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SUMMARY TABLE

2007 2008 2009(f) ' 2010(f)

OUTPUT

(Real Annual Growth %)

Private Consumer Expenditure 5.9 -1.0 -7 -1
Public Net Current Expenditure 6.9 2.6 -1% -3
Investment 2.1 -15.5 -30 Y4 -17 %
Exports 8.6 -1.0 2% 1%
Imports 5.6 -2.1 9% 2%
Gross Domestic Product (GDP) 6.0 -3.0 -7 Ya -Ya
Gross National Product (GNP) 4.4 -2.8 -10 -1%
GNP per capita (constant prices) 2.0 -4.6 -10 % -1%
PRICES

(Annual Growth %)

Harmonised Index of Consumer Prices (HICP) 2.8 3.3 -1% -1
Consumer Price Index (CPI) 4.9 4.1 -4Y -
Wage Growth 3.5 3.5 -1 2%

LABOUR MARKET

Employment Levels (ILO basis (000s)) 2,123 2,100 1,930 1,854
Unemployment Levels (ILO basis (000s)) 101 141 258 298
Unemployment Rate (as % of Labour Force) 4.6 6.3 11 % 13 %

PUBLIC FINANCE

Exchequer Balance (€m) -1,619 -12,714  -25,261  -18,161
General Government Balance (€m) 346 -13,037 -19,260 -18,560
General Government Balance (% of GDP) 0.2 -7.2 -11 % -11 %
General Government Debt (% of GDP) 25.1 44.2 65 Y4 78
EXTERNAL TRADE

Balance of Payments Current Account (€m) -10,128 -9,439 -3,277 787
Current Account (% of GNP) -6.3 -6.1 2% s

EXCHANGE AND INTEREST RATES

US$/€ Exchange Rate (annual average) 1.39 1.47 1.40 1.49
STGE/€ Exchange Rate (annual average) 0.69 0.79 0.89 0.90
Main ECB Interest Rate (end of year) 4.00 2.50 1.00 1.75

! In the tables and text we present percentages (rates of change or percentage shares) of historical
data to one decimal point. For our forecasts such percentages are presented as fractions rounded-off
to the nearest quarter. This is to emphasise the distinction between historical data and forecast
numbers.



SUMMARY

It is hard to overstate what a difficult year 2009 has been for the Irish economy. We now
expect that the economy will contract by 10 per cent on a GNP basis this year, or 7% per
cent in GDP terms. This follows a contraction of around 3 per cent in 2008, in both GNP
and GDP terms. While these are stark figures, the true impact of the recession is probably
better illuminated through the figures on employment and unemployment. We now expect
that the average number employed will be 170,000 lower in 2009 relative to 2008.
Comparing 2007 and 2009, that figure is likely to be 193,000. At the end of 2007, the rate of
unemployment was just 4.6 per cent; at the end of 2009, it is 12.5 per cent.

We expect to see a further contraction in the economy in 2010 but this contraction will be
modest compared with 2009. We expect GNP to fall by 1%2 per cent in volume terms; for
GDP, the corresponding decline is "4 per cent. This annual figure is based on output
continuing to fall at the start of the year followed by a resumption of growth in the second
half.

Given positive developments in the international environment, exports are expected to
grow next year at a rate of 1%z per cent. However, domestic factors will act as a drag on
growth. Private consumption is expected to fall by 1 per cent, investment by 17"z per cent
and public consumption by 3 per cent. It should be noted that although consumption is
expected to fall, our forecasts include a modest reduction in the savings rate between 2009
and 2010, from 11%2 per cent to 10% per cent. This fall is included in the expectation that
Budget 2010 will have boosted confidence, as will a slower pace of employment loss in
2010 relative to 2009.

On employment, we expect a fall of 170,000 in 2009 and of 76,000 in 2010. Unemployment
is forecast to average 11%4 per cent this year and to peak at close to 14 per cent in the latter
part of 2010. We expect net outward migration to be 40,000 in the year ending April 2010.

On the public finances, we expect the general government deficit to be 11% per cent of
GDP in 2009 and 11%2 in 2010. The general government debt is forecast to reach 78 per
cent of GDP by the end of 2010. This figure does not include any net liabilities under
NAMA as such liabilities will not be treated as part of the general government debt.

We expect that CPI inflation will average -4'2 per cent this year and -2 per cent in 2010.
The corresponding forecasts for HICP inflation are -1% and -1.

