MmobarnbHi Ta HauioHanbHI NPObnemMn eKOHOMIKK

CEKLI4 2
CBITOBE TOCINOAAPCTBO
| MDXHAPOLHI EKOHOMIYHI BIDHOCKWHM

UDC 332.1;339.9;327.7

Katarina Hovorkova

PhD. Student,

Faculty of International Relations
University of Economics

INTEGRATION TENDENCIES OF ICELAND INTO THE EU
UNTIL THE GLOBAL FINANCIAL CRISIS AND THE IMPACT
OF ITS ECONOMIC SITUATION ON THE EU MEMBERSHIP

ANNOTATION

The aim of this paper is an analysis of potential integration
tendencies of Iceland before the financial crisis into the European
Communities / the European Union. We will also focus on political
preferences of the country in context of the membership in inter-
national organizations and on economic benefits or negative impli-
cations of staying independent. This research indicates that before
the outbreak of the global financial crisis, Iceland as a traditionally
EU reluctant country, was not forced due to economic situation to
apply for the EC/EU membership and preferred the membership in
the EFTA or the EEA, by which the national sovereignty as well as
sensitive political issues were not endangered. In times of potential
recessions, Iceland reached immediate economic needs benefi-
cial for the country without political integration and membership in
the EC/EU.
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Introduction. Before the outbreak of the global
financial crisis Iceland was known as the most
eurosceptic country in Europe, since according to
common expectations a small country as Iceland
should tend to become a member of a regional or
international organization to secure its safety and
economic interests. However, Iceland decided not
to join the European Communities (the EC) mainly
due to the economic miracle at the beginning of
the 50’s. Economic development was as well as
stable political situation with strong independent
leaders are very important factors in the deci-
sion process of becoming or not becoming an EC
member state, particularly in the country, which
belonged to the most reluctant ones with regard
to the EC membership. Due to the accretion of
integration tendencies beginning from 70’s, it’s
important to examine the Icelandic approach in
the context of its economic situation.

This paper will focus on potential integration
tendencies of Iceland before the financial crisis
and the potential membership in the European
Communities, resp. the European Union. The aim
of this article is to analyze the economic and polit-
ical situation in Iceland and its impact on integra-
tion tendency into the EC/ EU. The research will
also indicate political preferences of the country
in context of the membership in international

organizations and economic benefits or negative
implications of staying independent.

1. Integration tendencies of Iceland until the
end of the 20" century

After Icelandic declaration of independence
after the end of the 2 World War, Iceland was
perceived as an independent country in terms of
its involvement in international organizations.
It was expected, that Iceland as a small island
country would become a member of regional or
international organizations to ensure the safety
of the nation, enlargement of its export markets,
stabilization of its economy and the currency.

Rather than considering memberships in Euro-
pean regional organizations, that were established
in the 50’s, such as the European Coal and Steel
Community (ECSC), Iceland decided to enter the
United Nations and the NATO and its national
security issues were solved by signing an Agree-
ment on defense with the US. In comparison with
other Nordic states, which focused on develop-
ing closer relations with the European countries,
Iceland was more interested in cooperation with
the US and Great Britain [9, p. 2-3]. While the
ECSC was mainly oriented on security questions
and control of the trade with steel and coal, Ice-
land saw no particular advantages in joining this
organization and focused on getting benefits from
overseas agreements, such as expanding its fish-
ing zone or trade agreements and cooperation
with the UN and NATO, to ensure support for its
national security.

With the deepening of the integration tenden-
cies in Europe in the 60’s and the emergence of two
major regional organizations, the European Free
Trade Association (the EFTA) and the European
Communities, which acted as counterparty of the
EC, Althingi (the parliament of Iceland) decided
in 1970 to join the EFTA. The EFTA membership
was based on a free trade of industrial products,
later also of fish and fish products — the most
important commodity for the Icelandic economy.
With this accession and newly signed bilateral
agreement with the EC countries, the Icelandic
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market managed to become largely liberalized of
handicapping international trade tariffs, whilst
without any loss of its sovereignty. The Stock-
holm Convention ensured that Iceland was able to
trade with the most important trading partners in
the EFTA — Denmark, Sweden and Norway, with
industrial goods and fish products [1].

