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Remote, isolated Iceland, which made headlines early last year when its stock market and currency suddenly plunged, is back on track.

Last month, rating service Fitch Inc. of New York decreed that Icelandic banks had improved funding and liquidity. Fitch had given Iceland a negative outlook last year, coinciding with a research report by New York-based Merrill Lynch & Co. Inc. that Icelandic banks were "particularly vulnerable to shifts in market confidence."

The island nation of 300,000 is sitting on a mountain of cash — and is starting to spend it.

The country's three major banks — Landsbanki, Glitnir Bank, and Kaupthing Bank, all of Reykjavik — are on a buying spree this year, purchasing other European banks and opening branch offices throughout the world, according to a recent article in The Wall Street Journal.

The banks have experienced huge growth in the past three years, much of it fueled by high-yielding bonds issued in foreign currency, as well as new savings programs offered for foreign customers, said Inglfur Bender, head of research for Glitnir.

There has been concern in some quarters about the banking sector's holding large amounts of debt in other currencies.

Michael Cirami, the analyst who covers Iceland for Boston-based Eaton Vance Corp., downplays this worry. "The size of Iceland's banking sector is not a problem, because they're borrowing externally and buying assets externally, so there's not a foreign-currency mismatch," he said.

Icelandic investment companies are also aggressively extending their global reach. Baugur Group of Reykjavik owns 9% of the Saks Fifth Avenue Enterprises of New York, while Reykjavik-based FL Group owns 9% of Fort Worth, Texas-based AMR Corp., parent company of American Airlines, according to Hlynur Gudjonsson, trade commissioner with the Consulate General of Iceland in New York.

Iceland's central bank reports that foreign direct investment by Icelandic residents grew 49% year-over-year in 2006.

Likewise, foreign direct investment in Iceland grew to $8 billion last year, from $1 billion in 2003, Mr. Gudjonsson said.

Much of the recent investment, however, is related to the construction of American-owned aluminum smelters, attracted by Iceland's plentiful and cheap hydroelectric power, according to the Aluminum Association Inc. of Ashland, Va.

Iceland is often discussed within the context of emerging markets such as Latvia or Turkey, but the category doesn't quite fit, some say.

"From our perspective, it is considered an advanced market, due to its overall economic performance, its consumption per capita, its general quality of life and its great political stability," said Brooke Partridge, chief executive of Vital Wave Consulting. The Palo Alto, Calif., global research and consulting firm focuses on emerging markets for technology companies.

Vital Wave puts Iceland in a special small-country "advanced market" category along with Brunei Darussalam, Kuwait and Luxembourg.

"The country's institutions are not volatile, but the currency is extremely volatile because of all the players," said Mark Venezia, portfolio manager of the Eaton Vance Strategic Income and Global Macro funds, which have included holdings in Iceland currency.

Players such as hedge funds have been attracted by the high Icelandic interest rates, currently at about 13%, he said.

"We're reasonably positive on Iceland as a currency. Our perspective is whether we get enough carry, especially as it appreciates against the euro," Mr. Venezia said.

"Therefore, we have gone long on the [Icelandic] krona and short on the euro," he said.

Other funds that have a small position in Iceland include the Dodge & Cox Balanced and Dodge & Cox Income funds, offered by Dodge & Cox of San Francisco, and ING EquitiesPlus, offered by ING Investors Trust of Scottsdale, Ariz.

Iceland's economic transformation began in the 1980s when the government instituted a more economically competitive system for managing the fishing industry, Mr. Bender said.

"A lot of wealth was created as a result," he said.

Liberalization of the financial system took place in the early 1990s, allowing for the free flow of capital to and from other countries, and the establishment of the equity market. Major privatization of the financial sector and other sectors began around 2000, Mr. Bender said.

Demographics play an important role. Iceland's fully funded pension funds are a significant source of cash resources, due to the country's youth — the median age is 35 — and its 2% structural unemployment rate.

Because of the small size of the domestic market, Icelandic businesses must look to other countries in order to grow.

"[Our] companies are expanding their platforms to other markets, in industries such as logistics, seafood and biotechnology," Mr. Gudjonsson said.

Since currency risk has been a barrier to increased trade, Icelandic companies are looking into quoting themselves in euros within the next year or two, said Jonathan Saxon, New York-based head of U.S. sales for Landsbanki Kepler, a European investment bank purchased by Landsbanki two years ago. His firm serves as a conduit to Iceland for U.S. investors, he said.

Institutional investors are starting to show keen interest in Iceland and are taking positions in companies based there, Mr. Saxon said.

"Investors are going to see more Icelandic holdings in U.S. mutual funds as significant institutional investors are showing increasing interest," he said.

"They're interested in traveling to Reykjavik to meet with companies because it's an uncovered market. Some of the investments in the large banks are good opportunities, be-cause we've got seasoned and aggressive management teams," Mr. Saxon said.

Indeed, he is helping to plan a conference for institutional investors in New York in early March to be held by the Icelandic-American Chamber of Commerce — which is based there — focusing on the theme of "investing in Iceland's banks and financial services companies."