In our General Assessment, we discuss how Budget 2010 can be judged positively in terms of
macro-fiscal management, even if some micro-dimensions are open to question. One such
example is the exclusion of all pensions from cuts regardless of the wealth and incomes of
those concerned. In spite of popular perceptions, analysis contained in the Commentary
shows that Budget 2010 was not the most contractionary of modern times, largely due to
the deflationary context in which the meaures were enacted. A further piece of analysis
shows that while Budget 2010 was clearly regressive, the combination of Budgets 2009 and
2010 placed most of the burden of fiscal adjustment on higher earners.



NATIONAL ACCOUNTS 2008 (Estimate)

A: Expenditure on Gross National Product

2007 2008 Change in 2008
Estimate €m %

€m €m Value Volume Value Price Volume
Private Consumer Expenditure 91,948 93,863 1,915 -893 2.1 3.1 -1.0
Public Net Current Expenditure 27,275 28,901 1,626 716 6.0 3.3 2.6
Gross Fixed Capital Formation 49,429 39,474 -9,955 -7,663 -20.1 -5.5 -15.5
Exports of Goods and Services (X) 153,481 151,896 -1,585 -1,606 -1.0 0.0 -1.0
Physical Changes in Stocks -146 317 464 447
Final Demand 321,986 314,451 -7,535 -8,998 -2.3 0.5 -2.8
less:
Imports of Goods and Services (M) 134,112 133,002 -1,110 -2,846 -0.8 1.3 -2.1
less:
Statistical Discrepancy -1,876 -365 1,511 -392
GDP at Market Prices 189,751 181,815 -7,936 -5,760 -4.2 -1.2 -3.0
less:
Net Factor Payments (F) -28,507 -27,218 1,289 1,276 -4.5 0.0 -4.5
GNP at Market Prices 161,244 154,596 -6,648 -4,484 -4.1 -1.4 -2.8

B: Gross National Product by Origin

2007 2008 Change in 2008
Estimate
€m €m €m %
Agriculture, Forestry, Fishing 3,249 2,890 -359 -11.0
Non-Agricultural: ~ Wages, etc. 77,328 78,929 1,601 2.1
Other: 70,587 63,088 -7,499 -10.6
Adjustments:  Stock Appreciation -648 -186
Statistical Discrepancy -1,876 -365
Net Domestic Product 148,641 144,357 -4,283 -2.9
less:
Net Factor Payments -28,507 -27,218 1,289 -4.5
National Income 120,133 117,139 -2,994 -2.5
Depreciation 17,849 17,443 -405 -2.3
GNP at Factor Cost 137,982 134,582 -3,400 -2.5
Taxes less Subsidies 23,262 20,014 -3,248 -14.0
GNP at Market Prices 161,244 154,596 -6,648 -4.1

C: Balance of Payments on Current Account

2007 2008 Change in 2008
Estimate
€m €m €m
Exports (X) less Imports (M) 19,369 18,894 -475
Net Factor Payments (F) -28,507 -27,218 1,289
Net Transfers -990 -1,115 -125
Balance on Current Account -10,128 -9,439 689
as % of GNP -6.3 -6.1 0.2
D: GNDI and Terms of Trade
2006 2007 2007 Volume
Change
Estimate
€m €m €m %
Terms of Trade Loss or Gain -1,961
GNP Adjusted for Terms of Trade 161,244 154,799 -6,445 -4.0
GNDI* 160,254 153,699 -6,556 -4.1
National Resources** 160,293 153,767 -6,527 -4.1

*GNDI is GDP adjusted for terms of trade and net international transfers.
** GNDI including capital transfers.
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FORECAST NATIONAL ACCOUNTS 2009

A: Expenditure on Gross National Product

Private Consumer Expenditure
Public Net Current Expenditure
Gross Fixed Capital Formation
Exports of Goods and Services (X)
Physical Changes in Stocks

Final Demand

less:

Imports of Goods and Services (M)
less:

Statistical Discrepancy

GDP at Market Prices
less:
Net Factor Payments (F)

