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A. Statement of the Goal 

The sector goal is to upgrade significantly the GOU capacity to 
ana
lyze and formulate sound(eonmic plicies)and implement them effectively.
This goal was indicated as a major area of Mission concentration in-the 
FY 1974-75 DAP. 

The sub-goal is to enhance GOU capability to analyze and formulate 
M and to upgrade their management in order to improve fis
cal performance general and specifically to reduce fiscal cits 
and expan revenue. 

This project will assist the GOU in attaining both goals. 

Goal and sub-goal attainment will be assessed both qualitatively and
quantitatively. The improved fiscal policy capability will be qualitative
ly assessed by overall fiscal performance during the life of the project 
as can be ascertained in IMF, IHRD, CECIES, and other reports. Improved
fiscal management capability can be evaluated by measuring increased
 
revenue collection in real terms attributable to improved tax administra
tion.
 

Improved fiscal policy can likewise be assessed by GOU performance in
 
satisfactorily meeting the fiscal targets and conditions of the IMF
 
Standby Agreement, signed in May, 1975, which mover the program year

April 1, 1975 to March 31, 1976. In its letter of intent to the IMF,
the GOU indicated to reduceits intent the Central Government's fiscal 
deficit from 26 percent of expenditures in 1974 to 15 percent in 1975. 
While firm estimates are not available for 1976, it is expected that
 
the fiscal deficit will be reduced to 10-12 percent. A further GOU tar
get is to increase revenue collections from 11 percent of GDP in 1973 
to 16-10 percent in 1977 in real terms. To the extent that fiscal de
ficits are a major source of inflation in Uruguay, a reduction in the
 
rate of inflation could also indicate improved fiscal performance. The 
GOU stabilization target is to cut the rate of inflation to 40-50 per
cent in 1975 as compared to 107 percent in 1974, and to around 25-30 
percent in 1976. 

Basic assumptions with respect to goal and sub-goal achievement in

clude:
 

(1) a continuation of political, economic and social stability.
 

(2) a continuation of strong civilian-military support for the GOU's
 
economic stabilization and development program as reflected in
 
IMF Standby Agreement. 

(3) satisfactory performance under the IMF Standby Agreement. 

(4) no serious new deterioration in world economic conditions which
 
will further restrict Uruguayan export prospects. 



B. Statement of Project Purposes 

This project has two basic purposes: 

1. To improve the capacity of the Office of Planning and Budget (OPP),(which has responsibility within the GOU for fiscal policy formulation)
to analyze, formulate, and evaluate fiscalpolicies and programs, to identify emerging fiscal problems and to evaluate and monitor fiscal per
formance.
 

2. 
To upgrade the capacity of the General Tax Office (Direcci6n Ge
neral Impositiva, DGI) to administer effectively tax collection systems

for the value-added (IVA), imputed land potential productivity, (IMPROME)
and excise taxes (alcohol, tobacco, fuels, beverages). 

The two project purposes are clearly inter-related and are essential
ingredients of any program to improve fiscal performance. Tax adminis
tration effectiveness, in great measure, is a function of fiscal policy. 

Since the appointment of the present GOU economic team in July, 1974,

there has been a substantial improvement in coordination and integration

of fiscal policy and tax administration functions.
 

Project purposes achievement, corresponding to the two stated 
purposes, will be both quantitatively and qualitatively measured, as
 
follows:
 

(1) Improved fiscal policy analysis, planning, and evaluation
 
capability in OPP will be qualitatively evaluated on an annual basis
 
primarily through IMF, IBRD, and CEPCIES reports and reviews.
 

By the end of the project, OPP will also have a fully institutionaliz
ed capability to undertake technically competent analysis of fiscal
 
policy problems and performance, including analysis of the behavior 
of
 
various taxes end their effects on macro and sectoral growth, stabiliza
tion goals, foreign trade, employment and income distribution. OPP will
be capable of continuing analysis of fiscal performance and of anticipating fiscal problems and of formulating strategies and proposals
for dealing with them. Essentially, it will be well equipped ensureto 
that fiscal policies are consonant with overall economic policies and

flexibly adapting to changes in these policies. 

(2) Improved tax administration capabilities will have been 
evidenced by effectively functioning management systems which will 
clearly identify non-filers, detect evaders, and provide timely and 
relevant statistical data for enforcement purposes. These systems will
 
ensure maximum possible revenue collections of the IVA, IMPROME, and

excise taxes. 
Time lags between incurring tax liabilities and tax 
payments will be substantially reduced or eliminated. 



Key assumptions relevant to the two project purposes are: 

1. That OPP will provide competent personnel to work with the AID 
Advisor and will organize its Fiscal Policy and Program staff to
take maximum advantage of the assistance, and that OPP will organize
training seminars to improve the professional capability of its staff. 

