Moral analysis of an economic collapse —
an exercise in practical ethics
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In this paper, I discuss how a Working group on ethics dealt with the question
whether the collapse of the Icelandic banks and related financial setbacks can
to some extent be explained by morality and work practice. I describe how
the Working group delineated its subject matter by evaluating practice in the
financial sector, the administration, the political sector and the social or cul-
tural sector. I demonstrate the approach used by the Working group by
discussing some important examples which throw light on some aspects of its
manifold analyses. The examples show how different aspects of morality are
of importance in an analysis of the events that took place.
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Introduction

In the wake of the collapse of the three leading Icelandic banks in October
2008, the Icelandic parliament passed a law regarding a Special Investiga-
tion Commission (SIC) which had the task of finding out the truth about
the events that led to the crisis.! The law contains an article on a Working
Group on Ethics (WGE): «In relation to the work of the special investigation
commission, there shall be an inquiry of whether the collapse of the banks
and related financial setbacks can to some extent be explained by morality
and work practices.»? It is stated in the law that the members should have
education in philosophy, history, sociology, political science, media or other
comparable disciplines. The members of the WGE were appointed by the
governing committee of the parliament and it consisted of two philosophers
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and a historian.’> The WGE delivered its report to the parliament April 12,
2010, as part of the final report of the SIC.*

In the letter of ordinance from the president of the Icelandic parliament
to the members of the WGE, dated January 14, 2009, it is stated that the
inquiry is not to be limited to morality and work practice in the financial
sector; other sectors of society may come under scrutiny as well. In light of
this, the WGE decided to assess morality and work practice in three main
sectors or social spheres: the business and financial sector, the administra-
tive and political sector and in the social or cultural sector. Obviously, this
entailed the risk of impairing precision but the members of WGE thought
that the approach as a whole would suffer from a lack of precision if this was
not done. As our analysis developed, it became clear that actions in the
financial and administrative sectors could not be explained without relating
them to the wider social context.

Analyses in applied ethics are often prone to criticism by focusing too
narrowly on particular ethical questions at the neglect of the larger social
implications.” The WGE tried to avoid this without losing sight of particu-
lar events in the financial and administrative sectors. An obvious way to let
the general and the particular interact properly in the analysis is to work
from examples which demonstrate relevant features in a particular context
that also reveal structural processes and ideas. As will become clear in the
following, the particular events are the focus of the analysis. This comes
from the nature of the work which was mainly based on various types of
data from the banks, oral reports given by individuals in formal hearings
during the process and material from media covering the events in the years
before the banking crisis.

The WGE took as its normative guidelines the intrinsic features of
morality as well as ideas of good work practice in the sectors under scrutiny.
Morality is commonly divided into a four major elements: Moral values,
virtues, rules, and obligations. Each of them requires contextual analysis, as
parts of an ethos, be it financial, political or social, which gives them con-
crete characteristics and direction. When the basic moral features are con-
textually analyzed they become intertwined with good work practice. This
becomes a basis for a critical evaluation, an internal criticism of actual
work practice.

In the following discussion, I will consider a few examples of how the
different elements of morality were of relevance in the task of explaining the
actions and interpreting the culture which facilitated the fall of the Icelandic
banks. The following issues will be discussed: (i) how virtues and vices enter
into the analysis of morality in the banking sector and how they colored the
social discourse; (ii) how the analysis shows a breach of good work practice
in the administrative sector where moral rules for public service were viola-
ted; (iii) how the analysis demonstrates that politicians and other guardians

102 ETIKKIPRAKSISNR. 12010



of the public interest failed to respect their primary obligations; (iv) how the
prominent moral values of the ruling ideology provided the soil for various
forms of conduct which contributed to the banking crisis.

Virtues and vices in the financial sector and the national
discourse

Obviously, the starting point and central focus in this investigation was the
morality and work practice within the banks and the interaction with their
customers, shareholders and regulators. This analysis has several moral
dimensions but I take my example here from descriptions and self-descrip-
tions of the characteristics of the Icelandic bankers. This example draws
upon the basic moral features of virtues and vices. It has been argued that
moral failures, such as greed precede and partly cause a financial crisis
(Weitzner & Darroch 2009). In the WGE analysis, the emphasis is on the
interplay between the system of incentives and bonuses in the banks and the
conduct of individual bankers. In this way, greed as a moral vice is not
regarded as a primary phenomenon but rather as a symptom of and a
product of a social system. In this way, the reference to greed as an indivi-
dual characteristic is still regarded as meaningful but it loses its explanatory
power unless it is linked to a larger context of motivational factors which
could have been subject to regulation.

The discussion of virtues and vices is also related to structural changes in
the banking system as well as the generation change that took place in the
banks in the wake of their privatization in 1998-2003. The structural change
was the transformation of traditional savings and loans institutions to finan-
cial investment banks. The mentality of the new generation of investment
bankers was radically different from the traditional bankers who did not suit
the new business model. As a consequence, the fine balance that there has to
be in a bank between the adventurous expansionists and the more conserva-
tive bankers who provide the reality check was threatened.®

In the social discourse surrounding the new generation of investment
bankers, the apparently praiseworthy characteristics of these young males
was quite prominent. A typical description was that they were courageous,
hard working, optimistic and swift acting men who were determined to
succeed. In an interview with the English newspaper The Guardian, the Ice-
landic president, Olafur Ragnar Grimsson, likened the success of the Icelan-
ders to well-known historical examples of innovation and flourishing: «It all
seems rather unlikely», the reporter writes, «but Grimsson puts forward an
endearing explanation»: «When we look at renaissance Florence, renais-
sance Venice and even classical Rome and classical Athens, they were all
about the same size as Iceland is now. It is an important lesson of history
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that small creative communities can do extraordinary things.» (The Guar-
dian, November 20, 2005). The president gradually developed his own the-
ory of the unique qualities of the Icelandic bankers with roots in the Icelan-
dic conditions and heritage (see, for example, Grimsson 2003: 5-6).

