CENTRAL BANK OF ICELAND

The
Economy
of
lceland




The Economy of Iceland
August 1999
Published by the International Department

of the Central Bank of Iceland, 150 Reykjavik, Iceland
ISSN 1024-0039



Republic of Iceland

People

Population 275,277 (December 1, 1998)

Capital Reykjavik, 107,764 (December 1, 1998)

Language Icelandic; belongs to the Nordic group of Germanic languages
Religion Evangelical Lutheran (95%)

Life expectancy Females: 81 years , Males: 76 years

Governmental System

Government Constitutional republic

Suffrage Universal, over 18 years of age; proportional representation
Legislature Alpingi with 63 members

Election term Four years, last election May 8th 1999

Economy

Monetary unit Kréna (plural: krénur); currency code: ISK

Gross domestic product 586 billion kronur (US$ 8.4 billion) in 1998

International trade Exports 36% and imports 39% of GDP in 1998

Per capita GDP 2.1 million kronur (US$ 31 thousand) in 1998

Land

Geographic size 103,000 Rr(B89,768 n®)

Highest point 2,119 m (6,952 ft)

Exclusive economic zone 200 nautical miles (758,000 km2 \ 292,680 mi

Climate Cool temperate oceanic; highly changeable, influenced by the

warm Gulf Stream and Arctic currents

Republic of Iceland credit ratings

Foreign currency Domestic currency
long-term short-term long-term short-term
Moody’s Investors Service Aa3 P-1 Aaa P-1

Standard & Poor’s A+ A-1+ AA+ -
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1. The Republic of Iceland

Iceland was settled late in the 9th century. Theaart of the Gulf Stream flows around the south
majority of the settlers were of Norse originand west coast of the country.Reykjavikthe
although a certain element of the early settleapital, average temperature in July is around
was of Celtic origin. A general legislative andll degrees centigrade and just below zero
judicial assemblyAlpingi, was established in degrees centigrade in January.
930 and a uniform code of laws for the entire Being of volcanic origin, Iceland con-
country was adopted at the same time. In 126&ists of coastal lowlands and a mountainous
Iceland entered a treaty that established iaterior with several glaciers, the highest of
union with the Norwegian monarchy. Whenwhich is 2,119 meters high. The coasts are
the Danish and Norwegian monarchies wenecky and of irregular outline, with numerous
united in 1380, Iceland came under a Danisliprds and inlets, except for the south where
rule that lasted for more than five hundredhere are sandy beaches with no natural har-
years. Iceland was granted a new constitutidmours. Most of the arable land, estimated to be
in 1874 and obtained home rule in 1904. Witlaround 20 percent of total land area, is situated
the Act of Union in 1918, Iceland became along the coast and most of the population
sovereign state in a monarchical union withives in the coastal regions.
Denmark. In 1944 Iceland terminated its Iceland is one of the least densely popu-
monarchical union with Denmark and foundediated countries in Europe with only 2.6 inhabi-
a Republic. tants per square kilometre. The population of
Iceland was 275 thousand at the end of 1998.
Geography and population The annual rate of population growth was 0.8
Iceland is located in the North Atlanticpercent between 1990-1997. Approximately
between Norway, Scotland and Greenlan®0 percent of the population live in the capital
Iceland is the second largest island in Europdty of Reykjavikand its surrounding towns.
and the third largest in the Atlantic Ocean witiThe largest town outside the capital area is
a land area of some 103 thousand square kildkureyri in the north, with a population of 15
metres and an exclusive 200 nautical mile ecéhousand.
nomic zone extending over 758 thousand The native language, Icelandic, belongs
square kilometres in the surrounding watergo the Nordic group of the Germanic lan-
Iceland enjoys a warmer climate than itguages. The standard of education is high, and
northerly location would indicate because @ublic education is compulsory between the
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age of six to sixteen. Command of English an@ouncil and specialised institutions such as the
the Scandinavian languages is widespread. Nordic Investment Bank. Iceland became a
member of the United Nations in 1946 and is

Political structure and external relations an active participant in most of its affiliated
The present constitution was adopted on Jumgencies. Iceland is a founding member of the
17, 1944 when the Republic was establishe8retton Woods institutions, the International
Iceland has a parliamentary system of goveronetary Fund (IMF) and the International
ment. The legislative power is vested in th®ank for Reconstruction and Development
Parliament,Alpingi, and the executive power(World Bank), both established in 1945.
in a cabinet headed by the prime minister. THeeland is one of the original members of the
government must be supported by a majorit@rganisation for Economic Co-operation and
of the Parliament to remain in power. The 6®evelopment (OECD). It joined the Council of
members of the Parliament are elected frofBurope in 1950 and has participated in the
eight constituencies on the basis of proportior@rganisation for Security and Co-operation in
al representation for a term of four years. Aurope since it was initiated in Europe in
parliamentary bill becomes a law when it is1975.
passed by the Parliament and signed by the Iceland became, in 1964, a contracting
President. The President is the head of stgparty to the General Agreement on Tariffs and
and is elected for a term of four years by drade that become the World Trade
direct vote of the electorate. Organisation (WTO). Iceland joined the

Iceland has a tradition of political stabil-European Free Trade Association in 1970 and
ity. Since gaining autonomy from Denmark inentered into a free-trade agreement with the
1918, governments have normally beeiuropean Community (in 1972. In May 1992,
formed by a coalition of two or more politicalthe member countries of EFTA and the EU
parties. Currently there is an Independencsigned an agreement to establish a free-trade
Party/Progressive Party coalition Governmergone, the European Economic Area (EEA),
with a majority in the Parliament. The resultasvhich came to effect in January 1, 1994.
of the election in 1999 were as follows: The Iceland is a founding member of the
Independence Party obtained 40.7 percent Biorth Atlantic Treaty Organisation established
votes and 26 seats, the Progressive Party 184 1949. A defence treaty with the United
percent and 12 seats, Social Alliance 25.8 peBtates was concluded in 1951. A NATO mili-
cent and 17 seats, Left-Green Movement 9tary base, staffed by United States military per-
and 6 seats, Liberal party 4.2 and 2 seatsonnel, is operated Keflavikin the Southwest
Others obtained 0.8 percent and no seats. Tbklceland.
next general election is due in the year 2003.

Iceland has participated actively inSocial services
international cooperation. Iceland belongs tdhe health-care system is a crucial part of
the group of Nordic countries that includedceland’s extensive system of social protection
Denmark, Sweden, Norway and Finland ashich has developed for more than 100 years.
well as Greenland and the Faeroe Islands. TAde first old-age-pension legislation was
Nordic nations have established a wide-ranggassed in 1890, partly to replace poor relief
ing co-operation in a variety of fields, includ-that had been available from local communi-
ing economic affairs and international repreties for centuries. The first comprehensive
sentation. Iceland is a member of the Nordisocial-insurance legislation was enacted in
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1936. Following enhancement in recengovernment in the planning and co-ordination
decades, health and social security representieahction is strong. In 1990, primary health care
approximately 47 percent of total governmentvas further centralised, with the central gov-
spending in 1998. ernment taking over complete financial
All residents of Iceland are covered byresponsibility in this domain, but a return of
public health insurance as provided for in theome functions, for example nursing-home
1993 Act on Social Security. Approximatelycare, to the municipalities is currently being
87 percent of total medical billings are paid byontemplated. Ambulatory care is provided in
the public purse. While hospital treatment igutpatient clinics in major hospitals and by pri-
free, patients face co-payments for most ambuately practising specialists. Primary health
latory care as well as for pharmaceuticals. Theare is mainly provided by a network of some
delivery of care is rather decentralised in localO public health centres, supplemented by pri-
communities participating through a system ofate general practitioners
municipal health boards, but the role of central



2. Recent Economic Developments and
Prospects

The Icelandic economy has continued to growigh as in 1998. Export of services continued
briskly in the first half of 1999. Growth hasto grow briskly. A record number of tourists
been led by investment, private consumptiogisited Iceland in the summer of 1999.

and exports. Inflation is slowly rising while The upturn in the economy and

unemployment has declined to a very 10w,  eased purchasing power was reflected in a
level. To prevent “overheating” of the econo-

my the Central Bank has increased its interers‘rilpld increase of |mp_ort3 in 1998 or 22.1 per-
rates three times this year. The trade balanceGENt ©OVer the previous year. Imports are
negative of the same order as last year affPectéd to grow by 2.7 percent in 1999.

terms of trade have deteriorated from 1998,  Catches of cod in the first seven months
mainly because of rising oil prices. Theof 1999 increased 11 percent over the same

prospects for economic progress in the remaiperiod in 1998 while total fish catch was
ing months of 1999 and in the year 2000 argimost the same in tons. The cod quota for the
favourable. fishing year September 1999 to September

Growth and trade

The economy has enjoyed economic growth
five percent or more for three consecutiv
years. The National Economic Institute (NEI

forecasts a 1999 growth rate of gross domes 102

Figure 2.1

Economic growth in Iceland and the
European Union 1980-1999
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Table 2.1. Output and expenditure 1999 outlook for an increase in marine export prices
is favourable as the supply conditions of dem-

Volume  ersal fish have deteriorated world-wide. Fish
changes meal and oil are, however, subject to price
percent  competition from substitute products such as
Billion krénur 1999 98/99  goya oil. The price of aluminium and ferrosili-
con suffered in 1998 partly due to the Asian

Private consumption 395 6.0 crisis and the outlook is uncertain. Terms of
Public consumption 136 3.4 de f d d . d
Capital formation 122 .45 (rade for goods and services are expected to
Stock changes o .03 have improved by 3.9 percent in 1998 but a
Total national expenditure 653 3.1 deterioration of 2.8 percent is predicted for
Exports of goods and services 219 8.2 1999.

Imports of goods and services 240 2.7

Gross domestic product 631 5.1 The balance of payments

Net factor income from abroad -9 - The balance of trade in goods was negative by
Current transfers, net -0 - close to eleven billion krénur in the first half of
Current account balance -31 -

1999. The balance was negative by 16 billion
Source National Economic Institute; June 1999 fore- !n the S_ame period last year. The value of
cast. imports increased by 3.6 percent and the value

of exports by 12.5 percent in the period. For

2000 will be 3,000 tons below the 250,000 ton3999 the National Economic Institute expects

allocated for 1998-1999. Prices of marindh€ current account to be negative by 4.9 per-

products have fallen in the first half of 199g°ent of GDP while in 1998 the deficit was 5.7

after a substantial rise in 1998. The long-terfercent of GDP.

