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Briefing for Select Committee on Budgetary Oversight  

November 10th, 2021  

 

 

1. Background   

• We have entered into a period of rising prices and higher inflation rates. In July 2021 

average prices of goods and services in Ireland, measured by the Consumer Price Index 

(CPI) were 2.2% higher than average prices a year ago, rising to 2.8% in August and 3.7% 

in Septemberi. In each month between April 2020 and March 2021, average prices fell 

relative to the previous yearii.  

• Taking a long term perspective, this is the highest rate of annual price inflation recorded 

in the last 10 years. Since about March 2013 prices have either been rising at very low 

rates (less than 1%), unchanged or falling (i.e. deflation) year on year. Average annual 

price inflation has been consistently below 1% between 2013 and 2020 with rates of -0.3% 

and 0% in 2015 and 2016 respectively.  

• The HICP measure of price inflation has also been positive and rising since March 2021, 

rising above 2% in July (2.2%) to 3.8% in September, 2021iii. This trend looks to continue 

in the near future with Eurostat estimating price inflation of 5.1% for Ireland for October. 

While the CPI is the official measure of price inflation (the increase in the overall level of 

prices) in Ireland, the HICP is designed to enable the comparison of overall price trends 

across EU countries.iv 

• Excluding energy prices, the CPI has also been on the rise, reaching 1.2% in July, 1.9% in 

August and 2.5% in Sept. 2021. Excluding unprocessed food and energy (Core CPI), the 

numbers are 1.4%, 2.1% and 2.7% respectivelyv.  

• Modified Domestic Demand has rebounded strongly again in 2021Q2 (after negative 

growth in 2021Q1, although it is still below the level in 2019Q3 and its previous peak in 

2019Q1.  

• Ireland is a very open economy so our inflation rate is largely externally generated.  
 

2. Drivers of Inflation  

2.1  Causes/Drivers of Recent Inflation Projections  

• The Irish Central Bank (Winter Quarterly Bulletin, Q4 2021) forecasts headline price 

inflation for Ireland (HICP) of 2.1% in 2021, rising to 2.9% in 2022 (above the ECB’s inflation 

target of 2%), but moving back to below the target (1.93%) in 2023. The ECB in its 

September Economic Bulletinvi forecasts headline price inflation for the Euro Area of 2.2% 

in 2021; falling to 1.7% in 2022 and 1.5% in 2023.  

• Projections of inflation for 2021 and onwards have been revised upwards through 2021.  

• The ECB at its most recent Governing Council meeting (28th Oct. 2021) stated that they 

expect inflation “to rise further this year. But while the current phase of higher inflation 

will last longer than originally expected, we expect inflation to decline in the course of 
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next year” (ECB, 2021). Commentators have pointed to the inclusion of the phrase that 

“the current phase of higher inflation will last longer than originally expected”vii as 

significant.   

• The view of both Central Banks is that the current increase in the inflation rate is 

essentially a temporary phenomenon, although there is some uncertainty as to how long 

it will persist into next year, with both viewing inflation falling back below target in 2023.   

• The Central Bank of Ireland (CBOI) point to the disappearance of the base effect from 

inflation figures, that supply shortages although still significant will dissipate through 2022 

and the more normalisation of demand conditions in 2022 will reduce demand pressure, 

as reasons for this temporary effectviii.   

• The ECB point to 3 factors responsible for the increase in price inflation recorded in the 

Euro area: (i) Energy price increases; (ii) recovering demand outstripping supply, affecting 

both goods and service price inflation and (iii) base effects associated with the end of the 

cut in VAT rates in Germany. They expect that all these factors will ease or will fall out of 

the calculation of price inflation in 2022 with supply disruptions sorting themselves out 

over the coming year (but it could take the whole year) as supply ramps up to meet 

demand and as business work to remove these inefficiencies. In relation to energy, they 

see a stabilisation, if not a decline in energy prices in the coming yearix.  

• Financial Market participants appear to believe that Central Banks are underestimating 

inflationary pressures and are expecting both interest rates to rise sooner than central 

banks have indicated and more interest rate increasesx.  

