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This essay explores how Iceland, a newly independent state on the northern European periphery,
responded to the international agenda for post-war stabilisation set out by economic experts after the tur-
moil of the First World War. It shows that the government of the so-called Austerity Alliance, led by Jón
Þorláksson, adopted austerity policies devised at the international financial conferences in Brussels (1920)
and Genoa (1922). To please external experts and creditors, it implemented a comprehensive fiscal and
monetary policy of austerity and created a new central bank that was independent of politics. The aim,
however, was not to divorce markets from government in a return to a pre-war era of laissez-faire as
the scholarly literature suggests. Offering the first analysis of ‘the Icelandic business cycle’, the
Þorláksson government enforced austerity by carving out ‘the economy’ – a measurable entity legible
to expert management – that greatly expanded the role of the state.

In 1926, Jón Þorláksson, the Icelandic Minister of Finance, travelled to London to negotiate a loan.
After returning, he confided in a local newspaper editor that it was ‘so delightful to take out a loan
on the behalf of Iceland and receive 1.5 percent lower interest rate than countries such as Greece
are offered by the same bank for the sole reason that we are a Nordic country and it is widely accepted
that we are an honest people who can be trusted with money’.1

Unlike countries at the lower end of the ethno-racial hierarchy, Þorláksson believed that Icelanders
had been accorded – only a few years after receiving full sovereignty from Denmark in 19182 – their
civilisational status from the lords of international finance, such as the Hambros Bank in London and
the National City Bank in New York. But that the new Icelandic state merited inclusion in the higher
echelons of the global economic order alongside the Scandinavian states had been far from obvious in
the aftermath of the First World War. To avert external default in 1921, the small island nation was
reduced to taking on a large state-guaranteed loan from the Hambros with ‘extreme conditionalities’.3

State revenues were pledged as collateral, solidifying newfound political independence at the cost of
compromising financial sovereignty. As an influential Icelandic politician put it, these were usually
reserved for the world’s ‘beggar nations’ at the bottom end of the global hierarchy.4 By 1926, however,
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1 ‘Interview with Kristján Albertsson.’ Jón Þorláksson (1877–1935) [JÞ] 2017 G/1. National Archives of Iceland [NAI]. All
translations from Icelandic are by the author.

2 Until the Second World War, Iceland maintained a contractual relationship with the Danish king as a separate state, with
Denmark continuing to conduct its foreign relations on ‘its behalf’; the last vestiges of the constitutional ties with
Denmark were severed in 1944, when Iceland became a republic.

3 See Didac Queralt, Pawned States: Statebuilding in the Era of International Finance (Princeton: Princeton University
Press, 2023).

4 He highlighted Turkey and China. See Jónas Jónsson frá Hriflu in Alþingistíðindi [Official Documents and Discussions of
the Icelandic Parliament] 1923 D, 283.
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Þorláksson believed that Icelanders had demonstrated ability to properly manage money and been
rewarded with favourable terms comparable to their Nordic neighbours on the upper rung of the civi-
lisational ladder.

This essay argues that the new Icelandic state adopted austerity policies and economic expertise that
were internationally prescribed to states as the path to economic development in the wake of the First
World War. Historians have recently emphasised the intertwined role of economic experts and inter-
national institutions, such as the League of Nations, in the creation of what we could call an inter-
national policy discourse to coordinate the stabilisation of the socio-economic turmoil that swept
across post-war Europe. As Patricia Clavin shows, economists assumed a new role working for inter-
national bodies to provide explanation for financial problems and framing appropriate policy
responses, such as balanced budgets, central bank independence and the restriction of credit. These
were held as the key to post-war stabilisation on the terms of the capitalist order.5

Charles Maier and Adam Tooze have underscored how the subsequent deflationary wave in the
1920s re-established this global economic order.6 Jamie Martin has traced the origins of international
economic governance to the attempts of bodies such as the League of Nations to formally enforce
orthodox policies as a part of stabilisation programmes across Europe and beyond, including new
debtor states in former Habsburg and Ottoman territories. These new practices of external interven-
tion reproduced ideas of racial and civilisational hierarchy, reducing embarrassed European countries
to a subaltern status usually reserved to non-European peoples.7 Clara E. Mattei, in turn, has shown
how fascist Italy voluntarily implemented austerity policies developed under the auspices of the League
of Nations at the international financial conferences held in Brussels in 1920 and Genoa in 1922.8

While international cooperation was not formalised, the meetings led to the codification and diffusion
of an international consensus on orthodox economic statecraft that prefigured the post-Second World
War adjustment programmes of international organisations such as the International Monetary Fund.9

This essay explores how Iceland, a newly independent state on the northern European periphery,
responded to the agenda set out by international financial collaboration and how it adapted to the
post-war reorganisation of the hierarchy of the global order. Historians of Iceland have not adequately

5 Patricia Clavin, Securing the World Economy: The Reinvention of the League of Nations, 1920–1946 (Oxford: Oxford
University Press, 2013); see also Erwin Dekker, Jan Tinbergen (1903–1994) and the Rise of Economic Expertise
(Cambridge: Cambridge University Press, 2021); J. Schot and V. Lagendijk, ‘Technocratic Internationalism in the
Interwar Years: Building Europe on Motorways and Electricity Networks,’ Journal of Modern European History 6, no.
2 (2008): 196–217; Robert Yee, ‘Stability in Numbers: Central Banks, Expertise and the Use of Statistics in Interwar
Europe,’ Contemporary European History 32:1 (2023): 1–22.

6 Tooze has underscored the post-war emergence of a three-tiered global economic hierarchy with a deflationary United
States and United Kingdom at the top (along with Scandinavia), stablising France, Italy, and Japan in the middle, and at
the bottom hyperinflationary countries such as Germany, Austria and Greece under international supervision. Adam
Tooze, The Deluge: The Great War, America and the Remaking of the Global Order, 1916–1931 (London: Allen Lane,
2014); Charles S. Maier, Recasting Bourgeois Europe: Stabilization in France, Germany and Italy in the Decade After
World War I (Princeton: Princeton University Press, 1975); Dan P. Silverman, Reconstructing Europe after the Great
War (Cambridge, MA: Harvard University Press, 1982). See also, Barry Eichengreen and Andreas Kakridis, ‘Interwar
Central Bank: A Tour d’Horizon’, in Eichengreen and Kakridis (eds.), The Spread of the Modern Central Bank, 3–39.

7 Jamie Martin, The Meddlers: Sovereignty, Empire, and the Birth of Global Economic Governance (Cambridge, MA:
Harvard University Press, 2022). See also works on racial capitalism and expertise: Allan E. S. Lumba, Monetary
Authorities: Capitalism and Decolonization in the American Colonial Philippines (Durham: Duke University Press,
2022); Peter Hudson, Bankers and Empire: How Wall Street Colonized the Caribbean (Chicago: Chicago University
Press, 2017).

8 Clara E. Mattei, The Capital Order: How Economists Invented Austerity and Paved the Way to Fascism (Chicago: Chicago
University Press, 2022). For the origins of austerity in the post-war period, see Mark Blyth, Austerity: A History of a
Dangerous Idea (Oxford: Oxford University Press, 2013), 119–25.

9 See André Broome and Leonard Seabrooke, ‘Seeing Like an International Organisation’, New Political Economy 17, no. 1
(2012): 1–16.
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addressed either the international or intellectual context of the post-war regime of austerity policy and
economic expertise – or appreciated its novelty.10 Yet a nascent conservative right-wing movement in
Iceland recognised the agenda emerging from the Brussels conference as ‘exceptionally clear and
rational instructions’ for financial reconstruction.11 I argue that, under the reign of Jón Þorláksson
and his so-called Austerity Alliance (Sparnaðarbandalagið), Iceland voluntarily adopted the inter-
national austerity programme developed at the Brussels and Genoa conferences with the aim to secure
a privileged status in the hierarchy of the post-war economic order. Following leaders the United States
and the United Kingdom (and the Scandinavian states) into deflation rather than monetary stabilisation,
Þorláksson implemented a comprehensive fiscal and monetary policy of austerity, a balanced budget, a
debt redemption programme and the creation of a new and politically-independent central bank. The
essay also suggests that this agenda was enforced by the terms set by the managers of international credit.

