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Abstract 

The present study examined the attractiveness of the Icelandic hotel industry as a destination for 

foreign direct investments. In order to determine its attractiveness the research analyzed the 

rapidly growing industry, the major pitfalls it could suffer from and the various country-specific 

risks involved for foreign direct investors. 

Various individuals and local media have raised suspicions on the possible limited ability of 

Iceland to welcome more tourists, a declining share of hotels in the accommodation industry and 

possible overinvestment. A risk to FDI could furthermore be imposed by the country´s ongoing 

recovery from the economic crisis of 2008. An examination of these factors is necessary to 

decrease the confusion on the topic, increase transparency and encourage higher levels of FDI in 

the Icelandic hotel industry. 

The paper concludes using a stakeholder analysis that locals, tourists and the government could 

directly or indirectly lead to general limitations on the tourism industry that could reduce demand 

for hotel rooms. It further concludes with an analysis of the industry carrying capacity that 

Iceland is relatively far from reaching its carrying capacity. An examination of trends in the 

accommodation industry show a trend where hotel accommodation is loosing share in the 

accommodation market, the trend however proves unlikely to continue in the long term. Data on 

occupancy rates and industry supply and demand show that overinvestment has not occurred from 

2008 to 2015 and is unlikely in 2016. Finally the paper concludes, with a review of various 

subdivisions of country risk, that the removal of the capital controls now in place could impose a 

considerable amount of transfer risk to FDI in the country, but overall country risk remains at a 

low level. These results invalidate many of analyzed concerns regarding the future of the 

Icelandic hotel industry and encourages investors to consider FDI projects within the industry and 

carry out project-specific analysis to determine their profitability. 
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1 Introduction  

For centuries people have travelled between countries looking for new opportunities, adventure 

and knowledge. What was at first only possible for a limited few has, due to significant 

improvements in transportation technology, been made possible to a much greater share of the 

human population. This evolution has given rise to the term tourism, defined by the World 

Tourism Organization as “a social, cultural and economic phenomenon which entails the 

movement of people to countries or places outside their usual environment for personal or 

business/professional purposes. These people are called visitors (which may be either tourists or 

excursionists; residents or non-residents) and tourism has to do with their activities, some of 

which imply tourism expenditure“ (UNWTO, 2015b). 

As mentioned in the definition some of the activities within tourism lead to tourism expenditure, 

„the amount paid for the acquisition of consumption goods and services, as well as valuables, for 

own use or to give away, for and during tourism trips“ (UNWTO, 2015b). The production of 

such goods or services that induce tourism expenditure is then termed the tourism sector which 

can have direct, indirect and dynamic effects on an economy. The direct effects are the 

employment and wages of those working within the sector, the indirect effects are the increased 

demand in other sectors as a result of the tourism sector. Dynamic effects from the tourism sector 

occur as the direct and indirect effects lead to a further chain of investments known as the 

multiplier effect (Overseas Development Institute, 2007).  

Apart from these economic effects, tourism can also have social and environmental effects. All 

these effects can bee either positive or negative. Positive factors such as the creation of 

employment, creation of enterprise opportunities, increased government tax earnings and foreign 

currency exchange earnings can encourage countries to attract more tourists. The destination 

lifecycle which is discussed in chapter 5 shows the benefits of tourism can often exceed the 
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disadvantages in the early stages of tourism but can be outweighed by the negative effects further 

down the line (Butler, 1980). 

Just as countries sometimes seek to improve their economy with the help of tourism they often 

seek similar benefits from foreign direct investments often abbreviated FDI. FDI, “is the net 

inflows of investment to acquire a lasting management interest (10 percent or more of voting 

stock) in an enterprise operating in an economy other than that of the investor” (The World 

Bank, 2015a).  

Research has not yet clarified beyond doubt whether FDI always increases economic growth in 

the host economy but there are some effects of FDI that can, given certain characteristics in the 

host country, increase its growth. Based on the ideas of Hymer (1960) international companies 

have been said to have firm specific advantages that allow them to be more profitable in a foreign 

country than the local companies. Andreas Johnson (2006) links the ideas of the firm specific 

advantages to the idea of knowledge capital where the knowledge and knowhow of the foreign 

company goes beyond the knowhow of the local companies. He further argues that the spillover 

effects from that firm specific knowledge when it operates in the host economy has the possibility 

to increase its economic growth (Hymer, 1960; Johnson, 2006).  

Johnson (2006) furthermore argues that inflow of capital to a country can increase the host’s 

economic growth since an expansion in the amount of capital within a country can increase it´s 

productive capacity. The effects are the greatest if a country has a low capital/labor ratio but a 

raise in the capital will however show diminishing returns to scale until the economy reaches a 

steady with adequate capital (Johnson, 2006).  

Promote Iceland, an Icelandic governmental organization actively seeks to promote FDI in the 

Icelandic economy including the Icelandic tourism sector (Promote Iceland, 2015).  The benefits 
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for the Icelandic economy if foreign investors seek to invest in the tourism industry given the 

right conditions would be those of FDI and the effects of increased tourism mentioned earlier.   

In the summer of 2012 Promote Iceland commissioned an international consulting firm PKF to 

analyze the tourism industry and determine possible areas for FDI. PKF´s report concluded that a 

considerable need was for upscale boutique type hotels outside the capital area of Iceland where 

hotels generally are of lower quality. Furthermore the report suggests 5 projects that could be 

attractive for FDI, three of those are solely hotel projects and two are Spa´s with the possibility to 

add adjacent hotels. PKF states that out of the all possible FDI projects within the Icelandic 

tourism industry, hotel projects are the only ones of adequate size for FDI (PKF, 2013). 

While growth in the industry is considerable, there are still many factors to be considered before 

determining if the given investment are likely to be profitable for the foreign investor. In many 

ways the foreign investor is at a disadvantage in finding and interpreting the relevant information 

for his potential investment, which discourages him from investing in a foreign country. This 

paper provides a look into the tourism industry in Iceland, specifically its main sub-industry the 

hotel industry and analyzes if it has the potential to be profitable to the foreign investor. 

1.1 Purpose and problem statement  

When analyzing foreign investments an investor should be able to negotiate on equal terms with 

locals, possess the same knowledge and be fully aware of the risks and profit potential of each 

investment. This would allow him to be properly matched with the projects which are most likely 

to be profitable for him. Such an investor would be able to determine if investment opportunities 

in the Icelandic hotel industry such as those introduced by PKF and Promote Iceland are feasible.  

There are however a number of factors that prevent foreign investors from making fully informed 

decisions. Differences in incentives, the possibility of excessive optimism, country risk and 

information asymmetries are all factors which can increase the risk of engaging in FDI in the 
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Icelandic hotel industry. These factors can discourage risk averse foreign investors from engaging 

in otherwise profitable, and locally growth generating investments (Hayakawa, et al., 2013). The 

possibility of mutually beneficial contracts is therefore reduced which can result in forgone 

profits on both sides. To prevent the cost that is incurred if an investor is discouraged from 

otherwise mutually beneficial contracts the following obstacles need be removed.   

Different Incentives 

Much of the research on Icelandic tourism is done by local institutions both governmental and 

public. These same institutions are stakeholders within the Icelandic tourism industry and have an 

incentive to attract foreign capital to the industry for the benefits of their own industry. This 

means that there are different incentives between local researchers and international investors. 

The possibility that information supplied to a foreign investor is biased in favor of local 

stakeholders increases an investor’s risk of engaging in FDI in the Icelandic hotel industry.  

Possibility of Excessive Optimism 

In opposition to the general theory of economic equilibrium J.-C.-L. Simonde de Sismondi in 

1819 pointed out the tendency of economies to suffer from periodic crises. Researchers have 

expanded on the concept reveling psychological implications of a cycle where economic growth 

tends to generate excessive optimism which further leads to excessive investment and 

overproduction. Growth over prolonged periods of time can therefore lead to optimism, 

overconfidence and excessive investments (Schneider, 2001; Schumpeter, 1982). 

The Icelandic Tourism Industry has been growing for decades and exceptionally fast in recent 

years as will be shown in chapter 3. It is possible that increased growth in the industry causes 

symptoms of excessive optimism or confidence where investors turn a blind eye towards possible 

threats to the industry. As most of the industry information and analysis is supplied by local 

industry stakeholders, it is at a risk of being positively biased. 
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Country Risk 

Country risk is a term which is often used to represent the many different risks associated with 

investing in a foreign country. This entails transfer risk, exchange rate risk, sovereign risk and 

political risk. In international business where investors consider investments in different countries 

these risks need to be analyzed. If country risk is unreasonably high in a country in relation to the 

expected profits, investors who engage in FDI can direct their investments elsewhere. High 

country risk can therefore discourage foreign investment in a country (Ramcharran, 1999).  

For a foreign investor looking to invest in the Icelandic hotel Industry it is therefore not sufficient 

to analyze the prospects of the industry disregarding the country specific risks that can affect the 

profits of the investment. While various institutions give ratings to country´s in terms of the 

country risk they impose, a more thorough analysis relevant to the hotel industry in Iceland is 

required. Chapter 8 will carefully analyze the risk involved in investing in the Icelandic hotel 

industry from abroad.  

Information Asymmetries 

Much of the data, resources and knowledge available for the analysis of the Icelandic hotel 

industry lies within the local institutions in the local language. The local knowledge is much 

greater than the knowledge readily available to the foreign investor. Retrieving all the relevant 

information can lead to an increased transaction cost for the investor and deter him from making 

foreign direct investments. Javorcik and Hardinn (2011) have shown how transparency and 

investment promotion reduces the information asymmetries and leads to higher FDI inflows in 

developing countries. Supplying the relevant information to the foreign direct investors could 

therefore reduce their transaction cost and facilitate knowledge flow and induce FDI (Amiran, 

2012; Javorcik & Hardinn, 2011).   



8 

 

 

The forgone profits and the potentially forgone growth in the local economy, if an investor is 

deterred from investments in the Icelandic Hotels industry, due to these factors are a cost that can 

be prevented with adequate flow of information. This paper will seek to reduce this cost caused 

by the before mentioned factors by critically examining the potential threats to the Icelandic hotel 

industry and supplying foreign investors with a foundation of information necessary before 

making investments in the industry.  

By reviewing local research and analyzing the available data with an unbiased critical 

perspective, the main threats to the Icelandic hotel industry can be evaluated, and the 

attractiveness of FDI opportunities within it can be established.  

2 Method 

The problem faced by a foreign investor when it comes to analyzing the potential for FDI in the 

Icelandic hotel industry is best solved with the help of a concrete research question. This chapter 

will form a research question and proceed with an overview of the methods, data and strategies 

which will be used to answer the question empirically.  

2.1 Research Question 

The purpose of this paper is as discussed in the Problem Statement in chapter 1.1, to assist foreign 

investors in determining the feasibility of investments in the Icelandic hotel Industry by taking a 

step back and critically analyzing the main threats to the industry growth. While the research is 

pointed towards the hotel industry much of the information supplied can prove beneficial for 

analysis of the feasibility of FDI within other areas within the Icelandic tourism industry. The 

research question chosen as point of departure “Does the Icelandic hotel industry present 

attractive FDI opportunities?” helps direct the discussion. 
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2.2 Sub-research Questions 

In order to answer the research question that has been chosen, the paper will answer five sub-

research questions. The answer to the main research question will be based on the answers given 

to the sub-research questions. The sub-research questions will analyze the main negative risks to 

continued growth in the Icelandic hotel industry as well as the general risks of engaging in FDI in 

Iceland during its economic recovery. The choice of factors for analysis, that is, the main risks to 

continuing growth is based on the author’s observation, theory and preliminary research on the 

relevant data. 

 Each sub-research question will be covered in its own chapter which includes a theoretical 

overview, analysis and results. The questions are the following: 

 

1. Is it possible that regulations that limit tourism in Iceland will be introduced? Chapter 4 and 5. 

a. Are there stakeholders to the tourism industry who are likely to demand a limit on tourism, and 

if so, do they have the power to establish or induce the establishment of such regulations? – 

Stakeholder Analysis  

b. Is the amount of tourists that visit Iceland close to the maximum of the country´s tourism 

carrying capacity? – Carrying Capacity 

2. Is there a movement from hotel room stay-overs towards alternative accommodation? – Chapter 6. 

3. Is there overinvestment occurring in the Icelandic hotel industry? – Chapter 7. 

4. Does the ongoing recovery of Iceland from the crisis of 2008 pose a risk to FDI in the country? – 

Chapter 8. 

*Defined as a point where growth begins to be limited by regulations. 
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2.3 Research Strategy 

Chapters 4 and 5 analyze the possibility of reduced growth in the Icelandic tourism industry due 

to regulatory limitations. Chapter 6 analyzes the possible movement in market share from hotel 

rooms towards other forms of accommodation. As can bee seen in figure 1, these three chapters 

then form a basis to answer the third research question in chapter 7, regarding possible 

overinvestment in the industry. Chapter 8 analyzes the risk inherent in FDI in the Icelandic hotel 

industry as the country continues its recovery from the financial crisis.  

The answers to the four sub-research questions will determine the answer to the primary research 

question in chapter 9. If any of the negative risk factors analyzed in the earlier chapters prove 

likely or if the Icelandic business environment is not attractive for FDI the answer to the main 

research question will be negative. That is “the Icelandic hotel industry does not present attractive 

FDI opportunities” will be the conclusion. If all the negative risk factors analyzed prove unlikely 

or their effects minimal and the Icelandic business environment is attractive for FDI, the answer 

to the main research question will be positive. Other variations of answers to the sub-research 

questions will call for a more thorough discussion to reach conclusion. 

Possible limitations 
on tourism 

Chapter 4 & 5 
 

Conclusion 
Chapter 9 

Overinvestment in 
the Hotel industry 

Chapter 7 

Country Risk 
  Chapter 8 

Rise Of Alternative 
Accomodation 

Chapter 6 

Figure 1: Research Strategy. 
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2.4 Thesis Structure 

Chapter 1 – Introduction, provides a definition of the core concepts, establishes the topic of the 

paper and the need for the given research in a problem statement.  

Chapter 2 – Method, explains the formation of the research questions, limitations of the paper, 

how data is collected, structure and how the conclusion will be determined. 

Chapter 3 – Background information, provides information regarding global and local trends 

in tourism and the current profitability in the Icelandic tourism industry. 

Chapter 4 –Possible limitations – Stakeholder Analysis, analyzes the possibility that 

governmental regulations will be put into place that limit the amount of tourist visits, or visits to 

certain destinations. The chapter uses a stakeholder analysis to evaluate which stakeholders are 

likely to advocate governmental regulations that limit tourism and if those stakeholders have the 

power to enforce such a change.  

The chapter answers the sub-research question:  

Are there stakeholders to the Icelandic tourism industry who could demand a limit on tourism 

and if so, do they have the power to establish or induce the establishment of such regulations? 

