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Abstract
Financial manias and subsequent crashes are recurrent and well documented side-effects of capitalism. In this paper, we examine whether the explosive rise of modern banking in Iceland in the first years of the 21st century and the subsequent crash of the country’s financial system involved new or unusual features. We ask two main questions: First, how, in less than ten years, did inexperienced local financers of this mini economy manage to become significant players in international capital markets? Second, why did Iceland’s entire financial system fail when the global credit bubble burst? The paper is organized as follows: We begin with an introduction and then briefly describe the institutional transition that took place in Iceland toward the end of the 20th century and in the first years of the 21st century, setting the stage for subsequent events. We then explain the financial bubble in terms of a chance concurrence of several factors that enabled a small country to enter international financial markets in a big way. The following section explains why the country’s three main banks collapsed simultaneously and crushed Iceland’s financial system. Finally, we speculate whether, towards the end, Iceland was trapped in the web of its overgrown financial system and could not turn back. We also briefly consider the economic outlook for the country.

Section 1: Introduction
In the first decade of the 21st century, Iceland, with a population of approximately 320.000 inhabitants, transformed its banking and financial system from a small-scale, low-risk deposit money banks to an international banking system oriented toward high-risk leveraged investments and depending heavily on foreign wholesale financing. In the transition to universal international banking, which was accomplished in less than a decade, the three leading banks, Glitnir, Kaupthing, and Landsbanki, were among the fastest growing financial institutions in the world. In 2000, the size of the consolidated balance sheet of the three banks was roughly equal to Iceland’s gross domestic product. By 2008, the balance sheets of the banks were about ten times the country’s GDP. Moreover, Icelandic entrepreneurs, using funds borrowed from Icelandic and foreign banks, invested heavily throughout the world, for instance in airlines, real estate, telecom companies, pharmaceuticals and world-renowned retail chains. The ‘New Viking Raiders’ had a high profile, for instance in the United Kingdom, where they acquired well-known retail chains and financial institutions. Then suddenly, one week in October 2008, Iceland’s three major banks crumbled, bringing down the country’s financial system, creating a full-scale currency crisis and paralyzing its economy. This was later followed by a political crisis. It is still impossible to estimate reliably how much the collapse will cost the country in terms of foregone economic resources and social and political chaos. Various foreign claims on the Republic have not been settled, and the value of remaining bank assets is uncertain. In November 2008, Standard and Poor’s lowered Iceland foreign currency rating to ‘BBB-‘ from ‘AAA’, expecting the gross government debt to surge to over 130 percent. There are other guesses, both more and less pessimistic. In some ways, the current position of Iceland is reminiscent of Germany in 1919 following the Treaty of Versailles.

Financial manias and subsequent crashes are classic, recurrent and well-documented side-effects of capitalism (Kindleberger & Aliber 2005). In this paper, we examine whether the exponential rise of financial capitalism in Iceland and the subsequent system crash involved some new or unusual features. We ask two main questions: 

(1) How, in the course of less than ten years, did local financers in this micro-country succeed in becoming significant players in international capital markets? 

(2) Why did Iceland’s financial system fail when the banking bubble burst? And, as an auxiliary question, was Iceland toward the end trapped in the web of its overgrown financial system and could not turn back?

The paper is organized as follows: Section 2 briefly describes the institutional transition that took place in Iceland toward the end of the 20th century and during the first years of the 21st century and sets the stage for subsequent events. Section 3 explains Iceland’s financial bubble in terms of a chance concurrence of several factors that enabled the small country to enter international financial markets in a big way. In section 4, we examine why the three banks collapsed virtually simultaneously and why the bankruptcies caused systemic failure in Iceland. The concluding section 5 speculates whether the Icelanders walked blue-eyed into a financial trap and then briefly considers the outlook for the economy.

Section 2: Transition to a new financial system

2.1 The old system
Iceland acquired home rule in 1904 and became a sovereign state in 1944. Since the 13th century, the small island nation was a dependency, initially of Norway and then Denmark. At the beginning of the 20th century, the country was emerging from a condition of isolation and poverty that extended back to the Late Middle Ages. Hunger and disease had for 800 years kept the population in a Malthusian trap. In 1904, most of the Icelanders, who numbered less than 80 thousand, were still living on farms. Chai (1998) finds empirical support for his hypothesis that political leaders in former colonies typically internalize “opposition ideologies” and pursue homegrown economic policies to differentiate themselves from their former masters. Ásgeirsson (1988) suggests that the fundamental divide in Iceland’s 20th century politics is not the usual split between parties of the right and the left but between modernists-internationalists and traditionalists. Although Iceland’s political parties formally reflect the traditional West European pattern of left and right, they all reflect to varying degrees the division between internationalism and traditionalism, and internal factions sometimes cooperate with their counterparts across party lines. In the 20th century, traditionalists have delayed urbanization and slowed economic development, initially by blocking investment in hydroelectric power plants, aluminum smelters, and railways. In the post-World War II period, Iceland lagged fifteen years or more behind other West European countries in dismantling state control of the economy and introducing market arrangements (Eggertsson 2005). 

