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Background

This is intended to be the first of a series ofgra@ddressing aspects of the economic crisis
currently facing Ireland.

Reflecting our experience in policy analysis, wepbasise issues and variables relevant to
enterprise policy and the labour market. Of theoues concurrent economic crises affecting
Ireland, our particular focus is on jobs and contpeness.

Introduction

We have found what seems to us to be a high Idathobility in important aspects of the
economy’s sectoral structure, as measured by emmaoly The paper describes what we have
found, and draws a number of conclusions from tfieséngs.

The key conclusion is that while policy actionseiventions in other sectors may have some
positive impact, only manufacturing and internadilbntraded services appear to offer good
potential to drive a return to full employment neland within a reasonable period of time.

Traded, Domestically Traded and Non-Market Sectors

In the paper: “traded” or “internationally tradesBctors refer to sectors of the economy that
trade internationally; “domestically traded” sestoefers to sectors that predominantly
operate within the domestic economy and have wenyeld involvement in international
trade; and “non-market sectors” refers to sectbthkeeconomy that are dominated by public
spending and public employment.

Major Changes in Scale of Economy

Over the last decade or so (and indeed before,ttien)rish economy has gone through
major changes in scale, upwards until 2007, anchd@sds through 2008. The downturn has
continued so far through 2009, but data from thenreeries of statistics used in this paper
(National Accounts and Quarterly National Houselaloivey (QNHS)) are not yet available
for any part of 2009.
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Employment and Labour Force' in Economy since 1997

2,500,000
200 e pra L
1,500,000 = =— |n employment
1,000,000 =— |n labour force
500,000
= = = N N N N N N N N N
© g 8 8 8 8 8 8 8 8 8
9 & & g &2 8 g8 ¢ S S
N ® @ © /PP ® 5 O & X ®
O O O O O O O O O O O O
= = = = = = = [ = = = =

Source: Data from CSO

Structural Stability and Domestically Traded Servies

It is striking that, as measured through employntevels, the share of activity in the
economy accounted for by market services sectatsatle predominantly domestically traded
has remained close to constant, despite changesrdpwnd downwards in the economy’s
size. While the economy’s scale has changed, $isc of its structure has not.

In terms of official NACE industry codes, the mamarket services industries that are
predominantly domestically traded are:

e Section G — Wholesale and Retail Trade

e Section H — Hotels and Restaurdnts

e Section | — Transport, Storage and Communication
e Section O — Other Services

Section J-K — Financial and Other Business Senhesscomponents that are predominantly
domestically traded and components that are predontly traded internationally. A
convenient approximation for distinguishing betwéeese statistically is to say that statistics
on clients of the industrial development agencescdbed as “internationally traded
services” represent the internationally traded pB8ection J-K, while the remainder
represents the predominantly domestically tradet pa

The shares of employment in the economy accouwrtedyfeach of these predominantly
domestically traded sectors has remained closertstant since 1998. Their total has also
remained almost constant since 1998, at close%o@flall employmerit

! “Labour force” refers to the number of people &alze for work, based on the number employed,
plus the number seeking employment.

%It is notable that employment in the hotels arsdaierants sector, which is generally associatel wit
tourism, behaves similarly to that for domesticathded sectors. The main reasons for this appear t
be that: the majority of the sector’s turnover cerfrem domestic customers (perhaps three quarters,
based on an assumption that half of overseas tapasid within the economy goes to the sector);
business travel, which is likely to correlate wiilsiness activity in Ireland, accounts for abol$olds
inward visits, and possibly a bigger share of spendith the sector; and, as Irish economic agtivit
has a strong correlation with activity in other stiies, spending by tourists from overseas isVikel
correlate with Irish economic activity even if mviven by it.

® In 2006, transport industry receipts from visittesvelling to Ireland amounted to €663m, which was
only about 3% of the wider sector’s turnover.

* The greatest variations here are in “RemaindgrKf. It is possible that artefacts of using two
different data sources, and of interpolating talsgsise quarterly Internationally Traded Servicatad
are responsible for part of the variation.
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Share of All Employment Accounted for by Each Dometcally Traded Sector
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The share of activity in the economy accountedfodomestically traded services appears
less stable when viewed through other measurestribution, transport and
communication”, covering NACE G and NACE |, is i@y category in the National
Accounts that forms a subset of these sectorsv@lgé added in this sector, expressed as a
percentage of the main macroeconomic indicatorsyhaeed significantly over time.

