STEFAN ARNARSGN

Icelandic foreign direct investment

Icelandic foreign direct investment stock at the end of 1998 amounted to 23.5 billion krénur, having
increased by 3.9 billion kronur from the previous year. Outward investment flow during the year was a
record 5 billion krénur. Some 40% of this stock is in enterprises located in the USA and the UK, and
around three-quarters in fisheries and related operations. Iceland’s earnings from foreign direct invest-
ments has been low in recent years. Icelanders have made less foreign direct investment than most other
OECD countries.

International financial flows
One of the characteristic features driving internatior]
alization in recent years has been the large grow
and increased mobility of capital. Financial flowg  ;qq-USPbiions
may be divided into three categories: lending, porl  ¢,,1  mpeveloped countries
folio investment and direct investment. In 1997 thes 1 mpeveloping countries
financial flows amounted to USD 2,600 hillion EICentral and Eastern Europe
worldwide. The diagram below shows the develop A0O
ment of foreign direct investment (FDI) over thg 300
period 1985-1998, based on figures for inflows t¢ 200~
host countries. Statistics for inflows and outflows d¢ 100+,
not match, but the former are considered more re 0
able? The inflow amounted to USD 644 billion in 198586 87 88 89 90 91 92 93 94 95 96 97 9§
1998, an increase of 39% from the previous yeg Source: UNCTAD.
Developed countries account for the bulk of this
investment, with USD 462 billion. Some USD 165ncreases over the period 1985-1997. This turn-
billion went to developing countries and USD 17 bil-around may be attributed to recent economic prob-
lion to Central and Eastern Europe. Widespread cdems encountered by certain developing countries.
porate mergers and acquisitions in developed coun- Many reasons underlie global growth in FDI, to
tries in 1998 are one of the main explanations for thisome extent interrelated. The main reasons are liber-
greater flow. The total value involved in the 32alization of intra-national and international trade,
largest mergers and acquisitions was in excess tgithnical innovation, lower transportation and com-
USD 3 billion. In 1998 the inflow of FDI to devel- munications costs, greater competition, abolition of
oping countries slowed down, following steadymonopolies and increased privatization. Further-
more, the economies of most OECD countries have

' _ » been in good shape.
1. The author is employed in the statistics department of the Central Bank

of Iceland.
2. Deilviatt'ions mtz;y gel e){plairgd b}éldiftf'erencels i?_ various courgriesli’ dtatk;e|andic FDI stock
collection methodologies. Classification, valuation, scope and selectiop,. . .
of the timing of transactions may differ. Furthermore, some transactionEHStonca-”yv Icelandic FDI has Iargely been made by

or trades may not be recorded. the large seafood sales and marketing companies.

Chart 1
Foreign direct investment inflows
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Box 1 - Definition of terms Table 1. Icelandic FDI stock, by industrial sector

Billion kr.
At respective year-end prices 1995 1996 1997 1998
Food production...........cccccvveenen. 6.5 6.4 8.2 8.7

An investment of 10% or more in an enterprise is con-
sidered to be a direct investment, while a smaller share
is classified as portfolio investment. The terms domes-

. . . . .. Trade and commerce.................... 2.2 3.3 3.5 5.9
tl_c_and fqrelgn are defined on t_hg ba§|s of domlc_:lle, not R 11 29 23 58
c!tlzenshlp. Thus a pgrty domiciled in Iceland is con- FISNING oo 08 19 24 97
siuereniioiuallcelandic oL AT S 11 16 22 34

FDI stock in an enterprise comprises the share in thep,,
book value of its equity and the net lending position

with respect to it. A parent company granting a loan to
a subsidiary in another country increases its stock in
that company in the same way as if a share contribution
had been involved. Both current and long-term loans
are included in the net lending position.

............................................. 11.7 16.1 19.6 235

tions by international agencies. At the end of 1998
some 74% of Icelandic FDI stock was in the fisheries
sector (sales and marketing, processing and fishing).

