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The banking systems in Iceland and
Ireland collapsed as a result of madness
and collective myopia. JOHN SWEENEY
explores why sufficient agreement to
take away the punch bowl did not
develop in either country to support
pre-emptive action

here are significant doubts about
the adequacy and effectiveness of
Ireland’s cumulative efforts to dig
itself out of its economic hole. Are
we to lose a few years or a whole decade?
A year on from the dramatic night when
only a state guarantee kept the main Irish
banks from failure, a year punctuated
by further strong measures (the
nationalisation of Anglo Irish Bank, state
recapitalisation and state directors for
the other main banks, the pensions levy,
the incomes levy, public expenditure cuts
etc), there is still no widespread
confidence that either the banks or the
state’s finances have been definitively
rescued.
The green shoots of recovery appear
more evident in other countries. There is
a fear that the Irish economy could
become mired in a lost decade with
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businesses and consumers locked into
risk-averse
behaviours
by
high
indebtedness and high unemployment.
The forthcoming Budget in December is
being accorded a heroic role. Either it
will confirm that a firm, fair and effective
strategy for national recovery is finally
being embraced. Or it will be an
unconvincing and inclusive patchwork
reflecting how the social partners,
political parties and interest groups
‘Why Iceland: How One
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individually believe they are not to blame
and fear being asked to contribute
disproportionately to the economy’s
rescue.
When entitlements, gains and other
fruits of the boom years are so evidently
being eroded, perspective on what
oneself and others are experiencing
becomes all important. How we think
about and interpret what is going on
influences the experience itself. For
example, are we ‘soft targets’ for public
spending cuts or ‘doing our bit’? Which
it is makes a huge difference to our
mental health, how we perceive our
prospects and what we are prepared to
do to protect those prospects.
This article wrestles with the broad
perspective to be adopted on Ireland’s
passage from boom to bust. It explores,
on the one hand, the extent to which we
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are unique in how we blew the boom
and, on the other, the degree to which
the Irish case ‘conforms’ with the sorry
experiences of other countries that also
passed from boom to bust. In particular
this article feeds in perspectives from
Iceland’s financial collapse, drawing on
Ásgeir Jónsson’s book, Why Iceland?.
Comparing Ireland with Iceland - a
much smaller country and economy
(population 310,000), that trades in a
relatively small number of areas (marine
products, aluminium, tourism, financial
services) - might seem inappropriate.
But Iceland is an OECD member
and, since 1994, part of the European
Economic Area and a full participant in
the EU’s internal market. Until 2007, its
GDP per capita was one of the highest in
the OECD, widely ascribed to its strong
work ethic, educated population,
business friendly environment, and
unusual blend of an egalitarian and
entrepreneurial society.
More supportive still of a comparison
between the two countries, the manner
of Iceland’s undoing has tantalising
similarities and differences with Ireland’s
property crash. In Iceland’s case, its
banks sourced funds on international
wholesale money markets to feed an
export sector in its booming economy.
That this sector was investment banking
and not construction only adds to Irish
interest. Financial services, after all, are
among the knowledge-intensive services
exports considered to have significant
potential for filling part of the void
created by the collapse of Irish
construction.
If Ireland has a post-boom hangover
like few other countries, it is partly
because it had a boom that few others
matched either. In retrospect, we grew
more accustomed to Ireland’s outlier
status on OECD and EU growth charts
than we became curious about, or expert
in, the consequences for assets of such a
long boom and how they typically end.1
We did not notice or appreciate
sufficiently the exceptional succession of
factors that succeeded each other at the
macro level to sustain an environment
1

Would that George Akerlof and Robert Shiller’s
Animal Spirits: How Human Psychology Drives the
Economy, and Why It Matters for Global Capitalism
(2009) had appeared earlier.

