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2. The crisis unfolds

THE IRISH MACROECONOMIC CRISIS OF 1955-56:
HOW MUCH WAS DUE TO MONETARY POLICY?*
1. Introduction

The macroeconomic crisis of 1955-56 was the defining event of post-war
Irish economic history. What had been an underperforming economy slid
into deep recession for reasons which were poorly understood. The longterm consequences were considerable: the reorientation of economic
policy that resulted led to the restructuring and expansion of manufacturing on the basis of tax- and grant-aided foreign direct investment to a
degree which today continues to be unparalleled. On the political front,
the crisis led to the Fianna Fail party being returned to office and holding
it for 16 years.
The main symptoms of the crisis are well known. A severe current
account deficit and drain of foreign assets in 1955 was followed by a
restrictive budgetary policy in 1956. GNP dipped, recovering to its 1955
level only by 1958; emigration soared. But what triggered the crisis? In
contrast to contemporary and subsequent commentators who stressed
other aspects, this paper examines the extent to which monetary policy can
be blamed. The Irish authorities responded inappropriately to interest rate
increases and a policy of credit restraint introduced in the UK. At the time,
this was seen as a monetary policy experiment, breaking the mould of
conservatism and slavish adherence to financial conditions determined in
London and implemented by Victorian-style banks. But, though the
radical critique of the financial establishment was not unfounded, the
experiment proved to be a failure.
The paper is organized as follows. Section 2 describes the sequence of
events as the crisis unfolded. Section 3 assesses the degree to which the fall
in foreign assets could be attributable to the failure to match the tightening
of credit policy in the UK. Section 4 discusses the policy debate. Section 5
describes the reaction of the banks. Concluding remarks are in Section 6.
There are two Annexes, the first of which covers trends in credit before and
after the crisis, while the second provides background details on the decomposition methodology used in Section 3.
* We are indebted to Cohn Gallagher and Pat Hickson of the Department of Finance and to Frank
Sexton of the Irish Bankers' Federation for identifying relevant files; to Jane Kelly for research assistance, and to Kieran Kermedy, Luke Leonard, and T.K. Whitaker for useful discussions.
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As told in the standard accounts, the story begins with the emergence in
1955 of a current account balance of payment deficit. Having run at
between 1 and 2 per cent of GNP during 1952-54, the current account
deficit jumped to 6.5 per cent~ 1955. At th_e.same ~e ~e net foreign
assets of the banking system, which had been nsmg steadily smce the end of
1951 tumbled by about 8 per cent of GNP. Although the decline in foreign
asse~ amounted to only 18 per cent of the total net foreign assets of the
banking system (still swollen by wartime surpluses), the situation was
.
evidently unsustainable. 1
Responding in March 1956 to the crisis, the Go".emment nnpos_ed ~eavy
supplementary import duties on a range of finished and senu-firushe?
consumer goods. This was effective in reducing the current account defiat
to 2.5 per cent of GNP in 1956 and turning ~t into a surplus by the following year. The net foreign assets of the banking system also began to tum
around by early 1957.
.
.
Effective as it was in reducing imports, the fiscal contractton also hit the_ real
economy, inducing a domestic recession and resulting in a surge of enugr~
tion. GNP fell by 1.3 per cent in 1956, and r~cove:ed by only O.~ per cent m
1957.' The impact on employment and enugranon was espea~y severe.
Following the usual propagation pattern of a labour market shock m Ireland,
it showed up first in unemployment, and then (after a lag ?f some quarters)
was absorbed in emigration with little or no perm~ent nnpact on un~m
ployment. Thus, registered unemployment peaked mJanu~ 1~57, havmg
increased by more than 2 per cent of the labour force. Net enngranon, already
running at high levels, soared during 1957 to about 1.8 per cent of the population, a figure which has not since been matched. The fiscal respol1Se to the
crisis is widely thought to have been o".erdo~e, and the finger is usually
pointed rnainly at fiscal policy as the area m which errors were made.
.
So far, the story does not involve m':'ch in the way of monetary policy.
However, it cannot be ignored that, m January and February of 1955,
London Bank Rate was raised in two steps by 1.5 per cent (to 4.5 per cent).
It is not that this interest rate increase in itself adversely affected lrJSh
economic activity, but the Irish policy res~o.nse to ~t did. The Irish banks
would normally have followed suit by raismg their mterest rates by the
same amount or close to it. 3 But on this occasion they were persuaded by
The earlier and larger balance of payments crisis of 1950-51 was largely due. to the terms of .trade
effect of the 1949 sterling devaluation and the Korean war commodity pnce ~m. Receipt. of
Marshall Aid funds helped up to 1951, but a deflationary budget was introduced m 1952 which
proved more than enough to correct the situati?n. .
.
_
2 These figures differ somewhat from those published m the 1950s. They are based on a revised data
base maintained at the ESRI.
3 Cf. Patrick Honohan and Charles Conroy, Irish Interest Rak FluctuatUms Vi the Eur<>]Jean Munetary System
(Dublin, 1994).
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the Minister for Fmance to refrain from a corresponding increase in bank
lending rates. Deposit rates for balances smaller than £25,000 were not
increased in line either. This was the first time that the Government had
successfully influenced bank rates to this extent, and it was not until December 1955 that the Minister suddenly gave way, observing that the balance of
payments situation had deteriorated so that the conditions no longer permitted rates to be held down.
The 1955 interest rate decision both introduced a wedge between London
and Dublin, and lowered the real cost of funds, considering that inflation
accelerated from less thari 2 per cent in 1954 to more than 4 per cent in
1955. As is explained in the next section, it is possible to interpret the
balance of international payments crisis that ensued as being in no small
part attributable to the emergence for the first time of a substantial interest
differential.' In this context it is important to recall that there was complete
freedom of capital movements between Ireland and the rest of the Sterling
Area. Thus, even if the fiscal authorities over-reacted to the balance of
payments deficit and the drain of foreign assets, the origins of the problem
may partly lie in a prior monetary policy failure.