In 1970, fears of being locked out of their major export markets (especially fish markets) compelled the Icelanders, in a controversial decision, to join the European Free Trade Area (EFTA) and liberalize foreign trade (current account transactions). In 1994, Iceland took another big step toward institutional change by participating when EFTA contracted with the European Union (EU) to form the European Economic Area (EEA). EEA joins the EU countries with Norway, Iceland, and Liechtenstein. According to the EEA agreement, the countries agree to a free movement of goods, services, people, and capital in the EEA area. The EFTA countries also agreed to adopt a substantial part of EU laws. EEA membership, therefore, required Iceland to liberalize its capital account and introduce EU financial and banking regulations. Privatization and the implementation of EU laws and regulations in Iceland was administered by a series of center-right coalition governments, which held sway from 1991 until January 2009 and were dominated by modernists bent on privatization and deregulation. In the early part of the period, Iceland went through a rapid transition towards a relatively deregulated market system, which most of the leading Western countries had adopted years or decades earlier. 

2.2 The old financial system self-destroys
Prior to the transformation at the end of the 20th century, the country’s major commercial banks and other financial organizations were state-owned and formally controlled by agents of the major political parties. A system of public investment credit funds, specialized by economic sector, financed long-term private and public investments. Direct foreign investment projects could only be channeled through state organizations. The right to appoint top managers of the financial system was formally divided between the three leading political parties. The government set nominal interest rates, which were almost never changed. Due to prevailing and gradually increasing inflation, real interest rates were negative and bank loans were equivalent to subsidies. The mangers of the financial system rationed available credit, favoring agriculture and fisheries and well-connected firms and individuals in all sectors. A formal market for bonds and stocks did not exist; there were no financial substitutes for bank deposits, and the government financed the investment credit funds by forced transfers from the commercial banks and the country’s pension funds. In 1980, the Frazier Institute in Canada, using a composite index to evaluate the financial systems of 102 countries, ranked Hong Kong as having the most liberal system and placed Iceland in the 62nd seat, just ahead of Zimbabwe, which was number  68 (Eggertsson & Herbertsson, 2005). 

The old financial system self-destroyed in the 1970s and the early 1980s, when the government lost control of inflation (Eggertsson 1990). From 1972 to 1980, the average real lending rates at the commercial banks ranged from  minus 5.1% to minus 26.5%, and the annual capital losses of depositors from 1972 to 1983, measured as percentages of GNP, range from 2.12% to 7.46%. The depositors responded, although surprisingly slowly, by substituting real estate and consumption for bank deposits. The ratio of bank deposits to GNP fell from a range of 39% to 44% in the 1960s to 21% in 1978, shrinking the domestic banking system by nearly 50 percent and thus reducing its capacity to finance economic activity. When negative interest rates began to erode the banking system, the government sought relief through foreign borrowing. Net external claims increased from about 20% of GNP in the early 1970s to a high of 61% in the 1980s or until there was little room for further increases in the country’s foreign debt.

2.3 A liberal financial system emerges
The transition to a liberal financial system in Iceland began in 1979, when the authorities, while still controlling nominal interest rates, introduced a system for indexing financial obligations, including bank deposits, to the price level (Eggertsson 1990). The country had been plagued with inflation and savings had evaporated. Financial indexation restored the stock of financial savings and the banks to their earlier levels and beyond. Another major step was taken in 1984-86 when government control of interest rates was abolished, which along with other forms of deregulation stimulated a rapid development of markets for various types of securities. In line with EEA commitments, capital movements were liberalized in steps, with long-term movements fully freed in 1994 and short-term movements in 1995. The state banks were privatized in the late 1990s and early 2000s, and the role of the public investment credit funds reduced.

The financial sector responded to the new environment by merging and reorganizing, mirroring the new (and ultimately fateful) international trend in banking. Established commercial banks merged with the new securities firms, moving in the direction of universal banking with steadily increasing emphasis on investment banking and related services (Eggertsson & Herbertsson 2005). The transition to liberal financial markets involved a nearly complete turnover of senior managers. The typically middle-aged agents of the political parties were replaced by much younger professionals, often recent graduates in economics or business from domestic or foreign universities. The country’s newly reformed pension system, which is organized around occupational pension funds, had a double role in the transition (Eggertsson & Herbertsson 2005). In the old system of financial repression, inflation had dissipated the assets of the pension system and turned it into a mortgage lender that offered its  members once-in-a-lifetime housing loans.  The gradual liberalization of the pension system, beginning in 1969, created strong demand for new financial instruments and pressures for active financial markets, which emerged primarily in the 1990s. The second critical role of the pension system was educational. The various funds had an important educational role during the transition by training the country’s first generation of modern financial managers. Many pension fund mangers later found jobs with the banks. 

The pension fund reforms were also successful in meeting the basic goal of providing retirees with pensions. The assets of the pension system, which were equal to 20% of GDP in 1985, had increased to close to 120% of GDP in 2004. By then, Iceland had one of the best funded pension systems in the world (Eggertsson & Herbertsson 2005). Unlike many other European countries, Iceland has a relatively young population and does not face the prospect of having a small work force support a relatively large retirement age group. In the early 2000s, the national government had paid up most of its foreign debt, and the economic and financial situation of Iceland was in good shape.

Section 3: The new financial system erupts
3.1 Basic facts

In 1995, the assets of Iceland’s banking system were equal to about one half of the country’s GDP. In 2000, the ratio of bank assets to GDP was already more than double the 1995 value or 1.18. Four years later, in 2004, the ratio equaled 2.54, and in 2007, the assets of the Icelandic banking system had grown to more than ten times the GDP. According to the journal The Banker, the largest Icelandic banks, Glitnir, Kaupthing, and Landsbanki were among the fastest growing banks in the world. The banks opened branches in the United Kingdom, Scandinavia, and various other West European countries, acquired subsidiaries abroad, and set up offices throughout the world. The banks also made large investments in non-financial firms and were a key source of finance for Iceland’s ‘New Viking Raiders’, who amassed firms and real estate overseas. The scope of the new Viking raids puzzled many observers. By the year 2007, enterprises owned by Icelanders in other countries had grown from a tiny base ten years earlier to a level where the foreign employees were more numerous than the Icelandic labor force.  