2. That DGI will continue to provide effective leadership in
 
qualitative improvement of tax administration and will provide in a
 
timely fashion personnel, facilities, budgetary support and other con
tributions essential to project success. 
That fiscal policy will con
tinue to emphasize IVA, IMPROME and excise taxes as the cornerstone
 
of revenue collections and that an educational campaign to foster
 
improved tax compliance will be undertaken.
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C. 	Statement of Project Outputs
 

1. 	 In respect to Fiscal Policy 

The outputs of the fiscal policy element of this project will

be high quality fiscal analysis, planning, and evaluation, with an
institutionalized capability 
 in this area located in OPP. More specific
cally, the outputs will be evidenced by studies undertaken, completed

and published on various fiscal policy matters, seminars held and on
the-job training -providedby the AID Advisor.
 

The specific studies to be carried out by the advisor and his
 
counterparts during the life of the project are as follows:
 

(a) An assessment of IMPROME and other taxes direct and in
direct affecting the agricultural sector to identify tax incidence
 
on the producer. Specific attention will be focused on the best means
 
and timing of gradually incorporating export and other taxes affecting

the producer into the IMPROME tax.
 

(b) 	 An analysis of the economic effects of 	export taxes
generally on production, 	 trade, incomeemployment, and distribution
 
and proposed alternatives 
 to these which would further GOU stabiliza
tio - development goals.
 

(c) A review and evaluation of the system of tax incentives,
 
their costs, effects, and desirability. 

(d) An analysis and evaluation of the structure and functioning
of the value-added tax (IVA)  its 	economic impact and consistency

with stabilization - development goals. 

(e) 	A comprehensive review and evaluation of excise taxes,

(alcohol, tobacco, fuels, and beverages), their economic effects, and

their future within the actual tax system.
 

All 	studies indicated a ove 	will contain recommendations for

.alternative strategies or revising the structure and design of the taxes
 
under study as may be necessary to enhance their revenue productivity

and improve fiscal performance.
 

2. 	In respect to Tax Administration
 

The outputs of the tax administration sub-project will result

largely from the full range of DGI efforts to improve the IVA, IMPROME
and 	excise tax 	systems. The AID/IRS long-term and short-term advisors 
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will provide essential technical assistance and advice, but their
 
specific outputs (reports, recommendations, advice, instruction, etc.)

will result inproject outputs only as DGI translates this assistance
 
into concrete actions. 
 Clearly many discrete outputs must be accomplish
ed as a result of the joint DGI/IRS effort in order for the project

purpose to be accomplished. We have identified the following important
and key outputs which are expected to result and which will lead to the 
attainment of the project purpose: 

(a) Improved, simplified and standardized audit and collection 
systems and procedures developed, implemented and effectively utilized

for IVA, IMPROME and excise taxes. Filing and payment of tax returns

reduced from approximately two hours to less 
than 30 minutes. Internal
processing of tax returns reduced from approximately 320 days to
45 days. Delinquent taxpayers detected within 30 days after due date
 
of return. 

(b) Controls effectively used non-paymenton of iis tallment 
accounts and payments of quotas (or estimated tax payments). Accounts

in default detected and taxpayers notified within 10 days after due
 
date of payment.
 

(c) Evasion in payment of IMPROME taxes reduced by 30%. Delin
quent returns and payments reduced from 30% to 3-5% of universe. 

(d) Tax amnesties eliminated due to the existence of effective

controls on non-filf:rs and other delinquent taxpayers.
 

(e) Criteria for selection of tax returns for nationwide audit

and audit guidelines being used for conducting nationwide audits. 
 Up
to date criteria developed for the retention of returns for audits by

industry, by size, geographical location, 
 etc. Audit coverage extend
ed to interior.
 

(f) The reorganization of DGI fully completed and DGI operating
.effectively. Progress being made towards housing DGI in one location. 

(g) Systems designed for creation, control and maintenance of 
computerized master file. A computerized master file of taxpayers

will be prepared, each identified by a numerically sequenced number
 
with a check digit for control.
 

(h) Improved managerial and technical capability throughcut the
DGI system. Channels of command clearly defined, authority delegated,
staff functions identified and self improvement capability institu
tionalized.
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(i) Restructured training program to support reorganization and 
needs of tax system wit relevant and timely courses being provided.
All of the assumptions made for the goal and purpose sections (above)
remain equally valid assumptions in considering whether or not these 
outputs can reasonably be expected to result in the accomplishment of 
the project purpose. We also assume the GOU will continue to assign

primary importance to IVA, IMPROME and excise taxes as principal sources
 
of revenue.
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Do Statement of Project Inputs 

In respect to the Fiscal Policy elementi, AID will provide the
 
contract services over 4 man months of an outstanding fiscal policy

advisor knowledgeable of Uruguay's fiscal problems and Spanish

speaking. 
His visits to Uruguay will be at times convenient to
 
both the advisor and the GOU.
 