In contrast we will now show that almost a half of the deterioration in
foreign pa~ents was accounted for by a turnaround in n-:m-bank private
capital flows. This turnaround in capital flows was substantially larger than
the increase in imports stressed by others. 7 Furthermore, a fall in exports,
relative to trend, was a sizable additional factor.
Monetary policy is likely to have contrib~ted to the net capital outflow.
Not only will lower real interest rates have u:'cr~ased th~ demand for bank
credit, but there may also have been a substitution of Irish bank credit for
British. The interest rate differential will have been a factor, as well as the
credit restraint which was urged on the London Clearing Banks from July
1955 on. Certainly (as discussed in Section 5 below) there was~ l::rge surg:e
in bank credit, especially to sectors likely to have had pr_e-eXIsting credit
lines in the UK. The remainder of the fall in the net foreign assets of the
banking system was associated with a _sharp increase in imports and a
decline in meat exports. Much of the fall m exp'?rts and some _of the growth
in imports was related to inv~ntory aa;umulation. !he relatively low real
interest rate may have helped mduce this accumulation.

3. Sources of the payments drain
The literature provides no conclusive interpretation as to why the 1955
crisis occurred. In this section, we suggest that the failure to increase interest rates in line with London may have had a greater role than has
previously been recogillzed in causing the drain in foreign assets, thereby
.
.
prompting what proved to be an excessive policy response. .
Previous studies have stressed the current account detenoration and m
particular the role of increased consumer expenditure in inducing growth
of imports. The most thorough analysis 5 provides several explanations for
the import boom, including the impact of a generalized wage increase on
consumer spending, speculative accumulation of inventories related to
import price increases and a credit boom. Contemporary accounts seem to
have placed most emphasis on the expansion of consumption deman_d, 6
and this was certainly the aspect which was addressed by the policy
measures of 1956.
4 The unsustainability of the interest rate policy is trenchantly expressed by James Meenan: 'It was
officially stated in Dublin that "the banks had accepted that the different circumstances obtaining in
the Republic made it unnecessary to follow the British changes". There is no reason to believe that
the banks hdd this opinion with conviction, or indeed that they held it at all. However tenable it may
have been in early 1955 it became less and less so as the year w~nt on with its gl?<>m-y: sequenc~ of
increasing trade deficits, loss of external assets and, most alanning of all, the conjunction of falling
deposits and rising advances.']. Meenan, 1M Irish Ecunomy Since 1922 (Liverpool, 1970), p. 237.
5 Ki°'an A. Kennedy and Brendan R. Dowling, F.cmumUc Growth in Ireland (Dublin, 1975).
6 The Central Bank of Ireland's 1955-56 Amwal &pwt (for the year ending March 1956) stresses
that, in contrast to Britain and elsewhere, in heland '1955 was essentially a year of rapid increase

Quantification
The fall in net foreign assets_ of th~ banking systei:n in 1955 came to £4~
million (or somewhat more if we ~elude the _fall m Departinen~~ Funds
sterling holdings). This compares with a total mcrease of £~6 ~on over
the two previous years. Thus the 19~5 event mvolves a detenoration of £50
million relative to the average expenence of 1953-54.
.
In order to assess the relative importance of imports, exports and capital
flows in contributing to this turnaround, we begin by comparing the actual
data for the macroe~onomic aggregates with the value~ they woul~ ha".e
taken had they retamed the same share of GNP as m 1953-54. This
in consumption' and attributes this to unabated growth in 'social demands upon. the availa~le
resources' which would not be reversed so long as the 'cherished panaceas for solving ou~ social
problems by increasing money supplies and money incomes hold sway'. Ryan's less rhetoncaJ but
also contemporary analy.>is also emphasizes consumptio? demand, though he d~ a~?wl~g~va
contributory role for interest rates (WJ.L. Ryan. 'The Insh Balance of Payments , Administratwn, 1 ,
No. 3 (1956), pp. 49·55).
.
.
7 Kennedy and Dowling do consider the role of capital flows (F.cmwmU Gruwlh, pp. 51 ·3, 224-5). They
point out that these flows were already weaker in 1954 than in 1953. In addiaon to the mterest
effect, they mention as possible explanations of this reversal of flows the genex:aJ press~re on sterling,
a possible specific confidence factor relating to the Irish pound and ass~ted with the curre~t
account deficit, and a supposed decline in profitable investment opp'?rtwuties. The Gen~ Banks
1955-56 A'TlflRfli &partaJso refers briefly to the increased ~o~ank ho_ldings of external secunttes as an
indication of the 'incompatibility between striving to mamtam low ~terest ra~ at ho_m~ and, at -~e
same time, hoping to induce Irish holders of external ~sets to rep~te them. Astorus_hingly, this~
the only reference to interest rates in a 40 page review of econormc developments m the Bank s
repon for the year.
.
.
8 Of course this is very imperfect, as it supposes the same GNP m the counteifactual. Real GNP
growth in 1955 was 2 per cent.
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suggests =cess imports amounting to £17 million and a turnaround in
private non-bank capital flows amounting to £22 million. 9 In addition
=ports underperformed by £10 million. Between them; these thre~
elements account for almost all of the £50 million turnaround in the movement of net foreign assets. 10
The source of the excess imports may be found in both consumption and
~vestment: Consumption rose partly due to a higher share of personal
dispo~able mco:ne (there was a substantial pay settlement in that year) and
a fall m th~ savmgs ratio (Figure 1)." Investment in fixed capital and stock
accumulation were also both above trend. 12 The impact on imports would
depend on the propensity to import out of investment and consumption.
~ we cannot draw on established econometric findings for these propensi?es, 13 we assume for 19_55 the not unreasonable marginal propensities to
nnport out of consumption demand of about 0.6 and out of investment of
about 0.9, to obtain a breakdown of the different causal elements in the
=cess import flow for that year as shown in Table 1. (Ibe underlying
methodology is spelled out in Ann= 2).
We now tum to consider to what =tent the emergence of an interest rate
gap might have caused each of these five identified components of the fall in
net foreign assets.
The items least likely to have an interest rate =planation are savings and
the wage increase. Consumer credit was very little developed and the bank
interest rates would not represent an opportunity cost for many households.
Likewise, although employers' willingness to agree to the wage settlement
might have been influenced by lower real interest rates, any such effect
would be slight.
The item mvestment included in the Table includes accumulation of stocks
(inventories). Contemporary accounts speak of speculative imports of
9 It is true, as noted by Kennedy and Dowling (&rwmic Growth, p. 224), that net capital inflows were
a little bdow average already in 1954, but the main change was in 1955. Looking at the detailed
components of the capital acconnt, while identified non-bank capital transactions (especially
brokered securities trading and public issues of securities) show little net trend in 1953-55, there is