Chapter 5 Possible limitations – Carrying Capacity, further establishes at what point in time 

these stakeholders are likely to demand such regulations. The chapter analyses the concept of a 

carrying capacity and how close Icelandic tourism is to the limits of its carrying capacity. The 

chapter answers the research question: 

Is the amount of tourists that visits Iceland close to the maximum of the country´s tourism 

carrying capacity?  
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For analysis of the Carrying Capacity the chapter uses the theory of the destination lifecycle 

developed by Butler, Doxey´s irritation index, as well as tourist typologies by Plog Stanley 

together with local research on the topic (Butler, 2004; Doxey, 1975; Plog, 2001). 

Chapter 6 – Rise of Alternative Accommodation, evaluates if the Icelandic hotel industry is 

threatened by a movement from typical hotel overnight stays towards alternative options. The 

chapter answers the sub-research question:  

Is there a movement from hotel room stay-overs towards alternative accommodation?  

The destination lifecycle, official data on overnight stay-overs in each category of 

accommodation and research on a new underground market will together shed light on the 

possible rise of alternative accommodation. 

Chapter 7 – Overinvestment in the hotel industry, considers the possibility that recent 

investments in the Icelandic hotel industry have been excessive to the extent that they pose a 

threat to the profitability of the industry. The chapter answers the sub-research question:  

Is there overinvestment occurring in the Icelandic accommodation industry? 

An answer to the question is based on the theories of supply and demand, information gathered in 

the earlier chapters, data on occupancy rates and data on supply and demand. 

Chapter 8 – Country Risk, considers the inherent risk in investing FDI in the Icelandic hotel 

industry as Iceland continues to recover from the economic crisis of 2008. The chapter seeks to 

answer the sub-research question:  

Does the ongoing recovery of Iceland from the crisis 2008 pose a risk to FDI in the country? 

An answer to the question will be found using the concept of country risk. Various sub-categories 

of country risk are analyzed using data on related indicators as well as comments from 

commercial risk agencies.  
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Chapter 9 – Conclusion, reviews the sub-conclusions from each chapter in order to form a 

concrete answer to the main research question.   

“Does the Icelandic hotel industry present attractive FDI opportunities? 

2.5 Data Collection 

In the beginning of the 90s, tourism was already a major source of income for the Iceland and has 

been growing steadily ever since. Data collection in the field of tourism is therefore considerable. 

Numbers on tourist entries is available back as far as to the 1950s and the variety of tourism 

related information available has increased since. The data used in this research is gathered from 

various local and global institutions. Iceland Statistics the official statistics office of Iceland 

carries data regarding tourist arrivals, hotel room supply and demand and more. The Icelandic 

Tourism Research Center, a cooperative between Icelandic universities and industry 

organizations, collects, organizes and promotes research in the field and supplies a considerable 

amount of research. Surveys carried out by the Icelandic Tourist Board are a valuable resource as 

well as information from The Icelandic Travel Industry Association. Data from the World Bank is 

primarily used for numbers on global tourism as well as for data comparison between countries. 

Information on profits within the industry are retrieved mainly from the Icelandic subsidiary of 

KPMG. Examples of local media coverage is retrieved from Vísir, Rúv and MBL which are the 

main news sources in the country. Primary research is only done to analyze the influence of 

Airbnb in Iceland as official data on the topic is nonexistent.  

2.6 Limitations 

The research performed in this paper has two main limiting factors. First, as the choice of factors 

taken for analysis is partially based on the authors judgement but not based on a on its own 

research, there is a possibility that important factors are omitted. Performing a specific analysis to 
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determine the most significant factors would be optimal to confirm which the most major risks to 

the industry are. It is assumed in this paper that these factor are relatively clear.  

Second, the research looks at the possible negative risks to growth within the hotel industry. It is 

limited by the fact that it does not look at the possible positive risks which could increase growth 

or offset negative risks. It is assumed that if the past trend of significant increases in tourism in 

Iceland continues, it will provide attractive investment opportunities in the Icelandic hotel 

industry. The paper therefore looks only at the downside risks to the tourism growth as well as 

the downside risks of investing in the Icelandic business environment through FDI. 

In addition it is important to note that the terms tourism and tourist arrivals will often be used 

interchangeably. Increases/decreases in tourist arrivals, that is the amount of tourists arriving to 

Iceland, are in order to simplify the discussion, assumed to lead to increases/decreases in tourism 

and vice versa. This assumption can be made as the average stay of each visitor has remained 

stable around 10 days in recent years (Icelandic Tourist Board, 2015a). 

3 Background Information 

This chapter provides the relevant background information which is necessary to interpret the 

topic in a wider context. Growth in tourism has been increasing for a long period both globally as 

well as in Iceland causing significant negative and positive effects. Currently there are profits to 

be made in the Icelandic hotel industry outside the countries capital area. Restless growth has 

however caused increased discussions the sustainability of this growth. 

3.1 Trends in Global Tourism 

Tourism is now of a major significance in a global context and is a valuable source of income for 

many countries. Globally tourism grew around 4.27% annually during 1995-2000 and 4.62 % 

annually during 2000-2005. Between 2005 and 2010 the growth slowed down due to the global 

economic crises in 2008 but still remained 3.29% on average per year during the five years. 
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Global tourism then continued to grow at its earlier pace in the most recent years or 4.66% 

annually between 2010-2013 (The World Bank, 2015b).  

As tourism grows, its societal, economical and environmental effects continue to grow as well. 

These effects can be both positive and negative. Negative effects such as overcrowding, social 

conflict and environmental damage can at some point outweigh the benefits (Butler, 1980). This 

complex structure of positive and negative social, economical and environmental effects in both 

present and the future has given rise to an increased focus on the notion of sustainable tourism 

defined by The World Tourism Organization as "Tourism that takes full account of its current and 

future economic, social and environmental impacts, addressing the needs of visitors, the industry, 

the environment and host community" (UNWTO, 2015a).  

A sustainable focus in tourism development becomes increasingly important as the numbers of 

tourists increases. More tourists can lead to more significant negative effects such as souvenir 

shops taking the place of traditional services, trampling and trash in sensitive environmental 

destinations, changes in animal behavior due to closer or more frequent contact with humans to 

name a few. The preservation of environmental resources as well as the cultural heritage of the 

locality can therefore become more difficult to sustain as the number of visitors increases. It is in 

the best interest of all stakeholders to promote sustainable tourism practices in order to protect the 

long term industry profitability. Discussions on sustainable tourism have lead to a regular usage 

of another related term, carrying capacity, which addresses the limited ability of any place to 

welcome tourists. Carrying capacity is further discussed in chapter 5. 

Discussions on sustainable tourism and carrying capacity are direct responses to significant 

increases in global tourism. In the case of Iceland where the growth has been even faster than the 

global average, these concepts are at the forefront of tourism related policies and discussions.  
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3.2 Icelandic Tourism Industry  

The amount of tourists arriving to Iceland has been growing almost consistently during the last 

decades. The growth between 1949 and 2014 has been on average 8.9% annually. Years of 

negative growth are few and can always in the most recent years be connected with world events, 

most recently seen in 2008 and 2010, following the global economic crisis in 2008 and then 

following a volcanic eruption in Iceland in 2010 which put international air travel to a complete 

stop. Negative numbers were also seen in 2001 and 2002 following the 9/11 attack as can be seen 

in figure 2 (The World Bank, 2015b).  

 

Figure 2: Tourist arrivals in Iceland. Left: Quantity of Tourist Arrivals. Right: % Change from the 

previous year. (The World Bank, 2015b).  

While global arrivals from 1996 to 2013 have been growing on average at 4.1% annually, they 

have been growing at 8.6% annually in Iceland during the same years. The annual increases have 

furthermore been gradually getting higher in the case of Iceland but annual changes globally have 

stayed relatively constant as can be seen in figure 3 (The World Bank, 2015b). Growth in tourist 
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arrivals in Iceland in 2015 is estimated at 23% which sets a new record in terms of both 

percentage increases and total number of tourists in Iceland (Íslandsbanki, 2015b). 

 

Figure 3: Tourist arrivals in Iceland and globally. % change from last year and trend lines. (The 

World Bank, 2015b). 

These significant increases in tourist arrivals have had a positive effect on the Icelandic economy 

and tourism is now the biggest industry in the country. For the most part of the country´s history, 

fisheries and aluminum smelting accounted for most its foreign exchange earnings but income 

from tourism surpassed aluminum smelting in 2012, then surpassed fisheries in 2013 and 

accounted for 27.9% of export earnings in 2014 (Statistics Iceland, 2015a). While the total 

workforce grew by 6% in Iceland from 2010 to 2014, the number of people employed in tourism 

related industries grew by 30% over the same time period and in 2014, 16,790 people or around 

12% of the working population was employed in the tourist industry (Icelandic Tourist Board, 

2015b) (Statistics Iceland, 2015b). Tourism does therefore have a considerable effect on the 

livelihood of Icelandic people who welcome the positive effects the growth in tourism has. 

The sustainability of the evolution can however be questioned. The amount of tourists per capita 

is predicted to reach 7.2% on average in 2015 which would be the 7th highest proportion globally. 

Because of considerable differences between summer and winter it is likely that in the summer of 
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2015 the proportion will reach 12% which would be the third highest globally only exceeded by 

the Vatican (83.6%) and Andorra (30.2%) (Íslandsbanki, 2015b). 

The fast increase and the already high amount of tourists that visits Iceland has led discussions 

among the public, in media and in parliament on the possibility of limiting tourist arrivals to 

certain destinations or charging tourists a fee upon entering the country (Ólafsson, 2014) 

(Alþingi, 2013).  In May 2015 the Ministry of Industries and Innovation introduced a proposal for 

a so called “nature pass” which tourists entering Iceland would be obliged to buy if they wanted 

to visit the Icelandic nature in places owned by the Icelandic government or municipalities. 

Locals would have to do the same but as each pass lasts 3 years over 85-90 percent of the total 

fee would be from tourists. The proceeds would be used to protect, preserve and upgrade 

infrastructure surrounding the most affected places of interest. The proposal received mixed 

response but was in the end set aside much due to the criticism of leaders in the tourism industry 

(Ministry of Industries and Innovation, 2015a).  

The current government´s policy statement established in 2013 does however state that in the 

current term “Possible ways to charge fees for the development of tourist destinations to react to 

the increased amount of tourists in the nature of Iceland and to assure sustainability„ so other 

governmental actions in response to the amount of tourists in Iceland could still be implemented 

in the near future (Government Offices of Iceland, 2013).  

3.3 Current Profitability in the Hotel Industry 

There are many other factors that can affect the profitability of the Icelandic hotel industry. 

Seasonal tourism has for a long time stood in the way of a high occupancy rate and high 

efficiency in Icelandic hotels which are often close to being empty during much of the winter 

season. Efforts have been made to attract tourists during the winter, and off season tourism has 
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increased to some extent but there are still significant differences in demand between seasons 

which reduces profitability (KPMG, 2014a). 

Table 1 shows the occupancy rate in Icelandic hotels in 2013 and 2014. Hotels outside of the 

capital area experience greater differences in demand than hotels in the capital area but are 

however, on average, more profitable as can be seen in figure 4 (KPMG, 2014a). Between 2013 

and 2014 hotels in the capital area, on average improved their occupancy rate while those outside 

the capital area did not (Icelandic Tourist Board, 2015c). 

Table 1: Occupancy Rate in Icelandic Hotels in 2013 and 2014 (Icelandic Tourist Board, 2015c). 

Capital Area Reykjanes 
Peninsula 

West & 
Westfjords 

North East South 

  ‘13 ‘14 ‘13 ‘14 ‘13 ‘14 ‘13 ‘14 ‘13 ‘14 ‘13 ‘14 

J 49 62 27 32 11 11 12 10 7 10 10 15 
F 78 87 36 49 28 20 19 19 17 14 27 27 
M 80 93 45 43 28 24 24 18 23 22 28 28 
A 68 76 37 47 17 17 17 22 16 15 23 27 
M 71 76 48 56 25 31 33 28 31 31 27 30 
J 77 78 62 77 52 59 53 51 67 66 53 53 
J 88 90 98 89 79 84 81 78 94 94 83 80 
Á 82 88 86 96 65 80 66 71 82 88 68 75 
S 71 82 57 59 31 44 37 40 35 34 38 40 
O 72 81 47 52 19 23 27 24 19 14 28 31 
N 73 82 32 39 14 16 14 14 11 8 19 21 
D 62 67 34 34 9 9 11 15 9 3 18 17 

 

Figure 4 shows the average profits per room for 2011 and 2012, the most recent years available. 

South Iceland is included separately as it shows significantly higher profits than other areas 

despite having a very low occupancy rate during winter (KPMG, 2014a). 
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Capital Area / Outside the Capital Area / South Iceland 

Figure 4: Earnings before taxes per hotel room on average for 2009-2012 (KPMG, 2014a). 

There two are main two reasons for the higher profits outside the capital region. First, About 80% 

of hotels in the countryside own their own facilities while in the capital region the situation is 

completely the other way around and 80% of the facilities are leased.  Hotels in capital area are 

therefore likely to be incurring a high rental cost in the city, which is increased as soon as the 

hotels show a higher profitability. Second, as the various hotels of the capital area are very 

closely situated and numerous as oppose to the fewer widespread hotels in the countryside they 

are likely to be withstanding greater market competition. (Icelandic Tourist Board, 2015c; 

KPMG, 2014a). 

 

Capital Area / Outside the Capital Area 

 
Figure 5: ROA in the Icelandic Hotel industry (KPMG, 2014a). 
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Figure 5 shows a similar story, the return on assets (EBITA/total assets) shows how hotels in the 

capital area were not profitable in the years between 2009 the most recent data available. For 

hotels outside the capital region it was however positive during those four years. The capital 

region ROA was close to zero in 2012, outside the capital region it was 14% and on average for 

all hotels it was 11% that year. The latest profits numbers therefore suggest that operating a 

successful hotel in the Icelandic countryside can be a profitable investment while in the capital 

area profits might be lower (KPMG, 2014a) 

The quick rise in tourism in Iceland has also created its own challenges for the hotel industry that 

affect its profits. As mentioned in the introduction PKF there is a need for upscale/boutique type 

hotels outside the capital area in Iceland. The lack of such hotels is much due to the specific 

challenges the industry faces.  

 A survey made by KPMG in 2014 among leaders within the Icelandic hotel industry revealed 

that most, or 77% of respondents mentioned competence of employees as the most difficult 

challenge. Growth in educated staff has not been as fast as the growth in the hotel industry which 

makes it harder to provide a high level of service. The difficulty in attaining competent 

employees is further increased by fact that seasonal demand difference prevent hotels from 

keeping stable long term employees all-year round. Staff members are often foreigners who are 

willing to work long hours during the summer-time and then leave to their home countries 

(KPMG, 2014a).  

Problems due to yield management is also a factor that hotel managers mention as an area of 

difficulty 80% of respondents. Yield management also tends to be difficult due to seasonality as 

most of the income occurs during the summertime while high fixed costs occur the whole year 

round (KPMG, 2014a).  
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The profits in the hotel industry are growing as can be seen in figure 4 and 5 but hotel operations 

outside the capital area remain considerably more profitable. Future hotel operators in the 

Icelandic countryside could therefore enjoy good profits in the next years if the trend continues, 

especially if they are able to overcome the human resource and yield management difficulties and 

provide a higher value added service and upscale hotels which are currently rarely found in the 

Icelandic countryside (KPMG, 2014a; PKF, 2013; Promote Iceland , 2013). Whether the trend 

can in fact continue is the however the topic of the next chapters. 