As the leader of the conservative and liberal factions of Icelandic politics in the 1920s and early
1930s, Þorláksson was a self-declared conservative in the sense of wanting to ‘conserve’ the capitalist
market order of the late nineteenth century.12 In 1922, he led the formation of the Austerity Alliance
among a group of parliamentarians aiming to combat the post-war slump and spiralling inflation
through fiscal and monetary austerity.13 This group found itself in power at the start of 1924 under
the banner of the newly formed Conservative Party (Íhaldsflokkurinn), with Þorláksson becoming
Minister of Finance and later Prime Minister. The subsequent session of the Alþingi (the Icelandic
parliament) became notorious as ‘the Great Austerity Parliament of 1924’ (Sparnaðarþingið
mikla).14 Þorláksson studied the work of Swedish economist Gustav Cassel, a progenitor of the
Stockholm school of economics. Cassel was perhaps the most influential ‘money doctor’ advising
the conferences in Brussels and Genoa.15 Þorláksson drew on Cassel’s memoranda for the two con-
ferences, which closely reflected their policy platform. Moreover, Þorláksson and his collaborators
sought to collect the ‘core of current economic wisdom’ by directly consulting other foreign economic
advisors on monetary policy and central banking and interviewing the central bank directors of the
Nordic countries.16 (Figure 1)

10 Economic historians have explored Iceland’s rapid transition from a rural and agricultural society into an urbanised and
increasingly industrialised one and have explored how political independence was linked to economic growth. While fis-
cal austerity has been noted in studies of the period, it has been cast as a continuation of an earlier tradition. The dis-
cussion over whether to return the currency to gold at current or pre-war value has been highlighted, but the creation of a
new central bank in 1928 has been largely dismissed. Similarly, little work has been done on the development of Icelandic
economic knowledge or economic thought. See Guðmundur Jónsson, ‘Transformation of the Icelandic Economy:
Industrialization and Economic Growth, 1870–1950’, in Exploring Economic Growth: Essays in Measurement and
Analysis, eds. S. Heikkinen and J. L. von Zanden (Amsterdam: Aksant, 2004), 131–65; Guðmundur Jónsson,
‘Þjóðernisstefna, hagþróun og sjálfstæðisbarátta’, Skírnir 169, no. 1 (1995): 65–93; Magnús S. Magnússon, Iceland in
Transition: Labour and Socio-Economic Change before 1940 (Lund: Lund University Press, 1985); Hannes
H. Gissuarason, Jón Þorláksson, forsætisráðherra (Kópavogur: Almenna bókafélagið, 1992); Gísli Blöndal, ‘Þróun
viðhorfa í íslenzkri fjármálastjórn’, Fjármálatíðindi 2, no. 12 (1965): 101–10.

11 Morgunblaðið, 10 Oct. 1925, 3.
12 Jón Þorláksson, ‘Íhaldsstefnan’, Eimreiðin 32 (1926): 1–18.
13 During the 1920s, Icelandic politics were in transition from the pre-1918 politics of the independence movement to class-

based political parties. Under Þorláksson’s leadership, the right-wing established itself as the Austerity Alliance, then the
Conservative Party and finally the Independence Party (Sjálfstæðisflokkurinn) in 1929. The farmers’-based Progressive
Party and the Social Democratic Party were created in 1918 and the Communist Party in 1930 (which became, in
1938, the Socialist Party).

14 Agnar Klemens Jónsson, Stjórnarráð Íslands, 1904–1964 (Reykjavík: Sögufélag, 2004).
15 Patricia Clavin, ‘“Money Talks”: Competition and Co-operation with the League of Nations, 1929–1940’, in Money

Doctors: The Experience of International Financial Advising, 1850–2000, ed. Marc Flandreau (London: Routledge,
2003), 219–41. See also Emily S. Rosenberg, Financial Missionaries to the World: The Politics and Culture of Dollar
Diplomacy, 1900–1930 (Durham: Duke University Press, 2004).

16 Magnús Jónsson et al., Álit milliþinganefndar um bankamál 1925. Álit meirihlutans (Reykjavík: Ísafoldarprentsmiðja,
1926).
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Þorláksson’s ambition, however, was less to divorce markets from government in a return to a pre-
war era of laissez-faire as the scholarly literature suggests.17 Instead, this essay argues that Þorláksson
implemented austerity and raised Iceland’s status in the global economic order by carving out ‘the
national economy’, a measurable entity that was legible to expert management by government.18

Þorláksson was pivotal to the introduction of economic expertise to Iceland. Educated as a civil engin-
eer at the Danish Polytechnic University, he had been one of the few academically trained experts in
the service of the new Icelandic state as its state engineer. Although not an economist, Þorláksson
explicitly sought to base government policy on academic economics, privileging ‘scientific’ expertise
over ‘practical’ know-how. He adopted Cassel’s monetary business cycle framework and combined
it with new economic aggregates such as inflation measurements to offer the very first analysis of
‘the Icelandic economy’ and the Icelandic ‘business cycle’. By accounting for the causes of post-war
inflation and falling exchange rates in terms of Cassel’s amended Quantity Theory of Money,
Þorláksson prepared the ground for new institutions and policies geared towards economic manage-
ment. Therefore, Þorláksson implemented an austerity agenda was that was not laissez-faire

Figure 1. Parliamentary members of the new Conservative Party (previously, the Austerity Alliance) in the spring of 1924. Jón
Þorláksson is in the middle of the front row. Courtesy of Photo Gallery of Iceland / Ólafur Magnússon. https://www.althingi.is/
tilkynningar/hatidarsamkoma-i-tilefni-af-thvi-ad-100-ar-eru-lidin-sidan-fyrsta-konan-tok-saeti-aalthingi

17 See, for example, Gissuarason, Jón Þorláksson; Guðmundur Hálfdánarson, Íslenska þjóðríkið. Uppruni og endimörk
(Reykjavík: Hið íslenska bókmenntafélag, 2001).

18 For this distinction between different conceptions of ‘the economy’, see Quinn Slobodian, ‘Which “the Economy”:
Complicating the Timothy Mitchell Thesis’, comment at Historicizing ‘the Economy’ Workshop, Harvard University,
Sept. 2016. For the invention of ‘the economy’, see Timothy Mitchell, ‘Fixing the Economy’, Cultural Studies 12, no.
1 (1998): 82–101; Adam Tooze, The Making of Modern Economic Knowledge: Economic Statistics and the German
State, 1900–1945 (Cambridge: Cambridge University Press, 2001); Quinn Slobodian, ‘How to See the World
Economy: Statistics, Maps, and Schumpeter’s Camera in the First Age of Globalization’, Journal of Global History 10
(2015): 307–32; Timothy Shenk, ‘Inventing the American Economy’ (PhD diss., Harvard University, 2016).
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‘liquidationist’, passively confined to balancing the budget.19 Instead, I argue that it assumed a techno-
cratic or managed form that included an active role for the state. It required making ‘the economy’
legible and its cyclical movements amenable to control by a politically-independent central bank.20

This essay, which is divided into five parts, begins by exploring Þorláksson’s identification of the
Icelandic business cycle in a 1924 treatise he authored as Minister of Finance. Þorláksson’s aim was to
make it visible to the implementation of fiscal and monetary austerity – the subjects of part two. The
third part explores how Þorláksson and his allies sought to cement their agenda by framing Iceland’s
first central bank as a politically-independent institution based on the international expert consensus.
Part four examines how Þorláksson introduced unorthodox edits to this script to accommodate conditions
of late development, giving the new central bank extraordinary powers over the financial system. The final
part highlights the role played by international financial markets in enforcing the austerity agenda.

‘The Icelandic Business Cycle’
The post-war programmes for European stabilisation, which were developed and codified at the financial
conferences in Brussels and Genoa, provided the context for Þorláksson’s austerity agenda.21 The
Icelandic press reported on the meetings and Sveinn Björnsson, Iceland’s ambassador in Copenhagen,
participated in the Genoa proceedings. According to the main right-wing newspaper, Morgunblaðið,
which officially supported Þorláksson’s Austerity Alliance, ‘the conference [in Brussels] gave exceptionally
clear and rational instructions on the financial reconstruction of Europe’.22 In his writings and speeches,
Þorláksson aligned himself with ‘academic experts’ and ‘economic science’ over ‘practical bankers’. He
maintained that economists had been able to discern the true causes of wartime inflation and fluctuating
exchange rates. They had instructed and corrected the ‘misguided’ views of bankers and politicians and
were therefore to guide fiscal andmonetary policy. Þorláksson read widely in Swedish economics, particu-
larly Cassel, Eli Heckscher and Knut Wicksell, in addition to John Maynard Keynes.23

In crafting his agenda, Þorláksson drew explicitly on the memoranda that Cassel produced for the
League of Nations’ international conferences in Brussels and Genoa. These events marked the rise of
Cassel to international fame as an authority on financial issues second only in reputation to Keynes.
Invoking academic expertise, a group of economists, which included Cassel, Arthur Pigou, and Maffeo
Pantaleoni, was invited to submit papers to diagnose the financial crisis facing the world. Cassel’s sub-
mission, ‘Memorandum on the World’s Monetary Problems’, made the greatest impact. The experts
prepared a joint statement to instruct participants and set out the conference agenda. As has been
pointed out, their diagnosis and policy advice were fully represented in the conference resolutions.
The conference disseminated a common template for identifying the causes and policy solutions to
the financial crisis, thus laying out the steps governments needed to take to achieve economic stability
and access to international credit markets.24

Cassel arrived at his policy prescriptions from the study of ‘the economy’ – which he defined as a
‘self-contained’ system within which ‘all economic processes take place’.25 Cassel was an important
part of the movement to develop the Quantity Theory of Money of Alfred Marshall, Irving Fisher

19 See Blyth, Austerity, 121.
20 Mattei also views austerity as an expert project but does not explore its connections to the ‘invention’ of ‘the economy’ or

study of business cycles. Mattei, The Capital Order, 161–204.
21 Þorláksson, Lággengið, 209.
22 The author added that ‘few if any follow the advice that was given and most of it is long forgotten’.Morgunblaðið, 10 Oct.

1925. Previously, this conservative daily had published a speech by the Danish Prime Minister, Niels Neergaard, in which
he stated that ‘the International Financial Meeting in Brussels arrived unanimously at the conclusion that the only rem-
edy to the financial crisis’ included ‘austerity in public finances to achieve balance between revenues and expenditures …
the government of Denmark has implemented this policy’. Morgunblaðið, 3 June 1921, 2.