a bi~ turnaround in the 'other' capital transactions of the balance of payments in 1955. Specifically,
{a~ ~o_ws (e.g. borroMng from foreign banks) average £12.6 million in 1953-54, but only £1.7

million m 1955 and (b) outflows (e.g. deposits in foreigo banks) average only £0.8 million in 195354, but jump to £9.3 million in 1955.
10 A fall of £42 million following increases averaging £8 million.
11 Despi.te the scr:es~ that o.thers have ~ on this, it is evident from Figure 1 that the savings ratio for
1955 1S well within previous fluctuanons, and does not represent an outlying observation. Of excess
consumption amonnting to £16.5 million, £10.8 million may be attributed to the lower savings and
the remainder to higher personal disposable income.
12 The form~ by £4.2 million, the latter by £9.0 million, of which £3.5 million represents agricultural
stocks. It tS not clear how much of non-agriculrural stock accumulation in 1955 represented stocks
of imported materials.
13 The extensive econometric work on the detenninants of Irish imports all relates to later periods
and much of it to more disaggregated data sets.
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TABLE!
ANALYZING TI:IE BALANCE OF PAYMENTS
DETERIORATION IN 1955

A: Decomposition of fall in net foreign assets of the banking system

£ million
Fall in net foreign assets
Import excess
Export shortfall

O/o of fall in NFA

~

100

17
10

34
20

22
1

44
2

Turnaround in net

private capital
Other

B: Decomposition of import =cess
£million
Import excess
Lower savings ratio

Wage increase
Investinent increase

17
6
3
8

O/o of fall in NFA
34

12
6

16

Note: The table shows the difference between the actual flows in 1955 and those estimated on the
basis of unchanged relationships from 1953-54. For import excess, export shortfall and net
private capital, the benchmark is unchanged ratio to GDP; the decomposition of import excess
assumes constant propensity to import out of consumption and investment and is relative to a
benchmark of unchanged saving ratio of personal disposable income and unchanged investment
share in GDP.

materials which would fall into this category. A build-up of international
tension surrounding Suez might have contributed. The interest rate policy
certainly lowered the cost of such speculative purchases.
Even the export underperformance may have something to do with the
interest rates. It is wholly attributable to a fall in meat exports, and there
was a corresponding increase in inventories of live animals. It would be a
mistake to attribute the fall in =ports to a diversion of production to meet
an increase in local final demand.
The most obvious element where a substantial interest differential with
London contributed to the fall in external reserves is in the 11£! privaie capiial
outflow (non-bank) which was recorded in the balance of payments
account. This might have included switching of small deposits to higher
yielding accounts in the UK: non-government deposits at Irish banks fell
by £8 million during 1955. However the fall in deposits need not necessarily reflect deposit switching, and it seems likely that small deposits were not
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very interest sensitive. 14 More likely to have been significant would be
repayment by non-financial enterprises of borrowing from UK banks with
the proceeds of borrowing at lower rates from Irish banks.
Sectoral analysis of bank credit suggests that the credit switching route
may have been important. Irish bank credit jumped by £24 million in the
twelve months to October 1955, representing about three times the rate of
nominal GNP growth (or in cash terms an excess of £17 million). While
~ome of the excess is undoubtedly attributable to the financing of the higher
mventories we have no_ted, it is worth mentioning that nearly all of it is
accounted for by four sectors 'mining and manufacturing', 'wholesale
merchants', 'public bodies' and 'shipping and shipbuilding, transport and
communications, electricity and gas'. These sectors probably include many
of the more important enterprises and bodies that might previously have
been in a position to obtain bank credit in the UK. The fact that the lastnamed sector was the one whose credit expanded most rapidly in the UK
during 1954-55 and shrank most rapidly in 1955-56 may also be a pointer.
Thus, as much as three-quarters of the fall in foreign assets during 1955
can be attributed to interest-sensitive flows. Relative to a 5.5 per cent ordinary overdraft rate, the one percentage point differential represented a
substantial gap. Although we cannot say with precision how much less the
fall would have been had interest rates followed London, it seems likely that
this was a material factor, pushing the decline from what could perhaps
have been regarded as a normal fluctuation into the crisis zone.
4. Who made the decisions and why?