With the worldwide globalization and develop-
ment of international trade, Althingi recognized
the need for closer relations with the European
Communities. Since Iceland was not interested in
the EC integration, the idea of joining the Euro-
pean Economic Area (the EEA) in the 90’s offered
an attractive alternative path that met the Icelan-
dic integration criterion. Purpose of the EEA was
to extend the EU internal market on countries of
the EFTA, which did not wish to join the Euro-
pean Union or were not yet ready for that [T7].
According to Baldur Thorhallsson «the main pur-
pose of accession negotiations of Iceland with the
EEA was the opening of a free market with fish
products to the market of the EU countries with-
out the need for participation in the common fish-
ery policy. Iceland carved out an exception in the
Agreement which prevented the entry of foreign
investment in the fishing industry» [8, p. 65-66].
After becoming a member of the EEA and obtain-
ing exemption, Iceland reached its economic and
political goals without the need for further inte-
gration and loss of sovereignty.

Nevertheless, a deeper political cooperation
between the EFTA and the EU countries in form
of the EEA also took place, because of nearly
«1,400 legal acts, which the EFTA countries were
willing to integrate into their legislation» [6].
Still, the positive aspect for Iceland was that mem-
ber states did not have to transfer part of their
sovereignty. With a membership in the EEA Ice-
land focused mainly on gaining economic benefits,
whereby the most important aspect of Icelandic
membership in the EEA was to increase its exports
of fish and fish products to the European mar-
ket without the participation on the EU Common
fishery policy. This aim was reached with bilateral
specific terms of trade in the area, thus Iceland
increased exports to the European market, but not
without having to accept certain limitations.

With the participation in the EEA, Iceland
had to accept nearly 80% of the EU legislation,
reflecting the change in its political attitude that
would not have been possible just a few years ear-
lier. According to Baldur Thorhallsson, this polit-
ical turnaround might be attributable mainly to
changing perceptions and preferences of a large
part of the political elite and to external pres-
sures reflecting greater demands on small states
by the international system [9, p. 2-3].

2. Economic situation in Iceland before the
Global financial crisis as a reason of not being
an EU member state

The economic miracle in Iceland, which started
in the 50’s, still continued at the beginning of the
215t century until the outbreak of the global finan-

cial crisis. The economic and political situation in
the world was stable and the small Icelandic econ-
omy, being well linked to developments on for-
eign markets and integrated in world economics,
had a chance to develop and rise rapidly. Althingi
supported changes in Iceland’s banking system
that led to the establishment of three major banks
in Iceland — Landsbanki, Kaupthing and Glitnir.
These banks soon begun to also engage actively in
international businesses, mainly in the UK and
the Netherlands and managed to get through the
dot-com bubble crisis in the US in 2001 without
major problems or bigger negative economic or
political consequences.

In years, when on the continent the biggest
enlargement of the European Union by the grad-
ual integration of new, mainly Eastern European
member states was in process, Althingi did not
consider the possibility of joining the EU and the
accession into the EU was considered as being
more risky than advantageous, particularly with
regard to potential limitations in fishery policy,
the banking sector as well as Iceland’s capital
flows. However, when looking back today, such
potential restrictions might have helped the coun-
try already earlier by slowing down overheating
economy by capping the noticeable bubble effects
in the growth rate, real estate market prices and
decreasing of the speed of bank loans.

With prevailing low interest rate levels on an
international base, growing wages and foreign
direct investments in most of the developed coun-
tries, the Central Bank of Iceland also lowered
the domestic interest rates. In addition, increased
foreign investment inflows led to the creation of
new job possibilities, therefore the living stand-
ard of Icelanders increased, which was mirrored
also in the growing domestic consumption and
e.g. were able to invest on the real estate market.
Icelandic companies were also in a good position
and employed more people abroad than in Iceland.
The three Icelandic banks mentioned above held
total assets of more than 10 times of Iceland’s
total GDP.

The living standard, social security and life
style in Iceland also grew to new high levels. In
2007 the UN awarded Iceland as the 3" most devel-
oped country in the world. Althingi spent a signif-
icant part of the national budget on social secu-
rity such as unemployment benefits, pensions and
insurance; thus Icelanders could take even higher
risk and invest further on the real estate market,
took mortgages and build or buy new houses. Low
wage differences and the well-functioning social
system led to high economic benefits.