strongly supportive of high growth rates.
For example, GDP growth was already
averaging 9% (1994 to 1999) when
Ireland joined EMU at an undervalued
rate, only to then gain further in
competitiveness from the euro’s initial
decline against the dollar and sterling.
Along with Spain, Portugal and Greece,
Ireland experienced a significant
reduction in the risk premium it paid
for borrowing overseas, while higher
domestic inflation brought down the
real interest rate more than elsewhere
in the eurozone. Successive National
Development Plans took advantage of
the low costs of borrowing, buoyant
government revenues and a declining
debt/GDP ratio to increase the speed
with which we sought to close historical
infrastructural deficits. After 2004, high
economic growth was further prolonged
when educated labour from the new EU
member states became available to Irish
employers in large numbers.
ue to the cumulative impact of these
factors, the Irish economy’s potential
growth path - the rate it can sustain
in the long run with trend increases
in factor availability and its utilisation became exceptionally difficult to
estimate. Rather than being arrived at ex
ante with sufficient credibility to support
cooling the economy, it was increasingly
calculated ex post to, in effect, sanction
what was anyway unfolding.
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in Irish companies could only go one way
in such a strongly growing economy - they
rose. Soon, more people came to realise
that their appreciation in value more than
covered the long-term cost of borrowing
to buy them. Price rises became a selffulfilling expectation as demand from
investors anticipating price increases
became the cause of the increases.
In addition to this upward price-price
spiral, rising asset prices fuelled faster
economic growth. Owners of property
and holders of equity felt better off
and spent more (the wealth effect).
Companies took advantage of their
higher equity value to raise funds for
investment and expansion. Credit soared
as borrowers had more to offer by way
of collateral (higher priced properties
and equity holdings) and financial
institutions assessed more individuals
and companies as credit worthy. A final
twist in this upward spiral was when
banks realised that funds for lending
were available overseas at low rates and
in almost unlimited supply and that their
funds for lending long-term did not have
to be confined to growth in the domestic
pool of long-term savings.
This skeletal or ‘bloodless’ account of
how Ireland’s property bubble developed
does no justice of course to the knaves
and knights, villains and prophets who
displayed their true colours during it.
Three-D accounts are needed that
include the self-delusion, opportunism,

‘The manner of Iceland’s undoing has
tantalising similarities and differences
with Ireland’s property crash’
In all this, the principal long-term
danger most consistently highlighted for
the economy was the erosion of
competitiveness. It was, and still is, a
danger. Ireland’s price level relative to the
EU 15 soared between 1998 and 2003 to
become one of EU’s highest. By
comparison, however, there was much less
recognition that an equal or greater
danger lay in asset markets than in rising
business costs. Property prices and shares
Business Plus October 2009

greed and corruption that also thrive in
asset booms. In fact, it is interesting to
ask whether exceptional booms need
exceptional villains to proceed as far as
they do. Integral to the Irish property
boom that has so spectacularly collapsed
are not just technical issues such as poor
land management and a tax system
overly kind to property, but sociopolitical factors. For example, the
continued on page 66
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emergence of Anglo Irish Bank as an
aggressive property lender, the final
capitulation of previously conservative
managements in AIB and Bank of
Ireland to ‘evidence’ that huge profits
from property-related lending were
being
foregone,
the
traditional
sensitivity of Fianna Fáil to construction
interests, and much more.
Ásgeir Jónsson provides just such a
rich socio-political account of Iceland’s
boom and collapse and of the
entrepreneurs, regulators and politicians
caught up and finally overwhelmed by it.
As the same time, as a professor of
banking and international finance, and
former chief economist in one of the
three big Icelandic banks that crashed,
Jónsson has the technical background to
steer through the complex financial
engineering of the three investment
banks that were at the heart of it.
What were the Icelandic banks doing?
At home, they were lending funds for
long-term projects, principally in the

depositors for inflation) and confidence
that the fundamentals of its economy
supported its currency, the krona. In the
carry trade, banks borrowed foreign
currency at low interest rates overseas
for relending as kronur at the higher
domestic interest rates.
It is what three major Icelandic banks
began to do overseas that proved the
country’s undoing. They built up extensive
business as investment banks in
Scandinavia, the UK and elsewhere. At
first, they were widely considered to be
savvy investors running well-managed
banks that acquired good quality assets
outside Iceland that matched their
growing overseas liabilities. They
regularly garnered good credit ratings.
But success was addictive. At the end of
2008, the total assets of the three Icelandic
banks were eleven times the country’s
GDP and about 80% of them were in
foreign currency.
The domestic financial system became
vulnerable to a major liquidity crisis