GNP at Market Prices

2008
Estimate
€m

93,863
28,901
39,474
151,896
317

314,451
133,002
-365
181,815
-27,218

154,596

B: Gross National Product by Origin

Agriculture, Forestry, Fishing

Non-Agricultural: ~ Wages, etc.
Other:
Adjustments:  Stock Appreciation

Statistical Discrepancy
Net Domestic Product
less:
Net Factor Payments

National Income
Depreciation

GNP at Factor Cost
Taxes less Subsidies

GNP at Market Prices

2008
Estimate
€m

2,890
78,929
63,088

-186
-365

144,357
-27,218

117,139
17,443

134,582
20,014

154,596

2009
Forecast €m
€m Value Volume
84,674 -9,189 -6,570
26,401 -2,500 -434
25,525 -13,949 -11,970
150,143 -1,753 -4,050
-1,732 -2,049 -2,344
285,011 -29,441 -25,852
121,933 -11,068 -12,650
-365 0 -112
163,442 -18,372 -13,090
-30,324 -3,105 -2,5611
133,119 -21,478 -15,541
2009 Change in 2009
Forecast
€m €m %
2,168 -723 -25
72,118 -6,811 -8 ¥
58,072 -5,017 -8
-200
-365
131,793 -12,565 -8 %
-30,324 -3,105 11%
101,469 -15,670 -13 %
15,981 -1,463 -8
117,449 -17,133 12 %
15,669 -4,345 -21 %,
133,119 -21,478 -14

C: Balance of Payments on Current Account

Exports (X) less Imports (M)
Net Factor Payments (F)
Net Transfers

Balance on Current Account
as % of GNP

D: GNDI and Terms of Trade

Terms of Trade Loss or Gain
GNP Adjusted for Terms of Trade
GNDI*

National Resources**

2008
Estimate
€m

18,894
-27,218
-1,115

-9,439
-6.1

2008

€m

154,596
153,481
153,549

2009 Change in 2009
Forecast
€m €m
28,210 9,315
-30,324 -3,105
-1,163 -48
-3,277 6,162
2% 3%
2009 2009 Volume
Change
Estimate
€m €m %
349
139,405 -15,192 9%
138,257 -15,225 -10
138,557 -14,993 9%

*GNDI is GDP adjusted for terms of trade and net international transfers.

** GNDI including capital transfers.

Value

9%
-8 %
-35 Y
-1Y

9%

-8Y

Change in 2009

%
Price

-3
-7 Y
e
1%

1%

1Y

3%

-4,

Volume

-7
1Y%
-30 Y2
2%

-8 Vs

9%

=T Vs

QY



FORECAST NATIONAL ACCOUNTS 2010

A: Expenditure on Gross National Product

2009 2010
Estimate Forecast
€m €m
Private Consumer Expenditure 84,674 83,408
Public Net Current Expenditure 26,401 23,275
Gross Fixed Capital Formation 25,525 19,890
Exports of Goods and Services (X) 150,143 153,837
Physical Changes in Stocks -1,732 -96
Final Demand 285,011 280,314
less: 0 0
Imports of Goods and Services (M) 121,933 119,977
less:
Statistical Discrepancy -365 -365
GDP at Market Prices 163,442 160,703
less:
Net Factor Payments (F) -30,324 -31,911
GNP at Market Prices 133,119 128,792
B: Gross National Product by Origin
2009 2010
Estimate Forecast
€m €m
Agriculture, Forestry, Fishing 2,168 2,168
Non-Agricultural: ~ Wages, etc. 72,118 67,693
Other: 58,072 60,031
Adjustments: Stock Appreciation -200 -200
Statistical Discrepancy -365 -365
Net Domestic Product 131,793 129,327
less:
Net Factor Payments -30,324 -31,911
National Income 101,469 97,416
Depreciation 15,981 15,792
GNP at Factor Cost 117,449 113,209
Taxes less Subsidies 15,669 15,583
GNP at Market Prices 133,119 128,792

C: Balance of Payments on Current Account

2009 2010
Estimate Forecast
€m €m
Exports (X) less Imports (M) 28,210 33,861
Net Factor Payments (F) -30,324 -31,911
Net Transfers -1,163 -1,163
Balance on Current Account -3,277 787
as % of GNP 2% Yo
D: GNDI and Terms of Trade
2009 2010
Estimate
€m €m
Terms of Trade Loss or Gain 114
GNP Adjusted for Terms of Trade 133,119 131,332
GNDI* 131,956 130,179
National Resources** 132,024 130,479

Change in 2010

€m %
Value Volume Value Price
-1,266 -847 -1% -
-3,126 -792 -11 % -9
-5,635 -4,442 -22 5%,
3,694 2,292 2 1
1,636 1,170
-4,696 -3,159 1% - %
0 0
-1,957 -2,962 1Y% Ya
0 89
-2,740 -286 1% -17%
-1,587 -1,748 5Y, -Y%
-4,327 -1,900 3 1%

Change in 2010

€m %

0 0
-4,425 -6 Y4
1,960 3%
-2,465 A%
-1,587 5

-4,052 -4
-188 1Y,
-4,241 -3 Y2
-86 =Y
-4,327 3%

Change in 2010

€m

5,651
-1,587

4,064

2010 Volume
Change

€m %

-1,786
-1,776
-1,544

-1 Y
-1 Ya
7

*GNDI is GDP adjusted for terms of trade and net international transfers.

