Icelandic economy shrunk due to the free market
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It is a short book written on Iceland economic crash down and its introduction is given by Toby Baxendale. The authors hope that this book will encourage many other people to write about other big nations and also hope that it will be written in light of teachers of Austrian School. The basic theme of the book is to make people come across the government's policy mistakes of Iceland and to see the effects of financial crisis which led to economical and political crisis.

So what were the reasons of Islands collapse?

Some of the main reasons are: (1) extreme debt that includes corporate, household, and government debt (2) unnecessary credit expansion which made a massive raise in the money supply (3) housing bubble, which was caused by the credit expansion and the Housing Financing Fund (HHF), which was created by the Icelandic government in order to give low-interest mortgages (4) maturity and currency mismatching.

The authors demostrate the most dramatic insolvency of the fiscal year 2008 was the failiure of the Iceland's financial system. The author easily proves that the Icelandic economy shrunken be due to the free market. Contrary, the author gives rather convincing facts that the government caused the disaster in the first place by snooping in the markets. The existing crisis in Iceland is a typical case study of when and how government involvement in the markets led to the economic downfall. The sudden downfall in the stock market would have continuous serious effects throuh the Icalandic market more speedily and destructively than in other countries.

The interesting thing is that Iceland is ranked third in Human Development Index means it is a developed country.Before the collapse Iceland was experiencing economic boom and the banking systen was becoming larger and larger day by day. Iceland was ranked ninth highest in the taxes and contribution to social security in OECD. The bank was selling at short-term rates and buying at long term rates. But short term liabilities need continuously roll over or renewing and Iceland's banks were not able to find more borrowers to continuously  roll over their liabilities. So the boom was very short lived. Taking the short term liabilities and investing in long term, violates the “golden rule”, that the bank should grant its credit according to the credit it is receiving. Iceland was placed first in engaging the banks in a riskier practice and the reasons were maturity mismatching and currency mismatching.Maturity mismatching can lead to a very profitable business. Maturity mismatching and credit growth together, lead to malinvestment. The severe most case is when deposits are used for ganting credits.The usual suspects of the world wide crises by the analysts are greedy banker,unregulated envirnment and capitalism evils.Iceland, by any means could not be called a free market and the banks were unable to act freely but they worked in a framework of incentives created by government which caused business cycle. Privatization and liberalization does not mean less control of government. Iceland's crisis were same as of Ireland. The oversized banking was the root cause of the economic distortion in Iceland.Iceland faced no difficulty till international liquidity was sufficient enough and by that they could easily renew their short term debts. Later on the problems named “Geyser crisis” was came across to the banking sector. Price inflated and the moneysupply start to become  anxious about the sustainable of Icelandic boom.

In 2003 a decision was taken to lower the reserve ratio requirment, which allowed a very noticeable credit expansion. By reducing the reserve requirement in the mean while liquidity was increased. The more the liquidity of the banking system the more quickly it finds its way to loan market. Credit expansion creates new deposits and therefore increases the money suply which in turn lead the interest rates to lower.

Borowing rate of Federal Reserve was decreased by 5.5%. With the reduction in the reserve requirement ratio and decreasing the interest rates both ensured manic heights.

Icelands economical disaster could be written in the books of history as much like the crisis in Mexico,Argentina, Russia, Brazil. But it it was diferent in two ways one was the level of boom and consequent fall down was much greater, and secondly the most important was that Iceland was the 1st developed country to suffer a financial tragedy like this. It is widely accepted that overleveraged banking structure was indefensible.

Central banks are there to help troubled banks greatly with credit growth and maturity mismatching. Credit growth lead to the stopage of rollover. As credit growth produces malinvestments and indefensible situations. The economy beomes more and more brittle. The fall down of lehman brothers in 2008 did not cause the failure of Iceland's economy; it simply uncovered the mistakes that investors had made before.

The two main factors exacerbated the maturity mismatching. One was that the central bank's monetary policy caused short term debt. The money supply was increasing. Bankers were gaining profit with borrowing at short term rates and lendng in longterm investments. The 2nd factor was the less interest rates globally.which made Icelanders to borrow at les interest rates. The credit crisis had wiped away many companies listed in stock exchange.

IMF  is competent of providing stability. Which made investors relaxe that Iceland will b aided when its economy will collapse.on the other hand CBI it self faced insolvency.

The Iceland catastrophe was fully avoidable. It was not like that some thing happened with out warning. The effects were widespreaded and the economy was facing dramatic changings. The temptations for Iceland to join EMU was made strong in 21st century after the economical crisis. As the many Icelanders feel today the manifesting charisma of the euro adoption. The advantage of European Monetary Union membership was a chance to get exchange rate instrument,and adoption of euro. But by getting the membership Iceland lose its independence.

The two major assets were rich fishing grounds and second was its location in North Atlantic. The political nature of the Icelanic monetary policy is now evident. A banking structure that was having special advantages of employing partial reserves brought up a state of profolic borrowers and extreme risk takers.

