013
will also represent a move away from transaction based property taxes.

The analysis and recommendations set out below are intended to improve the efficiency of
the Irish property market in order to reduce the costs of doing business in Ireland whilst
simultaneously reducing the potential for future boom-bust cycles by smoothing cycles. The
analysis is divided into a number of categories:
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= Promoting market certainty through better information;
= Managing business property taxes (rates);

= Supporting the sustainable development of the property market over a longer time
horizon.

4.3.1 Market Certainty

Imperfect information can restrict the ability of buyers and sellers to make rational decisions:
unless businesses and consumers feel that they have adequate information to make informed
decisions (e.g. confident that they have up-to-date and accurate information relating to
prevailing market conditions) they will be reluctant to engage with the market. International
experience (e.g. Finland) suggests the provision of detailed, relevant and timely data is a key
element in ensuring an efficiently functioning commercial property market. In the case of
commercial property, the only fairly comprehensive and widely available data is on the Dublin
office market.

The Property Services Regulatory Authority (PSRA) was established on a statutory basis by
Ministerial order under the Property Services (Regulation) Act 2011, which came into effect
on 3" April 2012. As well as being responsible for the licencing of property services providers
(PSPs), investigating complaints against PSPs and imposing sanctions in respect of improper
conduct, and setting various other property related standards, the PSRA is also tasked with:

= The publication of residential property sales prices; and

= The establishment and maintenance of a public database containing relevant details of
letting arrangements and rent reviews in the commercial property market (Section
87)"°.

These measures are designed to help restore confidence in the property market.

Recommendation: It is anticipated by the PRSA that the commercial leases database will be
put in place during the early part of 2013 and that it will contain data relating to leases
entered into after 3 April 2012, Given the dearth of property related data in Ireland, it is
essential that this target is adhered to. There may be merit in extending the database to
cover the purchase of commercial property.

Responsibility: Property Services Regulatory Authority

4.3.2 Managing Business Property Taxes (Rates)

Commercial rates are a form of property tax levied by local authorities on tenants of
commercial properties. These revenues enable Local Authorities to provide services to both
businesses and households. Rates generally account for a relatively small proportion of total
business costs for many businesses’.
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The dependence of local authorities on commercial rates has increased sharply in recent
years due to reduced central government funding and development charges. Despite a
moderation in rates in the last two to three years, the cumulative increase in commercial
rates has been almost double the rate of inflation over the last decade. In absolute terms,
commercial rate revenues grew sharply (7%) in 2012, and as a result of falling rents, rates as a
proportion of rents have increased.

The commercial rates system should be simple, transparent and easy to administer. A broad
based system with a lower nominal rate is preferable to one with a higher rate and a range of
exemptions. In terms of potential reforms, the commercial rates regime should not
discriminate between firms based on ownership, country of origin, sector or performance,
etc. - other taxes are more appropriately designed to account for business performance (e.g.
corporation tax, capital gains, etc.).

Rates are calculated on the basis of property valuations. While a process of revaluation of all
commercial and industrial property started in 2005, this will not be completed until at least
2015. This process is too slow. Significant, expedited reform of the valuations process is
required to ensure that rates valuations are appropriate to current market conditions. In this
regard, the recent publication of the Valuation (Amendment) Bill 2012 is welcome”®.

In the long term, the Government should provide local authorities with sustainable sources of
income from an annual recurring residential property tax and user charges (e.g. water, etc.).

The implementation of the Local Government Efficiency Review Group report is also vitally
important. The report sets out 106 recommendations that could achieve efficiencies and
savings amounting to €500 million, which could be passed on in savings to businesses, citizens
and Central Government™. In response to the report, an implementation group has been
established” and the first Report of the Local Government Efficiency Review (LGER)
Implementation Group was recently published™. According to the Group’s report, savings
from the local government sector attributed to efficiency measures (as opposed to reduction
in activity) amounted to €195 million in the years 2010 and 2011. The on-going focus of the
Group is on achieving further efficiency gains.

Recommendation: The enactment and implementation of the Valuations Bill is critical as the
revaluation process needs to be expedited. The process could be accelerated through the

http://www.environ.ie/en/LocalGovernment/LocalGovernmentEfficiencyReviewGroup/
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introduction of self-assessment (as is the case for many other taxes) or the outsourcing of
valuations. Where properties are revalued, it is important that ARV’s are not allowed to
increase to offset business savings. To ensure that recorded valuations reflect changes in
market value relatively quickly, property values should be updated on a 3-5 year cycle.

Responsibility: Commissioner for Valuations / Department of Public Expenditure and Reform

Recommendation: Progress the decisions to introduce an annual residential property tax and
water charges for households. The speedy introduction of such taxes and charges will assist in
rebalancing Local Authority revenue sources and would help to ensure Local Authorities are
adequately funded in a sustainable manner. In order to avoid more economically damaging
increases in (for example) income tax, and mirroring practices in other advanced economies,
it will be necessary to achieve a significant revenue stream from property taxes.

Responsibility: Department of Finance/ Department of the Environment, Community and
Local Government

Recommendation: Continue to implement the recommendations from the Report of the
Local Government Efficiency Review Group. As efficiency savings are achieved, some of these
should be used to achieve a broad based reduction in rates by directing Local Authorities to
lower their Annual Rate on Valuation.

Responsibility: Department of the Environment, Community and Local Government / Local
Authorities

4.3.3 Rent and Rent Reviews

Commercial leases in Ireland have typically been long-term in nature; often up to 25 years.
The Land Conveyancing and Law Reform Act 2009 was introduced in Ireland to ensure that all
new leases signed from March 2010 contain a provision that rents can be reviewed both
upwards and downwards on review’’. Previously, rents could only normally be reviewed on an
‘upwards only’ basis at review under the terms of lease. While this legislation is welcome, it
cannot assist existing enterprises, tied into long term leases at rates significantly above
current market rates. However, the Government has noted that despite extensive
consideration’, it has not proved possible to develop a targeted scheme to tackle upward
only rent reviews in existing business leases which would not be vulnerable to a legal
challenge or require compensation to be paid to landlords. It remains in the interests of
landlords, however, to renegotiate rents given the risk of losing tenants.

NAMA has also developed a guidance note for dealing with tenants’ difficulties arising from
upward-only rent reviews in relation to its own portfolio of property™. This provides an
opportunity for NAMA to approve rent reductions where it can be shown that rents are in
excess of current market levels and a tenant’s viability is threatened. The guidance note is
designed to facilitate a mutually agreeable process between the landlord owning the property
(albeit as security for a NAMA loan) and the tenant, and also provides for the appointment of
an independent valuation of market rent where necessary. NAMA had received 114
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applications for rent abatements prior to issuing the Guidance Note, of which 113 applications
were approved and one was refused. Between 6" December 2011 and 27" March 2012, NAMA
had received a further 40 applications for rent abatements under the terms of the Guidance
Note. By 27™ March 2012, 5 of these applications were approved; another 2 were ineligible;
and the remaining 33 applications were still under review®.

Separately, the Department of Justice and Law Reform has continued to progress the
recommendations of the Working Group on Transparency in Commercial Rent Reviews since it
reported in July 2010. Businesses can make use of the Rent Review Arbitration Code, which
was drawn up by the Working Group to help to resolve issues at a lower cost, in considerably
less time, and in a less adversarial way for the parties concerned. Parties to a rental
agreement are free to specify that the code should apply in relation to rent review
arbitrations, and use of the code has been endorsed by a number of significant players. The
Working Group recommended that the code be reviewed no later than July 2013.

Recommendation: As per the recommendation of the Working Group on Transparency in
Commercial Rent Reviews, the Rent Review Arbitration Code should be reviewed no later than
July 2013. This review should consider the effectiveness of the code in resolving disputes over
rent reviews, and the degree to which stakeholders are making use of the code.

Responsibility: Department of Justice and Equality

4.3.4 Supporting the Sustainable Development of the Property Market

It is important that policies are put in place now that facilitate investment in and
development of new commercial properties that meet the needs of enterprise. One of the key
issues in terms of sustainable development relates to the manner in which Local Authorities
calculate and implement levies on development.

Firstly, Local Authorities require more prioritised and integrated plans based on realistic
estimates of future development requirements - this would reduce the cost of providing
essential infrastructure. Reductions in construction costs have already reduced these costs. A
move to a more coordinated planning system (as well as the downturn in property values) may
mean that development will no longer take place where there is not already a suitable level
of infrastructure, meaning that levies could be reduced. Reductions in levies may also help
areas to attract inward investment.

In June 2012, draft guidelines for planning authorities on development contributions were
published®. The aim of these draft guidelines is to provide updated guidance on the drawing
up of development contribution schemes to reflect the radical economic changes that have
impacted across all sectors since guidance was last issued 2007. While it is recognised that
the adoption of development contribution schemes is a reserved function of the elected
members of each planning authority, one of the outcomes of the new guidance should be to
achieve a level of consistency in development contribution schemes on a national basis
providing enhanced clarity to inform investment decisions across different Local Authority
areas. It is important that the final set of guidelines which emerge from this process provide
all planning authorities with a consistent step-by-step methodology for the calculation of
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development contributions. Furthermore, development contributions should promote
enterprise, support sustainable development and encourage jobs and growth.

Recommendation: Arising from the new draft guidelines on development contributions, Local
Authorities should develop more robust and transparent charging mechanisms for Local
Authority charges that match levies with the economic cost of providing development®.

Responsibility: Local Authorities

Finally, the issue of planning reform is a recurring theme in any discussion about the
commercial property market. The NCC’s Costs of Doing Business 2011 report contains a range
of actions designed to reduce planning delays and enhance the coordination of infrastructure
delivery. These actions remain relevant and if implemented could have a positive impact
upon construction costs in Ireland.
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5. Transport Costs

5.1 Summary

As noted in Chapter 2, transport costs are a greater concern for the manufacturing sector
(who need to move large quantities of goods in and out of the country - both as inputs and as
finished outputs) than service based sectors. The indicators in this section focus primarily on
the costs of moving freight, rather than the costs of passenger transport. However, we also
review international air transport costs given their importance to services and manufacturing
companies. See Chapter 9 for a broader assessment of costs including consumer costs.