In respect to the Tax Administration element, AID will provide :
(a) one long tern IRS tax administration advisor expected to be on

board in July or August of 1975 for a two year tour 
(or most probably

for 27 months), (b) one short-term IRS tax advisor on alcohol,

tobacco and beverages taxes to provide approximately 8 man months of
 
advisory assistance over the life of the project at spaced intervals
 
to be agreed upon, and (c) 15 man months of short-term participant

training in tax administration.
 

The GOU inputs will consist mainly of costs for all the personnel
working in DGI on the IVA, IMPROME and excise taxes plus all those
 
working in OPP 
 on fiscal policy matters. More specifically,

the GOU will provide various counterparts to the USAID advisors, as

required, to work with them either full time or part time on various
 
activities being carrie d out under the project. 
Additionally,

sufficient budgetary funds will be provided for DGI and OPP, and

particularly, adequate funds will be provided to DGI to permit it to

implement the needed changes in the tax system. 
DGI and OPP will also
 
provide adequate facilities, administrative support and secretarial
 
services for the USAID advisors. 
They, as well as the Ministry of

Economy and Finance, will contribute to the evaluations of the project

when they are scheduled.
 

The OAS will also continue to provide one long-term advisor on
 
data processing to DGI.
 

The budget for the USAID inputs and the GOU contribution is provid
ed in the Table on page 10. 

We asaume host country will provide counterpart personnel, budget,

and other facilities -.
ceded to support this project.
 

Counterpart personnel (whose salaries constitute a portion

of GOU contribution to 
the project) will work exclusively on
 
activities related 
to this project.
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USAID Budget 10-

Fi3cal Policy

4 months $250 per day 
 15.000
4 round trips U.S.-Mont.U.S. 2,000
Per diems 1.200 
Miscellaneous 
 100 


Tax Administration .
 
IRS long term 27 m/m 58.455
IRS short term 8 k/M 17,772 
Participants 

15 MM short term U.S. 26.250 
Totals 
 120,727 

Grand Total $225,318 

GOU Contribution (inU. S. dollars) 
FY',76' 

Fiscal Policy
 
3 Counterpart technicians

$400 each per month - 36 M/M 79,200. 

In kind - Office space

Secretarial Services etc. during.

32 months x 200 
 1.200 

8,400 


Tax Administration
 
6 Counterpart technicians
 
$400 each per month - 117 M/M 21,600

12 M/M participant training-salaries 4,500


International transportation 10,000
 
Inkind - Office space

secretarial services, etc. during

27 months x 200 
 2,400 


38,500 


Total $46,000 


Grand Total:- $81,700
 

15.000
 
2.000
 
1.200
 

.12.174 56.395 
'17,772 

120174: 92,417 

IY7T 

7,200 

1.200 
8,400
 

3,606 21,600
 

600 2,400 
4,200 24,000 

$4,200 31500
 



PART E' - ECONOMIC SET Tn:c

1, The ack 'ound
 

Urugay Ii economic performance over the past 
two decades has been amongthe poorest of any country in the free world not afflicted by var or
natural disaster. It has been beset variously by stagnation of nroduction, chronic high inflation, recurring fiscal and balance of paymentsdeficits, high uriemployment and underemploy-;cnt, declining re1 income,deteriorating physical infrastructure, institutional paralysis and continuing emigrati on.
 

The basic Lcause stern from a 
 long history of. ina'prop".ateconomicpolicies resultinig in serious structural distortions in the economy.
 
A serious :imbalance exists 
between a larerban sector (80 percentthe population) ofwhich is heavily dependent on the srali Pgricultural\1Isector (17 percent of GDP) which contributed'\xport earnings and 85 , oe lrgayspays for most imports. The import demands of theurban sector, primarily to sunport a highly protectetl iniuntrial sector,have far outstripped the capacity of t' -e:cuLtural.€ec:cr to i:enerateforeign exchange earnings. The resultin, balance of' o.yncnts constraint'on imports has been the principal factor ii limiting growth, particularly
in the industrial sector.
 

To support the consumption and social wel.fare aspirationssector, the agricultural sector has, 
of the urban

in the past, been subjected to tax,pricing rtnv.l exchange rate policies desi-4ned to produce Thrgoe inco,%.!transfers to the urbhn sctor. The res o t has ben to provide disincn..
tives tonoogy v'dstagnateogricultur. 1prod:u4tioninvestmed n '.€77- ....th-,.-:. '......ffc conor nrb--an ""ir duraff industrial sector, ,.ostly geared to -,:pply a snial c1,,.(:stic i,,rket,'soon exhausted its growth possibilitisn a-nd produccd :t.:rgnationsctor as weli. ..... To the 

in thatMitigate economic squeeze, past Uruguayangovernments have sought. to control every economic variable in si:,ht.The GOU created a lar;e, costly burcaucrticy dm:irned to a.locate scarceresources and intervene in private econo.ric rJeizcon~:ya].:in*
extent the bureaucracy became dysfunctionn]. in 
To the
 

c rryii..; out its int.crventionJist role, the private sector was adversely affected together witheconomic growth. 