** GNDI including capital transfers

Volume

5%

1%



Main
Developments

THE INTERNATIONAL
ECONOMY

The economic trauma which hit the world’s economies in the latter part
of 2008 and early 2009 is reflected in the growth figures shown in Table 1.
According to the OECD, the Euro Area will contract by 4 per cent in
2009. The contraction in both Germany and Italy is expected to be close to
5 per cent, with France faring somewhat better and contracting by a more
modest 2.3 per cent. The UK is expected to experience a GDP fall of 4.7
per cent in 2009 while the corresponding figure for the US is 2.5 per cent.

While the global downturn has been severe, the data for the third
quarter of 2009 provide a basis for cautious optimism. The Euro Area grew
by 0.4 per cent in Q3% thereby signalling the end of recession for the
region as a whole. As discussed in the last Commentary, France and Germany
had already recorded a return to growth in Q2 and this was maintained in
Q3. France grew by 0.3 per cent in Q3 while Germany grew by 0.7 per
cent. Italy also recorded growth in Q3, of 0.6 per cent, but Spain remained
in recession, with GDP falling by 0.3 per cent.

The US had still been in recession in Q2 of this year but it too had
returned to growth by Q3, with growth of 0.7 per cent. By contrast, the
UK remained in recession in Q3, with GDP falling by 0.3 per cent. For
Japan, the timing of recovery was similar to that of Germany, with growth
being recorded in Q2 and then accelerating in Q3 when growth of 1.2 per
cent was recorded.

The severe contractions across the major economies are reflected in the
other indicators in Table 1. Inflation across the globe in 2009 has been
either low or negative. The UK is expected to have the highest rate, at just
over 2 per cent. The figure for the UK is partly related to sterling weakness
and we return to this issue below. For the Euro Area, inflation is expected
to be 0.2 per cent in 2009; in the US, inflation is expected to be negative
this year, at -0.4 per cent.

The trends in unemployment across 2008 and 2009 are as expected,
given economic developments, with the exception of Germany. Although
German GDP is expected to fall by almost 5 per cent in 2009, the increase
in the rate of unemployment in 2009 is modest, rising to just 7.6 per cent
from 7.2 per cent in 2008. Part of this can be explained by the employment
subsidy which the German government has provided in an effort to reduce

2 All growth figures quoted in this paragraph are quarter on quarter and seasonally
adjusted.



Implications
for Ireland

redundancies. The number of workers on this scheme approached 1.5
million in the summer.

Trends in General Government Balances partly reflect the deterioration
in economic conditions but also the stimulus packages that many
governments have implemented. While all countries have seen significant
deteriorations in their public finances, the US and the UK stand out with
both likely to post deficits of well over 10 per cent of GDP in 2009.

The existence of high levels of public deficits is among a number of
factors that are leading international forecasters to remain cautious on the
prospects for economic growth in 2010 and beyond. The build-up in public
debt means that governments will have to begin the process of rolling back
on stimulatory fiscal policies. While all major economies are expected to
maintain the patterns of growth which are emerging in 2009, the pace of
growth in 2010 is generally expected to be modest. For the Euro Area,
GDP is forecast to grow by just 0.9 per cent in 2010, with both Germany
and France expected to grow by 1.4 per cent. Real GDP growth in the UK
is expected to be 1.2 per cent next year. The expectations for the US are
stronger, as reflected in the growth forecast of 2.5 per cent.

Other factors which are likely to act as a drag on growth in 2010 are the
possible tightening in monetary policy and on-going caution on the part of
consumers. As we have discussed in previous Commentaries, official interest
rates are at historic lows in the major economies, having been reduced
aggressively in the latter part of 2008 and the early part of 2009. In addition
to low interest rates, many central banks have been injecting huge amounts
of liquidity into the markets through purchases, for example, of covered
bonds in the case of the European Central Bank (ECB). As discussed in
BEuroframe (2009), the assets of the ECB jumped by about 25 per cent in
the last quarter of 2008, with a doubling of assets in the case of the US
Federal Reserve. Were such policies to remain in place for too long, a
danger arises of inflationary pressures building and of inflationary
expectations becoming elevated. For this reason, interest rate increases and
a withdrawal of liquidity-related measures will occur in the near future
although the precise timing, and the speed of adjustment, remains
uncertain.