23 See Lággengið, 184, 303; Alþingistíðindi, 1925 C, 636.
24 Clavin, Securing the World Economy, 19; Clara E. Mattei, ‘The Guardians of Capitalism: International Consensus and the

Technocratic Implementation of Austerity’, Journal of Law and Society 1, no. 44 (2017): 16.
25 Gustav Cassel, Theory of the Social Economy (New York: Augustus M. Kelley Publishers, 1967), 42.
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and Knut Wicksell into monetary business cycle theory. Scholars have argued that the very conception
of ‘the economy’, as a self-contained sphere of human activity, a measurable entity and site of inter-
vention, emerged out of the aggregate analysis of the cycle in 1920s.26 Like economists Keynes and
Ralph Hawtrey, Cassel understood business cycles as the source of change in ‘the national economy’
and assumed a central role for government policy in managing it.27 Business cycles were propelled less
by overproduction or overestimation of consumer demand than an overestimation of the supply of
credit, or the amount of saving available for investment. Even in the absence of government deficits,
this problem of estimation was compounded by the future-oriented nature of a capitalist economy.
The capacity of savers to provide capital had to be calculated many years in advance since large-scale
investments were initiated years before their demands were made on savings, making credit inherently
unstable. Cassel’s economics were technocratic in the sense of encompassing a move from theory to
practice. He was not laissez-faire or ‘liquidationist’, as were many leading austerity advocates, accepting
the inevitability of cycles and insisting that intervention only made them worse. In fact, Cassel railed
against such approaches to the cycle.28 The study of economic change, he stated, ‘must follow the prac-
tical aim of suppressing them [the business cycles] as much as possible’.29 Cassel advocated a techno-
cratic or managed form of austerity (as opposed to liquidationist) that reserved an active role for the
state in decoding the future and ironing out cycles by administering a healthy dose of monetary aus-
terity, thus ameliorating the crisis by checking the boom. Cassel assigned the key charge to the central
bank and its interest rate which had to be adjusted to synchronise the different time scales of the cap-
italist enterprise.30

Þorláksson followed Cassel in explaining the world’s economic problems after the First World War
in monetary terms. The latter challenged anti-quantity theorists, which held that the rise in prices was
caused by a scarcity of commodities. Instead, Cassel maintained that the problem was the creation of
‘artificial purchasing power’ in excess of production. This had become a key concept for Cassel to cir-
cumvent critics of the Quantity Theory who challenged the causal relationship between the supply of
money and the rise in prices. Artificial purchasing power was created when banks supplied credit for
investment, usually to governments, beyond available savings. Since this fresh purchasing power was
not underpinned by increased production, there was more money chasing the same number of goods,
leading to higher prices. Furthermore, Cassel expounded a theory of purchasing power parity, in which
inflation propelled falling exchange rates, thus grounding both the stability of prices and exchange
rates in domestic policies.31

Consistent with his technocratic stance, Cassel had a special penchant for boiling analysis down to
policy recommendations. The key policy goal of the central bank in managing the business cycle was
to limit investment to available savings through the discount rate, often a long time in advance, thus
preventing the creation of ‘artificial purchasing power’. In the midst of the post-war slump, however,
there was less of a need for the deciphering of an uncertain future than a firm hand. Post-war stabil-
isation ‘altogether depends on the limitation of the supply of money’ and this was to be carried out
immediately by, first, eliminating state budget deficits and, second, severely restricting the provision
of credit through a politically-independent central bank employing high discount rates.32

Þorláksson used Cassel’s conceptual framework to provide the first analysis of ‘the Icelandic econ-
omy’ and ‘the Icelandic business cycle’ in his 1924 treatise Lággengið (Depreciated Currencies).
It offered an authoritative explanation of the country’s economic woes in monetary terms. While

26 See Tooze, The Making of Modern Economic Knowledge.
27 See Mattei, The Capital Order, 164–200.
28 Blyth argues that interwar austerity was made up of liquidationist theory, i.e. US ‘banker’s view’ and the Austrian school,

and the UK ‘treasury view’. Blyth, Austerity, 121; Also Barry Eichengreen, Hall of Mirrors: The Great Depression, The
Great Recession, and the Uses and Misuses of History (Oxford: Oxford University Press, 2015).

29 Cassel, Theory of the Social Economy, 649.
30 For Wicksell, see Álit Milliþinganefndar, 64.
31 Gustav Cassel, Money and Foreign Exchange after 1914 (New York: The MacMillan Company, 1922).
32 Ibid.
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scholars have not recognised its significance, the treatise was widely read at the time, reviewed in
Icelandic journals, and cited in parliamentary debates. The treatise coined the Icelandic terms for busi-
ness cycles (hagsveiflur) as well as inflation (verðbólga) and made use of novel ones such as balance of
payments (greiðslujöfnuður). Before the 1920s, intellectuals, politicians and officials rarely spoke of
‘the Icelandic economy’. They spoke of the condition of political entities such as ‘the state’, ‘the coun-
try’ and ‘the population’. The concept of þjóðarbúskapurinn, a translation of the German term
Volkswirtschaft, started to appear in print in the second half of the nineteenth century but almost
solely in terms of public finances.33 The concept referred to ‘the national farm’, understood as a par-
allel to the individual farm and encompassing the state of the public treasury, that is, ‘the equilibrium
between revenues of the government and its expenditures’.34

By contrast, Þorláksson used the concept of Volkswirtschaft to refer to the totality of economic pro-
cesses as measured by novel economic statistics, namely inflation, balance of payments and capital
investment.35 Þorláksson pioneered this synthesis of economic theory and statistics in the Icelandic
context, a country of few if any formally trained economists. Internationally, this combination was
first put into practice in the 1920s less by economists than engineers like Þorláksson.36 Starting in
1914, the newly created Icelandic Statistical Bureau (Hagstofa Íslands) published regular reports on
all imports and exports crossing the borders registered at current values in addition to reports on fish-
eries, agriculture, and other productive industries.37 Most importantly, the First World War repre-
sented the start of inflation measurements and the construction of cost-of-living indices in Iceland.
In 1914, the Statistical Bureau began collecting quarterly reports on retail prices directly from mer-
chants in the capital, Reykjavik, and published an unweighted price index. By 1924, it had introduced
a weighted index, extrapolated back to 1914.38 That the cost-of-living measurement only encompassed
Reykjavik is indicative of the economic state of Iceland at the time. A former dependency of Denmark
located far away in the North Atlantic, only one-third of the population lived in urban areas and
mostly worked in fisheries, the main export industry and driver of economic growth. More people
lived in the countryside and made a living from agriculture. Economic output was more determined
by seasonal fluctuations in fish catch and harvest than the monetary processes of the modern capitalist
economy.

Yet the non-seasonal, periodic cycles of prosperity and depression, which accompanied industrial-
isation and the rise of modern banking, were seen as signs of civilisation and economic development.39

Reading the Icelandic experience through the combination of monetary theory and newly-forged
statistical aggregates, Þorláksson argued that the war represented the start of a business cycle
with investment, credit and savings increasing in conjunction with a favourable balance of payments

33 See, for example, Alþingistíðindi, 1899 A, 307; Alþingistíðindi, 1907, 490; ÍsafoldI, 20 Dec. 1911, 80; Réttur, 1 Feb. 1917,
110. Morgunblaðið, 12 Dec. 1919, 3.

34 Alþingistíðindi, 1905, 942.
35 For Volkswirtschaft as ‘the economy’, see Adam Tooze, ‘Unmaking the Economy’, presented at the ‘Foucault, Political

Life and History’ workshop at the LSE, 17 June 2016.
36 Alain Desrosières, The Politics of Large Numbers: A History of Statistical Reasoning (Cambridge, MA: Harvard University

Press, 2003), 164.
37 Hagtíðindi, Hagstofa Íslands (1914–1924); Verslunarskýrslur Íslands, Hagstofa Íslands (1914–1924).
38 The creation of the first indices in Iceland has not been studied. The initial indices were based on information on the

prices of over sixty consumer goods, including common foodstuffs and other necessities such as soap, oil, and coal. To
begin with, the index was a simple average of commodity prices but, starting in 1924, the bureau chief implemented
weighted averages, giving greater significance to some prices rather than others (and adding clothing, housing, and
rent to the basket). This was not based on surveys of household expenditures (until the 1930s) as much as the bureau
chief’s estimate of his own household. Þorsteinn Þorsteinsson, ‘Verðbreytingar síðustu ára’, Tímarit lögfræðinga og
hagfræðinga 1, no. 2 (1922–1923): 64–96. See earlier 1912 attempt: Landshagsskýrslur 1912 (Reykjavik:
Ísafoldarprentsmiðja, 1913), 411.