4 Possible limitations - Stakeholder Analysis  

While profits are increasing in the Icelandic hotel industry the negative effects of tourism have 

done so as well. This has led to public and parliamentary discussions on the possible need to limit 

tourism in specific areas or generally (Alþingi, 2013; Ólafsson, 2014). These discussions are of 

great concern for foreign investors looking to invest in the Icelandic hotel industry. Limitations 

on tourism that lead to reduced tourism could lead to reduced demand for hotel rooms if they 

translate to fewer tourists in Iceland. No country has restricted access of tourists specifically to 

maintain sustainable tourism but restrictions to specific national parks or sensitive areas within 

countries is common. The Galapagos islands as an example limit the number of visitors that can 

visit each island and ship entries are coordinated (Galapagos Conservancy, 2015; The World 

Bank, 2012).  

Whether it is possible that such limits will be imposed given a certain significant amount of 

tourists will be analyzed in this chapter using a stakeholder analysis. If some stakeholders have 

the ability to induce the establishment or establish such regulations they will be further analyzed 

in the next chapter in order to determine whether Iceland has or will soon reach that point in time 

where such regulations will be imposed. First a distinction must be made between two the types 

of limits on tourism discussed in the following analysis. 



23 

 

 

4.1 General or specific limits 

Limitations on tourism could take many different forms but it is possible to group them into 

mainly two groups. General limits, are restrictions that could affect the amount of tourists that 

enter the Iceland, that is, restrictions that could reduce the total number of tourists in the country. 

An example of this would be an entry fee for tourists when upon arriving to the country such as 

the “nature pass”. Specific limits are however restrictions that limit the amount of tourists in very 

specific areas in Iceland, that is, restrictions that do not directly lead to a reduced number of 

tourists in the country but restrict access to certain natural wonders. While possible that specific 

limits can lead to fewer tourists visiting Iceland, the main threat that needs to be analyzed here is 

the possibility of general limits on tourism in Iceland that can significantly reduce growth in the 

tourism industry and in turn reduce the growth in demand for hotels rooms. 

The analysis will answer the sub-research question “Which stakeholders are likely to demand 

limits on tourism and do they have the power to establish or induce the establishment of such 

regulations?”  

4.2 Theory 

Analysis of various stakeholders has without doubt been done for decades but has only recently 

been used as a definite method to assist decision making, giving rise to the term stakeholder 

analysis. Brugha (2000) defined stakeholder analysis as a method to “…generate knowledge 

about the relevant actors so as to understand their behavior, intentions, interrelations, agendas, 

interests and the influence or resources they have brought – or could bring – to bear on the 

decision-making-process.” This information can then be used for various management related 

purposes or to assess the feasibility of certain policy directions (Brugha, 2000).  

Each group of stakeholders is composed of many different companies or individuals who have 

different opinions on how to react to increased tourism in Iceland. With a stakeholder analysis it 
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is however possible to get an overview of each groups concern, motive and influence in terms of 

increasing tourism and determine whether it is possible that regulatory limits on tourism in 

Iceland could become a reality. Given the immense growth in tourist entries, at certain point some 

stakeholders are likely to feel a need for limitations on tourism. While some groups are likely to 

prefer limitations only in certain areas, others could want general limitation on entry to Iceland. 

Furthermore, it is important to determine which if any stakeholders have the power to bring about 

such regulations.  

4.3 Analysis 

Each following subchapter will analyze a group of actors who have a stake in the decision to limit 

tourism in Iceland. To best project whether such limits will be imposed, each chapter will review 

the motives and the influence of these stakeholders. They begin with a brief introduction of each 

group following with an analysis of his concern in relation to increasing tourism in Iceland, that 

is, weather they are likely to advocate limitation on tourism given the nature of their connection 

with the industry. The analysis then continues with a study on the ability of each group of 

stakeholders to establish or induce the establishment of regulations that would limit tourism in 

Iceland. Each analysis concludes with a concise presentation of its results. 

4.3.1 Hotels 

The hotel industry in Iceland has grown fast in recent years in 

response to the rising number of foreign tourist arrivals and an 

increase in the demand for hotel accommodation (KPMG, 2014a). 

A substantial portion of Icelandic hotels is located in the capital 

region, out of 103 hotels operating in Iceland in 2014, 39 were in 

the capital region. Though capital region is geographically only a 

small part of the country as can be seen n figure 6, it is still highly 

significant as 60% the population lives in the area and it is situated close to the only consistently 

Figure 6: The Capital Region of Iceland. 
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used international airport (Statistics Iceland, 2015c). Considerable differences can be between 

hotels in the countryside and hotels in the capital area in terms of profitability, facilities and etc. 

which will be clarified in later chapters. In terms of foreign tourist arrivals it is however possible 

to group them together as a single group as they do have a similar stake in the industry. 

Main concerns & attitude towards more tourists 

The benefits for hotels from increased tourism and tourist entries to Iceland is relatively clear. 

More tourists entering the country does translate to a great extent to an increased demand for 

hotel rooms as 40% of overnight stays are spent in hotels and the ratio has remained around that 

level for a number of years as can be seen in figure 12 (Statistics Iceland, 2015c). Hotel operators 

therefore have incentives to advocate further increases in tourism and oppose regulations that can 

general limits to growth in tourist entries. Hotels do however also have an incentive protect 

certain areas if they are at risk from being damaged or the experience of visitors reduced from 

excessive tourism in the area. They are therefore likely to support limits in such specific areas to 

protect the reputation of the country as a destination for tourism. 

Influence 

There are no local institutions or organized interest groups specific to the hotel industry. Most 

Icelandic hotels are however members of The Icelandic Travel Industry Association (SAF) which 

promotes and protects the interests of the tourism industry in Iceland as a whole. The Icelandic 

Travel Industry Association is an interest group for all companies that define themselves as being 

in the tourism industry hotels, restaurants, bus companies, entertainment companies and car 

rentals (Icelandic Travel Industry Associations, 2015). As the Icelandic Travel Industry 

Association works on behalf of almost all companies in Icelandic tourism it has the ability to 

strongly protect and promote the interests of the tourism industry through cooperation with 

government and public relations. The association has members in a number of committees, both 
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public and private and gives comments on regulation and projected laws.  Since two out of seven 

board members of the association work in the hotel industry, and since a great portion of its 

members are hotels, it can be stated that Hotels do have a significant say in the matters of the 

association (Travel Industry Association, 2015). In terms of decision making on the topic of 

regulating the tourism industry hotels can therefore to some extent influence decision making but 

only indirectly.  

Result 

Hotels are not likely to demand general limits on tourism in Iceland but could call for limitation 

within specific areas. They could influence decision making on the topic through public relations 

and advocacy groups but have no direct influence.  

4.3.2 Alternative Accommodation 

When travelling, tourist can generally choose between a wide variety of differed accommodation 

options. In Iceland during summer the most common alternative to hotels is camping (Statistics 

Iceland, 2015d). In Iceland it is allowed to camp anywhere overnight but to have access to toilets 

many choose to camp in designated camping spots which are considerably more affordable than 

hotel rooms. Guesthouses are however the most common alternative in during the winter season 

(Statistics Iceland, 2015d). Guesthouses are similar to hotels but generally smaller and cheaper 

with a lower level of service. Other popular alternatives are rented apartments, hostels, 

countryside cabins or private homes. 

Concern & attitude towards more tourists 

Alternative accommodation suppliers, just as hotels do not have an incentive to limit the increase 

in tourist entries as it translates to an increased demand for their product. Suppliers of alternative 

accommodation supply about 60% of tourists with accommodation as can be seen in figure 12 

(Statistics Iceland, 2015d). While individual opinions may vary to some extent they are not likely 
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as a group to demand regulations that generally limit tourist entries to Iceland. Like hotels, they 

could however support limits in specific areas in order to safeguard them and protect the 

reputation of Icelandic nature as a tourist destination. 

Influence 

Suppliers of alternative accommodation, just like hotels, do not have an organization working 

directly on their behalf, but many are members of The Icelandic Travel Industry Association 

(Icelandic Travel Industry Associations, 2015). They do therefore have some power to influence 

decision within the organization. 

Most of the alternative accommodation institutions is however run by individuals or very small 

companies which some only operate during the summertime. Camping places are as an example 

in many cases run by local farmers who allow tourists to camp on specific grounds for a low fee 

and offer minimal service such as toilets and water. Apartments are often leased on a private 

bases. Individuals who have an empty flat rent it through websites such as airbnb.com, homestay, 

apartments and cabins are also variations of accommodation offered by individuals who see an 

opportunity for additional income. As suppliers of alternative accommodation are a group formed 

by many individuals with a small stake in the industry they are less likely than hotels to have an 

coherent influence on the decision to limit or not to limit the Icelandic tourism industry. 

Result 

Alternative accommodation providers just as hotels are not likely to demand limits on tourism in 

Iceland with exceptions for limited areas. They have only some ability to influence decision 

making indirectly through advocacy but no power to influence decision making on the topic 

directly. 
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4.3.3 Service Companies and Tour Operators 

Iceland’s main attraction is its nature and most activities of tour operators are associated with 

spending time in the outdoors. Tour operators in Iceland offer trips that last a few hours up to a 

few days. Among services commonly offered are snowmobile driving, whale watching, kayaking, 

horse riding and jeep tours to name a few.  

Service companies are companies that offer services to tourists other than tours. These include 

restaurants, coffee places, bus companies, grocery stores, clothing, souvenir stores and other 

services. While a few restaurants base their revenue exclusively on tourists in the capital area 

they have still become a large share of the general customer base. In some smaller towns in the 

Icelandic countryside service companies tend to rely more on tourists than those in the capital 

area and some even close during winter. 

Concern & attitude towards more tourists 

Both service companies and tour operator’s benefit from increased tourism in Iceland as it can 

increase their profits and sales volume just as in the case of hotels and suppliers of alternative 

accommodation. These stakeholders however are equally concerned with attracting visitors that 

spend much considerable amounts during their visit. In 2014 each Norwegian spent 89 thousand 

Icelandic Krona in coffee places, restaurants and bars while each German spent 30 thousand 

during their visit so the ability to attract certain high yield tourists is just as important for this 

stakeholder as the volume of tourists (Icelandic Tourist Board, 2015d).  

If general limits in the form of an entry tax filter out tourists that travel on a low budged, service 

companies and tour operators are therefore likely to be more indifferent to general limits on 

tourism in Iceland. Limitations tourism in specific areas are unlikely to be supported by service 

companies or tour operators as much of their services are concentrated in those areas where 

access would be limited, such as around Geysir which is experienced by 41% of visitors in the 
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winter and 59% of tourists coming to Iceland during summer. Around 40% of tourists in the area 

believe themselves they are to many which reduces their ability to enjoy the attraction 

(Sæþórsdóttir, 2015) (Icelandic Tourist Board, 2015b).  

Influence 

Tour operators are generally a part of the Travel Industry Association as many hotels and 

alternative accommodation suppliers. Service companies are also often members of the 

Federation of Trade & Services which is an association acting on behalf of most service and 

commerce companies in Iceland but is not directly involved with tourism (Federation of Trade 

and Services, 2015). Service companies and tour operators can therefore have some influence on 

policy making regarding limitations on tourism in Iceland through these institutions.  

Result 

Service companies and tour operators could to be indifferent to general limits on tourism as they 

could increase their income per tourist and suffer from a less loss in total profit than 

accommodation suppliers. But they could further oppose limits in specific areas as much of their 

services are concentrated in the areas where access would be limited. They do have some power 

to influence decision making on the topic through a special interest groups. 

4.3.4 Foreign Tourists 

Tourists entering Iceland were 997 thousand in 2014 and are expected to reach 1.35 million 2015 

(Icelandic Tourist Board, 2015e; Íslandsbanki, 2015a). Increases in tourism in Iceland affects the 

tourists themselves just as other stakeholders. The difference is however that tourists that enter 

the country today might not be the same or have the same characteristics as tourists that enter the 

country at a later time, so their opinions concerns is likely to change over time (Butler, 1980).  

 



30 

 

 

Concern & attitude towards more tourists 

It seems however to be the case that tourists entering Iceland both in recent times and years ago 

have come specifically for the sake of enjoying the country´s nature. In a survey done by the 

Icelandic Tourist Board, tourists were asked why they decided to come to Iceland and the most 

common answer was “the Icelandic nature” which was mentioned by 79.6% of respondents and 

when asked about what about the Icelandic nature was interesting the most mentioned reason, 

mentioned in 51.3% of the cases, was because it was “Untouched” In both cases respondents 

could name a few factors (Icelandic Tourist Board, 2015d). Similar results can be seen in older 

studies (Icelandic Tourist Board, 2015a). 

Research does suggest that tourists in Iceland do currently not believe there is excessive tourism 

in Iceland on a general level. There are however some areas where they feel there are too many 

tourists. In a survey done in the summer of 2014 in 8 different popular destinations locations in 

Iceland, in 6 of the destinations less than 20% of tourists stated they felt there were two many 

tourists in the area but in two destinations, Jökulsárlón and Geysir over 40% said they were two 

many. In Jökulsárlón and Geysir 20% and 15% said that other tourists disturbed their experience 

of the places but considerably fewer in other locations (Sæþórsdóttir, 2015).  

The destination lifecycle introduced by Butler (1980) and further discussed in chapter 5 describes 

how a destination evolves by increasing tourism infrastructure until a point is reached where most 

tourists are put off by the mass tourism and the lack of distinctive character. If a destination 

reaches that point it suffers from a sudden decrease in popularity. (Butler, 1980). Iceland´s nature 

is clearly a fundamental part of the countries distinctive character and the tourist’s main concern 

when visiting the country. 
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Influence 

While tourists are unlikely to advocate limitations on tourism directly to protect their ability to 

enjoy the Icelandic nature, they could still induce the establishment of such regulations indirectly. 

Stakeholders that are concerned with the sustainability of the industry and its long term 

attractiveness have incentives to be up to date on the changing perspectives and motives of 

tourists and react accordingly. If the enjoyment of tourists is reduced because too many other 

tourists or if the industry is on an unsustainable path towards a sudden decrease in popularity as 

described by the destination lifecycle, other stakeholders might react by establishing or inducing 

the establishment of such regulations. This could be either in specific areas which tourists believe 

are too crowded or generally. The destination lifecycle will be further analyzed in the next 

chapter.  

Result 

Foreign tourists are not likely to demand limits on tourism in Iceland directly but their opinion 

does however matter greatly as their opinion shapes the attractiveness of the industry and if their 

ability to experience Icelandic nature is reduced it might induce other stakeholders to advocate 

limits on tourism in either specific areas or generally. 

4.3.5 Locals and local tourists 

The population of Iceland is around 330 thousand people, a very small number of people given 

the fact that the country is now visited by almost a million tourists per year. Iceland is however a 

rural country covering 103.000m2, similar to Cuba and South Korea which yet have 11.2 million 

and 50.2 inhabitants respectively (The World Bank, 2015d, The World Bank, 2015c).  

