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The Icelandic equity market

An equity market is an important component of an advanced capital market. Iceland has succeeded in
creating fairly developed financial markets and also an active equity market within a relatively short
time. Despite the fact that this occured much later than in neighbouring countries, Iceland Stock
Exchange is now poised to begin cooperation with stock exchanges in other countries. This article sur-
veys the development of the Icelandic equity market in the recent term and also looks back at the histo-
ry of Icelandic share trading and the explanations for the absence of an active market before then. This
summer, the Iceland Securities Depository began electronic registration of shares and the Icelandic
Stock Exchange became a formal member of NOREX. The equity market may be expected to have
reached a certain turning point in its development on account of the new trading practices and envi-
ronment ushered in by these changes.

The equity market is both a prominent and an impoithe history of Icelandic share trading - short but yet
tant part of capital market in many countries. Fronong
the viewpoint of economic theory the equity markeFor an equity market to be able to form, there need to
has been the scene of considerable growth in recdrg public limited companies and incentives for trad-
years as well. New hypotheses and models have begg in their shares. Some 250 years have passed since
presented addressing the laws of price formation the first limited company was established in Iceland.
equity markets and other asset markets, and their ré\&the beginning of the 20th century a public limited
in the economy. One reason has been efforts t@mpany which operated in Iceland was listed on an
understand financial crises and reduce the damageerseas stock exchange. Shortly afterwards the
they cause; equity markets have played a role ioeland Steamship Company (Eimskip) was estab-
some of the financial crises which have struck indilished, with an excellent operational base, plenty of
vidual countries and regions in the past century. Thghare capital and a large number of shareholders.
article will not deal with these issues, but focudegislation from 1921 on limited liability companies
specifically on Iceland’s equity market, which hasvas sufficiently liberal so as not to hinder the devel-
developed rapidly in recent years. Table 1 on page &®ment of open limited companies. In 1934 a com-
shows the main market statistics from 1993 and chagrany was established in Reykjavik which specialized
1 on page 24 shows the pace of growth in listed corm stockbroking and there was brisk trading in
panies and market value of shares. However, limitdeimskip shares during the following years. From
companies and share trading has a much longer hi®42 to 1944, Landsbanki operated a stock market
tory in Iceland, which is worth summarizing here. largely modelled on the Copenhagen Stock
Exchange. In the 1960s there was some discussion
about the economic desirability of establishing pub-
lic limited companies and share trading. The Central
1. The authoris an ecpnomist qtthe Economics Department of the Ce_ntrgank of Iceland was |ega||y authorized in 1961 to
Bank of Iceland. This article is partly based on her cand.oecon thesis at . ..
the University of Iceland in June 1999. It uses statistical data availablgStabIISh a stock market. A number of limited com-
on June 30, 2000. panies were established in the 1960s with many
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shareholders and spread ownership. The Icelal
Investment Corporation set up a securities tradin
centre in 1978, among other things to introduce sec
rities trading. It did contribute to the development o

Evolution of the Icelandic
equity market 1984-2000

. 1984 Law on tax concessions for business invest-
a visible secondary market for bonds, although n« e, PhEEETeT [Femie
for equities. At this juncture, six years would still ' _ ' ;
remain until legislation would be introduced granting 1985 A stock trading platform (Hlutabréfamarkad-
tax concessions on business investments, which & UL i) [EUETEE, B Sieal SErmg
still in effect. (ISE) established.
1986 Law on stockbroking activities. First equities

Equity supply was lacking

All the above shows that for most of the century
attempts to establish an equity market produced sce
results. There were political, cultural as well as ecc
nomic reasons for this. The following list does no

1988
1989

fund begins operation.
Rules on listing of shares at ISE.