2. Ntiona]. Develonm_nt Plans and Policies
 

After a political restructuring took placeOn 1973, 
 the Bordaberr Administration began a ftndareutal.1 dove .o.)M n*;-r-i1o,.m effor,;. It aprovedNational] Duvv1oi;,mcn. Plan (1973-77) and at the 
a 

mpetings (Ai)ju:,t t"-ud October 1975), 
Sn MiguJl mnn Nirvanatrajs.atd1 the b.oa gondls of thePlan into s.czfic policy onril :.rogram j.?,nolincs. E':ssen tially, thoseguidcline.. call for (1) a graiual rcmoiction of state intIerventionthe econoaWy to allow productive patterns 

in 
to be dotermihucd by market 



forces, (2)rejuvenation of agriculture through a variety of incentiven,
including higher producer prices and a gradual substitution of landproductivity taxes for export taxes, (3)rcali.,tic exchange rates, (i)elimination of impediments to export and liberalization of imports, arid(5)restructurin, of production toward an export orientation and along
the lines of international comparative advantage.
 

The National Development Plan (1973-77) contains an exceptionally candid diagnostic of the historical causes of stagnation and inflation which
in great measure confirms the analyses of international experts and
development agencies over the years. 
The Plan does not pretend to formulate a complete macro-model nor provide comprehensive sectoral analyses
backed by medium or long tern investment progrnis. 
 Rather, it provides
a coherent set of national development goals, defines a strateg.y, and
enumerates a number of the policy, progrtun, and institutional, changesneeded if the goals are 
to be realized. 
hWhile its sectoral assessments are uneven as to scope and quality of analysis, those rertaining toagriculture and industrial development contain a clear orientaton and
focus that serve as guides to policy and program action. The authors
of the Plan recognized the dynamic nature of the Plan and stressed the
need for extensive work in refining the assuMptions, expanding sectoral
analyses, formulating policies, programs, and investment plans needed

for the Plan's rational implementation.
 

It remained for the high level meetings of civilian and military leaders
at San Miguel and Nirvana (August and October 1973) to flesh out the
Plan and define the indicated policy and program actions to advance
toward the agreed goals and strategy. An analysis of the San I.'iguel
and IDirvana policy guidelines is contained in the 1973-74 DAP for Uruguay. Some twenty months have gone by since San Miguel and Nilvana
and by any measure, overall performance has been imnressive in initiating
the policies and programs called for in these guidelines.
 

For example, during 197h and .975, there has been steady progress ingradually loving away from statist intervention in the ucono.iy toward
 a free market orientation. There has been selective 
 liberalization of-price controls and more rational criteria are being applied in considering price increases. Industrial promotion forei!-aand investment lawshave been put into effect. A perceptible improvement has occurred inthe operations and financial management of several state enterprises*(airlines, ports, postal and rail systems). Prices of ['oos and services provided by state enterprises 
 have been rviised appreciablyreduce operating (and fiscal) deficits. 
to 

is 
A reform of the banhing system
being carried out to help develop a functioning ca)ital rmai-et, enhance its role as an instrument of development an, establisli a rationalcredit systcm. Export procedures are being simplified and the irort
regime liberalized. A system of monetary 
 correction (readjusijnent) ofbank loans for productive investments will soon be initiated. 

http:ucono.iy


A basic reform of the tax system took place in 19714 designed to redc.e)or. eliminate a number of low yield nuisance taxes and to increase the

incidence of the value 
added tax (:VA), the land productivity tax
(IMPROME), and excise taxes on total revenues. In line with GOU fiscal 
strategy, these t.axes will become the GOU's principal revenue sources.
 
A basic reorganization of the tax administration system was initiated
 
in early 1975.
 

A fundamental restructuring of the trade and payments system was launched
in 1975 as part of the GOU's economic program agreed to with the IM.
Likewise, 
 as part of this agreement, a stabilization program is now ineffect designed to cut the inflation rate in half in 1975 from the 107percent recorded in 1974. The exchange rate system has also been re
formed involving a liberalization of the financial foreign exchange mar
ket and a dramatic reduction in the past overvaluation of the cormercial 
rate until at present the two rates are close to equilibrium. 

The agricultural sector has been incentivized by favorable price, exchange
rate, tax, and credit policies, which has resulted in growth of the crop

sector while the livestock sector continues to stagnate due to external

factors. 
 Programs to develop new agricultural technology and extend it to
rural producers have been initiated. 
A major effort is underway to expand exports of traditional and non-traditional agricultural products.
 

A civil service reform has been advanced designed to reduce excess personnel and retrain others to affect a more rational utilization of man
power. Reform of the social security system continues under study as
efforts are made to design the reform along lines consistent with theGOU's economic stabilization-development program. A new social security
reform law is promised for 1975.
 