Figure 5.1 examines fuel costs - a particularly vital input cost for the haulage sector and for
firms that rely on them. The cost of 1,000 litres of diesel in Ireland (€1,561) was just above
the average euro area 17 price in August 2012. On this basis, Ireland is the 4™ most expensive
country amongst the 17 euro area countries. The average price of petrol in Ireland was €1,647
per 1,000 litres, making Ireland the 9" most expensive in the euro area.

Figure 5.2 illustrates historic trends for both diesel and unleaded petrol prices in Ireland
(including taxes). European Commission data shows that in August 2012 Government taxes and
duties accounted for 56 per cent of final consumer petrol prices and 51 per cent of diesel
prices.

The CSO’s experimental services producer price index tracks the evolution in prices for a
range of services®. Figure 5.3 focuses on a range of transport and storage indicators®. Since
2006, prices for the majority of these services (e.g. road freight, sea transport, warehousing)
have remained stable or have fallen. The cost of air transport is the exception, with
significant increases recorded, notably since 2010.

The World Bank’s Doing Business report measures the administrative time and cost (excluding
customs tariffs and duties or costs related to ocean transport) associated with exporting and
importing a standardized cargo of goods by ocean transport.

= Figure 5.4 shows that it is more expensive to export a 20-foot container from Ireland
($1,109) than the euro area 17 average ($1,104). In terms of the time taken to
complete the required procedures to export, Ireland (7 days) performs better than the
euro area 17 average (10 days).

= [t is also more expensive to import a 20-foot container into Ireland ($1,121) than the
euro area 17 average ($1,066) (Figure 5.5). At 12 days, the time taken to complete all
of the necessary import procedures also exceeds the euro area average (11 days).

The World Bank also produces export and import cost data which takes account of both
administrative and shipping costs.
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As shown in Figure 5.6, because Ireland is a small country with the majority of
exporters located close to ports and airports, the internal supply chain is short - and
the cost of moving export goods internally as a result is the cheapest in the euro area.
Ireland’s island status, however, makes it more expensive to export when the distance
to the customer is factored in. The cost of moving a 40 foot dry container from its
origin to the buyer was the second most expensive in the euro area.

Figure 5.7 assesses the administrative and shipping costs of importing. The cost of
getting a 40 foot dry container from the port/airport of discharge (in this case Dublin)
to the buyer’s warehouse in Ireland was the joint cheapest in the euro area in 2012.
Once again, the total cost of getting a 40 foot container from the seller’s factory to the
buyer was more expensive - reflecting our geographic location. Ireland was the second
most expensive amongst euro area countries for which data was available.

5.2 Transport Cost Indicators
Figure 5.1 Average Diesel and Petrol Costs per Litre, August 2012
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Figure 5.2 Average Diesel and Petrol Costs per Litre, Ireland, 2007-2012
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Figure 5.3 Trends in Transport Related Prices in Ireland, 2006-Q1 2012
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85 Air transport data is based on data compiled from the CSO’s Consumer Price Index.

Figure 5.2 illustrates
historic trends for both
diesel and unleaded
petrol prices in Ireland
(including taxes and
duties). As of August
2012, European
Commission data
suggests that
Government taxes
account for almost 56%
of petrol prices and 51%
of diesel prices,
compared with EU
averages of 55% and 48%
respectively.

The CSO’s experimental
services producer price
index tracks the
evolution in prices for a
range of services. This
chart focuses on a range
of transport and storage
indicators. Since 2006,
prices for the majority
of these services have
remained stable or have
fallen. The cost of air
transport is the
exception, with
significant increases
recorded, notably since
2010%.
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Figure 5.4 Administrative Costs and Time to Export, 2012%¢
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86 The World Bank’s cost indicator shows the typical fees levied on a 20-foot container in U.S. dollars. All the fees

associated with completing the procedures to export or import the goods are included. These include costs for

documents; administrative fees for customs clearance and technical control; customs broker fees; terminal handling

charges; and inland transport. The cost does not include customs tariffs and duties or costs related to ocean

transport. Only official costs are recorded.

The time for exporting and importing is recorded in calendar days. The time calculation for a procedure starts from

the moment it is initiated and runs until it is completed. If a procedure can be accelerated for an additional cost and

is available to all trading companies, the fastest legal procedure is chosen. Fast-track procedures applying to firms
located in an export processing zone are not taken into account because they are not available to all trading

companies. Ocean transport time is not included.

87 The World Bank methodology assumes that the traded product travels in a dry-cargo, 20-foot, full container,

weighing 10 tons and valued at $20,000. It is further assumed that the product in question does not require

refrigeration or any other special environment and does not require additional safety standards other than

accepted international standards.
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Figure 5.5: Administrative Costs and Time to Import, 2012
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Figure 5.6 Cost of Exporting (administrative and some transport costs )¢, 2012
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Because Ireland is a
small country, the
internal supply chain is
short - and the cost of
moving export goods
internally as a result -
are the cheapest in the
euro area. Ireland’s
island status, however,
makes it more expensive
to export when the total
distance to the customer
is factored in. The cost
of moving a 40 foot dry
container from its origin
to the buyer was the
second most expensive
in the euro area.

88 The costs shown for ‘exporter to port’ reflect typical charges for a 40-foot dry container or a semi-trailer (total

freight including agent fees, port, airport, and other charges). The costs reflect the cost from the point of origin (the

seller’s factory, typically located either in the capital city or in the largest commercial centre) to the port of loading

or equivalent (port/airport), and excluding international shipping. The costs shown for ‘exporter to customer’ (i.e.

the land supply chain) reflect the typical charge for a 40-foot dry container or a semi-trailer (total freight including

agent fees and other charges). Euro area 13 is euro area 16 minus Austria, Luxembourg, and Slovenia.
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Figure 5.7 Cost of Importing, 2012
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5.3 Policy Focus on Transport Costs
5.3.1 Reducing Exporting Costs

Ensuring that goods and services can be exported in a cost competitive manner is critical to
indigenous exports, both manufacturing and internationally traded services. As part of the
Action Plan for Jobs 2012 (Action 1.29), Forfas has been tasked with reviewing the costs of
exporting for Irish firms and to develop an action plan to address these costs. The analysis
below builds upon the preliminary analysis conducted for this study.

Specific Costs Identified

Transport costs are the most significant export cost for firms in the food, manufacturing and
engineering sectors. Ireland operates at a significant cost disadvantage in relation to all
freight transport modes compared to firms located in UK or Continental Europe. Table 2
provides an overview of the cost differential in transport costs, while Table 3 summarises a
range of possible factors, which may explain why Irish transport costs are higher than UK or
Continental costs for all three categories of transportation.
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Table 2: Summary of Cost Differentials between Ireland and the UK/Europe for Shipping®’

Road Freight

Typical journey to the continent
is circa 50% cheaper for a UK
exporter and circa 80% cheaper
for a continental exporter than
an Irish exporter.

Sea Freight

For firms based in both the UK
and Belgium, it is almost 20%
cheaper to ship a 40ft container
to New York and around 30%
cheaper to Shanghai or Hong
Kong than to ship from Ireland.

Air Freight

The cost is at least 10% less from
the UK or continental Europe to
global business destinations
(such as New York, Hong Kong
and Shanghai) when compared to
Ireland.

Table 3: Possible Factors Resulting in Relatively Higher Irish Transportation Costs

Road Freight

Ireland is further from export
markets than firms located in UK
and Continental Europe.

Ireland has higher vehicle
operating costs compared to UK
and Continental Europe.

The opportunity for backloads to
Ireland is more limited than
backloads to the UK or within
Continental Europe.

Diesel costs are higher in Ireland
than in some parts of
Continental Europe e.g. Spain,
Germany, although not the UK.%

Fuel Taxes

Sea Freight

Many containers from Ireland
must first travel to Rotterdam to
connect with worldwide sea
freight routes. This adds to the
cost of the total journey.

Reduced competition on Irish
Sea routes resulting in higher sea
freight costs.

A shortage of containers on Irish
Sea routes.

Air Freight

There is a wider selection of
direct flights at lower cost to
key business destinations from
UK and Continental Europe,
mainly because the volume of
freight traffic justifies the
service.

As the international price of oil increases, this exerts pressure on the price of fuels in
Ireland. As illustrated in Figures 5.1 and 5.2, a large proportion of retail fuel prices are
accounted for by taxes. As a result, pressures have grown to reduce fuel taxes in order to
moderate international prices increases. While reducing taxes could provide temporary relief,
such a move would have a number of negative long term impacts:
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= |t would reduce State revenues - requiring revenues to be raised elsewhere - potentially
through other taxes which may have a more distortionary effect on enterprise
development (e.g. labour taxes).

= It would make State revenues from fuel taxes more uncertain as they would be
dependent on international fuel price developments. It would also make tax policy
more uncertain.

= It would blunt market signals which incentivise the efficient use of scare resources and
the development of alternative fuel sources.

Carbon taxes on certain fossil fuels (excluding peat, coal or agricultural fuels) were
introduced in Budget 2010. Budget 2012 increased the carbon tax from the equivalent of €15
per tonne to €20 per tonne. The primary impact of the carbon tax is on the household sector,
but it also has direct (increased fuel costs™) and indirect (use of third party transport
providers®) costs for enterprise. The Commission on Taxation recommended that the carbon
tax should be based on a standardised measure of CO, content of the energy product, and
that in general there should not be preferential rates of carbon tax. Broadening the tax base
would be preferable to increasing rates further.

Recommendation: The carbon tax should be based on a standardised measure of CO, content
of the energy product. A broad tax base is preferable to a higher rate which includes
preferable, differentiated rates for designated fuels®.

Responsibility: Department of Finance

Finally, in the UK the Office of Fair Trading (OFT) is currently looking into concerns raised
about unfair competition at petrol stations. This investigation follows similar ones in both
Spain and Germany, both of which found evidence of a lack of competition®. There is merit
in the Competition Authority reviewing the outcome of this investigation, which is due to be
completed in January 2013, to see if the OFT’s findings have any relevance for Ireland.

Recommendation: The Competition Authority should review the outcome of the UK’s Office
of Fair Trading investigation into unfair competition at petrol stations, which is due to be

http://www.oft.gov.uk/OFTwork/markets-

work/othermarketswork/road-fuel-CFl/#named2
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completed in January 2013, in order to see if the OFT’s findings have any relevance for
Ireland.