3.2 Explaining the explosive growth of Iceland’s financial system

In about five years the Icelandic banks and business groups grew from local obscurity to being recognized entities in the global financial world. The British press, sometimes startled, reported regularly on their latest acquisitions in the United Kingdom, and some Danes were not pleased to see Icelandic entrepreneurs take over several of Copenhagen’s leading hotels and department stores. Many observers could not believe that, in only a few years, tiny Iceland could gather the resources required for mounting substantial international operations. The largest of the three banks, Kaupthing Bank, for instance, operated in all the Nordic countries (Iceland, Denmark, Finland, Norway and Sweden), six other European countries (UK, Luxemburg, Belgium, Germany, Switzerland, and the Island of Man), the United States, Dubai, and Qatar. The services of the Kaupthing banking group included corporate and retail banking, investment banking, capital markets services, treasury services, asset management, and comprehensive wealth management for private banking clients. The international operations of Landsbanki were located in London and Edinburgh, Dublin, Paris, Frankfurt, Zurich, Geneva, Milan, Madrid, Amsterdam,  Luxemburg, Halifax, Winnipeg, and Torshavn in the Faeroes. In August 2007, through acquisitions of financial institutions in the UK, Landsbanki had become the second largest broker serving listed companies on the London Stock Exchange, measured by the number of clients. 

How, in less than ten years, could the Icelandic banking system evolve from a moribund system of state-owned, local deposit money bank, where directorships were “owned” by the country’s three leading political parties, into sizeable international banking and financial groups that were active throughout the world? The newly-found (and quickly-lost) importance of the Icelandic banks was evident in October 2008, when their rapid collapse sent shockwaves through the financial world. Two stories about the improbable rise of the Icelandic banks are often heard. First, that Iceland’s banks were simply a front for shady international speculators, especially Russian oligarchs. To our knowledge, no evidence supporting the money laundering hypothesis has yet emerged.  Second, claims that the banks were a large Ponzi scheme are also not supported by the available evidence, although we know at this point that the banks were risk oriented, highly leveraged, and possibly used questionable practices, especially toward the end.

We claim that a chance coincidence of five factors explains the exponential rise of the Iceland’s financial groups early in the 21st century. The five factors are: 

(1) availability of abundant and cheap credit in international financial markets, extended with minimal supervision 

(2) relatively high trust and creditworthiness of Iceland 

(3) the country’s newly acquired “European passport” and flaws in European regulations of cross-border banking 

(4) inexperience and limited resources of Iceland’s financial supervisors and regulatory agencies

(5) unexpected problems in Iceland with monetary policy, specifically with ‘inflation targeting’.

Our first point, concerning the recent global financial bubble, is common knowledge. Modern capitalism has had its fair share of financial manias, panics and crises, but the global financial exuberance and the subsequent crash in the first decade of the 21st century stands out as exceptional and has been compared to the events leading to Great Depression. Unlike many previous economic setbacks, the 2008 global crisis is not caused by external shocks (such as the oil crises of the 1970s) but (in retrospect) is the consequence of a long series of misguided policy decisions by central bankers, legislators, governments, and others (Posner 2009). The troubled policies involve large trade imbalances of major economies, excessively low interest rates, misguided deregulation of deposit money banks (pushing them towards universal banking), inadequate regulation of hedge funds and various new financial techniques and instruments that are still poorly understood. Even if we disagree about the fundamental causes, there is no disagreement about the excesses in financial and real estate markets that emerged. And Iceland’s new banks and financial groups took freely advantage of the virtually limitless supply of cheap wholesale funds in the international market. In the absence of these extreme conditions, a system failure in Iceland would have been virtually impossible.

The second factor concerns trust and reputation. At the beginning of the 21st century, Iceland’s macroeconomic foundations were in excellent shape, the country’s government and people respected and trusted abroad, and both the Republic and the banks were given relatively high credit ratings. Iceland is one of the Nordic or Scandinavian countries, which combine high living standards, well-educated populations, and low levels of corruption. Iceland had recently overcome long-standing problems with inflation, privatized state-run enterprises, reorganized the fishing industry, started to diversify the economy, and lowered taxes on firms and otherwise created a business friendly environment. The government had also paid up most of its foreign debt, and implicit debt was almost nonexistent thanks to a fully funded pension system and favorable demographics. Although the new banking system was privately owned, there was an informal understanding in many quarters that the state guaranteed the new banks. In the new world of ample credit, sub-prime loans and complex derivatives, Iceland’s banks and financers initially looked good, even excellent, according the rating agencies and the international financial community.

The third factor is the ability of Icelandic bankers and financers to operate freely throughout the EU area and in the Nordic countries. Iceland had for decades full access to the Nordic markets (because of close Nordic cooperation that began in the 1950s), but in the 1990s, through the EEA agreement, it had acquired the so-called ‘European Passport’, opening the door to the internal market of the European Union. According to EU (and, therefore, EEA) rules, the financial supervisors in the home country of a bank are responsible for deposit insurance and for monitoring its trans-border branches located in other EU (or EEA) countries. These duties are reversed in the case of foreign subsidiaries: deposit insurance and primary monitoring duties are then assigned to the country where a subsidiary is located. 

