Irish economy still struggling to recover
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After an impressive start to the year, the Irish economy fell back into recession in the second half
of 2011. With domestic demand expected to fall further and export growth held back by sluggish
growth in global demand, the economy is expected to show only a modest recovery in 2012.

Irish gross domestic product (GDP) fell by 0.2% qFigure 1: GDP and expenditure contributions
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Still, after three years of falling economic activity,
the 0.7% growth rate for the year is good news.

probably not significantly alter the budget deficit for
the year, which was well in line with the agreements
made in the context of EU/IMF financial assistance.
The disappointing second half of the year does make
it harder to achieve the 1.3% GDP growth that

underpins the 2012 budget. Average quarterly GDP growth will have to be 0.7% throughout the year to
attain that figure. Given the likelihood of continued weakness in domestic demand and stagnation or modest
growth in the main export markets, this is no small feat.
The expenditure breakdown shows a surprising shift compared to the rest of 2011 (figure 1). Domestic
demand posted a moderate positive contribution to GDP growth, courtesy of a rise in private consumption
and a very sharp rise in fixed asset investment. This more than made up for an accelerated drop in
government consumption and inventory formation. Overall, domestic demand contributed 0.2%-points to
growth, against an average subtraction of 1.8% per quarter in the three preceding quarters. Against that,
after contributing an average 2.1%-points to quarterly GDP growth in the year to September, net-exports
subtracted 0.4%-points in 11Q4. Exports declined for the first time this year on the back of falling GDP in
the UK and the Eurozone. Lower imports partly mitigated the negative impact.
The available economic indicators for the first months of the year point to continued economic weakness.
The manufacturing PMI was up in February, but at 49.7 still points at falling activity. The services PMI
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rebounded strongly, from 48.3 in January to 53.3 in February. But we would caution reading too much in
one month’s data. Overall, there are no signs yet of a strong pickup in activity in either sector. On a more
positive note, unemployment fell in February, after having stabilised in the second half of last year. Still,
consumer confidence remains at very low levels. Households’ real disposable incomes will decline further this
year due to downward pressure on wages, lower government transfers and higher taxes. At the same time,
house prices are still on a steady downward path, further eroding household net wealth. As a result, the
saving rate will remain high as households bring down debt to strengthen their balance sheets. We expect
household spending to resume its downward trend in 2012. Therefore, domestically oriented businesses will
see little reason to increase fixed investment. Government spending is expected to keep falling for the
coming years.
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In all then, 2012 is unlikely to be the year of robust recovery. We expect domestic demand to fall further
this year, making economic growth exclusively dependent on the export sector. We expect world trade
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growth to pick up some pace in the second half of the year, as emerging markets counter slowing economic
growth with accommodative monetary and fiscal policy. We also anticipate economic growth to continue or
resume in Ireland’s main export markets (i.e. the US, the UK and Europe). The sharp adjustment in wages
and costs over the past year and the relatively low value of the euro against the US dollar and the British
pound will also support export growth.
In 2013, domestic demand is expected to act less of a drag on activity. Coupled with higher export growth,
this should mean that GDP growth accelerates relative to this year. This year already, the negative effect of
the sizeable correction in construction activity will probably have run its course. Housing starts and
completions are currently reaching very low levels (figure 2). Even though it will take considerable time to
return to higher levels of activity given the housing overhang still available, the fact that residential
investment can hardly fall further means that an important drag on growth of the past couple of years will
no longer hold back the recovery.
Our focus in this article has been on GDP. But an important feature of the Irish economy is the big difference
between GDP and gross national product (GNP). Due to sizeable net foreign direct investment inflows since
the 1990’s, a large share of the firms operating in Ireland is foreign owned. The profits generated by these
firms do not accrue to the Irish people and are not counted in gross national product. As such, GNP is a
better measure for the income of Irish nationals. A notable development in the past years has been the
sharper drop in GNP than GDP (figure 3). Export growth has been the only positive aspect of the economy
over the past years. It is the modern manufacturing and services sectors, which are for a large part foreign
owned, that export a lot. As a result, the positive impact of growing exports has only partially accrued to the
Irish people. The divergence in GDP and GNP was particularly harsh in 2011. As a result, while the 0.7% rise
in GDP looks good at first glance, the 2.5% drop in GNP gives a rather more pessimistic, and for the Irish
people very painful, view on last year’s economic development.
While we remain optimistic about the medium term prospects for the Irish economy, today’s figures show
that the road to better times ahead will be long and difficult.
Figure 2: Residential construction bottoming out
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Figure 3: GDP versus GNP
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