Law on securities trading and mutual funds
(including provisions for public offerings of
securities).

consider possible restraints on the demand side, t 1990  First company listed on ISE.
merely points ou.t several factors that impeded tt 1991  First share trading on ISE.
supply of shares in Iceland. _ _
1992 ISE launches drive to increase the number of
o For most of the time companies were both few i listed companies. OTC market begins opera-
number and small in size, on account of Iceland tion.
small economy and short industrial history. 1993  Law on ISE.
» The majority of companies were set up as famil 1997  Introduction of capital income tax. ISE growth

firms or partnerships with few shareholders, little
share capital and restrictions on the conveyant
of shares. In cases when such firms go public,

list and main list introduced. Equities become
the largest category of securities on ISE.

| h is often i ved 1998 Laws on activities of stock exchanges and

engthy process Is often involved. organized bid markets. Incorporation of state
e Until the 1980s, restrictions on the conveyance ¢ banks into limited liability companies and

shares were included in the articles of associatic start of their privatisation. ICEX-15 index

of most large limited companies. Such companie begins.

were like closed _boxes, and ne|ther their p?' 1999 ISE incorporated as a limited liability compa-

formance nor their owners were in the public n

: y.
spotlight. _ » L _
2000 Electronic securities registration begins. ISE

e The industrial policy which was in effect for the
greater part of the 20th century did not suppoil
formation of open limited companies. In many
respects the economic environment was ur
favourable towards business operations and com-
pany profitability was low.

e« Most large companies which were established
during the first 70-80 years of the century were
under public-sector or foreign ownership, or were
cooperatives. In general the national mentality at
this time did not appear favourably disposed
towards large companies under Icelandic private
ownership.

becomes member of NOREX. First foreign
company listed on ISE. Rules set on naming
parties to insider trading.

shareholders and equity issues. Credit to compa-
nies and industrial sectors was controlled.

There was no organized securities market.

Privatisation began late and restrictions applied
to foreign investment in Icelandic industry.

Shares in Icelandic limited companies were by

and large regarded as “some kind of receipt for an

» Real interest rates were low, the tax systenmretrievable contribution towards business opera-
encouraged debtors but was unfavourable falon” and equity trading in the primary and second-
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ary, market was negligible and scarcely visible rigk
up until 1984% Around that time, rising interest rates
increased companies’ needs for a strong equity po:
tion, in addition to which equity markets were on the
advance in neighbouring countries. So it was onl
natural to expect some attempt to organize equi
trading in Iceland. However, it took many years fo
the government, investors and company manageme
to join forces to build up an active equity market (se
box on page 22). For example, after the milestor
year of 1984, it took eight years for the market valu
of listed shares to reach 1% of GDP.

The part played by government authorities

The introduction of tax concessions on account ¢
private investment in business operations under A
no. 9/1984 was an important incentive for Icelandi
limited companies to open up; the twin aim of this

Equity markets in a global competitive envi-
ronment and NOREX

The majority of Western European stock exchanges are
now engaged in cooperation among themselves and
many are currently examining the opportunity of
strengthening their competitive positions still further.
Major changes have therefore occurred in the scope and
environment of stock exchanges over a very short peri-
od of time.

NOREX is a cooperative framework for Nordic stock
exchanges to operate a joint securities market. It
involves use of a collective trading system, SAXESS,
and harmonized rules on market participation and trad-
ing practices. Formal cooperation within NOREX start-
ed up at the beginning of 1998 with participation by the
Stockholm and Copenhagen exchanges. From the outset
their vision was that NOREX would become a dynamic

law was to increase investment in Icelandic comp:
nies and strengthen the equity market. The list issur
in that first year by the Inland Revenue (RSK), show
ing companies whose shares qualified buyers for
tax concession, had 17 entries. Gradually the limite
companies opened up and in 1991, the same year t
the first two companies were listed on Iceland Stoc
Exchange (ISE), the RSK list included 77 compa
nies. At the end of 1999 their number had risen to
174. Various other legislation has also supportegls on market efficiency are difficult obstacles to
development of securities trading in Iceland over thevercome. This development came late in Iceland
past decade. More recently, the interaction betweeompared to other countries, but it was a rapid one,
the equity market and privatisation projects hadriven by factors including changes in attitude, glob-
proved important for the equity market and generaglisation, new technology and legislation from the
ed great interest in market participation among indEuropean Economic Area. ISE has been purposeful-
viduals. ly and systematically working towards establishing

the necessary pillars for the equity market in recent
Transformed financial environment years. The most crucial elements were completed
A major transformation has taken place away fromuite some time ago, and further development of the
the restrictive conditions outlined above. Themarket is now largely aimed at strengthening its
advancement of the financial system plays a larggompetitiveness with respect to foreign markets.
part in this. Iceland’s financial market now operates
on the same basic principles as those of other coui®E becomes more internationally competitive
tries and hardly lags behind in those respectBuring the last operating year, the ISE made a prior-
although its small size and the restraints this impos#ty of examining possible linkage with stock

exchanges in other countries, and in March this year
I it was decided to embark on cooperation with
2. Quot?d from Hlutabréfamarkadurinn & islandi (1991'),“Frarnthréun ONOREX. The proposed NOREX cooperation

framtid islensks hlutabrefamarkadar” (The Icelandic Equity Market:. . . .
volves solutions to two major issues for ISE - the

the advancement and future of the Icelandic equity market), publishe'(p . -
by VIB ht. need to select an upgrade to its present trading sys-