EXPORTS

In Figure 1, we show the trend in world merchandise trade from the
beginning of 2008 through to September 2009. The collapse in world trade
volumes between the latter part of 2008 and the early part of 2009 is very
evident. We can also see the subsequent stabilisation in volumes and then
the upturn in the most recent months. This recovery should be positive
from an Irish perspective, especially when combined with the favourable
outlook for GDP growth in 2010, relative to 2009, across the major
economies.

3 Buroframe (2009), Economic Assessment of the Euro Area, available at www.euroframe.org

# We discuss in the section below on monetary indicators how conditions in inter-bank
lending markets have returned to normality following the near-chaos of early 2009. This
return to normality is another factor leading central banks to unwind their liquidity-related
policy interventions.



One of the surprising features of the Irish economy during much of
2009 was the relative resilience of exports when compared to the dramatic
falls being experienced elsewhere. While the third quarter of 2009 showed
some slippage,” the broad picture which emerged over the year was that of
an export base which was somewhat insulated from the recession, due in
large part to the concentration of pharmaceutical products within those
exports. As exports did not plummet during the worst of the contraction,
they are unlikely to show as dramatic a bounce back as might be expected
in other countries. Nevertheless, the more favourable economic climate of
2010 should be positive for Irish exports, and as long as the trend in
competiveness is reversed.

Figure 1: Index of World Trade, January 2008 — September 2009
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Source: World Trade Monitor, CPB (The Netherlands).

INTEREST RATES

As noted above, interest rates were cut to historically low levels during the
course of 2009 and there is now a collective sense that there is no further
scope for interest rate reductions, with upwards movements now in
prospect. However, the precise timing and speed of those movements
remain an open question. Managing the conflicting goals of ensuring that
the recovery is sustainable and yet avoiding the build-up of inflationary
pressures will be the key task facing monetary authorities in many
jurisdictions in 2010, including the ECB.

Within the Euro Area, inflation is expected to remain subdued during
the course of 2010 — the OECD forecasts a HICP of just 0.9 per cent in
2010. Such low inflation will result in part from excess productive capacity
in the wake of the downturn and also from subdued wage pressures as a
result of unemployment. Given this low inflationary environment and on-
going concerns about the sustainability of the recovery, we see it as being
unlikely that the ECB would raise interest rates during the first half of
2010. However, thereafter we envisage rates rising to 1.75 per cent by the
end of 2010, as shown in Figure 2, with further rises beyond that almost

5 The volume of goods exportts fell by 6 per cent between July and August 2009.



inevitable®. We have expressed a concern in previous Commentaries about
the possibility of interest rate rises occurring when the recovery in the Euro
Area generally has taken root but when recovery in Ireland is still fragile.
This remains a big concern as any steep interest rises will impact upon
consumer confidence and the cost of credit.’

Figure 2: Interest Rates
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Source: CSO, ECB and own forecasts.

EXCHANGE RATES

As shown in Figure 3, the Euro is currently strong relative to Sterling and
this is a major concern for Ireland’s competitiveness. Having been in a
range of .75 to .80 for most of last year, the rate peaked at over .97 in the
last week of 2008. Since then, the Euro has eased somewhat, trading below
.90 for most of the summer months. However, in September the rate broke
90 again and is currently hovering around .90 with negative implications
for UK-oriented exporters, many of whom are indigenous enterprises.

Much of the weakness of sterling is related to the general state of the
economy, the very loose nature of monetary policy and the large fiscal
deficit. As discussed above, the UK was unlike most major economies in
failing to emerge from recession in the third quarter. It is forecast to have
the largest public deficit of the major economies in 2010. With a general
election certain to happen in 2010, the markets may believe that little will
happen by way of fiscal correction in the early part of 2010, a view that was
essentially confirmed by the UK Pre-Budget Report.

Given the on-going depressed state of the UK economy and the
difficulties with its public finances, it is likely that sterling will remain weak
well into 2010. For this reason, we base our forecasts on the assumption
that the STG//€ exchange rate will average .9 next year.

¢ As with all ESRI Commentaries projected values for interest rates and exchange rates
should be viewed more as technical assumptions as opposed to forecasts.

7 The rapid rise in the real mortgage rate shown in Figure 2 is related to the falling rate of
inflation throughout the year.



