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Abstract
Iceland's application for EU membership, launched in the aftermath of the financial crisis,
is today at a turning point. A new government, elected in April 2013, has presented the
country’s parliament with a proposal to withdraw the accession application. While the
move has triggered protests and petitions against the proposal, the government has also
rejected a widely requested referendum on whether to pursue accession.

The government’s position reflects two thorny issues in the bilateral relationship: the
'mackerel war' – in which the EU has argued that Iceland has overfished the mackerel in
Icelandic waters – and Iceland’s refusal to reimburse the British and Dutch depositors
holding accounts with Icelandic banks before the banks collapsed. Iceland's position,
which favoured domestic over foreign depositors, was backed in January 2013 by a
decision issued by the European Free Trade Area (EFTA) court.

The new government in Reykjavik may also be sensitive to more general concerns about
EU membership and the adoption of the euro. The small Nordic country has largely
recovered from its deep economic crisis, thanks to a devalued currency and a strong
trade surplus – a turnaround made possible in part by the country's distance from the
euro area.
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1 Key issues and developments

 Iceland's Independence Party and Progressive Party emerged victorious from
parliamentary elections on 27 April 2013. These two parties were the same that had
ruled before the financial crisis and the spectacular collapse of three major Icelandic
banks in October 2008. In the intervening years, the crisis deeply affected Iceland's
entire economy, as well as the 2009 parliamentary elections, which ushered in a centre-
left government and stringent crisis recovery policies.

 After obtaining the same number of seats in the Icelandic parliament (the Althing) in the
recent elections, the Independence Party and the Progressive Party agreed on 22 May to
form a coalition government. The agreement confers government leadership on
Sigmundur David Gunnlaugsson, leader of the Progressive Party (PP), and the key post
of Minister of Finance to Bjarni Benediktsson, leader of the conservative Independence
Party (IP). The government took office on 23 May, with five ministers from the IP and
four from the PP.

 The government agreed to a programme that envisages blocking EU accession
negotiations. Its position has been reinforced by a previous, government-commissioned
report released on 18 February by the Icelandic Institute of Economic Study. The
discussion on the report begun in the Althing on 19 February and is still on-going. Just
six days later the government presented its proposal to withdraw the application for EU
membership.

 The government’s proposal has been strongly opposed. A petition to hold a referendum
on continuing negotiations has been signed by more than 44 000 people – more than
15 % of Iceland’s registered voters. Benediktsson's opposition to the referendum may
lead the Independence party to break up, while discussions in Althing are continuing.

 In addition to the debate about Icelandic banks, one of the main bilateral disagreements
fuelling the accession debate concerns fisheries' management. The EU has accused
Iceland of overfishing mackerel, and Iceland has been unwilling to accept significant
limits to its catches. Many Icelanders fear that EU accession would give the country less
negotiating power and make it subject to the fisheries limits of the EU’s common
fisheries policy.

 The coalition has also agreed to reduce households' housing debt by 20 % by creating a
special adjustment fund. The depreciation of the Icelandic krona has entailed a rise in
the cost of mortgages linked to foreign currencies, a practice condemned by the
Icelandic High Court. The coalition has also decided to lower taxes and lift capital
controls to attract foreign investment.

 The Icelandic economy has shown strong signs of recovery. The external debt is being
repaid by the trade surplus, and the loan obtained by the IMF to stabilise the economy
partly repaid. Inward foreign direct investments regained strength in 2011.

 The European Free Trade Area (EFTA) Court's January 2013 decision on Iceland's
liabilities towards Icesave depositors from the UK and the Netherlands eased the
urgency of repaying foreign creditors. The decision — in favour of Iceland — also
deepened differences between the country and the EU and reinforced the positions of
those Icelanders opposing membership.
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2 European Parliament–Iceland: Milestones

25 March 2014 The eighth EU-Iceland Joint Parliamentary Committee (JPC) will meet in
Reykjavik. Given the Icelandic government’s proposal to withdraw Iceland’s
accession application, the future of the JPC will be discussed. Other points on
the agenda will be the financial and economic crisis, policy responses in
Iceland and the EU, fisheries negotiations and Arctic cooperation.

28 November 2013 The seventh EU-Iceland JPC met in Brussels, covering topics including pre-
accession funding (put on hold), recovery from the financial crisis (limits to
capital flow still in force, EU financial supervisory legislation), mackerel
negotiations and the Trans-Atlantic Trade and Investment Partnership.

28-29 October 2013 The 41st EEA Joint Parliamentary Committee met in Vaduz (Liechtenstein),
with topics including Arctic policy, Climate and Energy Towards 2030 and
citizens' rights in the EU and the EEA-EFTA states.

October 2010 Following the official acceptance of Iceland's application for EU membership,
bilateral relations were upgraded to an EU-Iceland JPC, as is the practice with
all candidate countries.

January 1994 The European Economic Area Joint Parliamentary Committee (EEA JPC) is
established. The Committee monitors EEA institutions and legislation. Its
members may put questions to the EEA Council and the EEA Joint
Committee.

1987 First EU-Iceland interparliamentary committee (IPM) launches bilateral
cooperation between the European Parliament and the Althing.

3 Political situation in Iceland

3.1 Overview

The EU accession
negotiations are put on
hold and the priority for
the new governmental
coalition is to address the
issue of housing debt.

Since independence in 1944, Iceland has been run by a centre-right coalition.
In 2009, in the aftermath of the severe financial crisis, the centre-left won the
elections and led the country with a two-party government coalition,
composed of the Social Democratic Alliance (SDA), with 20 seats in the
Althing, and by the Left-Green Movement (LGM), with 14 seats.

The situation was reversed again in the latest elections of April 2013, with a
clear victory of the Centre Right. The Independence Party (IP) received 26.7 %
of the votes, the Progressive Party (PP) 24.4 %, Social Democrats 12.9 %, the
Left Greens 10.9 %, Bright Future (centre-left) 8.2 % and the Pirate Party
5.1 %.

