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I n his comment on my 1997 paper John F i tz Gerald (JFG) makes the 
fol lowing points: (i) Whi l e the ESRI study on E M U , henceforth ESRI 

(1996), found no evidence of my hypothesis of downward nomina l wage 
r ig id i ty , th is could not be ru led out and so my paper raises questions wor thy 
of discussion; ( i i ) i n my calibrat ion exercises I used long-run labour-demand 
elasticities ra ther than the short-run elasticities t ha t JFG argues are more 
appropriate; ( i i i ) I apply too h igh a weight to German prices i n the deter­
mina t ion of the I r i s h CPI , whi le ESRI (1996) suggests tha t U K prices ( in 
I r i s h pounds) are essentially a l l that matter; and (iv) I ignore the ESRI use of 
the Gerlach methodology to evaluate the cost of g iv ing up the exchange rate 
option. I w i l l deal w i t h each of these points i n t u rn . 

(i) Downward Nominal Wage Rigidity 
I n my original paper I argued tha t i t would be impossible to f ind evidence 

of this i n the t ime series analysis of wage formation tha t the ESRI carried out 
on data from 1983-1995, because we never experienced deflation du r ing this 
period; i f E M U brings very low inflat ion, however, then a large sterl ing shock 
could i m p l y deflation. On downward nominal wage r i g i d i t y I referenced a 
recent US study tha t looked at the d i s t r ibu t ion of wage changes over two 
decades. Above the median change the dis t r ibut ion follows a conventional bell 
shape; below the median, though, the d is t r ibut ion piles up at zero, w i t h only 
a t r i v i a l fraction of wage declines. 

W i t h wage agreements set i n advance, one does not even need deflation to 



occur for difficulties to arise; a l l we need is an unanticipated fall i n inf la t ion 
to which unions are u n w i l l i n g to respond (as would have occurred had we not 
devalued dur ing "the currency crisis"). 

I had hoped tha t the ESRI team would simply have admitted thei r error i n 
overlooking this. Rerunning thei r model w i t h this assumption i n place would 
have been the most useful check on my calculations. 

(ii) Long-run Versus Short-run Labour-demand Elasticities 
I t is undoubtedly t rue tha t the elasticities I worked w i t h were used i n 

contexts quite different from those i n which they were estimated. This is 
basically the Lucas cr i t ique. Cal ibra t ion has grown i n populari ty, though, 
precisely because the Lucas cri t ique has undermined the fa i th of many i n 
macroeconometric models (on which more i n a moment). 

On a practical level, let me point out the absurdity tha t would arise were I 
to adopt JFG's recommendation that I work w i t h a short-run labour-demand 
elasticity of zero for the sterling-dependent sector. 

On my assumption of downward wage r ig id i ty (and Ire land i n E M U ) the 
wage relat ive to the price of B goods would shoot up when sterl ing fell . This 
would now have no employment effects on the sterling-dependent (B) sector. 
Neither would the other tradable sector (the non-sterling-dependent G sector) 
be affected as nei ther wages nor this sector's prices would change. There 
would then be no knock-on effects on non-tradables. So a sterling devaluation 
would have zero employment effects under JFG's assumption on short-run 
labour-demand elasticities combined w i t h my assumption on downward wage 
r ig id i ty . 

W h a t w o u l d happen if , on the other hand, we went w i t h the ESRI 
assumption tha t I r i sh nominal wages would come down by 5 per cent? Again, 
there would be no effect on the B sector because the short-run elasticity is 
zero. The G sector would expand though, as the wages i t pays have come 
down whi le the prices i t receives ( in euros) remain constant; i f we work w i t h 
JFG's preferred option of the short-run elasticity for the high-tech sector 
(-0.44 from Bradley, Fi tz Gerald, and Kearney, 1993) we get a job gain of 
about 2,000 (i.e., 44 x .05 x L G ) . We get a more substantial employment gain 
i n the non-traded sector, since demand rises (driven by the expansion of the 
G sector) whi le supply rises (because of the wage f a l l ) . 1 So a strong fal l i n 

1. According to O'Malley (1995, p. 3) the knock-on effect on services employment of an 
increase in overseas manufacturing employment is slightly greater than unity. Running my 
model under E S R I assumptions of a flat non-traded sector supply curve with mark-up pricing, 
i.e., my Equation (13), gives a similar result. The expansionary effect on the supply of non-
tradables of the 5 per cent drop in wages would raise these employment gains still further. 



s ter l ing is beneficial for us under these circumstances; the opposite of the 
conclusion the ESRI themselves reached! 