Icelanders have their own native language Icelandic, but most also speak English. They are proud 

of both their culture and the nature they live in and are generally very welcoming to tourists and 
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are flattered with the interest shown to the country which generates a high level of hospitality 

(Icelandic Tourist Board, 2014).  

Concern & attitude towards more tourists 

The locals and the locals as tourists have in many ways the same concerns as the foreign tourists. 

Locals have however some further concerns not necessarily shared with tourists such as the desire 

for lower Icelandic taxes. As increased tourism brings about considerable income for the 

government witch can lead to lower taxes it is possible that locals have a more positive view on 

increased tourism than the tourists themselves.  

Following the significant growth in tourism in recent years locals have however become more 

aware of the negative effects of tourism. Surveys show that while most locals would like to 

welcome more tourists to the country they are doubtful that the local infrastructure is able to 

handle the increased volume (Sturludóttir & Gunnarsson, 2014). Newspaper articles regarding 

lack of toilets in the countryside, crowded places of interest and cost of rescuing lost tourists in 

the wilderness reveal weak points in the local infrastructure and its inability to handle the flow of 

tourists (Vísir, 2015a, Vísir, 2015b, Vísir, 2015c).  

As will be further analyzed in the next chapter, the negative effects of tourism could increase 

towards a point where they exceed the benefits if tourism is allowed to grow relentlessly. Locals 

can experience these negative effects for example through overcrowding, loss of traditional 

services or increased conflict. This could cause locals to advocate limits on tourism either 

generally or in specific areas.  

Influence 

The Icelanders, like foreign tourists, have a considerable power to influence decisions on possible 

limitations on tourism in Iceland. Icelanders can vote in both national and local elections which 

gives them the power to choose their decision makers in governmental affairs. If locals feel 
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strongly that limits on tourism should be imposed they could induce the parliament to implement 

such regulations. Their power to claim changes within the industry is therefore considerable. 

Result 

Locals and locals as tourists could demand limits on tourism in certain areas or generally if they 

feel the negative effects of tourism exceed the benefits. They have considerable power to demand 

such changes through their right to vote. Whether they will soon demand such changes is the 

topic of chapter 5. 

4.3.6 Government 

After the financial crisis of 2008, Iceland experienced a considerable political turmoil leading to 

the formation of the so called welfare government, made of the two most left leaning political 

parties in 2009. In the parliamentary elections of 2012 as recovery from the crisis was not 

complete, the Icelandic nation turned towards the more right wing parties who are currently in 

parliament, Sjálfstæðisflokkurinn (Independence Party) and Framsóknarflokkurinn (Progressive 

Party). The rise of tourism industry has given considerable revenue for the Icelandic government 

but the revenue per visitor is however decreasing and has gone from 59.046 ISK 2002 to 31.801 

ISK in 2012 (Alþingi, 2015).  

Concern & attitude towards more tourists 

The concerns of the Icelandic government are however based on more factors than government 

revenues. Tourism can as mentioned earlier have many positive economic effects. The attitude of 

the government towards increased tourism should as well, to a great extent, reflect those of the 

locals. While decisions made by the government could be affected by propaganda from special 

interest groups they are unlikely to be in complete contrast to the local sentiment, it is therefore 

possible that the government will advocate limitations on tourism in Iceland, either to adhere to 
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the will of the locals or to ensure the long term sustainability of the industry and the nature´s 

attractiveness to tourists. 

As mentioned earlier the current government has already expressed in its policy statement a will 

to explore “…possible ways to charge fees for the development of tourist destinations to react to 

the increased amount of tourists in the nature of Iceland and to assure sustainability„ Recent 

effort of the government to put the so called “nature pass” into practice shows there is will within 

the government to charge tourists upon entering the country and further demonstrates its will to 

react to the increases in tourism.  

Influence 

The Icelandic government has the most significant power to influence the industry and could 

implement regulations that limit tourism generally or in certain destinations. The government 

does not have the ability to charge an entry fee specifically into all the most popular areas as 

some are privately owned. The areas surrounding Geysir, the most popular tourist destination, in 

Iceland is for example 65% privately owned. The government could however allow the 

landowners themselves to charge a fee which they currently cannot (District Court, 2014; Ruv, 

2014). A global taxation similar to the nature pass upon entry would be more feasible for the 

government as it would translate directly to government revenue and allow for better control of 

the income generated. 

Result 

The Icelandic government could call for limitations on tourism in response to concerns of locals 

or changing opinions of tourists. General limits such as taxation upon entering the country is 

more likely to be supported by the government than entry into specific areas. The current 

government clearly states that it wants to take actions too secure a sustainable future for the 

industry.  
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4.4 Sub Conclusion  

The stakeholder analysis, summarized in table 2, has revealed that hotels and alternative 

accommodation providers are only likely to demand limitations on tourism in specific areas and 

service and tour companies are not likely to demand limits of any kind. These stakeholder will 

furthermore only affect the decision making government through weak indirect influence in the 

form of lobbying. Foreign tourists, locals and the government do however have a strong and 

direct influence on the decision making and could, unlike the other stakeholders, demand limits 

on tourism on a general level which could severely reduce the demand for hotel rooms.  

Whether these stakeholders, foreign tourists, locals or the government are likely lead to the 

establishment of general limits on tourism in Iceland in the near future calls for further analysis 

on the current local sentiment towards tourism as well as the possible ways the government can 

ensure long term satisfaction of visiting tourists. 

Table 2: Simple Stakeholder Overview 

 Influence Could demand 

limits on 

tourism 

generally? 

Could 

demand 

limits in 

certain 

destinations? 

Hotels 

 Indirect - Neutral No Yes 

Alternative 

Accommodation Indirect - Low No Yes 

Service Companies and 

tour operators 
Indirect - Neutral No No 

Foreign Tourists 

 Indirect  - 

High 
Yes Yes 

Locals and local Tourists 

 Direct Influence - 

High 
Yes Yes 

Government 

 
Direct Influence - 

High 
Yes Yes 

         

Stakeholders 

which could 

demand 

general limits 

on tourism 

and have the 

power to 

establish or 

induce the 

establishment 

of such 

regulations 
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5 Possible limitations - Carrying Capacity 

The stakeholder analysis has discussed how foreign tourists, the locals and the government could 

successfully establish or induce the establishment of general limits on tourism in Iceland. What is 

left to be determined is if tourism in Iceland has reached that point in time or if growth can 

continue for an extended period of time before such limitation will be established. This will be 

analyzed with the help of the concept of carrying capacity. 

Carrying capacity has been defined by the World Tourism Organization as “the maximum 

number of people that may visit a tourist destination at the same time without causing a 

destruction of the physical, economic and socio-cultural environment and an unacceptable 

decrease in the quality of visitors' satisfaction“ (Coccossis & Mexa, 2002). The definition catches 

the general idea of the concept but is still relatively vague and needs to be adjusted and clarified 

for the current case. 

The concept is not clear on where exactly the breaking points are. A single person can for 

example cause damage to a natural wonder, but that does not mean the carrying capacity is one 

person, this means that some “destruction” is acceptable. In this paper, carrying capacity will be 

viewed as the tipping point where regulations need to be put into place that limit tourism 

generally in Iceland to counteract the destruction of the physical, destruction of the economical, 

destruction of the socio-cultural environment or an unacceptable decrease in visitors satisfaction.  

The weight of each of these components of carrying capacity is different between places. In the 

case of Iceland it is relatively clear that tourism currently has a very positive net economical 

effect on the economy. Examples of negative economic effects are not easily found and 96% of 

locals believe tourism has positive effects on the economy (Sturludóttir & Gunnarsson, 2014). 

Destruction of the economical will therefore not be analyzed further in order to give room for the 

destruction of the physical and destruction of the socio-cultural which need further examination. 
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The importance of analyzing the destruction of the physical and destruction of the socio-cultural 

is further underscored by the fact that the nature and the hospitality are the two most memorable 

recollections from a trip to Iceland and both are highly exposed and jeopardized by excessive 

numbers of tourism (Sturludóttir & Gunnarsson, 2014). Topics relating to both destruction of the 

physical and destruction of the socio-cultural have consistently been discussed in the Icelandic 

media and among locals in the recent year. Downtrodden paths, damage due to off road driving, 

tour buses blocking roads, tourist defecating in gardens due to lack of toilets are all discussions 

that indicate that the local will soon have had enough of tourism and a the Icelandic tourism 

carrying capacity limits have been reached already. A more in-depth analysis needs to be carried 

out in order to determine if this is in fact the case (Vísir, 2013, Vísir, 2014a, Vísir, 2014b, Vísir, 

2015d). 

The stakeholder analysis concluded that locals and locals as tourist, foreign tourists and the 

government are all stakeholders that can establish or induce the establishment of general limits on 

tourism in Iceland. Both locals and foreign tourists have the ability to induce the government to 

establish such regulations. The locals do so with their power to vote. The foreign tourists however 

do so indirectly where as the government is openly concerned with sustainability and the long 

term satisfaction of tourists that visit Iceland. The following analysis therefore analyses the 

current sentiment of locals as well as the sentiment of tourists in relation to sustainability. 

5.1  Theory 

The theories relating to the locals carrying capacity and the theories relating to foreign tourist´s 

sentiment and the tourist carrying capacity are relatively separated, the following discussions will 

therefore divide them into two separate theoretical chapters followed with two separate analyses.  
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5.1.1 The Local Sentiment - Theory 

There are many factors that affect the tolerance of locals towards tourism. Among those are 1) 

reliance on tourism 2) Distance between living areas and main tourism areas 3) Level of contact 

4) Level of use of same facilities 5) Tourist/Local ratio 6) Locals attachment to his community 7) 

Social, political and environmental values of the local. Because of the wide variety of social 

effects of tourism it can be very hard to measure the total effects (Deery, et al., 2012). Among 

models most used to evaluate the effects of tourism on locals and local destinations are Doxey´s 

index of irritation and Butler’s model of the destination lifecycle (Butler, 1980, Butler, 1997, 

Doxey, 1975). They are good tools to analyze on a general level at what stage of development a 

destination is (Huijbens & Bjarnadóttir, 2015). These two theories can be graphically aligned 

together as has been done in table 3. 

Doxey´s index of irritation shows the evolution of a tourist destination in terms of the local 

sentiment. According to the index, locals at first experience euphoria with the few visitors and see 

great opportunities for tourism. The euphoria later fades out and gives way to apathy where the 

locals are no longer flattered and pleased with the visitors but become more disinterested in them 

and communication is on a formal level. Later annoyance develops where locals feel pushed aside 

by the tourist and feel that their culture and habits are being negatively effected. Finally 

antagonism is experienced where locals no longer hide their frustration and tourists are not 

genuinely welcome (Doxey, 1975). 

Butlers model of the destination lifecycle shows how a tourist destination goes through a lifecycle 

beginning with exploration, where locals are slowly realizing the benefits of tourism. The second 

stage, development, is when locals have realized the benefits of tourism and bring tourism into a 

growth face, disadvantages start growing but are tolerated by most and ignored by other. The 

stage of consolidation follows where disadvantages start to come close to the advantages and the 

locals become frustrated with thr tourists, resources are eventually overused and a declining 
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demand is experienced unless specific steps are taken in order to revitalize the destination (Butler, 

2004). Each stage of these models include more symptoms than mentioned but what is important 

to note is that they outline how the perceived benefits from tourism are outweigh the negative 

factors in the beginning but gradually the negative factors take over in later stages. 

Table 3: Level of irritation, the destination lifecycle and traveler typology (Butler, 2004; Doxey, 

1975; Plog, 2001) 

Doxey´s Level of 

irritation 

Local Response to 

Tourism 

Lifecycle Stage Type of Tourist 

Euphoria Few visitors, content 

locals, locals are 

friendly towards 

tourists. 

Exploration Venturer 

Apathy Habit replaces 

happiness, 

communication 

becomes more formal 

and tourism grows.  

Development Centric 

Venturer/Near- 

Venturer 

Annoyance Tourists are more in 

the way of locals and 

locals can become 

frustrated. 

Disadvantages of 

tourism are showing. 

Consolidation Centric Depandable 

/Near - Depandable 

Antagonism The destination is a 

mass tourist 

destination, different 

tourists start to visit the 

country but are often 

not welcome. 

Stagnation or Decline Dependable 

5.1.2 Foreign Tourists and Sustainability - Theory 

The concept of visitor sentiment in relation to a place´s carrying capacity is just as, or perhaps 

even more complex than the concept of the concept of the local sentiment. This is because the 

characteristics of tourists that currently visit a destination can be very different from the 

characteristics of earlier visitors. While some visitors will choose not to go to a destination that 

has recently become filled with tourists, another group might look at it as a positive factor and 

therefore now more than ever want to go there. One group of visitors is in that way replaced by 



40 

 

 

another with different preferences and as tourism in a destination grows, the end result is, that 

aggregate levels of satisfaction almost always continue to rise (Lindberg, et al., 1997).  

Stanley Plog (2001) described the changes in the characteristics of visitors in a way that can be 

connected with the destination lifecycle as is done in table 3. According to Plog, tourists arriving 

to a destination in the beginning of its lifecycle are venturers that like to be in new surroundings 

with low tourist development. On the other end of the spectrum, visiting places that are at the end 

of their lifecycle are tourists that like safer, more familiar surroundings, with higher levels of 

services and tourism development which he calls dependables.  

Plog (2001) maintains that venturers generally prefer to travel more frequently in order to explore 

the world around them, take relatively long trips, spend more per capita, accept poor levels of 

accommodation, participate in local activities and habits, dislike staged touristic events, are active 

when travelling and tend to seek new destinations each year. He further asserts that locations can 

to some extent actively position themselves on the spectrum and choose to appeal to certain 

people. A sustainable path is therefore where a location is able analyze what type of tourist they 

can most benefit from and stick to that stage of development (Plog, 2001).  

This can however be difficult since tourism often gradually demands more infrastructure and 

development to cope with more tourists which changes the type of arriving tourists towards the 

depandable who again prefer more infrastructure and is more tolerable of higher use. That is, 

tourists will always want more and more infrastructure so blindly appealing to tourists at any 

given time will eventually lead to overdevelopment at the end of the lifecycle where only 

dependables care to visit it. Butler emphasized how a focus on meeting visitor expectation and 

preferences, rather than determining establishing a limit of possible use, leads to a bad result in 

the long run, especially for areas that rely on natural characteristics for their attractiveness 

(Butler, 1997).    
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Plog suggests appealing specifically to near-venturers though in some cases other paths can be 

chosen. His preference to the stage of near-venturers is substantiated with the fact that near-

venturers demand services, such as hotels, restaurants and shops selling local merchandise but 

further development ends with local frustration and a place which takes on a more touristic look 

and a path towards development that is hard to stop. The danger is because, despite local 

frustration, officials might continue to support development as they still believe it is beneficial to 

their communities to increase tourism development (Plog, 2001).  