The two biggest parties got the same number of seats in the Parliament, but
Sigmundur David Gunnlaugsson, leader of the PP, received a mandate to
form a new government, probably on the basis of his relatively impressive
victory: the PP increased its share of the vote by 10 % while compared with
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2009 elections, while the IP only increase of 3 %. The decision of the EFTA
Court of January 2013 on the Icesave case (see Chap. 4.1) supports the
Icelandic decision to postpone its repayments to the UK and Dutch
governments and to differentiate among Icelandic and foreign depositors.
This has backed Mr Gunnlaugsson's stance and electoral promises, which
resulted in the PP electoral victory.

Negotiations on forming of a new government lasted for almost a month.
Only on 22 May did Mr Gunnalaugsson and Bjarni Benediktsson (leader of the
conservative Independence Party) agree to form a coalition government. Mr
Gunnalaugsson will lead, while Mr Benediktsson was given the key post of
Ministry of Finance. Nine ministers have been appointed: five from the IP and
four from the PP1. The ministry of welfare and the ministry of industry and
innovation will have two ministers each.

The programme agreed by the two leaders envisages the break of the
negotiations on EU accession on the basis of a report to be discussed in the
Parliament. Then negotiations may only be resumed after a referendum2.
Discussions on the report, published on 18 February, are on-going in the
Althing and the Government is avoiding to a request of referendum on
continuing negotiations (see chapter 5.2). The Prime Minister has also
declared that the new government will pursue closer ties with the EU and
adjust the Krona to the Maastricht criteria, whether or not Iceland joins the
euro3.

The coalition agreement has also announced it wishes to reduce housing
debt by 20 % by creating a special adjustment fund. The depreciation of the
Icelandic Krona led to a huge increase of mortgage rates denominated in
foreign currency, a practice condemned by the Icelandic High Court on 17
June 20104. While the two governing parties have the same approach to the
EU accession, they diverge on the thorny issue of household debt. The PP
favours simply reducing household debt, while the IP prefers more prudent

1 Prime minister: Mr Sigmundur Davíð Gunnlaugsson, chairman of the Progressive Party.
Minister of Finance and Economic Affairs: Mr Bjarni Benediktsson, chairman of the
Independence Party.
Minister of Health; Mr Kristján Þór Júlíusson (Ministry of Welfare).
Minister of Education, Science and Culture: Mr Illugi Gunnarsson, Independence Party.
Minister of Industry and Trade: Mrs Ragnheiður Elín Árnadóttir, Independence Party
(Ministry of Industries and Innovation).
Minister of Social Affairs and Housing: Mrs Eygló Harðardóttir (Ministry of Welfare).
Minister of Fisheries and Agriculture, and Minister for the Environment and Natural
Resources: Mr Sigurður Ingi Jónsson. (Ministry of Industry and Innovation, Ministry for the
Environment and Natural Resources).
Minister for Foreign Affairs: Mr Gunnar Bragi Sveinsson, Progressive Party.
Minister of the Interior: Mrs Hanna Birna Kristjánsdóttir, Independence Party.
2 See Government Manifesto of Progressive and Independence parties, 22 May 2013 (in
Icelandic). Unofficial translation: (We) will break in Iceland's accession negotiations with the
European Union and an audit (will be conducted) on the status of negotiations and
developments within the EU. The appraisal will be submitted to Parliament for
consideration and presented to the nation.  Will not be held further negotiations with the
European Union, unless following a referendum.
3 See The Wall Street Journal, 24 May 2013: Iceland Premier Aims to End Capital Controls.
4 See: The Icelandic High Court: ‘currency-basket loans’ are illegal, 17 June 2010

http://www.ruv.is/files/skjol/stefnuyfirlysing.pdf
http://online.wsj.com/news/articles/SB10001424127887323336104578501443822996274
http://uti.is/2010/06/the-icelandic-high-court-%e2%80%98currency-basket-loans%e2%80%99-are-illegal/
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international negotiations. Lowering taxes and lifting capital controls, still in
force from the financial crisis, in order to attract foreign investments are also
part of the governing agreements.

3.2 Parliament

The Althing is the oldest parliament of the world, dating to 930. It is a
unicameral Parliament with 63 seats.

The fallout from the financial crisis brought a centre-left coalition to power in
2009, composed by the Social Democratic Alliance (SDA), with 20 seats in the
Althing, and the Left-Green Movement (LGM), with 14 seats.

The outcome of the election on 25 April 2013 reversed the situation, with the
Independence and Progressive parties winning 19 seats each. The Pirate
party is also represented in a national parliament for the first time, having
gained 3 seats5.

Figure 1:
The Althing after the April
2013 elections.

Source: IPU

3.3 Military

Iceland, a NATO 'neutral
ally' that also fosters
military ties with
Denmark, Norway and the
UK is severely affected by
the financial crisis.

Traditionally a neutral country, Iceland left for the first time its neutrality in
Second World War, with the defence agreement with the USA. This was as
well the first act of independence of the island, until then under Danish rule.
Its strategic position in the middle of the Atlantic made it a key stepping
stone of the North Atlantic Treaty Organization, which Iceland joined in 1946
still as a 'neutral ally' (i.e., the only NATO country without an army). The
bilateral agreement with the USA was renewed in 1951 and gave the USA the
right to use an air force base in Keflavik. The USA left the base in 2006,

5 See Financial Times, Iceland’s centre-right opposition wins decisive victory. April 28.

http://www.ipu.org/parline-e/reports/2143_E.htm
http://www.ft.com/intl/cms/s/0/5c392d64-afbd-11e2-81a1-00144feabdc0.html
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claiming that defence is requested in wartime, not in times of peace,
highlighting its new strategic doctrine.