Nordic market capable of competing with others and

attracting international investors. Rapid progress has
been made towards that aim. ISE has now signed a
cooperation agreement, the Oslo exchange is preparing
formal participation and it is assumed that the three

Baltic States, which have signed a declaration of intent
to participate, will join after the middle of 2001.
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H H H Chart 1
Table I Overview of the Icelandic equity market Market capitalization and number of

1993-2000 listed companies on ISE 1990 - 2000
Jan.-June 450 7B-kf- Number %
All amounts are in b.kr, 1993 1995 1997 1999 2000 AOOE == Market capitalization (left hand axis)- - - - - - S~ - I 80
Equity public offeringg~- 0.9 29 17.0 250 87 | 3507 MNumberofcompanies (ighthand axis). - . - 7o

TUrNOVer oN ISE ...o.oveevenn. 1.0 29 133 401 37.0 3007 ~ oo 60

' , 2503 - - - - - - - - oo oo - - - 50
Turnover in ISE members ]

off-exchange trading........... 16 38 102 79.8 77.2| 2003 - - - - - - - - - 40

Market capitalization e p 30

on ISE, total .......ococvveneen. 19.6 49.7 151.0 369.8 4255 1003 - - - - - - __ ) 20
thereof ISE Main List...... 19.6 49.7 149.9 3495 404.8 07 < - 1o
thereof ISE Growth List .. ) ) 1.1 204 207 0- -0

90 91 92 93 94 95 96 97 98 99 2000

Number of listed Source: Iceland Stock Exchange (ISE). (June 30)

companies on ISE, total..... 17 27 51 75 76
thereof ISE Main List...... : - 48 51 55 jnyestors to enter the Icelandic market. ISE is cur-
thereof ISE Growth List.. .. 3 24 21 onyy working on reforms to various of its rules with

Change in the ICEX-15 the aim of enhancing working procedures and effec-

price index over year (%) -12.0 34.1 147 47.4 -48 . . . . . .
) o tiveness and reducing inconsistencies with stock
Change in the Main List

price index over year (R) -14.6 332 124 445 15 exchanges overseas, partly prompted by its member-

Change in the Main List ship of NOREX. This summer ISE and other parties

price index over year (%) ] ) 146 243 are also engaged in a collaborative project on the
P/E ratio at end of period future development of the securities market with the
(equity funds excl.)............ . . . 217 256 aim of promoting its credibility and competitiveness

Market capitalization at end and thereby equipping it as well as possible to serve
of period as % of GDP.... 4.4 10.0 252 534 579 ijts function in the economy. Among the issues under
Turnover ratio (%............ 56 6.9 10.8 13.3 18.1 consideration are a more detailed distinction between

1. Market value of equity issues offered by Icelandic companies in all ofi2PenN and closed offerings, the definition and limita-
ings which have the status of a public offering according to Act 13/1996. ion of the market in unlisted shares and rules on

The ICEX-15 selected shares index, the Main List index and the Growth Liﬁsider trading and increased dissemination of infor-
index were introduced in March 1998 but calculated retrospectively to