 

2.2 Risks that Inflation will Continue Further  

• The risks are on the upside – that price inflation could be more persistent, higher than 

projected next year and into the medium term. These global risks centre around the 

continuation of disruptions to the global supply chain, with associated impact on costs 

and prices of both imported and domestically produced goods.  

• Global Supply Chain Disruptions: Although there have been some idiosyncratic reasons 

for supply chain disruptions, these disruptions are global in nature and have been directly 

or indirectly related to COVID (Tenreyro, 2021)xi. The pressure coming from higher 

demand for goods (due to COVID there has been a change in consumption patterns with 

a move away from services to goods), combined with frictions on the supply-side  has 

affected the availability of inputs and finished goods, resulting in higher costs and prices.  

Labour shortages (due directly to COVID or indirectly as workers re-evaluate work-life 

balance) are creating bottlenecks which is stopping the supply of inputs and final product 

into the consumer market and this is compounded by problems with Brexit and 

administrative requirements. At a global level, distribution is further undermined by 

having containers located in the wrong places and as a consequence excess inventory 

arising in an adhoc basis in different locations which puts pressure on warehouse space. 

For the past 20 years supply chains have adopted lean and agile supply chains which has 

removed significant cost throughout distribution channels. Inventories have been 

minimised resulting in a lack of buffer stocks throughout the chain to absorb the effect of 
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unanticipated shocks. In effect supply chains were premised on the basis of reliable 

operations when inventory was replaced by information and just-in-time systems. Now 

these reliable operations have ceased to function as they did in the past and will need 

time to re-establish a degree of normality. In the mean-time transportation, storage costs 

(and the need to invest in additional storage), delays and the costs of raw materials have 

been rising. Companies are attempting to offset the effect of these increased costs on 

their margins by increasing prices and generating efficienciesxii.  

• The key uncertainties here are how long supply chains remain disrupted, with 

consequent increases in costs. However, it is expected that impacts will still be 

transitory as companies and business will move to re-establish reliable operations and 

cut costs in the chain, as they have done in the past. Tenreyro (2021), makes the point 

that the pandemic has led to a series of regional supply and transportation disruptions 

(linked to the spread of COVID and the vaccination programmes) which may have had a 

more persistent impact than a single, large shock. The Federal Reserve Governor, in his 

Press Conference Opening Statement, Nov. 3rd, 2021 has stated that “Global supply chains 

are complex; they will return to normal function, but the timing of that is highly 

uncertain.”  

• Price Adjustments: Another possible uncertainty, which would work in the opposite 

direction, is the continued willingness of companies to pass these higher costs onto their 

customers. Whereas, we have seen this year companies willingness to pass on these 

increases – possible reasons for this are that prices are some distance away from their 

optimal prices and that prices are also being increased off a low base (and after coming 

out of a period of deflation). But there is a question mark over companies’ willingness to 

continue to do this into next year.  

• Global Energy Costs: The projections are that prices for Crude Oil, Gas and Solid Fuels 

will reverse in 2022xiii – reducing headline price inflation. However, it is argued that 

uncertainty remains high and imbalances could lead to spikes in prices (IMF, 2021). 

However, John Authers (2021) writing for Bloomberg (Oct. 12, 2021) argues that oil prices, 

although high relative to pre-pandemic levels are still well below their all-time high of 

2008 and the subsequent peak in 2013, so they could move higher. Gas prices which have 

risen by almost three-fold since the beginning of the year have seen some reversion 

recently in response to supply increases with market projections that they will fall back. 

Energy prices are also wrapped up in geopolitical issues. Climate change targets are 

increasing the global demand for the “bridging fuel” - natural gas. The coldness of the 

winter will also affect the demand for energy and short-term prices with natural gas prices 

expected to rise further in January and February, before reversing into next year. Turning 

to headline price inflation in Ireland, short-term increases arising from electricity price 

rises, effective from late October into November 2021) are still in the pipeline.  