The cerdit default swaps on the Icelandic banks increase rapidly above the usual level. Its is a form of insurance bought by the investors for the compensation of loss. An interesting feature of C.D.S  is that you can buy them even when you do not have any debt of your own issued by the company.

Increasing spreads point out that the market's disbelieve in the banks encourage even further requirment for insurance, leading to even higher spreads on the debt and so on  until the mistrust in the bank reached a level where it can not take any further funds and eventually fail. Iceland is on the edge of collapse.Inflation and interest rates are strongly moving upwards. Its three banks have nationalised 2nd one is asking for money from the customers.

The dread soon came to the public with Icelanders in the que at banks for the withdrawal of cash. The markets were completely shut out of the Iceland's banks on October 6,2008. The Icelands finacial markets were now broken down into small pieces.

The  country was on the extreme limit of the total financial breakdown for 3 days, from 9th to 13th of October, in Iceland stock market trading was on the brink. Sixty seven percent was lost when the market reopend on Tuesday October 14. The banks of Iceland were not open to the subprime credit marke but they were greatly securitized.As the security rates were divided in two by the hour and capital and on the other hand guaranteed values were evaporated. With the currency market formally stopped ,one way to obtain overseas currency was by the central bank sale. The confidence was lost by the banks at a susceptible time. Excessive levels of mismatching caused such distrust.Mauturity mismatching made possible the high levels of long term funds and which synthetically decreased the interest rates. The lowered rated of interest caused malinvestments and this malinvestment gradually has shown the way to the failure of banking sector and financial crisis.

When the Icelandic banking sector had come come under the pressure the decline was hastened. Every one refused the currency of an insolvent financial structure. Fixing a rate  far more than what the market could tolerate resulted  in a incredible surplus demand for euros.

In January 2009, the central bank  was giving and taking only a small amount of overseas currency for domestic purpose.

Three phases of Icelandic life requires to go back to usual for the economy. Malinvestments which misdirect the capital and capitalist mistakes need to be clear up. Extended existence avoids the economy from moving manufacturing and consumption pattern to those that are favorable to long-term expansion.

A huge financial area is not necessary for the country nor is it strong. It has vanished the wealth from those areas where Iceland had a genuine competitive advantage. The financial region needs to be reduced to the extent which is necessary by Iceland's economy.

The inflationary economy during the peak years improved the time inclination of the nation. Icelanders need to get back their conventional prudence for the credit and expenditure.

Credit expansion directed to an artificially prolonged productive formation. This usually implies a rise in the manufacture of capital goods, as indicated by the relative productive enhancement at those orders of production more from their final.

During Iceland's bust, resources moved away from the previous core in the economy, fishing and maritime products. A housing bust arise which now leaves the iceland with a surlplus of stock in hunt of homeowners or renters.

These particular malinvestments will show difficult, but not impossible, to put right. This process will includes two painful. Primarily the overconsumption during the bust led to apportionment of goods. Many Icelanders were not able and willing to keep paying for the cars they bought during the boom.

The wear and tear of excess consumers' goods, such as the cars which were bought during the bust, should continue till the economy recovers stability. By decreasing the excessive supply of second-hand goods will allow the prices for new goods to become stable.

A worker has the capacity to think for himself, go through training, and modifies the ends towards which his labour may be applied.

Redundancy insurance lowered the incentive for the recently unemployed to search for re-employment in more beneficial sectors of the economy. Icelandic redundancy reimbursement is both openhanded and ever lasting.

These incentives have resulted in a quick reduction in the number of labour hours worked on the average Icelander during the calamity. On the other hand many other countries have experienced a unexpected raise in unemployment in the past few years.

At the boom's crest, on the average Icelander was working 1,822 hours per year. By 2009 this had reduced to 1,717 hours, it was nearly a six percent reduction.

The transfer from the relatively unbeneficial real segements of the economy (i.e., manufacture based sectors) and into the banking and finally finance sector may have been the most visible event of the bust, and the reversal of this shift is the most obvious event of the existing bust.

The basis of the disaster is, after all, the endorsement of an extra-large and weak financial region, dependent on falsely condensed interest rates to stay cost-effective. The shift has basically taken place. While the substantial source shift that is necessary to reduce the size of this behemoth of an business will take some time.

The resources provided to the industries and firms that manufacture goods for export would have recognized as an immediate profit at the existing exchange rates, that capital that was intended for the banking area were met with persistent losses or, as a best-case circumstances, an uncertain future. Directing capital into the banking region not only extends the life of this weak feature of the Icelandic economy, but also makes that capital engaged to Iceland's export-based production area.

Consequently Iceland, by no means would have developed a vague financial system. Overconsumption would not have happened, the currency would not have failed, and import difficulty would not have happened. It was the Icelandic government's shift away from open-market values and towards government involvement that set the phase for the extravagant Icelandic disaster. Only open-market values and the re-establishment of assets rights in the economic sphere will avoid such tragedies in the prospect.

I suggest this book to everyone who wants to know the technicalities of this incident and how it stretched out and why.