According to the below mentioned tables, Ice-
land’s unemployment rate before the global eco-
nomic crises reached the lowest level since the
late 80’s. This level was accomplished through
high foreign direct investments, what resulted in
new job opportunities. Also the inflation in Ice-
land was at a low level. It is necessary to mention,
that the inflation rate in Iceland was not always
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stable. Over the course of time there were some
fluctuations caused by small economic bubbles,
mainly due to the dot-com bubble at the beginning
of the 21°* century. However, Iceland’s inflation
was almost constantly less than 10% and reached
the lowest peak before the outbreak of the global
economic crisis in 2007 of 2%.

Before the crisis, Iceland was the fastest grow-
ing state among the Nordic countries. Between
years 2004 and 2005 the GDP growth reached
a peak of almost 8%, what could not have been
sustainable for years. For comparison, the other
Nordic countries reached 3-4% GDP increases
in years of their highest GDP growth. Even if
Iceland’s GDP growth could not be healthy on
a longer term, Althingi did not take any action
to slow down the GDP growth. Also the invest-
ment share on GDP had reached a top of 35%,
representing the highest level since the economic
miracle in the mid 70’s.

Because of all of these well developing eco-
nomic indicators, though not necessarily econom-
ically healthy, Althingi had not taken in consider-
ation Iceland’s entrance into the European Union.
But the most important economic motivation of
staying outside the EU was still the fishery pol-

Iceland unmeployment rate
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icy. According to the Table 1, the fisheries in
Iceland in 2007 reached almost 1,500,000 tons
of fish catches, i.e. the 2" position right behind
Norway in Europe.

The EU fishery policy was substantially
reformed at the beginning of 21%* century, due to
declining number of fish species in the world’s
waters. Under the supervision of the European
Commission, at the end of each year new quotas
for fish catches for each member country were
set, being calculated according to statistics on the
number of fish species, the economic importance
of fishery in each member country and the terri-
tory of the country [3, p. 423].

According to the Table 1 below Iceland
exceeded the quota, which the EU member states
obtained. Compared to Spain that territory is sig-
nificantly larger that the Icelandic one and thus
would obtain higher quotas for fish catches, the
Icelandic fishing industry produced more than
twice as much as the Spanish fishing industry.
Compared to Portugal that covers nearly identical
area, Iceland fish catches are 7 times bigger than
the Portuguese. This statistics show that Iceland,
in the case of the EU membership, would clearly
exceed the comparable quotas for fisheries, a fact
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Graph 1. Unemployment rate and inflation in Iceland

Source: Mitchell, B., 2012
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Graph 2. Changes in GDP and investment share on GDP in Iceland

Source: Margeirsson, O., 2013
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that logically would need to be adjusted in case of
joining the EU.

Conclusion. Until the outbreak of the global
financial crisis, Iceland was the most eurosceptic
country in Europe. The impact of economic sit-
uation and political stability on integration ten-
dency of Iceland played an important role. Due to
the economic miracle in 50’s, there was no need
for the EC integration from the economic point of
view. Althingi resolved the safety question with
an Agreement on defense with the US and the eco-
nomic needs were reached by the membership in
the EFTA membership and bilateral agreements
with the EC member states.

At the end of 20" century with the importance
of closer relations with the EU, Iceland joined the
European Economic Area and became an equal
partner to other EU members in terms of eco-
nomic cooperation. The fear of losing the national
sovereignty, endangering of fishing industry and
limitations in capital flows made Icelanders and
Althingi reluctant about their membership, thus
they focused on immediate economic needs, which
were covered by the EEA membership and favora-
ble exceptions in fisheries. Therefore, also polit-
ical goals and preferences of political elite were
reached without the need for further integration.

With a beginning of 215° century, reces-
sion resulted from dot-com bubble and the EU

Total fish catches in

enlargement in 2004, Iceland became the most
growing state among the Nordic countries, thus
the EU integration would not have been ben-
eficial. Iceland experienced another economic
miracle with low unemployment and inflation
rates, growing living standard, domestic con-
sumption, investments and boom on real estate
markets. Due to potential limitations in fisher-
ies and economic instability in the EU and sig-
nificant economic growth in Iceland, Althingi
did not consider the EU membership, mainly
due to economic reasons.

To conclude this research, before the outbreak
of the global financial crisis, Iceland as a tradi-
tionally EU reluctant country, was not forced due
to economic situation to apply for the EC/ EU
membership. Althingi preferred the membership
in the EFTA or the EEA, by which the national
sovereignty as well as sensitive political issues
were not endangered. In times of potential reces-
sions, Iceland entered already mentioned EFTA
or EEA and reached immediate economic needs
beneficial for the country without political inte-
gration and membership in the EC/EU.
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