  

• Wages: Another major uncertainty relates to wages and the level of slack in the labour 

market. On the one-hand, (although depending on the pandemic), we might expect 

upward pressure on wages if consumer’s re-orientate their spending back towards 

services, if preference changes reduce the size of the Labour Force, or indeed in 

particular sectors and in response to the higher inflation rate or the revision of future 
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inflation expectations.  On the other hand, the ending of the pandemic supports, could 

result in some “loosening” of the labour market which would put downward pressure 

on wages. There is significant uncertainty around thisxiv.  

• Another issue is around the impact of higher current inflation on wage setting. Higher 

expectations of inflation may become embedded in wages, which will mean that higher 

inflation will persist. Research has indicated that higher energy and food prices are 

associated with higher consumer expectations of inflation, over the next 12 months (Carle 

and Zekaite (2021)xv.  

• There are also risks around demand in 2022 – the expectation is of lower inflation which 

may result from the normalisation of demand in 2022 as pent-up demand pressures 

subside, and also the negative impact of higher prices on demand. Similarly, an 

unexpected increase in interest rates may affect demand negatively.  

 

2.3 Sources of Inflation in Different Sectors 

• The CSO provides a breakdown of price changes for the CPI across 12 categories of goods 

and services and their contribution to the overall change. The categories that experienced 

the most significant price increases between Sept. 2020 and Sept. 2021 (yoy) were: 

Transport (11.4%); Housing, Water, Electricity, Gas and other Fuels (9%); Alcohol, 

Beverages and Tobacco (3%); Restaurants and Hotels (2.7%) and Communications (2.3%). 

Clothing and Footwear declined by 3.% yoy. Given their weights, the following sectors 

contributed the most to the increase in CPI inflation yoy for that month - Transport 

(1.45%); Housing, Water, Electricity, Gas and other Fuels (1.43%); Alcohol, Beverages and 

Tobacco (0.32%); Restaurants and Hotels (0.36%).   

• We have commented earlier on the global factors responsible for the increase in 

Transport (Vehicles (7.6%); Fuels (15%); Transport Services (17.2%) and Air Transport 

(36.5%). Similarly, for Electricity, Gas and other Fuels (21.9%).  

• Shelter Inflation: Rental costs are included in the CPI measure of inflation, although not 

in the HICP measurexvi.  Rental costs have increased significantly month on month from 

0.2% in July to 2.3% in September (2.1% and 5.6% yoy respectively).  Importantly although 

rental costs showed signs of falling during the early period of the pandemic, they 

outstripped their previous peak in August 2021.   

• Building Costs: The Wholesale Price Index (Buildings and Construction – Materials and 

Wages) has been consistently increasing yoy since last March 2021 from 1.2% to almost 

8% in September. Materials prices have also increased from 2.3% in March 2021 to almost 

13% in September. The Tender Price Index produced by the Society of Chartered Surveyors 

in Ireland shows an increase in building costs. The report in October 2021 shows an 

increase in construction costs of 7% in H1 2021 in response to higher demand on re-

opening; increases in material prices due to shortages coupled with resourcing and labour 

costs shortages in the sector. They expect continued price increases into 2022 although 

expecting that they should ease into 2022xvii.   
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2.4 Base Effects as Drivers of Inflation  

• As highlighted earlier, the early phase of the pandemic was characterised by deflation or 

falling prices. Average prices, given by the CPI, fell in every month (relative to the same 

month in the previous year) between April 2020 and March 2021. Since April 2021, prices 

have been increasing yoy in every month.  

• When we calculate the annual average price change for a particular month, we compare 

the prices in this month with the same month last year (which is the base, reference, 

comparison month) e.g. If we are calculating the annual price increase for September 

2021, we compare this relative to September 2020, which gives us the annual price 

inflation for Sept. 2021.  

• We noted earlier the importance of energy prices in affecting the CPI and HICP. Energy 

prices collapsed in the early phase of the Pandemic, well below their average or normal 

price. (These were temporary price falls). This would mean that annual price increases 

since then are calculated off a low and falling base. Therefore, some of this increase in 

price inflation is not due to current prices pressures but due to falling prices in the 

previous year i.e. “base effects” or calculating price changes from a low base. 