This is one example of the rather arrogant nationalistic discourse about
the success of the Icelandic bankers. One of the characteristics of that disco-
urse was a reference to the Vikings. The Minister of Economic Affairs
wrote, for example: «Energy, courage and solid knowledge of the
outreaching Icelandic bankers has brought more and faster investment
success abroad than was possible to foresee and the Viking has caught inter-
national attention.» (Sigurdsson 2007) University scholars analyzed the
simile: «The “Viking ship’ is what gives Icelandic business men a competitive
advantage: decision-making is fast, lines of communication are short and
the pattern of interaction is open, everyone is ready to work hard for a short
time as in the fishing season, there is a strong net of relationships and the
‘fixer gene’ flourishes.» (Adalsteinsson & Gudlaugsson 2007: 2).

However, the characteristics of the Icelandic bankers were not always
described as virtues, even though they were painted in appealing colors. An
example is when the director of the Icelandic Chamber of Commerce
explained the success of Icelandic businessmen. He provided three major
explanations: (i) the strong pension funds in Iceland; (ii) the deregulation
of the financial sector; (iii) the way in which Icelanders do business,
«something which some people have characterized as «effectively crazy»,
some power and resoluteness which enables them to succeed.»’

In retrospect, the success obviously needs to be reevaluated and also the
highly praised characteristics that were said to contribute to it, in particular
insofar as they were regarded as virtues. Moral virtues are praiseworthy cha-
racter traits exhibited in human actions. They are distinguished from mere
capacities or strengths of character by their intrinsic relationship to valuable
aims. As Philippa Foot has argued, the strength that enables people to over-
come obstacles such as fear is not the virtue of courage unless it brings about
good actions: «just as poison, solvents and corrosives do not always operate
characteristically, so [...] courage is not operating as a virtue when the mur-
derer turns his courage, which is a virtue, to bad ends». (Foot 1978: 16).

Clearly, the «virtue-words» that were used to characterize the expansio-
nist in the banks did not refer to character traits which bring about valuable
ends and thus were not operating as virtues. To the contrary, among the
results from the WGE is the finding that the characteristics which were seen
as the main assets of the Icelandic bankers contributed to their demise.
Thus the ‘fast decision making’ turned out to be rashness and incautious-
ness, the ‘close net of interaction’ resulted in cross ownership and the energy
associated with courage propelled high risk taking which is an indication of
foolhardiness. These character traits became particularly damaging because
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of the culture of self-regulation that was relied on in the banks. Ironically,
the Viking simile seems to invite a very different lesson than the one which
was popular in the apparently prosperous time of the banks. The saga nar-
ratives from the Viking age show for example how much damage individu-
als could inflict on a stateless society and how ineffective the men of good
will were in securing the conditions for orderly existence (Arnason 2009).

Lack of principles and professionalism in the
administration

This short description of how virtues enter the moral analysis of the WGE
reveals both the limitations of virtue ethics and the limits of individual cha-
racter traits in sustaining morality. The virtues have to be enlightened by
ethical principles and complemented by a structure of moral rules and
enforceable obligations. I will draw upon the analysis in the WGE report to
show how a lack of strict enforcement of rules and compliance with good
work practice resulted in the fact that bankers were able to go to the excesses
that made the banks so vulnerable to the international crisis. The example
concerns the style of the main regulatory institutions, the way in which
regulators interacted with the bankers.

The two main regulatory agencies in the financial sector in Iceland are
the Financial Supervisory Authority (FME) and the Central Bank of Iceland
(CBI). The director of the FME took a cooperative approach to the banks
on the presumption that they shared the common interest of maintaining a
stable financial environment. He also worked on the assumption that the
directors of the banks were honest people since they would have both finan-
cial and reputational motivation to adhere to good banking practice.® These
assumptions formed the basis of trust between FME and the banks. This
trust seems to have been one-sided, however, because the position in the
banks was to «fight the regulators» when they visited the banks.”

The assumption of the FME director that the bankers were «honest peo-
ple» can be seen as rather naive given the experience of banking. The first
lesson listed in a report about lessons learned from a financial crisis is:
«There are powerful incentives for people with questionable reputations to
control banks.» (Lemieux 1999: 4) Moreover, banking in Iceland, in parti-
cularly investment banking, has a short history and there had not been time
to cultivate a trustworthy banking culture with a strong internal regulatory
framework. On the contrary, the transformation of the Icelandic banks
from local savings and loans institutions to international investment firms
brought about a generation change in the banks. In 2004, 41 percent of bank
employees in the country had five years experience or less and 21 percent
had no more than two years work experience.'? It has even been stated that
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there was a policy to get rid of those who had traditional banking experi-
ence and knowledge.!! They did not fit into the new culture where there
was considerable pressure that everyone would think alike. As one of the
bank directors of Kaupthing bank said: «It is very hard to change a culture
without changing employees».'?