Figure 2.2 Figure 2.3
The current account in 1990-1999 Yearly change in the consumer price index
 Billon kronur and money supply 1970-1999 (July)
%
100
10 —Consumer Price Index— Broad money M3
80 |
07 A
N ) //\J \
20PN v
‘40 T T T T T T T T T T \/ M
1990 91 92 93 94 95 96 97 98 99F 0 ‘ ‘ ‘ ‘ ‘
1970 75 80 85 90 95
Source:National Economic Insfitute. Source:National Economic Institute.
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Prices and wages 1998 to 2.8 percent of the labour force and an
In a revised inflation forecast for 1999 theunemployment rate of only 2.0 percent is fore-
Central bank of Iceland forecasts a three pegast for 1999. This is the lowest unemploy-
cent rise in consumer prices between the anngent rate among the OECD countries.
al averages 1998-1999 and a four percent ri€amployees in specific groups with particular
within 1999. The main factors contributing toeducational background and skills are in short
the rise in the CPI are increased housingupply such as computer experts and business
prices, increase in the cost of auto insuran@sministration graduates.
and higher fuel prices. The real exchange rate
of the kréna has been stable. Real disposaf¥#onetary policy
income will continue to rise in 1999 by an estiThe Central Bank continues its tight monetary
mated 5.5 percent over the previous year ~ policy. In March 1999 the key short-term
The slight rise in inflation should hardly Central Bank rate, the repo rate, was raised to
undermine the price stability attained in recenf.9 percent and liquidity requirements were
years that is the result of a stable exchandetroduced on financial institutions. In June the
rate, favourable import and export prices, tightepo rate was increased to 8.4 percent and
monetary policy, increased competition in th@gain in September to 9.0 percent.
retail business and moderate wage settlements.  The yield in the domestic money market
In 1997 wage agreements for the next thrégas been substantially higher than trade-
years were concluded between the private segeighted foreign money market rates abroad.
tor and the unions and for most of the publidhe difference was over three percent in the
sector. Much depends on a new wage settl@st three months of 1998 and over four percent
ment to be negotiated early in the year 2000.in the first months of 1999. Long-term interest
Unemployment continues its decliningrates in the secondary market fell during 1998
trend. The unemployment rate declined ifut short term lending rates of commercial

Figure 2.4 Figure 2.5
Short-term interest rates Long-term interest rates
1994- 1999 (July) 1991- 1999 (July)
% %
) W ’

12— .

MWH
P 6MW

6 \/

—— Bank’s bills okxchange, lending rate ~— Housing bonds

—— Treasury bills. primary market — Indexed bank loans
0 T T T T T 0 T T T T T T T T
1994 1995 1996 1997 1998 1999 1991 92 93 94 95 96 97 98 99

Source:Central Bank of Iceland. Source:Central Bank of Iceland.
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banks have been rising this year. The growthf treasury revenue, were up by 12 percent
rate of monetary aggregates has been increaser last year in the first seven months of 1999.
ing. Broad Money (M3 including accruedOther revenue collection was down by 10 per-
interest) rose 14.6 percent in 1998 and in theent compared to last year, but this has little
first six months of 1999 broad money grew abearing on the year as a whole or the budget
an annual rate of over 20 percent. This wasstimate of a 13 percent rise in sundry rev-
accompanied by a sharp credit expansioenues between years. By the latest Treasury
There are now signs that the credit expansiaxtimate, revenue is forecast to be 10 billion

is slowing down kr. or 5% percent higher than scheduled by the
1999 budget.
Public finance Expenditures are also on the rise and

The Treasury accounts for 1998 are out, showvere by the end of July 7% percent or some 7
ing a deficit of 8.8 billion kr. in 1998 comparedbillion kr. higher higher than a year ago. Health
to a 10.2 billion kr. surplus in 1997. Howeverand social insurance expenditures are 12 per-
correcting for one-off revaluation of holdingscent above last year's levels, and more is
in state banks in 1997 and a temporary rise neported to be in the pipes, undoubtedly fuelled
civil service pension charges in 1998 there iBy hefty wage increases in the health sector.
actually an underlying improvement in treasSimilar percentage increases are evident in
ury finances. This is reflected in the Nationakxpenditures on education and cultural affairs,
Economic Institute's estimate that using intemwhile other expenditure categories are more in
national accounting standards, the Treasury rd¢ine with budget plans, which assumed year on
a tree billion kr. surplus in 1997 improving toyear nominal expenditure growth of 5 percent.
6 billion kr. or one percent af GDP in 1998. The Treasury expects expenditures to over-
Tax receipts, which make up 90 percenghoot the budget by around 5 billion kr. or 2%
percent for the year as a whole and the budget
surplus is expected to be around 7.5 billion
kronur rather than the 2.5 billion kr. aimed at in
the 1999 budget. Repayments of Treasury debt
should therefore be of the order of 20 rather

Figure 2.6
Public debt and fiscal balance 1993-1999

l Central government gross debt

— Local govt fiscal balance (right axis) than the 15 billion kr. implicit in the 1999
o, = Treasury fiscal balance (right axis) budget and Treasury debt is projected to fall
60~ m Local government gross debt —T2 from around 51 percent of GDP in 1995 to

around 35 percent by the end of this year.

>0 ! The budget proposal for the year 2000
401 o will be submitted to the Parliament in the

beginning of October. According to official
30 -1 statements, it will have a surplus of at least 10
201 | billion kr. achieved at least in part by postpon-

ing public investment projects. It will be
101 | 3 designed to counteract the expansionary pres-

sures presently at work in the Icelandic econo-
0- --4 my.

1993 1994 1995 1996 1997 1998E 1999F

Source Central Bank of lceland. Meanwhile, local governments are hav-

ing a hard time improving their finances, in
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part because their tax structure responds leBsivatisation

vigourously to the upswing than do Treasuryiwo _s}ate—owned commerciall banKksands-
revenues, in part because of pay increaseshanki IslandsandBunadarbanki Islandswere

the public sector and in part because of igcorporated in 1998 and the banks issued new
required move to operating primary schools ofaUity for sale to the public later in the year.

single shifts. While revenues are headin\ghese changes are a first step towards the full

somewhat hiaher than proiected by local 0o rivatisation of these institutions which, how-
9 proj y 9 ever, requires special approval by the parlia-

ernment 1999 budgets, their fiscal balance IBient. A law has been passed by parliament
still projected to be in the red by a total ofjlowing for the sale of the remaining 51 per-
around 3 billion kr., which is equivalent to 0.5cent of the total equity of the Icelandic
percent of GDP and five percent of revenuesnvestment BankHjarfestingarbanki Atvinnu-
The government has now announced plans liésins) to the public in 1999.

push back by two years the deadline for the

move to single shift schools, thus somewhat

reducing the pressure on municipal budgets.



3. The Structure of the Economy

Despite the relatively small size of the Icelandtal such as software production, financial act-
ic economy, growth and output have been suivities and biotechnology.

ficient to provide living standards that are The estimated contribution of the vari-
among the highest in the world. The economyus economic sectors to the total GDP in 1998
traditionally based on fisheries and agriculturds shown in table 3.1.

has diversified into manufacturing and service

industries in the last decades. Important prFishing and fish processing

mary and secondary industries are based on thee marine sector, including fishing and fish
use of renewable natural resources, namely theocessing, is the main export sector. In 1998,
coastal fishing banks and hydroelectric o3 percent of merchandise exports (about half
geothermal power. Tertiary activities employof total exports) originated in this sector. In the
around two thirds of the manpower and signifearly 1960s, exports of fish and fish products
icant new developments have taken place wonstituted over 90 percent of merchandise
activities based on investment in human capexports.

The principal part of the Icelandic
marine sector is the stock of groundfish,
including species such as cod, haddock, saithe,
and redfish. The catch of groundfish reached a

Table 3.1.Share of GDP by industry 1998

%
Agriculture 2.0

Fishing 85 maximum of 716 thousand tons in 1981 but
Fish processing 4.4 has declined to 500 thousand tons in 1998 with
Manufacturing, water and an increase of around 9 percent in 1999.
electricity supply 16.2 Conservation measures led to substantial cuts
Construction 9.1 in cod quotas in early 1990s, cod being the sin-
Trade, restaurants and hotels 139 gle most valuable species in Icelandic waters.
Finance, insurance, real estate The fishing industry offset the cuts by increas-
$?;nl;u5|ne§s services 16.4 ing catches in other marine species and by fish-
portation 9.9 ing beyond Iceland’s exclusive 200 mile fish-

General government 16.2 . . .
Miscellaneous private services ing zone. More eff|C|en_cy has been achle\_/ed
and other activities 792 by selective catches, fish landed by foreign
Imputed bank service charges (3.8) vessels has increased and a larger share of the

catch has been processed domestically. In the
Source:National Economic Institute last couple of years the cod stock has been
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recovering. Apart from groundfish and shrimpbetween companies at market price. The fish-
the most important fish for Iceland’s marindng quotas were originally allocated, free of
sector is capelin, a small fish of the salmogharge, to fishing vessels on the basis of fish-
family. The capelin catch in 1998 was 750ng experience as measured by the average
thousand tons down from 1319 in 1997. Theatch for the last three years before the first
National Economic Institute estimates that thallocation in 1986. A substantial market for
total catch will be 800 thousand tons in 1999%ishing quotas has developed since 1990.
The catches of shrimp, lobster and shellfish The fish processing industry increasing-
have been of substantial value in recent yeahgsrelies on computers, electronics and modern
as well as catches of herring, which used to bmanagement techniques, as well as research
one of the most important fish in the sixtiesand development in biotechnology. The pro-
The production of fishmeal and oil has beeduction systems are flexible and it is relatively
very changeable as shown in Figure 3.2. Wedlasy to divert the raw material to the most
over half of export value is frozen fish but fishprofitable processing method whether it is
on ice and salted fish are also important prdreezing, salting or drying. The technological-
cessing methods. ly advanced fishing fleet includes vessels that
A comprehensive fisheries managemerdan perform high-quality processing at sea.
policy has been developed to manage the fiSthe number of companies in this sector has
stocks. Quotas regulate catches of all the majdeclined but average size increased in recent
species of fish. The total allowable catch igears due to several corporate mergers, but
determined on the basis of biological estimatesdongside this developments the number of
of the status of the fish stocks and forecasts femall private boats that operate close to the
their development in the near future. Thishore has greatly increased in recent years as
quantity is then allocated among individualvell as their share of the total catch.
fishing vessels and the quotas can be traded

Figure 3.1 Figure 3.2
i , Volume indices of marine production
Fish catch of Icelandic vessels 1970-1999 1980-1997
2500 Thous. tons 250 Index 1990=100

[ Herring, capelin and other —Frozen — Salted— Meal and oil

Il Shrimp, lobster and scallop
Il Cod and other demersal fish

200

- /><7\44’//://\
1000+ 100 W
500+ 50 \/ v v
O 0 T T T
1970 75 80 85 90 95 99F 1980 1985 1990 1995