39 Jamie Martin, ‘Time and the Economics of the Business Cycle under Modern Capitalism’, in Power and Time:
Temporalities in Conflict and the Making of History, eds. Dan Edelstein et al. (Chicago: Chicago University Press,
2020), 317–34.
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and production of new assets. But the upswing carried within it the seeds of a speculative bubble in
investment and credit which had no solid foundation in increased production. In 1917, exports fell,
and terms of trade worsened, leading to balance of payments problems and the accumulation of
foreign debts. Despite contraction in terms of production, however, savings and bank deposits
continued to increase. Conceding that price increases had preceded the expansion of the money
supply, Þorláksson followed Cassel in emphasising the artificial generation of savings for investment
and the role of state interference in bringing it about. As the public saved its earnings and businesses
postponed investment, the government overtook a large part of the import trade to secure sufficient
stock in the country during the war, taking out foreign loans to pay for it. Instead of paying for new
imports as it did before, the merchant class deposited its accumulated funds.40

The resulting increase in savings was fourfold and, according to Þorláksson, ‘unnatural’ since it
was not derived from an increase in actual production. It was a product of state interference and paid
for with foreign debts. But the banks mistook it for ‘war profit’.41 They also had to pay interest on
deposits and responded favourably for demands for loans. As a result, a ‘credit inflation’ was created.
The new loans were not even invested in productive enterprises since imports of fixed capital were
restrained due to the war. Instead, credit was used for the buying and selling of real estate and other
pre-existing assets, leading to rapid price increases. Businesses also took advantage of the availability
of credit to keep themselves afloat and cover their losses, especially in the fisheries. The main
culprit for Þorláksson was, again, the government, which used loans to monetise its deficits.
Following the war, the credit inflation continued, directly this time through the government’s
foreign loans rather than domestic deposits. Þorláksson could conclude that monetary factors, or
‘artificial purchasing power’, was the cause of rising prices, falling exchange rates, bankruptcies,
and unemployment.42

‘Saving the Nation through Austerity’
After taking up the position as Minister of Finance in March 1924, Þorláksson introduced a novel
approach to public finance in Iceland: austerity.43 It was rationalised in terms of managing ‘the busi-
ness cycle’ and intended to eliminate the causes of the depression phase of the cycle, that is, ‘artificial
purchasing power’. The austerity agenda began with the government budget in the spring of 1924. In a
statement closely echoing the resolution of the Brussels conference, Þorláksson deemed ‘whimsical
public opinion’ responsible for sanctioning deficit spending. The Austerity Alliance set out to bring
voters to realise the imperative of re-establishing public finances on a sound basis. According to
Þorláksson’s analysis, the previous governments had passed an endless stream of new laws requiring
more and more expenditures. The accumulated deficit since the end of the war was substantial, or over
one-year’s annual expenditure. The results of the fall elections of 1923 gave the Austerity Alliance a
mandate to push a ‘counteroffensive’ of slashing expenditures.44 After a series of negotiations at the
start of 1924, the Austerity Alliance, now rebranded as the Conservative Party, took the reins of gov-
ernment. The King of Denmark’s secretary telegraphed Þorláksson on behalf of the head of state to
convey the message that the austerity proposals of the new government had elicited a highly positive
response in Copenhagen.45

40 Þorláksson, Lággengið, 267. See also Guðmundur Jónsson, ‘Baráttan um Landsverzlun’, in Landshagir. Þættir úr íslenzkri
atvinnusögu, ed. Heimir Þorleifsson (Reykjavík: Landsbanki Íslands, 1986), 115–38.

41 Scholars have subsequently debated the economic impact of the war with more sophisticated GDP estimates supporting
Þorláksson’s analysis. See Guðmundur Jónsson, Hagvöxtur og iðnvæðing. Þróun landsframleiðslu á Íslandi 1870–1945
(Reykjavík: Þjóðhagsstofnun, 1999).

42 Þorláksson, Lággengið, chps 6 and 7. Statistics are not available for the period, but unemployment has been estimated at
around 13% at the start of 1924. Magnússon, Iceland in Transition, 154.

43 Alþingistíðindi, 1924 B, 96.
44 Jón Þorláksson, ‘Fjárstjórn á Íslandi, 1874–1922’, Morgunblaðið, 14 Feb. 1924, 2.
45 Konungritari til Jóns Þorlákssonar, 11 Mar. 1924. BA/1, LJÞ, NAI.
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While balancing the books had been a common aim of public finance since Iceland became finan-
cially autonomous in 1874, this was the first time an Icelandic government adopted an all-out austerity
programme.46 The subsequent session of the Alþingi in 1924 became known as ‘the Great Austerity
Parliament’.47 The budget was cut by 15.5 per cent. As the financial conference in Brussels insisted, a
balanced budget was not to be achieved by increasing taxation since ‘reduction of government expend-
iture is the true remedy’.48 Similarly, Þorláksson’s programme focused solely on cutting expenditures, not
increasing revenue, and the former was reduced across all sectors. Iceland had no armed forces, which
meant that public spending was relatively lower than in many European countries and the possibility for
reduction less. Infrastructure spending and public works suffered heavy cuts, or about 25 and 30 per
cent, respectively. Support for primary education and religion was cut by 26 per cent. Higher education,
arts and sciences were cut by 36 per cent. Spending on the courts and the police was not reduced and
expenditures for doctors and health increased by 10 per cent.49 Þorláksson also abolished state monop-
olies such as tobacco and oil. The initial bout of austerity successfully eliminated the budget deficit and
delivered a surplus, but Þorláksson kept reducing expenditures over the following years. Critics charged
that Þorláksson had converted the Alþingi into ‘the Slaughterhouse of the South nr. 2’.50

Þorláksson’s aim was quite explicitly to engineer a ‘ruthless deflation’.51 In addition to slashing
expenditures, Þorláksson oversaw monetary austerity. In 1924, the state-owned Landsbanki’s interest
rates went up to 8 per cent, which was roughly 1–2.5 per cent higher than in neighbouring countries.52

Þorláksson explained that the Landsbanki, a commercial bank which was set to assume the role of the
central bank, should further ensure rapid deflation. When savings streamed into banks, they should
not be loaned out again (indeed, they were an ‘unnatural’ source of purchasing power). Rather, savings
should be deposited with the central bank, which would take them out of circulation. Once money
scarcity took hold, Þorláksson continued, industries would either force down wages or go bankrupt
and generate unemployment, thus translating monetary austerity into industrial austerity. In the
year after Þorláksson came into power, the Landsbanki implemented the ruthless reduction of its cir-
culating money by 47.5 per cent, forcing the total down by 17 per cent.53 Compounding this were
rapid price decreases; prices in Iceland had risen more than elsewhere during the war and came
back down with the same ferocity (with real interest rates around 20 per cent).54 Aided by good
years in exports, by the fall of 1925, Þorláksson’s austerity agenda had helped spur a deflation that
raised the exchange rate of the Icelandic króna from 47 per cent to 86 per cent of its pre-war
value, as stipulated by the gold standard.55

46 Indeed, the pre-war budget had never been large enough to warrant large-scale cutting. Þorláksson invoked the imperial
practices of contemporary finance to buttress support. Without austerity, the government would soon be unable to
make payments on its loans. And ‘it has happened to larger and wealthier states than ours, that their treasuries had to
default and the consequences have always been the same: they have lost control of their finances and foreign debt collectors
have taken them into their hands’. Þorláksson, ‘Fjárstjórn á Íslandi, 1874–1922’, Morgunblaðið, 16 Feb. 1924, 2. See also
Alþingistíðindi, 1930 B, 1840–1842. Guðmundur Jónsson, ‘The State and the Icelandic Economy, 1870–1930’ (PhD diss.,
London School of Economic and Political Science, 1992); Blöndal, ‘Þróun viðhorfa í íslenzkri fjármálastjórn’, 101–10.

47 Jónsson, Stjórnarráð Íslands.
48 J. Saxon Mills, ed., The Genoa Conference (London: E.P. Dutton, 1922), 362.
49 Haukur Pétur Benediktsson, ‘Sparnaðarþingið 1924’, Saga 1, no. 1988 (1985): 135–67.
50 It was the main slaughterhouse industry. Alþingistíðindi, 1924 B, 96–97.
51 He also seems to have coined the Icelandic term for deflation (verðhjöðnun). Þorláksson, Lággengið, 196.
52 Landsbanki Íslands árið 1924 (1925), 3–4.
53 Landsbanki Íslands árið 1927 (1928), 5–8.
54 What resulted was a ‘wave’ of bankruptcies in smaller towns and settlements. Helgi Skúli Kjartansson, ‘Haglægðin langa á

20. öld’, in Afmæliskveðja til Háskóla Íslands, eds. Sigríður Stefánsdóttir et al. (Reykjavík: Háskólaútgáfan, 2002), 175–86.
55 This was in the same year that the United Kingdom returned to pre-war parity and just before Denmark and Norway did

so. The Icelandic króna would have been raised to full pre-war parity if Þorláksson’s conservative colleagues representing
the export-oriented fishing sector had not forced him to fix the rate at 86 per cent to prevent bankruptcies. However,
given that Iceland’s post-war inflation was greater than the Scandinavian countries, the value of the króna was raised
by the same amount. Jóhannes Nordal og Ólafur Tómasson, ‘Frá floti til flots. Þættir úr sögu gengismála 1922–1973’,
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One law professor at the University of Iceland lamented, ‘austerity is the holy word in Icelandic
politics at this time’.56 While austerity enjoyed sufficient support in parliament, not everyone fell in
line. Bjarni Jónsson, a parliamentarian and lecturer in Latin and Greek at the University of Iceland,
claimed that it was more important that the government provide necessary support to industry rather
than eliminate the deficit. Jónsson claimed that the role of the state was to ensure the multiplication of
investment, ‘the bloodstream of society’. What counted was less the government budget than society’s
economic health. Interestingly, Jónsson, who also translated Goethe’s Faust into Icelandic, juxtaposed
the public treasury to an individual savings account; the former could never be reduced to only spend-
ing what had been deposited. Thus, Jónsson condemned the effort of ‘saving the nation through aus-
terity’ as leading to ‘depressing stagnation’.57 Invoking Cassel and Keynes’s argument for financial
stabilisation at current exchange rates, Progressive leader Tryggvi Þórhallsson, Þorláksson’s successor
as Prime Minister, declared that it amounted to ‘the slaying of Icelandic industries’.58 The Social
Democratic Party’s Jón Baldvinsson summarised the weaponisation of economics across the political
spectrum: ‘Cassel here and Cassel there and Cassel everywhere’.59