The new culture was not conducive to trustworthy self-regulation. An
experienced and well respected foreign compliance officer who worked in
one of the Icelandic banks for a short period in 2007, described the
atmosphere in the bank as «cultish». There was a lack of professional
detachment, members of the staff were strongly devoted to the institution.
The prevailing attitude was that growth was more important than following
the rules in every way. There is an inevitable tension in banking between
doing things right and doing them quickly. In this particular Icelandic bank
it was more important to do them quickly. There was a lot of pride both wit-
hin the bank and in society at large which clouded the judgment of decision
makers. The compliance officer got the impression that Icelandic bankers
saw themselves as doing something unique and they were not listening to
an «outsider» like him. Generally, the role of compliance officers was down-
played in the bank. They were kept busy with minor errands but were not
enabled to get the whole picture of how the bank was being run.'®> More-
over, compliance officers in the banks criticized the FME for not supporting
them in their attempt to strengthen their status in the banks. It is indicative
of the status of compliance officers that there was one compliance officer in
Glitnir bank in Reykjavik, but there were 13 employed in the travel and
entertainment department in that bank.!*

In light of this, the trusting approach of the main Icelandic regulator
does not seem to have been well founded. Rather than relying on the hone-
sty of the individual bankers and their presumed interest in prudential
behavior, there was a need for more emphasis on the moral principles of
good banking practices and to ensure compliance with them. The WGE
argues that it is one of the weaknesses of a small society that there is a lack
of professional distance and detachment which is needed for efficient regu-
lation. The impersonal space created by objective moral rules which protect
the values at stake is especially important in a situation of personal proxi-
mity and close connections. This was all the more needed since the legal
framework was rather slim. Iceland is a member of the European Economic
Area and thus is subject to the same minimal legal framework as EU mem-
ber states. Icelandic authorities did not make use of the leeway provided in
that framework to adapt the regulations to the national conditions. As a
consequence, the banks grew out of proportion and became too large to be
managed by the local regulators.

The WGE observed that legalistic thinking was characteristic of the Ice-
landic regulators where the letter of the law or emphasis on isolated articles
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is more important than the purpose of the law. A striking example of this is
when the British and the Dutch regulators were trying to limit the activities
of the savings accounts Icesave in the Icelandic Landsbanki. While the
Dutch and British authorities were worried due to the weak securities that
these savings accounts would have in a small country, the spokesmen of the
FME argued that it was illegal to restrict the operation of the Icelandic
bank.!® Later, the director of the FME said that the Dutch had been voicing
macro-economic worries, while FME had paid attention to whether the
Landsbanki was breaking any law.!® The main purpose of the law is to
protect the interests of the public, but a rigid appeal to individual letter of
the law can mainly serve special interests. An economist at the CBI com-
mented on this mode of thinking: «It seems to me that there was a basic mis-
understanding about the point of financial regulation here in Iceland. [...]
That it was the role of these authorities to see to it that existing laws were
complied to each time. So you are watching the financial system fall off the
cliff, and if it is done according to the law, then that’s just fine».!” Ina report
from the British Financial Supervisory Agency on the role of regulatory
agencies, it states that: «Regulatory and supervisory coverage should follow
the principle of economic substance not legal form.»'®

This shows that there is a strange gap in the work practice of FME bet-
ween the reliance on personal qualities on the one hand - the trust in the
bankers” honesty — and a rigid appeal to the letter of the law on the other
hand. The moral space in between is the field of moral rules and principles
that are there to guide good financial practice. This is not to be regarded as
opposed to the law. There is an important clause in Icelandic law which
guides the activities of the FME to the effect that financial firms are to act
in accordance with normal and sound business practice and customary
conduct on the financial market.!® This clause about normal and sound
business practice implies an appeal to moral principles which need to
enlighten the judgment of the regulatory agencies which have the main pur-
pose of protecting the public interests.

The WGE observed a similar kind of moral void in the practice of some
members of important professions within the banks, especially the lawyers
and accountants. Contrary to the mission of acountants to «serve the public
interest» as it is described in their international code of ethics, it seems that
some accountants in the banks were primarily concerned with serving their
individual clients. This is contary to a fundamental principle of accounting
as the members of that profession have declared: «A distinguishing mark of
the accountancy profession is its acceptance of the responsibility to act in
the public interest. Therefore, a professional accountant’s responsibility is
not exclusively to satisfy the needs of an individual client or employer.»2° It
is part of the legalistic thinking described above to use the law strategically
as a means to reach a desired goal, even regardless of the social consequen-
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ces. The moral mission of a profession, however, requires moral thinking
where the individual actions of the professional need to be evaluated in light
of the public interest.

It is one of the conclusions of WGE that proper professionalism was lar-
gely lacking both in the banks and in the supervisory agencies. One of the
striking aspects of this is that the technical legalism is not a break from
mainstream thinking but rather a symptom of a widespread mentality
which is hostile to an appropriate understanding of social responsibility (Cf.
Argandoia 2009).

The stewards of public interests. Moral obligations in the
political sector

In an interview about the international financial crisis,?! Jiirgen Habermas
says: «Politics turns itself into a laughing stock when it resorts to moralising
instead of relying upon the enforceable law of the democratic legislator.
Politics, and not capitalism, is responsible for promoting the common
good.» Habermas argues that while private actors are driven by «the socially
recognised logic of profit maximisation», politicians have the primary obli-
gation of protecting and furthering the public interest. Hans Jonas likens
political responsibility to paternal responsibility; «The ‘statesman;, in the
terms full sense has, for the duration of his office or his power, responsibi-
lity for the total life of the community, the ‘public weal’» (Jonas 1984: 102).