December 31, 1992. 3. Equity funds excluded. GDP is at year-end pric@g.ationv inCIUding quarterly financial statements.
4. Turnover in latest 12 months as % of market capitalization and period end. Another major step in the market's technical
Source: Iceland Stock Exchange (ISE) development was taken this summer when the first
electronic shares were issued in Iceland. The shares
tem, and to break its isolation from the rest of th&n question were in the prosthetics company Ossur
world. ISE will become a part-owner in the NOREXand they became available for trading on June 14.
trading system, SAXESS, and link up to it. LinkageElectronic transactions will make trading in equities
which is scheduled for October 2000, will usher irand other securities both more secure and easier, not
more dynamic trading practises and open a new gateast for foreign investors. Electronic trading will
way between Iceland and abroad. ISE became a faherefore improve access for foreign capital to the
mal member of NOREX on June 15. Icelandic equity market. The Icelandic Securities
In the past few years Icelandic investors, profeddepository estimates that it will take 18 months until
sional and private alike, have been making growingll shares on ISE will be electronically registered.
investments overseas. To offset this, reciprocit
would be desirable, i.e. for foreign investors to entes. In an interview with Morgunbladid newspaper on May 18, Dr. Daniel
Iceland. If the financial market architecture such a Levin points out the disadvantages of trading in unlisted shares outside
) . . . an organized market and the need to set rules for the “grey market”, as
laWS’ re_gmatlons and ethics lag behind those OV_E many countries have done with a view to protecting investors and
seas, this could prove to be an obstacle for forei¢ establishing equitability among them.
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Mergers and new listings a young market like the Icelandic one, where ele-
Some 76 companies were listed on ISE on June 3@gents which have an impact on market efficiency are
one more than at the beginning of the year. An excegtill taking shape. The market now shows a faster
tionally large number of companies have been wittresponsiveness to information, and capital moves
drawn from the list during the year, four of themmore easily between shares than before. More partic-
because of mergers by listed companies and two fijpants operate in the market and private individuals
other reasons. Seven new companies have been late taking a greater direct part. The quality of infor-

ed, including what is currently the fourth largest omation, which is the root cause of market move-

the exchange.

Chart 2a Chart 2b . . :
Market capitalization on ISE: breakdown by Market capitalization on ISE: breakdown by
industrial sector at year-end 1995 industrial sector June 30, 2000
Qil distribution Finance and insurance
31.2% Equity funds 3.3%

Finance and
insurance
17.8%

11.5% Transportation

14.7%
Other

24.5% Other
Transportation
8.4%
6.7% Equity funds _18.7%
Source: ISE. Fisheries Source: ISE. Fisheries

6.1%
Information
technology

Sectoral weightings at ISE have changed signifiments, has been improving as well. Since 1998 com-
cantly with the large increase in listings in recenpanies have been providing more frequent and spe-
years. For several years by far the largest sector édific information, media give more focus to compa-
terms of market value was fisheries, with up to 409y news and a large humber of market participants
This has changed over the period 1998-2000 and thadertake data processing and analysis. The number
fisheries sector now accounts for 19%. It is presentf finance companies which meet the requirements
ly the second largest sector on the exchange, after floe ISE membership and are authorized to use its
financial and insurance sector. Chart 2 shows the sec-
toral division at the end of 1995 and again in June

2000. chans Equity turnover: ISE members'
_ _ . trading in listed shares

Large increase in secondary market turnover 30—

Both supply of and demand for shares in Iceland 1 ®Trading on ISE

25

limited companies has been increasing sharply ] mOft-exchange trading

recent years. Trading of shares in listed compani{ 205 - - - -~ - - - - -~~~ -~~~ -~ -~
increased gradually from 1992-1998, but turnove
mushroomed in 1999. Off-market trading by marke |
participants has been running high, as chart 3shovy *©7 -~~~ -~ "~"~ """~
accounting for a fairly steady two-thirds of total tradj 5 |
ing in recent years. Despite much lower trading vo
ume in April-June 2000 than in the precedin¢ = "' 'y ) s N 3 MMI SN JIMMI SN I MM
months, it was still very heavy in a historical context _ | 1007 | 1908 | 1999 [ 2000 |
There is nothing strange about turnover increasing

