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In economics, miracles sometimes prove to be mirages. Iceland
and Ireland are witnesses. These two small open economies,
paradises of liberalized deregulated finance, harboured growth
in the early 2000s, but were hit hard by the financial crisis.
The  subsequent  almost  complete  nationalization  of  their
financial systems has had a negative impact on the public debt
of the two countries. To stem the rising debt and the risk of
unsustainability,  since  2010  the  two  governments  have
implemented fiscal austerity plans, but with a difference:
Ireland belongs to the euro zone, while Iceland doesn’t. The
latest Note of the OFCE (no. 25 dated 4 February 2013 [in
French])  reviews  the  recent  macroeconomic  and  financial
situation of the two countries to show the extent to which
different policy mixes may account for different trajectories
for a recovery.

While  in  Iceland  the  banking  crisis  was  amplified  by  a
currency crisis, the depreciation of the crown was then a
factor in the recovery, so that the country is now growing
again. GDP was very volatile: between the third quarter of
2007 and the second quarter of 2011, GDP declined by more than
13%,  but  has  rebounded  by  5.7%  since.  There  was  less
volatility and a shorter recessionary phase in Ireland than in
Iceland (8 quarters), and the amplitude of the decline was
smaller (‑10.7%). However, the recovery is more timid, with
GDP growth of only 3.4% since late 2009.
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Our  analysis  leads  us  to  two  main  conclusions:  first,  an
internal  devaluation  is  less  effective  than  an  external
devaluation; and second, fiscal consolidation is less costly
when it is accompanied by favourable monetary conditions and
exchange policy. It is in light of these points that one can
redefine  the  optimal  policy  mix  in  the  euro  zone,  as  we
suggest in more detail in the iAGS report. An active monetary
policy is essential to allow the refinancing of the public
debt. The European Central Bank should therefore act as lender
of last resort for the member countries. The countries running
a surplus need a “reflationary” policy to help reduce their
current  account  imbalances.  Fiscal  adjustments  should  be
relaxed or even postponed to allow a more rapid return to
growth.
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