Responsibility: Competition Authority

5.3.2 Investment in Critical Transport Infrastructure

Access to markets is one of the key factors for companies in deciding where to locate. An
efficient and integrated national transport system with adequate capacity, and with levels of
service comparable to other countries with which we compete for investment and trade,
plays an essential role in Ireland’s ability to compete successfully in international markets.
Good transport infrastructure is also essential to supporting labour mobility.

For exporters and importers, good quality international air and sea access coupled with
effective internal connectivity is a key factor in mitigating the impact of Ireland’s peripheral
location in the eyes of potential investors and overseas customers. The key issue for
enterprise is ensuring that we have good international access by air and sea in terms of
locations served, frequency and costs™.

Given the limited capital resources available in the short to medium term, it is critical that
Ireland prioritises investment that will support economic recovery and sustainable growth.
The following sections summarise the key infrastructural investments required to support Irish
enterprise. These investments are broken out into domestic, sea and air transport
requirements®.

Domestic Transport Infrastructure

In terms of domestic transport infrastructure, Forfas has identified a range of priority road
and rail projects®’:

= The completion of the Cork and Galway ring roads and two sections of the Atlantic
Corridor (Gort - Tuam and Croom - Mallow) which will improve mobility of people and
goods in and between Ireland’s main regional cities. They would also improve access to
Cork and Shannon airports and Shannon - Foynes and Cork ports for the south west,
mid-west and west regions;

= Other enterprise road priorities include the N28 Cork to Ringaskiddy upgrade and the
N22 Macroom/Ballyvourney by-pass.

= Completing the Atlantic corridor from Galway to Waterford remains an important
medium term priority to support sustained economic growth and job creation.

= Improving public transport in the key urban centres is critical to improve mobility for
all transport users. A selective continued investment in the options (as between bus
and rail) with the highest economic and social returns, based on a full cost benefit
analysis, to improve public transport in the key urban centres is required.
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= Reform of the regulatory framework for public transport, particularly in urban bus
services, to promote competition for routes and ensure quality services in terms of
routes served and frequency of service is required.

= Greater clarity is needed on Ireland’s rail freight policy objectives, including rail
freight’s role as part of an integrated transport system across all modes of transport.

Reducing Sea Transport Costs

As an island nation, we are hugely dependent on ports and shipping to transport goods to and
from the country. Approximately 99 per cent of Irish merchandise exports and imports (by
weight) are transported by sea which highlights the economic significance of Irish ports. Ports
play a vital role in the exporting of goods produced in Ireland and as such represent a key
cost and infrastructure for our exporting companies®. If port services are inefficient, the cost
of using them will be higher than it would otherwise be.

Recommendation: The review of ports policy from the Department of Transport is of
paramount importance. In particular, the strategy which emerges from this review must (i)
ensure that Irish ports are market focused; (ii) encourage and facilitate investment; and (iii)
promote competition®.

Responsibility: Department of Transport

The increasing international shipping trend toward larger vessels has clear potential to impact
on the ability of Irish ports to continue to offer the current range and frequency of services
unless adequate deeper water facilities are provided. If deeper water facilities are not
provided in the medium term, this will lead to a reduction in the number of routes and
services to and from ports on the island of Ireland, and an increase in costs because of the
reduced capacity. A number of Irish ports, including Dublin, do have the potential to provide
deeper water services.

Recommendation: In the long term, we need to develop deep water facilities at Irish ports to
accommodate the international trend toward larger shipping vessels and ensure that Irish
importers and exporters continue to have access to a wide range and frequency of port
services at competitive prices. Consideration should also be given to creating the regulatory
environment to develop Ireland’s potential as an entrepot port (e.g. setting out a clear
framework ensuring port companies are autonomous and commercial companies).

Responsibility: Department of Transport
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Reducing Air Transport Costs

As noted earlier, air transport costs in Ireland have increased significantly over recent years.
While much of this increase has arisen as a result of the increase in international fuel prices,
opportunity exists to address cost factors arising elsewhere'®.

Ireland’s aviation policy supports the liberalisation of international aviation markets to the
fullest extent possible. A key component of this policy is to pursue the conclusion of liberal
air transport agreements, at both the national and EU levels, to remove regulatory
impediments to the inauguration of new air services and to improve connectivity and services
and to ensure competitive pricing.

Driven by the recession, the number of flights in and out of Ireland has fallen in recent years.
Convery has noted that the two airlines now dominate Europe-based traffic into and out of
Ireland'®*. They account for over 80 per cent of traffic out of Dublin. In addition, he notes
that on 24™ July 2012, out of 66 routes operated by Aer Lingus from Dublin, 31 are also
contested by Ryanair; the average price for a contested flight is €125.75, compared to
€145.76 for an uncontested flight. Ryanair is currently endeavouring to buy Aer Lingus
outright. The European Commission opened an in-depth investigation into proposed
acquisition. The Commission’s initial assessment indicates ‘potential competition concerns’.
The Commission will now investigate the proposed merger in greater depth to determine
whether these initial concerns are confirmed or not. From an enterprise development
perspective, it is essential that privatisation policy protects and promotes competition in the
market, ensures that investment and regional development is promoted and that regulatory
capabilities are sufficiently advanced to achieve public policy goals.

Recommendation: It is essential that we maintain competition in the airline market. Should
the State share of Aer Lingus be sold, maintaining and developing competition, and expanding
the network of routes should be a key criterion in the sale process.

Responsibility: Department of Transport / Department of Finance
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6. Utility Costs

6.1 Summary

This section focuses on a range of utility costs - notably energy, environmental services
(waste and water) and communication costs.

Energy costs are a particularly important cost factor for some manufacturing sectors such as
chemicals and agri-food. Figure 6.1 shows that electricity costs for large energy users in
Ireland are the 7™ highest amongst the euro area 15 countries. Electricity costs for SMEs in
Ireland are now amongst the highest in the euro area - 4™ most expensive in the euro area
behind prices in Cyprus, Malta and Italy (Figure 6.2).

Gas also provides a substantial proportion of the energy needs of enterprise. In 2011, Ireland
had the sixth highest industrial gas prices (€10.96 per gigajoule) although Irish prices are 3
per cent below the euro area average (€11.33).

Moving onto the indicators measuring the cost of environmental utilities (i.e. waste and water
services), Figure 6.4 examines the price paid by enterprise for water. The data examines
water costs for industrial users but does not include the cost of waste water services. While
Ireland is the 6™ most expensive location from 15 countries benchmarked, the cost of water
for industrial users in Ireland remained relatively static since 2007. In 2010, the average cost
of water per meter cubed for industrial users in Ireland was €1.14. Figure 6.5 displays water
cost data for Ireland by Local Authority region. There is considerable variation in costs across
the country.

Figure 6.6 looks at the cost of landfill. In 2012, the average market rate for non-hazardous
landfill was €35-45 per tonne (excluding the levy) compared to €112 in 2010. However, the
landfill levy in Ireland has increased significantly in recent years, from €30 in 2010 to €65 in
July 2012. Further increases in the levy are planned - from €65 to €75 per tonne from July
2013. Of the benchmarked countries, Ireland had the fifth highest landfill costs (including
levies) in 2012. Figure 6.7 presents data on the average cost of thermal treatment for non-
hazardous industrial waste. Ireland had the third highest non-hazardous thermal treatment
gate fees (including levies) in 2012.

Finally, looking at range of communications cost indicators, Figure 6.8 measures the average
broadband monthly price per advertised megabit for each country. The average price in
Ireland is US$ 3.88 per advertised megabit which is 7 per cent higher than the OECD average.
Of the benchmarked countries Ireland is the third most expensive. Figure 6.9 shows the
fastest download speed available to business, the accompanying upload speed provided and
the annual cost per package (excluding VAT). In Ireland, the cost of the fastest broadband
connection available to business was the second highest among countries benchmarked, while
the corresponding download speed with this connection was the 6™ highest.

The final three indicators examine the cost of various baskets of telephone calls. Figure 6.10
measures the cost of a business basket of 260 calls excluding VAT in February 2012. Ireland is
the third cheapest location in the euro area for a business basket of calls. When international
call are included (Figure 6.11), Ireland slips down the rankings slightly to become the fourth
cheapest location. Finally, Figure 6.12 looks at the cost of mobile calls. The monthly cost of a
high usage mobile package (300 calls) in Ireland was seventh highest among the euro area
countries benchmarked and above the euro area average in 2012.
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6.2 Energy Cost Indicators
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Figure 6.1: Industrial Electricity Prices for Large Energy Users (excluding VAT), 2011'%2
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Despite falling by over
25% since 2008,
electricity costs for large
industrial users in
Ireland are seventh most
expensive among the
euro area 15 countries.
The temporary rebate
introduced for large
electricity users in 2010
and which has had a
positive impact upon
prices, is being phased
out in 2012.

102 Electricity prices for large users are based on an annual consumption of 2,000 to 20,000 MWh. Data refer to
half-yearly prices for H2 each year. Euro area 15 excludes Luxembourg for H2 2008, and excludes Austria for H2

2011.
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Figure 6.2: Industrial Electricity Prices for SMEs (excluding VAT), 2011'®
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Figure 6.3: Industrial Gas Prices (excluding VAT), 2011'%
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103 Electricity prices for SMEs are based on an annual consumption of 500 to 2,000 MWh. Data refer to half-yearly
prices for H2 each year. Euro area 15 excludes Italy in H2 2008 and Austria in H2 2011.

104 Based on band 13: 10 000 GJ < Consumption < 100 000 GJ.
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6.3

Figure 6.4 Water Costs, 2010'%
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This chart examines
water costs for industrial
users but does not
include the cost of waste
water services. While
Ireland is the 6™ most
expensive location, the
cost of water for
industrial users in
Ireland remained
relatively static since
2007. In 2010, the
average cost of water
per meter cubed for
industrial users in
Ireland was €1.14.

Source: EIU World Investment Service, D/Environment, Community and Local Government

Figure 6.5 Water Costs in Ireland by Local Authority, 2010
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Figure 6.5 displays water
cost data for Ireland by
Local Authority region.
Data is broken out
according to water and
waste water charges. In
the case of a number of
local authorities
(Kildare, Dublin City,
Fingal, South Dublin,
Louth and Carlow) only
consolidated cost data
was available. It is
noticeable that there
are significant variations
in charges across the
country.