Value Added in Distribution, Transport and Communication as % of Main Macroeconomic Indicators
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Therefore, the volume-related employment measweeséo be a better indicator of the
enduring structure of the economy than value adaleléast as far as domestically traded
services are concerned.
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While the stability in the share of employment acded for by domestically traded sectors is
particularly stable for Ireland, it is also stafide many other well developed EU Member
States. This gives some cause to anticipate teadtthre of all employment accounted for by
domestically traded sectors will not deviate raltijciaom its historical pattern, even if it
becomes more volatile.

Share of Total Employment Accounted for by Four Donestically Traded Sectors (Section G —
Wholesale and Retail Trade, Section H — Hotels & Rtaurants, Section | — Transport,
Communications and Storage, Section O — Other Sewgs), Various European Countries
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Structural Stability and Change in Non-Market Services

The behaviour of employment in non-market serviages between sectors. The share of
employment accounted for by public administratiod defence has remained almost as
stable as for most domestically traded market sesvsectors. There is, however, a hint in the
data for the last two quarters of 2008 that empkayinin the sector is sticky downwards as
total national employment decreases.
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Share of All Employment Accounted for by Each Non-Mrket Services Sector
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Over most of the period since 1998, employmentdgen education have also roughly
tracked national trends, although with a modegtemse in share over time. This pattern
ended in 2008, with numbers employed in educataricuing to rise as national
employment fell.

In contrast to the other non-market sectors, enmémyt in health has boomed since 1998.
Employment has grown in all years since then, bsé particularly steeply as a share of all
employment between 1999 and 2003, and during Z@8rise during 2008 reflected
numbers employed continuing to rise as total empkayt fell nationally.

This pattern of employment growth reflected tremmdksealthcare spending, which rose from
around 6% of GDP in 1998 to close to 8% in 2005/6.

Irish Healthcare Expenditure as % of GDP
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While there are elements of private provision ialtiecare, most employment in the sector is
inextricably tied into the public sector, includinguch of that not recorded as health service
employment. Almost 80%of healthcare spending in Ireland comes from tiigip purse,

and a substantial share of privately funded promisakes place in institutions that are
primarily funded by the public.

®78.3% in 2006, OECD.
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Public Share of Total Irish Healthcare Spend
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Employment in health in Ireland, at 11% of all eoyphent, is only a little lower that that for
Germany (11.6% of all employment), a little abolve &verage for the twelve members of the
euro zone (10.6%), and significantly above the ayerfor the EU as a whole (8.9%). This is
high for a country that still has a relatively ygumopulation, indicating that whatever
problems the sector has are not a function of inaales total numbers of people.

If there was a policy intention to reduce publialktecare spending through reducing
employment levels, it might prove less sticky downels than for the other non-market
services sectors. Almost 10% of employment in tea is temporary, and employment that
is formally private sector in character appeanse@ substantial feature of the sector.

Employment in Health
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Given budgetary constraints that will remain sever¢he foreseeable future, the Government’s
efforts to reduce numbers employed, and a wided@eseptance that increasing public sector
employment levels would not be an effective respaosinemployment, it is difficult to imagine
that the non-market sectors will make a major damion to any recovery in employment levels.
Even after planned cuts in public employment tdlieq it seems likely that the share of
employment accounted for by these sectors willtlaelevel that is hard to fund sustainably. This
is likely to preclude significant growth in numbersployed until the rest of the economy catches

up.
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Structural Change in Construction

The share of the economy’s total employment in taggon has varied even more
dramatically than for healthcare, rising from léssn 7% before 2006, to peak at 13.7% in
Q4 2006. As the construction bubble started tatiefthe share reached 11.3% in Q4 2008.
It has continued to fall since.