154 - - - - - - - - - - - - - -
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trading system, for example, increased from 20 a&@apital is owned by a few related parties who regard
end-1998 to 25 in June 2000. it as a strategic investment and do not shift their
Heavier trading has produced a much fasteassets even when major changes occur in the compa-
turnover rate in shares on ISE than in the periody’s position and the price of its shares. Equity own-
before 1999. Turnover rate, as a proportion of marketship by private individuals in recent years has
value, was around 18% in June 2000, somewhat ldssgely comprised shares in equity funds on the one
than the record figure achieved in May (see Table 1hand, and on the other hand in companies whose
Shares in the largest companies, however, turn ovanareholders remain loyal through thick and thin,
much more quickly. Turnover rate is still very lowalthough this attitude has been changing.
compared with other countries, for example in
Scandinavia where it was in the range 50%-100% iaharper price fluctuations
April. In 1999 share prices on the ISE main list rose by
There may be various explanations for th@&5%, which is by far the largest increase in a single
turnover rate in Iceland still being relatively lowyear with the exception of 1996. Indices for all sec-
despite the developments over the past 19 monttiers rose during the year, with the fisheries and retalil
These include high trading costs, partly because ahd service sectors growing least but others in the
the shallowness of the market, the high proportion sange of 30-74%. The main reasons for last year’s
off-market trading, strategic investments in certaimises are economic growth, favourable economic
companies, the low degree of speculation, rarenessaainditions and good business profitability, general
equity-linked derivatives, lack of foreign portfolio optimism and factors associated with the shareholder
investment, and the lack of further privatisatiorculture which has evolved in Iceland. Heavy credit
which is shown by the fact that there is no turnovesupply may have increased demand, since some
in the majority of shares in two of the largest companvestors have borrowed to fund their equity pur-
nies on ISE because these are owned by the Icelandi@ses. Investor demand for equities has been uni-
state. In many companies a large amount of the sharersal and capital has been switched to them from
bonds. In fact this trend began before last autumn and
is in line to the pattern abroad.
Table 2 Nordic equity markets in 2000 The financial and insurance sector made the
largest contribution to the rise in the ICEX-MAIN
and ICEX-15 indices last year. The bulk of compa-
nies in this sector were only recently privatised in
273of'ferings where one of the criteria underlying price

Ice- Den- Fin-  Nor-
April 30, 2000: land mark land way Sweden

Number of listed

COMPANIES......ccevvireennns 75 232 148 194

thereof foreign comp.. 0 9 4 20 21
Market capitalization Chart 4
inb. euros.......cccccoveee. 6.3 1251 723 711 527.1 Equity prices 1997 - 2000
gﬂsag/tecgfcggsl.l.zitf?? ..... 613 739 565 452 2103 s 10710y Y Index values
Turnover ratio (%) ....... 16,7 529 553 100.6 100.1| 2%

—Selected shares index ISEX-15
1,800+ —ISE Main List Index (ICEX-MAIN)
—ISE Growth List index (ICEX-GRO!

June 30, 2000:

Price change from 1,600
beginning of year (%).. -4.8  12.5 4.3 1.0 9.7

Price change in last 1,400

12 months (%).............. 331 400 989 188 586  , |
P/E ratio.........ccoccevennnne 254 266 693 208 310
Average annual price 1,000

change 1995-1999 (%). 31.7 217 51.2 157  33.3

800

1997 1998 1999 I 2000

SourcesDatastream, Nordic Securities Markets, Iceland Stock Exchange. Source: ISE.
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Shareholder culture in Iceland prices finally dropped considerably. The decline
from the highest point to the lowest within the year is

Shareholder culture is a term especially seen in connecnow at record 22%, or about as large as the previ-
tion with privatisation schemes in various countries, ously largest drop which occured during the last 7
which are sometimes in part launched in order to nur-months of 1997. Both the ICEX-15 index and the
ture it. It covers the ramifications of active public par- Main List index have now slipped below their posi-
ticipation in an equity market, such as increased publiction at the beginning of the year, while the growth list
interest in and awareness of business mechanisms andoasts a 30% appreciation from the same time, which
understanding of the need for capital to generate ais in fact almost entirely explained by a rise in
return. There is a positive relation between the maturity Icelandic Software Fund prices. It should be borne in
of an equity market and the degree of shareholder cul-mind that in many cases only small trades underlie
ture, and recently shareholder culture has been growinghe drop in share prices. The reduction across the
in Iceland. This is shown by the tens of thousands of market can mainly be explained by changes in finan-
participants in certain share offerings, widespread gen-cial market conditions and economic prospects. It is
eral share ownership, the prominence of the equity marnot unlikely that a process of correction is taking
ket in media and public discussion, and the large num-place too, particularly bearing in mind the way
ber of people who monitor and take part in the market, Iceland has been keeping pace with trends overseas.
many of them via the Internet. Tax returns show that Large supply of shares in the primary market recent-
52,700 households owned equities at the end of 1999ly may also have had an impact on secondary market
an increase of 17,500 in the space of only four years. price formation.