According to EU law, each country is required to set up a deposit insurance organization that insures personal deposits in all branches (including cross-border ones) of each bank up to at least €20,887. The law is not explicit about the duties of a state when its properly operating deposit insurance institution is unable to meet all its obligations resulting from bank failures—the law does not make clear whether the state is directly responsible for the shortfall. In fact, as the global financial crisis revealed, an extensive cross-border financial system emerged in the European Union and the European Economic Area without a supporting centralized monitoring mechanism, unclear rules about cross-border deposit insurance, and uncertainties about a central lender of last resort. 

Fourth, at the time of the world-wide financial euphoria, the Icelanders were new to modern finance, not only the bankers but also the regulators, and the international financial system was not in a healthy phase. The privatization of the Icelandic state banks took place in a very small community with virtually no history or traditions of sophisticated banking or financial institutions—for instance, the Icelandic Stock Exchange was established in 1985. When the state banks were privatized, many people preferred to see diversified local ownership of the new private banks complemented by the entry of foreign banks into the Icelandic market. The government finally decided to call for bids from core ownership groups that would control the banks. Conspiracy theories about the privatization process abound, and some critics claim that the banks were sold at below market price to cronies of the coalition government. An independent evaluation of the privatization process is unavailable, but we believe that certain facts are beyond dispute: 

(a) The banks were bought by core groups of wealthy Icelanders who had little or no experience of modern international banking. 

(b) the Icelandic business community included virtually no individuals with experience as senior mangers of international banks.

(c) In retrospect, it was probably a mistake not to regulate the ownership structure of the banks more carefully prior to privatization. The three banks were owned and controlled by three groups of investors who used the banks to extend their balance sheets, both domestically and abroad. The rise of the banks mirrored the rise of the investment groups.

(d) Although a Swedish bank apparently showed some interest in Iceland, foreign banks were not interested in entering a market of some 300.000 people who speak their own language and use their own freely-floating mini currency.

(e) The new bank mangers in Iceland were typically young, even in their late twenties, often with recent college degrees in business, finance or statistics (sometimes in engineering or the natural sciences). They earned a reputation for boldness, moving fast, and having high tolerance for risk. 

The main financial regulators in Iceland are the central bank, and an independent financial supervisory authority, FME. At the ministerial level, the responsibility for money, banking and finance is divided between three ministries, those of the Prime Minister, of Finance, and of Business Affairs). Although the country’s financial system had adopted EU rules, several factors gave the Icelandic Viking Raiders a relatively free hand: 

(a) The regulators had little experience in international banking. They were understaffed and paid qualified employees only a fraction of what the financial sector offered equally qualified workers. Their resources and staff increased only marginally while the banking system expanded more than tenfold. 

(b) The boisterous new financers lacked a culture of self-regulation. They lacked respect for the spirit of the law and the intent of regulations and instead they used high-powered accounting and law firms to discover every possible loophole. 

(c) The regulators (especially, the financial supervisor authority) followed a formal legalistic approach of strictly respecting confidentiality and not intervening except when their authority was beyond doubt. Critics have even claimed that the industry captured the financial regulator, but, again, reliable evidence for such claims is lacking.

The fifth factor that bolstered the banks and magnified the financial crisis was the combination of inflationary fiscal policy and monetary policy that relied on ‘inflation targeting’. The government was motivated by political economy considerations to tolerate expansionary and destabilizing fiscal policy. Prior to hard-fought parliamentary elections in 2003, which the sitting government narrowly survived with a reduced majority, the election promises of the ruling coalition included lower taxes, various investment projects, and structural changes that substantially eased credit conditions and availability in the mortgage loan market. The resulting expansionary and destabilizing fiscal policy put the entire burden of constraining aggregate demand on the central bank. In 2001, Iceland had introduced a floating exchange rate, and to control inflation the bank relied primarily on ‘inflation targeting’, a policy strongly recommended by the IMF and internationally accepted by economists. A central bank that uses inflation targeting to control inflation within a publicly stated range raises the interest rate when inflation rises above the target. Inflation targeting was first used in Iceland in 2001 and produced the desired results until about 2004, when the central bank had raised Icelandic interest rates far above the rates in major international money markets (Herbertsson 2009). Domestic producers and consumers now took advantage of the differential and turned increasingly to cheap foreign loans. The international carry trade was also attracted by the interest differential and borrowed where money was cheap and invested the funds in Iceland—in what came to be known as ‘Glacier Bonds’. The net impact of these currency flows raised the krona exchange rate to high (and ultimately unsustainable) levels and induced Icelandic spenders to substitute the relatively cheap imported goods for domestic ones. By 2006, the deficit on current account in the balance of payments equaled to 25 percent of GDP. Moreover, the high exchange rate, access to cheap foreign loans, and deregulation in the mortgage market fueled a massive real estate boom, more than doubling the real value of housing. In 2007, measured in terms of the unrealistically high exchange rate of the krona, in per-capita terms, Iceland was the third richest nation in the world with average income almost 40 percent higher than in the United States. The unexpected failure of inflation targeting (at least in the short run) put the central bank between the devil and the deep blue sea: Further increases in the interest rate were likely to increase the trade deficit, inflow of funds, and domestic spending but a reduction in interest rates could trigger a destabilizing outflow of the hot money. Faced with tough choices and believing in the ultimate effectiveness of inflation targeting, the central bank continued to raise interest rates until the bitter end. The abnormally high exchange rate of the krona favored domestic banks and financial groups that invested domestic funds abroad.