Table 1: Short term International Outlook

Consumer Price Unemployment Rate
GDP Output Growth Inflation*
%

Country 2008 2009 2010 2008 2009 2010 2008 2009 2010
UK 0.6 -4.7 1.2 3.6 2.1 1.7 5.7 8.0 9.3
Germany 1.0 -4.9 1.4 2.8 0.2 1.0 7.2 7.6 9.2
France 0.3 -2.3 1.4 3.2 0.1 1.0 7.4 9.1 9.9
Italy -1.0 -4.8 1.1 3.5 0.7 0.9 6.8 7.6 8.5
Euro Area 0.5 -4.0 0.9 3.3 0.2 0.9 7.5 9.4 10.6
USA 0.4 -2.5 25 3.8 -0.4 1.7 5.8 9.2 9.9
Japan -0.7 -5.3 1.8 1.4 -1.2 -0.9 4.0 5.2 5.6
China 9.0 8.5 9.0 5.9 -0.1 0.6 9.8 7.8 8.6
OECD 0.6 -3.5 1.9 0.0 0.0 0.0 5.9 8.2 9.0
Ireland -3.0 -1 Ya -Ya 3.3 -1% -1 6.3 11 % 13 %

Source: OECD Economic Outlook 86 and own forecasts for Ireland
HICP for Euro Area countries and the UK.

General Government

2008

-5.3
0.0
-3.4
-2.7

-2.0

-6.5
-2.7

-7.2

Balance
% of GDP

2009

-12.6
-3.2
-8.2
-5.5

-6.1

-11.2
-7.4

-11 %

2010

-13.3
-5.3
-8.6
-5.4

-6.7

-10.7
-8.2

-11%
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Since February and March of this year, the Euro has generally been
strengthening relative to the US dollar. At that time, the Euro was worth
around US$1.26 but since then the Euro has broken through the US$1.50
mark (October 23/26). With the Euro Area having emerged from recession
before the US, this real-economy factor has contributed to the
strengthening of the Euro. In addition, this sequencing of the ends of
recessions has led to an expectation of interest rate rises happening in the
Euro Area before the US. This too has contributed to Euro strengthening.
Our forecasts are based on the expectation that the US$/Euro Rate will
average 1.49 next year.

Figure 3: Exchange Rates
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Sources: CBFSAI (historic) and Euroframe Winter Report 2009 (forecast).



THE DOMESTIC
ECONOMY

The forecasts contained in this QEC are more positive about 2010 than
those in the previous Commentary. This broadly reflects the more favourable
international economic backdrop discussed in the International section. We
expect GDP to contract by 7 ¥4 per cent in 2009, with GNP contracting
by 10 per cent. For 2010, we expect the pace of contraction to ease
considerably with GDP expected to fall by %4 per cent and GNP expected
to fall by 1%2 per cent.

The most recent Quarterly National Accounts suggest that the economy has
stabilised, with quarter-on-quarter GDP up 0.4 per cent (seasonally
adjusted). However, this is driven by a very large fall in imports (4.5 per
cent quarter-on-quarter) rather than a nascent recovery in other categories
of expenditure. In particular, exports faltered in the third quarter having
recorded positive growth in Q2. Furthermore, the very large fall in factor
income flows in the recent quarter has widened the wedge between GDP
and GNP, the latter recorded a quarter-on-quarter fall of 1.4 per cent.
Table 2 shows what growth would be across the main expenditure headings
given the trends up to Q3 2009 and on the assumption of no change for
the remainder of the calendar year 2009, ie., the implied carryover.
Looking firstly at private consumption, the implied carryover is -7.3 per
cent for 2009. Our forecast for 2009 is very similar, at -7 per cent. This
means that we expect a modest increase in private consumption spending
in the final quarter of 2009. However, we do expect a further fall in
consumption in 2010, in response to the contractionary budget. For

Table 2: Implied Carryover (% change)

2008 Carryover QEC Forecast QEC Forecast

2009 2009 2010
Private Consumer -0.9 -7.3 -7
Expenditure -1
Public Net Current 2.6 -1.0 -1,
Expenditure -3
Private Investment -15.6 -29.6 -30V4 -17.%
Exports -1.0 -2.4 -2.% 1.7
Imports -2.0 -9.3 -9Y, -2Y>
Gross Domestic -3.0 -68 -TYa
Product (GDP) ~Ya
Gross National Product -2.8 -11.2 -10
(GNP) -1,

11
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both public consumption and investment, our forecasts incorporate
expected on-going falls in volumes through the remainder of 2009 and into
2010. In contrast, we expect exports to pick up during 2010, based on the
improved prospects for the world economy. Imports are expected to
decline in the remainder of 2009 before rising slightly in the second half of
2010.

While our forecasts for GNP and GDP are broadly in line with our
most recent Commentaries, we are less pessimistic with regard to
employment. We now expect the rate of unemployment to peak at almost
14 per cent in 2010. This is a significant downward revision from our initial
estimate in Spring 2009 of an unemployment rate of 16% per cent. This
revision is partly driven by the stabilisation since then of the public
finances, with an emphasis on pay and price cuts in budgetary measures
adopted since then rather than employment cuts. But it is also due to the
much more rapid fall in labour force participation throughout 2009 than we
had anticipated.