Stronger links with foreign market price changes
formation was to achieve a wide spread of ownePerhaps the most interesting aspect of price develop-
ship, which may partly explain the large increase iments of late is that they do not appear to be inde-
market prices. The IT sector rose most of all, reflecpendent of share index price trends in other coun-
ing high expectations about its growth as well as theies, reinforcing the view that capital is now flowing
fact that on the whole it showed excellent profitabilmore freely between the Icelandic equity market and
ity. others. Greater investor activity in this respect has

Over the eight-month period up to Februanthe effect of establishing better equilibrium between
2000, the ICEX-15 index rose by 65%. The growtlprices in different markets. If investors view
list rose by the same amount over this period but theelandic shares and foreign ones to some extent as a
main list by slightly less, or 60%. After February 17homogenous product and face no major differences

Chart 5 ) . Chart 6
Equity prices: 6 largest sectors on ISE Foreign equity prices June 1998 - June 2000
1999-2000
Dec 31, 1998=100 June 30, 1998=100
0 200
320 —Fisheries — Finance & insurance { —lceland  — Denmark — Norway
300+ —Transportation— Manufacturing industrie: 180i Sweden  — UKl — Germany~ -
280 —Equity funds — Information technology | —France — Spain — ltaly

| —Netherlands— USA (S&P500y— Japan .

(SO R R R R R R R R R R R A R R R A A AR
S ONDUJEMAMJ JA S ONDJ FMAMJJ AS ONDJ FMAMJ
JFMAMI J A ‘ 1999 2000

1998
Source: ISE. 1999 ‘ 2000 Source: Datastream.
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in access, such an effect ought to be at work. Char

shows the development of 12 equity market indice Table 3 Equity markets in selected countries 1999

including Iceland’s ICEX-15, over the past two Market Market Turn-  Price
years. Broadly speaking the direction of the trend | Number capital- cap.,  over change
not dissimilar. The Icelandic index, along with the oflisted ~zation ~ %of  ratio  over
Swedish one, took the lead in autumn 1999 but h: companies (b.US$) ~ GDP (%) year (%)

. .. Developed markets
moved closer to the others again. Only the Finnis
9 y AUSHHA ..o 97 33 158  37.9 4.2

marke'F is pmltted frqm the mdrl]ces shoyvn here fo'Australia ............... 428 106.1 28.0 195
Scandmawan countries, and t e Am'erlcan Nasdey,g 16,635 1810 1235 195
index is also omitted, both having risen by mucIBe|gium. 185 749 275 -143

more over the period in question. (S 2933 2061 519 141
Denmark 105 60.7 60.0 9.6
The Icelandic equity market in an international comFinland................. 349 2715 443 136.0
parison France ......ccccc..u.... 1,475 102.9 62.4 36.2
The market value of shares on ISE grew by 140 b.kNetherlands.......... 344 695 1761 1451 125
in 1999 to reach 370 b.kr. at the end of the year. E"€/and.....c.cc.... 84 42 468 909 143
the middle of 2000 it had risen to 425 b.kr. Averag!'ce/and ... s 5 54l 133 474
value of companies on the main list has also grovxItaly """"""""""" 241 728 621 827 9.9
o . : . Japan.....ccco....... 2,470 4547 103.8 525 507
S|gn|f|cantly'/.even though the mdgx is at virtually theCanada ................. 3.767 501 1284 542 326
same position as at the beginning of the Ye8Cynrus. oo 60 81 894 392 132.8
Nonetheless, the Icelandic equity market is a Vel yxembourg......... 51 36 1922 29 242
small one in international terms. An internationanorway ............... 195 64 421  90.2 28.2
comparison is presented in Table 3 using figureNew zealand........ 114 28 520 450 55
which are largely based on the Emerging StocPortugal................ 125 66 601 630 57
Market Fact Book 2000. This presents a detailed stSpain.................. 718 432 731 1785  -0.8
vey of organized equity markets in 81 emerging ma Switzerland......... 239~ 693 2693 780 = -4.3
ket countries, and for the sake of comparison SWeden........... 2r7 3731861 731 54.9
includes key figures from the 30 equity markets itG&MaNY wwwwerrvee 933 1432 678 1075 239
the world which are classified as develofethe Emerging markets
Icelandic market is ranked with the developed oneChile................... 285 68 1011 114 354
and on the basis of market capitalization at the end SN 25 2 345 247 423