I will not enter into the discussion here to what extent private companies
are to have social responsibilities (see on this, for example, Nordal 2009). It
is sufficient to say here that the social responsibility programs of the Icelan-
dic banks were geared towards sponsoring cultural events, student’s grants,
sports and charity. While these programs may have brought about beneficial
social results they primarily strengthened the image of the financial sector
and facilitated the view that the private sector was indispensible for sustai-
ning a thriving culture in the country. These programs also played a key role
in getting the owners and directors of the banks into the spotlight as bene-
factors of the public. The irony is that at the same time the high risk policies
of the banks were threatening the very economic structure of society.

The discussion of obligation of politicians and their responsibilities has
several dimensions in this context. First, regarding their role in facilitating
the growth of the banks and enabling them to become international invest-
ment firms. Second, in failing to heed signals of a major financial banking
crisis and not taking actions to prevent it. Third, in taking a stance with the
private sector instead of protecting the public interest. I will discuss each of
these briefly in light of the analysis from the WGE.
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The first aspect of the political obligation concerns the political agenda
that was implemented with the privatization of the Icelandic banks and the
concomitant deregulation of the financial sector. The working practices in
relation to the process of privatization were seriously flawed which is made
manifest most clearly in the fact that the principle of distributed ownership
that was to be the backbone of the process was discarded. The two state
banks were each sold to a small group of individuals with large shareholdings
and little banking experience. These two groups were each favored by one of
the ruling political parties at the time so the privatization ended up as a poli-
tical deal aimed to maintain the balance of power and influence. At the same
time, a major theme in the justification of privatizing the banks was that the
corruption related to political influence in the banks had to be uprooted and
that this would be done by letting the laws of the market reign. However, the
way in which the privatization was done paved the way for cross-ownership
and mutual lending relationships which were largely hidden in a complex
and non-transparent structure of companies and ownership.

As mentioned before, the Icelandic state adopted the minimal fram-
ework of the EEA regarding the financial market but did not implement
national legislation to adapt it to the conditions of a small country. The pre-
vailing tone in politics was that «unnecessary laws and regulation» regar-
ding the financial market had to be removed and that supervisory agencies
should not make things difficult for the financial firms.22 Even in 2007, the
declaration of the new government emphasizes that the financial sector
should be enabled to grow and extend its activities into other market zones
while it should be in the interest of the ever larger banks to have their home
base in Iceland. The financial sector had become one of the pillars of the
Icelandic economy and the politicians saw it as their role to facilitate its
growth and prosperity, surely believing that it would benefit the Icelandic
population as well. This belief was reinforced by positive reports from the
Icelandic supervisory institutions, many international ratings firms and
analysts. The soil for critical voices was not fertile.

Lars Christensen, chief analyst at Den Danske Bank and one of the aut-
hors of the 2006 Geyser report which showed many weaknesses in the stan-
ding of the Icelandic banks,?> observes that «the main problem in Iceland
was the pervasive collusion: politicians, public officials and regulators were
all in the same time team. Those who were supposed to protect the econ-
omy and the public interests were the cheerleaders of the expansionist in the
banks. [...] There was no independent voice. In response to criticism like
the Geyser report, everyone united as «we» against «themy, as if there was
a conspiracy to damage the Icelandic banks.»?* Instead of critical thinking
and responsible distrust, a strong sense of solidarity, mutual trust and «co
dependency» was characteristic of Icelandic politicians’ relations with the
bankers, according to Christensen.

Moral analysis of an economic collapse —an exercise in practical ethics 109

Vilhjalmur Arnason



The WGE analysis of media material demonstrates how politicians con-
sistently showed solidarity with the bankers and had trust in them. This is
particularly clear when politicians were responding to foreign criticism or
warnings of the weak standing of the banks. Their response is characterized
by the following three main features. First, the criticism is traced to spurious
motivation, such as envy of the success of the banks and ill will towards Ice-
landic bankers. This is especially striking in the case of Danish criticism, but
the Danes persistently asked the simple question, reminiscent of H.C.
Andersen’ tale of the Emperor’s clothes: «Hvor kommer pengene fra?»
(Where does the money come from?). Finn Mortensen, business editor at
the Danish newspaper Berlingske tidende, said in an interview?” that the
main reason why the Danish media had been so criticial was that they did
not get the same kind of information about the running and ownership of
the Icelandic companies that they are used to having access to when they
report about Danish business.

The second characteristic feature of the political response of Icelandic
politicians to foreign criticism is that the problem is one of image and per-
ception which need to be corrected. In order to do that, Icelandic ministers
travelled abroad and held news conferences where they gave reassuring
speeches to skeptical reporters. According to Rene Kallestrup,?® specialist at
the Copenhagen Business School and former researcher at Danske Bank
and the Icelandic Central Bank, the most serious side effect of these «road
shows» was that it intertwined the credibility and trustworthiness of the Ice-
landic state with that of the banks and thus gradually transferred the risk
more to the Icelandic public.