105 Economist Intelligence Unit data on water contains a consolidated figure for both water and waste water costs.

For methodological reasons, Irish data sourced from the Department of the Environment for 2007, and from the

Office for Local Authority Management for 2010, has been substituted for EIU data. The average cost of waste

water services (not included in figure 4.37) in Ireland in 2010 was €1.24 in 2010, bringing the average consolidated

water services charge per metre cubed to €2.37.
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Figure 6.6: Landfill Gate Fees (incl. levy) for Non-hazardous Waste (€ per tonne), 2012'%
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Figure 6.7: Non Hazardous Thermal Treatment Gate Fees (incl. Levy)
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Since 2010, Irish landfill
gate fees have fallen
sharply. In 2012, the
average market rate for
non-hazardous landfill
was €35-45 per tonne
(excluding the levy)
compared to €112 in
2010. The landfill levy
in Ireland has increased
significantly in recent
years, from €30 in 2010
to €65 in July 2012. Of
the benchmarked
countries, Ireland had
the fifth highest landfill
costs (including levies) in
2012.

in € per tonne,

Ireland had the third
highest non-hazardous
thermal treatment gate
fees (including levies) in
2012. Gate fees differ in
some countries for the
biological treatment of
food and green waste).
In Ireland in 2012, gate
fees for the biological
treatment of food waste
were €76 per tonne
compared to €15.60 per
tonne in Flanders and
€50 per tonne in the
Netherlands. Irish gate
fees for green waste
were €31 per tonne in
2012.
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6.4 Communications Cost Indicators

Figure 6.8: Average Price of Mbit per Second, US$ PPP, September 2011
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Figure 6.8 measures the
average broadband
monthly price per
advertised megabit for
each country. The
average price in Ireland
is US$3.88 which is 7%
higher than the OECD
average and 27% higher
than the euro area-14
average'®. Of the
benchmarked countries
Ireland is the third most
expensive.

Figure 6.9: Fastest Advertised Broadband Connection'® and Annual Cost (excluding VAT), 2012
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108 Euro area 14 excludes Cyprus, Greece and Malta.
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This indicator shows the
fastest download speed
available to business,
the accompanying
upload speed provided
and the annual cost per
package (excluding VAT).
The cost of the fastest
broadband connection
available to business in
Ireland was the second
highest among countries
benchmarked, while the
corresponding download
speed with this
connection was the 6™
highest.

109 This data reflects advertised business connections only. They do not take into account connections which may

be provided to business arising from direct negotiations with service providers.
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Figure 6.10: Business Basket of Calls (260 calls excluding VAT), US$, 2012'°
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This indicator measures
the cost of a business
basket of calls excluding
VAT in February 2012.
According to this metric
Ireland is the third
cheapest location in the
euro area for a business
basket of calls.

Figure 6.11: Business Basket of Calls including International Calls (260 calls excluding VAT), US
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Figure 6.11 measures the
cost of a business basket
of calls, including
international calls in
February 2012. When the
international element is
included, Ireland slips
down the rankings
slightly to become the
fourth cheapest location
in the euro area for
business calls.

110 Euro area 14 is the euro area 16 minus Cyprus and Malta. To allow for comparability with figure 6.10 countries,

this figure does not contain the international element of the PSTN basket.

111 Euro area 14 excludes Cyprus, Estonia and Malta.
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Figure 6.12: Monthly Mobile Telephone Costs, High Usage Post Paid Basket (300 calls''? excluding
VAT), US $, 2012
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6.5 Focus on Regulation of Utilities

Regulation by or on behalf of the State plays an essential role in ensuring that economic
activity by individual economic actors is consistent with wider national policy objectives,
including consumer protection, environmental quality, provision of essential services,
competition and health and safety. Whether expressed through primary or secondary
legislation, or through the activities and determinations of sectoral regulators, regulation is
the means by which society’s priorities can be safeguarded in the operation of economic
markets.

A range of utilities are already regulated to some degree by the State - others are due to be
regulated in the near future. As a result, the State can to a degree affect the cost of the
delivery of these business services. In order to enhance cost competitiveness, under action
1.31 in the Action Plan for Jobs 2012, Forfas has undertaken a study to:

= |dentify the regulated sectors that are important input costs for enterprise;

= Benchmark the relevant Irish costs vis-a-vis our key competitors and suitable
comparator countries;

= Assess the drivers of costs (including the role of sectoral regulation) in the
benchmarked sectors, particularly in cases where Irish costs have been found to be out
of line with competitor norms;
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= Examine the functions and structures of the sectoral regulators and their impact on
cost competitiveness; and

= Develop recommendations to improve sectoral cost competitiveness.

There are a number of areas where reforms to the manner in which the regulators operate
could deliver improvements in Ireland’s cost competitiveness. For example:

= Mandates - it is worth considering whether attaching greater importance to consumer
interests (both business and individuals) and/or competitiveness would have a positive
impact upon price.

= Efficiency - consider whether the regulators are optimally empowered to drive
efficiencies in the utilities and services they are regulating.

= Benchmarking can play a key role in driving efficiencies - in particular, international
benchmarks relating to key metrics such as prices, quality (as assessed by customer),
and environmental performance would lead to more informed decision making.

= Transparency - it is important that regulators are seen to operate in a transparent
manner at all times and that decisions are reached in a manner free from inappropriate
external influence.

= Enforcement - ensure that the regulators are equipped with appropriate tools to pursue
their objectives.

= Consultation - enhanced levels of consultation prior to decisions being made - to
improve all parties understanding of the issues, particularly business and domestic
users.

= Appeals - reform of the appeals process in relation to decisions by the regulator - to
reduce time delays which add to uncertainty and increase capital costs.

6.6 Energy Policy

A reliable and competitively priced supply of energy is vital for business and its ability to
compete successfully in international markets. From a national competitiveness perspective,
the challenge facing Ireland is to reduce energy costs while delivering on our security of
supply and environmental sustainability objectives. While the previous section dealt with the
regulation of various utilities - including energy - this section considers those aspects of
energy pricing that can be influenced through domestic policy. Many of these issues have
been considered in detail previously in Forfas and National Competitiveness Council papers.

The EU-IMF Programme for Financial Support for Ireland required an assessment of the
efficiency of the Irish electricity and gas markets, which was completed by the International
Energy Agency (IEA) as part of its recent review of Irish energy policy***. The IEA
recommended that Ireland should continue to review the electricity market both in terms of
the depth of State involvement in the sector and also the unbundling of the incumbent’s
vertically integrated assets. The 2011 OECD Economic Survey of Ireland made similar
recommendations, in particular it recommended that some of ESB’s price setting generation

plant should be divested to reduce ESB’s dominance and increase competition'*.
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Forfas notes that the Government decided in July 2011 that the ownership of the electricity
transmission assets is to remain with ESB Networks while the operation and development of
the transmission system will continue to be the responsibility of EirGrid. This decision has
been considered by the SEM Committee and is now with the European Commission''®. Further,
on the sale of State assets, the Government decided in 2012 to pursue an asset disposal
strategy that includes some of ESB’s non-strategic power generation capacity.

There has been a substantial increase in the Public Service Obligation (PSO) levy for
2012713 it has increased by 30 per cent from €92.1 million to €132 million'*®. The subsidies
to peat generation have increased from €40.4 million in 2011/2012 to €52 million while the
renewable supports (mainly wind) are up from €35.8 million to €56 million''°. The Action Plan
for Jobs 2012 required DCENR to undertake a review of the peat public service obligation to
reduce costs while ensuring security of supply and meeting any legal commitments (Action
1.14). The review has been completed and is being considered by DCENR.

Recommendation: In the context of the significant additional costs for consumers arising
from the peat PSO, unless there is a clear economic rationale for maintaining them, subsidies
for peat generated electricity should be discontinued.

Responsibility: Department of Communications, Energy and Natural Resources

Recommendation: Prior to potentially converting peat plants to biomass, a full cost benefit
analysis of the implications for Irish electricity prices and energy security and sustainability
should be undertaken.

Responsibility: Department of Communications, Energy and Natural Resources

Recommendation: As a maturing technology, the price support scheme for onshore wind
should be revised so that the price support levels for new onshore wind projects are phased
out over time. While there are potentially significant enterprise opportunities in emerging
energy technologies (e.g. offshore wind/ocean energy), they should be funded through
funding mechanisms for R&D, if deemed competitive, rather than by energy customers

through expensive guaranteed price supports*®.
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Responsibility: Department of Communications, Energy and Natural Resources

Recommendation: Review the objectives and operation of the capacity payment mechanism:
Since the existing mechanism was introduced, the capacity payment model has evolved
internationally. Potential exists to learn from recent international developments (e.g. New
England), and revise the capacity payment mechanism in the all island market to encourage
investment and to deal with intermittency. We need to ensure that the capacity mechanism
provides certainty for investors, offers electricity customers value for money and delivers the
flexible generation capacity required to support an increasing amount of wind on the system.

Responsibility: Department of Communications, Energy and Natural Resources

Recommendation: Assess the effectiveness of the Government statement on the strategic
importance of energy infrastructure in delivering key projects in a timely fashion. Delays in
completing the North-South electricity interconnector are negatively affecting the efficient
functioning of the SEM and are estimated to be costing approximately €20-30 million per
annum, which means higher costs for Irish electricity consumers'?!. Placing high-tension
transmission lines overhead, as opposed to underground, provides a technically superior

solution at a fraction of the cost to all energy users*?.

Following much debate on whether high tension cables should be placed underground or
overhead, Government recently issued a policy statement which reiterates the strategic

importance of energy infrastructure investment to meet future economic and social goals'*.

The policy statement provides clarity for planning authorities to ensure the timely delivery of
that infrastructure while also addressing social acceptance issues. It is critical that the
effectiveness of the provisions set out in the Government statement are assessed in due
course to ensure that the significant energy infrastructure investment (e.g. north-south
interconnector, proposed Grid Link project) needed to support future growth and
competitiveness is being delivered in a timely and cost allocative fashion.

Responsibility: Department of Communications, Energy and Natural Resources

In spite of Ireland’s ambitious plans to increase the use of renewable energy sources,
Ireland’s reliance on gas as a primary fuel source for electricity generation is likely to
continue in the medium to longer term.
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Recommendation: It is critical that the new energy policy framework to be developed by the
Department of Communications, Energy and Natural Resources facilitates the development of
gas storage and new and diverse sources of gas (e.g. fracking) to ensure that Ireland has a
cost-effective, secure and diverse electricity fuel mix in the future.