Section 4: Why did Iceland’s financial system crash?
4.1 Basic facts

In less than a week in early October 2008, events that are unique for any OECD country occurred in Iceland. In the words of Jännäri (30 March 2009, 21):

The situation in Iceland was and is an unprecedented calamity for a developed country. The banking system was in ruins, and the State had lost its international creditworthiness. Foreign payments could not be effected, and the importation of basic necessities was threatened. The only realistic way out of this catastrophe was to try to regain some international credibility by entering into negotiations with the IMF concerning a program to stabilize the economy [bold-type in original]

Already at the beginning of 2006, foreign financial analysts were expressing worries about the Icelandic financial system. In February 2006, Fitch lowered the outlook for Iceland’s sovereign debt to ‘negative’, and in March, Danske Bank issued a pessimistic report: Iceland: Geyser Crisis. The Danske Bank report contains a few factual errors and incorrectly predicts a large (5 to 10 percent of GDP) recession in Iceland in 2006-2007 that would trigger a financial crisis—which in Iceland made the report a relatively easy target for criticism. The Geyser Crisis report (p. 1), however, correctly draws attention to shocking imbalances in Iceland: a current account deficit approaching 20 percent of GDP, “and on top of the macro boom, there has been a stunning expansion of debt, leverage and risk-taking that is almost without precedents anywhere in the world.”
  The country’s net external position had deteriorated, and the report asks whether the country is facing not only a domestic recession but also a severe financial crisis.  The collapse in Iceland, however, came towards the end of 2008, and it was a global financial crisis, not a domestic recession, that, in the words of the report, cut off the oxygen supply.

Various other financial analysts joined in. Formally, the Icelandic banks met and even exceeded EU standards for liquidity, and outsiders had little information about the quality of the banks’ portfolios. These early warning, therefore, focused on various general issues, including the

(a) general lack of transparency in the dealings of the banks with their holding companies and large customers,

(b) apparent cross-ties between large financial entities in Iceland, which concentrated financial risks,

(c) heavy reliance by the banks on short-term wholesale rather than deposit financing, which made them sensitive to a liquidity crunch,

(d) possible low average quality of assets accumulated by inexperienced Icelandic financers in their whirlwind, leveraged acquisitions of foreign assets, and

(e) credibility of Iceland’s central bank as a lender of last resort for a banking system that had outgrown the economy of the country. Funding was mostly in foreign currencies and the balance sheets of the banks dwarfed the capabilities of the central bank.

In Iceland, the first response to negative reports and lower credit ratings was generally one of shock and anger over what was at the time seen as unfair and unsubstantiated criticism. Business interests and government ministers, aided by individuals from the academia, mounted an international public relations campaign to present a positive view of the situation, for instance by emphasizing the excellent standing of the government, which was virtually debt free and balanced its budget.
 As it later turned out, however, the health of public finance was based on an unhealthy tax base. The rhetoric was accompanied by reforms aimed at preserving the trust of the international community. In a fateful move, Landsbanki and Kaupthing, following the advice of their critics (including the IMF), decided to compete for deposits in Northern Europe and reduce their reliance on wholesale funds. The banks had outgrown the Icelandic deposit market, which they dominated, and a substantial increase in deposits could only be drawn from foreign markets. Moreover, the only way that new entrants in mature deposit money markets can rapidly accumulate deposits is to offer better terms (higher interest rates) than their competitors, which is what the two banks did. Initially, the entry into deposit markets abroad—in the UK, the Netherlands, Germany and other European countries—was well received. Glitnir, which hesitated to compete for foreign deposits, saw its default ratings rise relative to the other two banks. Finally, the three banks made an effort to make their networks of transactions more transparent. These measures appeared to restore some of the system’s lost trust.

In the latter part of 2007, the three banks were running out of steam. Foreign central banks increasingly opposed deposit banking by Icelandic banks in their jurisdictions, and wholesale funds were beginning to dry up (Fridriksson 2009). By 2007 the assets of Glitnir, Kaupthing, and Landsbanki had grown to nine times the country’s GDP with the bulk of assets and liabilities denominated in foreign currencies. At home and abroad, the potential threats from this massive imbalance, which had emerged with a startling speed in only two or three years, had suddenly become obvious: The banks were out of sync with other economic magnitudes in Iceland, and it was now beyond the central bank and the government to rescue the banks from a serious liquidity crisis—only an international effort would do.

 In 2007, a global credit crisis emerged, initially involving sub-prime housing loans in the United States and symbolized by the collapse of Bear Sterns in March 2008. The Icelandic banks, although mostly clear of sub-prime mortgage loans, were hit hard because wholesale short-term credit became increasingly scarcer. As risk aversion gradually replaced financial mania in the international financial community, the flamboyant Icelandic banks and the government of Iceland were singled out as likely candidates for default. In 2008, the credit ratings of the banks fell to levels usually associated with immanent bankruptcy, and the flow of credit to the banks was reduced to trickle. In the first half of 2008, various experts issued dire forecasts, both openly and confidentially in reports commissioned by the industry and the government (Buiter and Sibert 2008). But now it was too late to turn back the tide.

