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Direc tars commended the authorities on t.heir success in reducing 
inflation. ~11 speakers agreed that the authorities’ strategy of using the 
e:.:change rate as a nominal anchor could only succeed if financial policies 
were more disciplined than t-hey had been in the past. Indeed, the large 
fiscal and esternal imbalances in 1991 underlined the critical need for 
tight policies in 1??2 and bilyond, especial 117 given that medium- term 

prospects did not indicate that those imbalances would be largely temporar;, 
in tta Cure Moreover ! tight financial policies would need to be completnsnte-c-I 
wit_11 structural reforms, including refortns to liberalize and develop the 
financial markets. 

Directors praised the determination of the authorities to reduce the 
fiscal deficit substantiallcr in 1992. 

In their- vieId. 
despite the bleak economic prospects 

for the year. that determination provided a strong signal of 
the cotntnitmettt of the auLl1oritie.s to a stable exchange rate, and would help 
guide the ongoing wage negot.iations. It would be important to follow up 
that commitment with a strict implementation of the budget. 

Direc.tors observed that excessive public borrowing had created problems 
for the implementation of monetary policy in 1991? and had contributed t.o 
xelativelil high real interest rates. Directors stressed that the only wav 
to lower interest rates to the level prevailing abroad was through a more 
disciplined fiscal pnl.icv and 1:1\’ securing market confidence in the eschang? 
LePit12 

Against that baclrgrourtd . Directors noted t.l\at the authorities intended 
to use the planned re vision of the Central_ Banking Act. to strengthen tlte 
independence of the monetat-:; a\uthori ties, whiclt they welcomed. With CUT- 
t-enc.y stabilit.;,: as its printauy respotts ib i 1 i ty and with its independence 
from pal i tical pressures firnil~: est.~ibli:;ltetl in the legislation, the Central 
l’,cinl~: sholuld be able to fncl.1:: 01.1 saf~ag~i~~t:di~~ig the e>:~.:liallge L-ate alIchoF 1 at~td 
t.iiei-ebv secure a lo~w ~-ate of ittflat-ioti. Some Direc IIOL-S encouraged t.hp 
al.~tl-iill-itics tlrlt to hiciit: -a:< plillll-IE!d- -t.tntil. l’JC13 to move to a Eluropeat~! 
lc:l,i‘yy,l,~‘. llni t I ECIJ) peg. Some Dirrc totrs also ca~utiot~trd that, in the fu;llrc, 
i;~.~ol~.t t inri of e>:i.liat-rg,f. t-ate pal ic:;, t-:.:cess ix.‘? rel ianci; should not he placed 
~II~I usilig a flue-: t\.ta;iot-r hand a~-olutid ii c c I-I t. r a 1. L- ri t. C. a 5 a w 7,; c f ad j 1.1 s t. i 1~1 g r i 1 
~~‘OIIC~llll~~ shock:s 

Directoi-s utiA+rlined rlie importance of ttte autltorities’ efforts to 
5cL.t:rigthti-i~ the opei-atiotr of the fit~arlcia? markets. In addition to pl-oT.lid- 
itrg irnpo~tatlt ferdback for tnacroecnnomic pal icy, deeper and more efficit;tlt 
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financial markets were critical to boosting the medium-term growth prospects 
of the economy. Directors commended the authorities on the important steps 
that had been taken to liberalize long-term capital flows, and encouraged 
them to eliminate in the near future controls on direct investment and 
short-term capital flows. Directors stressed that there was a need to move 
swiftly with reform of the domestic financial system. The subsidy element 
in Government financing of housing had been reduced, and portfolio restric- 
tions channeling much of the pension fund investment to the housing sector 
had been abolished, but more needed to be done. In particular, Directors 
suggested that the Government should privatize public sector banks, withdraw 
from its dominant role as a provider of finance for home purchasers, and 
promote greater competition among private pension funds. 

A few Directors urged the authorities to increase their assistance to 
developing countries, as the ratio of official development assistance to GDP 
in Iceland was below the OECD average. 

The Executive Board has placed Iceland temporarily on the 24-month 
consultation cycle. The next Article IV consultation will be completed 
within 24 months. 