Responsibility: Department of Communications, Energy and Natural Resources

Finally, reducing energy use is one of the most effective ways for companies to reduce their
energy costs.

Recommendation: Continued and enhanced efforts are required by Government
departments, enterprise agencies and business representative associations to ensure that
businesses are fully aware of how best to reduce their energy use. Actions to improve
domestic energy efficiency (e.g. smart metering, retrofitting of homes) also need to be
progressed as reducing peak domestic electricity use will lead to benefits for all users.

Responsibilities: Government departments, enterprise agencies, business representative
associations, Sustainable Energy Authority of Ireland

6.7 Communications Policy

Ireland’s small and dispersed population does not make the economics of broadband rollout
attractive relative to many other countries. The National Broadband Strategy commits the
Government to a range of actions that will facilitate the more efficient rollout of
infrastructure and maximise the use of existing State assets.

In considering the broadband needs of enterprise, it is important to note cost is not the only
factor that concerns enterprise - access to high speed broadband is also essential. The best

solution for delivering competitively priced advanced broadband services, which are critical
for enterprise development and job creation, is that the market invests but in the event the
market does not deliver, the State will need to intervene.

Recommendation: It is critical that the State investments committed to in the new national
broadband strategy for Ireland (€175 million) are delivered according to the timelines set
out™*. One of the most pressing actions will be the national mapping exercise, which will
determine where State intervention is required.

Responsibility: Department of Communications, Energy and Natural Resources

As well as providing details on the Government’s funding commitments, the National
Broadband Strategy outlines a range of actions designed to reduce cost and to remove
barriers to commercial investment, including:

= The establishment of a working group within the Department of Transport, Tourism and
Sport to address the policy aspects of any barriers that impact on the deployment of
telecommunications infrastructure by agencies under its remit. The group will consider
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timely and standardised processing of permit applications for telecommunications
infrastructure as well as applications for street infrastructure such as street cabinets
and the installation of underground telecommunications infrastructure;

= The Department of Communications, Energy and Natural Resources (DCENR) will
establish a working group comprising of industry representatives, the Department of
the Environment, Community and Local Government (DECLG) and local authorities with
a view to agreeing a code of enhanced communication between industry, local
authorities and communities aimed at addressing public concerns in relation to
broadband infrastructure.

In order to maximise the use of existing State assets, the National Broadband Strategy
requests that:

=  NewERA will assess the relevant assets owned and operated by State entities, both
commercial and non-commercial, with a view to determining the extent to which the
opportunities exist to enhance the rollout of high speed broadband on a commercial
basis. Industry is also being asked to identify what gaps exist in relation to
infrastructure provision.

= Government Departments consider the property and other assets owned by the State,
which have the potential to assist in the rollout of broadband services. Models for the
deployment of key assets owned by non-commercial entities will be explored over the
coming months, in consultation with the entities and industry with a view to optimising
access for telecoms infrastructure.

Recommendation: Progress on the actions outlined in the National Broadband Strategy must
be carefully monitored to ensure that timely implementation is achieved and to ensure that
the actions have the desired outcomes.

Responsibility: Department of Communications, Energy and Natural Resources

6.8 Waste Policy

Ireland has long needed to develop a new waste policy that delivers sustainable, cost
effective waste treatment options to meet the needs of enterprise and the residential sector
and promotes waste prevention. In light of this, the recent publication of the Government’s
new waste management policy is particularly timely'*®. A Resource Opportunity sets out a
number of guiding principles which will shape policy henceforth - placing prevention and
waste minimisation at the forefront of waste policy; ensuring that Ireland extracts the
maximum value from waste (whether through reuse, recycling or recovery); and using landfill
only as a last resource.

The policy document provides certainty in relation to the regulation of the household waste
market and in an especially welcome move, provides for the streamlining of waste
management planning - the reduction in regional formations from 10 to no more than three
will deliver a more cost effective and efficient system. The re-commitment to the

72



FORFAS COSTS OF DOING BUSINESS

implementation of the waste hierarchy and the prioritisation of waste prevention and
minimisation are also positive developments.

Recommendation: Achieving the objectives and measures outlined in the Government’s
Waste Management Policy document is of paramount importance. In particular, the reduction
in regional formations from 10 to no more than three should be prioritised in order to
generate the economies of scale necessary to incentivise private investment in waste
infrastructure.

Responsibilities: Local Authorities / Department of the Environment, Community and Local
Government

From an enterprise perspective, however, concerns remain. Firstly, Ireland has limited waste
management infrastructure options compared with international competitors, which is
leading to an on-going heavy reliance on landfill. Irish enterprise needs a range of waste
treatment options across the waste management hierarchy and delivering such infrastructure
is a key priority. While the policy is explicitly predicated on the EU’s waste hierarchy, it will
take time to deliver the necessary investment to provide a sufficient stock of alternate waste
infrastructure to minimise Ireland’s reliance on landfill.

As a result, waste management costs remain an issue for Irish businesses, particularly when
increased regulations such as those requiring separation of waste and increased recycling are
impacting on their bottom line. Although landfill costs in Ireland have moderated
significantly, advertised prices and prices which can be negotiated in the market remain
comparatively high, and gate fees in Ireland for food waste remain amongst the highest of the
benchmarked countries and regions.

Recommendation: Reflecting the currently limited options available in Ireland, future
increases in the landfill levy should be cognisant of their impact on cost competitiveness and
should be set at a level that reflects the pricing of externalities (environmental and other
damage caused by landfill such as remedial treatment costs and emissions).

Responsibility: Department of the Environment, Community and Local Government

A second key concern relates to developments at EU level - EU legislation continues to be a
major driver of waste policy through, for example, the Waste Framework Directive, the
Landfill Directive, and the producer responsibility initiative etc. The new national waste
policy, however, makes no reference to the fact that the European Commission (EC) plans to
have new, more ambitious EU waste targets agreed by 2014. It is essential that Ireland takes
a proactive approach to shaping EU legislation and that it transposes such legislation in a
manner that supports competitiveness.

Recommendation: Given that new waste targets are to be put in place at EU level by 2014,
we need to ensure that Ireland’s negotiating position is informed by national competitiveness
as well as environmental considerations.

Responsibility: Department of the Environment, Community and Local Government
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Finally, in order to achieve the goals set out in A Resource Opportunity a range of
infrastructures are required along the waste hierarchy. The new policy addresses many of the
barriers to private sector investment such as the regulatory uncertainty and the lack of
national coordination to facilitate economies of scale. Moving forward, we need to prioritise
the development of specific infrastructures including:

= Thermal treatment capacity to recover energy from municipal and industrial waste;

= Thermal treatment or landfill capacity for hazardous waste in light of increasingly strict
rules on the export of waste;

= Biological treatment capacity (composting, anaerobic digestion); and

= Reprocessing capacity for recovered materials.
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7 Credit Costs

7.1 Summary

Access to finance and its cost are critical issues for enterprise. The availability of a flow of
affordable capital is essential for the day to day operations of enterprise and to allow firms to
undertake productivity enhancing investments. At this point in time, access to credit is the
dominant concern. The Deloitte CFO Survey'?® (Quarter 2, 2012 survey results) notes that the
‘perception that the cost of credit is high has grown this quarter with net 81% of
respondents stating that the overall cost of new credit is high, despite the continued record
low ECB interest rates. Comparing Irish results with selected EU countries for the same
questions, Ireland ranked worst in class, with Irish based CFOs perceiving cost of credit to be
the highest and credit the hardest to get’.

Ireland’s entry into the eurozone and financial sector deregulation internationally supported
a rapid increase in the availability of inappropriately low priced credit prior to the financial
sector crises in 2007. Business and consumer debt grew rapidly - according to the National
Competitiveness Council, corporate indebtedness in Ireland reached 194 per cent of GDP in
Q2, 2011**". The preponderance of debt should make Irish business more sensitive to increases
in interest rates - especially when euro area interest rates are likely to start increasing from
current historic lows.

Loose monetary policy in response to the current financial crises has supported a continuation
of low interest rates. However, the difference between the interest rates charged for new
loans and base rates has widened. This is driven by a number of factors, which are largely
outside of domestic control, including:

= Banks are paying higher funding costs. The cost of raising funds is the dominant driver
of the price at which loans are offered. Irish Banks are funding themselves through a
combination of central banking funding, deposits, wholesale funding and other sources.
The financial crisis and particularly the challenges faced by the Irish banks have put
upward pressure on bank funding costs. Relevant Irish banks are also paying fees on
the temporary Eligible Liabilities Guarantee scheme.

= More accurate pricing of borrower risk combined with increases in actual borrower risk.
The banks under-priced risk prior to the financial crises and are now reassessing this.
Higher levels of risk require higher rates of return. In tandem, the economic crisis has
also resulted in higher borrower risks as evidenced by increasing business loan default
rates.

= Efforts to increase banking profit margins in order to repair damaged balance sheets.

Irish businesses continue to pay more for new lending than their euro area counterparts for
new loans and overdrafts:

= InJune 2012, Irish interest rates were higher than the euro area average for new loans
(Figure 7.1). Loans of up to 1 million (which are often used as a proxy for the rate
applying to SME loans) are over 10 per cent more expensive in Ireland while loans of
over 1 million are almost 15 per cent more expensive. Interest rates on new loans to
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non-financial corporations (NFCs), applied by resident credit institutions, have
generally been increasing since 2009 (Figure 7.4).

= Revolving loans and overdrafts also provide an important source of short term finance
(Figure 7.2). In June 2012, interest rates in Ireland for overdraft facilities were almost
19 per cent above the euro area average.

= As interest rates on the outstanding stock of loans began to drop across the euro area in
mid-2009, interest rates in Ireland began to converge with the euro area and were
lower than the euro area average in June 2012 (Figure 7.3).

= Comparing Figures 7.3 and 7.4, the data suggests that Irish interest rates for new loans
are generally higher than the euro area average, while the Irish rate for outstanding
loans is lower than the euro area average. This is primarily a result of the composition
of the stock versus the flow.