Beginning in the second half of 2007, the international credit crunch constrained both the banks and the New Viking Raiders, compromising their leveraged and risky projects. By now, and in some cases from the beginning, most of the leading Raiders were dominant shareholders in the three banks. As the problems of borrowing abroad increased, the Raiders tightened their grip on the banks and used bank resources for their own projects. They, for instance, replaced low-risk assets in the banks’ money market funds with their own high risk assets, as Icelandic savers were soon to discover. The Raiders also acquired many of the country’s leading insurance companies, traditional savings banks, and other well-funded organizations and siphoned off their financial resources, using their control of the mega-banks to finance these acquisitions. Finally, those in control of the banks lent themselves very large sums for buying bank stocks, with the stocks themselves serving as collateral. These purchases drove up stock prices, and the additional value of the stocks was used as collateral for further borrowing. 

Detailed, professional evaluations of these and other practices are pending.
 The limited available evidence suggests, however, that reckless financial behavior, which possibly includes criminal acts, peaked in 2007 and 2008, the years of the credit crunch. The key players in Iceland’s new financial Saga are exceedingly few, perhaps only 30 to 40 individuals, but their networks of real and dummy firms is large, and their dealings, which involve tax havens around the world, are obscure, which severely complicates investigations of the rise and fall of international finance in Iceland.
The bankruptcy of The Lehman Brothers on 15 September 2008 raised risk aversion among the world’s financers to new levels. In the days that followed, international financial institutions virtually stopped dealing with Iceland’s banks and everything Icelandic, closing existing credit lines and cancelling previous purchase agreements. Glitnir Bank was hit first (Fridriksson 2009). In the last week of September 2008, Glitnir informed the central bank that the bank was unable to pay the installment of a large foreign loan, which was due in October—and another loan was due in early 2009 because of the loss of credit lines. When wholesale credit became scarce, Glitnir had followed the strategy of meeting its obligations by selling off valuable assets, but the bankruptcy of Lehman Brothers, as was now apparent, had eliminated the down-sizing option.  In the fall of 2008, a foreign bank had unexpectedly cancelled a purchase contract, and another foreign bank had surprised Glitnir by abruptly closing a credit line. The central bank refused to finance Glitnir’s installment payment (€600 million) but let the government instead inject the capital needed into the bank for a 75 percent stake in the bank, whereby practically wiping out the shareholders. When the news reached the stock market, the value of Glitnir stocks collapsed and forced its main holding company, Stodir, into monitoring. The ownership structure that had been criticized in the initial 2006 reports created a domino effect in Iceland’s corporate world. It had, moreover, been the practice of many large investors to pledge their shares in financial institutions when borrowing in banks. When the Glitnir shares lost values, marginal calls were made, but since there was practically no liquidity in the country those marginal calls could not be met. A few days later, but before government ownership of the bank had been formalized, Glitnir was taken into receivership by the financial administrator. The collapse of Glitnir stocks started a downward spiral in Iceland’s interlinked financial market. Within a few days, all three banks had collapsed: All were taken into receivership within the span of four days in early October. 

The timing of the collapse and its swiftness was the work of the British government. In early October, the Icelandic central bank concluded that Kaupthing was still viable and decided to support the bank with a large loan, accepting as collateral shares in its Danish subsidiary, FIH. The British government intervened, however, selling the Singer-Friedlander Kaupthing deposits to the troubled ING, which immediately brought Kaupthing down.
 ING was saved a few days later by the Dutch government. Simultaneously, the British government froze all assets of Landsbanki in the UK, including its Icesave deposit accounts, using a recent anti-terrorist legislation.
 These acts by the British government immediately closed down Iceland’s international payment system.
 The shocked Icelandic government made only a low-key response, presumably hoping to maintain good relations with the UK and the EU community in the difficult period ahead.

The decline and collapse of the country’s main banks eroded the value of the Icelandic krona. By October 2008, the krona had lost since the beginning of the year about half its average value (and 60 percent in terms of the euro). Remarkably, the central bank managed without a hitch to keep the domestic payment system going, but the international payment system collapsed. In the months following the October 2008 crisis, importers of Iceland’s exports had serious problems remitting payments back to the sellers. Many European banks, aware of Britain’s use of the terrorist label, refused to handle international transfers if they involved Iceland at one end. At the time of writing, June 2009, Iceland’s international payment mechanism still does not work smoothly. 

In the wake of the October crash, the government introduced strict foreign exchange and capital controls. Two markets now exist for the krona: A highly regulated domestic exchange market and a haphazard off-shore one. The krona is cheaper in the foreign market and the price gap has persisted. In November 2008, Iceland applied to the IMF and was granted a stand-by arrangement of 2.1 billion dollars, conditional on a program of reconstruction supervised by the Fund. Simultaneously, the Nordic countries, Poland, and the Faeroe Island committed funds to the reconstruction of Iceland, bringing the total to about 5 billion dollars.

We venture the opinion that financial history will see the system failure in Iceland, along with the bankruptcy of Lehman Brothers, was the turning point in the global financial panic of 2008.

4.2 Was a system crash in Iceland avoidable?

Few events in Iceland’s modern history have drawn more attention from domestic and foreign observers than the October 2008 failure of the country’s financial system. In their evaluations, many commentators are preoccupied with decisions made by Iceland’s government and central bank in the weeks leading up to the crash. They debate at length whether certain decisions, such as the Central Bank refusing to bail out Glitnir, fatally undermined the system, and, generally, whether appropriate last-minute decisions by the Icelandic authorities would have prevented the crash. The fundamental question, however, is whether Iceland’s financial system was sustainable. We believe that by 2008, absent an international rescue effort, the system was doomed. Risks that had been built up in the system could not withstand the liquidity crisis of 2008.

The overgrown financial system in Iceland was an unworkable business model with incongruous elements:

(a) A micro-economy (although an affluent one) of about 320,000 inhabitants with its own freely floating currency—the smallest in the world.