Intensive sectoral studies (assisted by IBRD/UUDP) are underway for the
agricultural and transportation sectors aesigned to formulate long term

investment programs. Important progress been in
has Trade planning andimplementation of the energy sector program, with the Salto Grande hydroelectric project in construction, plans for interconnection programs
with Argentina, and probably Brazil, couleted and the feasibility

established of the Palmar hydroelectric project on 
 the Rio Negro for 
which financing arrangements are well advanced. 

Perhaps the most positive factor benefitting GOU develooment prospectswas the appointment, in July 197), of A.ejandro V'gh Villegas as Minister
of Economy ond Finance. Vegh, an experienced economist/enincer and ahighly regarded development plmncr, coI;im.ted himself to a vigoro;s
fimplcmenLa Lion of the National Develon-,ent. Plan and the iSani:1i.guel andNirvalna policy guiidelinles. HiS market-o-iented ccono:r.ic policy was
launche(d hy nct!ion in October 197); to liberalize the financial foreignexchnngo m:'.1,i}t and modily the interest rate structurc. Also, inOctober 19'/4, Vurgh reques ted an 1.41' Stan.,Iby Agrecjient and IDIUD develop
ment asrstalce. The 1MI and DBRD agreed to begin negotiations on the 

http:ccono:r.ic


basis of GOU agreement to prepare a comprehensive mlacro-economic program encompassing both stabilization and development goals. The program, to be described below, was de!eloped between December 197h and
March 1975 and was finally accepted by the country's highest political
and military authorities. 
On May 12, the IMF Board of Executive Directors
approved the GOU request for a Standby Agreement (First Tranche).
 

3. Recent Economic Developments
 

a. 
 Trends through 197
 

Recent economic developme.nts in Uruguay have been dominated by large
swings in the international terms of trade. In J.973 an increase inworld prices for Urugtuay's two major exports, beefmarked improvement in the balance of payments. 
and wool, led to a 

The favorable terns oftrade were short-lived, however,

beginning 1Jigher prices for pet.roletun at theof 197h completely wiped out the previous gain,sequent doV;nturn in and the submeat and wool prices late last year l.eft the tenmsof trade at the end of 1974 worse than at any time in the past several
 
years.
 

Largely because of these price development:;, Uruguay's balance of paymentson current account went from a surplus of SDR 51 million in 1973 to a
deficit of SDR 88 million in 1974 (Table 1). About two-thirdsdeterioration can be accounted for by higher costs of petroleum imports,
 
of this 

which rose from SDR 45 million 
only a 

in 1973 to SDIZ 126 rilliLon in 19711, with2.5 percent giowth in volume. The rcma.ning doteriorationthe current account inv1so appears to have been caused(principally hirimcr by price chnrnesirmoorL 
industrial 

prices for sugar, wh.c:t, fe:-i.Jzor, andraw materi..]s), as the volizme of' ,mixortsdcclin(d while thevolume of exports ro:,e slightly in 19'11. These pricefor international ,.nd volum2 seriestrzide goods must be rcgardodmations, as only rou:gh approxibut they indicate that the loss of inco-nc to Uruguay betvwcen1973 and 1974 resulting from unfavorab.e movements in the terms of tradewas equivalent to about 8 percent of GDP.
 

Uruguay's o%'erall 
current 

balance of payments has followcd the same path as theaccount, switching from a surplusa deficit of SDR 
of SDR 73 million in 1973 tob18 million in 1974. Despitegross foreign assets this ltrgc deficit, theof the 

3 million in 
monetary authorities declincd by only
1974, after purchases of almort 

SDR
 
SI)R )17 r.i!.!ionRind's 1974 under theOil Facility. At the end ofnational 19'1, Uruguay's gro. interreserves were SDR 206 'illion, equiva entof imports. Gold--valued at SDR 35 per eunce--cc.. 

to about six mouths 
p)iscd SDR 124of these reserves, rillionbut about one-fifth

temporarily of the gold Ip.d been pledgedto a foreign comnercial bank as collateral for a medium
tcrm!FT-'1iloan. excerpted from IMF.1Staff-.section leport on Uruguay, St.1/-/9'

April 25, 1975.
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Tbe 1:Uuua:0':i : i (In millions-of SDJs) ym ,entn 

Projected

1972 	 197 t 

Goods, services, and transfers. 11.1._ .2 
 -88.2 -100.0
Trade . ..... 0.1 32.7 85 - 85.0 
Exports (259.4)1/ (275.3) (318.5) (300.0)

* 	 Imports, c.i.X'. (197.1) (242.6) (403.9) (5C5.0)

Other 
 -18.o -1.5 	 -2.8 15.0 

Capital (including errors 
and omissions) -24.3 41.6 4o.i 19.7 

Allocation of SDRs 
 ......
 