7.2 Credit Costs Indicators

Figure 7.1: Interest Rates for Non-Financial Corporations (New Business) by Loan Size Q1 2012'%
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Source: European Central Bank

128 Loans under €1 million and up to one year refer to loans up to €1 million at floating rate and up to 1 year initial
rate fixation. Loans over €1 million and up to one year refer to loans over €1 million at floating rate and up to 1 year
initial rate fixation.

129 Central Bank, Retail Interest Rate Statistics, Information Release, April 2012
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Figure 7.2: Revolving Loans and Overdraft Interest Rates for Non-Financial Companies, April

2012"%°
= |reland =—-euro area
10.0
8.0
3
: ',r-/ \
c 7.0
p.
5, MW\
(72}
ge-o\_/ \\N/W
=]
= /-\A
5.0 \ A 4 ‘v
4.0 ‘\/‘_//\
3.0 r r 1 1 1 T1 T 1 T© T T T 1T T T T T T T T T T
D W LW O O© O~ NN OWWwOo o O OO0 O 1 4+ N
LYY T AAY T AT A
C > 0O C >0 C >0 Cc >0 c >0 Cc >0 cCc >0 c >
S 8 O @ © & @ 8 & @ © & @ © © @ © 0 @ © © ©
Lar TN 75 B e S 75 L e T~ 72 B ar S 5 B aw TS ¢ I aw B> ¢ 5 e B 75 B -

Source: European Central Bank

Interest rates for
revolving loans and
overdrafts in Ireland
have remained elevated
above that of the euro
area average but the gap
has narrowed in the past
two years. However, in
June 2012, interest rates
in Ireland for revolving
loans and overdraft
facilities were almost 19
per cent above the euro
area average.

Figure 7.3: Retail Interest Rates (%) - Loans, Outstanding Amounts by Loan Size January 2006 -
June 2012
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As interest rates on
outstanding loans began
to drop across the euro
area in mid-2009,
interest rates in Ireland
began to converge with
the euro area and were
lower than the euro area
average across the three
groups in June 2012.
These three categories
of loans accounted for
€88.7 billion in
outstanding loans in
December 2011.

130 The rate shown reflects those for revolving loans and overdrafts, convenience and extended credit card debt.

Data as of June 2010 may not be fully comparable with those prior to that date owing to some minor

methodological changes. The impact of the change in methodology, however, is not so drastic to make them

completely incompatible.
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Figure 7.4: Retail Interest Rates - New Business by Loan Size and Rate Fixation January 2006 -
June 2012
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7.3 Policy Focus on Credit Costs

Given the complexity surrounding the market for funding and the policy solutions being
advanced, a wide range of measures are required to support an improved lending
environment.

Considerable uncertainty remains over the impact of the banking crisis on banks’ ability to
raise funds and support lending. The banking system is currently undergoing comprehensive
change in terms of recapitalisation, deleveraging and restructuring.

Recommendation: There is a need to ensure that the efficacy of measures put in place to
improve credit flows is assessed and action taken as required.

Responsibility: Central Bank of Ireland / Credit Review Office / Department of Finance / SME
Credit Consultation Committee

The collapse of the domestic banks and the withdrawal of many foreign banks (e.g. Bank of
Scotland Ireland) raise concerns over the levels of competition in the banking sector. Central
Bank data (Herfindahl Indices using Central Bank Business Credit and Deposits Data) highlights
that bank concentration in the business (NFC) lending market is rising**!. Concentration is
particularly high for SMEs. Three banks dominate lending in the SME market, with 78 per cent
of those applying for credit in the Mazars SME Lending Study, November 2011 seeking credit
from the two ‘pillar’ banks.
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Recommendation: Efforts to encourage existing foreign banks to retain lending operations in
Ireland and to attract new entrants in the medium term, while challenging, are important. In
terms of new entrants, potential may exist to attract new entrants offering innovative
business models. The sale of State banking assets could also be used to boost competition in
the banking sector.

Responsibility: Central Bank of Ireland / Department of Public Expenditure and Reform

In 2010, the UK Office for Fair Trading (OFT) undertook a review™* of the barriers to entry,
expansion and exit in retail banking, including both personal and SME banking. The review
looked at the regulatory requirements, access to essential inputs such as IT infrastructure and
payment systems, and barriers to achieving scale such as switching and the role of brands and
branch networks. The Competition Authority should consider the merits of undertaking a
similar study here.

Recommendation: The Competition Authority should consider the merits of undertaking a
review of the barriers to entry, expansion and exit in retail banking, with a view to
encouraging greater competition.

Responsibility: Competition Authority

Finally, the IMF has highlighted that the “banks remain burdened by cost structures that are
too high; plans to reduce operational expenses will need to be fully implemented”*®.

http://www.oft.gov.uk/shared oft/personal-current-accounts/oft1282
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8. Business Services Costs

8.1 Summary

This chapter looks at the cost of key professional services to business such as computer
programming and consultancy, accountancy and legal services. In general business and
professional services account for a relatively low proportion of the enterprise cost base -
certainly compared with labour costs and property costs™*. Nevertheless as an input to
almost every enterprise in the country, the cost competitiveness of professional and business
services has a direct impact on the competitiveness of the entire Irish economy. This has been
recognised in the EU/IMF Programme of Financial Support for Ireland, which accords
significant attention to the promotion of competition in the professional services sector'®.

There are limited data sources available for professional and business service prices. The
most relevant source is the CSO’s experimental Services Producer Price Index (SPPI) which
measures changes in the average prices charged by domestic service producers to other

businesses for a selected range of services®.

Figure 8.1 examines the change in price levels for a number of business and professional
services subsectors. In 2011, the cost of most services had fallen to, or below, 2006 levels.
The largest decrease in services costs since 2006 has been in the Architecture, Engineering
and Technical testing category, where prices have fallen by nearly 12 per cent. The exception
to this trend is the Legal, Accounting, PR and Business Management category, where prices
remained 1.5 per cent above 2006 levels.

Looking in greater detail and accountancy and legal costs, Figure 8.2 shows that while the
cost of accountancy services have continued on a downward trajectory over the course of the
last number of years and are now significantly below their 2006 level, legal service costs
remain approximately 12 per cent above 2006 price levels.

Looking internationally, Figure 8.3 decomposes the cost of enforcing a business contract into
three categories. According to the World Bank, Ireland remains one of the most expensive
locations among those benchmarked. Attorney fees account for the 70 per cent of the cost of
enforcing a business contract in Ireland.

The final indicator in this section examines non-life insurance density (i.e. premiums) in a
range of countries (Figure 8.4). High insurance density can be a function of both high
insurance costs and the requirement for high coverage levels. Non-life insurance relates to
motor property, employer’s liability, public liability, travel and other business insurance. The
density of non-life insurance in Ireland is marginally below that of the OECD average and has
decreased by 15 per cent since 2008. Despite this, the business sector remains concerned
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over insurance costs. The AXA Small Business Report 2011 examined a wide range of issues
affect SME across countries. Having interviewed 650 small and medium-sized enterprises
across 10 countries in Europe, North America and Asia, insurance and its cost as a significant
business risk, was mentioned by only 1 per cent of respondents globally. However, the cost of
insurance as a business risk was most recognised in Ireland (10%)™".

8.2 Business Service Indicators

Figure 8.1: Services Producer Price Index, 2011
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Figure 8.2: Accountancy and Legal Costs'*!, Q1 2007- Q1 2012
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Figure 8.3: Legal Fees, Cost of Enforcing a Business Contract, 2011
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This indicator examines
the evolution of
accountancy and legal
costs in greater detail.
While the cost of
accountancy services
have been on a continual
downward trajectory
over recent years, legal
service costs have
remained approximately
12% above 2006 price
levels.

This indicator
decomposes the cost of
enforcing a business
contract into three
areas. Ireland remains
one of the most
expensive locations
among those
benchmarked for the
total cost of enforcing a
business contract.
Attorney fees account
for 70% of the cost of
enforcing a business
contract in Ireland.

138 Data on legal services is based on responses received from 18 companies (and 112 price observations), the

majority of whom employ between 10 and 49 employees. The survey does not include data on prices for barrister

services. Given the small sample size, caution should be used when interpreting the results.
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Figure 8.4: Non-Life Insurance Density, Premiums per Capita in USS, 2010
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8.3 Policy Focus on the Legal Profession and Procedural Reform

The legal profession has repeatedly been subject to a range of investigative studies, all of
which recommended reform™°. Despite several positive recent developments (such as the Bar
Council reforming the restrictions it imposes on newly qualified barristers), the profession
remains characterised by a range of restrictions on competition. Relative to the other
professions examined, prices for legal services have proven extremely sticky and have not
adjusted downwards to the degree that might have been expected given current economic
circumstances.

The Legal Services Bill (currently progressing through the Oireachtas), once enacted, will
deliver many welcome reforms. However, a number of amendments would be beneficial'*°.
For example, while the Bill facilitates the establishment of multi-disciplinary partnerships
offering legal services, it does not allow the establishment of a limited liability partnership
(LLP). An LLP is a partnership in which some or all of the partners have limited liability - an
LLP, therefore, is more akin to a company in that one partner is not responsible or liable for
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another partners’ misconduct or negligence. At present, law firms outside of Ireland can
benefit from such a structure when servicing the Irish market and this may put Irish based
firms at a disadvantage.

Recommendation: Consideration should be given to amending the Legal Services Bill to
facilitate the establishment of Limited Liability Partnerships.

Responsibility: Department of Justice and Equality

Other Structural Reforms are Required

At present, the Irish legal system comprises a two-tier structure made up of junior and senior
counsel. Such a structure allows for higher fees to be charged but does not offer a definitive
guide as to the quality of the barrister in question. This is an obvious additional cost which
must be borne by enterprise and individual consumers alike.

The National Competitiveness Council has previously recommended (along with others) that
the present manner in which Senior Counsel are appointed be reformed so that the title
becomes a useful quality signal facilitating competition in legal services. Further,
consideration should be given to the creation of a single tier counsel system - the removal of
the distinction would promote meritocracy and would, for example, lessen the requirement
for the State and other clients to engage senior counsels for High Court and Supreme Court
cases where the complexity does not necessarily require a senior.

There are other possible paths that reform might take. At present, solicitors are prohibited
from being the lead advocate where a legal team of both barristers and solicitors is
representing a client. This restriction should be removed and solicitors be permitted to act as
lead counsel when advocating in court with a barrister in order to promote enhanced
competition in legal services.