The third main feature of the response of Icelandic politicians to foreign
criticism is that they referred to stress tests of the monitoring agencies and
to commissioned reports about the standing of the Icelandic banks. In the
wake of the international financial crisis, many have argued that the stress
tests performed on banks were of little use and may even have been dama-
ging because they gave false assurances that the banks standing was better
than it was (Gudmundsson 2009: 30).%” The main reason for this is that
these tests focused on individual banks, while their interrelations and
important structural factors were ignored. One report, commissioned by
the Icelandic Chamber of Commerce in 2006, played a major role in giving
assurances to both Icelandic politicians and the international community at
a critical time in the period leading up to the collapse of the banks (Mishkin
& Herbertsson 2008).%8 According to Gylfi Zoéga,?® professor at Depart-
ment of Economics at the University of Iceland, this report played an
important role in enabling the Icelandic banks to have access to foreign
markets which in the long run made the situation worse because the banks
grew even larger. After that it became more difficult to deal with the pro-
blem.
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But the main example that WGE uses in its analysis of how politicians
failed to meet their moral obligations and defend the Icelandic public draws
upon interactions between the key ministers in the government and the
members of a consultation group which was set up by the Icelandic autho-
rities to take precautionary measures and work with the political authorities
in order to prevent a financial crisis. The consultation group gathered first
in 2004 but it was formally established in 2006. Its members were the per-
manent secretaries of the Ministry of State, the Ministry of Finance and the
Ministry of Economic Affairs, the director of the Financial Supervisory
Agency (FME) and one of the directors of the Central Bank of Iceland
(CBI). These key institutions which had the common task of preserving
economic stability in Iceland were supposed to coordinate their actions in
the event of a financial breakdown.*°

The notes from the meetings of this group tell an interesting story of
what was going on behind the scenes in the Icelandic administration before
the banking crisis. The WGE summarizes its analysis of this example in six
symptoms of bad working practice and weak political morality which I will
briefly describe:

(i) Independence of public officials from politicians. The members of the
consultation group were high ranking public officials. It seems clear that
they did not always inform their political ministers properly about the
issues that were discussed in the consultation group. From a moral point of
view it is important that public officials have a professional independence
with regard to their political bosses. By a professional independence is
meant that a public official is to be respected to see dedication to public ser-
vice as his/her primary obligation and that is not be sacrificed for a service
to a misuse of political power (Cf. Kristinsson 2007). But the kind of inde-
pendence of public officials demonstrated in the current example is not of
this kind, rather that they do not trust certain ministers, show neglect in
informing them about crucial issues and thus assuming more power than
they are expected to have or can legitimately claim.

(ii) Lack of initiative and pointing towards the responsibility of others. The
consultation group discussed the necessity to downsize the banks. A British
expert in financial stability, Andrew Gracie, had been working with the
group and given advice about how to put the directors of the banks up
against the wall in order to make them take action. But this was a task for
politicians and/or directors of the supervisory agencies and it was never
done.®! There is a common theme in the words of politicians and some of
the high ranking public officials that reported to the SIC that it was not their
role to take any action against the banks. The politicians point to the CBI,
the CBI points to the FME and the FME says that the laissez faire political
mentality prevented a action from being taken against the banks. «We never
received any suggestions for actions», said the leader of one of the two ruling
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parties, the minister of state, and points towards the CBL.3? She also empha-

sizes that it was by no means the function of the ministry of state to deal with
these matters. The prime minister said that the consultation group did not
call for any action from politicians; moreover «there was nothing there that
was in the power of the authorities in my opinion».>?

(iii) Damaging effects of political appointments. One of the key figures on
the scene in the years preceding the fall of the banks was the chair of the
Board of Governors of the CBI who had formerly been a prime minister in
Iceland for 13 years. The governor had been prime minister during the pri-
vatization of the banks. His role in relation to the fall of the banks is somew-
hat tragic. As the main governor of the CBI he heard the criticism of his col-
leagues abroad about the irresponsible conduct of the Icelandic bankers.
But in his attempt to convey this criticism to Icelandic politicians he suffe-
red from a lack of trust, not only from former political adversaries but also
from his political allies. This is partly because of his informal manner of
speaking which he adopted because he is at home in the system. «This made
things enormously complicated for me», says the prime minister, and states
that he would have listened in a different way to warnings from a governor
who had never been in politics.** Some high ranking public officials had
been hired by the governor of CBI as a former prime minister and seem to
have been even more loyal to him than to their political ministers.

(iv) Lack of professional work practices. Perhaps the most striking mark
of poor work practice in public administration is how negligent the public
officials and political ministers were in gaining information as a base for
their decision-making and planning. The consultation group did not have
access to information about ownership of the banks or about their main
debtors. This information was necessary for them to make the assessment
needed about the standing of the banks. This is one of the reason why the
work of the consultation group was not of much use when the banking crisis
occured at the end of September 2008. Another reason was that there had
been resistance in the group to form and develop scenarios of a possible
financial breakdown and prepare a response to them. This is a standard
methodology for task forces of this kind. According to the permanent
secretary of the Ministry of Finance, such scenarios are an academic exer-
cise at best and they would be of no significance in reality. «Decisions were
made when they eventually had to be made».>”

As Aristotle pointed out it is, of course, correct that in practical matters
the decision can never be completed unless one knows the unforeseeable
nuances of the situation,>® but that does not diminish the need for a careful
deliberation and scrutiny of options. In fact, the less prepared decisions are,
the more leeway there is for powerful political players to follow their own
agenda when «decisions have to be made». This way of working also invites
distrust and suspicion because it is hard to show that a serious and
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trustworthy effort had been made to make a well reasoned and sensible
decision. The important decision about the take-over of Glitnir bank by the
Icelandic state at the end of September 2008 was made without careful cal-
culations or assesment about the effects of that decision upon other Icelan-
dic banks (which the state had to take over a few days later). The decision
was not compared to other thought-out options or possible consequences
of them. It was not a well-grounded decision. The Minister of Economic
Affairs, who was distrusted, was not present at the weekend when this cru-
cial decision was made. Nor were the chief economists of the CBI who read
about the events in the newspaper the morning after.>’