Our forecasts are based on the assumption that Budget 2010 is
implemented in full. We expect the General Government Deficit in 2010 to
remain essentially unchanged in, at 112 per cent.

The volume of consumer expenditure has declined substantially since the
beginning of last year, reflecting the difficult labour market conditions and
an increase in precautionary saving by consumers. The most recent
Qunarterly National Accounts indicate that in the year ending September 2009
the volume of private consumption fell by almost 7 per cent. This sharp
decline is evident in the annualised figures across all the major indicators of
consumption, as shown in Table 3. Based on data up to the end of
September, retail sales have fallen by 17 per cent, with sales of vehicles
particularly affected. In addition, the November Exchequer Returns show
that revenue from consumption taxes® was down by over 20 per cent in the
January-November 2009 period, compared to the same period in 2008. The
sharp decline since early 2008 has brought consumption back to a level last
seen at the beginning of 20006, as shown in Figure 4.

Table 3: Recent Indicators of Consumption (Annualised Growth Rates)

Retail Sales (Unadjusted) Trips New Vehicle All Vehicle

All Excluding Abroad Sales Sales
Businesses Motor Trade
2008Q1 5.8 7.0 11.6 -1.5 -2.6
2008Q2 2.4 5.5 8.3 -10.3 -13.7
2008Q3 -0.6 3.3 6.2 -12.8 -18.0
2008Q4 -4.4 -0.7 2.1 -15.4 -20.9
200901 -11.1 -4.5 -3.1 -31.9 -44.7
2009Q2 -145 -7.6 -5.0 -37.3 -62.2
2009Q3 -17.0 -9.9 -46.1 -59.7

8 Customs, Excise and VAT receipts.



Figure 4: Personal Expenditure on Consumer Goods and Services,
Constant Prices (Seasonally Adjusted)
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Source : Quarterly National Accounts, CSO.

The quarter-on-quarter figures point to some signs of recent
stabilisation. Seasonally adjusted consumption grew by 0.9 per cent in Q2,
relative to Q1 as shown in Figure 4 above. It fell again in Q3, but by just
0.7 per cent — a considerably slower pace of contraction compared to the
first quarter of the year. Retail sales have also picked up, following a very
sharp decline in the early part of this year. The index for all retail businesses
registered quarter-on-quarter growth of 3.5 per cent in Q3, on a seasonally
adjusted basis. The latest information from the KBC Ireland/ESRI
Consumer Sentiment Index suggests that consumer confidence, while still
fragile, is improving. In October the index reached its highest level since
early 2008, and while it dropped slightly in November, it remains
significantly higher than the all-time low of July 2008.

Turning to our forecasts, we do not expect any further deterioration in
consumption for the remainder of 2009, based on the indications of recent
stabilisation. Given the very sharp decline in the earlier part of the year, this
implies an annual fall of 7 per cent in 2009. For 2010, we have revised our
forecast upward since our Autumn Commentary. At that time we expected an
annual decline of 2 per cent in 2010 — we are now forecasting a smaller
contraction of 1 per cent. We expect consumption to fall again in the early
part of the year, in response to the full implementation of Budget 2010.”
However, our upward revision to the annual forecast for 2010 is partly due
to the composition of the Budget. The fiscal adjustment is based almost
entirely on public expenditure, with only small changes made to taxation.'’
In addition, while the cuts to public sector pay and social welfare will affect
personal disposable income levels, and hence consumption, the Budget

9 Bergin, A., T. Coneftrey, J. Fitz Gerald and 1. Kearney, 2009. “The Behaviour of the Irish
Economy: Insights from the HERMES Macroeconomic Model,” ESRI Working Paper
No. 287. This paper demonstrates the impact of various changes to fiscal policy on the key
macroeconoimic aggregates.

19 In our previous Commentary, we implemented a budgetary package for 2010 according to
the details provided in the April Supplementary Budget. These included tax increases of
€1.75 billion. The changes to taxation announced in Budget 2010 are expected to yield just
€126 million in a full year. For full details see www.budget.gov.ie
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does not imply significant employment losses in the public sector. As
discussed in the Employment section below, we have revised our forecast for
the unemployment rate in 2010 downward and this will have a positive
impact on consumer spending. Furthermore, we expect that the
implementation of the pre-announced €4 billion savings package will give
some boost to consumer confidence. As discussed in previous Commentaries,
our forecasts for 2009 include an increase in the savings rate, reflecting the
response of consumers to on-going uncertainties in relation to issues such
as employment and taxation. We assume that the Budget removes an
element of that uncertainty for consumers and, as a result, we expect to see
some reduction in the savings rate in 2010. We will return to this point in
the section on Incomes.