The sharp rise in UK bank rate to a level (4.5 per cent) that had not been
seen for over twenty years must have seemed like a golden opportunity for
the incoming Inter-Party government to flex their muscles and take an
action which would match the declaration of the Republic under the previous inter-party regime. It was still, perhaps, a gamble which could more
easily be adopted by a Minister from a party with a conservative image.
The new Finance Minister, Gerard Sweetman, was evidently very satisfied to be able to respond to a Parliamentary question on March 4, 1955
that he had discussions with representatives of the Irish Banks' Standing
Committee on the implications of the recent change in the bank rate in
Britain: 'I represented to the banks that the conditions underlying the
increase in Britain do not operate here at present. Recognizing this the
banks, in the national interest, decided not to make any change in their
lending rates here. I should like to express my appreciation of this decision'. In fact, the full situation was less cordial. The minutes of the Irish
Banks' Standing Committee (IBSC) reveal that the Minister had
14 Note also

that the fall \'l3S disproportionatdy in non·interest bearing current accounts.
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threatened to seek special powers from the Government to prohibit the
banks from increasing their rates. . .
.
. . .
Did the authorities pause before actmg 1:11 this ~ay? One mdicanon of the
factors that they might have weighed is proVIded by a memorandum
re ared byJohn O'Donovan, Parliamentary Secretary to the Government
~J dated 25 February 1955 (the day after the second :UK Bank Rate
·
) The memo argued that there was no reason to mcrease mterest
·
ealin £ ·
mcrease .
rates in line with the UK. The line of argumen~ presented 1s rev.
g or its
enumeration of the elements that might stand m the way of an mdependent
interest rate policy.
.
.
First, O'Donovan reasoned, there was no argument for an mcr~ase m
Irish interest rates on lines of good neighbo:irliness: the.r:eed for an mterest
rate increase arose only from British inflanonary condinons; there was no
onus on Ireland to support this policy, especially as Ireland had n~t. been
recently been drawing on the sterling pool. Seco_nd,_ the profita~ility ~f
banks was such that they could afford to carry a ~se m the deposit ~ate if
necessary without pushing up lending rates. 15 Third, there was n~ nsk W
Ireland· 'our balance of payments is in good order, and all the eVI ence is
that it~ remain in good order'. There was 'cogent evidence that much of
the de osits in the Irish banks [would] not eve;i cross a street m a town to
the lo~ post office, much less cross '.o Engl~d. These ar~7:~ ';{'~ ;;t:
in order of their degree of accuracy m the orcutnstances o
..
t
British reaction was concerned, it is doubtful that adverse sennment wen
much beyond surprise.
th h d
d
The rofitability of banks was also healthy: in aggregate ey a returne
about ~.1 per cent of total deposits as taxable profit on ave~age ove1~
1944-53, though the 1952-53 numbers were. rather smaller (Figure. 3):
Because of the substantial net external asset pos1i:ion of the banks, the ~e m
UK rates would have added substantially to their pro~ts. At the same_ nme,
of course, it had the effect of increasing the oppor°1:11'o/ cost of len_ding at
home. However, it is clear that the expressed optmuSm concemmg the
balance of payments was quite unfounded.
.
There may also have been a greater willingness to adopt a more ambitious ro-development stance in the Department of Fmance, wh~ were_ the
drivJg force behind financial policy. Over the ye.ars, an~ espeaally smce
1952 Department of Fmance officials had negonated with t?e ban!'s on
the t~rms for fmancial support to Government. Typically this was m the
form of a subscription to long-term bonds but, by 1952, the banks were
i:;-:

15 Department of rmance

fil

ea1 that bank profitability calculations were made on all subsequent

es_ rev

occasions that interest rate lSSUes arose.
C
. .
Banks' published profits were much
1 Th figures are as reported to the Revenue ornrruss1oners.
.
.
.
6 lo:er: of course, because of the practice of hiding substantial profits in order to give an unpress1on
of smooth profitability.
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also provi~g short:term accommodation. The Department of Finance
had a direct mterest m keeping interest rates down. Bearing in mind aJs
that three. of the Ce'.'tral Bank's directors were appointed by the banks, it~
not surpnsmg that it :wa~ fi:om the Department of Finance rather than the
Central Bank tha~ an rmnanve to influence bank interest rates would come.
All t!'e ~or_e so given the recent change in personalities at the head of the
two IIlStituttons.
In 1953 Joseph.Brennan, first Governor of the Central Bank, and before
~at the first ChaiT;11an ?f the Currency Coilllllission, had resigned followmg pro_tracted poli~y d1sagr~ements with successive governments. From
one pomt of VIew it can fairly be said that his rigid policy stance had
helped ensure fmancial stability over three decades. On the other hand his
bleak conservatism inhibited all fmancial experinientation. His succe;sor,
JJ. McE!Iigott, who .had taken over from Brennan in 1926 as Secretary of
the Department _of Fmance, was also a conservative figure, though intellectually more flexible and somewhat more disposed to employ the tools of
centra! banking in an active pro-development maimer. But the departure of
McElligott from the Department of Finance, and the caretaker appointment as. Secretary of 62 year old 0 J. Redmond, 17 left the coast
substantially clear for the more radical Keynesian views of a younger
generation led by T.K. Whitaker.
In the fmancial SJ>here, this radicalism tended to include advocacy of
central bank fmancmg of the Government deficit, or 'admission of Irish
~overnment s~curities to the Legal Tender Note Fund' as it was described
m the msular Jargon of the day. But it also extended to more reliance on
bank fmancing an~ :preferabl~ at low int~rest rates. Already injune 1953,
Whitaker was wntmg th~t high taxanon and high interest rates are
tending to depress econormc activity ... there is nothing revolutionary in
the proposal ~at the. Irish commercial banks, who have so long been
SJ>ared by fortwtous circumstances from having to make any large continu_in~ loans t? ~e Government, should now begin to follow the exainple of
similar msn~nons in other countries ... The days of mere temporary
accommodanon from the banks for State capital purposes are over'."
These _were not unreasonable views given the fact that total bank accommodanon of (central) Government had only just passed ten per cent of the
banks' aggregate portfolio, but they certainly indicated the direction of the
emergent thinking.
It might at first sight seem surprising that it was a Fine Gael Minister for
Fmance who took these actions, rather than the populist and nationalist
17 But n<_>te

~at Redm~nd was not appointed to the vacancy created on the Central Bank board by