‘Ireland’s regulatory authorities ignored
multiple warning lights coming from
the housing market and domestic
financial system’
aluminium and construction industries,
far in excess of the pool of long-term
domestic savings. They made up the
shortfall by borrowing short-term
overseas, believing international interest
rates would remain low and the option
also remain open of rolling over the
loans at these low rates. There is an
evident similarity here with Ireland’s
banks, who also borrowed short overseas
to lend long domestically.
In fairness to Iceland, their lending for
domestic purposes was, arguably, less
concentrated on property than in
Ireland, for as diversified a spread of
investments as its small economy and
relatively successful. The degree of
success allowed a significant carry trade
to develop, based on Iceland’s high
interest rates (compensating domestic
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independently of the quality of the
individual banks. Their foreign assets
were long term; it was precisely their
potential to appreciate in value over time
that was considered to justify large shortterm borrowing to finance their
purchase in the first place. When the
wholesale money markets seized up in
autumn 2008, the Icelandic banks faced
an enormous need for instant foreign
currency to repay short-term loans and
simply could not realise enough from
quick sales of their ‘good’ assets to
generate the foreign currency needed.
And there was nowhere for them to
turn. Iceland’s Central Bank simply did
not have the resources - in foreign
exchange reserves or through credit lines
with other central banks - to function as a
lender of last resort on the scale that could
Business Plus October 2009

rescue the three private banks, while the
tax base of the Icelandic government was
too small for it to be able to inject capital
into the banks on anything like the scale
needed. In effect, an international
financial sector was exposed as simply ‘too
large to bail’ with neither a central bank
nor a sovereign government with the
capacity to rescue it.
The fundamental response of the
Icelandic authorities to the collapse of its
three giant banks has been to ‘look after
their own’ i.e. restrict taxpayer resources
to protecting domestic deposits and
domestic banking operations only.
Foreign deposits and foreign bondholders will be paid back from the
liquidation of foreign assets, and what
they cannot be paid they will lose. The
fundamental argument in support of this
drastic approach is that the debt burden
otherwise placed in Icelanders would
bleed the country for a generation.
For example, there was almost one UK
deposit with the online bank, Icesave, for
each Icelander, and their cumulative
total amounted to between 60% and
80% of Iceland’s GDP. In this particular
case, strong UK tactics have forced a
partial Icelandic retreat and the two
governments between them are to
indemnify the UK account holders
over a period of time. But the
Icelandic authorities have assumed no
responsibility towards foreign bondholders and the distinction between
senior and subordinated debt has been
irrelevant to their stance. It is a drastic
measure taken in the imminence of a
national catastrophe.
eading Jónsson, one can only
appreciate how much the euro and
Ireland’s position within the EU have
kept our banking crisis from leading to a
currency crisis, protected mortgage
holders and businesses from hikes in
interest rates, and brought extensive
international support for solutions that
do not entail economic nationalism. At
least in Ireland, we can ask whether
senior debt should be treated differently
from subordinated debt, and whether
the key to maintaining international
confidence in the economy is the extent
to which bondholders are protected or
the extent to which the Irish taxpayer
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and tax system is protected from future
liabilities arising from the rescue of
private banks. Ireland has had time to
find ways of sharing losses in its banks
with those who invested in them that
Iceland did not.
What appears so clearly in retrospect
as madness and collective myopia in both
Iceland and Ireland begs the question as
to why sufficient agreement that ‘the
punch bowl must be taken from the
party’ - there were always some who
advocated it - did not develop in either
country to support pre-emptive action.
For Iceland, Jónsson paints a picture of
investment banking developing as an
enclave that political leaders and the
regulatory authorities poorly understood. And they poorly understood it
because they came from an older
generation than the banking fraternity,
were principally interested in domestic
issues and drew on too few people
with the international experience and