• Technically a base effect can be defined as the contribution to the change in the year on 

year inflation rate in a particular month that stems from a deviation in the month-on-

month rate of change in the base month (i.e. the same month one year earlier) from its 

usual or normal pattern, taking into account seasonal fluctuations” (ECB, Monthly 

Bulletin, Feb. 2015, p. 51).   

• The ECB have estimated that these base effects were particularly significant in Spring 

2021, will remain in the inflation rate through 2021 but will have disappeared by next 

year. The Irish Central Bank (2021) estimates that base effects have added approximately 

half a percentage point to the increase in the HICP since the beginning of 2021.  

 

3. Policy Responses  

3.1 Central Banks & Monetary Policy Response to Inflation  

• Monetary policy is the primary instrument used to achieve the inflation objective e.g. 

the primary objective of the ECB is to maintain price stability in the Euro area. Price 

stability is best maintained by aiming for two per cent inflation over the medium term. In 

its recent monetary policy strategy, the ECB has decided that an inflation rate above and 

below 2% are equally unfavourable although it comments specifically on using “more 

forceful and more persistent” policy to avoid lower inflation becoming embedded. The 

Harmonised Index of Consumer Prices (HICP) is used to assess whether the ECB are 

meeting their 2% price inflation target.   

• The response of the Central Bank to inflation depends on the source of inflationary 

pressure. If the source of inflation over the medium term is a demand-side shock, then 

the Central Bank can implement a contractionary monetary policy (e.g. traditionally this 

has been an increase in their policy interest rate), to reduce consumer spending, 

investment and aggregate demand. The contraction in demand should reduce inflation. If 
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the Central Bank has a dual mandate – concerned with both price inflation and economic 

activity - then a contractionary monetary policy, in response to heightened aggregate 

demand will both reduce aggregate demand and reduce price inflation. The impact on 

demand and economic activity and price inflation work in the same direction.  

• It will take some time for the contractionary monetary policy (such as the increase in 

interest rates) to affect demand and price inflation. Friedman (1969) talks about “these 

long and variable lags”. Hence, the objective of price stability over the medium term. Not 

only does this account for as the ECB says “short-term deviations of inflation away from 

its target” but also lags and uncertainty in the transmission of monetary policy to 

economic activity and inflation.  

• The response of a Central Bank to supply-side shocks is not as straightforward. Supply-

side shocks e.g. energy prices rises, may be temporary/transitory. Another way of putting 

this is that the price level increases but there is no change to the actual inflation rate. 

Therefore, if the central bank increases interest rates today, in response to this “first-

round” effect on prices, by the time that the impact of the policy change comes over the 

medium term, energy prices may no longer be increasing or indeed may have reversed, 

compounding the slow down in inflation, which now may be below the target – in 

otherwords there is heightened volatility (Tenreyro, 2021). By leaving well alone, and “not 

stepping on the brake” the Central Bank does not aggravate the problem.  

• So Central Banks will be concerned about whether these supply-side shocks will persist 

and will have persistent effects on the economy through second round effects e.g. as 

energy prices are passed in as higher costs into producer and consumer goods prices or 

more importantly higher inflation expectations which results in higher wage inflation, 

feeding into higher price inflation. If this is the situation, then there may be a case for 

increasing interest rates today, to bring price inflation back to target. However, this does 

involve a trade-off for a central bank. These supply-side shocks, by driving up general 

prices, will reduce real income, reducing demand and economic activity – so called 

“stagflation”. So, if the central bank runs a contractionary monetary policy, then this will 

aggravate the contraction in economic activity. There is a trade-off – lower price inflation 

but also lower economic activity (with increasing unemployment). Their response will 

depend on the central bank’s objective.  

• The situation today is very complex. On the one-hand, there has been a significant 

rebound in demand causing demand pull inflation – demand has outstripped supply. On 

the other hand, there are major supply-side shocks, around which there is major 

uncertainty.  The difficulty for policymakers is that this increases the level of uncertainty 

around their medium-term forecast and whether they should increase interest rates 

today (Schnabel, 2021). 