) i Table 2. Icelandic FDI stock, by host country
The book value of equity can be increased by a share

contribution or reinvestment of earnings. Reinvestment Billion kr _ _
of earnings is retained earings after payment of divi- At 'espective year-end prices 1995 1996 1997 1998

dends. USA e, 4.6 4.2 4.9 5.1
UK oo 2.9 4.1 4.0 4.7
France .....cccocvvvvvveevveeeiiiieeevievniennns 1.3 1.9 1.8 2.4

Transportation a_nd _ﬂshenes companies have akGermany ...................................... 07 13 14 18
made some foreign investments. In addition, Icelar
. . . Netherlands.........ccccoviiriiiinennnn. 0.7 2.2 2.1 1.4
dic companies have made small-scale investments
: . . : : SPAIN ..o 03 03 07 18
foreign companies linked to the fisheries secto ,
. . Other European countries............ 0.8 1.1 2.9 3.8
Recently the share of investment in other sectors h _ .
. . . . Other American countries............ 0.4 0.8 15 1.9
been increasing. Through FDI, companies aim t _
. . .. Other countries ........c.cccceveviinene 0.1 0.2 0.3 0.5
gain access to resources, increase efficiency and g
access to markets. The bulk of Icelandic FDI may pTotal . 11.7 161 196 235
explained as market access strategies, while arou:.u
one-tenth of the stock may be attributed to access to In comparison with most other OECD nations,
natural resources. The Icelandic companies investingeland has a low FDI stock. At the end of 1998 it
most in other countries are Eimskip hf. (The Icelandias equivalent to 4% of GDP. Among the other
Steamship Company Ltd.), Islenskar sjavarafurdir hiNordic countries this figure is over 20% and in some
(Iceland Seafood International plc), Marel hf., SamOECD countries it exceeds 50%. In terms of individ-
herji hf., Sélusamband islenskra fiskframleidenda htial host countries, Icelanders have invested the most
(SIF - The Union of Icelandic Fish Producers Ltd.)n the USA and the UK, although the relative impor-
and S6lumidstdd hradfrystinisanna hf. (Iceland Fre¢ance of the stock there has diminished in recent
zing Plants Corporation plc). These six companiegars. Over the period 1988-1991 it was in the range
accounted for 80% of total stock at the end of 19980-94%, while at the end of 1998 it had dropped to
Icelandic FDI has been increasing steadily ove42%. Iceland’s FDI host countries and main coun-
the period 1988-1998. Stock at year-end 1998ies for merchandise exports show some correspon-
amounted to 23.5 billion kr., having increased by 3.8ence which is apparently becoming more marked.
billion kr. during the course of the year, or 20%. AiAt the end of 1998, 72 Icelandic parties had made
the same time, 13.8 billion kr. of the stock waslirect investments in 141 foreign enterprises, located
accounted for by lending and 9.7 billion kr. by equiin 33 countries and 5 continents. Most of the compa-
ty, a ratio which has remained fairly steady in thaies are subsidiaries, or 101. Subsidiaries account for
past few years. Table 1 shows the sectors in whiaround 88% of the stock. There are 38 associates,
Icelandic FDI has been made, based on classificaecounting for 11%.
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Chart 2 Table 3. Icelandic FDI outward flows
Iceland's outward FDI and the FDI stock

(per cent of GDP) Billion kr.
45 7% At respective year-end prices 1995 1996 1997 1998
40 MOutward FDI/ GDP- Net equity transactions................. 03 06 25 17
oy mseddeR m REINVESIMENt .. 02 04 01 02
251 Intra-company loans..................... 1.4 3.2 1.3 3.1
20 L N 15 42 39 50

company loans amounted to 3.1 billion kr., and re-
investment of earnings 0.2 billion kr.

According to the methodology used by interna-
tional agencies, investments in real estate, vessels

T T T T T T T T T T
1988 89 90 91 92 93 94 95 96 97 98

and land should be included in FDI. This, however,
Icelandic FDI is not done in the present survey of Icelandic FDI. It
FDI flows can take the form of equity investmentsis known that Icelandic parties own real estate in
reinvestment of earnings and intra-company loansther countries such as business premises, embassies,
Investment during a given year need not necessariyplomatic residences and apartments. The value of
be reflected in the difference between the stock at tileese properties may be estimated at several billion
beginning and end of that year. The reason is that tke, of which real estate owned by the Icelandic state
aggregates for these positions are stated on waould amount to 1-1.5 billion kr. The Icelandic state
accounts basis but the flow aggregates on a paymentgns holdings in foreign enterprises and agencies
basis. Table 3 shows that considerable fluctuationghich were valued at 2.6 billion kr. in the treasury
take place in the composition of Icelandic FDI flowsaccounts for 1998. Other foreign assets owned by
from one year to the next. Icelanders are bank deposits and securities. The total
In 1998 FDI outward flows amounted to around Security stock was estimated at 65 billion kr. at the
billion kr., which means that Iceland’s share in thend of 1998
global FDI flows that year was 0.013%4s a propor- The figures presented here for Icelandic FDI are
tion of GDP, Icelandic FDI flows in 1998 were 0.9%.not exhaustive. The figure for total FDI by individu-
Over the period 1988-1998 the average figure wads is some way from being complete, because of the
0.4%, but it was 0.2% over the period 1988-1995lifficulty in acquiring information about private
Iceland’s figure for FDI outward flows is below thefinances. Information is also lacking about certain
annual OECD average, which was equivalent ttsansactions involving investments by Icelandic par-
2.4% of GDP in 1996-1998. ties in fisheries companies in other countries, for
In 1998 Icelandic parties made foreign direcexample when fishing vessels are sold in return for
investments in 43 enterprises, involving equitypayment in the form of shares in the foreign compa-
investments to the tune of 2.2 billion kr., and soldy. Furthermore, it has proved problematic to acquire
shares in 4 enterprises for 0.5 bhillion kr. Equitynformation about holding companies established by
investments may be divided into ongoing investicelanders in countries where these enjoy a more
ments and new investments, the latter categofgvourable environment than in Iceland.
involving 26 investments to the value 1.3 billion kr.
Most investments were on a small scale. In only Belandic earnings from FDI
cases was the sum invested larger than 0.1 billion KFable 4 shows Icelandic earnings from FDI. These
and the largest investment was 0.2 billion kr. Intraearnings can take three forms: dividend payments,
reinvestment of earnings and net interest earnings on