‘Ireland has had
time to find ways
of sharing losses
in its banks with
those who invested
in them that
Iceland did not’
academic backgrounds to grasp the
significance of what the Icelandic
investment banks were doing abroad.
The head of their central bank
throughout the crisis was a former prime
minister who was not above carrying
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elements of his former domestic political
agenda into his new position.
By contrast, the much less complex
nature of the banking operations that
fuelled Ireland’s asset bubble and the ‘in
your face’ nature of the scramble for
property make the blindness of the Irish
authorities even more astounding. The
Viking financial raiders responsible for
Iceland’s bubble can be counted in tens,
and appear in Jónsson’s account as not
particularly political or social insiders.
However a much larger group of people
brought Irish banking to its knees - bank
managers and directors, property
developers, local authority planners,
politicians, solicitors and multiple other
individuals in a position to procure credit
on a large scale - many of whom were
social and political insiders. In
retrospect, there seems to have been a
predisposition on the part of Ireland’s
authorities not to see, hear or think that
continued on page 68
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property prices were out of control.
Why was there such a willingness to
believe that fundamentals and not
speculation continued to drive the Irish
property market? The antennae of the
Irish authorities can be seen to have been
dulled in four significant ways. In the
first place, the fundamentals them-selves
were pretty impressive: a population
growth rate far higher than elsewhere in
the EU, shored up by high net migration
and a high rate of natural increase; the
fact that the fastest-growing cohorts in
the population were those of an age at
which households are formed; the rise in
employment and higher disposable
incomes; the still large average
household size by EU standards and
evidence of a growing trend towards
independent living; and the demand for
second homes and home extensions or
improvements on the part of a wealthier
population.
n addition, the buoyancy the property
boom imparted to the public revenues
was a strong narcotic. Stamp duty on
housing transactions and VAT and
capital gains tax on the value of house
sales created a quite abnormal element
to tax revenue buoyancy. In addition,
the implications for normal revenue
buoyancy of the shift from export-led
growth to domestic demand driven
growth was probably underestimated.
Fiscal policymakers were tempted to
believe in a structural increase in
available resources and few of Ireland’s
elected politicians or social partners had
the far-sight to question that assumption,
while many had the near-sight to spot
and pursue opportunities for their own
constituents and interest groups. At a
time when the economy was de facto
operating well above potential, tax
reductions continued and current public
expenditure plans were increased.
A third factor dulling authorities’ sense
that something could be drastically
wrong was the fact that Ireland complied
well with the Stability and Growth Pact
during most of the boom period. A
booming GDP contributed to hauling
down the debt/GDP ratio, and a current
account surplus was comfortably
recorded in most years, sufficient to
finance a significant slice of a large
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and domestic financial
system. For example, house
prices began to depart from
their long-term relationship
to incomes and rents in the
late 1990s onwards. The
sustainable
level
of
residential investment (some
10% of GNP) was left
behind in 2001. The net
inflow of funds to the banks
largely to fund property
construction and acquisition
jumped from 10% to 41% of
GDP in the two years to the
end of 2005, and 15% of the
housing stock was found to
be vacant in the 2006 census.
The balance sheet of Anglo
Irish Bank grew at an
average annual rate of 36%
between 1998 and 2007
(20% in one year is
considered a warning). And
so on. In many respects,
quite traditional metrics and
regulatory tools should have
Jónsson: insider account of Iceland’s meltdown
been sufficient to prevent
investment programme. However, ECB the Irish banks from getting into deep
analysis of the stability programmes trouble if they had been vigorously and
submitted annually by eurozone states rigorously used. But they were not.
show that Ireland underestimated
Several reasons can be advanced as to
growth in its public expenditure more why they were not. The espousal of a
consistently than other states. Ireland principle-led rather than rules-based
also significantly and consistently approach to financial regulation fitted
underestimated growth in its tax well with Ireland’s concerns to attract
revenues, which enabled the country to inward investment in financial services
get generally good report cards, even and assure these high-quality employers
though this revenue buoyancy was of the country’s friendly business
insufficiently analysed and a funda- environment. But the same approach was
mental imbalance in Ireland’s public particularly ill-suited to the domestic
finances was in fact developing. The networks that figured prominently in
surveillance procedures of the SGP Ireland’s construction sector and linked
simply did not delve deep enough to developers, builders, financiers and
identify additions to tax revenue that politicians. These networks were
were temporary and due to an vulnerable to abuse and familiarity,
overheated economy, and the allocation shared social interests, the mutual
of this temporary revenue to forms of protection of reputation and even the
higher public spending that were not trade of favours reduced the effectiveness
discretionary and which would prove of monitoring. If economists were not
difficult and pro-cyclical to cut back in prominent in these networks, their views
an economic downturn.
were, nevertheless, effectively filtered
The fourth source of blindness and those which supported inaction
was particular to Ireland’s monetary and became the most widely known.
financial regulatory authorities. They
Beyond Ireland, intellectual reasons
managed to ignore multiple warning were advanced with authority that
lights coming from the housing market cautioned strongly against precipitate
Business Plus October 2009
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intervention by monetary and regulatory
authorities when asset prices were
surging. Each found some echo in
Ireland particularly because they were
entertained strongly by Alan Greenspan
and associated with the strong economic
performance of the US economy.
They have subsequently been expertly
dissected by European Central Bank
president Jean-Claude Trichet and
Henry Kaufman.2
First is the argument that there is no
fool-proof method for identifying asset
price bubbles in real time and, on
the contrary, always some risk that
the authorities will ‘lean against’
developments that are, in fact, justified
by the ‘fundamentals’. Yes, says Trichet,
but holding out for the perfect method
and complete information is not good
policy making either. Monetary and
credit indicators can and do provide
early warnings that asset price
developments
are
unsustainable.
Indicators can always be improved and
new data is always about to appear, but
neither absolves policy makers from
their fundamental obligation which is to
assess and respond to the risks posed by
excessive asset price developments on
the basis of what information is available
to them. Ireland provides the OECD
world with one of its newest examples
that the risks of acting too late hugely
outweigh the risks of acting too soon.
Second is the argument that the scale
of the interest rate increases needed to
contain surging asset prices can do more
harm than good. Trichet believes this is
simply wrong for the eurozone as whole.
The profitability of banks, he argues,
that systematically borrow short and
lend long can be significantly affected by
even a small change in policy interest
rates, which can trigger the closingout of leveraged positions and the
moderation of asset price growth. The
Irish authorities might rue that the ECB
did not adopt such a policy but they
did not then go on to address the
implications of their inability to set
interest rates purely to Irish conditions.
1