Share of All Employment Accounted for by Constructon Sector
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It is clear that construction employment will conté to decrease. Comparisons with other
countries point toward employment levels attainednd) the boom being unsustainable. For
most_develope@uropean countries, employment in constructiors hetween 6% and 8% of
total employment. It seems unlikely that anythigngicantly outside this range can be
sustainable for Ireland, which suggests that tlaeesbf employment accounted for by
construction will fall by a minimum of 3.4% overathin Q4 2008. It may possibly fall
significantly more, overshooting the level thatlwiventually be sustainable as it falls.
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Share of Total Employment Accounted for by Constrution, Various European Countries
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In a recent submission to the Government, the @actiin Industry Council (CIC) has
suggested that construction employment could &alba as 126,000 in 2011, of which
90,000 would be within the sector as defined in@HS statistics used in this paper. It has
proposed a programme of capital investment desigmedpport another 50,000 jobs (35,700
in QNHS terms)’. This total of 125,700 jobs (in QNHS terms) wotdgresent a precipitous
fall from the peak number of 284,700, and from2B8,800 seen in Q4 2008.

The CIC projection of 90,000 would represent sometlof the order of 5.2% of total
national employment, depending on other assumptaoms taking account of the impact of
that level of construction activity on employmentoither sectors of the economy.

An important factor in understanding the impacthaf construction boom on the wider
economy is that much of it was financed throughirgs debt to overseas investors. As a
consequence, the immediate impact on the laboukenamls similar to that of an exporting
industry; production in Ireland was associated wamhinflow of funds analogous to export
earnings, from which wages were paid. However, avbdporting is sustainable over the long
term, providing that competitiveness can be manmeii it is not possible to sustain an
industry over the long term on the proceeds of hewowing equivalent to a substantial
share of GDP. Substituting public for private bevimy can do little to make it more
sustainable.

® SUBMISSION TO THE GOVERNMENT BY CONSTRUCTION INDURY COUNCIL: Jobs and
Infrastructure — A Plan for National Recovery, Mag909

" This reference to the CIC submission should natdmestrued as an expression of active support.
Viewed as an active labour market intervention,chtis broadly how the case for intervening is
framed in the submission, the CIC proposal haswahigh cost per beneficiary per year in comparison
with other types of intervention.
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Outstanding Loans for House Purchasing by Monetaryinancial Institutions in Ireland (€m)
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Outstanding Debt Securities Issued by Monetary Finacial Institutions in Ireland (€m)
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Source: Data from European Central Bank

While heavy investment in infrastructure contrilalte the construction boom, it was
dominated by private investment in residential eohmercial property. There is little
prospect, even once the current large oversupplgsadential and commercial property has
been dissipated, that conditions will re-emergeeunchich significantly more than 8% of the
working population work in construction. Propertyoms similar to that seen over the last
decade in Ireland seldom recur.
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Structural Stability and Change in Agriculture, Forestry and Fisheries

Between 1998 and 2005, the share of employmenuated for by agriculture, forestry and
fisheries fell from over 9% to under 6%, and hasamed roughly stable since then.

Share of All Employment Accounted for by Agriculture, Forestry and Fishing
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Viewed in terms of absolute numbers, this reflectployment in the sector running at close
to 120,000 since the start of the decade.

Employment in Agriculture, Forestry and Fishing
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This level of employment in the agriculture, forgsand fisheries is about twice the euro
zone average (3.0% in Q4 2008). However, as netmas in the sector derive primarily from
direct payments and other subsidies, there wiltdsg limited pressure driving numbers
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down so long as subventions continue at curredeand there is significant competition
for employment opportunities in other sectors

Structural Change in Traded Industries

The share of employment in predominantly tradedstriles remained roughly constant
between 1998 and 2001. It fell from 23.0% in Q2269H17.9% early in 2008. It then rose a
little during 2008, as employment levels in expagtindustries held up better than those in
construction and domestically traded services.

Viewing the statistics at a more detailed levet, share of employment accounted for by
“production industries” (predominantly manufactg)iriell fairly constantly between 1998
and early 2008, while that in internationally trdd®rvices rose initially (driven particularly
by strong growth in software), and then levelledd of

Share of All Employment Accounted for by Internationally Traded Industries
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Viewed in terms of absolute numbers, this refleisisg employment in both production
industries and internationally traded services@0122. Since then, rising employment in

internationally traded services has roughly baldrfaing employment in production
industries.

81n 2007, direct payments to farmers accounted 66 of their operating surplus. Source: Department
of Agriculture, 2008.