Þorláksson followed Cassel in framing austerity in novel macroeconomic terms of managing the busi-
ness cycle. In response to critics such as Jónsson, who argued that total investment was a more important
indicator than budgetary equilibrium, Þorláksson made the case for a counter-cyclical fiscal policy based
on a ‘crowding-out argument’.60 Here ‘the business cycle’ helped Þorláksson justify austerity. At the start
of the cycle – Þorláksson argued, correctly, that an upswing was under way in early 192461 – the most
effective support that the state could give to the economy was to get out of the way. If the state spent
on infrastructure it was entering into competition with private industry over labour and capital. When
private industry could employ the labour and capital in the economy, it was natural that the government
let it by withholding spending and repaying debts. During the crisis phase of the cycle, the government
should use its accumulated surpluses (not borrowing) to engage in public works so as to ‘compensate’ for
the inability of private industry to provide investment.62 It is important to note, however, that Þorláksson
was somewhat disingenuous in suggesting an active form of fiscal policy. As Bjarni Jónsson actually pre-
dicted, Þorláksson recanted when a downturn came in 1926. Even in crises, public works should be kept
within strict limits to avoid creating a demand for labour that would keep nominal wages from coming
down and preventing the economy’s self-correcting equilibrium mechanism from doing its work.63

An important component of Þorláksson’s austerity agenda was increasing spending on debt redemp-
tion. Servicing and repaying debts went up to 26 per cent of the total government spending. Over the course
of three years, Þorláksson eliminated short-term public debts and reduced the long-term debt, taking total
indebtedness down by 36 per cent. Þorláksson urged parliament to embark upon this path of ‘self-denial’
since repaying the debt at this pace required cancelling public works and road building beyond what was
required to balance the budget. The economist in Þorláksson overpowered the engineer, privileging debt
redemption over infrastructure development in a country largely without traversable roads. Þorláksson
went on to explain that the only meaningful lesson Iceland could give to the world in economic affairs
was the absence of public debt. This had changed during and after the First World War. But now
Iceland should again serve as a model for the world as ‘the state without state debt’.64

in Klemensar bók. Afmælisrit Klemensar Tryggvasonar gefið út í tilefni af sjötugsafmæli hans 10 sept. 1984, ed. Sigurður
Snævarr (Reykjavík: FVH, 1985), 217.

56 Ólafur Lárusson, Vaka 3 (1927), 283.
57 Alþingistíðindi, 1924 B, 94–103.
58 Alþingistíðindi, 1926 B, 48; 1927 C, 668, 1224. Þorláksson responded by saying Cassel showed him the ‘nature and causes

of the crisis and the methods for restoring the pre-war gold parity’. Alþingistíðindi, 1926 C, 1292.
59 Alþingistíðindi, 1926 C, 1359.
60 On crowding-out, see Blyth, Austerity, 123–4.
61 Jónsson, Hagvöxtur og iðnvæðing, 372.
62 Alþingistíðindi, 1924 A, 240.
63 Alþingistíðindi, 1926 B, 295–7, 382. For an interpretation of Þorláksson as anticipating Keynesian fiscal arguments, see

Blöndal, ‘Þróun viðhorfa í íslenzkri fjármálastjórn’.
64 Alþingistíðindi, 1925 B, 42, 45.
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‘Without Any Political Interference at All’
Þorláksson next introduced legislation for a new central bank to cement the austerity agenda.65 Since
1904, Íslandsbanki, a private bank, had served as a bank of issue. Dissatisfaction with over-issuing of
notes during the war had led to removing its right of issue in 1921 and reestablishing the Landsbanki
as a genuine central bank.66 Taking a step beyond rationalising budget austerity in macroeconomic
terms, Þorláksson coded into the eventual legislation an explicit central bank mandate, in addition
to managing gold convertibility, to avert ‘the disturbance to the monetary order and business life,
that can be expected, that business cycles will lead to’ [emphasis added].67 The central bank was expli-
citly charged with ‘introducing equilibrium into the economy, minimising the risks and smoothing
out the cycles’.68 As on the fiscal side, Þorláksson believed this meant monetary austerity, i.e. a
sharp restriction of credit and currency issue. The main instruments of the new central bank were,
on the one hand, to collect foreign currency deposits and lines of credit to be able to back the
króna as well as the national industries when in need. On the other, the central bank was to control
the extension of credit domestically through the discount rate and other instruments. Following
Cassel, Þorláksson was not a liquidationist. His central bank was to exercise ‘discretion’ to observe
the progression of the business cycle, deciphering when a boom was in the making and acting quickly
to raise interest rates and restrict the lending operations of commercial banks.69

Þorláksson’s succinct articulation of these objectives in a special preamble to the 1925 version of
the central bank bill was recommended by Jón Krabbe, the Icelandic chargé d’affairs at the Danish
Foreign Ministry in Copenhagen and inspired by the 1924 charter of the German Reichsbank, to
help ensure central bank independence. As Axel Nielsen, a professor of economics at the
University of Copenhagen, put it to Þorláksson, it was necessary to articulate the position of the
central bank as an independent institution and defend it against demands made upon it by the
government.70 Krabbe and Nielsen were Þorláksson’s main advisors in creating the new Icelandic
central bank charter. Krabbe had access to and forwarded charters of other European central
banks, including the 1924 German charter and the new Baltic states and Hungary in addition to
the Scandinavian countries. Nielsen, who was also on the governing council of the Danish central
bank, had just published a book on central bank history.71 Moreover, Nielsen was a leading force
in the reestablishment of the Scandinavian Monetary Union in the 1920s under central bank
auspices.72 Þorláksson solicited Nielsen’s written memoranda on the bill and Krabbe held conversa-
tions with him in Copenhagen.73 In addition, a special committee was set up in 1925 to review the
issue and interview the central bank directors of all the Scandinavian countries, who turned in written
reports on Þorláksson’s bill.74

At the international financial conferences in Brussel and Genoa, the expert consensus was that cen-
tral bank independence was the key to ensuring financial stabilisation. Recent scholarship has also
emphasised how central bank independence became an international norm in the decade following
the First World War.75 As a core policy prescription of the League of Nations and its Financial
Committee, as well as UK and US money doctors, it was a conditionality imposed on defeated powers,

65 Alþingistíðindi, 1927 B, 1477, 508.
66 Jóhannes Nordal, ‘Mótun peningakerfis fyrir og eftir 1930’, in Frá kreppu til viðreisnar. Þættir um hagstjórn á Íslandi á

árunum 1930 til 1990, ed. Jónas H. Haralz (Reykjavík: Hið íslenska bókmenntafélag, 2002), 41–80.
67 Alþingistíðindi, 1927 A, 12.
68 Álit milliþinganefndar, 16–17.
69 Alþingistíðindi, 1925 C, 1231–32.
70 Álit milliþinganefndar, 5.
71 Axel Nielsen, Bankpolitik. Forste Del (Copenhagen: H. Hagerup, 1923).
72 Gjermund F. Rongved, ‘Finding Common Ground: Rebuilding the Scandinavian Monetary Union in the Interwar Years’,

Scandinavian Economic History Review (2023), 1–20. https://doi.org/10.1080/03585522.2023.2276932.
73 See a series of letters exchanged between Jón Þorláksson and Jón Krabbe in 1924, BA/1, LJÞ, NAI.
74 Álit milliþinganefndar.
75 Eichengreen and Kakridis, ‘Interwar Central Banks’, 3–39; Martin, The Meddlers. See also, Mattei, The Capital Order.
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debtors and newly created states around the globe.76 According to the Genoa conference resolutions,
central banks ‘should be free from political pressure and should be conducted solely on lines of pru-
dent finance’.77 The Alþingi’s 1925 special committee closely echoed this language: the central bank
was to be ‘independent of changes in government and parliament and thus able to govern the bank
according to the natural laws of governing central banks’.78

Historians have overlooked how closely the new central bank, whose establishment was passed into
law in 1927, adhered to these international norms.79 As Þorláksson’s bill made its way through suc-
cessive legislative sessions, several institutional designs were suggested to secure central bank inde-
pendence. The first was to organise the bank as a private entity in which the state held stock. After
parliament rejected the proposal, Þorláksson claimed that there was ‘an even greater reason to ensure
the bank against the state’.80 A second unsuccessful attempt was made to formalise the bank’s inde-
pendent status in the new Icelandic constitution.81 Þorláksson wanted to apply the same rules to the
separation of ‘the political power from the monetary power in the country’ as with the separation of
powers between the legislative and judicial branches.82 Þorláksson’s immediate concern behind isolat-
ing the central bank from politics was the farmers-based Progressive Party. It wanted to determine
interest rates in parliament to push them below the market rate to distribute credit into the country-
side.83 Björn Kristjánsson, another member of the Austerity Alliance and an ex-Minister of Finance,
considered it important that the bank be ‘opposed to the socialist movement’. Pointing to the new
Soviet Union, socialists would view the bank as ‘public property’ and extend credit to people without
collaterals or mortgages.84

In the place of explicit constitutional guarantees, a handful of articles made their way into the bill
aiming to fix the relationship between the bank and the government to furnish the bank’s governors
with ‘weapons’ to resist the ‘pressures of the government’.85 In addition to declaring the bank as an
independent institution, which enjoyed autonomy in its decision-making, the extension of any
loans at all to the government or state-owned enterprises was forbidden (except for small three-
month-long advances). Þorláksson claimed that this was essential to prevent cash-strapped govern-
ments from ‘misusing the bank’ for deficit financing.86 Jónas Jónsson, a leading member of parliament
for the Progressive Party, pointed out that the clause was lifted from the 1924 charter of the German
central bank made in connection with the Dawes Plan to ensure the interests of the Allied victors in
collecting reparations. In fact, the charter of the German bank had accompanied Krabbe’s memoran-
dum as well as his advice to incorporate the clause.