Then Iceland turned to strengthening military ties with Denmark, Norway
and the UK while launching cooperation programmes in the areas of security
and defence, search and rescue and civil defence. Iceland had to increase its
participation in NATO peacekeeping operations in Afghanistan, Iraq, Serbia
and Kosovo and in civil operations in Bosnia, Lebanon and Sri Lanka.
Participation to international missions has been seen as a means to
counteract the Russian breach of Icelandic air zone which became quite
frequent after the US air force left the island6.

The financial recession forced Iceland to suppress the Icelandic defence
agency; its competences were taken over by the coast guard, the police and
the ministry of foreign affairs. However, engagement in peacekeeping was
not dismissed.

3.4 Foreign policy and international relations

Iceland has concluded
several free trade
agreements through the
European Free Trade Area
(EFTA).

Iceland's foreign policy benchmarks are its participation to the European Free
Trade Area (EFTA) since 1970 and the European Economic Area (see
chapter 5.1) since 1994. In this framework Iceland concluded 24 free trade
agreements with 33 countries7 providing access to 440 million consumers
outside the EU for its products8.

Compared to the EU small economies with limited industry and less
defensive interests can conclude free trade agreement with bigger trade
partners easier. The most recent FTA concluded on 15 April 2013 by Iceland
and China, is expected to boost fish exports to China while eliminating tariffs
on import of manufactured goods9.

The country actively
participates in the Nordic
Council, the Council of
Baltic States and the
Barents Euro Arctic
Council.

Iceland's historical ties with northern countries, including Scandinavian
countries, made it an active partner of the Nordic Council, the Council of
Baltic Sea States (CBSS) and the Barents Euro Arctic Council (BEAC). It has
been a member of the Council of Europe since 1950 and the OSCE since
1975.

Iceland is also an active member of the Arctic Council (established in 1996). In
March 2012 Iceland passed a resolution calling for the Arctic Council to
assume a stronger role as a forum for international matters focussed on the
region, and as a body safeguarding Arctic security interests with civilian
means and rejecting any militarisation of the area.

6 See European Parliament, DG EXPO, Policy Department: Iceland Country Briefing 2012.
7 Which are: Albania, Canada, Chile, Colombia, Croatia, Egypt, Gulf Cooperation Council
(GCC), Hong Kong China, Israel, Jordan, Korea, Republic of, Lebanon, Macedonia, Mexico,
Montenegro, Morocco, Palestinian Authority, Peru, Serbia, Singapore, Southern African
Customs Union (SACU), Tunisia, Turkey, Ukraine.
8 See EFTA website.
9 See the Telegraph, 15 April 2013.

http://www.expo.ep.parl.union.eu/expo/webdav/site/myjahiasite/shared/podp/documents/Regions_and_countries/EEA-EFTA-Switzerland/iceland_2012.pdf
http://www.efta.int/free-trade.aspx
http://www.telegraph.co.uk/finance/economics/9995525/Iceland-first-European-country-to-sign-free-trade-agreement-with-China.html
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Contrary to most other Arctic nations, Iceland has no territorial issues with its
neighbours. The country shares a zone of the continental shelf south of Jan
Mayen with Norway. Generally, its strategic position in a resource-rich region
close to northern shipping routes has discouraged major players from
settling Arctic issues without involving Iceland, Sweden and Finland in
discussions10.

Iceland was disappointed not to be invited to the so-called 'Arctic 5
meetings' called by Denmark in Ilulissat (Greenland) in 2008 and in Chelsea,
Quebec in 2010 because Iceland was not considered an 'Arctic coastal
state'. This is because the exclusive economic zones of the waters of
Greenland and Norway (including Jan Mayer island) touch to each other
over Iceland, impeding any possible claim of Iceland to extend its own
exclusive economic zone beyond the 200 maritime miles limit to the north
(i.e. impeding any claim over the central part of the Arctic Ocean). Iceland,
being such a maritime country, reacted launching a new initiative in 2013,
'the Arctic Circle' which is meant to be a larger gathering of Arctic
stakeholders, including those of private, public and civil society character.
The first meeting was held in Reykjavik in October. The EU was also
concerned that the 'Arctic 5' initiative –originally called for a single
declaration in 2008 – turns to be institutionalised, because it may weaken
the Arctic Council position as the focal forum to discuss Arctic issues and
because it marginalises Finland, Sweden and Iceland. On 22 February 2014
'senior officials of the Arctic 5' met in Nuuk (Greenland) 'to protect the
central Arctic from unregulated fisheries'

4 Economy, social indicators and trade

4.1 Economy and social indicators11

The recovery from the
financial crisis was helped
by a loan from the
International Monetary
Fund (IMF).

Following the collapse of 85 % of the Icelandic banking system in October
2008, Iceland suffered an overwhelming financial crisis which severely
affected real economy. It entailed a huge contraction of GDP, followed by
currency devaluation, drainage of currency reserves, high inflation rates and
rise in public debt and unemployment. After 2011 the country has recovered
positive growth rates thanks to its wealthy fisheries sector and an
autonomous monetary policy, which efficiently worked as shock absorber. An
International Monetary Fund (IMF) loan of USD 2.1 billion (EUR 1.6 billion) was
granted in October 2008 under the condition that strict financial policies will
be implemented. The loan was aimed at replenishing the central bank
foreign reserves, stabilising the Krona and bringing the public debt under
control. Austerity policies succeeded in addressing the financial unbalances
of the country, and restoring confidence in the markets (also because of debt
early repayment). Thanks to this successful mix of policies, the country

10 See European Parliament, DG EXPO, Policy Department: Iceland Country Briefing 2012.
11 This chapter is mainly based on Europa World Plus. Iceland: Economy.

http://www.expo.ep.parl.union.eu/expo/webdav/site/myjahiasite/shared/podp/documents/Regions_and_countries/EEA-EFTA-Switzerland/iceland_2012.pdf
http://www.europaworld.com/entry/is.ec
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Aggressive banking
policies fuelled the crisis.

The effects of the crisis
can be seen in all
economic indicators.

recovered positive growth n 2011.