Figure 5: Quarter-on-Quarter Consumption Growth, Constant Prices
(Seasonally Adjusted)
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Source : Quarterly National Accounts, CSO and own forecasts.

In the last Commentary, we noted how the changing pattern of investment
between Q1 and Q2 of 2009 was something of a puzzle. According to the
Quarterly National Accounts (QNA) for Q2 2009 investment had fallen by
over 10 per cent in Q1 (on a quarter-on-quarter basis, seasonally adjusted)
but had then risen by over 5 per cent in Q2. The latest Quarterly National
Accounts show that investment fell by 9.9 per cent in Q3, as reflected in
Figure 6. They also show a revision to the Q1 and Q2 figures, which are
now estimated to be -12.6 per cent and +0.5 per cent respectively.
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Table 4: Gross Fixed Capital Formation

2007 % Change in 2008
€m Volume Value
Housing 21,542 -26.3 -29.8
Other Building 13,351 8.6 -1.2
Transfer Costs 3,373 -42.6 -50.2
Building and
Construction 38,266 -15.5 -21.6
Machinery and
Equipment 11,163 -15.4 -15.1
Total 49,429 -15.5 -20.1

2008
€m

15,123
13,193

1,681

29,997

9,477

39,474

% Change in 2009

Volume

Value

-44 Y,

-28

-70

-38 %

-24 Y4

-35 Y

2009
€m
8,391
9,499

504

18,394

7,130

25,525

% Change in 2010

Volume

-29 Y

-15

-15

-21 %

-7 Y2

Value

-37 Ya

2010
€m
5,272
7,509

403

13,184

6,706

19,890
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Figure 6: Quarter-on-Quarter Growth in Investment, Constant Prices,
Seasonally Adjusted
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Source : Quarterly National Accounts, CSO.

In Figure 7, we show the latest trends in house building. The overall
picture is now familiar with house completions continuing to decline, along
with the other indicators of activity in the sector. In the year ending Q3
2009, almost 32,000 housing units were completed, a reduction of close on
50 per cent relative to the year ended Q3 2008. We now expect to see
24,000 house completions for the calendar year 2009. Looking into 2010,
we expect the downward trend in completions to continue based on the
leading indicators shown in Figure 7. Our forecast is for 10,000
completions in 2010. These completion figures imply falls in housing
output of 40 per cent in 2009 and of 29% per cent in 2010. With house
prices continuing to fall, the reductions in value terms are steeper.

Figure 7: Housing Statistics, Annualised Numbers
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Source: CSO and Department of the Environment, Heritage and Local Government.

According to the ESRI/PTSB house price index, house prices continue
to fall and at a pace similar to earlier months. The October index showed a
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national fall of 1.8 per cent in the month, which compares to falls of 1.1
per cent, 1.5 per cent and 1.1 per cent in September, August and July
respectively. House prices in October were 12.7 per cent lower than at the
start of the year and are now 26.6 per cent below their peak values of
February 2007."" As in our previous Commentary, we expect price falls to
continue through 2010 and for the cumulative fall in the price of new
houses relative to the peak in 2007 to amount to 40 per cent.

In addition to the on-going falls in housing, building and construction
activity is also declining, and will continue to decline, because of falls in
commercial and retail building and in public investment. As discussed in
the section on the public finances, a proportion of the adjustment in
spending both in 2009 and in 2010 is being borne by the public capital
programme. However, with tender prices falling, the impact on the volume
of output will be lower than the impact on values. For 2009, we now
expect “other building” to contract by 20 per cent in volume terms and by
28 per cent in value terms. The corresponding figures for 2010 are -15 per
cent (volume) and -21 per cent (value).

Given the broad economic conditions in 2009, it is no surprise that
investment in machinery and equipment has fallen. Year-on-year to Q3
2009, it is estimated by the CSO that this component of investment fell by
25 per cent. For the year 2009, we now expect that the decline will be 24
per cent. With conditions remaining subdued in 2010, it is likely that
investment will also remain subdued and so we are forecasting a
contraction of 5 per cent in the volume of investment in machinery and
equipment next year.

In total, we expect that investment will fall by 30%4 per cent in 2009 and by
a further 172 per cent in 2010.

Bﬂdgez‘ 20170 has introduced a series of expenditure cuts equivalent to €4
billion, or 2.4 per cent of GDP. This follo