Source:National Economic Institute. Source:National Economic Institute.
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Increased quality and diversificationGovernment, Elkem A/S of Norway and the
extends not only to processing, but also to magumitomo Corporation of Japan jointly own a
keting. Icelandic fish products have beefr2,500 ton ferrosilicon plant, Icelandic Alloys
actively marketed in the United States, Europktd, Jarnblendifélagi¢ at Grundartangi in
and Japan and Icelandic products havdvalfjérdur on the west coast of Iceland. Four
acquired widely established brand namesnedium-sized manufacturing enterprises, a
Progress in the marine industry has to a certafertiliser plant, a cement plant, a rock wool
extent limited the risks associated witlplant and a seaweed meal plant use locally
Iceland’s dependence on export of marinavailable raw materials to produce for export
products as is evident by the rapid adjustmefttock wool, seaweed meal) and the domestic
of the sector to the loss of markets in Japan antarket. The products of other manufacturing
elsewhere due to the recent Asian crisis. industries include fishing gear, packaging for

exports, building components, machinery,
Manufacturing and power intensive equipment repair and maintenance, soap and
industries related chemical products, plastics, ceramics,
The largest manufacturing industries in Icelantpod products, beer, liquor, soft drinks, paint
are based on the extensive use of electrénd furniture.
power. Various small scale manufacturing Geothermal steam has been used suc-
units produce for domestic consumption maineessfully in a diatomite plant in northern
ly but an increasing number is also producintgeland. Geothermal steam is available in sev-
for exports. In 1998, manufactured producteral other places and can be of potential use in
accounted for approximately 22 percent ofnany industries as well as in the productiion of
total merchandise exports. electricity.

The development of power intensive In recent years, there has been a brisk
industries is based mainly on competitive enegrowth of various high-technology industries
gy prices that can be found in Iceland. Theuch as pharmaceuticals, computer software
Government has been encouraging investmeiidustry and biotechnology. These industries
from foreign enterprises to develop such indusre first and foremost based on investment in
tries. Production of aluminium and ferrosiliconhuman capital. Production of equipment and
contributed approximately 1.4 percent to GDRlectronic appliances for fishing and fish pro-
in 1998. The largest manufacturing facility incessing has also developed successfully. This
Iceland is an aluminium smelter located a@levelopment is supported by specialised
Straumsvik near Reykjavik The smelter is knowledge and experience obtained from fish-
owned and operated by the Icelandieries and fish processing.

Aluminium Company Ltd, ISAL, a wholly

owned subsidiary of Alusuisse Lonza AG ofAgriculture

Switzerland. A 60,000-ton expansion of théApproximately one-fifth of the total land area
Straumsvik smelter was completed inof Iceland is suitable for fodder production and
September 1997 bringing total capacity tdéhe raising of livestock. Around six percent of
162,000 tons per year. Nordic Alumin-iumthis area is under cultivation, with the remain-
which is owned by the US company Columbialer devoted to raising livestock or left unde-
Ventures, completed the building the firsiveloped. Production of meat, dairy products
phase of a new 60,000 tons aluminium smelté@nd eggs is mainly for domestic consumption.
at Grundartangiin June 1998. The Icelandic The principal crops are hay and potatoes.
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Vegetables, flowers and even some fruits atas. Imports are likely to increase as tariffs go
cultivated in greenhouses heated with geothedown in line with the WTO agreement on trade
mal water and steam. A fur industry has devein agricultural products.
oped and knitted clothing made of Icelandic
wool is a popular export item. Energy

The agricultural sector has undergonéceland has extensive hydro and geothermal
structural changes in recent years. Demand fogsources. Electric power potential from hydro
traditional products, especially lamb and mutand geothermal sources is estimated to be at
ton, has declined substantially while consum@®0.000 GWh per annum, taking economic and
tion of pork and poultry has risen in line withenvironmental considerations into account. In
increased productivity and efficiency, especiall998, the use of electricity in Iceland was
ly in the production of pork. Price support andipproximately 6,300 GWh per year meaning
export subsidies for the traditional productsthat less than 15 percent of the power potential,
sheep and milk, have been replaced with subs estimated by the National Energy Authority,
sidies in the form of direct income payments thas been harnessed. Furthermore per capita
the farmers. In the agricultural fiscal year frontonsumption of energy is close to being the
October 1997 to October 1998, these direttighest in the world. A new 120 MW
payments are estimated to amount to 42 penydropower station,Sultartangavirkjun was
cent of the farmers’ costs in raising lamb andompleted in 1999.
to 40 percent of the costs in milk production. All towns and villages and virtually all
Subsidies to farmers amounted to about 1farms are connected to the public power utili-
percent of GDP in 1998. Imports of meat, dairyies. All the largest hydroelectric power plants
products and vegetables that compete withis well as the inter-regional power lines are
domestic production are subject to high tariffspwned and operated by the National Power
controls to prevent diseases and seasonal q@empany, Landsvirkjun which is the prime

Figure 3.3 Figure 3.4
Electricity production in Iceland Primary energy supply in Iceland
1960-2005 1960-1997
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Source:National Energy Authority. Source:National Energy Authority.
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supplier of electricity in Iceland. The Statebetween several towns and villages around the
owns 50 percent of the company, the City ofountry.
Reykjavikowns 45 percent and the Township Iceland has numerous harbours that are
of Akureyriowns 5 percent of the company. almost without exception free of ice through-
Hot water from geothermal sources anaut the year. In exceptionally cold years, drift
natural steam is extensively used for residemce from Greenland can close harbours in the
tial heating and cultivation in greenhousesorthern part of the country. The three main
Approximately 85 percent of all householdshipping companiesEimskip Samskipand
are heated with geothermal energy. In industriyesskip operate regular shipping routes to the
geothermal heat is mainly used for the dryingnajor ports of Europe and the United States.
of seaweed and for the production of diatomite On the first of January 1998 the Post
and salt. and Telecom Iceland was divided into two sep-
Almost all of the electricity consumed isarate entities, Iceland Post and Telecom
produced from indigenous energy resourcef;eland. The telephone and telegraph system,
hydro and geothermal energy. Oil is only usedperated by Telecom Iceland, is both extensive
to meet peak demand and as a reseramd modern, with satellite earth stations, opti-
resource. Imported oil is used mainly in transeal fibre cables, and an extensive cellular
portation, for the fishing and commercialmobile phone system. Iceland Post and
fleets and the industrial production of fishTelecom Iceland are limited liability compa-
meal and fish oil. Oil imports (fuels and lubri-nies owned by the Icelandic State. A private
cants) accounted for around 5 percent of tifem, Tal hf, started to operate in 1998 offering
total value of merchandise imports in 1998, a8SM services in competition with Telecom
compared to 19.3 percent in 1979 when olceland.

prices were exceptionally high. The Public Broadcasting System,
Rikisutvarp operates two radio channels and
Transport and communications one television channel, reaching virtually the

The domestic transportation network conwhole country.islenska Utvarpsfélagids a
sists of roads, air transportation and coastptivate company that operates two television
shipping. Car ownership is widespreadchannels and two radio channels. In addition,
Iceland had 434 passenger cars per 1,06@ere are several private radio stations and a
inhabitants in 1994 as compared to the Unitef@w local television stations.

States that had 565 and Denmark 312 Several

airlines operate in Iceland. Icelandair,The labour force

Flugleiair, is a private company with interna-In 1998 the total Icelandic labour force was
tional routes and direct flights from Iceland tcestimated to be 135,021 man-years. The over-
a number of cities in Europe and the Unitedll participation rate has increased consider-
States. Air Atlanta mainly operates as chartexbly in the last decade, primarily due to
airline on international routes outside Icelandncreased participation of women. In Iceland,
Some foreign airlines also operate routes tapproximately 82 percent of the population
Iceland with maximum activity during the between the age of 16 and 74 belong to the
summer. The domestic market is dominated Hgbour force. Women accounted for 43 percent
two airlines namelyFlugfélag islandsthat is  of the total estimated labour force in 1998. The
owned by Icelandair ani$landsflug another participation rate for both the elderly and the
private company. Both airlines run routegoung is relatively high compared with neigh-
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bouring countries. In July 1999 unemploymentew tourist activity that has been growing rap-
was 1.7 percent of the labour force as meawlly in recent years. Conditions for whale
ured in man-years, 1,718 females and 848atching in Iceland are among the best in the
males. The working week in Iceland is considworld.
erably longer than in other OECD countries. Many important structural changes have
Early retirement is rather uncommon, retirebeen implemented in the financial sector in the
ment age is between 65 and 70. last decade. Among these are interest rate lib-
Most Icelandic employees are membersralisation, elimination of automatic access to
of trade unions. The majority of the largetthe Central Bank facilities by the Treasury, lib-
trade unions of private sector employees akralisation of foreign exchange regulations and
affiliated with the Federation of Labour. Mostestablishment of foreign exchange market.
of the trade unions of public sector employeealso the establishment of a stock exchange,
are affiliated either with the Federation ofthe development of secondary markets for pub-
Public Employees or the Federation ofic and private bonds. Liberalisation of invisi-
University Graduates ble transactions, long-term capital movements
and cross-border financial services, as well as
Service industries the development of various new financial
The tourism sector has been one of the fastésstruments. The Banks and specialised finan-
growing industries in recent years. Foreign viseial institutions are capable of offering a full
itors in 1998 numbered 232 thousand, conrange of financial services needed by enter-
pared to 129 thousand in 1987. The foreigprises whether they are producing for the
exchange revenues generated by tourism @domestic market or foreign markets. In addi-
1998 amounted to approximately 12 percent difon to financial services there has been rapid
the total foreign exchange revenues of thgrowth of other business services including
economy. Whale watching is an example of aomputer services and software development.

Table 3.2.Percentage breakdown of employ- The environment

ment by industries

Man-years

1990 1996
Agriculture 55 4.2
Fishing 5.6 5.1
Fish processing 6.0 6.0
Manufacturing other than
fish processing 12.7 11.6
Construction and energy 10.1 8.8
Trade, restaurants and hotels 14.3 15.0
Communication 6.9 6.9
Finance, insurance
and business services 8.2 8.7
Public sector 18.3 19.8
Miscellaneous 12.3 13.7
Total 100.0 100.0

Source:National Economic Institute

Compared to other industrial countries, Iceland
is relatively unpolluted and faces few immedi-
ate environmental problems. Electricity and
geothermal heating, Iceland’s main energy
sources, are generated by the use of renewable
resources. Utilisation of hydro power, howev-
er, requires the building of dams and large
reservoirs that can affect the landscape. The
acid disposition over Iceland is very low, due
to Iceland’s geographic location and the limit-
ed emissions of pollutants. Emission of green-
house gases from Iceland in the year 2000 are
predicted to be 15 percent higher than in the
year 1990. If emissions from new power inten-
sive industries are excluded, emissions in the
year 2000 will not exceed the 1990 level. The
emission limit set for Iceland in the Kyoto
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Protocol for the period 2008-2012 amounts ttceland is believed to be relatively unpolluted.
a 10 percent increase from the 1990 levels. TI8oil erosion is still a problem especially in
largest emittant is the fishing fleet, then thareas used for sheep raising. Considerable
transport sector and thirdly various industrialvork is being carried out to regain badly erod-
processes. The marine environment arouret land.