Although a less urgent issue than at the height of the property boom, the role of the legal
profession in the property market (specifically through their conveyancing role) should not be
overlooked. Previous studies have found that the cost of conveyancing in Ireland is
significantly higher than other countries with similar legal systems. Suitably qualified
professionals, in addition to solicitors, should be allowed to provide conveyancing services. As
suggested previously by the Competition Authority, the development of a specialist
conveyancer profession in Ireland, with appropriate regulations and standards would enhance
competition. This has already occurred in the UK (in 1987) with the creation of licensed
conveyancers, allowing conveyancing to be done by non-solicitors. Subsequent evaluations

have found that the creation of this profession had a positive effect on price competition'*.

Recommendation: Consideration should be given to the creation of a single tier counsel
system.

Responsibility: Department of Justice and Equality

http://ec.europa.eu/competition/sectors/professional services/studies/csm standalone en.pdf
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Recommendation: Suitably qualified professionals, in addition to solicitors, should be
allowed to provide conveyancing services.

Responsibility: Department of Justice and Equality

Significant Cost Savings could arise through Procedural Reform

In establishing independent regulation, improving access and competition, making legal costs
more transparent and ensuring that adequate procedures are in place to address consumer
complaints, the Bill will address many of the concerns expressed in the plethora of reports
previously referenced.

The high cost of legal services in Ireland is not entirely a result of regulatory factors and so
regulatory reform is not the sole response required if costs are to be reduced. While
protecting the independence and quality of the judicial system (an important competitive
strength in Ireland), there is a need to widen the scope of reform to include reform of court
procedures - improved case management, whereby time delays in scheduling and hearing
cases is minimised, for instance, offers potentially significant cost savings.

Previously, the Legal Cost Working Group recommended a number of procedural measures to
the operation of the legal system*. For instance, the group recommended that the rules of
the court should include a specific order facilitating supervision by the court of the pace of
litigation and this should also contain measures to sanction unnecessary delays.

Recommendation: The procedural reforms recommended by the Legal Cost Working Group
are designed to make the operation of the courts more efficient and to reduce cost, and so
should be implemented.

Responsibility: Department of Justice and Equality
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9. Broader Cost Environment

9.1 Summary

The previous chapters examined direct enterprise costs. Enterprise, however, does not
operate in a vacuum, separate from the rest of the economy. The price of all goods and
services contributes to the overall price level in the economy and ultimately impacts upon a
country’s international competitiveness.

Consumer prices, measured by the Consumer Price Index (CPI), can be viewed as indirect
costs for business. They are a reflection of the overall cost environment. Outside of work,
employees purchase goods and services. Movements in these prices impact upon wage
demands, and so the impact of price changes in consumer markets spill over into the cost
base of the enterprise sector. For instance, the correlation between rapidly escalating house
prices and increases in average wage levels is widely recognised.

This chapter, therefore, focuses on the overall cost environment for consumers and changes
in the price levels for goods and service. The analysis draws primarily from the CSO’s
Consumer Price Index, as well as the European Harmonised Index of Consumer Prices.

While consumer prices in Ireland have adjusted downward in recent years, Figure 9.1 shows
that prices remain high relative to most other euro area countries. In 2011 Ireland was the 3™
most expensive location in the euro area for consumer goods and services and Irish prices
were 12 per cent above the euro area average.

An alternative method of comparing prices is used in Figure 9.2. This indicator shows the
relative cost of a weighted basket of 122 goods and services (excluding rent) compared to the
cost in New York. In 2008 there was an approximate 20 per cent premium on the costs of
these goods and services in Dublin compared to New York. As a result of cost reductions,
Dublin was ranked the 26™ most expensive city surveyed (24 per cent cheaper than New
York), down from a high of 4" in 2008.

The consumer price index (CPI) increased in Ireland in 2011 following declines in each of the
two previous years (Figure 9.3). As seen in Figure 9.4, health and education consumer costs
have increased at a significantly faster rate that than overall consumer costs since 2000. In
2011, education costs were 93 per cent above what they were in 2000 while heath costs were
approximately 76 per cent above 2000 prices.

Figure 9.5 looks at inflation in a European context using the Harmonised Index of Consumer
Prices (HICP) and finds that prices in Ireland increased at a significantly slower rate than in
most of the euro area in 2011. The price of food and non-alcoholic beverages in Ireland have
increased at a slower rate than the other countries included in Figure 9.6, representing a
competitiveness gain. However these changes must be viewed in the context of overall price
level for food and non-alcoholic beverages. Data from Eurostat has shown that in 2009 Ireland
was the fourth most expensive country among the EU27 for food and non-alcoholic beverages.

Housing costs - both to buy and to rent - are significant determinants of wage demands. Since
the bursting of the construction and property bubble, house prices have adjusted downwards
and consequently have become more affordable when expressed as a ratio of average
earnings (Figure 9.7). In terms of the rental market, rental values declined sharply between
2007 and the end of 2009. Since then rent prices have stabilised nationally, at approximately
25 per cent below 2007 levels (Figure 9.8).

Returning to the theme of wages, the remaining charts in this chapter examine wage rates for
a range of (largely public sector) employees. Figure 9.9 examines primary school teachers’
salaries. The starting salary of a primary school teacher in Ireland in 2010 was more than 20
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per cent higher than the OECD and euro area averages. At the top of the scale the differential
is greater - salaries in Ireland are 48 per cent higher than OECD average and 40 per cent

higher than euro area average'*.

Figure 9.10 illustrates gross salary data for nurses in both dollar terms and adjusted for the
cost of living (i.e. PPPs). Irish salaries are amongst the highest in the OECD. Data for all
countries is provided on a gross basis, and does not take into account differences in tax
regimes across countries that affect the take home pay of these individuals. As noted in
Chapter 3, Irish workers are likely to benefit from a relatively low tax wedge at average wage
levels, but the tax wedge increases as wage levels increase. Figure 9.11 examines data on
gross annual remuneration of health specialists for a number of OECD countries. Based on this
data, health specialists in Ireland are the highest paid in the OECD (for countries where data

is available) in both dollar terms and adjusted for cost of living.

9.2 Cost Environment Indicators
Figure 9.1 Price Levels and GDP per Capita'®, 2011
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While consumer prices in
Ireland have adjusted
downward in recent
years, this chart shows
that prices remain
elevated relative to
most other euro area
countries. In 2011
Ireland was the 3" most
expensive location in the
euro area for consumer
goods and services. Irish
prices were 12% above
the euro area average.
Costs relative to national
income (in GNP terms)
remain particularly high
when compared to the
euro area average.

144 This data is expressed in USS and is not adjusted using purchasing power parities. The OECD’s Education at a
Glance also publishes salary data in terms of USS converted using PPPs. Based on this data, starting salaries for Irish
primary teachers are 18.5 per cent above the OECD 29 average and 37.9 per cent above the OECD average at the
top of the scale. It should be noted that since this data was collected, salaries and allowances for teachers in Ireland
have been reduced. Following a decision announced in January 2012 to suspend various allowances, it is estimated

that new entrants to the teaching profession will earn up to 30 per cent less than those who began teaching two

th

years ago — see Irish Times, Pay for new teachers down 30% since 2010, 28" August 2012.

145 GDP per capita PPS refers to 2010 for Germany and Ireland — 2011 data is not yet available for these countries.
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Figure 9.2 Consumer Price Level Comparison 2008 - 2012, (New York = 100)
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This indicator shows the
relative cost of a
weighted basket of 122
goods and services
(excluding rent) in 72
cities compared to the
cost in New York. In
2008 there was an
approximate 20%
premium on the costs of
these goods and services
in Dublin compared to
New York. By 2012, the
costs of these goods and
services in Dublin had
fallen significantly - as a
result Dublin is now the
26" most expensive city
surveyed, down from a
high of 4" most
expensive in 2008.

The consumer price
index - which provides
data on changes in the
cost of living - has
increased in 2011
following two years of
decline in 2009 and
2010. The chart shows
that the cost of living in
Ireland has increased
substantially since 2000.
In 2011, consumer prices
were 31% above what
they were in 2000, and
6% above 2006 levels.
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Figure 9.4 Health and Education, 2000-2011, (December 2000=100)

100

December 2000

200.0
190.0
180.0
170.0
160.0
150.0
140.0
130.0
120.0
110.0
100.0

=¢=A|| items

—¢=—Health ==e=Education

As seen in Figure 9.4,
health and education

consumer costs have

increased at a

significantly faster
rate than overall

consumer costs since

2000. In 2011,

education costs were
93% above what they

were in 2000 while

heath costs were

approximately 76%
above 2000 prices.

2001

2003

2004

2005

2006

2007

2008
2009
2010
2011

Source: CSO, Consumer Price Index, Forfas calculations

Figure 9.5 Harmonised Index of Consumer Prices'*, Annual Percentage Change, 2011
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146 Certain items are excluded from the coverage of the HICP, which in essence makes the HICP a subset of the

main CPI. The HICP expenditure covers just under 90 per cent of the total CPl expenditure and excludes mortgage

interest, building materials, union subscriptions, motor taxation, house insurance (dwelling), and the non-service

elements of motor and house insurance (contents). In addition, the weight of health insurance is lower in the HICP,

where net rather than gross household expenditure on health insurance is used.
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Figure 9.6 Food and Non-Alcoholic Beverages, 2005=100
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Figure 9.7 Affordability of Irish House Prices, 1996-Q4 2011
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Source: Bank of Ireland Irish Residential Property Review, CSO EHECS Survey

147 Eurostat, Statistics in Focus, 30/2010. Available at URL:
http://epp.eurostat.ec.europa.eu/portal/page/portal/product_details/publication?p_product_code=KS-SF-10-030
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Figure 9.8 National Rental Index, April 2012 (2007= 100)
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Figure 9.9 Primary School Teachers’ Salary, US$, 201
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Rental values declined
sharply between 2007
and the end of 2009.
Since then rent prices
have stabilised
nationally, at
approximately 25%
below peak 2007 levels.
Average monthly rent in
Cork and Dublin are
increasing on an annual
basis, while outside the
main cities, average
monthly rents are
declining. The total
number of rental
properties on the market
fell for the third
consecutive year'*®,

This indicator details
primary school teachers’
salaries for a range of
comparators. In 2010,
the starting salary of a
primary school teacher
in Ireland was more than
20% higher than the
OECD and euro area
averages. At the top of
the scale the differential
is greater- where
salaries in Ireland are
48% higher than OECD
average and 40% higher
than euro area average.