When this momentous decison was made, the ministers present had
very little written information on paper before them. This is indicative of a
very poor level of documentation in the Icelandic administration, at least in
its uppermost level that was mainly under scrutiny in this investigation. In
the judgment of the WGE, this is another symptom of the smallness of Ice-
landic society. In specific terms this is evident in the close personal relati-
onships and informal interaction that it breeds between key players on the
financial scene, public officials and political ministers. Informal persuasion
was commonly used by the CBI in its dealings with bank directors rather
than written notes or memos. Minutes were usually not made in meetings
between governors of the CBI and key ministers in the government. As a
consequence, it is very hard to discern in retrospect who said what to whom
and when. One reason for this lack of documentation was the prevailing
distrust; the chair of the consultation group said, for example, that the
group had never prepared anything written for the government because we
«did not want this discussion to spread out».>® There was a suspicion of
leaks from the government. This also contributed to the fact that the issue
of the banks, let alone a possible banking crisis, was never discussed around
the government table. This is also explained by the fact that individual
ministers are invested with extensive authority in the Icelandic constitution
(Kristinsson 2007: 210). Another reason for the lack of documentation was
the fear that things would become worse if they would become publicly
known.

(v) Lack of independence towards the financial sector and fear of causing
a crisis. Before the crisis the governor of the CBI gave a report to the prime
minister about the serious concerns of his European colleagues about the
standing of the banks after a meeting in London in February 2008. Accor-
ding to the governor, the prime minister said when he was asked for his
reaction to these concerns: «<We have called in the bank directors and they
say that this is not correct, that things are in order.»> This response is indi-
cative of the naive trust and co-dependence of the key politicians in Iceland
with the directors of the banks. This co-dependence was psychologically
reinforced by the fear of causing problems for the banks and even being bla-
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med for their fall. <We were always very afraid that efforts to downsize the
banks would cause the banks to fail», stated the Minister of Economic
Affairs.%0 This fear has strange consequences. On the one hand, it indicates
that politicians knew how serious the situation was; on the other hand it
leads them to give misleading information and thus inadvertently making
the problem worse. By focusing on the danger of a run on the banks, they
neglected the historical fact that bankers are known to behave desperately
when they sense downfall and become excessively risky (Cf. Hellman,
Murdock & Stiglitz 1997). The last months before the failure of the banks
turned out to be extremely costly, partly because of the loans with poor
securities from the CBI to the sinking banks.

(vi) Political paralysis. Fear has paralyzing effects and it is a measure of
courage how it is responded to. According to the director of the FME, fear
was the main reason why preventive measures were not taken on the basis
of the advice of the consultation group. He points to a crucial paradox
which throws light on the inaction of the authorities: The decision to
increase the foreign currency reserves would not have been made if the
policy had not been not to save the banks but that was in contradiction to
the words of the politicians that the state would stand behind the banks.*!
The Minister of Finance echoes a similar position: We were not willing to
define the last resort role of the CBI precisely, so as not to be stuck with a
particular definition when it came to the test.*? There was a major disagre-
ement within the administration about the matter to what extent Icelandic
state would be responsible for any of the banks’ debts if they would fail. This
crystallized in the Icesave issue, large savings accounts in branches of the
Icelandic Landsbanki in both Britain and the Netherlands. Icelandic autho-
rities, both public officials and politicians, had repeatedly said that the Ice-
landic state would stand behind the banks and the good ratings of the banks
had always been related to the credibility of the Icelandic state. However, the
authorities did not (i) seek an independent legal report about the duty of the
state to stand behind these savings; (ii) get information about the size of the
possible financial commitments (iii) take resolute action towards the banks
that would put pressure on them to move these accounts into a subsidiary
company which would not have securities in the Icelandic state.

The WGE concludes that these six features of weaknesses in the work
practice of the Icelandic administration and its exchange with political
ministers demonstrate that these guardians of public interests did not serve
their roles properly. The responsibility to protect the common interests of
the public is implied in their roles regardless of how their function is legally
defined. Role-specific responsibility is relevant when we are evaluating
which moral obligations people have by virtue of their social roles and posi-
tions (Cf. Young 2006: 119). It is the responsibility of people who take on
social roles to oversee a certain sphere of practice and make sure that they
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are functioning, even regardless of specific actions or omissions on their
own behalf, for example as ministerial responsibility is understood in some
countries.*? It is far too narrow to focus on particular actions or inactions
which is most important when criminal offence and concrete culpability is
being estimated.