4. Foreign Trade

The foreign trade of Iceland is characterised by The growth of the export sector largely
a relatively high ratio of trade to gross nationdetermines the rate of growth of the economy as
al product, a high ratio of primary exportsawhole. Imports and exports of goods and non-
concentration in export production, geographifactor services averaged 67 percent of GDP
cal concentration of export markets and limitduring the period 1990 to 1997. Growth of
ed intra-industry trade and specialisationexports averaged 3.0 percent per annum during
These are trade characteristics that can gené#ris period and imports grew by 2.8 percent
ally be found in small economies. while GDP grew by 2.0 percent. From 1945 to
Iceland imports a wide range of manu1997 exports grew by 4.6 percent per annum
factures, raw materials and food stuffs. Then the average while GDP grew by 4.0 percent.
great variety of imports needed results from In figure 4.1 the relationship between
the small size of the economy, limited manthe growth of gross national income and real
power and a limited range of natural resourcesxport income since 1975 is shown.
In table 4.1 imports and exports by main eco-
nomic categories are shown.

) Figure 4.1
Table 4.1lmports and exports by economic Growth of real export income and
category, 1998 . .
gross national income
Billions of krénur CIF FOB —GNI —REI /
120 ~
Food and beverages ~ 16.0 86.3 100 A /
Industrial supplies 46.1 42.7 / N\
Fuels and lubricants 8.9 0.1 80 ~
Capital goods 44.7 2.4 ﬁ'\/
Transport equipment  27.6 24 60
Passenger motor
cars excl. busses  11.8 - 40
Consumer goods 324 1.9 20
Other 0.3 0.8
Total 187.9 136.6 0 ; ; ; ;
1975 1980 1985 1990 1995 2000
Source: Statistics Iceland Source:National Economic Institute.
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Real export income is calculated byably in recent years, mainly due to a substan-
dividing the index of export income by thetial increase in tourism.
index of import prices. Real export income is a Free international trade is of paramount
proxy for the buying power of exports andmportance to Iceland. The dilemma faced by
reflects in some cases better the developmeahie small economy is that to obtain some
of the export sector than volume indices, especonomies of scale in production the country
cially when the volume of exports is verymust specialise in few export items in which
volatile, in the case of Iceland, due to largéhe country has a comparative advantage but at
swings in fish catch. The growth trend of reathe same time this specialisation makes it more
export income averages 2.8 percent per annurrulnerable to external market instabilities. Ice-
Periods of slow growth were often due tdand has increasingly supported and participat-
reduced fish catches or fall in prices of marined in international efforts aimed at freer trade
products. Promising new export products thdioth at the regional and international level.
are being developed in fisheries equipment, Iceland made a free-trade agreement
pharmaceuticals, software and biochemistryith the European Union in 1972, under which
should help to stabilise export earnings. tariffs on most industrial products were

Growth of export in services, especiallremoved. Under the agreement on the
tourism, has been rapid in the last decad&uropean Economic Area (EEA) between
Growth of services has helped to diversifEFTA and EU, effective January 1, 1994,
the export industries and made the econonigeland and other EFTA countries generally
less vulnerable to supply and demand condparticipate in the free cross border movement
tions in the marine industry. Revenues fronof capital, labour, goods, and services within
the export of non-factor services account fothe EEA. Certain provisions are subject
close to one third of Iceland’s total exporto implementing legislation in Iceland and
earnings. Service income has risen considegisewhere. A free trade agreement is being

Figure 4.2 Figure 4.3

Volume growth of export of goods and Geographical division of merchandise
services 1988-1998 trade in 1998

\ \
W Imports

W EXxports

Index, 1990=100
180

—Goods — Services /
150 /
120

90

60 Netherlands

Nordic countries

30
Other

0 — . . :
1988 90 92 94 96 98 99P 0 5 10 15 20 25 3™
Source:National Economic Institute. Source:National Economic Institute.
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negotiated between the EFTA countries andere highly unstable when merchandise
Canada. exports were mostly fish products but in recent

Tariffs in Iceland on most industrial years the terms of trade have become more sta-
products have been greatly reduced as a redhbie. This increased stability reflects increased
of EEA, EFTA and WTO membership. Onlydiversification in the export industries but
certain agricultural products are still subject tanore stable import prices especially oil prices
high tariffs but they will be gradually loweredhave also contributed to this trend.
in accordance with the WTO agreement on
trade in agricultural products. Tariffs and
import levies on general imports and cars cor
stitute between 4 and 5 percent of Treasut
income.

In 1998 over two thirds of merchandise | ;,, Index, 1990=100
exports went to the countries within the
European Economic Area and almost twc | 120
thirds of imports originated in the EEA. | ., f/\/—\\_/\/\
Currently, Iceland’s largest trading partners ar /\ ﬁ
the United Kingdom, Germany, the United | 80 \/\/‘v
States, and the Nordic countries (Denmark
Finland, Sweden and Norway) as is shown i
figure 4.3. Iceland has traditionally had a tradi | 40
surplus with Japan (except in 1998), UK anc
the United States, but a large deficit against tF
other Nordic countries. 0

In Figure 4.4 changes in terms of trade
over a long period are shown. Terms of trad

Figure 4.4
Terms of trade in goods and services
1945-1999

60

20

45 50 55 60 65 70 75 80 85 90 95
Source:National Economic Institute.




5. Monetary and Exchange Rate Policy

The main monetary policy objective is priceformulation of the exchange rate policy. The

stability. A stable exchange rate is the intermgsresent policy specifies a fluctuation band of +

diate target of monetary policy. The Centrab percent from a central rate. The band is based
Bank is responsible for implementing moneen a trade weighted index. The exchange rate
tary policy. The Central Bank mainly pursue®f the kréna is determined in an interbank mar-

its monetary policy by indirect means througlket. The Central Bank will use its instruments

market operations, primarily in the moneyn the interbank market to keep the exchange
market and the inter-bank market in foreigmate within this range.

exchange. The instruments used by the Central The Treasury and several government

Bank are its own interest rates (repo anthstitutions have bank accounts with the

overnight rates) and access to Central Bar®entral Bank, which acts as banker, economic

financing granted to banks. adviser and fiscal agent for the Government.
The Treasury had unlimited access to a short-
The Central Bank term overdraft facility with the Central Bank

The Central Bank of IcelandSedlabanki

islands was established in 1961. The Board ¢
Directors (consultative) is elected by the
Parliament for a term of four years. The
Minister of Commerce and Banking appoints

Table 5.1. Money supply, 1997 - 1998

Billions of krénur,
end of period 1997 1998

the Governors of the Bank. The Central Ban ngtes and coins 5.8 6.3
of Iceland performs all traditional central pemand deposits 42.6 51.9
banking functions. Through market operationsMoney supply, M1 48.4 58.2
the Central Bank conducts monetary polic'General savings deposits 68.3 73.3
consistent with the goal of maintaining lowMoney supply, M2 116.7 1315
inflation. The Central Bank holds and manage Time deposits 82.7 99.5
the nation’s foreign exchange reservesMoney supply, M3 199.3 230.9

Moreover, the Central Bank acts as the bo Percentage increase. 12 months:

rowing agent for the Republic of Iceland inMoney Sl?pply M1 ' 17.'4 166

international capital markets. Money supply: M3 92 14.6
The Central Bank has decisive influ-

ence, subject to Government approval, in thsource: The Central Bank of Iceland.



26 The Economy of Iceland, August 1999

until 1992 when an agreement on Central Bankarket through market operations to affect the

credit accommodation was reached betweataily exchange rate of the kréna.

the Central Bank and the Minister of Finance The currency basket, shown in figure

that terminated this facility, requiring the5.1 is composed of 9 currencies, weighted in

Treasury to meet all its borrowing through theerms of the respective country’s share in trade

financial market. of goods and services. The basket is revised
The Central Bank conducts active busience a year based on the composition of the

ness with commercial and savings bankgrevious year’s trade.

being a lender of last resort, a clearing agent

for checks as well as a provider of liquidity.Table 5.2.Foreign exchange reserves of the

The Central Bank imposes a reserve requirCentral Bank

ment on all commercial and savings banks,

the present amounting to 1.5 or 4.0 percent Millions of kronur,

total disposable funds, depending on maturitjend of period 1997 1998
The Central Bank ceased its operations as ,qss reserves 27.805 29753
market maker for Treasury bonds and Treasu gq)q 187 194
notes in early 1996 but still acts as a markigspr 1 1
maker for Treasury bills. IMF reserve position 1,018 1,022
A stable exchange rate is the intermediDeposits and securities 26,599 28,534

ate target of the Central Bank’s monetary poli
cy. The market forces have direct influence oConversion rate:
the determination of the exchange rate in thKronur per US$ 71.98 69.32
interbank market for foreign exchange, but th
. . . - Source:The Central Bank of Iceland.
Central Bank is equipped to intervene in the
Iceland presently has a quota of Special
Drawing Rights (SDR) 117.6 million in the
International Monetary Fund. Since 1962, the
Central Bank has been a party to an agreement
between the Nordic central banks which con-
zﬁto}, sists of an exchange of credit lines, allowing
each of the banks to draw on the others on a
short-term basis in times of temporary foreign
reserve shortage. According to the current
agreement the Central Bank of Iceland can
draw up to ECU 200 million. In addition, the
Central Bank has access to committed inter-
bank lines for a total amount of US$275 mil-
lion and uncommitted interbank lines with a
number of international banks.