McElligoct s assumpaon of the Governorship.
18 Qyoced in R. Fanning, The Iroh Dpartment q/Finana, 1922-58 (Dublin, 1978), pp. 493-4.
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Fianna Fail. But, over the years, no political party had a monopo~y of financial conservatism, or of financial radicalism. 19 Early financial market
anxieties about the likely policies ofFiaima Fail when they came to office m
1932" were quite soon substantially laid to rest by the fin~ci~ conservatism of key figures such as Sean McEntee, who was backed m this respect
by Eainon de Valera; though that party also included the much more financially radical Frank Aiken and the interventionist Sean Lemass." On the
other side of the house, the cautious policies which had been pursued by the
Cumaim na nGaedheal government of the 1920s should not be allowed to
conceal the pro-development stance taken by sucl_i fi~res as Patrick
McGilligan in the first Inter-Party government, esp~cially m regard to the
plaimed deficit budgeting of capit".1 expenditure m the Public Capital
. .
Progranime introduced for the first nme m 1950.
Nevertheless, it is noteworthy that only three years ear~ier m ~arch
1952 the Fianna Fail government had been contemplanng a srmilar
atte~pt to resist upward pressure o;i interest rates con_ilng fi:-om ,L01:1don.
On that occasion Joseph Brennan m long separate discussions with ~e
Valera and McEntee steered them away from the path taken by their
predecessors. 22
•
•
•
Was official advice less categorical or forceful m 1955? Available official
files do not provide the necessary information, ~o fa: as ~e Department of
Fmance is concerned. We are told by the official histonan of ~e Central
Bank that the new Governor (McE!Iigott) did make representattons, both
oral and written, on the interest rate matter, to Minister Sweetman m Febru•
ary and March 1955, but that these were unsuccessful. 23
Even though many opposition politicians ,:Wo1:11d have shared the poli.cy
preference for lower interest rates, F1aima Fail did not lose the OJ?porturnty
to criticize the acnon. McEntee aild others argued that the ?ecis1on woul?
lead to ail outflow of deposits to the UK aild would ulttmately curtail

l

19 Among examples of such radicalism expressed by pro.~ent members of the establishment ~e. P.
L ch 'The Economist and Public Policy', Studies. xiii (1953), pp. 241·60' and J.P. Colbert, lnsh
B~ 'and Irish Public Credit Facilities', The Statist, 24th October 1953 (cited by Maunce Moyruhan, Gummy and C-al B<ml<inginlrdand, 1922-1960 (Dublin, 1975), p. 411).
20 C. 0 Gracia, Ireland: A New &anomic H~twy (Oxford, 1994), pp. 369·70.
21 Moynihan, Cum:nq and Unlral Bemking, pp. 409, 415.
.
.
22 Leon 6 Broin, No Man's Man: A Biographiad Memorr ofJoseph Brerman (Dublin, ~982), pp. 161 2.
23 Moynihan, Currency and Central Banking,_pp. 421-2. Furthermore the pu?hc statements of the
Central Bank were impeccably conservaove, at least after the event, as evidenced by the rem_ark
in its October 1956 O!Jarterly Statistic.al Bulktin (p. 4} ~t 'There does not a~pear to be su~c1ent
recognition of the fact that in our circu~tances, in face of the now un1ve7sally establishe~
upward trend in rates of interest, the purswt of cheap money can result o:11y m s~arO: money ·
See also the 1956-57 A11nual Report of the Bank, which observes (p. _41) ~t overesumaoon of the
value in Irish conditions of technical methods of Central Banking m use elsewhere tends to
distract attention from the basic defects in Irish economic policy and to encou_rage t~e d:ngerous
- and profoundly mistaken - belief that prosperity can be attained by financial devices .
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credit. Th~ first. of these happened at most to a modest extent. zs The
second cer~y ?id not happen. More prescient was McEntee's prediction
that the ~t": s attempt to take control over interest rates would create
expectations ~hich would prove to be difficult to live up to.
In the parliamentary debate that ensued, UCD Economics Professor
George_ O'Brien reiterated the textbook view that 'English and Irish bank
rates ~ ten~ to move together in the long run ... that any holding of
rate~ 1s ~ssentially a temporary measure'.. Still, there remained a degree of
amb1~ty as to how far one could push mterest differentials with Britain.
The Irish banks had widened the average gap between their own bill rate
and I:ondon B~ Rate following independence26 and had lowered
deposit _rates dunng ~e war. It was widely COillillented that the hanks
could still attract deposits at 1 per cent when the Post Office was offering
2.5 per cent.
24

