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End of price deflation in Ireland

CPlI rises annual 0.2% in August

Consumers prices recorded annual rise last month...Irish consumer prices, as
measured by the CPI, have been on a rising monthly trend since February, and
this implied that the annual inflation rate would turn positive again in the fourth
quarter. In the event this occurred a month earlier than we expected; August’s
0.7% increase in the index brought the annual inflation rate to 0.2% from -0.1%
in July. As such this represents the first move into positive territory for the annual
inflation rate since December 2007 .

...driven by jump in mortgage costs...The surprisingly large rise in the August
index was driven by higher mortgage interest costs, as banks here seek to pass
on some of their higher costs of funding. Interest payments rose by 10% on the
month, so contributing 0.56 percentage points to the overall rise in the index, and
taking the annual change in mortgage costs to over 24%. Clothing and footwear
prices also rose sharply in the month, by 3.7%, and this was the other main
factor behind the index increase on the month, adding 0.13%. Food prices fell,
by 0.3% providing a partial offset, although higher air fares boosted transport
costs. In sum, eight of the twelve component groups in the CPI have recorded
price rises over the past three months, although half are still recording price falls
on an annual basis.
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...the currency effect may be trumping the output gap...Past research on Irish
inflation has tended to show that currency moves have a significant impact on
Irish prices, given the small and open nature of the economy. Consequently, the
fall in Irish prices from late 2007 may have had as much to do with the rise in the
euro, particularly against sterling, as the size of the output gap. Similarly, the fall
in the euro against the UK currency over the past eighteen months (some 15%)
has no doubt been a factor behind the price trend evident since the turn of the
year.
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...although demand factors still evident in some areas... The price of services is more likely to be determined by domestic factors,

however, and the change in that regard over the past three years is clearly evident in some areas. Take childcare, for example, which
during the boom experienced persistent excess demand, prompting a range of political initiatives in an effort to deal with the problem.
The plunge in employment has had a huge impact however, and in August childcare costs had fallen an annual 11.2%.

Annual HICP inflation is still negative...The HICP measure of inflation, the EU standard, does not include mortgage costs and
consequently the monthly rise in that index was only 0.2%, which left the annual inflation rate unchanged at -1.2%. Prices fell
consecutively in the final four months of 2009 on this index, and we doubt if this will be repeated this year. Consequently, we also
expect annual inflation to have turned positive on this measure by year end.

Dr. Dan McLaughlin
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