Figure 5.1
The currency basket in 1999
Based on 1998 trade figures

EUR
34,4%

S, 0 4T Monetary policy instruments

The main monetary instruments are the Central
Bank interest rates, money market operations

Source:Central Bank of Iceland.
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and intervention in the foreign exchange mainterest rates, leaving the expected nominal
ket. The Central Bank sets its own interestield unchanged. This is in line with the offi-
rates independently but the use of some of itdal policy of reducing the scope of indexation
instruments is subject to ministerial consentn the financial system.
the most important being the reserve require- With an establishment of an overnight
ment. .The Central Bank offers lending facili-credit facility in March 1998 the Central Bank
ties to credit institutions and sets reservhas effectively created a corridor for money
requirements. Financial institutions are free tmarket rates setting an upper limit to their
set all their interest rates, with the exceptiomovements. The interest rate paid on current
that the Central Bank decides penalty interesiccounts of credit institutions provides the
rates on overdue payments. lower limit. The main changes as regards the
In the first half of 1998 the Central Bankrepurchase facility are twofold. First the tap
of Iceland made significant changes to its moravailability of repurchase contracts was dis-
etary policy instruments, modelled on the decieontinued, and second, the eligible collaterals
sions taken for the European Central Bankvere expanded to include all government reg-
The reform was not intended to alter the moristered securities on the Iceland Stock
etary policy framework. The operating vari-Exchange. This imposes a significant widening
able of the Central Bank continues to be shorbf the eligible collateral as only treasury bills
term interest rates with the repo rate as thand Central Bank Certificates of deposits had
main signal variable. The main objective of théeen eligible previously. The tap availability
reform was twofold: First, to level the playingwas replaced by regular weekly auctions where
field of credit institutions in the domestic marthe Central Bank announces beforehand
ket and their access to the Central Bank facilivhether the auctions will be repurchase or
ties, and second, to create operating conditionsverse repurchases auctions. The Bank can
for domestic credit institutions similar to thosevary the auction form between a volume tender
prevailing in the European Economic Areato fixed price auctions, the latter being the rule.
Other aims were also kept in mind, such as to This new agreement will enhance
simplify the policy instruments, to enhance th€entral Bank discretion and stimulate inter-
Central Bank discretion in carrying out monebank market activity. The older arrangement
tary policy and to stimulate the development afade the Central Bank the hub for intermedia-
the money market, not least the interbank mation of short-term funds between credit institu-
ket and the secondary market for governmetibns. With the repo window open only once a
securities. week the credit institutions are encouraged to
An important change was the expansioenter the interbank market to takeup or place
of the reserve base, both in terms of coveraghort funds.
of institutions and types of liabilities. To com- The changes made to the Central Bank
pensate for the expansion of the base, tliestruments in March 1998 put increased pres-
reserve requirement ratio for longer-term liasure on interbank market reform and led to the
bilities was lowered from 2.5 percent to 1.5ssuance by the Central Bank of new rules for
percent. This left the reserve requirement dhe interbank market. These became effective
the deposit money banks, already subject fo early June and eight credit institutions are
reserve requirements, more or less unchangethw active members in this market, four com-
The remuneration of required reserves wawmercial banks, two investment banks and two
also changed from indexed terms to nominaavings banks. The interbank rates are called
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REIBOR and REIBID. The trading volume innection with trade in goods and services are
the interbank market started to rise followingalso fully liberalised.
the change in monetary policy instruments in Direct investments and purchases of res-
March 1998 but after the new arrangementence abroad by Icelanders are fully liber-
became effective, trading volume increasedlised. However, there are still restrictions on
dramatically. direct investments by foreigners in three sec-
In the first half of 1999 the Central Banktors; fishing and fish processing, the energy
set new liquidity requirements for credit insti-sector, and aviation:
tutions. Those rules are prudential, aimed to Direct investments by non-residents in fish-
ensure that credit institutions have at all timeig and fish processing is prohibited, indirect
enough liquidity to be able to meet their obliinvestment is limited to a maximum of 33 per-

gations. cent.
« Investment in energy production and energy
Capital movements distribution in Iceland is allowed to residents

Rules and regulations governing inward andnd companies residing inside the EEA.

outward capital transactions in Iceland hav&esidents and companies residing outside the
been gradually liberalised. The final step in thEEA can apply for such rights, by having such

liberalisation of external capital movementsnvestment contracts approved by the parlia-
was taken on January 1, 1995, when all restrigaent.

tions on short-term capital movements were Investments by residents outside the EEA in
abolished. The regime on external capitakviation companies are restricted to 49 percent.
movements in Iceland is now in full accord Foreign borrowing by the Treasury and

with the EEA agreement and the regime in thgovernment institutions requires authorisation

EU countries. Foreign exchange conversiorBy the Parliament. These authorisations are
for current payments are unrestricted since listed in the annual budget approved by the
new Act on Foreign Exchange and thdarliament. In addition, there is a standing

Regulation on Foreign Exchange becamauthorisation to refinance outstanding public

effective on January 1, 1993. Payments in colebt.



6. Financial Markets

Over the last decade the Icelandic financiaCredit institutions

system has undergone an important transitiomhere are four commercial banks in Iceland,
generated by liberalisation and legislativewo are state-owned corporatiohsindsbanki
reforms. The current Central Bank Act wagslandsandBunadarbanki islandsone is a pri-
adopted in 1986 and at the same time the finghte limited liability companyjslandsbanki
phase in the deregulation of interest rates wasid one, Sparisjodabanki islandglcebank
completed. In the mid-eighties the Iceland.td.), is owned by the savings banks. Three of
Stock Exchange was established, securitige four commercial banks perform all the tra-
companies emerged and the first mutual funditional banking operations, accept deposits,
were established. Towards the end of thgrant credit, deal in foreign currencies and
decade a process of rationalisation in the baniraintain accounts with correspondent banks
ing sector took place through mergers. A newbroad. The two state-owned commercial
Foreign Exchange Act entered into force ithanks where converted into limited liability
November 1992, implementing a policy of acompanies as of the beginning of 1998.
phased elimination of foreign exchanganitially the state was the sole owner, but there
restrictions by the beginning of 1995. The BlSvas an authorisation to sell new equity up to
standard for rules on capital adequacy of con35 percent of the current equity position. A
mercial and saving banks became effective ipublic offering of 15 percent of new equity in
the beginning of 1993. In connection with the@_andsbanki Islandscame to market in
agreement on the European Economic AreSeptember 1998. A similar offering of equity
(EEA) a new legislation was enacted in 199t the Bunadarbankicame to the market in
based on EU financial directives. This include®ecember. The Icebank functions on behalf of
acts on commercial and savings banks, othéife 29 savings banks as their banking institu-
credit institutions, securities transactionstion. The savings banks are generally private
mutual funds and the Iceland Stock Exchangstitutions with local operations and they per-
With this legislation stricter rules have beerdorm most traditional banking operations. In
adopted to ensure the economic health efddition to commercial and savings banks
banks and other financial institutions, includthere are two other types of deposit receiving
ing rules on a minimum capital ratio and expoinstitutions, namely the savings departments of
sure to risk. Bank supervision which is in thehe co-operatives and the Post Giro.

hands of the Financial Supervisory Authority The new incorporated investment bank
was also strengthened. Fjarfestingabanki atvinnulifsins hicreated by
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a merger of four investment credit funds anfinancial instruments that the government,
initially fully owned by the government, hasmunicipalities and financial institutions have
operated since the beginning of 1998. Almosiffered on the market. The bond market has
half (49 percent) of the government’s shares icontinued to develop as well as money and
the bank have been sold with an equity issuerjuity markets. Two milestones in the devel-
on the market. Parliamentary approval haspment of the bond market were the introduc-
been granted for the sale of the remaining equion of the housing bond system in 1989, with
ty. A new State Housing Fund started to opetradable securities, and Government securities
ate at the beginning of 1999 replacing the prexuctions where Treasury bills, Treasury notes
vious housing institution. The new fund isand Government savings bonds have been
based on legislation, approved by theffered inregular auctions since 1992. In 1985,
Parliament in June 1998, that is aimed at ratisnarketable bonds and money market instru-
nalising the existing state housing fund systenments were equivalent to 6 percent of GDP, but
The three operating leasing companies haw the end of 1998 they amounted to over 60
recently diversified their activities by grantingpercent of GDP.

loans in addition to making conventional leas- The extensive practice of indexation of
ing contracts. financial obligations in Iceland has been one of

the main characteristics of the domestic finan-
The securities market cial market. Indexation was brought into the

The securities market has expanded rapidly financial market during a period when Iceland
recent years. Since 1964 the Government hasffered a high rate of inflation. The two-tier
issued indexed Government bonds, and in tleystem of indexed and non-indexed obliga-
1980s a secondary market for these bondi®ns has tended to cause nominal interest rates
began to develop. In recent years, there h&s change in accordance with inflationary
been an increase in the variety and volume tfends rather than as a reflection of changes in

Table 6.1. Selected market securities

Millions of kronur, end of year 1994 1995 1996 1997 1998
Treasury bills 14,630 15,459 16,803 12,296 15,207
Bank bills 1,682 4,028 8,106 13,427 7,968
Treasury bonds 72,474 77,959 77,360 86,925 84,960
Treasury notes 5,550 6,577 10,349 13,280 19,602
Bank bonds 20,655 20,067 24,062 27,307 45,045
Housing bonds 64,739 77,637 92,052 107,852 127,238
State housing fund bonds 7,738 7,603 13,013 17,716 23,832
Bonds issued by other inv. credit funds 11,941 17,497 17,235 17,169 19,818
Bonds issued by leasing companies 6,106 4,866 6,903 8,533 7,671
Mutual funds units (open-end) 16,289 14,517 20,533 33,397 72,644
Shares (market capitalisation) 45,909 65,327 94,802 151,009 231,402

Source: The Central Bank of Iceland
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credit supply and demand. As price stabilitextend credit to members. About 20 percent of
has taken firm hold, indexation is recedindheir assets are in Icelandic and foreign equity
from the short end of the financial market. and in mutual funds. In recent years the pen-
The Iceland Stock Exchange was estalsion funds have started to invest in foreign
lished in 1985 and now operates under nesecurities.
legislation adopted in 1998. The new act In 1985 mutual funds were first estab-
required the Icelandic Stock Exchange to blshed in Iceland. There are now eleven closed-
converted into a limited liability company end mutual funds in operation. They are limit-
(implemented in 1999), abolished its monoped liability companies, and nine of them are
oly on exchange activities but at the same timguoted on the Iceland Stock Exchange. There
gave it increased room to grow and offer neware eight open-end mutual funds that are oper-
services. Currently there are twenty membemted in 32 divisions. One credit institution,
of the Exchange, including the Central BankiKaupping also operates mutual funds quoted
all the commercial banks and securities houses the Luxembourg Stock Exchange.
and some savings banks. Among securities  There are now 15 insurance companies
listed on the exchange are the stocks of aroutidensed to operate in Iceland. Three of them
70 companies, government bonds, notes aage life-insurance companies, representing
bills and various private bond issues, primarilynly 4.5 percent of total assets of the compa-
by credit institutions. Listing on the Exchangeies. One reason for the relatively small share
is subject to listing requirements set by thef life insurance can probably be traced to the
Exchange, including disclosure requirement&mployees’ compulsory membership in pen-
Turnover on the exchange has risen rapidly ision funds. About half of the insurance compa-
recent years. At the end of 1998, the marketies’ portfolio consists of marketable securi-
capitalisation of listed securities was 633 bilties, which make them fairly sizeable investors
lion krénur or seven percent above GDP. Gh the Icelandic securities market. In addition,
this sum 369 billion krénur were bonds, 232126 foreign insurance companies have licenses
billion kronur equities, and 32 billion kronurto provide services in Iceland, of which two
money market instruments. The largest broketsave established branches.
have operated a non-regulated over-the-count-
er (OTC) market for non-listed shares sinc&upervision and regulations
1992. The Stock Exchange allowed its meniFhe Bank Inspectorate of the Central Bank and
bers to utilise the Exchange’s trading systertihe Insurance Supervisory Authority merged

for the trading in this market. into a separate entityrjarmalaeftirlitio, the
Financial Supervisory Authority (FSA), on 1
Institutional investors January 1999. The FSA has a Board of Direct-