° Survey conducted annually circa Q4. Data for othuarters is based in interpolations.
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Employment in Internationally Traded Industries
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Partial Replacement of Traded Industries by Constration

Between 2001 and 2007, the decrease in the sharegidbyment accounted for by

internationally traded sectors was balanced bynéagiincrease in the share accounted for by
construction.

Shares of All Employment Accounted for by Internatonally Traded Industries and Construction
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It appears that this is not a coincidence — thaast been driven by:

e Internationally traded activity being squeezedamitonstruction bid up wages and
attracted entrepreneurial and technically-mindéshtaand
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e Substantial net inward migration, ultimately driviey construction, raising the “total
employment” denominator while total traded sectap®yment remained roughly
level.

Now, however, with employment in construction fadlirapidly, with difficult trading
conditions in export markets, and with costs arfjuabunsustainable levels, it is difficult for
exporting industries to take up the slack.

Partial Replacement of Agriculture, Forestry and Fshing by Non-Market Services

Between 1998 and 2007, increasing employment icagthn and health effectively balanced
falling employment in agriculture, forestry andhiisg, so the share of employment in the
economy accounted for by activities heavily depehda State expenditure remained about
constant. Continuing increases in employment iftheaducation and public
administration/defence since then have had theteffedriving the share of employment
directly dependent on State expenditure aboveritiaidevels.

Shares of All Employment Accounted for by Agricultue, Forestry & Fishing and Non-Market
Services Sectors
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As of Q4 2008, it looks like the overshoot is rolygb7% of total non-market services
employment, or about 30,000. It seems clear thswili have increased since then.
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Fall in Total Employment can be Explained Fully asa Consequence of Fall in
Employment in Construction and in Traded Sectors

Some of the policy discourse about trends in empéyt and unemployment has expressed
surprise at how steeply employment has fallen,arebw sharply unemployment has risen.
Viewed from the perspective of the relationshigmitfied in this paper, it is not in the least

surprising.

In the context of the end of the construction bapllwould be surprising if
employment in construction did not eventually tlleast to 8% of all employment if
not further, even in the context of continuing heawestment in public
infrastructure.

In the context of very difficult international trad conditions, it would be surprising
if employment in traded industries did not fallldaving on from a period of no net
growth.

Between Q2 2007 and Q4 2008, employment in corstruéell by 52,400 and that
in production industries fell by 16,000, for a td&ll of 68,400. If no other changes
in employment had occurred other than a fall inlegnpent in domestically traded
sectors sufficient to maintain their share of tetaployment, then the total fall in
employment in the economy would have been 111,5088.actual fall was much less
than this, at 59,200, because employment in norkehaervices and
agriculture/forestry/fisheries combined increasg@,800, and apparently because
this increase eased the pressure on domesticadlgdrservices.

The subsequent increase in unemployment demorgttatmigh CSO Live Register
data looks much like it is made up of:
0 A continuing fall in construction and traded empt@nt, driven by the same
root causes as before;
0 An end to growth in employment in non-market sectafrthe economy,
driven mainly by Government decisions;
0 The impact of falling employment in constructiordgraded industries on
employment in domestically traded services; and
0 Only slow change in the supply of labour, with vérgited employment

opportunities overseas discouraging motivated gefspin looking
elsewhere for work.
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What Can Drive a Return to Full Employment?
If the relationships and analysis set out in tl@ipgy continue to hold, then:

e Employment in domestically traded services seatglisffectively be a function of
employment levels in the wider economy;

e Employment in construction will be constrained ba upside by employment levels
in the wider economy, at a level well below tharsen Q4 2008;

e Employment in non-market services will be well ahe&the wider economy, and
budgetary constraints will probably mean that & tmpause until the wider economy
catches up; and

e Employment in agriculture will, at best, be maintd at roughly current levels
through the continued operation of direct paymenis other subsidies.

This leaves only traded industries offering gooteptal to drive employment growth. If they
grow, other sectors can follow. If they do not rtltlee only path to full employment is
through substantial structural changes in the eoyndhere is no roadmap for such a
transformation, and it is not obvious whether fieigsible.

A return to employment growth in traded sectorsiidyest, likely to start only after
significant growth in the global economy resumes.