148 The rental index is based on asking rents for properties advertised to let on Daft.ie. Figures are calculated from
econometric regressions, which calculate changes in price that are independent of changes in observable measures

of quality, such as location, or bedroom number. For further details, see Daft.ie, Rental Report, Q2 2012

149 Data is based on OECD, Education at a Glance, Table X2.3a (Teachers’ salaries in national currency, minimum
training) and OECD.StatExtracts exchange rate data for 2010. This methodology does not apply purchasing power
parity to national data. Euro area 15 excludes Cyprus and Malta. OECD 31 excludes Israel, Mexico and Turkey.
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Figure 9.10 Remuneration'® of Hospital Nurses, US$/US$ PPP, 2009 and 2010
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Figure 9.10 illustrates
gross salary data for
nurses in both dollar
terms and adjusted for
the cost of living (i.e.
PPPs). Irish salaries are
amongst the highest in
the OECD. Figures for
Ireland relate to 2010.
As data for all countries
is provided on a gross
basis, and does not take
into account differences
in tax regimes across
countries that affect the
take home pay of these
individuals, or variations
in hours worked.

Figure 9.11 Remuneration of Health Specialists'>', US$/US$ PPP, 2009 and 2010
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This indicator examines
gross annual
remuneration for health
specialists for a number
of OECD countries. Based
on this data, health
specialists in Ireland are
the highest paid in the
OECD (for countries
where data is available)
in both dollar terms and
adjusted for cost of
living.

150 Remuneration is defined as the average gross annual income, including social security contributions and income
taxes payable by the employee. Data relates to certified/registered nurses actively practising in public and private

hospitals and who receive most of their income via a salary.

151 Remuneration is defined as the average gross annual income, including social security contributions and income
taxes payable by the employee. Data relates to fully-qualified physicians who have specialised and work primarily in

areas other than general practice. The data does not take account of variations in hours worked.
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9.3 Policy Focus on Broader Cost Environment

Ireland remains an expensive location in which to live and trade. We cannot just focus on
tackling those costs of direct consequence to enterprise if we wish to enhance cost
competitiveness and to protect living standards. Ultimately all costs, direct and indirect,
have an impact upon our ability to compete internationally, and so we must relentlessly
address those areas of the economy where costs are out of line with costs in our key
competitors.

The public sector has a substantial impact on costs across the economy. Ultimately, every
citizen and business pays for and uses the services provided by the public sector. There is,
therefore, a need to maximise value for money, ensuring that public services are delivered as
efficiently and productively as possible.

Measuring productivity in the non-market economy is particularly difficult. The Dutch
Institute for Social Research has undertaken a detailed comparison'*? of four public services
(education, health care, social safety and housing) in 28 developed countries over the period
1995-2009. Looking at health, the report compares health outcomes (combined measures of
life expectancy, healthy life years and infant mortality), health outputs (the number of
consultations per person, the number of discharges from hospital, and the number of older
persons who use some form of formal long-term care) and health expenditure (public and
private.) While correlations between all three metrics appear relatively weak across
countries, it is notable that while Ireland spends approximately 10% of GDP on health, a range
of other countries, including other English speaking countries with similar systems, spend
around the same (despite having older populations) but get much better outcomes. It is also
notable that while Irish expenditure on health is close to the average, Ireland produces
significantly less health outputs (e.g., number of consultations per person, etc.).

An OECD study measures the potential impact of a range of structural reforms that can
impact directly upon productivity and can directly improve national fiscal positions while
maintaining services to the public. This analysis focused on the healthcare and education
sectors, and suggests that Ireland could save up to 0.25 per cent of GDP through educational
reform, and more significantly, 4.8 per cent of GDP through reform of the health care system.
The OECD is not prescriptive, however, in determining how such savings are to be achieved.

In September 2012, the Government published a report on public sector reform. The reform

agenda consists of five main commitments to change, namely***:

= Placing customer service at the core of everything that the public service does;
= Maximising new and innovative service delivery channels;

= Radically reducing costs to drive better value for money;

= Leading, organising and working in new ways; and

= A strong focus on implementation and delivery.

It is important now that the objectives and actions outlined in the Government’s Public
Service Reform plan are delivered in a timely fashion®**. The issue of the size and cost of the
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public sector is particularly important. To date, much of the debate on public sector reform
in Ireland has focused on reducing the cost of running the public sector through reductions in
numbers employed. There is a need, however, to move beyond relying almost exclusively on
downsizing or contraction as a vehicle to drive reform to ensure that the public sector
allocates its’ human resources efficiently and effectively®®. It is essential that Departments
and Agencies have access to the necessary skill sets as well as sufficient numbers of staff to
undertake their functions.

Recommendation: In order to help reduce the public sector pay bill and maximise reform,
government departments and agencies should be provided with pay budgets within which they
must manage headcount, rather than the current assigned headcount target approach. Such
an approach would optimise the deployment of resources.

Responsibility: Department of Public Expenditure and Reform

While the progress achieved to date in implementing the programme of public service reform
is welcome, alternative approaches may be required to deliver a more cost effective public
service. Given the cost of the public sector wage bill, the issue of pay cannot be ignored. The
data in Figures 9.9-9.11 provide some information on public sector pay levels in Ireland vis-a-
vis equivalent levels in our key competitors. At present, however, the available data is
limited - it does not capture the full scale of pay and pension-related developments nor is
sufficient data available for many areas of the public sector. It is important that policymakers
have access to comprehensive comparative, up-to-date data on public sector pay, which
allows Irish public sector wage rates to be compared against international norms and against
other sectors of the domestic economy. Given the need to achieve further reductions in
exchequer spending, and the tough choices confronting policy makers in terms of where
adjustments can be made, the appropriateness of current public sector pay rates, allowances
and increments must be continually reviewed relative to productivity achieved.

9.4 Conclusion

While Ireland has already regained some cost competitiveness, further progress is required if
Ireland is to return to strong economic and employment growth. To achieve a greater
restoration in cost competitiveness, further price adjustment is required relative to our main
competitors. It is, however, relative prices that matter from a competitiveness perspective.
So long as Irish prices grow at a slower rate than prices in our competitor economies, Ireland
will continue to achieve competitiveness gains.

There are risks, however. The period of deflation in Ireland appears to have come to an end
and prices are rising again. A combination of domestic price increases allied to external
factors such as oil prices threaten to undermine recent competitiveness gains.
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It is difficult for small open economies, particularly those that share a currency with larger
regions, to control their rate of price inflation, as this is, to a significant degree, determined
by events outside domestic control. Nonetheless, as noted throughout this report, there are a
number of policy levers available to Government which can be used to restore Ireland’s cost
competitiveness. Continued reductions in costs for labour, property, transport, utilities,
credit, professional services and public services would exert downward pressure on overall
costs and prices across the economy. Implementation of these recommendations, combined
with the broader agenda to enhance productivity, would represent a major step in ensuring
Ireland’s future competitiveness and prosperity.
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Appendix 1: Labour Market Reform Case Study

OECD research highlights that ‘Germany stands out among OECD countries as having
implemented a large number of labour market reforms in the years preceding the current
crisis. These reforms have profoundly changed the institutional environment of the labour
market and thus help explaining the differences in labour market outcomes relative to past
recessions. The reforms are likely to have reduced structural unemployment, an adjustment
that is still going on, and to have offset some of the cyclical increase that would otherwise
have occurred. While most commentators focus on the Hartz reforms in the period 2002-05,
notably their impact on the level of benefits and on eligibility (mainly Hartz IV), reforms were
much more wide-ranging, covering improvements in job placement, a general cut in
unemployment benefit duration and, importantly, the phasing out of early retirement

options’**®,

Table 2. A timeframe of labour market reforms in Germany during the last decade

Implementation

Reform
Date

Job-AQTIV

Hartz |

Hartz Il

Hartz 11l

Hartz IV

2002

Jan-03

Jan-03

Jan-04

Jan-05

96

Main Measures

Introduction of qualitative profiling of jobseekers

More efficient use of ALMP

Enlisted private firms to help workers search for
jobs

Tightened conditions for acceptability of jobs and
introduced sanctions for unemployment benefit
recipients

Liberalisation of temporary agency work

Reform of small jobs, e.g. mini- and midi-jobs

with limited social security contributions

Subsidies for unemployed who become self-

employed

Reorganisation of the Federal Employment
Agency towards a more efficient service provider

Simplification of active and passive policy

measures

Merging of unemployment assistance and social
assistance into the means-tested unemployment
benefit I

Likely Effect

Improved job search
efficiency

Improved job search
efficiency

Raising incentives for
taking up employment

Raising incentives for
taking up employment

Improved job search
efficiency

Raising work incentives
for welfare recipients
(reduction in
reservation wages)



Shortening
unemployment
benefit duration

Phasing out of
early retirement
options

Feb-06

2006-10

FORFAS COSTS OF DOING BUSINESS

Benefit duration was cut to a maximum of 12
months for recipients up to 54 years (from a
maximum of 26 months before) and to 18
months for recipients aged 55-64 years (from up
to 32 months before)

Increase in age threshold for the early pension
for unemployed (Altersrente wegen
Arbeitslosigkeit) from age 60 to 63 from 2006 to
2008

Phasing out of the regulation that unemployed
persons aged 58 can receive benefits without
actively searching for jobs (58er Regelung) in
January 2008

Subsidised part-time employment scheme for
older employees (Altersteilzeit) closed for new
entrants from January 2010

Increase work
incentives, notably for
older workers

for older workers

Source: Wunsch, C. (2005), “Labour Market Policy in Germany: Institutions, Instruments and Reforms since Unification”,
University of St. Gallen Discussion Papers 2005-06; OECD (2008a), Economic Surveys: Germany, OECD, Paris,

www. hartz-iv-iii-ii-i.de.
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Appendix 3 Recent Forfas Publications
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February 2013
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January 2013
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January 2013
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December 2012
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Forfas

National Skills Bulletin 2012
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June 2010
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June 2012
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June 2012
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December 2011
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