Currently there are 65 pension funds imrs appointed by the Minister of Commerce.
Iceland. Their number has decreased in recefihe institution supervises commercial banks,
years due to mergers. The pension fundsvings banks and other credit institutions,
receive payments from employers and employrsurance companies, companies and individu-
ees and are the most important source of longls acting as insurance brokers, undertakings
term finance in the country. The pension fundengaged in securities services, mutual funds,
have traditionally invested in bonds issued bynanagement companies, stock exchanges and
the Treasury, other financial institutions,other regulated markets, central securities
municipalities and companies. They alsaepositories (CSD) and pension funds. The
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Financial Supervisory Authority also supervisfor credit institutions and securities firms are
es other activities which the institution has beebased on the Basel guidelines and the EU cap-
authorised in accordance with special laws. ital adequacy directive, with a minimum capi-
The main task of the Financial Superial ratio of 8 percent. According to rules that
visory Authority, is to ensure that the activitiegshe Central Bank has imposed, commercial and
of the above institutions and firms are consavings banks are limited in their foreign
ducted in accordance with the relevant lawsxchange exposure to 30 percent of equity as
and regulations, and that they remain sound gtefined by the Capital Adequacy Rules (CAD)
other respects. These institutions and firms arales. The same applies to indexed assets and
obligated to provide all the information con-liabilities.
sidered necessary by the Financial Supervisory  There are deposit insurance schemes in
Authority to facilitate statutory supervision offorce, one for the commercial banks and anoth-
their activities. er for the savings banks. In recent years the
The Icelandic legislation and regulationscommercial and savings banks have annually
regarding credit institutions and other financiatontributed 0.15 percent of their deposits to
institutions have been adapted to the varioukhese funds. The present law stipulates that the
regulations and directives of the Europeaimsurance fund of the commercial banks is a
Union as a consequence of Iceland’s participgtovernment entity while the insurance fund of
tion in the European Economic Area . the savings banks is a private institution of
The current rules on capital adequacyhich all savings banks are members.



7. Public Finance and Foreign Debt

A primary goal of policy makers has been tin the early 1990’s, the reduction in capital
cut down government expenditures to elimitransfers is concentrated in agriculture and
nate the fiscal deficit. The fiscal deficits anchousing. On the revenue side, there is a clear
public debt in Iceland have been well belovswitch from indirect taxes on goods and serv-
the OECD average and Iceland has fully metes to direct taxes on income and wealth, the
the Maastricht criteria for general governmenincrease occurring mostly through broadening
finances since 1995. The financial balance alf the tax base rather than rate hikes.

the general government in 1999 is expectedto  The most obvious reasons why the
be in surplus of around 1 percent of GDP. Prdeelandic government sector is smaller than
liminary estimates put total Treasury debt ahose of European neighbours is a much small-
235 billion krénur at the end of 1998 ander welfare sector than in the other Nordic coun-
according to debt repayment plans, it shoultties, for example. More precisely, expenditure
fall to around 217 billion krénur by the end ofon unemployment benefits are a significantly
1999.

The size and nature of the Icelandic gov-
ernment sector

Compared to European countries, Iceland has
relatively small public sector, which has
shrunk in recent years relative to GDP. Ex
penditures have fallen from a relatively stead
40 percent of GDP in the period 1988-1994 t
an estimated 36.5 percent in 1998 while re\
enues have held steady between 36 and 37 p
cent of GDP. In this process a serious fisci
deficit has been corrected. During this periot
of declining expenditures, government con
sumption has actually increased while currer
transfers have hardly budged. Subsidies, fixe
investment and capital transfers have borr
most of the decrease. The reduction in subs
dies ties in with changes in agricultural suppol

Figure 7.1
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smaller percentage of GDP in Iceland than ifor the police, courts and foreign service, high-
the Nordic countries (0.7 percent of GDP vser education, health service, institutional care
3.4 percent ). The same goes for total pensidar the disabled and elderly and general sup-
payments, even if private sector pension fundgsort and services for industry. It administers
are included (7.7 percent of GDP vs 15.3 pebasic old-age and disability pensions, means
cent ). Lower expenditure on unemployment itested rebates on housing related interest pay-
easily understood given the low unemployments and means tested benefits to families
ment rate and relatively low payments to eaclith children. By the latest figures, total
unemployed person. A younger population anexpenditures of local governments run around
a higher retirement age partially explain lowefO percent of GDP as against a central govern-
pension expenditures, while the rest is due tment budget of 27 percent of GDP.
lower payments per recipient.

The budget process of the Central
The division of responsibility Government
The local authorities are responsible for stredthe Icelandic Constitution requires the autho-
construction and planning, for education fromisation of the Parliamenglpingi, for all cen-
pre-school through the 10th grade, for welfargal government expenditures, taxation and
services of all kinds, in particular for the caréyorrowing. The fiscal year coincides with the
for the disabled and elderly outside institucalendar year. The budget proposal for the
tions, and for solving housing problems otoming year is presented to the Parliament at
those who cannot find housing on their own. lithe beginning of each regular session in early
the area of welfare, local governments provid®ctober and usually passed by the third week
supplementary assistance to general programt December. A supplementary budget bill is
of pensions otherwise run by central goverraimost invariably introduced in the next fall
ment. The centre, by contrast, is responsibiession and a third bill accompanies the

Figure 7.2 Figure 7.3

General government welfare Welfare expenditures by category 1996:
expenditures in selected OECD countrie Iceland vs. Nordic countries % of GDP
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accounts of each year into the parliament. Thecomes are charged an additional 7 percent .
use of supplementary appropriations haA tax credit of 280 thousand kronur per year
become more measured with the slowing dfmplies that individual incomes are tax free up
inflation in this decade. The central governto annual income of around 1 million krénur or
ment's accounts are subject to audits and coh4 thousand US dollars. For individuals with
trol by the General Auditor's Office, lower income, the tax credit applies towards a
Rikisendurskoduynwhich is an independent flat local government income tax which ranges

entity under the Parliament. from 11.24 to 12.04 percent, depending on
municipality. Accordingly, individuals with
Accounting standards income up to the equivalent of around ten

Fundamental changes were made to the prehousand dollars per annum are exempt from
entation of the budget and the central govermeneral income taxes. The combined average
ment accounts in the beginning of 1998. Themate of general and municipal income taxes has
are three changes: First, the budget is now prieeen reduced in steps from 42 percent in 1996
sented on accruals basis, containing authorisi@ 38.3 percent at the beginning of 1999.
tions to commit to expenditures. The governburing this adjustment period, the share of
ment accounts have been based on accruldsal governments has risen relative to the
since 1965, but the budget previously corntreasury share to compensate for increasing
tained authorisations for payments. The differresponsibilities of local government in the area
ence between payments and accruals is quité education.
significant at times for items such as interest Interest, dividend and rental income of
on bullet bonds, increases in pension liabilitiemdividuals, as well as capital gains up to 3 mil-
and write-offs of tax claims. Second, the budgion kréonur, are exempt from the general
et now itemises grants for numerous activitiemcome tax and from municipal taxes, but carry
which were previously off-budget but financeda lower tax of 10 percent .
by levies set by law. Third, significant expen- A net wealth tax of 1.2 percent is
ditures which were previously shown as subassessed to net assets above 3.7 million kronur
tracted from revenues are now shown explicifor individuals while net wealth beyond 5.3
ly as expenditures. These expenditure itenmillion is taxed at 1.45 percent .
include child benefits and housing benefits as Corporations pay a 30 percent tax on
well as payments to the church and other estaprofits. This rate has come down from 50 per-
lished religious groups. These changes, whiaent in 1991. Capital income of corporations
were put into effect with the 1998 budgetare treated like other revenue for tax purposes
boosted the total budget numbers by 20 percesutd corporations pay a 1.2 percent tax on net
and treasury account totals by somewhat lessvealth.
A payroll tax of 5.44 percent is charged

The Tax system on most wages, while certain basic or impor-
The Central government, as represented by tkant industries pay 4.69 percent. The final step
Treasury, derives over 90 percent of it's revef a harmonisation process will implement a
enue from taxes, of which 28 percent comesingle rate of 5.14 percent at the end of 1999.
from direct taxes on income and wealth and 6Resides the tax, employers must also con-
percent come from indirect taxes. tribute at least 6 percent to a pension fund to

A 27.4 percent tax is levied on personamach an employee contribution of at least 4
incomes up to 3.1 million kronur, while higherpercent. Although membership is mandatory,
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operations of pension funds are regulated aricbm excise taxes and import duties has fallen
their charters must be approved by th&om around 1.5 percent and 3 percent of GDP
Treasury, the funds are independently managé&dthe early 1980’s to around 0.5 and 0.4 per-
and considered independent of government. cent in 1998.