Counterpart of reduction in
 
gold reserves 
 -71. .
 

Net foreign assets of monetary
 

authorities (increase -) 
 12,2 -72.8 48.:1 80.3 

Source,: Central Bank of Uruguay; and If4F staff estimates'
 

_/ Includes SDR 62.2 million proceeds from sale of gold.
 

Against this background of a deteriorating external position, Uruguay's
wage-credit-price-exchange rate spiral accelerated furth1er in 1971. 
 According to the consum.er index, roseprices by 107 percent compared with

78 percent in the previous year. Nominal w:age adjusti,:onts also were
larger, hut real wages are estimated to have declined by shout one percent following a two percent decline in 1.973. Conti nui.ng the policy of
frequent, small adjustments of the exchange rate, the peso in 
the conmercial market was depreciated thirteen times for a cumulative depreciation of 77 percent in terms of pesos per U.S. dollar. This was much

faster than the 28 percent deprecia-.tion 
 in 1973, but !c.;s than I:ould havebeen indicated by differential price movements in Urug:ay and the outsideworld. 
 Total bank credit increased by 84 percent in 197; (as a per
centage of monetary liabilities outstanding theat befinning of the year)
compared with 118 percent the previous year. 

The central government finances weakened considerably in 1971, the deficitreaching over 26 percent of expenditure compared with niine percent in1973. This v.as caused by several factors, including particularly the 
authorities' attempts to protect domestic consumers and producers from
the deterioration in the terms of trade, duscribed above. Public sector wages were increased sharply early in the e,,ar, and the domeQstic consumerprices of wheat, fertilizer, and sur,ar were subsidizcd from the budget
to.offset the rise in their imported prices. Moreover, as world prices 

http:consum.er


declined for beef and wool. in the inecontl half of .19711, the v.nort, t,, 
on -these products were virtual.]y c)-'rAinated, f'urther weakenU-1,i th.
 
Treasury'spositi6n, (For a detaiale' IMF analysis of Uruguity's public1 'iflahc.,'.,,"
 
see Annex A).
 
GDP at constant prices is estimaited to have risen 1.9 percent in 197h,
 
which is about the sare as the average growth rate of the past decade.
 

b. Prospects and Policies 

The world market for IJruguay's principal exports has continued to be un
favorablc in the early months of 1975, ,and total export earnings are ex
pected to decline this year. In particular, avercfre nrices for beef ex
ports, w'hich 
were US$1,700 per ton in the "first quart.cr of' 1974 and US,3..,00 
per ton for the full year .974, werc belcw,; 1.)l,100 per ton in the first 
months of 1975. World prices for wool al::u hyve decline(] to about one
half the level at the beginning of la,,- y(':Fa', altho,,L.h -- ias in the case 
of beef -- they rcmain well above the prices receivedl in 1(.71. ADart 
from the low world prices, Uruguay recently has been faccd w.ith j.problem
of exporting beef at any price. B.cauze of domcstic over--supp.ies, the 
EEC, which bvox2ht about half of Ururuay's beef c:por.'; in the early 1970,1,
has been closed to iaports since J-,:e 19'14 EXnd is niot. e,:ncctcd to 'copen 
on a large scale in the near future, This reduction in *:3ctard for xr.'!at 
is particu.ae.y unfortunate for Uruc,-ay because of the heoavy investmnnt 
to improve pastures and increase herds which hns beeu ;wr'v in recent 
years with assistance from the IBRD. The detailud projection of Ururuay's
1975 balance of payir,(,nts, with a prepcc tive def1cit of D',80 i llion,
is presented in a ,;cparatcaff report ca Urugu:ay'y; intention to request 
a purchase under the 1975 which \:i!! c shortly.Oil Fac:iJity, Lr- jaJL,-ed 

Ainst this background oP a large balance of paymrients dcficit and con
tinued unfavorable ]rospects for e Dorts, Urugw.y hns .doprtod a financial 
progrwn for the period Anri] 1,1975-4,a6rch 31,19Y-C in :ori:cction vith a 
request for an Ii. Standb,: arranc,,cnt in the f'ir.1t credit trancne. in 
essenee, Uruguay's proraTn is Ck.;-.gncd to rcdIuce t-he bupiyt deficit to 
about 14 percent of' exnendriture, and to limit illnfl:2t4on to 30 percent
and the baurice 0f T)::.y'-ns deficit to Uj;',iO r'li-on in the 12 months 
from Apr.1 *l 1975 throughi ) .rch 1976. (This pyr..nt,: 6if-*cit. in the proogram
year is con.iidurai.ly smaller than that nrojctei feor c&1 .dar 1975, m-.in
ly becauseow beef exports are en,:pected to be,,in rccoveri.n, in the early 
months of 1976. ) 