The clause in the Icelandic bill was copied verbatim from the Icelandic translation of the German
charter. Krabbe consulted Nielsen on the details of adopting the numbers to Iceland and they agreed.
Krabbe lamented that it was impossible to forbid the bank from purchasing government and muni-
cipal bonds as in the German case since the new central bank conducted commercial operations.
But he devised other means of legislating against it by limiting the purchase of such bonds to a
share of actual savings deposits.87 Þorláksson insisted that ‘forbidding the bank to extend loans to
the treasury is a direct consequence of the sad experience of all countries in the northern hemisphere
where banks have surrendered to the demands made by government for loans’.88 Moreover, the clause

76 Eichengreen and Kakridis, ‘Interwar Central Banks’, 3–39.
77 Mills, The Genoa Conference, 361.
78 Álit milliþinganefndar, 30.
79 Nordal, ‘Mótun peningakerfis fyrir og eftir 1930’, 41–80.
80 Alþingistíðindi, 1925 C, 663.
81 Álit milliþinganefndar, 30–31.
82 Alþingistíðindi, 1927 B, 1467.
83 See Alþingistíðindi, 1926, C, 630, 645, 658; B 1927, 1531.
84 Alþingistíðindi, 1925 C 667.
85 Ibid.
86 Ibid., 615.
87 Ibid., 621, 646.
88 Ibid., 631.

12 Sveinn M. Jóhannesson

https://doi.org/10.1017/S0960777324000110 Published online by Cambridge University Press

https://doi.org/10.1017/S0960777324000110


was to serve the pedagogical purpose of restraining governments and parliament – to make it difficult
for them to contract debts. If there was a deficit risk, Þorláksson explained, the government should
simply balance its books.89

Similarly, the appointment of the three bank directors was not to be made by the parliament but by
institutional intermediaries. The appointment itself was in the hands of a special governing council,
which, in turn, was to be appointed by a second intermediary body to further insulate it from the opin-
ion of parliament. For this reason, the terms of service for these bodies were to extend beyond the
election cycle to prevent an incoming majority in parliament from gaining a majority on the inter-
mediary bodies. This idea was originally espoused by Axel Nielsen, based on the US Federal
Reserve as a method of ‘excluding political influence from the bank’ and staving off ‘political wishes
for cheap money’.90 Fourth, the chief of the bank’s governing council had to be experienced in finance.
As one parliamentarian explained, independence would be best achieved as in Sweden by appointing
calm and collected men of finance.91

‘A Central Bank Stronger than Elsewhere’
Inspired by Cassel’s monetary business cycle theory, Þorláksson and his collaborators envisaged an
active role for the central bank in purging the post-war inflation and ironing out cycles through mon-
etary austerity.92 Therefore, Þorláksson wanted the central bank to be able to ‘command’ commercial
banks and their lending policies, administering monetary austerity at the first sight of overconfidence.
As the 1925 parliamentary committee pointed out, ‘to achieve this aim [smooth out the cycles] the
central bank must have great power over industry’.93 The concern with the financial and administrative
capacity of the new central bank to control commercial banking – what has been called ‘financial dom-
inance’94 – lay behind the decision to reconstitute the Landsbanki, a pre-existing, state-owned com-
mercial bank, as a central bank. This combination of central banking and commercial operations in
the Landsbanki distinguished the Icelandic central bank because it departed explicitly from the inter-
national model propagated by the League of Nations and the United Kingdom in post-war Europe. In
Geneva, the spread of ‘Modern Central Banking’ necessitated a sharp division of labour between cen-
tral banks (public) and commercial banks (private).95 Critics in the Icelandic parliament championed
this model, generating sustained debate in the Alþingi and the press over the course of several years.
The most vocal critic of Þorláksson’s bill was fellow Austerity Alliance member Björn Kristjánsson,
who introduced a competing legislation, proposing the establishment of a new and separate institution
to issue bills according to fixed rules. Invoking expert authority – including Cassel and Nielsen –
Kristjánsson and other critics pointed out that, according to the ‘universal laws’ of economic science,
central banks should be confined to the role of the ‘bank of the banks’.96 According to this inter-
national consensus, as the League and the British government made clear to debtors, commercial
operations should be clearly separated from central banking. As critics in the Alþingi charged, the
Landsbanki would enter into competition with commercial banks, and eventually establish a monop-
oly on the money market.97

Following these critics, historians have dismissed the refashioning of the Landsbanki as ‘the
National Bank of Iceland’ in 1927 because it combined commercial and central bank operations.

89 Ibid., 635.
90 Álit milliþinganefndar, 5.
91 Alþingistíðindi, 1927 B, 1476; 1925 B, 667.
92 Alþingistíðindi, 1926 C, 600.
93 Álit milliþinganefndar, 17.
94 Harold James, ‘Ideology of Central Banking in the Interwar Years’, in The Spread of the Modern Central Bank and Global

Cooperation, eds. Barry Eichengreen and Andreas Kakridis (Cambridge: Cambridge University Press, 2023), 40–56.
95 Andreas Kakridis, ‘“Nobody’s Child”: The Bank of Greece in the Interwar Years’, in ibid. 230.
96 Alþingistíðindi, 1926 C 1166.
97 See, for example, Álit milliþinganefndar, 28–9.

Contemporary European History 13

https://doi.org/10.1017/S0960777324000110 Published online by Cambridge University Press

https://doi.org/10.1017/S0960777324000110


The former fast overshadowed the latter.98 Not only does this view overlook that the emphasis on
macroeconomic objectives as well as its independence from politics were very much in line with eco-
nomic theory and international norms. It also ignores that the combination was legitimated by ortho-
dox Scandinavian economic authorities and implemented to overcome the structural conditions of late
development in Iceland and ensure the capacity of the state to control the financial sector. As recent
studies have underscored, the United Kingdom’s and the League of Nations’ one-size-fits-all model,
which was derived from the experience of the most powerful actors, turned a blind eye to this question
of ‘financial dominance’ in latecomer countries with shallow or non-existent financial markets. More
concerned with ensuring central bank independence from governments, little thought was given to the
central bank’s relationship to commercial banks or how active monetary policy could be
implemented.99

The early central banks in Europe were often the first or sole commercial bank in the country. This
applied to pioneers, such as the United Kingdom, as well as latecomers, from Germany to Italy and the
Scandinavian states.100 Since Iceland was a former dependency of Denmark (under the Danish central
bank until 1918), it did not fit the experience of the first wave of latecomers. Like many of the new
central banks created in the post-First World War period across the globe, the Icelandic central
bank was created after the development of commercial banks of substantial strength. Even if the
Landsbanki, as the new central bank, kept its commercial operations, there was still the
Islandsbanki, which had over a third of all deposits and loans, in addition to smaller savings-and-loans
cooperatives.101 As with other post-war newcomers in Europe and the British dominions, the Icelandic
central bank, thus, encountered the problem of controlling a pre-existing commercial sector and mon-
etary conditions in underdeveloped financial markets.102 Magnús Jónsson, who was a member of the
1925 special committee, explained that commercial banks’ interests would contradict prudent monet-
ary policy. If they could get away with it, commercial bankers would not take their lead from the cen-
tral bank but concede to social demands for cheap money. Moreover, the Icelandic commercial sector
was not solely in private hands, as the international model presumed, but split into private and
state-owned banks. If the Landsbanki was not converted into a politically-independent central bank
it would remain a state-owned commercial bank reporting to its true master, the Alþingi. The com-
bined effect would be to relegate the central bank to ‘an impotent bystander’.103

The challenge of bringing commercial banks and market rates into line with the discount rate had
frustrated even the most powerful central banks. As commercial banks increased in size in the second
half of the nineteenth century, central banks found that the former were far from willing to accept its
leadership in rate setting in a passive fashion. Central bankers thus developed different forms of ‘open
market operations’ to make their rate effective in the money market. The Bank of England exercised
control over credit through intermediate financial institutions, such as discount houses, selling

98 The central bank functions were relegated to ‘a cupboard in a commercial bank’. As a result, the creation of the central
bank in 1927 has hardly received any scholarly attention, and the origins of the central bank traced to its separation from
the Landsbanki in 1961. Nordal, ‘Mótun peningakerfis fyrir og eftir 1930’, 41–6; Helgi Skúli Kjartansson, ‘Stjórnvald í
mótun: Drög að forsögu Seðlabankans’, Stjórnmál og stjórnsýsla 7, no. 1 (2011): 41–60.

99 Eichengreen and Kakridis, ‘Interwar Central Banks’, 3–39; John Singleton, ‘Central Banks in the British Dominions in the
Interwar Period’, in Eichengreen and Kakridis (eds.), The Spread of the Modern Central, 352–82.

100 Forrest Capie, Charles Goodhart and Norbert Schnadt, ‘The Development of Central Banking’, in The Future of Central
Banking: The Tercentenary Symposium of the Bank of England, eds. Forrest Capie et al. (Cambridge: Cambridge
University Press, 1994), 1–231; Rodney Edvinsson, Tor Jacobson and Daniel Waldenström, eds., Sveriges Riksbank
and the History of Central Banking (Cambridge: Cambridge University Press, 2018); Stefano Ugolini, The Evolution of
Central Banking: Theory and History (London: Palgrave Macmillan, 2017).