A d m i t t e d l y I have here pressed home the logic of w o r k i n g w i t h JFG's 
preferred assumptions, and have ignored the point he makes i n his comment 
tha t some firms already operating at a loss may be pushed out of business. 
How do we know though whether enough B-sector f i rms migh t be i n th is 
position to overturn the beneficial result I have jus t generated? Certainly the 
impl ica t ion i n the ESRI report (comparing Tables 7.1G, 7.2G, 7.3 and 7.4) is 
tha t the sterling-sensitive sectors also tend to be more interest-rate sensitive; 
they therefore stand to gain from the lower interest rates predicted to come 
from E M U , which reduces their risk of bankruptcy. 

These bankrup tcy issues are not t aken in to account i n the macro-
econometric model anyway. Where then does the ESRI's estimated job losses 
from a s ter l ing depreciation come from, since I have shown above tha t under 
JFG's preferred assumptions there w i l l instead be job gains? This is the 
problem, of course, w i t h large-scale macromodels; i t can be very diff icul t to 
t rack down where the results come from. This is the comparative advantage 
of calibration. 

(iii) The Weight of German Prices in the Irish CPI 
The weights I adopt come, of course, from a paper tha t J F G himsel f wrote 

w i t h T i m Cal lan ; Ca l lan and F i tz Gera ld (1989). These weights have 
subsequently been used w i t h some success by Kenny and McGett igan (1998). 
I am not i n a position to defend them empir ical ly , of course, as I re ly on 
empirical economists for the numbers tha t I use to calibrate my models. 

Let me again i l lus t ra te however the absurdity tha t would arise were I to 
adopt JFG's assumption tha t the I r i s h CPI is determined by the U K CPI 
mediated th rough the exchange rate. We have seen above t h a t a fa l l i n 
s ter l ing is good for I r i s h employment i n the short-run i f the labour-demand 
elasticity for the B sector is zero. I f the I r i sh CPI is determined by the B r i t i s h 
CPI , whi le the fa l l i n sterl ing relative to the euro is dr iven by real factors, we 
get another paradox. The long-run employment effects associated w i t h the 
fa l l i n s ter l ing (as opposed to those associated w i t h the real shock per se, 
which w i l l obviously depend on what tha t shock is) w i l l also be beneficial! 2 To 
see why , le t us assume, along w i t h the E S R I t h a t nomina l wages are 

2. In considering the long run, one supposes that P P P will be re-established unless real rather 
than monetary shocks have caused the exchange rate change; see, for example, Purvis (1982). 
Real shocks, such as the "mini-German-unification" shock and the oil-price increase discussed in 
E S R I chapter 5, will drive a wedge between Irish producer and consumer prices even in the long 
run, if the E S R I report is correct in assuming (p. 140) that Ir ish producer prices are determined 
by a combination of U K and German prices while consumer prices are determined almost 
completely by U K prices. 



homogenous i n consumer prices i n the long run ; ESRI (1996; Equation (4), p. 
96). A 15 per cent fa l l i n the price of B goods i n I re land then brings wages 
down 15 per cent, so tha t employment i n the B sector is not affected i n the 
long run . Wha t about employment i n the G and non-tradable sectors though? 
The G sector expands because of the wage fa l l , whi le expansion i n the N T 
sector is dr iven by both demand (the expansion i n G) and supply (the fal l i n 
wages). 

I f I worked w i t h the assumptions tha t JFG suggests as reasonable then, 
we get the perverse result tha t a fal l i n sterling w i l l contribute to higher I r i sh 
employment i n both the short r u n and the long run . 

(iv) The Gerlach Methodology 
The ESRI's use of the Gerlach procedure was one of the most interest ing 

and o r ig ina l aspects of the report; i t has noth ing to do w i t h my analysis 
however. The section of the report tha t I attacked evaluated the employment 
consequences of an x per cent fa l l i n sterling. These results the ESRI then 
incorpora ted in to the Gerlach analysis; th i s evaluates the cost of the 
f luctuat ions t h a t the ESRI macromodel predicts, on the assumption tha t 
s ter l ing remains as volatile as i t has been i n the past. M y conclusion was tha t 
the model may subs tant ia l ly underpredict the employment and ou tpu t 
f luctuat ions associated w i t h s ter l ing vo la t i l i ty , and tha t the numbers the 
ESRI plugged into the Gerlach analysis may therefore have been seriously 
flawed. 
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