If a place has gone down the line of increased development where only dependables will care to 

visit it, other more venture type of tourists start heading elsewhere. The customer base is then 

much smaller and only a small part of the earlier customer base is now willing to visit the 

location. The key is therefore to remain true to the main qualities of the destination, emphasize 

them and protect.  (Plog, 2001) In the case of Iceland the nature of the country would in this 

relation be the factor that needs to be emphasized and protected.  

It is important for this reason to keep an eye on the changing preferences of visitors to see if the 

destination is moving on the lifecycle and plan ahead to see what type of tourist a destination is 

should appeal to. The decision needs to be well thought through. In some cases it might be 

necessary to limit the tourism in the area to avoid its downfall, this is difficult as it almost always 

will lead to a loss in revenue and not likely to be supported by the locals unless the situation is 

intolerable. Only a few places have done this, usually places dealing with small numbers and very 

sensitive areas (Butler, 2004). 

In relation to limitations on specific areas, the concept of the “recreation opportunity spectrum” 

can be helpful as a tool to plan and manage tourist locations. It has been used extensively in 

North-America as a tool to split and categorize destinations in terms of what type of tourists they 

should appeal to and what type of activities should be able to be done in those areas. These 

activities are the recreation opportunities of those locations. By carefully analyzing the recreation 
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opportunities of each place it can be further developed with those specific activities in mind. The 

concept is related to the idea of tourist typologies and based on the fact that each tourist is 

different. Any one location cannot supply to the needs of all the different tourists so its 

development should be focused on a certain group. A country such as Iceland would therefore be 

divided into smaller defined areas where infrastructure is maintained in relation to the specific 

tourist typology which it is suppose to service. In that way the country as a whole can appeal to a 

wider variety of tourist typologies and increase its customer base to a bigger share of the tourist 

typology spectrum (Sæþórsdóttir, 2015; Clark & Stankey, 1970).   

5.2 Analysis 

The theories discussed are essential for determining whether the local sentiment has a reached the 

stage in which they are likely to induce the government to put a general limit on tourism in 

Iceland. Furthermore they are crucial to determine whether the Icelandic government will be 

required to limit tourism in Iceland to ensure the long term satisfaction of tourists in Iceland to 

reach its goal of sustainability. First the analysis will examine the state of the local sentiment and 

then the state of tourist sentiment and sustainability. 

5.2.1 The Local Sentiment - Analysis 

Research on carrying capacity in Iceland began in the early 2000´s and has been becoming more 

extensive since. Comprehensive studies were made on the carrying capacity of 5 locations in 

Iceland between 2000 and 2003. Each place was popular with tourists, despite being relatively 

remotely located. Analysis done with the help of surveys and interviews showed that locals had a 

very positive attitude towards foreign tourists and most agreed that an increase in tourism would 

be positive. Doxey´s index of irritation was used in two places and in both it was concluded that 

the locals were in the initial stage of euphoria. Interestingly the locals showed a more positive 

sentiment towards foreign tourists than local tourists (Aradóttir , et al., 2003; Sæþórsdóttir, et al., 

2001; Sæþórsdóttir, et al., 2003) 
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In addition to these researches on carrying capacity about 11 final dissertations have been made 

on the topic since 2001. Most of the dissertations were done on the sentiment of locals in specific 

areas using surveys. Results were shown using Doxey´s index of irritation. These papers were 

summarized in March 2015 by the Icelandic Tourist Board and all 

but two showed locals as being in the first stage of the index, 

euphoria. One paper, done on the locals in the Reykjavík city 

center showed some irritation regarding lack of development and 

organizational planning regarding bus traffic which the locals 

believed were in need to be improved before further increases in 

tourism. The second paper that showed some irritation from the 

locals also showed irritation regarding the lack tourism 

development but not towards the tourists themselves. The papers 

were done between 2001 and 2015 and the two showing some 

irritation were done in 2011 and 2014 (Huijbens & Bjarnadóttir, 

2015).  

In the summer of 2014 in response to increased discussions on the 

tourism capacity of Iceland the Social science institute of the 

University of Iceland made the most extensive survey yet on the 

on the local sentiment towards tourists and tourism for the 

Icelandic Tourist Board. About 1200 respondents, 60% of which 

lived in the capital area answered 39 questions on the topic. 

When asked directly “What do you think of the amount of tourists 

during the summer season that is in June July and August?” 29% 

said the amount of tourists was too high. However when asked the 
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same question regarding the winter months only 3% believed there were too many tourists as can 

be seen in figure 7 and 8 (Sturludóttir & Gunnarsson, 2014).  

Attitude towards the tourists themselves seems to be very positive as 91% of the respondents 

believed tourists improved their own quality of life, furthermore 96% said they had positive 

communication with tourists. However when asked if the government should increase the 

promotion of Iceland in order to attract more tourists opinions are 

relatively divided and most believe the government does not 

have adequate future plans for the industry. Many believe the 

infrastructure development is to slow as can be seen in figure 9.  

The results of the survey are aligned with the general trend in the 

dissertations, which shows locals as being very positive towards 

tourist but sometimes frustrated regarding slow development and 

the lack of the related infrastructure to accommodate tourists  

(Sturludóttir & Gunnarsson, 2014). 

Further research using the data from the same survey was done 

by Edward H. Huijbens and Eyrún Jenný Bjarnadóttir 2015 for The Iceland Tourism Research 

Center. The analysis determined using the models of Doxey and Butler that Iceland was 

positioned between the first and second stage of tourism growth in terms of the irritation index 

and the destination lifecycle. That is, moving from empathy and exploration towards apathy and 

development. The research established that Icelanders are generally positive towards more 

increases in tourism especially younger people (Huijbens & Bjarnadóttir, 2015) 

Results 

The researches predominantly show that locals are still far from being annoyed with tourists. 

Where irritation is found it relates to the lack of basic infrastructure development which has not 
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kept up with the speed of growth in tourism. Locals and the locals as tourists are therefore 

stakeholders that are not likely to demand limits on tourism in the near term. At this point in time 

locals are demanding improved infrastructure to accommodate more tourists. 

5.2.2 Foreign tourists and sustainability – Analysis 

The destination lifecycle shows how a location can become overdeveloped, loose its original 

qualities and suffer a decline in visitors if it does not protect its original qualities during growth in 

tourism. It further shows how a destination cannot blindly respond to demands on more 

development or increased tourism infrastructure as the destination will then gradually appeal to a 

new group of tourists until it eventually suffers from a sudden decrease in popularity due to 

overdevelopment, lack of character and lack of appeal to earlier visitors (Butler, 1980, Butler, 

2004).  

It is clear that the Icelandic government wants to maintain and ensure sustainable tourism in 

Iceland as was mentioned in chapter 4.3.6. In order to ensure long term sustainability the 

government and the industry must therefore ensure long term visitor satisfaction and not allow a 

trend towards constantly improved infrastructure. This could be done by implementing general 

limits on tourism in Iceland that keep the amount of visitors close its current levels. But it is 

argued here that there are two other more feasible approaches that the government can and is 

likely to take before taking such decisive measures as to limit access to the country and it is not 

until those alternatives have been fully exploited that it becomes feasible to limit tourism on a 

general level. This likely turn of events is visualized in figure 10 and the approaches are: 

Infrastructure changes that do not cause significant changes in tourist typologies: In some 

ways it is possible for the government to react to the increased tourism with better basic 

infrastructure without necessarily increasing the perceived infrastructure and causing a change 

type of tourists. Incentives that increase tourism in the wintertime, regulations that punish for off 

road driving, having tourists pay themselves if they need to be rescued in the wilderness and 
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improved marketing of less popular destinations are all infrastructure changes that would improve 

the countries ability to accommodate more tourists without significantly changing the tourist 

typology that visits Iceland as the perceived infrastructure could remain the same. 

Specific limits/Recreation spectrum: As tourism grows the government has the possibility to 

turn to a more formal approach to spreading the pressures of tourism, ensuring visitor satisfaction 

and expanding the carrying 

capacity. If tourists feel only in 

specific areas that there is too 

much tourism infrastructure and 

too many other tourists, the 

Icelandic government could 

follow the North-American 

example of defining destinations 

in terms of what type of tourist 

they should attract and adjust the infrastructure level appropriately at each location in relation to a 

long term plan. This would be in line with specific limitations discussed in chapter 4.1. 

Limits on tourism generally: At a point where the country is already filled with tourists on a 

general level and visitor satisfaction is decreasing due to too many tourists or development on a 

general level is causing a trend along the destination lifecycle the only way to ensure 

sustainability of the industry is to limit tourism on a general level with extensive limitations on 

entry to the country or similar measures which would limit tourism growth and limit growth in 

demand for hotel rooms. 

Whether Iceland is close to reaching a point where the first two options are not viable and general 

limits need to be imposed needs to be based on research into the situation in different areas to see 

if the tourist sentiment is dependent on specific areas. That is, if current tourists visiting Iceland 

Infastructure changes that don´t cause 
changes in tourist Typologies

Specific limits/ Recreation Spectrum -
appeal to more Typologies

Limits on Tourism Generally - resist 
overdevelopment

Figure 10: Likely government response to support sustainability in 

the Icelandic tourism industry 
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feel that only certain specific areas are too crowded and developed then there is no need for 

general limits yet but an implementation of the recreation spectrum and specific limits. 

A research was done in the summer of 2014 on the sentiment of local tourists in 8 of the most 

popular tourist locations around Iceland among 67 thousand individuals in order to analyze the 

sentiment of current tourists towards the tourism infrastructure, environmental damage, 

development and the amount of tourists in the country. 

The study revealed that most tourists believed that the area they were travelling in was beautiful 

or 92-97% and above 90% considered its appearance natural in all places except in Geyser, which 

is a part of the Golden Circle, where 11% of respondents believed it looked man-made. Very few 

were aware of natural damage, trash or plant damage or about 5%. Most say they are happy with 

the nature they see or in more than 95% tourists in all cases. Over 84% are happy with the 

walking paths provided in all places except for two, in Jökulsárlón where 69% and Geysir where 

were 78% happy with them. The things people were least happy with was a lack of, toilets, 

parking spaces and signs, but still in all cases the majority was happy with the conditions 

provided. 

Most tourists believe the amount tourists in the locations is appropriate but in the most visited 

places, Geysir and Jökulsárlón a third said there were too many tourist. In the other places the 

number of tourists who said there was too much tourism in the area was always below 20%. In 

the same line 80-95% say other tourists do not interrupt their own experience in general. Most say 

that the amount of tourists in the area is like they expected (Sæþórsdóttir, 2015).   

The fact that tourists seem very content with their experience and say that the amount of tourists 

is like they expected is in line with the theories already mentioned regarding increasing aggregate 

happiness in chapter 5.1.2 and of the tourist typologies which stipulate that tourists will be happy 
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despite increases in tourism since those that are impartial of the amount or appreciate that amount 

of tourism are those who visit (Lindberg, et al., 1997; Plog, 2001).  

However as can be seen from these results there are destinations such as Geysir and Jökulsárlón 

which have begun to be too developed and too popular to perfectly appeal to the venturers or 

near-venturers that currently visit Iceland while the other places and the country in general does 

not suffer from the same problem.  

This research suggests that there is currently no need to impose general limits to ensure long term 

visitor satisfaction as it is only affected by excessive tourism in very limited areas. While the 

Icelandic government could response to the situation in locations like Geysir and Jökulsárlón by 

implementing general limits on entry to the country to insure sustainability it is more beneficial 

and probable that the destinations will be analyzed in terms of which type of tourist it should 

appeal to and access to them adjusted in relation to that as suggested by the recreation spectrum. 

Other recent surveys substantiate this and highlight how tourists are largely concentrated in the 

same areas. Not only do many visitors visit Geysir and Jökuslárlón but they are generally very 

concentrated in southern Iceland.  

As can be seen in figure 11, while 94,1% of tourists had an overnight stay in the capital area and 

44,0% in the south of Iceland during the summer of 2014 only 12,8% and 13,6% stayed in the 

Highlands and the Westfords which are areas of greater size and by many considered to be the 

countries most beautiful areas (Icelandic Tourist Board, 2015d).  

The data therefore shows how sustainability can be ensured with the application of the recreation 

spectrum where some destination can continue to be developed for dependable type tourists but 

other areas could be protected and continue to give satisfaction to near-venturers or venturers, 

such as the Westfords and the Highlands.  
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Figure 11: Ratio of tourist that had overnight stays in each area (Promote Iceland , 2013). 

It is important to note that even if Iceland does take any of the above mentioned measures to 

ensure sustainability, it is still in the beginning of the destination lifecycle. It currently appeals 

mostly to venturers and near-venturers so the country is theoretically far from appealing only to 

depandabless and exhausting its customer base.  

Results: 

While tourists can be kept happy through gradual increase in infrastructure the approach is not 

sustainable as it constantly reduces the country´s customer base. Approaches that allow a 

sustainable solution are the improvements in the infrastructure that do not increase the perceived 

level of development, the implementation of the recreation activity spectrum concept that limits 

the use of specific areas or general limits. There are considerable possibilities for the 

improvements in the infrastructure without increasing the perceived development and there is a 

definite room for the implementation of the recreation activity spectrum as tourists are currently 

concentrated in small areas of Iceland which could be carefully defined, protected and used for 

specific groups.  
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5.3 Sub-conclusion 

Iceland is located in the early stages of the location lifecycle and locals are not frustrated with the 

amount of tourism but would like to see better basic infrastructure in order to handle the amount 

of tourists. It is possible for the government to some extent to improve the infrastructure to reduce 

friction with the locals without causing significant changes in the type of tourists that visit 

Iceland. The government could furthermore implement the recreation opportunity spectrum to be 

able to accommodate the more tourists and a wider variety of tourist typologies without causing a 

movement along the destination lifecycle. Only after those possibilities have been fully 

exhausted, the country might reach its carrying capacity due to either local frustration or a 

movement along the destination lifecycle. Iceland is therefore not close to reaching its carrying 

capacity limits and considerable growth is possible before general limitations are necessary. 

6 Rise of alternative accommodation 

Most tourists stay in hotels but many other kinds of accommodation are available for tourists 

visiting Iceland such as camping, hostels, homestay, private apartments, cabins, homestay or 

guesthouses. Concerns about the rise of alternative accommodation and the fall of hotel 

accommodation has been a hot topic within the Icelandic community. New entries into the 

accommodation market are most likely the cause for concern as hostels around the country are a 

new sight and the ascent of Airbnb.com as a peer to peer lending system in Iceland has received 

considerable coverage in the media (Kjarninn, 2015). 

6.1 Theory 

The market share of hotels is governed by different factors but is to a large extent guided by the 

preferences of the tourists and the availability of alternative accommodation. The type of tourists 

arriving to Iceland and the position on the destination lifecycle was discussed in chapter 5. It 

discussed how the preference of the tourists that arrive at a given places is likely to change 
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gradually until attracts only a given group of tourists unless tourism is actively controlled. Plog 

(2001) asserted that the tourists arrive to a destination closer to the end of its destination lifecycle, 

the dependables, have a stronger preference for hotels than earlier tourists as they have a 

preference for higher levels of services which can be lacking in other accommodation options 

(Plog, 2001). Hotels are the only option that offers room-service, laundry, airport pickup and a 

reception to name a few services. Based on these theories there is therefore no need for concerns 

within the hotel industry regarding a change in preferences among tourists towards lower service 

alternatives such as camping given the theory of the destination lifecycle.  