(b) A banking system with assets and liabilities of more than 10 times the country’s GDP (if all banks are included), and bank assets and liabilities primarily denominated in foreign currencies, creating dangerous cross-currency risks. 

The national currency was a key factor undermining Iceland’s entry into international finance (Buiter & Sibert 2008). The liabilities of the banks were largely determined in foreign currency, which meant that the central bank could not print (foreign) money to rescue mega-banks involved in serious liquidity crisis. With the assets of three banks nine times the GDP, the option of accumulating foreign currency reserves to meet all eventualities no longer existed. At the time of the October crisis, the foreign reserves of the central bank were equal to12 percent of GDP and actually greater than in most neighboring countries. But these reserves were utterly inadequate for the problem at hand. By 2008, domestic solutions to the impending crisis were no longer available: Only a large-scale international rescue effort (instead of a coordinated attack by Britain) could have rescued the country. For most of 2008, Iceland’s central bank had behind the scenes requested liquidity help from leading central banks, including the US Federal Reserve, the European Central Bank, and the Bank of England. All these requests were turned down with the advice that help should be sought at the International Monetary Fund, which, by the way, does not serve as a lender of last resort. The country found itself isolated, except for vague promises of support from the Nordic countries. By the summer of 2007, the international financial community presumably saw the Icelandic financial system as unsustainable; was unconcerned about wider consequences of it collapsing; and had more important issues on the agenda. If we accept these conclusions, two questions come to mind: 

(1) What workable banking models were available for Iceland in the first decade of the 21st century? 

(2) When had their unsustainable business model already trapped the Icelanders?

The first question is relatively easy. We agree with Buiter & Sibert (2008) that at the beginning of the 21st century, Iceland faced two main alternatives for building a modern financial system: (1) A modest banking system oriented toward the needs of the country’s households and industries, and maintaining portfolios primarily denominated in Icelandic krona, (2) And a small domestic krona-based banking system plus independent international banks with headquarters abroad (in the EEA or elsewhere). The international banks, although owned (primarily) by Icelandic shareholders, would be regulated by foreign financial inspectors and would rely on foreign central banks as market makers and lenders of last resort. We note that in the EU even this approach is questionable because the current crisis has shown that the role of the European Central Bank as a lender of last resort is not as strong as previously thought.

The answer to the second question is somewhat uncertain. Unlike the South East Asia and the Scandinavian financial crises of the 1990s, the Iceland banking crisis occurred during a global financial upheaval when selling assets was costly and difficult and the leading powers in Europe and elsewhere looked inward and were concerned primarily with their own problems. In retrospect (because the global meltdown was not anticipated by the world’s financial and political leaders) we can ask: How late in the course of events could Iceland have escaped its doomed banking model and turned to either of the two models mentioned above? We can only guess but total reorganization probably would have been easy in 2005, when the assets and liabilities of the three banks were still equal to 3.8 percent of GDP, the assets could still be sold off in buoyant markets of rising prices, the banks and the Republic had high credit ratings, and the local importance of the Iceland’s banking system in terms of tax revenue and employment had not yet peaked. It is also interesting to contemplate whether it was still possible to radically restructure the banking system in 2006, following the early warning signs and criticisms from abroad. We believe that even then, had they desired, the banks could have either downsized or split and moved their headquarters for foreign operations abroad.

It is easy to explain why total reorganization of the financial system did not take place in 2005 or 2006. At the time, the central bank, the financial supervisor, the government, parliament and the banks themselves were not conscious of an evolving system risk. The central bank and the financial supervisor are responsible for monitoring banks and protecting financial stability, but only the prime minister and the cabinet could have made the critical political decision to reverse the spectacular growth of the country’s banking system or relocate most of it overseas. The issue was too big for the regulatory agencies. And it is not even obvious, given the EU legal environment that Iceland had subscribed to, how the government would have gone about forcing the banks to downsize, as long as the banks were operating within the law. Anyway, the mood of the country did not support such a move. Until early 2009, Iceland had a center-right coalition government. In the early stages of the bubble, neither the sitting government nor the opposition in Parliament expressed serious thoughts about reversing the expansion of the financial system. The banks, in fact, effectively used threats of relocating abroad as a method for lobbying against regulations they opposed, and the prime minister talked about turning Iceland into a full-scale center of international finance. Scholars have documented how communities that are caught in extreme price bubbles become virtually manic and throw caution in the wind. Iceland is no exception, although, as always, there were early critics and skeptics. The first negative report from Danske Bank came in 2006. By early 2008 reports predicting dire consequences were common place. 

5. In sum: the consequences

5.1 How badly was Iceland hit?
The immediate impact of the October 2008 crash is well known. The fall of the three banks resulted in some of the biggest bankruptcies ever. Preliminary estimates indicate that creditors might have lost around 70 billion dollars in Iceland crisis. The average exchange value the krona was cut in half—with obvious consequences for a nation that imports most of its needs. The unemployment rate, which usually is around 1 percent in Iceland’s small and flexible labor market, was approaching 9 percent by mid 2009. The market for real estate virtually came to a standstill, housing prices have fallen substantially in real terms, and there is little or no demand for new durable consumption goods, such as automobiles or furniture. For the typical household, disposable income has fallen because of a large increase in import prices, voluntary and forced reductions in nominal pay, shorter working ours, and rising unemployment. The government is preparing large increases in taxes and cuts in social services. It has been informally estimated, for what it is worth, that the first wave of the crisis has moved living standards in Iceland back to their 2003 level. In the social domain, social and political chaos has been within tolerable limits, the median voter has moved to the left, but the country has made little progress sorting out the past and laying a strategy for the future—a delay that has created additional costs. It is not clear whether Iceland has the administrative capacity to properly investigate the events leading up to the collapse. 