It seems clear, however, that Icelandic politicians and public officials did
not take appropriate actions within their power to protect the interests of
the public, by attempting to avoid the collapse of the banking system or sof-
ten the crisis. They neither sought sufficient information nor heeded war-
nings about weak standing and even failure of the banks. Icelandic politici-
ans did not exercise critical thinking which is a precondition for indepen-
dent action. It is the hallmark of critical thinking not to become convinced
about the truth of a statement without having good reasons for believing it
(Clifford 1961). However, there are well-known dynamics of human beha-
vior which act against the demand of critical thinking and the WGE com-
missioned a report on political psychology and herd behavior from an
expert on that matter.**

Moral values and mentality in the socio-cultural sphere

In addition to analyzing morality and work practice in the banking sector
and in the sectors of regulation and politics and assess how they have con-
tributed to the fall of the banks, the WGE attempted to place these events in
the context of social values and cultural mentality in the last couple of
decades in Iceland. During this time, major structural changes took place in
Icelandic society. Before the collapse of the Icelandic banks, an historian/
journalist published a book entitled New Iceland. The art of losing oneself
(Magnusson 2008). The author argues that Icelandic society has gradually
been changing from a relatively egalitarian community to a society where a
proportionally large group of newly rich people makes an impact on others
with their lifestyle, attitudes and values. These people showed off in a way
that older generations of rich people never did demonstrating a luxurious
lifestyle not known before in Icelandic society.

The conditions for this change were created by some crucial political
decisions, such as Icelandic partnership in the EEA (1993), the uptake of
marketable quotas in the fishing industry (1990) and privatization of the
banks (1998-2003). Along with this, decisions were made about deregula-
tion of the financial sector and changes in the tax system that were favorable
to business and financial institutions. All of this boosted the financial sector
which soon became, along with fisheries and industry, one of the three main
pillars of the Icelandic economy. Ideas about making Iceland an internatio-
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nal financial center were afloat and in the ruling circle the guiding vision of
Iceland as a land of liberty and competitiveness was pervasive.

A very clear statement of this vision is to be found in a report from 2006
of the Icelandic Chamber of Commerce entitled «Iceland 2015».*> The
main message in this report is that the state, not the banks, needs to down-
size. Solutions are to be sought in privatization of many of the functions that
are currently done by the state and in line with this it is explicitly stated that
Iceland should no longer compare itself to other Nordic countries, because
it had already exceeded them in most regards taken to be of importance in
the report, i.e. indicators of competitiveness.

Some economists had argued, however, that the lack of competition was
a major problem in Iceland because of the few and large players on the mar-
ket.® Small family companies had been bought up by the larger companies
and a few corporations were accumulating wealth and power unpreceden-
ted in Icelandic history. In light of this description, it is tempting to use the
term corporatism about the developments that took place in Iceland in the
wake of deregulation and privatization of the financial and economic sec-
tors. According to Naomi Klein, the «policy trinity» of the ideology of cor-
poratism consists of aiming at (i) the elimination of the public sphere; (ii)
total liberation for corporations; (iii) skeletal social spending (Klein 2007:
15). Two of these conditions were clearly in place in Icelandic and the ruling
ideology was to further undermine the state institutions. It is a characte-
ristic feature of ideology that it stifles thinking and blurs the perception of
reality. What matters here is not to what extent this vision had been incar-
nated in Icelandic society — that is a matter of further empirical investiga-
tion - but rather how this ideology fed into crucial political decisions and
sustained the belief of politicians and policymakers that things could work
out in spite of warnings to the contrary.

It is a strikingly common feature of the social discourse in these years to
use the superlative adjective. Iceland was the most free and most competi-
tive country and in this way became the «best in the world». A key chapter
of 90 proposals from the Icelandic Chamber of commerce captures the mes-
sage in a nutshell: «Increased leeway for the business sector to regulate itself
is a progressive step favored by the Chamber of Commerce. Until now,
increased freedom for self-regulation has proved very effective so there is
no reason not to continue on that path. Therefore, it would be much more
sensible to let players on the market set their own rules and implement
them rather than rely on public regulation which is burdensome and costly.
In this context, it should be pointed out that the effectiveness of the public
supervisory institutions, such as FME and the Competition Authority,
should be increased».*” Effectiveness was the euphemistic term for the lais-
sez faire policy preached by the main stakeholders in the financial sector,
supported by many intellectuals, especially at the semi-private University of
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Reykjavik which is partly owned by the Chamber of Commerce, and imple-
mented by the politicians.

The primary moral value behind the social changes I have described is
one of liberty or freedom. Freedom in this context is understood primarily
in a negative sense of having space where one is free from interference or
external control (Cf. Berlin 1969: esp. 121-124). Ideas about how the actors
are to gain personal autonomy or independence within that space are not
emphasized. This means in effect that morality in the sense of self-regula-
tion in light of moral rules, values, virtues and obligations is neglected. At
the same time, there is a repeated reference in political speeches about the
responsibility that must accompany this increased freedom. But instead of
making a policy which would be conducive to assumption of responsibility
within the business sector, e.g. by strengthening the supervisory institutions
and the structure of regulation within the banks, the emphasis is on indivi-
dual trust and the relationship between the political sector and the business
sector is moralized on an individualistic level.