Another factor affecting the demand for hotel rooms is however the price and availability of 

substitute products. Theoretically an increased supply of alternative accommodation will reduce 

its prices and cause a lower market share of hotels in the accommodation industry. If the new 

product is a perfect substitute, that is, consumers don´t prefer one over the other, and its price is 

lower than the price of hotels, it will lead to all demand moving completely from the hotel rooms 

towards the new substitute product to the extend that it can supply to the demand. 

While the market share of hotels in the accommodation industry is not likely to be reduced by 

changes in tourist preferences there is still a certain threat of new entries which could cause a 

shift in the accommodation industry from hotels towards alternative accommodation. An analysis 

into official data on the market shares of various accommodation options is necessary to reveal a 

possible rise of alternative accommodation and evaluate its future effects.  

6.2 Analysis 

The analysis that follows considers first official data from Iceland Statistics, the government´s 

statistics agency, on the share of various accommodation options in the total accommodation 

industry. Then it recognizes the possibility that the presence of certain alternative accommodation 

options is understated in the official numbers and considers its true extent. 
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6.2.1 Official Data 

Hotels room overnight stays as a percentage of all tourist overnight stays in Iceland has decreased 

since 1998. The proportion of travelers staying in hotels decreased from 41.55% in 1998 to 

37.58% in 2002. It then increased gradually toward reaching its peak in 2007 of 42.56% market 

share and has since then fallen every year except for 2011 and 2012 and was in 2014 at 36.19%, 

its lowest share since this documentation started in 1998. While these long term changes are not 

drastic the gradual fall from 2007 an significant fall from 40.60% in 2012 to 36.19% in 2014, as 

can be seen in figure 12, could be a cause for concern (Statistics Iceland, 2015d). 

During those 16 years, at the same time as the share of hotel rooms has been reduced by 5.35%, 

have guesthouses also decreased their market share by 3.55%. Increases have however been in 

the market share of youth hostels of about 3.4%. Apartment rentals which were first registered in 

2005 increased from 0.8% to 6.45% or by 5.63% during those 9 years documented. Camping, 

remained very stable around 15% the over the time period.

 

Figure 12: Time series showing the market share of type of accommodation in the Icelandic 

Accommodation Industry (Statistics Iceland, 2015d). 
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trend, where alternative accommodation increases its market share, continues in the long term it 

will gradually undermine the market share of hotels in the accommodation industry.  

6.2.2 Underground Market 

Evidence, moreover, suggests that the growth of apartment rentals is understated in before 

mentioned numbers. The numbers make use of data collected by the Statistics Iceland, a 

governmental institution and relies mostly on issued permits (Kristjánsdóttir, 2015). It has 

increased in the most recent years that locals supply tourists with accommodation by renting their 

own flats, or rooms in their own flats through websites like where a person can sell 

accommodation through an online platform for short time periods such as Airbnb. As regulations 

regarding such letting of apartments are not clear, accommodation can be rented through such 

sites without being officially recorded. (Arion Banki, 2014) (Kristjánsdóttir, 2015). The fact that 

this category still grew from 0.8% to 6.45% during the documented years in the official data 

which does not show increases during 2014 and 2015 further indicates a need for further analysis 

of the category (Statistics Iceland, 2015d). 

While official data shows 105% more visitors arrived in 2014 than in 2010 only 85% more 

overnight stays were registered despite the fact that the average length of stay has not changed. 

This shows that a considerable part of the increases in overnight stays is undocumented but 

whether the total difference is due to private letting of apartment is not clear (Icelandic Tourist 

Board, 2015a, 2015e; Statistics Iceland, 2015e).  

An Icelandic Newspaper “Kjarninn” estimated that around 1800 rooms or flats were rented on 

Airbnb in Reykjavik alone in July 20151. It estimated 1300 in January 2015 but only 500 just 12 

months earlier. Assuming an average of 3 guests, in each flat or room, the same occupancy rate as 

                                                   
1 Kjarninn estimated 1800 flats and rooms assuming that 20% flat were free at any given time. Airbnb on 20. 

July 2015 does show 28 shared rooms, 630 private rooms, and 1000+ Entire Places giving a minimum of 1658 

places. Airbnb does not disclose the exact volume of each type of accommodation when it exceeds 1000. 
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hotels in Reykjavík during 2014 or 80%, and that every room or apartment is rented the whole 

year round, they are likely to account for about 1,576,800 overnight stays just in the Reykjavík 

area in 2014 or 788,400 if they are rented only half the year2.   

This is a significant amount given the fact that 1,554,147 nights were spent in hotels in the capital 

area in 2014 according to official data indicating that just apartments rented through Airbnb alone 

could reach the same market share as hotels in the capital area  (Kjarninn, 2015; Kristjánsdóttir, 

2015; Statistics Iceland, 2015d).  

While the hotel industry will without doubt suffer from a decreased market share in 2015 due to 

the multitude of small scale new entrants renting through Airbnb and similar websites there is 

considerable evidence that suggests that this trend of peer to peer lending taking the place of 

hotels will not continue in the long term.  

First, as there is limited space available in Reykjavik city center where most houses are built on 

one or two floors the capacity of locals to supply such accommodation in the most popular areas 

is limited and once all those who can, have adopted the use of Airbnb its growth is likely to slow 

down. Second, because the evolution puts an upward pressure on an already very high rental 

prices in the city center there is a possibility that some governmental restriction will be 

introduced on short term rentals through such websites. Certain restrictions have already been 

discussed within the parliament limiting the ability to rent privately to 8 weeks per year (Alþingi, 

2015). Third, VAT is currently not often payed from the rental fees of most accommodation 

through such websites and the Directorate of Internal Revenue and the Police have encouraged 

people to follow set regulations without having made violation punishable. Enforcement of these 

rules is likely to increase in the future making the process of renting accommodation privately in 

                                                   
2 nr of people ∗ nr listings ∗ occupancy rate ∗ days per year = overnight stays ⟺ 3 ∗ 1800 ∗ 0.8 ∗
365 1,576,800 
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this manner less profitable (National Police Comissioner, 2014). Fourth, staying in a hotel and 

staying in a rented private apartment is in many ways not a perfect substitute, hotels will continue 

to offer benefits not available to those renting apartments, such as hotel pickup, last minute 

booking, room service, conference rooms, dry cleaning and more. 

6.3 Sub-conclusion 

Because of how destinations typically evolve from attracting venturers towards attracting more 

dependable type tourists it is unlikely that the hotel industry faces a threat of changing tourist 

preferences towards alternative accommodation in the long term.  

Changes in recent years show a slight movement from the hotel industry towards alternatives 

such as youth hostels and letting of apartments. According to official data, hotels have decreased 

their market share by about 5.35% in 16 years while youth hostels increased their share by 3.5% 

and apartment rentals since first recorded in 2005 have increased their share by 5.63%. 

Though these changes in official numbers show only a slight decrease over 16 years in the market 

share of hotels it is important to note that the share of hotels in 2014 is the lowest since official 

recordings started at 36.19% after reaching a peak only two years earlier (Statistics Iceland, 

2015d). 

The most severe threat to the Hotel industry, the letting of private apartments through websites 

such is Airbnb goes mostly unrecorded, grew very fast in 2014 and is growing even faster in 

2015. The new entry of Airbnb to the market is likely to cause a decreasing market share of hotels 

in the short term. The trend is however not likely to last for extended periods of time because of 

the limited supply capacity of locals, likelihood of increased regulation and taxes on such service 

and the ability of hotels to differentiate themselves with a higher level of service. Investors who 

look for long term investments in the industry should therefore not be concerned with the rise of 

alternative accommodation as it is likely to be short lived. 
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7 Overinvestment in the Hotel industry 

In recent years, as a result of the growth tourism there has been considerable investment in the 

hotel industry in Iceland. As one hotel after another is built around the country, local’s can´t help 

but wonder if this response is excessive and whether the volume new hotels will translate to an 

overinvestment in the industry (Arion Banki, 2015; Mbl, 2015e).  

In the earlier chapters the focus has bee on demand factors which represent the will of people to 

buy a given product or service. That is, whether the number of tourists that comes to Iceland can 

continue to grow and whether they will continue to demand hotel rooms. Profitability is however 

also reliant on the supply of hotel rooms which needs to be considered as the possibility of 

excessive supply can reduce the profitability of the industry and reduce its attractiveness as a 

destination for FDI.  

7.1 Theory 

Overinvestment is the creation of so much productive capacity so actual production is less then 

what is optimal for an industry (Cassels, 1937). This could be a scenario where the supply of an 

industry is higher than the potential demand. While what is optimal for an industry is difficult to 

estimate directly, some point of reference is necessary. As the present study seeks to determine 

whether too much investment has occurred in recent years it will be presumed that investment in 

the hotel industry, that is, the supply relative to demand, was around the ideal level in 2008. The 

analysis will look for symptoms of overinvestment from 2008 and onwards. 

It is possible to visualize the effects of overinvestment in relation to price elasticities with the 

help of figure 13. Each investment producing new hotel rooms in the Icelandic hotel industry 

causes a shift of the supply line S towards increased Q signified by a new supply line S1. The net 

effect on profits in the hotel industry will depend on the elasticity of the demand. As an example 
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it is possible to consider if the demand is unitary elastic as is signified by demand line D or 

inelastic as signified by demand line D1. 

Should it be unitary elastic as signified by D the new equilibrium between D and S1 will be at a 

lower price and an increased quantity is sold where the equilibrium point is Price; P2 and 

Quantity; Q2. The net effects as the elasticity is unitary would be an increase in demand by x% 

and an increase in quantity sold would be equally raised by x% but the net effect on hotel profits 

could be positive or negative depending on the cost of adding new rooms. 

However, should the demand be completely inelastic, meaning that it will not be affected by 

lower prices, the quantity sold will remain the same, Q1. but price will be significantly lower or 

at P3 as can be seen on looking at the intersection of D1 and the new supply line S1. As supply 

has been in increased but not more hotel rooms sold there are more empty hotel rooms and 

assuming that holding empty rooms incurs a cost, total hotel industry profits are reduced. 

Any elasticity level between the two scenarios, that is, between perfect inelasticity and unitary 

elasticity, would lead to reduced total profits. The increase in quantity supplied would not 

increase the quantity sold proportionally, and each new unit is sold at a lower price. Only when 

the demand function is elastic, would increased supply possibly result in increased profits.  

While research on the price elasticity of demand for hotel rooms in Iceland has not been done and 

the true elasticity of demand is unknown it is worth noting that hotel demand is generally 

inelastic between of -0.3 and -0.5. Meaning that by reducing price by 1% the increase in quantity 

sold will be between 0.3% - 0.5% (Divisekera, 2007). If the price elasticity of demand for 

Icelandic hotel rooms is similar, hotel profits would be reduced if supply is increased while other 

factors are kept constant. 
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Figure 13: Effects of supply increases on price. 

It is important to note here that in reality the demand line is also being shifted to the right as more 

and more tourists come to Iceland. Both lines are therefore in reality being shifted to the right. In 

the earlier example it was considered that the supply increases were proportionally higher than 

demand increases. And as the shift of the supply curve shown was a shift beyond the shift of the 

demand curve, the demand lines were kept constant. 

In an environment with inelastic demand increases in supply of hotel rooms will lead to more 

empty rooms. The proportion of vacant rooms to the total volume of hotel rooms is often termed 

the vacancy rate, while the number of occupied rooms as a percentage of total rooms is the 

occupancy rate. The evolution of these indicators can therefore reveal whether overinvestment is 

taking place within an industry as it would translate into higher vacancy rates and lower 

occupancy rates. 

Occupancy rates are available well into the past but are naturally not available for 2015 but by 

comparing the changes in occupancy rate during the last years in relation to prospected increases 

in supply and prospected increases in demand for 2015 and 2016 it is possible to extend the 

analysis to those years as well. 

While expected increases in quantity supplied can be based on available data on hotel 

constructions, the expected increases in demand must be projected using past trends. Based on 

D1 

P3 
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results from chapters 4&5 it will presumed that growth will continue unlimited, and based on  

chapter 6 it will be presumed that a similar proportion of tourists will continue to choose to stay 

in hotels. Specifically we will consider a scenario where demand will continue to grow between 

15% (the average of last 5 years) and 30% (as it has during the first months of 2015) (Icelandic 

Tourist Board, 2015e). 

7.2 Analysis 

The following analysis is separated into two chapters where the first examines the past trends in 

occupancy rates in order to discover possible symptoms of overinvestment during the years 2008 

to 2014. The second chapters examines trends in supply and demand within the Icelandic hotel 

industry and projections for the years 2015 and 2016 in an attempt to identify symptoms of 

overinvestment. 

7.2.1 Past trends in Occupancy Rates 

The occupancy rate in Icelandic hotels has increased considerably during the years following the 

financial crisis after having been stable for many years, as can be seen in figure 14. The average 

occupancy rate for hotels in Iceland was at 50.2% in 2008 and it has grown to 67.0% in 2014 

(Statistics Iceland, 2015d). The occupancy rate has grown in all parts of the country during those 

years but most significantly in the capital area where it has gone from 58.4% in 2008 to 84.0% in 

2014.   

The capital area now has occupancy rates that are high in a global context. The 84% occupancy 

rate on average during 2014 was close to the highest occupancy rates among the bigger European 

cities where the four highest rates were in London, 83.0%; Edinburgh, 80.4%; Paris 80.3% and 

Dublin 78.3% (PWC, 2015).  

The increases in occupancy have not been as strong outside of the capital area but grew on 

average from 33.55 in 2008 to 52.05% in 2014. The North of Iceland and the East showed slight 
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decreases in occupancy rates -5.0% and -0.4% relatively. The data on annual averages in 

occupancy rates therefore shows no signs of general overinvestment in Iceland apparat from a 

decrease in East Iceland which could signify a minor overinvestment in that area specifically  

(Statistics Iceland, 2015d). 

 

Figure 14: Occupancy Rates in Icelandic Hotels by area during 2000-2014 (Statistics Iceland, 

2015d). 

A further look at the occupancy rate for each month shows that the increases in the annual 

average of the occupancy rates are much due to increases in the occupancy rates during the winter 

months. As figure 15 shows the rate has increased in the summer as well as in winter from 2010 

to 2012 but in 2013 and 2014 the increases are mostly tied to the winter months. The highest 

monthly occupancy rate remains the same in all three years from 2012-2014 in July of each year 

around 91% while all other months and especially the winter months show increases (Statistics 

Iceland, 2015d).  

The importance of looking at seasonal data is underscored by the fact that increases in demand 

during the winter months does not necessarily translate to an increased demand for new hotels but 

rather a better use of the existing facilities. However, the high occupancy rate during the summer 

months could be a sign for a need for new hotels during those months as the occupancy rate 

during the summertime is above those of many other European countries as can be seen in figure 
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16. The fact that it has stopped increasing could indicate that a certain upper limit of occupancy 

rates could be reached showing a possible need for more hotels in Iceland to accommodate the 

demand during the summer months and further invalidating concerns regarding overinvestment in 

recent years. 