In October 2008, using a new emergency law, the government took over the fallen banks and separated each of them into ‘the new bank’ and ‘the old bank’, leaving most of the foreign assets and liabilities in the old banks. Each new bank received from the corresponding old bank the domestic deposits, roughly matching assets, and capital injection from the government that might amount to 30 percent of GDP. The new banks started their operations immediately and focused on meeting domestic banking needs. If the value of the assets transferred to the new banks turn out to exceed the value of the deposits transferred, the old banks have a net claim on the new ones.

Separate receivership committees were appointed for the banks to sort out their assets and liabilities. The creditors of the old banks, including foreign creditors, will receive what remains of the assets, once deposit insurance for foreign branches has been paid. The Iceland depositors’ guarantee fund, a private institution, which operated according to EU rules, lacks resources to cover its domestic and foreign insurance liabilities. The reason being that the structure of the EU deposit insurance mechanism is designed to meet individual bank failures, not a system failure.  EU law is not clear about the responsibilities of a government when the depositors’ insurance fund is unable to meet its obligations. Iceland has agreed to guarantee payments of insurance on deposits in bank branches abroad of up to €20,887 per deposit, which is in accordance with EU insurance rules. The total deposits in the Landsbanki Icesave accounts in the UK and the Netherlands equal the staggering sum (for Iceland) of $10,000 million or €7,000 million. In June 2009, the Icelandic government, reportedly under pressure from the EU and the IMF, signed an agreement (still to be ratified by parliament) with the two countries to guarantee insurance payments on these deposits. The insurance payments are estimated to total $5,000 million (or $62,500 per family of four in Iceland).
 The two countries lend Iceland $5,000 million for a period of 15 years, at 5.5% interest, with payments of interest and installments beginning after seven years. Iceland has therefore seven years to sort out the assets of ‘old Landsbanki’. One estimate published by the government claims that the assets will cover 75 percent of the British-Dutch loan. The government has also mentioned the figure of 95 percent, but in truth the value of the assets of ‘old Landsbanki’ is an unknown variable, imposing a huge uncertainty on future government finances in Iceland. In the meantime the Icelanders, while trying to reconstruct their economy, have seven interesting years to wait for a possible new blow. 

The 2009 Emergency Law treats the customers of the ‘new banks’, who are mostly Icelanders, better than the customers of the foreign branches. The government guaranteed all deposits in the three banks and also injected funds into the depleted money market funds that partly cover their losses in order to keep the internal payments system going. Foreign creditors have raised eyebrows over differential treatment of deposits in Iceland and in overseas branches, but recent agreements with Germany, the UK, and the Netherlands indicate that their governments will not object (but private citizens may).  

Iceland has still to deal with the overhang of the so-called Glacier Bonds, bonds bought by international investors who were lured by exceptionally high interest rates and an appreciating krona. The existence of Glacier Bonds and kronur owned by foreigners, which are said to equal about 40 percent of GDP, is an important reason why Iceland (and the IMF) still restrict capital flows, while trying to reach a workable agreement with the owners.   

The financial bubble in Iceland, which involved a ninefold increase in stock prices,  was complemented by a real estate boom that approximately doubled housing prices in real terms (which is not an uncommon outcome elsewhere) and a general spending spree. The private sector, households and businesses, borrowed heavily, taking both foreign loans and indexed domestic loans. A substantial segment of households and businesses is technically bankrupt, and the country’s bankruptcy process has been put on hold. The weak position of the business sector is of particular concern for policy makers who are trying to prevent an economic collapse. The future burden on taxpayers from the crash can only be guessed. Figures ranging from 80 percent to 160 percent of GDP have been mentioned. A large part of the burden is in foreign currencies, which means that in future years Iceland faces a difficult transfer problem, of the kind that Keynes (1919) described in his Economic Consequences of the Peace. If the pessimistic view of foreign debt turns out to be right, Iceland will face falling living standards, with or without major inflation, and alarge outflow of the relatively mobile Icelanders who have unhindered access to the Nordic and EU labor market. If, however, the portfolio of the ‘old banks’ turns out to be surprisingly valuable, as some experts actually claim, the future is much brighter.
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� This evaluation of the financial regulation in Iceland is in part based on a report by Kaarlo Jänneri (March 2009) on banking regulation and supervision in Iceland. Mr. Jänneri is a former head of the Finnish Financial Supervisory Authority. His report was commissioned in 2008 by the Icelandic government as part of its Stand-by Arrangement with the International Monetary Fund.


� The report was published in March 2006. The current account deficit for the whole year 2006 is little over 25 percent of GDP.


� These points and others are emphasized in a 2006 report commissioned by the Icelandic Chamber of Commerce from one of the authors (Herbertsson) and Frederic Mishkin of Columbia University, who shortly afterward served as governor of the US Federal Reserve System. 


� For a cautiously worded account, see Jännäri (2009).


� ING is a global financial institution of Dutch origin.


� The UK Anti-Terrorism, Crime and Security Act of 2001.


� The breakdown in communications and relations between two friendly European governments has not been fully explained and remains a puzzle.


� Iceland and Germany have fully settled the question of insurance of deposits in Icelandic branches in Germany. Assets, it is hoped, will eventually cover the insurance liabilities.
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