3. Provisional figures suggest a similar level of outward FDI flows in
1999. Iceland's portfolio investment was 28 billion kr. in 1999, com- 4. According to provisional figures, the stock of Icelandic portfolio
pared with 19 billion kr. the year before. investments abroad stood at 132 billion kr. at the end of 1999.

MONETARY BULLETIN 2000/1 55



Box 2 - Determinants of foreign direct investment

A company’s decision to invest in another country is thie Examples are economic, administrative and social
result of a complex process. Such a decision may &ebility, taxation policy, international agreements, priva-
reached when the needs of the foreign company matttation, trade policy, etc. Examples of factors linked to
the advantages of the host country. There are two clases economy itself can be seen in the table below.
of determinants for the selection of a host country f@&ssentially, companies make foreign direct investments
FDI: factors on which the government has an impact aidorder to gain access to necessary factors of production
characteristic or inherent factors of the economy. The fand assets, to increase efficiency through access to inex-
mer case includes the government’s policy towards fquensive factors of production, and to gain access to mar-
eign investment and the business environment createdkieys. The table presents these factors in more detail.

Motives behind FDI Main economic determinants of FDI in host countries

Resource/asset-seeking » Raw materials, energy ¢ Low-cost unskilled labour « Skilled labour

» Technological, innovatory and other created assets (e.g. brand names)
including those embodied in individuals, firms and clusters
» Physical infrastructure (ports, roads, power, telecommunication)

Efficiency-seeking » Cost of resources and assets, adjusted for productivity for labour
resources

» Cost of other inputs
* International cooperation, e.g. EEA/NAFTA

Market-seeking » Size of market and per capita income ¢ Market growth
» Access to regional and global markets
e Country-specific consumer preferences < Structure of markets

Source: World Investment Report 1998.

account of intra-company loans. In 1998 these eartow level of profitability. The most apparent one is
ings amounted to 0.5 billion kr., representing a returthat Icelanders are investing in low-profitability sec-
on the stock of 2.3%. Only 52 subsidiaries and 1@rs and in environments which they have difficulty
associates in which Icelanders had invested in othier mastering.

countries generated a profit in 1998. Average earn-

ings over the period 1988-1998 amounted to 0.2 bil-

lion kr. per year and the return on the stock over tt Table 4. Iceland’s earnings revenues from FDI
same period was 2.3%it is interesting to note that Billion kr

the level of profitability is not higher. It turns out to 4, respective year-end prices
be less than half that of FDI by foreign parties ir

1995 1996 1997 1998

- . . Dividends........cccvvvieiiiinieiic 0.1 0.0 0.1 0.1
Iceland. In other words, foreign parties benefit mor reinvestment oo 02 0.4 0.0 0.2
by FDI in Iceland than Icelanders do from their OWrnet interest payments................. 00 01 02 02

FDI. This is an interesting fact, given the frequen,.,,
complaints from Iceland’s business community
about shortcomings in the Icelandic operating envi-
ronment compared with those in many other coun-
tries. Various explanations may be offered for thiSources:

UNCTAD, World Investment Report 1998.

5. By comparison, in 1997 and 1998 the annual return on the foreig\UNCTAD’ V_Vorld Investment _Rgport 1999.
folio investment owned by Icelandic pension funds amounted to IMF Committee on BOP statistics, annual report 1998.

............................................. -0.1 0.5 0.3 0.5
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