The largest single source of treasury rev- There is a stamp duty on larger financial
enue is a value added tax, which is levied &tansactions as well as on most bank transac-
24.5 percent on most goods and serviceions. Taxes on the ownership of motor vehi-
Services of hotels and guesthouses, broadcastes and excise taxes on gasoline make up
ing services, newspapers, heating fuel aruketween 7 and 8 percent of Treasury revenue,
foodstuffs are taxed at 14 percent , while cemwhile between 4 and 5 percent is derived from
tain services, including health service and pasharges on the sale of alcohol and tobacco.
senger transportation, are exempt. The taxes described above account for

Excise taxes were levied on a range adround 95 percent of Treasury tax revenue.
goods at three rates, while some goods akon-tax income accounts for 7 to 10 percent
charged unit fees. The custom duty is in thef Treasury revenue and consists mostly of
range of 0-30 percent, but most imports fronmterest income, dividends, profits from sale of
EFTA and EU countries are exempted from thgovernment assets and charges for services.
duty. With the implementation of the EEA
agreement as of January 1, 1994, all custohocal government finances.
duties on industrial goods, imported fromAt the beginning of 1999, Iceland was divided
countries that have implemented the EEAnto 124 municipalities, of which 9 have popu-
agreement, have been abolished. The revenla¢ion exceeding 5000. The number of munici-

palities has decreased from 224 in 1980 due to
mergers. In the same period, the municipalities
Table 7.1Composition of general govern- have taken on increasing responsibilities, espe-

ment revenues and expenditures cially in the area of compulsory education,
while in area of health care, some tasks have
Percent of GDP 88-94 97-99 change been handed over to central government. The
expenditures of local governments have
Direct taxes 129 16.4 35 expanded from around 6.5 percent of GDP in
Indirect taxes 21.2 180 -3.2  the early 1980’s to 9.5 percent of GDP in the
Property income 26 21 -05 |ate 1990's, with increased education responsi-

Other nontax revenue 0.1 0.1 0.0 pjjities accounting for more than 1 percent of

Total revenue 36.7 366 -01  Gpp The composition of local government
Government final expenditure is described in the accompanying
consumption 19.9 20.9 1.0 chart. .. ) ) .
Interest payments 36 30 -07 The municipal income tax is the major
Subsidies 32 18 -1.4  source of local government revenue, account-
Current transfers 73 68 -0.5 Iing for 66 percent of total revenue in 1997,
Fixed capital formation 4.1 3.1 -1.0  while real estate taxes account for an addition-
Capital transfers 29 14 -15 al 12 percent. Income from local government
Total expenditures 40.3 363 -4.0 enterprises and other property accounts for 6

percent and grants from the municipal equali-

Source:Central bank of Iceland sation fund for another 5 percent.
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The finances of central and local govthe main rural distributor of electricity, are
ernment are interrelated in many ways. Mangovernment controlled.
public services and investment projects are
jointly financed. The intertwining of state andTreasury foreign debt
local income taxes was described in the se@he Republic of Iceland has been the largest
tion on the tax system. The municipal equaliand most active Icelandic borrower in interna-
sation fund, which is jointly financed by thetional markets. In recent years, the surplus on
central and local government tax revenue, hapvernment finances has led to a reduction in
the obvious role of enhancing the revenues tiie total outstanding foreign debt. The
weak municipalities with emphasis on educatreasury foreign debt to GDP ratio has fallen
tion expenses and infrastructure investment.from 28 percent in 1995 to 20 percent in 1998

In many instances, local governmentand a further fall is expected in 1999.
owns and operates major utilities. Waterworks A primary aim in debt management is to
and harbour facilities are almost invariablyspread the amortisation of foreign loans even-
owned by the community, as are geothermdy over coming years as well as to achieve a
heating systems, where they exist. A few confavourable composition of the debt in regard
munities own their electricity distribution sys-to interest rates, maturity and currency denom-
tem, the rest being served by a state ownddation. In recent years prepayment options
company. In the capital region, several comhave been exercised in order to refinance debt
munities are served by the heating and eleon more favourable terms. Interest rate and
tricity distributor in Reykjavik, which thus currency swaps have also been used to achieve
serves almost 60 percent of the Icelandic poplebt management objectives.
ulation. Finally, the National Power Company, At end-1998, the Treasury’s long-term
which produces 95 percent of total electricitforeign debt amounted to 104 billion kronur
in the country, and Iceland State Electricityand the outstanding stock of euro-commercial

Figure 7.4 Figure 7.5
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papers stood at 13 billion krénur. Around 26.20le in the foreign financing of the Republic.
percent of the Treasury’s foreign obligationg he size of the programme has been increased
were denominated in US dollars, 12 percent igradually from US$ 50 million in 1985 to US$
Japanese yen and around 61.8 percent wds@0 million in 1995. The programme has been
denominated in the various European curremassigned the highest possible short-term rat-
cies. Around 38.5 percent were denominated ings of A-1+ by Standard & Poor’s and P-1 by
currencies which were converted into the Eurboody’s. The size of the programme is US$
at the beginning of 1999. The share 0500 million. A multi-currency option allows
European currencies has risen and is now clof® issuance in alternate currencies. The paper
to 62 percent. The share of the US dollar has issued at a spread of approximately 10 basis
declined, and is now just above 26 percent, ipoints below LIBOR. Currently there are four
line with the increasing importance of tradedealers on the programme: Citibank Inter-
with Europe. The share of the Japanese yenrational, SEB in London, JP Morgan and
now around 12 percent which is somewhdDeutsche Bank. Amount, maturity, and yield

higher than the trade weight of the yen. are negotiated at the time of issuance in view
At end-1998, 60.8 percent of theof market conditions.
Treasury's total foreign debt carried fixed In 1990, the Parliament enacted legisla-

interest rates. Of the long-term debt, 68 percetibpn to provide for the establishment of a
loans carried fixed rates of interest. The avenational debt management agencgnasysla

age maturity of the foreign long-term debt wafikisins (NDMA). The NDMA commenced

3.8 years and the average duration 2.7 yeamperations in June 1990. Under this legislation,
Including the short-term debt, these numbeisorrowing and debt management functions of
are 3.4 years and 2.4 years, respectively.  the Treasury, both domestic and foreign, and

The Republic of Iceland Euro- government guarantees have been assigned to

Commercial Programme plays an importanthe NDMA. Under a special agreement with

Figure 7.6 . Figure 7.7
Euro-Commercial Paper and other Annual repayments of Treasury externa
short-term credit 1986-1998 funded debt, 1999-2007 and 2016
50 Million US$ - )
Il Euro-Commercial Paper 8 Billion kronur
| l Revolving

Credit Facility

798 99 00 01 02 03 04 05 06 07 16
Source:Central Bank of Iceland Source:Central Bank of Iceland.
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the Minister of Finance, the Central Bank iservice ratio peaked at 34 percent in 1994 but
responsible for the execution of foreign bordeclined to 19 percent of GDP in 1997. It was

rowing for the Treasury. 21 percent in 1998 but it is estimated to be
lower in 1999. The Republic of Iceland has
National debt always paid when due the full amount required

Reported figures in the coverage of Icelandim respect of principal, interest and sinking
foreign debt statistics include private as well aind installments of all internal and external
public debt, amounting to the total externabbligations.
debt of the economy. The net external debt of
the Icelandic government, financial institution€Credit ratings
and the private sector amounted to the equivl: 1996 and 1997 Moody’s and Standard &
lent of US$ 3,4 billion, or 46 percent of GDPPoor’s upgraded Iceland’s credit ratings to
at the end of 1997. In 1998 estimated figure®flect the country’s increased creditworthi-
indicate a slight increase in net external debt oress. Standard & Poor’s announced in 1996
US$ 4,1 billion equivalent to 48 percent ofthat it had upgraded the credit rating for the
GDP. This ratio peaked at 56 percent at the eftepublic of Iceland’s long-term foreign cur-
of 1993. The fluctuations in the debt ratio doency denominated debt from A to A+, and
not only reflect changes in the volume of debshort-term debt from A-1 to A-1+.
but also the volatility of exchange rates. Furthermore, Standard & Poor’s assigned a
Debt service payments of long-termfirst time rating of AA+ to Iceland’s long-term
debt fluctuated between 14 to 24 percent dbcal currency debt. In July 1997 Moody's
total export revenue in the 1980's. The dehipgraded the Republic's foreign currency rat-
ing to Aa3 and assigned Aaa rating to the
Republic’s long-term kronur bonds. In its press

Figure 7.8 release announcing the rating upgrade
Long-term external debt as percent of Moody’s made a reference to increased diver-
GDP and debt service as percent of sification in the Icelandic economy as a conse-
export revenue 1985-1998 quence of an influx new foreign investment

% [l Long-term foreign dept, pition at end of year

T — Debt service burden projects that take account of the country’s clear

comparative advantages such as abundant
renewable geothermal and hydro energy and
environmentally friendly tourism. Further, the
improved ratings reflect the wide-spread
restructuring and stabilisation of the Icelandic
economy in the past years coupled with strong
economic growth, low inflation, declining debt
service and falling debt ratios.

In June 1998 Standard and Poor’s
announced that it had placed a positive outlook
596 97 9¢  ON Iceland’s long term foreign currency debt.
Source:Central Bank of Iceland In December Moody’s confirmed its previous
ratings.
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8. Appendix

Table Al. Iceland's membership in international organisations

Year of

Association
International Monetary Fund (IMF) 1945
International Bank for Reconstruction and Development (World Bank) 1945
United Nations (UN) 1946
North Atlantic Treaty Organization (NATO) 1949
Organization for Economic Cooperation and Development (OECD) 1949
Council of Europe 1950
Nordic Council 1952
International Finance Corporation (IFC) 1956
International Development Association (IDA) 1961
General Agreement on Tariffs and Trade (GATT) 1964
European Free Trade Association (EFTA) 1970
Conference on Security and Cooperation in Europe (CSCE) 1975
Western European Union (WEU) 1992
European Economic Area (EEA) 1994

World Trade Organization (WTO) 1995




Table A2. Output and expenditure 1998-1999 and volume changes 1996-1999

Private consumption

Public consumption

Capital formation

Stock changes

Total national expenditure
Exports of goods and services
Imports of goods and services
Gross domestic product

Net factor income from abroad
Current transfers, net

Current account balance
Gross national product

Effects of changes in terms of trade

Gross national income

Current balance, percent of GDP

Billions of krénur

41

Percent change from previous year

1998P

1999F

361,593 394,693
123,181 135,633
125,365 122,243

1,143

0

611,283 653,569

204,659 218,664
230,207 240,149

585,735
-6,933
-1,003

-33,484

578,802

631,083
-9,172
-438
-31,096
621,911

P = provisional figures, F = forecast, volumne changes in 1990 prices.

Source National Economic Institute, July 1999.