 

Figure 15: Occupancy rate in Icelandic Hotels from January to December for 2010-2014 (Statistics 

Iceland, 2015d) 

 

Figure 16: Occupancy rate in each month of 2014 in chosen European countries. (Eurostad, 2015) 
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7.2.2 Trends in Supply and Demand 

As pointed out in chapter 2.6, Limitations, we will assume that the increase tourist arrivals equal 

increased tourism as the average stay in recent years has remained the same. Furthermore as the 

market share of hotels has remained relatively stable as shown in figure 12 it will be presumed 

that more tourist arrivals translates to increased demand for hotel rooms. 

By analyzing data on hotel rooms supplied in relation to the volume of tourist arrivals it is 

possible to further substantiate the indication given by the increased occupancy rate. It is possible 

to determine whether the increased occupancy rate from 2008 is reflected in the data on hotel 

rooms supplied and tourist arrivals and whether the overall increased occupancy rate is due to 

lack of new hotels, due to increased demand, or both.  

As can be seen in figure 17 and table 4 the number of visitors for each hotel room remained stable 

between 100 and 130 during 1998 and 2010 but has exploded towards 187 tourists per room in 

2014 where there were 5,339 hotel rooms in the country and 995,576 tourist arrivals (Icelandic 

Tourist Board, 2015e; Statistics Iceland, 2015d). These numbers indicate that overinvestment in 

the Icelandic hotel industry as a whole is not likely. The data does however not allow for area 

specific analysis such as was done using the occupancy rate

 

Figure 17: Supply of hotel rooms compared with Tourist arrivals 1998-2014 (Icelandic Tourist 

Board, 2015e; Statistics Iceland, 2015d). 

0

200,000

400,000

600,000

800,000

1,000,000

1,200,000

0

1000

2000

3000

4000

5000

6000

Rooms (left axis) Tourist Arrivals (right axis)



63 

 

 

Table 4: Number of tourist arrivals per hotel room. 1998-2014. (Icelandic Tourist Board, 2015e; 

Statistics Iceland, 2015d)   

1998 1999 2000 2001 2003 2002 2005 2004 2006 2007 2008 2009 2010 2011 2012 2013 2014 

100 110 122 117 105 120 115 115 126 128 120 114 108 132 141 157 187 

 

By projecting values for supply and demand in 2015 and 2016 for which real data is not yet 

available it is possible to determine whether the occupancy rate is likely to be lowered in case of 

overinvestment. It is possible to presume certain demand increases from past experience and the 

chapters before and compare it with data available on planned hotel constructions in 2015 and 

2016. This can help determine whether supply increases are likely to be proportionally higher 

than the demand increases in the near future. 

Tourist arrivals through the Icelandic international airport have been, during the first 7 months of 

2015, 30% higher than in 2014 (numbers for travel by ship are not available) (Icelandic Tourist 

Board, 2015e). Assuming the same rate will be the result for the whole year, that is, tourist 

arrivals will be 30% higher in 2015 than in 2014, there is a need for about 1,600 new hotel rooms 

in 2015 to keep the same occupancy rate as in 20143. Should the trend continue there would be a 

need for about 2,100 more rooms in 2016. However, considering a lower limit, should growth in 

2015 and 2016 turn out to be 15% (the average of the last 5 years) there would be a need for 800 

rooms in 2015 and 920 more in 2016.  

Table 5: Estimated need for new hotel rooms in 2015 and 2016 to keep the same occupancy rate as in 

2014 given 15-30% growth in tourism. Numbers for the capital area are 60% of the total need equal 

to the ratio of all Icelandic hotels that are located in the capital area. 

 
Total need in 

Iceland 2015 

Total need in 

Iceland 2016 

Total need in the 

Capital Area 2015 

Total need in the 

Capital Area 2016 

Given 30% 

increase 
1600 2100 960 1260 

Given 15% 

increase 
800 920 480 552 

                                                   
3 Number of hotel rooms during 2014 was 5,339, a 30% percent increase would be 1,600 new rooms. 
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Table 6: Review of various forecasts or statements regarding future Hotel Room supply increases 

Landsbankinn 1300 new rooms in 2015 and 2016 in Iceland as a 

whole 

 (Landsbankinn, 2015) 

Arion Banki 724 new rooms in 2015; 228 in 2016 sure projects in 

Reykjavik City Center 

 (Arion Banki, 2014) 

Dagur B. Eggertsson 

(Mayor of Reykjavik) 

In Reykjavík: 700 new rooms in 2015 and 800 more 

in the near term. 

 (Vísir, 2015e) 

Íslandsbanki 700 new rooms in in 2015 the capital area. 1200 new 

rooms between 2016 and 2018 

(Íslandsbanki, 2015a) 

SAF 1100 in 2015 and 2016 in Reykjavík.   (Alþingi, 2014b) 

 

Official documentation on hotels in construction and planned projects is not available so a 

projection on supply increases within the hotel industry needs to be based on information 

gathered on from various sources (Alþingi, 2014b). All three main commercial banks in Iceland, 

The Icelandic Travel Industry Association and the Mayors office has done such research as can 

be seen in table 6.  

By comparing table 5 and table 6 it is possible to see that the forecast of Dagur B. Eggertsson the 

mayor of Reykjavik of 700 new rooms in 2015 and 800 more in the near term in Reykjavik, and 

the forecast made by Arion Banki , 725 new rooms in 2015 and 228 in 2016, do to some extent 

exceed the lower limit which assumes a need for 480 and 552 new rooms in 2015 and 2016. None 

of the forecasts listed however succeed the upper limit of 950 and 1260 rooms needed in 2015 

and 2016 given a 30% increase in tourism. 

7.3 Sub-conclusion 

The occupancy rates for Icelandic hotels both in the capital area as well as outside it were 

relatively stable from 2000 until 2010 when they began to surge. The increases are much due to 

better occupancy rates during the winter months and occupancy rates during the summer are very 

high in international comparison and could have reached an upper limit. 
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Numbers showing the increases in tourist arrivals and the increases in hotel rooms supplied show 

how the implementation of new hotel rooms did not keep up with the growth in tourist entries 

from 2008 to 2014. Average number of tourists per room was stable between 100 and 130 during 

the years between 2000 and 2008 but increased towards 187 in 2014. There is therefore clear 

evidence that there has not been overinvestment in the industry during the years from 2008 to 

2014.  

Further analysis showed that if growth continues between 15- 30% it is unlikely that there will be 

a significant overinvestment as none of the forecasts made on likely supply increases exceed the 

upper limit. The accuracy and precision of the data on possible increases in supply in 2015 and 

2016 is however lacking and the possibility of overinvestment in the next two years cannot be 

entirely excluded, though the data does suggests it is unlikely. Furthermore, given the very high 

occupancy rates in the capital as seen in figure 14, there could in fact be a considerable room for 

supply to increase beyond the demand increases in the short run. 

8 Country Risk 

The economy of Iceland experienced both considerable growth and remarkably low employment 

up until the financial collapse of 2008. During the economic crisis the Icelandic economy 

suffered greatly, all three major local banks were nationalized and currency controls were 

established to the stop the flow of currency out of the country (Central Bank of Iceland, 2015a). 

FDI inflows to Iceland rose to very high levels reaching close to 19% of GDP before plummeting 

during the economic crisis in 2008 to -0.3% of GDP. FDI investments have been gradually 

increasing since the crisis and are now slightly under the average of the European Union as can 

be seen in figure 18 (The World Bank, 2015e). 
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Figure 18: FDI inflows to Iceland (The World Bank, 2015e) 

The buildup in FDI inflows could signify that investors believe that the country has recovered 

from the crisis, reaching a previous level of stability. Many economic indicators give a reason to 

be optimistic, unemployment is declining, inflation is low and the nationalized banks all showed 

considerable profits in 2014 (Central Bank of Iceland, 2015a). But Iceland continues to battle 

with issues left by the financial crises. The considerable government debt, which is around 67% 

of the countries GDP, and the ongoing capital controls signify that Iceland is not out of the woods 

just yet (Central Bank of Iceland, 2015e).  

While the earlier chapters analyzed the possibility of certain specific events or trends, this chapter 

will review the risks inherent in engaging in FDI in the Icelandic business environment so soon 

after its collapse. The analysis is necessary to determine whether the issues facing the Icelandic 

economy as it recovers from the crisis cause excessive risk to foreign investors who seek to invest 

in the Icelandic hotel industry. 

It is important to note, as mentioned earlier, that the research assumes that an investment in the 

Icelandic hotel industry will be profitable given the great growth of the industry, unless the risk 

factors which are analyzed are proven likely. The focus here will therefore mainly be on the risks 

factors themselves, but not whether the environment provides a strategic fit for hotel operations 
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or FDI in that industry. That is, the possibility of changes in the business climate that could hurt 

the “continuing” profitability of a foreign investment in the Icelandic hotel industry will be 

analyzed.  

8.1 Theory 

While all financial transactions produce risk in one form or another, cross boarder investments 

produce further risks that need to be taken into account. The tradeoff between risk and return is 

important here as an investor must value of the risk he is willing to take compared to the returns 

he expects from a given investment. The risk in this relation is often termed “country risk”, the 

unique risk faced by foreign investors when investing in a specific country as compared to the 

alternative of investing in other countries (Nordall, 2001). Country risk is influenced by many 

factors which all have in common the fact that they increase the overall risk of investing in a 

given country. Various research has shown how high country risk is associated with low inflow 

of FDI (Hayakawa, et al., 2013; Ramcharran, 1999; Wunnavaa & Janickia , 2006).  

The varied factors that could cause changes in the expected profitability of an investment are so 

many that for a single investor to analyze in detail all the possible elements would need a 

considerable investment of time an recourses on his behalf. Various private agencies have 

therefore begun generating assessments of country risk such as Moody´s, Standard & Poor´s and 

the PRS Group.  

There is no specific and generally accepted method of analyzing country risk. Oetzel, Bettis and 

Zenner (2001) argued that commercial risk measures are in fact poor predictors of realized risk 

(Oetzel, et al., 2001). This is substantiated by the fact that the four main credit agencies gave 

Iceland some their highest ratings just months before the financial collapse of 2008 which left the 

country nearly bankrupt. Moody´s as an example had its highest rating AAA, for Iceland until 

may 2008 when it was downgraded to Aa1 the second highest rating but A1 a medium level 
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grading in October 2008 and only lowered it significantly after the collapse had taken place and 

the Icelandic government had already nationalized two of the countries main financial institutions 

(Moody´s, 2008a, 2008b, 2008c).  

Meldrum (2000) reviews the general methods of analyzing country risk and distinguishes 

between statistical risk and uncertainties. He asserts that country risk includes both statistical 

risks that can be analyzed with the help of a large pool of data for events that happen often but is 

also largely composed of uncertainties regarding individual events that need to be analyzed from 

a judgmental and theoretical point of view, rather than statistical. He further advocates that 

analysts can use the commercial risk measures but should add upon them risk measures specific 

to their own case.  

To facilitate the analysis of country risk it is often divided into subcategories which are then often 

categorized further. The PRS Group a private company founded in 1980 has developed a method 

for quantitative analysis of country risk where it is first divided into political risk, economical risk 

and financial risk and then each category is further divided into more categories (The PRS Group, 

2012).  

While country risk is can be divided into political, economical and financial risk as the ICRG 

system of the PRS group suggests, this paper will use a more extensive subcategorization as is 

used by Meldrum (2000) namely political risk, economic risk, location Risk, exchange risk, 

transfer risk, sovereign risk and the definitions he proposes to facilitate a more comprehensive 

analysis (The PRS Group, 2012). 

8.2 Analysis 

The importance of each type of risk for FDI in the Icelandic hotel industry varies but the analysis 

aims to include all types to provide a complete analysis of the possible risks imposed by the 

ongoing economic recovery in Iceland. The analysis of each type of risk begins with its definition 



69 

 

 

following with an inquiry into the related indicators and relevant issues to determine the severity 

of the risk it imposes. 

8.2.1 Political Risk  

Political risk is the risk that a sovereign government will unexpectedly change the “rules of the 

game” under which businesses operate (Butler & Joaquin, 1998). Terrorism, coups, civil wars, 

are the most severe examples of political risk. It also covers a wide range of direct political 

decisions such as decision to expropriate a local but foreign owned company and nationalize it or 

put embargos on certain products or trades. Political stability is often valued highly in political 

risk measures as well as corruption. Various research has shown a strong link between low levels 

of political stability, low levels of corruption and high FDI Investment inflows in a country 

(Adiedu, 2006, Busse & Hefeker, 2007).  

Following the parliamentary elections in 2013 the two most right wing parties formed a 

government. Both parties agree on most of the topics relating the economic recovery. They both 

rejected EU membership and discussions on the possible application to join the union have been 

put aside. They furthermore agree on continuing the process of privatizing the banks that were 

nationalized during the crisis, reducing government debt, keeping the Icelandic krona and most 

importantly releasing the capital controls (Government Offices of Iceland, 2013). The decision to 

reject EU membership and other factors have caused a decrease in the current coalitions’ 

popularity. One specific party has increased its popularity during the last year, the Pirate Party, 

which according to Gallup surveys has up to 32% support where the current government coalition 

together receives 36,5% (Gallup, 2015). A possible succession of the Pirate Party is unlikely to 

cause considerable changes in the business environment as the party does not have any specified 

policy agenda concerning any economic topics but rather states that all controversial matters will 

solved with democratic online voting (The Pirate Party, 2015).  
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Perceived corruption remains low in Iceland in a global comparison but has increased somewhat 

in recent years. The Perceived Corruption Index measured by Transparency International 

measures the perceived corruption within the public sector of a country. While it measures only 

the perceived corruption is can be great indicator to determine whether corruption in a country is 

a major risk to investors. In 2006 before the economic crises Transparency International ranked 

Iceland, Finland and New Zealand as having the least corruption globally. Iceland has gradually 

been pulled back and is now the 12th least corrupt out of 175 measured by the institution which is 

still a relatively low level. Corruption can therefore not be mentioned as a significant risk to FDI 

in the Icelandic hotel industry though it could have increased during the economic recovery 

(Transparancy International, 2006, 2014).  

Due to the general consensus within the Icelandic Parliament regarding the main topics of the 

businesses environment, no significant opposition from non-ruling parties and a relatively low 

level of corruption it can be stated that foreign direct investments in Iceland suffer from only 

minimal political risk. This is confirmed by the evaluation A.M Best, a U.S based credit agency, 

which rates the political risk in Iceland as Low, second lowest risk level on a five point scale 

(A,M Best, 2015). Evaluation of political trust among locals also substantiates the evaluation as 

trust in the parliament has reached 20% in 2015 after having been around the 10% level from 

2009 to 2014. It is now closer to its pre-crisis level of 30% (Gallup, 2015). 

