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Ireland's economy faces three years of declining output

The Irish economy is already in a deep recession and it now appears almost certain that activity will continue to contract over the next two years. Unemployment is rising sharply and is forecast to increase even more rapidly in the early months of 2009. The severe downturn is mainly attributable to declining domestic demand, led by a collapse in construction activity and falling consumer spending, but is being compounded by the unprecedented developments in international financial markets. The two-party coalition government is also grappling with a self-inflicted fiscal crisis, and evidence to date does not suggest that it is rising to the challenge either politically or from a policy-making perspective.

All in the numbers

Ireland's economy is moving more deeply into recession, and recent data point to a widening of the slump. Retail sales figures have shown a deteriorating trend since the start of 2008, with sales volumes declining by 0.2% in the first quarter, by 4.5% in the second and by 5.7% in the third—data for August and September were the weakest in 25 years. Unsurprisingly, housing-related retail subsectors have been worst hit. In the year to August, sales volumes in the furniture and lighting category were down by 20%, while those of hardware, paint and glass were down by 14.2%. The most recent month for which comparable EU-wide retail sales data are available is July, when Ireland's decline of 5% compared with an average fall of 0.5% across the EU and of 1.8% across the euro area.

A wide range of factors have contributed to the weakening of consumer sentiment and activity, but a sharp downturn in the labour market is chief among them. The most recent definitive labour market data relate to the March-May 2008 period, when the rate of year-on-year employment growth had fallen to 0.3%. A less comprehensive, but more timely, indicator of labour market conditions is provided by the Central Statistics Office's monthly Live Register release, which measures the number of people claiming employment-related benefits. In October 2008 there were 260,300 claimants on a seasonally adjusted basis, up by a mammoth 57.1% on a year earlier and by 6.5% on the previous month (the largest ever monthly jump in claimant numbers).

While the increase in claimants is largely male (70%), suggesting that most job losses are still occurring in the male-dominated construction sector, the addition of 4,800 women to the claimant register in October was the largest such increase so far this year—pointing to mounting job losses elsewhere, and particularly in the services sector. The Live Register also provides a measure of the unemployment rate, which has risen sharply during 2008 from 4.8% in January to 6.7% in October. These figures compare with the most recent official unemployment rate of 5.1% recorded for the March-May period.

Triple whammy

With the Irish economy having already contracted sharply in the first half of 2008, the Economist Intelligence Unit expects real GDP to decline by a substantial 2.5% over the year as whole. In 2009 and 2010 we forecast further contractions of 2.3% and 0.5%, respectively.

Total investment spending, which has become dominated in recent years by an outsized housebuilding sector, is suffering a severe contraction and this is expected to continue well into 2010. Private consumption, which accounts for 50% of annual GDP, is now also declining and will continue to do so over the next two years. Factors that will negatively impact on purchasing power and sentiment are falling employment levels, rapidly rising joblessness, strains in the banking system, further tax increases and the negative wealth effect of declining house prices and equity values.

Until recently we were optimistic that external demand could be the motor by which the economy powered itself back onto a positive growth trajectory. Yet we now expect a recession in 2009 in OECD countries, where Ireland's exports are focused. Export growth is expected to be weak next year, and could turn negative.

Breaching the rules

Support for a fiscal stimulus—through tax cuts and/or higher public spending—to try to alleviate recessionary fears may be gaining ground in a number of countries, not least the UK, but the Irish cupboard has been bare for some time. The country's public finances are now in a state of crisis unparalleled in any other developed economy, with public consumption growth slowing sharply as the government attempts to control an exploding budget deficit.

A fiscal surplus of 3% of GDP in 2006 has turned into an estimated deficit of 6.5% of GDP in 2008, which on a comparative basis is by far the most rapid two-year decline of any euro area country since the single currency was launched. Ireland is now set to breach the EU's general budget deficit ceiling (3% of GDP) by an even wider margin in 2009, when we expect a deficit of 8.9%. However, even these forecasts are subject to numerous downside risks.

First, economic growth may prove to be even weaker than we anticipate given high uncertainty both domestically and internationally. Second, the chances of a government injection of capital into the banking system is rising. This would involve large upfront costs adding significantly to the stock of public debt. Third, yield spreads on Irish 10-year government bonds reached 100 basis points by the first half of November, and are now second only to Greece within the euro area. This will raise debt-servicing costs—should the yield spread continue to widen, this effect will be magnified.

Provided that these risks do not materialise, that revenue growth returns in 2010 and that the government takes more radical measures next year to curb expenditure, a modest reduction of the deficit could be achieved in 2010 (we estimate that nominal general government spending would have to be held at zero for this to occur). Although the government has yet to show that it is prepared to tackle the crisis in a meaningful manner—it recently backtracked on a number of budget measures in the face of pressure from interest groups—its hand may be forced by its euro area partners.

In early November the European Commission launched the excessive-deficit procedure against Ireland for its breaches of the Stability and Growth Pact (SGP) governing euro area members. It has previously found the management of Ireland's public finances to be the weakest of some 18 EU member states and is thus likely to be critical when it reports to the Council of Ministers in February 2009. Given this and the magnitude of the deficits (the largest imbalance in the history of the bloc thus far was 7.8% of GDP in Greece in 2004), Ireland may become the first country to be threatened with the imposition of fines, as set out in the SGP.

Long haul

The extent of downside risk to the Irish economy is currently without precedent, and all the signs point to economic policy remaining in crisis management mode for the foreseeable future. Having recently guaranteed the liabilities of the country's leading banks—to ease liquidity pressures and calm the fears that had led to a depletion of deposits in September—the government will now have to supervise these institutions closely.

Given that the banks are hugely exposed to the plunging domestic property market, one of the central roles for regulators will be to assess whether non-performing loans are likely to erode the banks' capital bases to the extent that they become insolvent. There is a considerable probability that this will happen, as bad debt levels rise in the face of the deepening recession. A far heavier form of government intervention than that undertaken so far would then be required to recapitalise the system. Should this be the case, our current forecast of three successive years of economic contraction could yet prove optimistic.