A telling example of this is a reaction of the Icelandic prime minister in
2003 to news about contracts with bank directors about unprecedented
high bonuses and salaries. The prime minister showed his disapproval by
personally withdrawing his savings from his account in the bank and used
the occasion to voice moral criticism of the bankers. Instead of taking an
action in his power as prime minister, «relying upon the enforceable law of
the democratic legislator», as Habermas put it in the above quote, he acted
as a private person taking a moral stance. This is, therefore, a symbolically
pregnant action which demonstrates in a nutshell the prevailing ideas of
freedom and responsibility. The policy was not to narrow the leeway for
banker’s action by regulation and sanctions but appeal to their moral sensi-
bility. They ought to behave properly! This is fully in accordance with the
defensive strategy that it was not the ideology or the institutions that failed,
but the people: «In some respects it can be said that it was unfortunate what
kind of people went into the banks. They were talented men in every regard,
but they were fascinated with enormous profit».*3

The emphasis on freedom as non-interference is related to a belief that
it will bring about economic prosperity, since individuals will be provided
with optimal conditions to maximize profit and consumption which will
bring wealth to the entire social body and happiness to the citizens. At the
same time, the institutions of the state which provide many of the necessary
conditions for human flourishing were gradually undermined. The prevai-
ling vision of the people was to see them as consumers with a maximum
liberty for consumption while the conditions for what Amartya Sen cha-
racterizes as «relevant freedoms» were neglected: «The relevant freedoms
include the liberty of acting as citizens who matter and whose voices count,
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rather than living as well-fed, well-clothed, and well entertained vassals.»
(Sen 2000: 288).

And for a while most people seemed to profit from the state of affairs,
referred to in Icelandic as «g6dzri» or «time of prosperity».*® It has been
argued that, even in economic terms, this is a misnomer, because the pro-
sperity was like a house of cards, built on loans and had no real economic
foundation (Olafsson 2008). Nevertheless, the times were characterized by
an excessive consumerism in the country and many Icelanders used the
opportunities that opened up for an unprecented access to loans as well as
new ways of saving with higher interest than had been known before.
During the economic boom, Icelanders could free themselves from the
lowest paid jobs in the service sector, leaving them to foreigners. Travelling
abroad became relatively cheap, largely due to international changes in air
travel but also to the strong standing of the national currency. As Kaarlo
Janndri, former Director General of the Financial Supervision Authority
has observed: «The nation, up to its highest echelons, supported and admi-
red the banks, and many are still in a state of denial regarding their own part
in this tragedy. [...] [T]he overall national pride in the success of the banks
would probably have made it futile even to try while the going was good and
success followed success. By the time the tide turned, it was too late, and
there was too little that could be done to avoid catastrophe.»*° The problem
was created when the banks were allowed to grow out of proportion and fill
themselves with loaned money.

This raises the question of collective responsibility: How did Icelanders
in general contribute to a process and enable certain practices which they
benefited from? In discussing this complex question, it is crucial to distin-
guish this «social connection model of responsibility», as Iris Marion Young
calls it, from both role specific responsibility and even more sharply from
the liability model of responsibility (Young 2006). From this point of view,
the statement «we are all responsible for what happened» does not necessa-
rily imply the view «we should not look for culprits», unless we take the lat-
ter to mean that some individuals bear all the responsibility for what hap-
pened. However, the social connection model mitigates liability in the sense
that no-one is to blame for social structures. Everyone is implicated in a sys-
tem of global capitalism where, as has been argued, «the problem with the
system is the system itself».”! The important task is to give all threads in this
complex web their proper due, recognizing the enveloping macro structures
without losing sight of individual liability and role-specific responsibility
within the structure.

Moreover, the idea that «we all» bear responsibility in the sense that we
benefitted from the state of affairs and contributed to it through some of our
actions, however small that contribution is on the large scale, does not
mean, of course, that everyone is responsible to the same degree. As Young
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argues, «the power to influence the processes that produce unjust outcomes
is an important factor that distinguishes degrees of responsibility» (Young
2006: 125). The power to influence relates partly to knowledge and most
members of the public were probably unaware of what was taking place.
This is one of the reasons why the public outrage in Iceland has been so
strong against having to pay for the Icesave debts. The argument is that
ordinary citizens should not pay for the debts of private bankers. However,
banks are no ordinary firms and in democratic societies the citizens must
eventually assume responsibility for the actions and negligence of the aut-
horities they have chosen to handle their affairs. The Icesave accounts were
in Icelandic banks practicing abroad, they were primarily subject to Icelan-
dic regulation and the Icelandic FME was not cooperative when British and
Dutch authorities tried to intervene. Icelandic top politicians repeatedly
confirmed that the state would back up the banks. From a moral point of
view, it is therefore unfair to try to seek refuge in a court of law or to say that
the Icelandic nation is being bullied. That strategy has fed into a damaging
nationalistic mentality which before the crisis characterized Icelanders as
victors and now as victims.

The question of common responsibility inevitably places the media into
focus. Accurate reporting and critical questioning is a prerequisite for the
shared knowledge and public reflection that societies and individuals need
in order to understand the complex environment and workings of contem-
porary society. In addition to reflecting on the role of the media in feeding
into the prevailing mentality which made both the public and politicians
benumbed to what was happening, the WGE summoned a special analysis
on the reporting of the Icelandic media during the last two years before the
crisis. The main result is that the way the media framed the public discus-
sion and the portrayal of the banks and their continuous expansion was pri-
marily positive.>?

It is important to note that responsibility is not only retrospective but
even more importantly in this context prospective. The real test of the com-
mon responsibility of the Icelandic nation is how the citizenry will respond
to the current situation and to information about its complex causes. The
WGE concludes its analysis by saying that it demonstrates pervasive and
deep-rooted weaknesses in the structures of the democratic society. Alt-
hough several individuals, in the financial, administrative, political and the
public sphere, showed negligence and sometimes reprehensible action
which needs to be sanctioned appropriately, the most important lessons are
about weak social structures and public institutions. It is the common
responsibility of the Icelandic nation to work towards strengthening them
and build a well-functioning democratic society.
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Bank of Iceland.
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