• By “looking through temporary supply side shocks”, Central Banks are keeping 

monetary policy accommodative during this period of recoveryxviii, post COVID. On the 

other-hand, if the inflation increase is more persistent, with the danger of higher inflation 

expectations, then not responding could lead to higher price inflation in the future.  
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• However, it is important to note that prior to the Pandemic, price inflation has been 

persistently below its inflation target and that returning inflation to its target is the 

desired aim of Central Banks.  

• However, the danger is that the higher inflation (and the new inflationary environment) 

will become the new view of inflation (above 2%) and this will feature in price setting 

and future wage increases.  

3.2 Fiscal Policy Response to Inflation: 

• If inflation is caused by increasing demand, then reducing demand will reduce price 

pressures. The textbook story is that reductions in government spending or increases in 

taxation (reducing disposable income), will reduce demand and inflationary pressure.  

• The situation, as stated earlier is more complicated when supply side shocks and as we 

are seeing today, supply chain and labour market disruptions are the cause of costs and 

price increases. What governments can do is ensure that they are not adding to the 

disruption. At the same time governments may be able to reduce the impact of these 

supply shocks and increase efficiencies e.g. through infrastructure investment. They may 

also be able to reduce labour mis-match through the provision of education and training 

reducing both frictional and structural unemployment.  

• The volatility that is introduced through dependence on fossil fuels also provides a further 

reason, in addition to climate change for governments to focus on investment and 

incentives to reduce dependence on fossil fuels.   

 

4. Budget 2022 

4.1 What is the potential impact of Inflation on Households?  

• Economists generally differentiate between the costs of expected inflation and 

unexpected inflation.  

• Unexpected inflation will have distributional effects.  

• Unexpected increases in the average price level will affect individuals on fixed 

payments e.g. social welfare, pensions etc. They will see a fall in their purchasing 

power.  

• In periods of rising inflation when specific prices are increasing, then those groups for 

whom these items constitute a large share of their budgets e.g. heating (specifics 

types of heating), food or transport, will be more affected by these price increases.  

• If wages are not rising in line with the increase in prices, then the purchasing power of 

these wages is reduced.  

• Similarly, with retail short term deposit rates near 0% (and in some cases negative), 

the ex-post real return on  savings is negative and the real value of deposits, which 

increased by a phenomenal €44bn between Feb. 2020 and June 2021, will be eroded 

by unexpected higher price inflation.  

• Whereas unexpected inflation, benefits the debtor as it reduces the ex-post real rate 

of interest, which will reduce the real cost of borrowing.  
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• The recent KBC Bank Consumer Sentiment Index (September 2021) survey has 

identified currently 2 different groupings in Irish society - those who have seen their 

cost of living increase (by more than 5%) and those who see their cost of living as 

falling or remaining unchanged. This reflects the different experiences during the 

Pandemic.  

• Expected Inflation also has impacts: On the one hand consumers may increase their 

spending today. On the other-hand, spending may decline today as they associate 

higher expected inflation with a reduction in consumer confidence in the future.  

• All price increases are not bad and Central Bankers generally argue for price inflation 

of around 2%xix.  

 

4.2 Budget 2020 and Inflation  

• Inflation Projections: The Department of Finance, is projecting that annual inflation 

(HICP) will be 2.3% in 2021 and 2.2% in 2022 (Department of Finance, 2021). This 

compares with last year’s projection for Budget 2021 of 0.4% in 2021. The 

Department’s projection for 2022 assumes that the spike in price inflation is a 

temporary phenomenon and that consumer price inflation is projected to peak in the 

final quarter of this year. Similarly, the core HICP figure is projected at 1.7% and 2.1% 

for 2021 and 22 respectively. The projection for Budget 2020 was 0.1% for 2020.  

• Social Welfare payments are fixed payments. An unexpected increase in inflation will 

reduce the purchasing power of these payments during the year in question when 

inflation increases unexpectedly. So, to maintain real purchasing power, there would 

have to be a retrospective catching up while at the same time allowing for projected 

inflation in the coming year, given that changes are made in the following January.  