The Icelandic financial crisis is rooted in the 'financialisation' of the island in
late 1990s and early 2000s. The complete privatisation of the three main
banks in 2003 (Kaupping Banki, Landsbanki and Glitnir Banki) and
deregulation of capital markets and interest rates resulted in aggressive
banking policies that were amplified by the fact that the country received
high rating (Moody´s Investor Service granted Iceland with the highest Aaa)
and because of its reliable economic parameters. In 2006-2007 the country
was flooded with foreign liquidity, attracted also by the high interest rates
aimed at freezing down an overheated economy. Foreign debt was also
growing at an impressive rate, and was mainly denominated in foreign
currencies.

A first crisis of confidence in 2006, due to this fast and unbalanced growth,
resulted in difficulties in refinancing Icelandic banks. However, instead of
pursuing more prudent refinancing policies, two of the major banks,
Landsbanki and Kaupping, launched high performance on line saving
schemes (called Icesave and Kaupthing Edge), that easily attracted liquidity
from households in the UK and the Netherlands. The third bank, Glitnir,
continued to rely on the interbanking refinancing and was the first one to
recur to the Central Bank when the credit crunch exploded, following the
bankruptcy of Lehman Brothers in October 2008.

Icelandic central bank was unable to provide the foreign currency needed by
the three major collapsing banks (that counted eight times the annual GDP
of the island) and the Althing enacted a law to nationalise the banks and to
protect chiefly Icelandic depositors, while introducing limits to free
circulation of capital, at present still in force. Because of this the governments
of the UK and the Netherlands complained of discrimination between
domestic and foreign depositors and negotiated two repayment agreements
with the government of Iceland. After their claim was rejected the EFTA
Surveillance Authority deferred the Icesave scheme to the EFTA Court, on the
ground of violation of the Deposit Guarantee Directive12. In January 2013 the
EFTA Court13, recognised that decisions of the Icelandic government to
postpone the reimbursement of household debts beyond the limit set down
by the Directive did not breach it.

The effects of the financial crisis have been outstanding for the small
Icelandic economy and they affected all the economic parameters.

12 The Deposit Guarantee Directive (Directive 94/19 EC of the European Parliament and the
Council of the EU) is an EU law incorporated in the EEA treaty, so it is to be applied in
Iceland as well. It aims at protecting private investors from banks fall downs.
13 See EFTA Surveillance Authority, ICESAVE case.

http://www.eftasurv.int/internal-market-affairs/articles/nr/1646
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Figure 2:
GDP growth % change

Source: IHS global Insight

The government has
sought to restore
confidence through
growth and early loans
payments.

GDP dropped by 6.8 % in 2009 and by 4 % in 2010, before regaining positive
growth in 2011 by 2.7 % and dropping again to 1.4 % in 201214. GDP recovery
is expected to remain between 2.6 and 3.2 % in next years, because of the
good performance of the fisheries sector, since the Atlantic stock of Mackerel
moved to the Icelandic territorial waters and to tourism (which accounts for
5.9 % of GDP with a growth of 18.9 % in 2012). Growth ratio outnumbered
many western countries and helped restoring confidence in Icelandic banks.
Also, the government anticipated the return of the USD 2.1 billion IMF loan
with a first tranche of USD 900 million in March 2012 and a second one of
USD 483.7 million in June15. This boosted confidence in the banking sector
and in the Iceland's economy as a whole.

Figure 3:
Unemployment rate
% change

Source: IHS global Insight

14 Here we use data from IHS Global Insight, Country Intelligence report, Iceland which are
taken from selected national and international data source. In the case of Iceland´s GDP
growth main sources are divergent: World Bank estimated 1 % GDP growth in 2012 and IMF
1.8 %.
15 See IMF press release June 22, 2012.

http://myinsight.ihsglobalinsight.com/servlet/cats?filterID=1029&serviceID=4078&typeID=60004&pageContent=report&pageType=ALL
http://www.imf.org/external/np/sec/pr/2012/pr12235.htm
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The latest data indicate
an improvement in the
labour market.

Public debt reached
nearly 120 % in 2011.

The banking sector collapse heavily impacted on unemployment figures that
reached 9 % in March 2009. This was unprecedented for a country which
experienced zero unemployment during the financial boom. Financial
recovery is on-going thanks to real economy good performance (mainly the
fisheries) and the successful restructuring of the banking sector: latest data
indicate a further decline of unemployment rate in 2012 (5.8 %) and forecast
a 4.5 % in 2013 and 4.0 % in 2014.

Financial crisis and recovery policies heavily affected the public debt, which
reached 102.3 % in 2011 and 99.1 % in 201216. Thus, the above mentioned
IMF loan was conditioned to a fiscal austerity programme meant to achieve a
primary budget surplus in 2011 and an overall balance surplus (comprising of
interest payments) in 2014. The first target was attained through expenses
reductions and tax increases. Value added tax, e.g., was increased from 1 to
25.5 %. This tight policy helped in restoring confidence, as demonstrated by
the successful offer on the US market of a USD 1 000 million bond. However,
as in many European countries, tight fiscal policy brought the governing
coalition to a defeat, in April 2013 elections.

In summary in order to restore the Icelandic economy, the main challenge
will be not only the stabilisation of the public debt, but to a larger extent the
repayment of the external debt17, which reached to 290.6 % of GDP in 2010.
The complete figure would be given by adding the debt of the 'old banks',
created by the emergency legislation of October 2008 by unbundling the
part of the three big banks containing international assets and liabilities, from
the part only containing domestic assets and liabilities (so called new banks).
By adding the old banks to external debt, in 2007 it would be equal to
605.9 % of GDP and in 2008 to 564.7 %18.