The analysis downplaying the potential of othet@mschas to be qualified to some extent.
There is of course potential to develop businessdemestically traded sectors that operate
internationally, and boost employment in Irelanddaging their headquarters functions here.
However, it would take a large number of such ss®e® to make a significant impact on
employment levels in Ireland.

More significantly, there is potential to grow intationally traded activity in some sectors
that are primarily domestically traded. Perhapsigally, the area that appears to offer most
potential is construction and related business@=s\(such as architecture and engineering
consultancy). The international market for condiaucand related services may take longer
to recover than other export markets, but with soecerd of Irish success in the area, and a
large pool of construction-related labour that edrive occupied fully at home, the area offers
potential.

Some Policy Conclusions

While one of the purposes of this paper is to @ynblations for a series of further papers, it is
possible to draw a number of significant policy dasions at this point.

1. Traded Sectors

The analysis suggests that the traditional empliagidrish enterprise policy has placed on
jobs in traded sectors of the economy is highlyrajppate to Ireland’s current economic
predicament. So long as Ireland’s economy remagtgyhopen, almost every other job in the
economy depends ultimately on jobs in these sedidithout a major structural shift in the
economy, no other sector is plausible as a driveeapvery and future growth.

If the structure of the economy prior to the stdirthe construction boom is a good guide,
then employment in traded sectors will have torreta about 23% of total employment in

the economy to support full employment and stabldip finances, from its current (Q4

2008) 18.4% share. If, hypothetically, the sizéhef available labour force remained constant
at Q4 2008 levels, then employment in traded ingugbuld have to increase by about
110,000 over Q4 2008 levels to achieve a retuB¥sainemployment.
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2. Entrepreneurship

Boosting entrepreneurship is being canvassed wately means of tackling unemployment. It
is clearly true that entrepreneurship in tradedigtides has an important role to play in
increasing employment in these industries, andigimy an economic basis to support more
employment in other sectors. Promoting entrepresigoiin traded industries clearly has to
be a key pillar of jobs policy.

However, the reality of business in Ireland is thaist entrepreneurs establish businesses in
domestically traded sectors of the economy. It$olokm the analysis in this paper as if
employment levels in domestically traded marketassaf the economy are probably largely
determined by employment in other sectors. Most eetrants into these sectors, if they
succeed, are likely to do so primarily by divertsgending from their competitors, on
average displacing as many jobs as they creatdmmst as many.

We raise “almost” as a possibility because:

e Competition from new market entrants should helpedio drive prices down, and
this could have a small net positive impact on e consumed, and therefore on
the number of employees required; and

e Entrepreneurship could lead to businesses beiafledted that go international,
with some positive impact on Irish-based employment

Entrepreneurship has an important positive roj@dy in domestically traded sectors in
driving innovation, providing a much-needed boostampetition, responding to customer
needs and potentially improving productivity. Epimeneurship in domestically traded sectors
will not solve the jobs crisis, but it does not &dw solve the crisis to make a positive
contribution to the economy.

3. Job Subsidies

Various policy proposals are to introduce employnserosidies currently being canvassed.
Much of the response from economists has focuseteolikelihood that there would be a
high level of deadweight — that many (possibly\ast majority) of jobs subsidised would
have been created anyway.

However, there is also a major displacement id¢@mployment levels in domestically
traded market sectors are largely determined by@ment in other sectors, then any
subsidy for employment in one of these sectori&eédyl to displace an equivalent amount of
employment elsewhere in the sector.

This argues that employment subsidies, if implee@nshould be limited to:
e Traded and possibly non-market sectors of the eognand, more broadly,

e Cases where there is an explicit policy intentiogite preference to particular
groups, such as people at risk of long term uneympdmt, even in the expectation
that equal numbers of others will lose out.
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This Paper

While reasonable care has been taken to avoidsertioe paper may not be error-free. It
should not be relied upon for advice. We may retiee paper so as to correct any errors
found.

About Publica Consulting

Publica Consulting is a Dublin-based company, wiiatvides management and public
policy consulting services. It commenced businesZ005, and has undertaken a succession
of major projects on behalf of public sector bodresinly in skills and enterprise policy.

More information is available atww.publica.ie
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