101 On the history of Islandsbanki see Sumarliði Ísleifsson, ‘Íslandsbanki og erlent fjármagn á Íslandi í upphafi 20 aldar’, in
Rætur Íslandsbanka. 100 ára fjármálasaga, ed. Eggert Bernharðsson (Reykjavík: Íslandsbanki, 2004), 55–93; Guðmundur
Jónsson, ‘Myndun fjármálakerfis á Íslandi’, in ibid., 9–54.

102 Singleton, ‘Central Banks in the British Dominions’, 352–82.
103 Alþingistíðindi, 1926 C, 600.
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interest-bearing securities (consoles).104 The old German Reichsbank drained reserves from the bank-
ing system by selling off government debt. Prohibited to hold government debt, and without access to
financial intermediates, these orthodox prescriptions were of little use in latecomer countries. As a
result, countries such as Greece and Australia sought, like the Icelandic government, to fuse together
central and commercial banking functions with the aim of exerting control over credit conditions. But
the League of Nations vetoed the Greek government’s proposal to remake the National Bank into a
central bank, forcing the creation of an orthodox institution. Without adequate financial tools at its
disposal, the Greek central bank was prevented from controlling the money supply, realising
Jónsson’s vision of an impotent bystander unable to influence the credit policies of the dominant com-
mercial banks.105

Historians of central banking have noted that central banks, through commercial operations, could
clearly influence market rates of interest and external gold flows but concluded that there is little evi-
dence to suggest that they ‘had a full understanding and command of open market operations’.106 The
interviews held by the Icelandic special committee in 1925 with the Nordic central bank governors
suggest a clear non-profit-maximising, non-competitive central bank rationale for traditionally com-
mercial operations. Like the 1924 Reichsbank and most of the post-war central banks, the new
Icelandic central bank was prohibited from holding government debt. Þorláksson and his collaborators
followed the Scandinavian practice of extending, or reducing, the central bank’s own loans and depos-
its with explicitly non-profit-maximising, non-competitive monetary policy aims focused on control-
ling credit, market rates of interest and external gold flows. All the Scandinavian central banks
continued making loans directly to industry in the 1920s and renewed interest in attracting interest-
bearing deposits to control the extension of credit in commercial banks. A parliamentary committee in
Sweden in 1917 had investigated the question of bringing private bank rates into line with the central
bank with the aim of restricting credit and controlling inflation. It concluded that making loans to
industry was a necessary condition to ensure the transmission of the interest rate policy of the central
bank. But since market rates were still too low, the committee recommended that the Swedish bank be
given the right to pay interest on deposits to ‘correct’ the rates of private banks.107

Knut Wicksell, one of Europe’s leading economists, elaborated on the efficacy of this unorthodox
policy substitution for open market operations in controlling the business cycle. Attracting interest-
bearing deposits, Wicksell commented, would clearly enhance the effectiveness of the discount rate
in restricting the availability of credit. Furthermore, this was effectively what other central banks
were already doing, except through more sophisticated market operations. Wicksell addressed the
English practice of selling and repurchasing consoles, concluding it amounted to paying interest on
financial assets to reduce the circulation of money. Where deposits were the key financial asset in
the money market, it was just as good that the central bank drain the money supply by attracting
them directly. Wicksell went on to explain that it gave the central bank more power over the financial
system and enhanced its ability to manage the business cycle.108

Gaining the acceptance of the Scandinavian central banks, which followed the United States and
the United Kingdom into a deflationary return to gold at pre-war rates, was essential to secure inter-
national respectability. They admitted Iceland into a formalised collaboration of Nordic central banks
under the auspices of the Scandinavian Monetary Union in 1925, thus associating the new nation
with the dominant powers in the world economy, the United States and the United Kingdom.109

The Icelandic central bank committee printed extracts of the Swedish proceedings, including

104 Thus reducing the reserve base of commercial banks and forcing them into a bank’s ‘discount window’. Charles
Goodhart, The Evolution of Central Banks (Cambridge, MA: MIT Press, 1988).

105 Kakridis, ‘“Nobody’s Child”’, 230.
106 Capie, Goodhart and Schnadt, ‘The Development of Central Banking’, 65, 112–18.
107 The practice did not take off. See Álit milliþinganefndar um bankamál 1925, 13–15.
108 Ibid., 66–9.
109 The Union met annually after 1920 with the aim to restore pre-war forms of formal collaboration but was frustrated by

the onset of the Great Depression. Rongved, ‘Finding Common Ground’.
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Wicksell’s comments, along with its 1925 report. Its interviews with the central bank governors of the
other Nordic countries, and their subsequent memoranda, offered a ringing endorsement of the
Scandinavian model and its application in Iceland. Having recently returned the Swedish krona to pre-
war parity, the governor of the Riksbank, Adolf af Jochnick, insisted that these powers were necessary
for the central bank to establish control over the lending operations of the private banks and guard the
balance of payments.110 It had become a new normal for central banks to act as ‘the bank of the banks’,
but confining their role to these narrow terms threatened to isolate monetary authorities and thus pre-
vent them from controlling interest rates, the extension of credit and the stability of the exchange
rate.111 Þorláksson and his allies made the non-profit-maximising central bank rationale central to
their argument. If the central bank was to restrain the lending policies of recalcitrant commercial
banks, it was imperative that it was ‘the strongest financial institution in the country’.112 To them,
the ‘right to conduct business directly through loans and savings is a necessary condition that the
bank will have sufficient power over the financial market to carry out its central bank objectives’.113

Indeed, as Wicksell had prescribed, Þorláksson’s model for implementing ‘ruthless deflation’ pre-
sumed the ability of the central bank to drain the money supply by taking charge of commercial
deposits and retiring them (as opposed to loaned out). Magnús Jónsson argued that ‘the central
bank had to be much stronger in Iceland than anywhere else’. Commercial operations had the
added benefit of bringing the central bank into direct contact with the nation’s industries and thus
giving the bank ‘perfect and exact knowledge of their condition’.114

Þorláksson and his allies justified their arrangement less as a departure from the expert consensus
than an act of translation. Þorláksson readily admitted to his conservative colleagues that the ‘healthy
arrangement’ would be to limit the central bank to the role of ‘the bank of the banks’ and leave com-
mercial operations to private banks.115 However, combining functions was no ‘Eskimo arrangement’
unsuited to a civilised nation. Economics was not a ‘natural science’ like physics or astronomy, and its
precepts had ‘to be adapted to local conditions’.116 Converting the state-owned commercial bank into
a central bank not only gave it necessary power over the financial market, without which deflationary
austerity could not be implemented. In one fell swoop, it also put the monetary system on a develop-
mental path towards the ‘healthy’ division of labour advocated by economic theory by removing a
state-owned commercial bank from the political control of parliament, setting the stage for the future
privatisation of its commercial functions.117 As economist Axel Nielsen at the University of
Copenhagen prophesised, these ‘great powers’ would further ‘Iceland’s economic maturity’.118

‘The Yellow Loan’
In October 1930, another Icelandic Minister of Finance travelled to negotiate a loan in London.119

This time Þorláksson remained in Iceland as the leader of the opposition. Þorláksson argued that
the terms of the new loan were a damning indictment of the financial conduct of the party in
power, the Progressive Party, supported by the Social Democratic Party. In the previous three years,
Þorláksson explained, the Progressive government had destroyed the gains made under his adminis-
tration in moving the country up the ethno-racial hierarchy of the international financial order. The
Progressives had forfeited the nation’s credit by running budget deficits, racking up debt and threaten-
ing to discard obligations to foreign creditors. Þorláksson and his conservative allies derided the 1930

110 Álit milliþinganefndar um bankamál 1925, 51.
111 The Norwegian, Danish and Finnish governors offered similar written statements. Ibid., 53, 43, 48.
112 Alþingistíðindii, 1925 C 662, 632.
113 Álit milliþinganefndar, 21–24.
114 Alþingistíðindi, 1926 C, 600, 636.
115 Alþingistíðindi, 1925 C, 614.
116 Alþingistíðindi, 1926 C, 1222.
117 Alþingistíðindi, 1926 C, 1181.
118 Álit milliþinganefndar, 18.
119 Magnús Jónsson, ‘Lán og ólán’, in Morgunblaðið, 14 Dec. 1930, 5–7.
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loan as ‘the yellow loan’ – a derogatory category explicitly racialising the lending terms extended to the
Icelandic government. As Þorláksson himself put it, Iceland had lost its top-tier status in the financial
order, its creditworthiness sunk below even occupied European countries and to the level of ‘the yellow
peoples’ of Asia. This was a national humiliation sparked by a racialised incapacity to manage
money.120