5. Bank Behaviour During and After the 1955 Crisis

In attempting to understand how the banks reacted to the new situation it
is h~pful to recogniz7 _that the _main lri:'h b~ had long practised a v~ry
traditional type of Bntish b~g, relymg chiefly on self.liquidating shorttenn overdraft lending and bills. They held very substantial liquid assets in
British ~ov~ent securities. !bey operated under a regulatory structure
wholly inhented from before mdependence, with the establishment of a
c;entral hank from 1943 being of very little consequence to banking in prac27
tice. They a_cted ~ a cai:teI, not only in setting interest rates, but in all
aspect;; of their dealinip ~~ t!"1e Govenrment.'8 Against this background,
the Irish Govenrment s rmtiative to push down bank interest rates must
have come as an unwelcome surprise to the banks.
It was ~ot the first ~e that the Govenrment had pressured the banks in
the direction of lower mterest rates. For example, in March 1952 the Irish
Banks' Standing Cornrn!ttee (IB~C), meeting to consider their response to
the 1.5 percentage pomt mcrease m London Bank Rate had to contend with
a specific request from the Government to delay any action until the Government had time to consider the matter - though on that occasion (as
24 M~ee's conservatis!11_is underlin~ by_his ~ks in the Dail (10March1955): 'One may well
ask if the Government s mterference m this matter is a step towards the nationalization of rhe banks
or perhaps the soWtization of the banks might be a better word'.
25 Exchange control returns indicate that deposits held by foreigners fell by only £0.64 million in
1955. The average decline over the previous four years had been £0.27 million, following inflows
of over £2 million in each of 1949 and 1950.
26 Cf. Honohan and Conroy, Irish Interest Rate Fluctuations.
27 <?£. P. Honohan, 'Currency Board or Central Bank? Lessons from the Irish Pound's Link with Sterling, 1928-79", Banca N<P.imwk <klLav..-o Qyamrf; &Ww, No. 200, March 1997.
28 ~ (coounercial) Bank of Ireland's privileged position as the Govenunent's banker made it primus
mkr pares, and underlines the relatively minor role played by the Central Bank.
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indicated above) the banks got their way and without much delay. Moynihan
(1975) describes another episode in May 1954, when the banks were
persuaded to go further in lowering overdraft rates than they had proposed,
though the additional concession applied only to lending under Government
guarantee and to State-sponsored bodies (IBSC minutes of 20 May 1954).
A reading of the minutes of IBSC meetings in the period 1952-56 indicates that the banks were unhappy with such pressure for three main
reasons. First, as a matter of principle they did not want to have the making
of interest rate decisions taken out of their hands. The risk to public confidence in the banking system is mentioned, but there is also a wider concern
that this path could lead to the banks effectively losing their autonomy.
Their 'utter opposition' to the idea of any announcement of increased interest rates being made by the Minister (19 December 1955) may be taken as
illustrative of this concern. Second, they were concerned about their ability
to fund credit demand through deposit growth if deposit interest rates were
restricted. This concern is easy to understand given that, during 1955, the
banks had to reduce their holding of British Government securities by an
amount sufficient to fund more than 15 per cent of domestic lending. The
banks were particularly anxious to avoid an interest rate differential vis-a-vis
Northern Ireland on large deposits. Third, they were concerned about profitability. In the short-run, the Government's insistence that the matrix of
interest rates should not be increased will have tended to help bank profitability, especially while there were such substantial net external assets.
This is acknowledged by remarks made at IBSC meetings in September
and November 1955. Higher interest rates on large deposits (said to amount
to £60 million) will have been an offsetting factor, though it is unclear
whether the banks did actually pay London rates on all large deposits. 29 In
the longer run, however, as the balance of payments drained the banks of
their high-yielding foreign liquid assets, this advantage will have been
running out. The longer the interest differentials persisted, the more the
banks' profit margins were being eroded by having to cash-in higher-yielding London investments to finance the expansion of Irish credit.
As mentioned, the 1955 interest rate experiment ended under pressure of
circumstances in December, with an increase in the Central Banks' rediscount rate from 3 to 4 per cent, and increases of 0.75 per cent and 0.5 per
29 Tiiat the agreed interest rate on deposits over £25,000 was increased to 2.5 per cent is clearly stated
in Moynihan (Cumncy and C<ntral Ban/Qng, p. 421), and confirmed from papen; in the files of the
Departments of Finance and of the T aoiseach and in the minutes of the IBSC. It is therefore curious
to find Meenan (The Irish Ecorwmy, p. 237) asserting that interest rates on large deposits were held at
1.5 per cent, a figure which is also shown in the table of Appendix 9 in Moynihan (Currr:nc.y and
Central .Ban/ring). In late March 1955, the IBSC requested the London Clearing Banks not to pay
more than 1.5 per cent on large sums transferred from Ireland. It is unclear why such a request
would be made if large deposit interest rates in the Republic had actually been increased to 2.5 per
cent. It may be that the higher interest rate was not paid uniformly to all large depositors.
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cent respective!):' in the banks' overdraft rate and small deposit rate.
~though the_ mterest rate demarr:he proved unsustainable it was far from
bemg the last tnne that pressure was placed on the banks to keep interest
rates down. The plot of differentials (Figure 4) shows that already these had
nar_rowed before 1955, though 1955 showed the largest fall. But the differennals never fully recovered to their pre-1955 position. For instance the
further one per.cent ~e in B~ Rate in 1956 was followed by press~e on
the banks to <lif!erennate their !':'ding rates as between productive and
?ther loans: This the banks declined to do, but as a result they did not
mcrease their overdraft rate on that occasion
. The ~egree. to whi.~ the 1~55 episode ru;_d a lasting effect in lowering
mternan?nal mterest differennals could be exaggerated. Traditionally, Irish
differen~ had narro~ed wh~ Lon?on rates were high. During the 1920s
and until 1951 (when It was disconnnued) the 'Irish banks' rate' was one
per cent above London Bank Rate when the latter was below 4.5 per cent;
an~ oi:e-half pe: cent above Lon?on if London was at or above 4.5 per cent.
A similar neganvely sloped relanonship between the differential of the Irish
'ordinary overdraft rate' and London Bank Rate persisted thereafter. A
regression of the Irish-UK differential on London Bank Rate 1922-1965
confirms this negative relationship. For example, using the siniplest possible
equation, one obtains (t-statistics are in parentheses):'°

Djfferential = 4.11 - 0.56 Bank R.aJe
(27.5) (72.8)