1996

6.4
1.0

27.4
-0.7

7.6

10.0
16.7

5.7

6.4
-1.6
4.8
-1.6

6.0
3.1
11.2
0
6.4
5.6
8.5
54

5.2

0.9
6.2
-1.4

1997 1998P 1999F

11.0 6.0
3.0 3.4
23.4 -4.5
0.3 -0.3
12.0 3.1
2.6 8.2
22.1 2.7
5.0 5.1
4.8 4.2
19 -11
6.9 3.1
-5.7 -4.9
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Table A3. Balance of Payments

Millions of kronur 1996 1997 1998
A CUIeNnt ACCOUNT ....ooiiiiiiiiiee et -7,989 -7,620 -33,484
1 Balance on GOOAS........cccovvuvrvireeeieiiiiieee et 1,201 254 -25,053
11 Merchandise exports fob.........cocoeeeiiieeiiiiieiiiiees 125,690 131,213 136,598
111 Marine ProductsS ..........cccceemireeeiiiieeniieeesieee e 92,582 93,648 99,280
112 MiISCEllANEOUS  ....oovvvieeiiiiieeee e 33,108 37,565 37,318
12 Merchandise imports fob ... -124,489 -130,959 -161,651
121 INVeStMEeNt GOOAS ......c.ceevvveeiriiiieiiiee e e -46,281 -50,719 -68,168
122 Other gOOdS.......ccoeeiiiiiiiiiiiiieee e -78,208 -80,240 -93,483
2 Balance on Services ........ 1,935 2,975 -495
21 Exports of services, total . 51,173 59,732 68,061
211 TranSPOrtation ........cceeeeieeeeiiieeeiiieesiieeesiee e 22,479 25,732 31,108
212 Travel oo 11,722 12,316 14,633
213 Other reCeIPLS ...cceevviiiiiiiieiieeiee e 16,972 21,684 22,320
22 Imports of services, total .........ccccoovreviiiiiiiienienn. -49,238 -56,757 -68,556
221 TranSPOrtation ........cccceceeeeriiieeineeeeniieeesiee e -17,213 -18,836 -25,152
222 TraVel oo -20,472 -22,893 -28,049
223 Other expenditures .........cccocvevviniienieniie e -11,553 -15,028 -15,355
3 Balance on Income ...... . -10,661 -10,611 -6,933
31 REeCEIPLS oovevieiiieiieeie e 7,688 9,022 14,159
311 Compensation of employees.........cccvcueeeeiveeeniinenn. 4,242 4,128 4,742
312 INVeStMEeNt INCOME ......ceeviviieeiiiieerieee e 3,446 4,894 9,417
32 Expenditures . -18,349 -19,633 -21,092
321 Compensation of employees..........cccoceeeiivieenienenn. -306 -391 -293
322  INvestment iNCOME .......c.cevviieeiieiieiieee e -18,043 -19,242 -20,799
4 Current transfer, Net ......cccoeeevviiiiiiee e, -464 -238 -1,003
B Capital and Financial Account .........cccccccveevvveeennnen. 7,365 12,298 37,836
5 Capital transfer, Net.........ccocoveiiiiiiiieeee e -32 14 -324
6 Financial ACCOUNt.........cveevieeiiiiiieeeee e 7,397 12,284 38,160
61 Financial Account excl, Reserves...........cccccoveueeenns 17,559 9,100 40,421
611 Direct investment, Net.........ccceevverieerieiiienieeeens -244 7,154 -87
6111 ABIOAd.......ooiiiiiiiiieiii et -4,337 -3,472 -7,158
6112 InIceland ........ccocoovveiiiiiiiniiiiee e 4,093 10,626 7,071
612 Portfolio investment, Net.........c.ccooveevieiiienieniieene -3,713 -14,743 -22,545
6121 Assets -4,020 -16,291 -22,708
6122 Liabilities ......cccccovieieiieice 307 1,548 163
613 Other capital, Net .......ccocieiieiiieie e 21,516 16,689 63,053
BL3L  ASSELS .ooiieiiiiiie e -2,274 -11,480 5,933
61311 Monetary authorities ..........cccccveiriiieiniiieenninn. -83 -66 -66
61322 General government .... 0 0 0
61323 Deposit banks ..........ccocvvciiiiinii -2,649 -6,016 3,613
61324 Other SECIOIS ...ccocvveeiiiieeeiiie e 458 -5,398 2,386
62 RESEIVE @SSEIS ...occuvvieiiiiieiiiee e -10,162 3,184 -2,261
A+B Net errors and OmiSSIONS ........ccocceeeriieeeiiieeeannes 624 -4,678 -4,352
*Memorandum items:
Long-term borrowing, net 14,003 18,087 60,991
Foreign borrowing 40,359 42,035 91,368
Amortizationl -26,356 -23,948 -30,377
Short-term borrowing, net 9,787 10,082 -3,871

Exchange rate: ISK per USD 66.52 70.76 70.95



Table A4. Imports by economic category!

Millions of krénur, cif

Food and beverages

Primary, mainly for industry

Primary, mainly for household consumption
Processed, mainly for industry

Processed, mainly for household consumption
Industrial supplies not elsewhere specified
Primary

Processed

Fuels and lubricants

Primary

Petrol, including aircraft fuel

Other

Capital goods, parts and accessories
Capital goods (except transport equipment)
Parts and accessories

Transport equipment

Passenger motor cars

Industrial

Non-industrial

Parts and accessories

Ships

Aircraft

Consumer goods not elsewhere specified
Durable

Semi-durable

Non-durable

Goods not elsewhere specified

Total imports of goods cif

1. Current exchange rates.
Source Statistics Iceland.

1995

11,665
2,72
1,629
1,08
6,236
32,557
1,688
30,87
8,032
374
1571
6,086
23,44
15,046
8,394
13,882
4,978
1,533
260
3,193
3,042
876
23,783
4,955
9,542
9,286
255

113,614

1996

12,692
2,67
1,805
1,212
7,007
36,593
1,973
34,975
10,454
392
2,085
7,978
29,906
20,183
9,723
19,38
7,095
2,105
323
3,4
6,35
107
26,227
5,917
10,234
10,077
386
135,994

1997

12,849
2,478
1,925
1,051
7,395
37,593
2,079
35,514
10,712
353
2,035
8,324
34,778
22,317
12,461
19,435
9,06
2,733
309
4,072
3,102
160

27,623

6,3
10,745
10,578

237
143,227

43

1998

16,037
4,585
1,988
1,128
8,337
46,078
3,193
42,885
8,898
428
1,748
6,721
44,739
29,166
15,573
27,624
11,792
3,428
365
4,12
4,409

3,511

32,406
7,894
12,429

12,083

332

176,114



44 The Economy of Iceland, August 1999

Table A5. Exports by commaodity groupst

Millions of krénur, fob 1995 1996 1997 1998
Marine products 83,873 92,582 93,648 99,28
White fish 53,341 54,505 55,522 63,936
Frozen 32,663 30,944 31,055 36,84
Onice 6,823 6,851 7,46 8,072
Salted 12,835 14,914 14,85 17,272
Stockfish 669 694 1,003 1,023
Meal 92 785 840 422
0]] 259 318 314 306
Herring and capelin 10,488 18,228 17,751 17,409
Frozen 3,364 5,586 4,123 2,833
Salted 778 1,054 760 800
Meal 4,697 8,034 8,578 9,472
o]] 1,649 3,553 4,29 4,304
Lobster, shrimp, scallop 16,579 17,258 16,899 14,598
Other 3,465 2,591 3,475 3,337
Agricultural products 2,055 2,55 2,105 1,967
Meat 169 469 229 193
Dairy products 1 12 0 0
Salmon & trout (fish-farming) 810 712 661 666
Other 1,076 1,356 1,216 1,107
Manufacturing products 25 25,039 28,757 31,455
Aluminium 12,303 12,104 15,197 18,417
Ferro-silicon 3,212 3,813 3,709 3,212
Diatomite 637 596 572 548
Tanned skins and hides 977 1,193 1,2 624
Woollen products 355 357 382 378
Canned products 1,886 1,567 1,919 1,751
Other 5,631 5,408 5,778 6,526
Miscellaneous 5,679 5,52 6,704 3,897
Total merchandise exports 116,607 125,69 131,213 136,598

1. Based on current exchange rates.
Source Statistics Iceland.



Table A6. Geographic distribution of foreign trade

Percentages of total values Imports
1996 1997 1998
EFTA 15.0 13.8 10.7
Norway 13.5 115 9.2
Switzerland 15 2.2 1.5
EU 56.4 58.1 56.2
Austria 0.6 0.6 0.6
Belgium 1.9 2 1.9
United Kingdom 10.2 10.1 9.7
Denmark 8.4 8.6 7.7
Finland 1.6 1.6 1.6
France 3.3 3.3 3.6
Greece 0.1 0.1 0.1
Netherlands 6.0 6.5 5.9
Ireland 1.0 1.2 1.5
Italy 3.2 3.2 3.2
Luxembourg 0.1 0.1 0.1
Portugal 0.7 0.7 0.7
Spain 1.7 1.6 2.0
Sweden 6.7 6.7 6.3
Germany 10.9 11.8 115
EEAL 69.9 69.6 65.4
Other Europe 5.8 4.8 6.3
Russia 2.5 2.5 2.2
Other 3.3 2.3 4.1
North-America 104 10.5 12.8
United States 9.4 9.4 11.1
Canada 0.9 1 0.8
Asia 9.1 10.2 10.7
Japan 4.0 4.9 5.1
Oceania 2.5 1.8 3.2
Other countries 8.4 7.9 5.6
Total 100 100 100

1. The EU and the EFTA countries except Switzerland.
Source: Statistics Iceland.

Exports
1996 1997 1998
5.7 8.6 9.4
3.7 5.6 4.8
20 3.0 4.6
62.1 60.6 65.0
0.1 0.1 0.1
1.2 11 1.3
19 18.9 19.0
7.2 5.7 5.5
1.0 1.1 0.7
6.7 6.3 6.8
0.7 0.6 0.5
3.6 3.3 4.1
0.1 0.2 0.4
1.9 1.8 1.7
0.1 0.2 0.3
2.6 2.6 3.8
3.9 4.4 5.0
1.3 1.1 0.9
12.8 131 15.0
65.8 66.1 69.8
2.2 4.3 2.8
1.0 1.8 1.1
1.2 25 1.7
13.3 15.2 154
121 13.9 13.2
1.2 1.2 15
12.2 9.1 6.3
9.8 6.6 4.8
0.1 0.1 0.1
6.9 4.7 15
100 100 100
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Table A7. Projected external debt servicé

Principal
Billions of krénur 1998 1999 2000 2001 2002 2003 thereafter  Total
Public authorities
Principal 14.3 28.4 15.7 31.8 171 17.2 457 181.4
Interesg 10.0 9.2 7.7 6.0 5.1 3.8
Total 24.2 37.6 23.4 37.8 22.2 21.0
Financial institutions
Principal 8.7 6.9 13.1 9.7 2.0 5.7 8.4 59.3
Interesg 2.3 1.9 15 1.1 0.7 0.6
Total 11.0 8.8 14.6 10.7 2.7 6.2
Private sector
Principal 1.8 1.7 2.1 2.0 1.8 15 4.7 171
Interesg 0.8 0.7 0.7 0.5 0.4 0.3
Total 2.6 2.4 2.7 2.5 2.3 1.8
Total payments
Principal 24.8 37 30.8 43.5 20.9 24.4 58.8 2524
Interesg 13.1 11.8 9.9 7.6 6.2 4.7
Total 37.8 48.8 40.7 51.1 27.1 29.1

1. Based on debt outstanding at the end of 1996. 2. Exchange rates at the end of 1996. 3. US dollar Libor is assénped at 5.5
year.
Source:The Central Bank of Iceland.



