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		Abstract

		Iceland has developed an oversized banking system - with assets valued at 8 times its GDP - which has effectively transformed the country into a hedge fund. Domestic banks have borrowed heavily abroad to buy foreign banking assets, leveraging their capital base several times over. As a bust is following the global boom in the banking sector, the country is highly exposed to the current crisis. The lender of last resort in Iceland would not be able to save even one of the large domestic banks should write downs in the value of foreign assets bring any one of them into difficulties. Other European countries with financial centres have either avoided becoming lender of last resort for their banks (Luxembourg) or accumulated large foreign assets as a cushion (Switzerland). By contrast, Iceland's extremely high net foreign debt ratio adds to the vulnerability of the country, which thus resembles a hedge fund with negative capital. Moreover, Iceland has experienced a construction/housing boom even more extreme than in the US or the one now ending in Spain. This exposes the country to the classical combination of an exchange rate cum banking crisis coupled with a long real estate bust. Exchange rate devaluation can provide only limited compensation for the housing construction bust that seems unavoidable because Iceland is a rather closed economy, with manufacturing exports accounting for less than 10% of GDP. 
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