last year it was the second smallest in that group. (L:h'"_a """"" 950 331 320 1342 382

is however larger than some of the emeraing m atvia..... 70 0 5.8 11.7 95
S however larger than some Of the emerging ma, ;. i 54 1 101 262 95
kgt;, for example marginally larger than Omgn anyata. 7 333 95 100 1776
Trinidad & Tobago, but only around half the size Opgjang ... 291 30 239 446 223
the Czech Republic and one-third of Peru. In terms (russia.......coocov..... 207 72 397 61 2426
market caplta!lzgtlon as a proportion of GDP, Icelan 1. GDP figures for 1999 are in some cases estimated.
IS no Ionger dIStInQUIShed from other deveIODEd maSourcesEmerging Stock Markets Factbook 2q@abl. Standard&Poors),
kets by its small size. Turnover rate is markedly lowiceland Stock Exchange.
est in four developed countries: Luxembourg,
Bermuda, Qatar and Iceland. However, this varies
—— greatly and exceeded 300% in three emerging mar-
4. An equity market is included in the developed group if it fulfils two Kets last year. Countries with a similar turnover rate
conditions. National income per capita must be high enough for thregy |celand were the Ukraine. Sri Lanka. Iran. Oman
consecutive years to meet the World Bank’s definition of a high-income . ! ! '
country, which in 1997 was USD 9,656. Furthermore, the country mus@-nd Argentma- Among the developed markets, the

have a high equity market capitalization - excluding the part of the marﬁgure for listed companies per capita of population is
ket which for any reason is not open to foreign investors - as a propojz . :

tion of GDP, or near the average of developed markets for three corby far the hlgheSt in Iceland.
secutive years.
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The P/E ratio

The price/earnings ratio (P/E) has long been one of this expected annual earnings growth ansl the required
most popular measures of equity value. It states the ratigield from shares. Yield may be divided into the “yield
of the market price of a company to its earnings, i.e. curfloor” (the yield on Treasury paper, which carries the
rent value as a multiple of earnings. P/E is used to comleast conceivable risk) and the risk premium on shares.
pare prices of companies, sectors or markets at the sarfe/estors are not assumed to expetd change, and in
point in time, or assess price developments over a perio@ct this ratio is fixed at many companies. Accordingly,
of time. P/E is calculated either on the basis of earningthe smaller the difference betweeandg, the higher the
over a period in the past or forecast earnings in the futurd?/E. Also, P/E can become infinitely high if the differ-
Independent analysts and information services generallgnce between andg is negligible;r needs to be higher
present P/E based on the most recent figures for pagttang for the equation to be valid. The sensitivity of P/E
earnings. Many companies, however, experience profito changes in required yield increases in inverse propor-
fluctuations or are undergoing growth with the prospection to this difference. Both required yield and expecta-
of major changes in profit but also great uncertaintiestions of company growth are themselves dependent on
Investors therefore project future earnings on what theywumerous factors in the capital market and the economy
consider to be realistic assumptions, which means thah general, as well as institutional factors. Changes in
P/E is considered to have a fairly unreliable basis. Its uséhese factors, many of which are gradual in character, can
fulness lies above all in enabling comparisons betweeexplain a difference in average P/E between periods and
companies which are considered to have similar potentiadlso between countries. Different accounting practices
for generating future profits, e.g. those in the same sect@lso reduce the comparability of P/E by period or coun-
with similar external environments. An exceptionally try.
high or low P/E may conceivably be interpreted as show-
ing that the price is based on unrealistic future growthRisk premium on shares
expectations, thus indicating that it is either overpriced oif the risk premium on shares and investors’ expectations
in a “clearance sale,” although such an interpretation isbout earnings growth were known, the Gordon equation
not the only possible one. However, historical figures forcould determine whether the price of a share were too
the USA suggest that a high P/E is a statistically signifi-high. Neither of these factors is measurable, however,
cant precursor of low returns over the following 10 yearsand they are difficult to evaluate. Attempts are often
and vice versa.P/E in developed equity markets was made, however, partly because of the firm theoretical
generally in the range 20-30 in 1999, but Japan was in footing of the Gordon equation. Various statistical meth-
class of its own with 68. These are very high figures relods have thus been used to evaluate both risk premium
ative to the average over the past 20 years. and investor expectations. On this basis, the risk premi-
P/E is often presented as a function of only two vari-um is generally considered to be close to 6%. Long-term
ables, required rate of return and expected earninggrofit growth may be estimated from the expected devel-
growth. This can be derived from the traditional presenopment of capital employed in operations and the return
tation of equilibrium in the equity market as the marketon it. Risk premium on shares depends on both the busi-
price of a share being equal to its fundamental valueness operating environment and prevailing notions of
Fundamental value is the current value of future incomeisk at any given place and time. Among the factors
flow from the share, i.e. cumulative future dividend pay-thought to influence a market's risk deterrent level are
ments over and above the yield required from it. Thisinvestor age distribution, the capital market’'s supply of
produces a simple equation for P/E if it is also assumedhstruments for spreading investors’ risks, the weighting
that expected earnings growth and risk premium remaiof institutional investors and the prior development of
unchanged for the lifetime of the investment. At anyshare prices (with greater risk deterrent following a price
given time, crash and vice versa).