R' = 0.969

The res_iduals '.rom this _regress!on are shown in Figure 5. This plot puts
the low differennals expenenced m 1957 and 1958 in a somewhat different
light: the 1955 observation is now more clearly an outlier. The plot also
suggests that the differential after 1955 was on average somewhat lower
than before.
How did the banks accommodate to the narrower interest differentials?
There was some short-term response in their attempt to refinance some of
their I endin~ at the C:entral _Bank's low rediscount rate. 31 But in the longer
run two ma1or quesnons arise: First, to what extent did the banks absorb
the lower differential in profits, and to what extent did they pass it on by
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tightening criteria for lending spreads above their ordinary overdraft rate?
Probably the higher London interest rates in the late 1950s made it easier
for the banks to absorb lower spreads. Certainly, the stock-market prices of
Irish bank shares did not respond to the policy shift. They drifted downward during 1955 and especially 1956, but less so than British bank prices
(Figure 6). 32 Indeed, most of the banks (but not the Bank of Ireland) raised
their dividends in 1955 or 1956.
Second, how did the banks protect their liquid assets in the face of administered interest rates below London rates? Contemporary sources indicate a
willingness to consider rationing of credit as a solution; this could explain
why subsequent periods of negative differential did not have the drastic
effects of that first one in 1955. Certainly, as early as October 1956, with
interest differentials again low, we find Sean Lemass complaining that 'the
credit squeeze is being applied to productive enterprises'. 33 The data reveal
that credit growth was sharply reduced from 1956 on.
6. Conclusion
With hindsight, the interest rate policy pursued in 1955 appears to have
been a policy blunder. The authorities siniply failed to observe the iniplied
interest rate discipline of the fixed exchange rate and integrated financial
market with Britain. But in the longer run, the crisis of 1955-56 led to a
comprehensive and epochal reassessment of economic policy shifting the
emphasis to an outward-looking view, ultimately involving a move towards
free trade and the promotion of a manufacturing export base especially
through the encouragement of inward foreign direct invesnnent. 34 Somewhat paradoxically, therefore, the policy failures of 1955-56 may have
helped shake economic policy out of the inward-looking complacency into
which it had fallen by the mid-1950s.
Monetary activism did not end with the 1955 experinient. Downw~d
pressure on bank interest rates was a constant feature of the followmg
decades, though the authorities learnt to distinguish between the merits of
placing pressure on a cartel and the risks of forcing interest rates below
corresponding rates in London.
PATRICK HONOHAN

Economic and Socid &search Instilute, Dublin
30 More sop~ticated estimates ~ _the same basic story. The equation in the text contains residual
autoc~rrelation. lmprov~ stausncal properties can be obtained by specifying a somewhat more
complicate~ erro~-corr~tlon formula along the following lines. (Though we omit details of this
pr?Ced~e, including estunates of
order of integration and tests for cointegration). Thus, if y =
Dfffemitial- a BankRate, then, allowmg a, P, rto be estimated in.6. y- f3y_ 1 = y, we obtain: a= 0.51
(35.8); /3= 0.28 (4.9); .r= 1.1 (4.8); R' =.0.859, DW = 2.17. Residuals from this regression also
show how much 1955 ts an outlier. ~ion of this approach suggests that the average differential
post-1955 ~about 0.29 percentage pomts lower than before 1955, whereas the 1955 differential
was 0.84 polllts lower than before.
31 Moynihan, Cunmq and Centrall!anhng, p. 425.
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National Universi.ty eflre/aJui, Dublin
32 The figure is based on weekly quotations for the Bank of Ireland, ~b~, and ~unster &. Leinster banks. A similar pattern is evident from the National and ProVlllaal banks. ~nnsh bank share
prices are swnmarized by an unweighted average of the prices of Barclays, W~t:rrunster and Lloyds.
33 Irish TrmeJ, 15 October 1956, 'Mr. Lemass calls for general election'.
34 The events surrounding the November 1958 publication of the White Paper &mwmic Development
are discussed by Garret FitzGera!d PlamWig in Ireland (Dublin, 1968).
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Annex I: Trends in the Volwne and Sectoral Distribution
of Credit in the 1940s and 50s