16 Since the IMF is closely monitoring Iceland debt and recovery policies, here we use IMF
data. They are however highly divergent from WB. IHS Global Insight, Country Intelligence
report, Iceland, March 2014, make an average of main sources and indicates 105.1 % of GDP
in 2012 and forecast public debt to account for 102.6 % and 100.9 % of GDP respectively in
2013 and 2014.
17 Total external debt is debt owed to nonresidents repayable in foreign currency, goods, or
services. Total external debt is the sum of public, publicly guaranteed, and private
nonguaranteed long-term debt, use of IMF credit, and short-term debt. Short-term debt
includes all debt having an original maturity of one year or less and interest in arrears on
long-term debt. See World Bank Indicators.
18 See IMF- Iceland, Second Post program Monitoring Discussions, November 2012.

http://myinsight.ihsglobalinsight.com/servlet/cats?filterID=1029&serviceID=4078&typeID=60004&pageContent=report&pageType=ALL
http://myinsight.ihsglobalinsight.com/servlet/cats?filterID=1029&serviceID=4078&typeID=60004&pageContent=report&pageType=ALL
http://data.worldbank.org/indicator/DT.DOD.DECT.GN.ZS
http://www.imf.org/external/pubs/ft/scr/2012/cr12309.pdf
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Figure 4:
External debt, % of GDP
(excluding old banks)

Source: IMF

The country is working to
overcome the legacy of
the crisis.

Repaying the overall external debt (which includes the private part) requires
not only a primary budget surplus, but mainly a trade balance surplus. As
recognised by the IMF, Iceland is successfully working to this direction as
showed by a positive trade balance (see Chap.4.2-trade).

Icelandic economy is characterised by the prominent role of services,
followed by a strong manufacturing sector and an important fisheries sector.

Figure 5:
Sectors of the economy

Source: World Bank

Agriculture is small and
heavily protected.

Fisheries and aluminium
drive exports.

Agriculture is quite limited since in 2010 it engaged only the 3 % of the
workforce. Due to the harsh climate conditions only 1.3 % of the land is
cultivated and its main products are grass (used for sheep-farming), potatoes
and vegetables grown in greenhouses heated with natural hot water.
Icelandic agriculture is heavily regulated and subsidised via freely
transferable quotas and income payments to farmers.

Fisheries is a driving sector, thanks to the very favourable territorial waters, in
the middle of hot and cold currents. Since 1984 the government has been

http://www.imf.org/external/pubs/ft/scr/2012/cr12309.pdf
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Energy-intensive industry
is fostered by favourable
natural conditions.

Even since the collapse of
the banking collapse,
services remain the
biggest sector.

granting quotas to avoid overfishing and it preserved the fish stock. The
sector employs modern technologies, especially in fishing processing, and
employs relatively little workforce, just 7 % in 201219, but counted for 40 % of
export in the same year. Primary sector (Agriculture, Fisheries and Mining)
account together for 6.8 % of GDP).

Industry benefits of the cheaply available energy, deriving from hydroelectric
plants and geothermal sources. Policies attracting Foreign Direct Investments
(FDI) lead to the installation of three large aluminium industries on the island,
processing raw material (bauxite) coming from Australia. Aluminium export
surpassed fisheries in 200820.

Services stand for almost 70 % of the Icelandic economy, mainly represented
by real estate, renting and business services, transport and communication,
health and social work and financial intermediation21. Tourism as well is an
important source of foreign currency (especially needed for the repayment of
the external debt). It accounted for 5.9 % of GDP in 2012 and shown a growth
of 18.9 % with the previous year, with 673 000 visitors22.

4.2 Trade

Icelandic exports are
mostly fisheries products,
fuels and aluminium.

Iceland is a small open economy, with a ratio of trade to GDP 103 %23 and
small inter-industry exchange. Its exports are concentrated in fisheries which
accounted for 39.3 % of total export in 2011 (krónur 244 031.5 million, equal
to EUR 1 509 million), fuels and mining products, 48 % of total (krónur
297 453.9 million, equal to EUR 1 839 million) and aluminium products,
49.4 % of total (krónur 306 403 million, equal to EUR 1 894.9)24.

19 See IHS Global Insight.
20 Industry breakout of total GDP was the following in 2010: Manufacturing 12.21 %
(187.421 million krónur at current prices, 2010); Electricity, gas and water supply 4.15 %
(krónur 63 750 million); Construction 3.89 % (krónur 59 740 million); Wholesale and retail
trade and repair of vehicles and household goods 7.5 % (115 158). See Finance (Iceland), in
Europa World online.
21 Services breakout of total GDP was the following in 2010: Hotels and restaurants 1.63 %
(krónur 25 114 million); Transport, storage and communications 8.31 % (krónur 127 527
million); Financial intermediation 6.85 % (krónur 105 218 million); Real estate, renting and
business services 15.20 % (krónur 233 316 million); Public administration and compulsory
social security 5.2 % (krónur 79 916 million); Education 5 % (krónur 76 731 million); Health
and social work 8.64 % (krónur 132 582 million); Other community, social and personal
services 2.56 % (krónur 39 343 million); Private households with employed persons 0.06 %(
krónur 977 million). Total services 53.45 %, 2010. See Finance (Iceland), in Europa World
online.
22 See IHS Global Insight, Country Intelligence report, Iceland.
23 See WTO, Iceland statistics.
24 See External Trade (Iceland), in Europa World online.

http://www.europaworld.com/entry/is.ss.30?ssid=179656696&hit=1
http://www.europaworld.com/entry/is.ss.30?ssid=179656696&hit=1
http://www.europaworld.com/entry/is.ss.30?ssid=179656696&hit=1
http://www.europaworld.com/entry/is.ss.30?ssid=179656696&hit=1
http://myinsight.ihsglobalinsight.com/servlet/cats?filterID=1029&serviceID=4078&typeID=60004&pageContent=report&pageType=ALL
http://stat.wto.org/CountryProfile/WSDBCountryPFView.aspx?Language=E&Country=IS
http://www.europaworld.com/entry/is.ss.43
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Table 1:
Iceland's main trading
partners, 2012

Origin of imports Destination of exports Trade partners

# Origin € million % # Destination € million % # Partner € million balance

1 EU 1 639 44.1 1 EU 2 880 73.2 1 EU 4 518 +1 241

2 Norway 618 16.6 2 Norway 197 5.0 2 Norway 815 - 421

3 USA 377 10.1 3 USA 177 4.5 3 USA 554 - 200

4 China 265 7.1 4 Russia 152 3.9 4 China 313 - 218

5 Brazil 247 6.6 5 Nigeria 103 2.6 5 Brazil 254 - 240

All imports: 3 719 All exports: 3 932 Balance of trade: 214

Source: DG Trade

The trade balance is
positive, but the current
account balance is
weighted down by
service on interest.