To be sure, the Progressive Party considerably expanded the role of the state in providing invest-
ment for infrastructure and agriculture.121 It had favoured stabilisation at current exchange rates rather
than deflation. Under its auspices, the banking system increasingly moved under political control, pre-
figuring loose monetary policy throughout the Great Depression and the post-Second World War
era.122 The more immediate reason for attracting the wrath of international finance was the
Progressive Party’s reaction to the collapse of the Íslandsbanki – a private bank owned largely by exter-
nal capital – in February 1930. Facing collapse, the Íslandsbanki’s governors had asked the government
to step in. The Progressive Party initially refused a bailout since it was a private bank. It threatened to
leave the bank’s foreign creditors, especially the Hambros Bank and the Danish Privatbanken, with
losses. In an extraordinary intervention, Charles Hambro, then a governor of the Bank of England,
telegraphed a governor of the Icelandic central bank following an emergency overnight session of
the Icelandic parliament in February 1930. Hambro warned of ‘irreparable harm to Icelandic credit’
if the government failed to bail out the Íslandsbanki. His father, Sir Eric Hambro, the chair of
Hambros, told the Icelandic Prime Minister that the ‘credit of government and all Icelandic institu-
tions’ was imperilled and offered to extend funds to the government to support ‘strong measures’
for reopening of the bank and ‘reassure foreign creditors’ – most notably himself. Þorláksson high-
lighted in parliament that Eric and Charles Hambro held the keys to Anglo-American finance in
Scandinavia, warning that the consequences of default would either be a total cut-off or the extreme
conditionalities faced by delinquent states.123 Faced with these open threats, the Progressive Party
capitulated. But the detrimental terms of the ‘yellow loan’ were directly attributed to the
Íslandsbanki affair. In other words, London creditors Hambros and Barclays dispensed punishment
on a national government.124

According to the financial code of Brussels and Genoa, international financial actors such as
Hambros, which was also involved in providing the international loans made to Greece and Austria
in addition to the Scandinavian states in the 1920s, were to enforce economic orthodoxy and the strati-
fication of the world economic order. It was spelled out in conference resolutions that access to inter-
national credit was dependent on pursuing an austerity agenda.125 In the Icelandic debate over the
‘yellow loan’, economic performance of the first Icelandic governments since 1918 was ranked by
the interest rates offered by the lords of international finance. This, in turn, served as a benchmark
for comparing the new state with other countries and placing it within the hierarchy of the global
order. Government spokesmen claimed the 1930 loan was comparable to terms negotiated by
Austria, Japan, Germany and Greece. The opposition mocked the government for choosing embar-
rassed countries for comparison and argued that the terms were even worse, on par with Asian coun-
tries worse off than Japan.126

120 Jón Þorláksson, ‘Ríkislánið’ Morgunblaðið, 30 Nov. 1930, 5; Jón Þorláksson, ‘Tryggingarnar fyrir ríkisláninu’, Ísafold og
Vörður 52 (1930): 1–2; Þorláksson in Alþingistíðindi, 1930 B, 2470. See also Magnús Jónsson, ‘Andsvar til Tímans’,
Morgunblaðið, 21 Nov. 1930, 2; ‘Ensku lánin’, Morgunblaðiðv 15 Feb. 1931, 6.

121 See Helgi Skúli Kjartansson, Ísland á 20. öld (Reykjavík: Sögufélag, 2004).
122 Paradoxically, Þorláksson’s own right-wing party was in (coalition) government for much of the post-war period.
123 Alþingistíðindi, 1930 B, 2470.
124 Including a high interest rate and a limitation on the ability of the state to mortgage its revenues. See, for example, Jón

Þorláksson, ‘Lántakan og lánstraustið. Viðtal við Jóns Þorláksson’, Ísafold og Vörður 42 (1930), 1–3; ‘Lokun
Íslandsbanka’, Morgunblaðið, 11 Apr. 1931, 5.

125 The League of Nations would act as a clearing house, collecting the data from individual countries, making them legible
for comparison and estimation by creditors. Mills, The Genoa Conference, 365–7; Clavin, Securing the World Economy.

126 Iceland had been ‘branded’ alongside financial delinquents. See, for example, ‘Tveir Morgunblaðspostular’, Tíminn, 30
Dec. 1930, 1; Jón Þorláksson, ‘Fjármálastjórn Framsóknar’, Ísafold og Vörður 21 (1930), 2–3; ‘Lántakan og
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During this debate, Þorláksson directly attributed the improvement in Iceland’s global position
from 1924 to 1927, as indicated by creditworthiness, to the policies pursued during his tenure as
Finance Minister. As he put it, paying up foreign loans ‘attracted considerable attention in the finan-
cial world’.127 The evidence Þorláksson cited included the favourable terms of a series of loans he
negotiated in 1926 and 1927 with Hambros, Hafnia in Denmark, and the National City Bank, with
interest rates as low as 5 per cent and without any embarrassing conditionalities. Icelanders had
shown through ‘a fiery trial’ (austerity) that they could ‘meet the demands that are right and fair to
make of an independent state’. They were capable of ‘standing on an equal footing with the other
Nordic countries’.128 It was not an issue that the Icelandic nation was much smaller and poorer or
that, by 1926, economic performance had not substantially improved.129 What mattered was the com-
mitment to the proper set of public policies. In Þorláksson’s words, the ‘1924–1927 government
showed that it is possible to conduct its public finances so that creditworthiness will follow’ in the
eyes of ‘foreign financiers’ to the extent that it had ‘joined the rank of those nations which enjoy
the best terms of credit’.130 In other words, Þorláksson had raised the new Icelandic state to the top-
tier of the post-war economic order.

What was conveniently left out was that, in negotiating the loans, Þorláksson and his deputies in
Copenhagen – Krabbe and Sveinn Björnsson, Iceland’s ambassador to Denmark – were willing to
resort to extra-financial enticements to secure favourable terms. It has not been documented before
that Björnsson, who became Iceland’s first president in 1944 after it became a republic, conveyed
to Þorláksson that Hafnia’s director, Wilhelm Hennig, was willing – ‘sub rosa’ – to push the interest
rate down in exchange for being awarded the Icelandic Order of the Falcon.131 Created by the King of
Denmark in 1921, the Falcon medal was routinely worn by the King himself, as well as his sons, at
court. The King’s secretary, who managed the honour, explained to Þorláksson that its cultural pres-
tige in Copenhagen made it a convenient instrument to advance Icelandic interests abroad.132 In a
second letter, Björnsson commented: ‘that we got the interest rate down to as low as 5.75 percent
was only for the fact that we have an order of chivalry’. Björnsson thus reiterated his ‘strongest rec-
ommendation’ that Hennig be given the honour, which took place the following year.133 Elite status
could be determined by more than an allegedly virtuous ability to manage money.

Conclusion

While preserving formal political independence – and procuring favourable access to international
capital – the Þorláksson government’s embrace of economic expertise helped lock in high levels of
poverty, underdevelopment, and the new nation’s peripheral status as an exporter of raw foodstuff,
primarily fish, to the European core. If Þorláksson’s credit terms were comparable to the other
Nordic countries, almost no progress was made in catching up with general standards of living. In
fact, Iceland remained much poorer than its Nordic neighbours and one of the most impoverished
countries in Europe until the Second World War. Paradoxically, I suggest, the hierarchy of the global
financial order did not necessarily reflect economic performance. Despite its glaring underdevelop-
ment, the new Icelandic state was accepted into the top-tier of the reconstituted financial order by
demonstrating a civilisational capacity to join the United States, the United Kingdom, and the
Scandinavian countries in implementing austerity policies and monetary contraction to deflate its

lánstraustið’; ‘Lánstraustið og stjórnin’, Ísafold og Vörður 31 (1930): 1–2; ‘Lánstraustið’, Ísafold og Vörður 21 (1930): 4;
‘Ísland brennimerkt’, Ísafold og Vörður 45 (1930), 6.

127 Alþingistíðindi, 1930 B, 2742.
128 Jón Þorláksson, ‘Fjárstjórn á Íslandi, 1874–1922’, Morgunblaðið, 14 Feb. 1924, 2.
129 Kjartansson, ‘Haglægðin langa’.
130 Jónsson, ‘Lán og ólán’, 6–7.
131 Sveinn Björnsson to Jón Þorláksson, 4 Dec. 1926, BA/1, LJÞ, NAI.
132 King Secretary Jón Sveinbjörnsson to Jón Þorláksson, 3 Feb. 1927, BA/1, LJÞ, NAI.
133 Sveinn Björnsson to Jón Þorláksson, 21 June 1927, BA/1, LJÞ, NAI.
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currency close to pre-war levels. Þorláksson and his liberal-conservative allies clearly supported such
measures on their own terms. Yet the strategy also reflected a sober understanding of state-building in
the context of post-war practices of international collaboration, expert governance, and financial mar-
kets. It highlights an important point about the reestablishment of the global capitalist order in the
wake of the First World War and how the achievement of political sovereignty involved genuine con-
straints to economic autonomy as states and domestic political parties were urged or coerced to adhere
to policy norms devised by external experts and creditors.

This essay has further argued that the international austerity agenda adopted in Iceland was not
about rolling back the state in the spirit of liquidationist laissez-faire. Instead, austerity assumed a
technocratic or managed form that was enforced by expanding the scope of state intervention.
Inspired by Cassel’s monetary theory of the cycle, Þorláksson implemented his policies by identifying
‘the economy’ – an entity or domain of statistical aggregates that was legible to expert management. If
inflationary credit expansion was an inherent feature of capitalist economies, smoothing out resulting
cyclical booms and busts required a lot more than imposing fiscal discipline on government. The gov-
ernment itself had to be capable of imposing monetary austerity on the economy through a
politically-independent central bank. To achieve the required level of expertise and ‘command’ over
economic life in the context of latecomer development, Þorláksson incorporated Scandinavian edits
to the international script that granted the central bank ‘extraordinary powers’. Unlike many other
European states, which were denied the chance to do the same, the Icelandic government adopted
the international expert model without the direct supervision of the League or the great powers.
The result was greater scope in tailoring economic theory to local conditions – adopting unorthodox
means to achieve an orthodox end.
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