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LONDON ( Standard & Poor's) June 19, 2003--Standard & Poor's Ratings
Services said today it affirmed all its ratings on the Republic of
Iceland, including its 'AA+/ A-1+ 1local currency and 'A+/ A-1+ foreign
currency issuer credit ratings. The outl ook is stable.

"Iceland is a wealthy and fl exible econony, with GDP per capita forecast
to reach $36,870 in 2003," said Standard & Poor's credit anal yst Kai
St ukenbrock. "The econony denonstrated its flexibility through the
relatively swift correction of the |arge macroeconom c inbal ances caused
by rapid growh in donestic credit and demand in recent years."

Credit growth slowed to virtually zero in 2002 from44%in 2000, and the
current account bal ance returned to a surplus of 0.3%froma deficit of
10. 1% over the same period, w thout any mmjor econom c repercussions.
Growm h turned slightly negative in 2002 (0.5% contraction), but is
forecast to resune at 2.5%in 2003.

Public finances remain healthy, despite recurring expenditure overruns
and the absence of a nmedi umterm budgeting franmework. The general
government bal ance will turn slightly negative in 2002 and 2003 (at
negative 0.7% and 0.5% of GDP, respectively) due to the econom c downturn
and di scretionary nmeasures on both the expenditure and revenue sides. The
budget is forecast to be broadly bal anced thereafter, however. On the back
of the inprovenent in the general government bal ance and robust economic
growt h, general governnent debt will resume its declining trend over the
conm ng years, to reach 31.5% of GDP in 2006.
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Net external debt levels remain very high in all sectors of the econony,
at 244% of current account receipts overall in 2002, and the share of
short-term debt has recently been rising. Capital outflows fromlcel andic
pension funds diversifying abroad put additional structural pressure on
t he bal ance of paynents. Despite the rapid return to a current account
surplus and the systematic rebuil ding of foreign exchange reserves by the
central bank, Iceland's external liquidity has increased only slightly and
will remain one of the weakest anobng rated sovereigns.

O f-budget and contingent liabilities for the government remain |arge.
| mhal ances in the financial sector have been significant as a result of
the credit boom and the sector remains vulnerable as it unw nds these
i mbal ances. Al though bank profitability has recovered and prudentia
i ndi cators are once again inproving, the financial sector renains
vul nerable due to its very large external |everage and a volatile exchange
rate. This vulnerability is underscored by the sector's increasing
reliance on short-term external borrow ng.

The stable outl ook reflects the bal anced risks to Iceland s econony,
where weak external liquidity and hi gh i ndebt edness are bal anced agai nst
heal t hy public finances and the high flexibility of the econony.

Upcom ng | arge-scal e investnent projects in alum numsnelting and power
generation, set to be carried out during 2004-2009, will lead to
significant net foreign direct investnent inflows over the com ng years,
precipitating strong econonic growth. Although the investnents should
contribute to a strengthening of Iceland' s econom c structure in the
future, they pose inportant challenges for econonic policy. A tight fisca
and nonetary stance will be required to prevent the recurrence of
macr oeconom c¢ i nbal ances, which coul d exacerbate the country's | arge net
debt or position.

"Any significant increase in external |everage or a recurrence of
nmacr oecononi ¢ i nbal ances on the back of the country's |arge investnent
projects could bring the ratings under downward pressure,"” added M.

St ukenbrock. "Conversely, significant and sustai ned inprovenents in the
net external debt position and further inprovenment of the financial
sector's prudential indicators would strengthen the ratings."

Conplete ratings information is available to subscribers of
Rati ngsDi rect, Standard & Poor's Veb-based credit analysis system at
www. ratingsdirect.com Alternatively, call one of Standard & Poor's
Rati ngs Desks: London (44) 20-7847-7400; Paris (33) 1-4420-6705; Frankfurt
(49) 69-33-999-223; or Stockhol m (46) 8-440-5916. Menbers of the nmedia may
contact the Press Ofice Hotline on (44) 20-7826-3605 or via
nmedi a_eur ope@t andar dandpoor s. com
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