Address by Jean-Claude Trichet, ECB president, at
the Jackson Hole Symposium, Wyoming, August 2009;
Henry Kaufman, The Road to Financial Reformation:
Warnings, Consequences, Reforms (2009).

This would have entailed pursuing
counter-cyclical fiscal developments
much more vigorously.
The final way of thinking made
popular by Greenspan is that it is better
to wait until an asset bubble bursts and
then ease monetary policy aggressively
so as to contain the adverse effects on
real activity and inflation. Trichet notes
how this approach risks creating moral
hazard on a large scale and, thus, can
help to create a state of potential
instability. By contrast, a central bank
that leans against the wind is more likely
to encourage responsible behaviour on
the part of investors and reduce the risk
of a crisis. But it is recent experience that
has most comprehensively debunked the

‘A central bank
that leans against
the wind is more
likely to encourage
responsible
behaviour on the
part of investors’
‘easier to clear up after’ theory. Policy
action unprecedented in its scale and
coordination across the industrialised
world failed to prevent a sharp fall in
economic activity in the wake of the
financial crisis of 2008.
All this said, Trichet appears
remarkably gentle towards central
bankers and financial regulators who did
not intervene more decisively to nip asset
booms in the bud. Trichet writes:
“Over the past few years, both
experience and developments in the
literature appear to support a shift in
favour of the adoption of some form
of leaning against the wind. However,
having spent 16 years facing the
successive challenges of operational
central banking, I am doubtful that
such a strategy can be implemented in
Business Plus October 2009

a mechanical way. The uncertainties
remain too great, and perhaps always
will. What is required is a significant
degree of judgment, embedded in a
rule-based framework for policy
making, which encapsulates the
essence of leaning against the wind
without suggesting that central banks
are in a position to manage closely much less target - developments in
asset prices.”
The tone of Trichet’s observation sets
the tone for this article’s conclusion. The
search for culprits in the Irish economy’s
dramatic fall from grace is necessary
to win popular support for the breadth,
depth and duration of the fiscal
retrenchment that is still necessary. It is
also a requirement of social justice given
the scale and likely duration of the
unemployment that can be directly
attributed to the collapse of the housing
bubble. But identifying culprits and
ensuring they do not keep their gains
from the bubble is quite secondary to the
need to press on with coordinated and
decisive action in four areas:
● One way or another, bank balance
sheets must be cleaned so that they are
able to resume extending credit to
worthy (if stressed) businesses and attract
funding from international markets.
● Ensuring that the restructured Central
Bank Commission develops the
competence, confidence and conviction
to monitor and regulate financial
institutions operating in and from
Ireland, and doing this with and through
the ECB and the new regulatory
infrastructure at EU level.
● Ensuring that the management of the
public finances is protected more
effectively from electoral politics and
future asset cycles, and that the Stability
and Growth Pact is also strengthened in
this way.
● Achieving the inescapable imperative
of further fiscal retrenchment in the
short term in as transparent and inclusive
a way as possible.
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