In order to repay the external debt, Iceland is using a strong positive trade
surplus, equal to 7.1 % of GDP in 2012 according to IMF25 (5.0 % according to
IHS). Current account balance is however in deficit since it includes the
service of the external debt.

FDI regained strength in 2010 with net inward investments equal to 20.7 % of
GDP, compared to -18.2 % in 2009, in the peak of the crisis 26. Confidence of
real economy investors was boosted by the early repayment of IMF loan (see
chapter 4.1).

Figure 6:
Iceland's FDI stocks, in
EUR million

Source: UNCTAD27

The complete picture can be understood while looking at the difference
between the trade surplus and the current account deficit. The latter includes
not only the service balance (which is slightly positive, EUR 0.2 billion in
2011), but also the balance of income, made negative by the expenditures on

25 See IMF- Iceland, Second Post program Monitoring Discussions,  November 2012
26 See IHS Global Insight, Country Intelligence report, Iceland.
27 See UNCTAD, Iceland Country Fact Sheet.

http://trade.ec.europa.eu/doclib/docs/2006/september/tradoc_113389.pdf
http://www.imf.org/external/pubs/ft/scr/2012/cr12309.pdf
http://myinsight.ihsglobalinsight.com/servlet/cats?filterID=1029&serviceID=4078&typeID=60004&pageContent=report&pageType=ALL
http://unctad.org/sections/dite_dir/docs/wir12_fs_is_en.pdf
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interest payment (EUR -1.5 billion in 2011).

Figure 7:
Iceland's balance of trade
and current account
in EUR billion

Source: IMF28

Table 2:
Iceland´s trade in goods,
2012

Exports to EU: Imports from EU:

Value 2012: EUR 2 714 million EUR 1 853 million

EU's rank (for Iceland), 2012: 1 1

Iceland´s rank (for EU), 2012 57 69

% total, 2012: 73.2 % 44.1 %

% EU total, 2012: 0.2 % 0.1 %

Source: DG Trade

4.3 Issues of particular concern

Iceland's fishing of
mackerel, which the EU
argues is excessive, may
lead to trade retaliation
by the EU

Iceland ready to
challenge these

The principal fishing problem concerns mackerel, which recently shifted to
Icelandic waters from the Scottish and Wales coasts due to global warming.
Fishermen there have suffered from the scarcity of local fish and the drop of
prices that has resulted from the supply provided by Iceland. Since the
financial crisis of 2008, Iceland started settings unilateral fishing quotas, so
leading to strong resistance from EU member states. France, Ireland,
Portugal, Spain, and the United Kingdom claim Iceland is states, including, all
of whom argue that Iceland is threatening stock sustainability.

In 2013, Iceland cut its fishing quota by 15 % (setting the quota at 123 000
tonnes for 2013), following the recommendations of the International
Council for the Exploration of the Seas (ICES), to preserve the fish stock and to
avoid EU retaliation. Iceland also called on other coastal states (EU, Norway
and Faroe) for a collective reduction, but the EU rejected the proposal and
threatened instead to retaliate against Iceland (and Far Oer)29. Retaliatory
actions against unilateral settings of fishing quotas are possible under

28 See IMF- Iceland, Second Post program Monitoring Discussions,  November 2012, p.24
29 See the Question for oral answer to the European Commission presented by the MEP Pat
the Cope Gallagher, Gabriel Mato Adrover, on behalf of the Committee on Fisheries and the
relative debate of 15 April 2013 in Plenary.

http://trade.ec.europa.eu/doclib/docs/2006/september/tradoc_113389.pdf
http://www.imf.org/external/pubs/ft/scr/2012/cr12309.pdf
http://www.europarl.europa.eu/sides/getDoc.do?type=CRE&reference=20130415&secondRef=ITEM-019&language=EN
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retaliations in the WTO.

Negotiations failed again
in March 2014.

Whaling has resumed in
recent years, fuelling
environmentalists'
concerns.

Regulation 1062 of October 2012, which concerns measures to be applied to
countries practicing unsustainable fishing30. In the meeting of 16 July 2013
with President Barroso, Iceland’s prime minister, Gunnlaugsson, claimed that
EU trade sanctions would violate World Trade Organization (WTO)
commitments. A decision on WTO compatibility of this kind of retaliations is
expected in 2014, since the first target of EU sanctions, the Far Oer Islands,
has challenged them in WTO panels in November 201331. In the mentioned
meeting, Mr Barroso declared he prefers negotiations than sanctions with
Iceland. Another round of negotiations started in Edinburgh on 3 March, but
it ended without an agreement, while an arrangement was found on 12
March in London between the EU, Norway and Faroe Islands32. As a result an
overfishing situation is only possible with regard to Iceland, expected to
allocate 130 000 tons of mackerel and so exceeding the ICES
recommendations. It is possible that EU sanctions will be threatened again,
even before a clear WTO decision on their legal sustainability.

Similarly, the accession issue is influenced by the outcome of mackerel
negotiations, since Icelandic fear to loose autonomy in fixing total allowable
catches once entered in the Union. On the other hand the report of the IES
(see chapter 5.2) states that after the recent reform of the Common Fisheries
Policy, the EU fisheries management system is more delocalised and is
compatible with the Icelandic one.