P/E=d(1+g)/ (r-g) (the Gordon equation) Sources:

. . . . . IMF World Economic Outlook;Asset prices and the business cycle”,
whered is the ratio of earnings paid out as a dividend, \ay 2000.

Brealey, R. and A. Vila (1998), “Equity Prices and Financial
Stability,”,Financial Stability Reviewsol. 5, The Bank of England.
1. E.g. Robert Shiller (2000lxrational Exuberancep. 11.. Robert Shiller (2000)rrational ExuberancePrinceton University Press.
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Equity public offerings in 1999-2000 panies in the future. Plans are afoot for listing more
In 1999, equity to the amount 25 b.kr. was offered iforeign companies on ISE following the first outside
public offerings in Iceland, an increase of 11 b.kdisting, Talenta Luxembourg Holding S.A., at the end
from the previous year (see Table 1). During the firsif June.

six months of 2000, the corresponding figure was 8.7 The Achilles heel of the market is therefore not a
b.kr. in seven offerings. Three of these preceded lidack of companies, but rather its low turnover com-
ing on ISE. These figures do not tell the whole storgared with developed exchanges overseas. Turnover
about primary market supply, since this year domesate has increased fairly slowly for most of the time
tic capital market participants have also made majgsee Table 1), although this is now changing. Many
closed equity offerings. The same players have alsad the explanations for low turnover listed above will
managed sales of foreign equity in both closed argbon no longer apply. The benefits of electronic secu-
open offerings. Estimated total value of these offerities registration, direct access by ISE to foreign
ings is no less than of the public offerings so far thisxchanges, growth in the number of investors and

year. more active participation by them should all con-
tribute to greater trading volunte.
Icelandic equity market prospects Domestic demand for equities in the next few

Market capitalization of listed equities is likely toyears will depend on the development of main eco-
continue to grow in the near future. In this context ihomic aggregates such as economic growth, real dis-
may be pointed out that many companies are aimiqmpsable income, interest rates and savings, as well as
to be listed, others will enter the market througlthe supply of other investment options. Icelandic
mergers with listed ones, and listed companies wilension funds, which have been very large buyers of
increase their equity with new stock offerings tasecurities, own relatively small holdings of shares
some degree. All this will lead to a rise in the nomieompared to the levels seen in some other countries,
nal value of listed shares. Price trends, which arevéth domestic and foreign equities and equity funds
major factor in market value, are more difficult torepresenting 28% of their portfolios at the end of
forecast, but if they do not fall considerably it is cleaMay 2000. Their authorization for investing in equi-
that market capitalization will rise and head towardses was increased this year from 35% to 50% (of net
the size of GDP within a few years. Most of the comassets for payment of pensions). Demand for
panies now aiming to be listed operate in other setzelandic equities will depend on the return they pro-
tors than the largest ones currently on the ISE. Thedace and their competitiveness with foreign shares,
include property management, retailing, shippingather than by demand conditions in Iceland. Foreign
operations, telecommunications and the media amavestors’ interest in Icelandic companies will pre-
leisure industry. Iceland Telecom is expected to b&umably be revealed in the near future when they are
listed, as well as companies in the energy sectput on the same footing as Icelandic investors.
which will be incorporated into limited liability com-

5. In June, Copenhagen Stock Exchange reported substantial benefits in
the form of more efficient equity trading during the year in which it has
been linked up to the SAXESS trading system.

30 MONETARY BULLETIN 2000/3