This .12-month phn was initiated at the bcgt.inni.np of April with a series 
of adji:sl,:;vrnws in wo.cs, prices, and '1.,e exchangeu de ined createrato toe, 
an appropriate point of dcpart.ire for a iauw;e in the vw. e-D.ico..c:edit
exchan ,e rate spiral. The April measurvs included an increase in private
and public sector wr',es of 750,QDO nero:; per month-reprczntin, an .verage
of 10 percent; incr:\:,es ill pblic ::'.or ta-ifI's of lc'mocn 10 perccnt,
and 20 percunt; and a further 10 p repreciat ion of the peso, fol.loll'cen 
ing a particularly rapid deprecli.a;ion during the prev-iouns six ;onths, as 
explained below. 

http:bcgt.inni.np
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The project.d improvement in Uruguay's fiscnl position in the next 12

months will result mrilinly from n substantiol increose in t.axation on
petroleum products, other smaller tax adjiitrm':nts, and il.prov,1C~nts in 
tax administr;,tion, toget.her with of .uidi.cthe elimination .n major
 
consumer prolucts, which accounted 
 for four percent of t tril budfget
expenditure in l9'([. Some of these ncesures were announced eazrly this 
year and the rcma:inder in April. Reduction of the bu':get deficit was 
an important precondition for the successful, in.feicntation of the

credit program, which is designed to be comaptiblu with the balance of
 
payments t.rget and the sharp reduction in the rate of infl.tion.
 

In addition to the quantitative targets, Uruguny's progrom for the next
12 months include, seve.nl measures to reduce the restrictiveness ofthe exchange indtr:de system. The Ururgu--yan nuthoritie,; believe that
the compJrex exchn.ge syst('mand the V rtu31 quot.a systcn. fori..aort
which hove exist(!d in recent years wore ,ajor roadbloch's to vi.gorcv.n;
economic growth, and they attach high priority to the early r-mo;.';l of
these restrictions. Cone!uently th.y have announced thc e-i:inaticl,
effective June 1, 1975 of the system of dcposit-free ov ot',s for jijports,

and effective July 1., 
 1975 of the ainimhnm 1.80-dy filiancing requXre:!ent

for private sector impor,. The dual exchange rbet VI.ing
j.,,- retined
for the time bein-, but thu spre.d bct'..:cen the co:rnreial and f'rancia. 
rates has been reduced from about )!O percent last Octobcr to only bout
10 percent in m;id-Apri2 This of the spiead achieved. n.rroujig ia

mainly by a rapid deareci.Aitlon of t!i a peso in the cc',avrc.. m-:rket,

which in the rjn zt six ni-onths has tot.!aled 67 pCrcent 521[.rs of pesos

per US dollzr, whi.e domes4tic inflation in this pcriod i.s :' to
Lhin;ted 

have been .15-50 ner'cernt.
 

The GOU stabs-jlization-dey.elopent pro-ruw is prob:ably the :mes;t nmbitious
and comprehensive series of economic ref'o ms Urujiu:.y hs un,lert,]ken in 
recent years. Unlike previous IK' Standbys whi.v:j 1oepsedy-'im!rilyon 
austerity measures to relute inflati.on; the orcu,-;ct program seeks to 1inl
nusterity with a coman].c: -ntary devel.opvsnt eff'ort ai.;tcd by PihD anl
private baink loa:is, which will1 stinulate pro]actie :;e:tor.s help main-V !nrl 
tain reasonable levels of emuloyncnt and cconomic activity. 

Most important hnwever; ii reprc.nt, at,effwt s.i..ul.t.nec'uz].y to stabilize
and restructure tht .eccrc:yl '0.vy f'-o, iLapsLz': t ' -J.,i.,ing foces; on i.2.port-subst L:.I i rms t." .". t.:"a i'-on ]i s:'ioji cap.'rt oraugricull~ur:,1 ,n: ai,±'ri-inr.utrI~1rl t,.i en cor bothK"<uets and,~fl'XC\4itur,']. divcrsi.i ca.tivn 
through exw. n.Jing non-tradiltlion ., 

Equally s~gnilficant to th'. ccono-ic policy rcforz tre thu institutionai
reforms ainu:nccd. The pink of teh,:w l'uoblic (-c ) }la been virtually
stripped of its past pcrv.,sivc control. over foie.LQm eu:w..rce an its
freedom to operate in(iepntlcntly of (;)d credit prHgriulis. Iereafter, 

http:reprc.nt
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the Central Bank, now dominated by supporters of 1.1ini,-ter Veghb, will.manage the import regime and control POR credit cmission through itsrediscount facilitics. This latter reform was in;isted on by t1 JMto ensure that the wouldBOR not emit credit beyond the lini.t. of, theagreed credit program indicated in the Standby. 