Whaling has also irked European environmentalists, as Iceland restarted
whaling in 2006 (following the example of Japan and Norway). The country
set a quota of 180 Bluefin whales for 201333 and exported them to the
Japanese market. The European Parliament addressed the issue on 6 March
2013 in a motion for a resolution on the 2012 Progress Report on Iceland.

5 The EU and Iceland

5.1 EU-Iceland relations

Close relations with the
EU are offset by the EEA's
strong sense of
independence.

EU-Iceland relations started in 1973 with a partial bilateral free trade
agreement. This was followed in 1992, after the completion of the EU internal
market, by the European Economic Area agreement (EEA) together with the
other EFTA countries (Austria, Finland, Iceland, Liechtenstein, Norway,
Switzerland and Sweden). The Swiss negative referendum and the accession
of Austria, Finland and Sweden, limited the EEA countries to three: Iceland,

30 The Council had previously taken a similar position in its conclusions on EU relations with
EFTA countries of 20 December 2012, point 24.
31 In August 2013 the EU Commission applied sanctions on herring catches by Far Oer
Islands, implementing for the first time regulation 1062/2012. For the first time ever an EU
member state, Denmark, challenged the EU in WTO on behalf of Far Oer. See Faroe Islands
bring WTO proceedings in response to restrictive measures imposed by the European
Commission, Lexology, 4 February 2014.
32 See European Commission press release, 12 March 2014.
33 See Factiva, Snacks made from endangered whales caught by Icelandic fishermen are
being sold in Japan as a luxury treat for dogs 29 May 2013

http://eeas.europa.eu/norway/docs/2012_final_conclusions_en.pdf
http://eeas.europa.eu/norway/docs/2012_final_conclusions_en.pdf
http://www.lexology.com/library/detail.aspx?g=cdb84632-b617-40ab-9aa5-a76f014f0dd4
http://www.lexology.com/library/detail.aspx?g=cdb84632-b617-40ab-9aa5-a76f014f0dd4
http://www.lexology.com/library/detail.aspx?g=cdb84632-b617-40ab-9aa5-a76f014f0dd4
http://europa.eu/rapid/press-release_IP-14-265_en.htm?subweb=343&lang=en
http://global.factiva.com/ha/default.aspx
http://global.factiva.com/ha/default.aspx
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EEA policies cover a
broad range of internal
market issues, but not
fisheries.

The  transposition of EU
directives is the slowest in
the EEA

Norway and Liechtenstein.

The EEA aims to extend EU internal market laws to other countries. It
encompasses the four basic freedoms of the TFUE (free movement of goods,
persons, services and capital) and related policies (competition, transport,
energy and economic and monetary cooperation). Moreover it includes
horizontal policies strictly related to the four freedoms, i.e. social policy
(including health and safety at work, labour law and the equal treatment of
men and women), consumer protection, environment, statistics and
company law and a number of flanking policies34 which are not based on
the EU acquis and its legally binding acts and which are implemented
through cooperation activities. Besides, it excludes the common agriculture
and fisheries policies (although the Agreement includes provisions on
various aspects of trade in agricultural and fish products); the customs union
and common trade policy; common foreign and security policy; justice and
home affairs (even though the EFTA countries are part of the Schengen area);
and the Monetary Union (EMU).

The mechanism of incorporation of EU legislation (regulations, directives,
decisions, actions, programmes, etc.) in the EEA treaty is based on a
consensus decision by a Joint Committee composed of EU and EFTA-EEA
representatives. An EEA Council, made up of representatives of the EU
Council and the Foreign Ministers of the EFTA states, meets at least twice a
year to provide a political incentive and guidelines for the Joint Committee.
After incorporation in the EEA treaty, EU act must be transposed in national
laws according to national constitutional law. Correct transposition and
application of the EU acquis must be monitored by the EFTA Surveillance
Authority and the EFTA Court ensures this task.

According to the EEA Internal Market Scoreboard 201435 Iceland's
participation in EEA is showing a slowdown. It has exceeded the established
1 % ceiling deficit in transposition of EU directives: while Norway and
Lichtenstein are largely below, Iceland increased to 3.2 %. It means that 37
directives are waiting for transposition and 117 regulations are overdue (they
were 82 in November).

EFTA´s Surveillance Authority recently revealed that 60 % of possible
infringements of EEA obligations pertain to Iceland36.

Among the future legislations likely to be opposed by Iceland it is worth to
recall the regulation on baking union and financial supervision, currently
debated in the European Parliament. Future legislation on this topic will aim
to ensure that financial institutions have enough capital to meet potential
losses, to harmonise deposit guarantee schemes and to establish a clear

34 Flanking policies include research and technological development; information services;
education, training and youth; social policy; consumer protection; small and medium sized
enterprises; tourism; enterprise and entrepreneurship; civil protection. Parties can agree
more cooperation areas to be included in this area
35 See EEA Internal Market Scoreboard 2014, February 2014.
36 See Iceland’s EEA transpose record poor. RUV, 28 February 2014

http://www.eftasurv.int/media/scoreboard/Scoreboard_No_33_pdf.PDF
http://www.ruv.is/files/skjol/stefnuyfirlysing.pdf
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framework to deal with troubled financial institutions.

The European Economic Area Joint Parliamentary Committee (EEA JPC)
monitors EEA institutions and legislation. The Committee's resolutions are
addressed to EEA Council, the EEA Joint Committee, the European Parliament
and the parliaments of Iceland, Norway and Liechtenstein. Meeting twice a
year, the Committee is alternatively hosted by the EP and by parliaments of
the EFTA-EEA countries.

5.2 The accession process

Fresh from the crisis,
Iceland applied for the
accession to the EU.

The new government
elected in 2013 brought
the process to a stop.

The coalition in charge from 2009 to 2013, mainly under the lead of the Social
Democratic Alliance, applied for the EU membership in July 2009.