• Again, to maintain purchasing power, an increase in the fuel allowance is necessary, 

given the increase in fuel costs.  

• Budget 2022 acknowledges the need to compensate for inflation, hence the need to 

widen the tax bands. 

• Reductions in VAT in the hospitality sector to the end of August 2022, affecting the 

price level, will show base effects in that sector once the VAT rate is restored.  

• Given the increase in building and construction costs (Materials and Wages) this year, 

which may continue into next year, this deflator is the more significant one to use in 

assessing real capital expenditures.  
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i See CSO Statistical Release, October 14th, 2021. See: 
https://www.cso.ie/en/releasesandpublications/er/cpi/consumerpriceindexseptember2021/ 
ii Comparing the actual price level, as give by the CPI between March 2020 and March 2021 shows no change. 
Monthly CPI fell until October and then turned positive month on month.   
iii The last time that this inflation rate was reached was back in June 2008.  
iv Certain items for example the cost of using a house i.e. the rent that would be charged if the house was 
rented, mortgage interest, house insurance and local property tax, feature in the CPI but not in the HICP. This 
is going to change. The ECB has now decided, in their recent monetary policy strategy review to include the 
costs of owner-occupied housing in the HICP, although this revision will take some time to implement.  The 
HICP used to calculate price inflation for the Euro area matters as it is the measure of inflation that the 
European Central Bank (ECB) uses to assess whether they are meeting their 2% price inflation target.   
v Similar data for the HICP (excluding Energy) for July, August and September 2021 are: 1.1%; 1.8% and 2.5% 
and HICP (excluding Energy and Unprocessed Food) are 1.2%. 1.9% and 2.6% respectively.   
vi The next Economic Bulletin, containing ECB’s staff macroeconomic projections will be released between Nov. 
7th and 11th, 2021. The projections in the September Bulletin were revised upwards from those in the June 
Bulletin.  
vii Arnold, M. (2021). ‘Lagarde pushes back on eurozone rate rise bets’ Financial Times, 28 Oct. 28th.  
viii See the Central Bank Quarterly Bulletin, Q4 2021.  
ix See the ECB Monetary Policy Statement and Press Conference Transcript, Oct. 28th, 2021.  
x Stubbington, T. (2021). ‘Bond Traders ramp up bets on big shift in global monetary policy’. Financial Times, 1 
Nov..  
xi Tenreyro, S. (2011), “International Trade, global supply chains and monetary policy”, speech delivered at the 
Centre for Economic Policy Research webinar, 25th Oct. 2021.  
xii See AIB Ireland Manufacturing Purchasing Manager’s Index, released Nov. 1st 2021 for the situation in 
Ireland.  
xiii Pescatori, A. et al, (2021). ‘Surging Energy Prices may not ease until next year’, IMF Blog, 21 October.   
xiv Lydon, R., (2021). ‘ Job Openings rebound in 2021’, Central Bank of Ireland Quarterly Bulletin, 4.  
xv Parle C. and Z. Zekaite, (2021). ‘Inflation Expectations of Euro-area consumers and firms’, Central Bank of 
Ireland Economic Letters, 2020(14).  
xvi The weighting attached to rental costs in the CPI is 7% 
xvii “As construction materials accounting for up to half of overall delivery costs in some instances, a return to 

more normalised costs for key construction inputs such as timber, insulation, glazing, piping/ducting and 
steelwork”. Costs are non-residential projects.  Again, supply and demand imbalances in labour supply will put 
upward pressure on wage costs”.   
xviii Countries are at different stages of recovery. A simple comparison of GDP with pre-COVID levels suggest 
that the US has moved from recovery to expansion. The same cannot be said for the Euro area.  
xix In a recent change to its monetary policy strategy, the ECB has decided that an inflation rate above and below 
2% are equally unfavourable although it comments specifically on using “more forceful and more persistent” 
policy to avoid lower inflation becoming embedded. 
 