In the decade after World War II the Irish banks saw thp;~ d
·
hrink. · al
.
~
epos1t resources
s
m re ~~ while ~d for ~dit surged ahead. In part this was
a natural unw;mding .of the position built up during the period of war-time
surpluses durmg which the bank's net holdings of foreign assets reached
almos: 50 per. cent of GNP. It was natural that post-war restocking would
result m a '.all m the ratio of liquid assets to GNP and an immediate jump in
bank cre~t at home - and indeed 1946-47 saw the largest such movements. ~ exert~d ':'1?vem":'1t on the banks' net foreign assets.
The fall m ~~ li~mdity ratio (M2/GNP) began earlier in Ireland than in
the UK, but It IS u;nportant to re~gnize it as essentially part of the same
phenomen?n, and mdeed one which petered out in Ireland earlier than in
the. UK (Figure 7). To the extent that the continued rise in UK velocity
du:mg the late 1950s and into the 1960s reflects Bordo andJonung's institutional change hypo.thesis, 35 :Iie failure of Ireland's velocity growth to
match tha~ of the UK IS suggestive of the lack of dynamism in Irish bankiog
of the penod.
Though the growth in bank lending at home from 1945 was not just a
bounce-back .fro1? ~e corutraints, it would be easy to exaggerate the
?egree t'? which It signalled a new era in bank behaviour and involvement
m. the Irish economy. Comprehensive data broken down as between the
Irish Free State and elsewhere is available only from 1932 on. At that date,
net external assets of the Irish banks amounted to £88 million or 55 per
cent of.GNP.- even higher than the post-war figure. At that date, total
domestic. le°uding st?od at £58 million, and by 1945 had only crept up to
£64 million. At this stage, the bulk of lending was to farmers commerce
and personal .se~tor. 37 Th~ banks' reliance on the home market,for lending
had been so ~ted that, m 1945, only one-third of the resources mobilized
by the banks m the Free State were beiog invested there .
.""!11e~e was a fu:ther big surge of credit in 1950-51, associated with stock.piling m ~o'.1'1ection with the Korean War (Figure 8). This exparISion was
more rapid m Ir.eland than by the London clearers, and the subsequent fallback. was also more pronounced in London (Figures 9, 10). By 1954, the
35 Michael D. B?~do and Lars Jonung, 'The Long-Run Behavior of Velocity: The Institutional
Approach RCV'51ted', Journal efPof;g Modeling, xii (1990), pp. 165-97.
36 The ~ecline m net external assets during the 1930s thus reflected more the shrinkage of domestic
deposits than an expansion of credit.
37 Between th:ni. these sectors received almost two-thirds of non-Govenunent advances in 1939.
Meen'.111 (inrh Eanumry, p. 235·6) reports the bankers' complaints that fanners were substantial
depos1~ors, but_ could no~ be persuaded to borro:w~ and_ reports that farmers deposits came to almost
three tnnes ~or boi:rowmg m ~937. Howev~, it IS evident that the remainder of the economy had
almost as high a ratlo o~ deposits to borrowmgs. The bankers' complaint may have reflected their
own preference for lending to those who could evidently offer land and stock as security.
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Irish banks were investing almost two-thirds of their domestic-sourced
resources at home - a coruiderable departure from earlier experience.
Indeed, during the 1950s non-Government bank lending expressed as a
share of GNP appears to have been higher in Ireland than in the UK. Previously under-represented sectors, such as mining and manufacturing and
schools, churches and charities, began to increase their share at the experue
of farmers, commerce and the personal sector, though by the end of 1954
the latter still accounted for some 55 per cent of the total (Figure 11).
The credit surge of 1955 was faster than that of 1950-51. Furthermore, it
was much faster than the increase in credit by the London clearing banks,
constrained as they were by the policy of credit squeeze in operation there
fromJuly 1955 (Figure 10). This time, as mentioned above, mining and
manufacturing, and public bodies, got rather more than a proportionate
share of the increase, together with the group entitled 'Shipping and shipbuilding, trarISport and communications, electricity and gas undertakings'.
Retailers lost share.
Credit volumes stagnated between 1955 and 1958. Although there was
some pick-up from 1959, it was not as fast as the comparable acceleration in
London. In addition, by the end of the 1950s, there was comparatively little
change in the sectoral structure of bank lending. Farmers, commerce and
the personal sector between them still owed 52 per cent of the total, with the
farmers having increased their share. Indeed, if we add the growing
'Schools, charities and churches' sector to these there had been no change
over the decade in the share going to this traditional group.
The banks weathered both the pressure on their net external assets, and
the interest rate pressures of the 1950s. They remained focused on London
for liquidity, and on short-term self-liquidating lending to commerce,
farming and the personal and institutional sectors.
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In order to analyze the 1955 deterioration in the net foreign asse~ of the
banking system, we calculated the values "'.hich each of the "."".ab~b'j'.,1
e uation (4) would have taken had they retamed a constant rat10 m . ·
i:iie difference between these hypoth~tical figures (denoted by astensks)
and the actuals are shown in Table lA m the text.
.
For Table lB, the import excess, i.e. the difference betw~en a:al unp~rts
p and the hypothetical figure P*, _is further decomposed mt'? e contn ution of changes in the saving rano, m personal dispos~ble mcome and ~
invesnnent. Thus, we can express the marginal propensity to unport c:iut o
ersonal disposable income as the product. of the mar~al propensity to
P
.
d th
ginal propensity to consume out
import out of consumpnon Ile an . ~ mar
.
.
. art
of personal disposable income y Wnnng the ma_r~ propensity to unp
out of invesnnent is JIJ we obtam the decomposinon.
(5)

Annex 2: Quantifying the turnaround
Two complementary approaches to the analysis of balance of payments
disequilibrium are widely employed in the literature, namely the monetary
approach to the balance of payments (MABP) and the flow, expenditure
components or absorption approach. The first emphasizes stock equilibrium, the second flow relationships.
The MABP begins with the balance sheet identity that the quantity of
money equals the sum of the net foreign assets and net domestic assets of
the banking system. 38

M = NFABanlu + NDABanlu

(1)

In stock equilibrium the demand for money equals the supply.

Md (i) =M

P-P*=rrcf(y-y".)Y"+ (Y-Y*)J+uJa-J".!

(2)

In the Table, the three right han~ elements are labelled lower savings
ratio, wage increase and invesnnent mcrease respecnvely.

Balance of payments flows arise in the process of adjustment from one stock
equilibrium to another. In the present context a reduction in the domestic
rate of interest offered by the banking system lowers the demand for money
and induces an increase in net domestic assets of the banking system seen as
a residual. Accordingly, by the balance sheet identity, net foreign assets must
decrease. In other words there is a deficit in the balance of payments of nonbanks. 39
The flow approach seems more informative in the present context, and it
underlies Table 1 above. It begins with the flow identity which observes that
the current account of the balance of payments must equal the capital
account, which in turn equals the sum of the change in the net foreign assets
of the bank and nonbank sector:
(3)

Taking the current account as approximately the difference between exports
X and imports P(changes in factor flows are too small to be of significance);
modelling imports as a function of consumption C and investment J; and
taking consumption to be a function of personable disposable income r, we
can reorganize this flow identity to read:
(4)
38 TIUs can alternatively be given as an identity for base money; but in the present context where the
behaviour of the private banking system is constrained (interest race control), the wider identity is
more relevant.

39 Projecting each of the elements of this decomposition for 1955 on the basis of a ratio to GDP equal

to the average 1953-54 ratio implies that a shortfall in money holdings contributed £17 million to
the £50 million turnaround in the net foreign assets of the banking system, with the remainder
([33 million) attributable to excess domestic credit.
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Figure 1 (a): Personal Savings Ratio
1947-57

Figure 2: Private Non-Bank Capital
Flow 1947-59
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Figure 1 (b): Gross Physical Capital
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Ordinary Overdraft Rate
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Figure 6: Bank Stock Prices 1955-56
Three large Irish banks
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Figure 11: Sectoral Bank Credit, 1950s
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Sector definitions for Figure 11
1.
2.
3.
4.
5.
6.
7.
8.
9.
10.
11.
12.

Farmers and Agriculture
Co-operative Trading Societies and Creameries
Mining and Manufacture
Financial, incl. Stockbrokers, etc.
Wholesale Merchants
Retailers
Shipping and Shipbuilding, Transport and Communications, Electricity and
Gas Undertakings
Builders and General Contractors
All Other Business, Ind. and Trade
Public Bodies
Personal and Professional
Schools, Charities, Churches and Hospitals, etc.