8.2.2 Sovereign Risk 

Sovereign risk is the risk that a government becomes unwilling or unable to meet its loan 

obligations, or reneges on loans in guarantees (Meldrunm, 2000). As the sovereign risk relates 

only to the risk of the host country government not paying its debt, it does not affect investors in 

the private sector directly, but rather investors that lend directly to the government. For an 

investor seeking to invest in privately held Icelandic companies or engaging in greenfield 

investments the relevancy of sovereign risk is minimal as the possibility that government will not 
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meet certain loan obligations can only affect such investments indirectly. Hotels in Iceland are 

financed privately and their output is sold on a private market. Excessive government debt can 

however cause a rise in taxes which will be categorized as an economic risk. 

8.2.3 Economic Risk 

Economic risk is the risk that a major change in the economic structure or growth rate produces a 

major shift in the expected return of an asset (Meldrunm, 2000). The demand for hotel rooms in 

Iceland is mostly controlled by demand from individuals outside of Iceland as 83% of hotel 

overnight stays are sold to foreigners (Statistics Iceland, 2015d). The demand for hotel room 

overnight stays from foreign tourists is therefore more affected by the economic situation in their 

home country, as it affects their ability to consume.  

Tourists will however be effected by increases in real prices in in the country visited. Real price 

increases would decrease their ability to visit the country leading to lower demand for hotel 

rooms. The higher real prices would however increase the profits per room to an investor as the 

he will get more for the Icelandic krona as he trades it for his own currency. The net effect is 

inconclusive and depends on the price and income sensitivity of the tourists. Analysis of the 

economic risk in Iceland to FDI in the Icelandic hotel Industry should therefore rather be directed 

towards the economic effects on supply factors. 

Gross Domestic Product (GDP), measures the total value of all final goods and services that are 

newly produced within the borders of a country over the course of a year. (D'Alisa, et al., 2015). 

GDP provides a good estimate on the efficiency improvements within a country as they increase 

the GDP year on year. Efficiency improvements are important to hotel operations as they can 

affect the price of inputs needed for their activities.  

Productivity has been increasing since the collapse and the increase in GDP was 3.5% in 2013 

and 1.9% in 2014. The Icelandic Central bank forecasts 3.8% and 3.2% growth during 2015 and 



72 

 

 

2016 a which is considerably higher than the average between 2000-2014 which was 2.4% and a 

somewhat higher forecast than the European Union gives for its own region which is 1,8% and 

2.1% for 2015 and 2016 (Statistics Iceland, 2015f). Forecasts from IMF also substantiate higher 

growth prospects fro Iceland than the European Union (IMF, 2015a, 2015b). Productivity could 

however be threatened by the release of the capital controls discussed in chapters 8.2.4 and 8.2.5.  

Public debt is important in relation to discussions on tax policy. Government with high public 

debt could be forced to increase taxes to improve its annual budged balance. The Icelandic 

government´s budged balance has improved gradually from 2009 as can be seen in figure 19 (The 

Financial Management Authority, 2014). Total government debt has been reduced from 92.5% of 

GDP in July 2011 to 67% of GDP in July (Central Bank of Iceland, 2015f) as can be seen in 

figure 20. The condition of public finances in Iceland seems to be improving, reducing the 

likelihood of substantial tax increases and rather increasing the room for tax cuts in the future  

(Ministry of Finance and Economic Affairs, 2015). 

 

Figure 19: Icelandic Government Budged Balance 2010-2014, numbers in million ISK (The Financial 

Management Authority, 2014). 
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Figure 20: Debt/GDP ration and Total Debt of the Icelandic Government in July of each year. 

Numbers in billion ISK or % (Central Bank of Iceland, 2015e). 

While the general economic environment is improving benefiting most local companies the 

specific tax structure of the Icelandic tourism industry could see some changes in the near future. 

The earlier government had proposed increases in tax on tourism in general from 7% to 14% but 

the changes were not approved following parliamentary discussions (KPMG, 2013). The current 

government however changed the lowest tax rate from 7% to 12% and also approved that from 

the beginning of 2016 all areas of tourism will be charged a value added tax, which companies 

offering transport within the country are currently excluded from (Alþingi, 2014a; KPMG, 

2014b). 

The present government decided not to continue with the plans of the earlier government to raise 
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industry since then, in 2013, has been tremendous, so the there is a possibility of the government 
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it only charges one specific service within the tourism industry and since it is a fixed fee it 

proportionally charges cheaper accommodation (Director of internal revenue, 2011; Ministry of 

Industries and Innovation, 2015b).  

Economic risk due to the recovery of the country from the crisis of 2008 is not likely as all major 

economic indicators are improving. General tax increases are not likely as the government 

budged balance was positive during 2014 and the government dept/gdp ratio is improving. 

Specific tax increases within the tourism industry are however possible which would entail a raise 

from a current value added tax being raised from 12% to 24%. 

8.2.4 Transfer Risk  

Transfer risk is the risk that a foreign government imposes restrictions on the movement of 

capital (Meldrunm, 2000). Restrictions on currency movements from Iceland have been in place 

since the financial crisis of 2008. During the years leading up to the financial crisis the Icelandic 

banks borrowed substantial amounts of capital in order to supply loans in foreign currencies to 

the Icelandic public as they had lower interest rates than loans in the local currency. As foreign 

credit became unavailable in 2008 the banks could not sustain themselves due to excessive 

reliance on borrowing. This led to the bankruptcy of the three biggest banks in Iceland. Put into 

perspective the total assets of the three banks was more than 900% the country´s GDP making it 

one of the biggest financial bankruptcy in any country relative to GDP (IMF, 2008). The creditors 

to the fallen banks as well as other foreign owners of capital denominated in the Icelandic krona 

are waiting to pull out the currency but are prohibited to do so as it would cause a tremendous 

inflation and a devaluation of the currency (Central Bank of Iceland, 2015a). 

The capital controls do not affect any trade in goods and services but only the movement of 

capital so daily operations of a foreign investment such as hotels should only be minimally 

affected. The controls do furthermore do not limit the movement of currency from Iceland if it is 

due to dividends or profits from a local company to a foreign owner and the profits are due to 
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operational profits but not the selling of assets (Central Bank of Iceland, 2015b). The capital 

controls would therefore not prevent foreign direct investors from making profits and getting 

regular dividends from their investment. They do however increase their risk as they cannot sell 

the asset and move their capital freely should they find more profitable investment opportunities 

in another country. 

A newly approved action plan of the government on further reducing and ultimately lifting the 

capital controls was introduced on the 8th of June 2015 and it presumes they will be lifted within a 

couple of years and the first measures being taking in the end of 2015 (Ministry of Finance and 

Economic Affairs, 2015).  

The current capital controls will therefore, if the proposed scheme goes as planned, not have 

much effect on investors looking to invest in the country in the long term. Gradually the capital 

controls will be lifted and stability in the government finances will be introduced. While the 

reputation of Iceland was tarnished as a result of the country having built up banking system 

much bigger than the economy could sustain, it has also gained some recognition for quick 

recovery (IMF, 2015c).  Whether Iceland has learned its lesson and will not again engage in such 

excessive borrowing remains to be seen but the gradual elimination of the capital control will 

reduce the transfer risk for foreign companies in the next years. Taking into account that the event 

was a one off necessity due to the fragility of the local microeconomic environment and the 

global crisis, but not an arbitrary decision of the government, calls for a greater focus on the 

economic risk of a possible buildup of excessive debt rather than on transfer risk. 

8.2.5 Exchange Risk 

Exchanges rate or foreign exchange rate risk, is the risk of unexpected movements in an exchange 

rate (Meldrunm, 2000). Foreign investors are exposed to exchange risk when they invest in assets 

which is denominated, and incurs profits in, another currency than their own. As an example, 

when an Italian investor seeks to buy a hotel in Iceland, he has to change Euros to Icelandic krona 
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before trading it for the asset. Should the Krona then reduce in value in relation to the Euro, both 

his profits and the value of his asset, counted in Euros is reduced in value. It is possible for the 

investor to hedge against exchange risk for example by making futures contract that allow him to 

fix the exchange rate into the future, but making such contracts needs a certain amount of work 

increasing total transaction costs (Zakamouline, 2006).  

Exchange risk is closely connected with transfer risk and the capital controls are, as an example, a 

method used by the Icelandic Central Bank to reduce the exchange rate risk by limiting the ability 

of the currency to move rapidly. The abolition of the capital controls therefore exposes Iceland to 

a significant exchange rate risk which is the countries greatest obstacle to date. If the capital 

controls are lifted to rapidly, owners of Icelandic krona who wish to sell it for foreign currencies 

would do so rapidly causing a fast and significant devaluation of the currency and increased 

inflation (Ministry of Finance and Economic Affairs, 2015). 

Iceland is the smallest economy within the OECD about 1/25 the size of the Danish economy but 

still has its own currency (Central Bank of Iceland, 2014). The small size of the economy limits 

the ability of the central bank to collect large amounts of foreign exchange reserves to absorb the 

significant fluctuations in the market. Currently it is expected that 1.200 billion ISK is waiting to 

be sold by foreign investors but the Icelandic Central Bank carries about 594 billion ISK of 

foreign currencies and would therefore not be able make the exchange if all investors sell at once 

(Central Bank of Iceland, 2015c).  

The plans recently introduced by the government aim to abandon the capital controls gradually 

without reducing the foreign exchange reserves of the Central Bank. Depending on the origin of 

the offshore currency, investor´s will be able to sell them gradually at an auction, use them to buy 

long term government bonds, put them into closed accounts or sell them after paying a tax 

(Central Bank of Iceland, 2015d). Following the introduction of the plan to carry out the abolition 

of the capital controls, Moody´s upgraded the government´s credit rating from Baa2 to a more 
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positive Baa3 and a stating a stable outlook (Moody´s, 2015c). Fitch´s rating was also upgraded 

from BBB to a more positive BBB+ ratings and stating a stable outlook, showing a positive view 

on the abolition of the Capital Controls (Fitch Ratings, 2015). 

As the capital controls are yet to be lifted and as their abolition could significantly devaluate the 

currency there is currently significant exchange risk involved in FDI in Iceland. The risk will be 

substantially decreased as the capital controls begin to be lifted, first measures being taken in the 

end of 2015.   

8.2.6 Location Risk 

Location risk is the risk of spillover effects caused by problems in the region, in a country´s 

trading partner, or in countries with similar perceived characteristics (Meldrunm, 2000). An 

economic downturn among a main trading partner, conflicts among allied countries incurring a 

need for more military expenditure or changes within trading alliances are all examples of events 

causing high location risk. How susceptible a country is to such events depends much on its 

geographical location, its strategic alliances and main trading partners.  

Iceland is an island and relies heavily on transport of products from other countries. Imports of 

goods and services amounted to 47.1% of GDP in 2014 while the EU average was 37.7%. 

Exports of goods and services were 53.1% of GDP while 40% on average within the European 

Union witch could be an increasing factor for location risk (The World Bank, 2015f).  

Official data shows however that the main export countries are relatively stable countries with the 

highest shares being the Netherlands receiving 29%, Britain 11%, Spain 7.5% and Germany 6% 

and United States 5%. Exports to Netherlands are likely to be inflated as exports to mainland 

Europe are be first transported to big harbors in the Netherlands before being transported onwards 

(Statistics Iceland, 2015g). All countries that receive more than a 5% share of Iceland’s exports 
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are classified as having low country risk by Euler Hermes a global supplier of country risk ratings 

(Euler Hermes, 2015). 

Exports to Russia in 2014 were however 4.9% of total exports (Statistics Iceland, 2015j). Russia 

is categorized as having high country risk by Euler Hermes and were disrupted during the 

summer of 2015 due conflicts between the EU and Russia that lead to Russia putting an embargo 

on Iceland among other countries (Ministry of Foreign Affairs, 2014). The effects of the embargo 

will mostly effect the fishing industry but as travel between the two countries is not effected, its 

effect on the tourism industry are likely to remain only minimal (RT, 2015). 

Iceland is a member of the European Free Trade Association (EFTA) which is connected to the 

EU forming the European Economic (EEA) which allows the 28 EU states as well as Iceland, 

Norway and Liechtenstein to trade freely. These agreements in addition to a newly made free 

trade agreement with China allow Iceland to effectively trade freely among most of its current 

trading partners (EFTA, 2015). 

The various trade agreements, the large proportion of trade with low risk countries, together with 

a geographical location far from conflict areas give indicate a relatively low location risk for the 

country. 

8.3 Sub-conclusion 

The analysis of each sub-category of country risk reveals the high significance of economic-, 

transfer- and exchange- risks in proportion to the relatively low political-, sovereign-, and 

location risks during Iceland’s recovery from the financial crisis. Country risk during the 

recovery is currently to a large degree due to the heightened exchange risk imposed by the capital 

controls.  

The government´s plan to gradually release the capital controls will, if successful, restore global 

faith in the Icelandic economy but if not, they can lead to a considerable devaluation and high 
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inflation reducing the value of foreign investments in the country. Moody’s and Fitch´s ratings 

however show that the agencies have confidence in the government´s plans, but risk averse 

investors could be better off waiting until the capital controls have been lifted to avoid the 

temporarily heightened exchange risk. 

9 Conclusion  

The paper analyzed the major negative risks to the Icelandic hotel industry in order to answer the 

research question “Does the Icelandic hotel industry present attractive FDI opportunities?”  

First and foremost, it examined whether the growth in tourism in Iceland is sustainable or 

whether general limitations would have to be put into place to reduce its growth and ensure 

sustainability. The results show that growth can continue for a considerable amount of time 

leading to an ongoing increase in demand for accommodation in Iceland. 

A possible trend where an increasing percentage of tourists stays in accommodation other than 

hotels was then analyzed. The data does show a significant trend in recent years towards 

alternative accommodation but further analysis shows that the trend is not likely to continue in 

the long term and should not affect the profitability of the hotel industry in the long term. 

An examination of possible overinvestment in the industry in recent years showed that the 

concerns of overinvestment are not supported by official data except to a very limited degree in 

the East of Iceland. Occupancy rates have increased in almost all areas of the country and 

forecasts on possible supply increases in 2015 are not excessive in relation to probable demand 

increases. 

The risk of investing in Iceland during the country´s recovery from the crisis of 2008 does to 

some extent increase the overall risk of investing in the Icelandic hotel industry, namely due to 

heightened transfer risk. Risk averse foreign investors could be advised to reduce the transfer risk 
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and in turn the overall risk of their investment, by waiting until the capital controls have been 

lifted.   

Overall, out of all the perceived risks discussed, there are two important risks that present a real 

threat to FDI in the Icelandic hotel industry. That is, the possibility of further changes in the 

market share of hotels in the accommodation industry and the possibility of a significant 

devaluation of the local currency as the capital controls are lifted.  

Both of these real risks are short term risks. As was discussed in chapter 6, the current trend 

towards alternative accommodation is not likely to be sustained in the long term and as was 

discussed in chapter 8.2.5, the capital controls are likely to be lifted within a couple of years. 

Growth in the tourism industry however, as discussed in chapters 4 and 5, is likely to be sustained 

in the longer term as the country is still far from reaching its carrying capacity limits. The paper 

therefore concludes that most of the concerns discussed, regarding the future of the Icelandic 

hotel industry are undue, and the industry does in fact present attractive FDI opportunities. 
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