Based on a favourable opinion from the European Commission, the Council
accepted Iceland's application for membership on 17 June 2010. The
accession process was opened in June 2011 and was suddenly brought to a
halt by one of the first declarations of the new government on 22 May 201337.
The coalition agreement, signed the same day, foresaw a discussion in the
Althing on the basis of a report of the Iceland´s Institute of Economic Studies
(IES). A referendum would be called only in case the government decided to
continue negotiations.

On 18 February the IES report was published. It stresses the need for
acceding Member States to accept the EU aquis as such, with only temporary
derogation to be eventually negotiated. In fisheries and agriculture, the most
sensitive points for Iceland, no permanent derogations have ever been
agreed. It implies that total allowed catches of mackerel would be decided by
the Union where the relative negotiating weight of Iceland, with a population
smaller than Malta, will be very small.

The report was submitted to the Althing the following day and the
Government submitted a resolution for a definitive withdrawal from the
membership application on 25 February. The resolution resulted in a fierce
debate, still on-going, and may result in a break-up of the Independence
party, where Ms Rikhardsdottir, Chair of the IP parliamentary group, declared
she will not support the Government resolution.

A popular petition for not breaking negotiations with the EU has been signed
so far by more than 44 000 people and demonstrations have taken place in
front of the Althing on 15and 24 February. In a TV interview on 26 February,
Mr Benediktsson, the Minister of Finance, said that it is impossible to hold the
promised referendum, since the government is totally against accession and
he would not abide by its outcome38. The Icelandic people would have

37 See Financial Times, 22 May 2013: Iceland’s new coalition government suspends EU
accession talks.
38 See Editorial ‘The fear of the impossibility’, Frettabladid, 26 February 2014.

http://www.ft.com/intl/cms/s/0/6c88e05a-c2dd-11e2-9bcb-00144feab7de.html
http://www.ft.com/intl/cms/s/0/6c88e05a-c2dd-11e2-9bcb-00144feab7de.html
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express its opinion on EU accession in the parliamentary election, thus a
referendum would not be needed39.

In any case the debate in the Althing on the referendum issue is still on-going
and no final decision has been taken.

These recent developments can be understood by taking into account the
state of play of the negotiations. Among the 33 chapters 11 have been
closed, 16 have been opened, on 2 chapters a negotiating position has been
delivered and 4 chapters have not yet been opened, among them the most
sensitive of all:  the fisheries. For a country exporting 39.35 % fishes, the EU
attempt to regulate the catching quotas (see chapter 4.3) is considered as
limiting vital national interest.

Figure 8:
Current state of the
various chapters in
accession negotiations40

39 See Mr Benediktsson; ‘No betrayals in the EU matter’, Morgunbladid, 26 February 2014.
40 Source: EEA Internal Market Scoreboard 2013

http://www.eftasurv.int/media/scoreboard/Internal_Market_Scoreboard_February_2013.pdfhttp:/www.eftasurv.int/media/scoreboard/Internal_Market_Scoreboard_February_2013.pdf
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5.3 Policy options

The next EU-Iceland JPC has been scheduled for 25 March 2014.

The meeting will provide an opportunity to discuss Iceland’s possible
withdrawal of its EU membership application. The EU could ask for
clarifications on the possible referendum on the continuation of negotiations
– a referendum the government has strongly opposed (see Chapter 5.2). Polls
suggest that such a referendum might provide a positive outcome, and such
a vote is likely the only way to advance the accession process. At the moment
(March 10), the Althing is still debating the point.

The future of the JPC may also be discussed at the meeting. In case the EU
application is withdrawn it will be downgraded to 'interparliamentary
committee (IPM)', which will meet once a year instead of two.

The issue of Iceland's fisheries could also be discussed during the meeting.
The aim should be to find an agreement to reduce Iceland’s fishing quotas, in
the light of the fisheries agreement concluded on 12 March in London
among the EU, Norway and Faroe Islands.
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6 Table

People and geography
Population 325 671 2014 Source: Statistics

Iceland

Total land area 103 000 km2 Source: Statistics
Iceland

Capital city Reykjavik 118 488 Source: UN

Currency Króna (ISK)

Religion Lutheran State Church 80 % Source: Iceland.is

Ásatrú (traditional
Norse religion)

5 %

Other 5 %

Languages Icelandic official language Source: Iceland.is

English widely understood

Life expectancy at birth 84 women
81 men 2011

Source: World Bank

Rankings
Name of index: Ranking: Explanation and source:

Human development
index

'Very high'
13 / 186

United Nations Development Programme, 2013.

Press freedom 8 / 180 Reporters Without Borders,
The worldwide press freedom index, 2014.

Freedom in the World 'Free':
political score: 1/7
civil score: 1/7

Freedom House, Freedom in the world, 2014.
(1 represents the most free and 7 the least.)

Ease of doing business 13/189 World Bank, Doing Business 2014

Corruption perception 12/175 Transparency International, Corruption
Perceptions Index 2013

http://www.statice.is/Pages/444?NewsID=10825
http://www.statice.is/Pages/444?NewsID=10825
http://www.iceland.is/the-big-picture/quick-facts/
http://www.iceland.is/the-big-picture/quick-facts/
http://hdr.undp.org/sites/default/files/reports/14/hdr2013_en_complete.pdf
http://rsf.org/index2014/en-index2014.php
http://freedomhouse.org/sites/default/files/FIW 2014 Scores - Countries and Territories.pdf
http://www.doingbusiness.org/rankings
http://cpi.transparency.org/cpi2013/results/
http://cpi.transparency.org/cpi2013/results/
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7 Map


	Key issues and developments 
	  European Parliament–Iceland: Milestones 
	Political situation in Iceland
	Overview
	Parliament
	Military 
	Foreign policy and international relations

	Economy, social indicators and trade 
	Economy and social indicators 
	Trade
	Issues of particular concern 

	The EU and Iceland
	EU-Iceland relations
	The accession process
	Policy options

	Table 
	   Map 