On, the basis of the IM authorization of a Stan,]by, the IBRI in, activelymoving ahead to provide substantial development as;sistance in the industrial, agricultural, energy, and transportation sectors. It is well advanced toward making a US.35 million industrial sector loan and a US].5 i illion livestock develop-ment loan in 1975. 
 In addition, it is planning amajor lending program in the energy sector in 1976 including partialfinancing for Palmar andthe Daun a national power distributio:i network.It is also carrying out sectoral analyses in agriculture and transportation which could lead to substantial new Bank lending in these sectors by1977. 

Implementation of the GOU's stabilization-developmsent progroi2i will naturallinvolve soine short term strains including some decline in real incomes asUruguayans take the long-awaited "cure" to\.,ard the restoration of thecountry 's economic health. 
 Uowever, given the critical econoic problemnsafflicting the country, and the fin political-military suport given sofar to M'inister Vegh's program, Uruguay appears to be in the most auspicious position 
 in years to make real progress in attaining its goals ofself-sustaining growth. 

An 11 Standby should also likely trigCcr additional credits from international banking institutions to assist the GOU in dealing with
balance of paymmnts problemris in 3.975. 
its


GOU agrec TCnt with a ,;yndicateof private banks for a US;llO m1illion loa, guaranteed by gold, is infinal stages of negotiation.
 

Thus, the IMF Standby, which Minister Vegh believes is important forinternal economic discip:i ne, will also lead to significant ndditionalinternational assistance geared both to help Uruguay to cope with hershort term balance of paymnrits probli-is and also to -ov-.de the necessary external resources for the count:.-y's longer term develop.nent effort. 

An important new factor to be taken into account is a new economiccooperation agreement between Uruguay and Argentina. The a/,reerdntprovides capital goods imnort credits and trade concessions which willperlmit a range of Uruguayan exports to cnter the Argentine !nrket without duties. The agrcement also provies a n.1,-, creditil to theGOU Central Ban]: for financing private sector cani. a. goods iimports.A similar agreement is being negotiated with ]ra:'il and should be signedin 1975. Convers.utions h1ve been hcl.d with Bolivi an i-nd P:.aa,,vayanauthorities for c::m~plcmentary econcric coop'nration agrcir(ont.. Thus,for the first time in iany years, Uruugiay will h iv'e access to the markets of her larg-e neighbors and exparencd trade relati.orls with Boliviaand l'arnguy. This is csPcially sJ nifi.cant for the pro.ed AID ].oul,in agriculture since Brazil in 197) becane Uruguay's most important 



export market, especially for meat. 
There are many indications that
the Brazilian market is ready to absorb substantial amounts of agricultural exports from Uruguay, particularly wheat, and a variety of
non-traditional products. 
 If these new agreements function as 
expected
and if Uruguay can effectively implement its export development strategy,
the medium and long term development prospects would appear to be
 
favorable.
 



F. Project Rationale 

1. Inportance of Fiscal Pblicy and Management 

In its commitment to the IMF under the Standby, the GOU has the
requirement of reducing its fiscal deficit from 26% of expenditures in
1974 to 14% in the 1975-76 program years. This will require both

adjustments 
 in tax rates, some changes in tax policies but primarily

a major effort to expand revenue collections through improved tax ad
ministration. The GOU expects that improvements 
 in tax administration 
will account for 5-6% of the required 12% reduction in the fiscal 
deficit. 

Most international experts who have studied Uruguay's economy have

reached a concensus that the chronic inflation of the past decades has

its roots in fiscal problems. IBRD and IMF reports have 
 long stressed
fiscal factors in inflation. 
A USAID Contract advisor, Dr. Arnold A. 
Harberger, in a report entitled The Role of Fiscal Factor's in Uruguay's

Inflation prepared for the GOU in 1975, also makes this point.

Harberger states that an effective solution to inflation depends

"critically on the reactivation of the process of economic growth as
 
well as on expenditure restraint and an additional tax effort".
 

The GOU economic stabilization-development program, agreed to with

the IMF, lays the basis for near term stabilization and longer term

growth. That program contains a number of elements of expenditure

restraint such as reducing or eliminating subsidies and limitations
 
on wage increases, but it is unlikely that any substantial progress
will be made over the near term to reduce government employment,
which accounts for over 70%of GOU expenditures, despite some thinning
out of excess personnel in various ministries and state enterprises.

In the area of tax policy, the GOU considers that after its basic tax
reform of 1974, a period of consolidation is now in order where the
existing tax structure should be cllowed to function without new 
changes to allow time to evaluate its revenue productivity.
 

These factors have thus led 
the GOU and Mission to the conclusion

that the major fiscal effort must be in the area of fiscal policy

planning, evaluation and in tax administration. 

While the DGI has benefitted from AID/IRS assistance in recent 
years, all of which has laid a useful basic for the present revitali
zation effort ot tax administration, such assistance, oriented
 
specifically to increasing revenues from the value added, land pro
ductivity and excise taxes, is now more needed than ever, if the GOU

is to meet their fiscal targets under the Standby Agreement.
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2. IVA, IMPROME and Excise Taxes 

During 1974 the GOU carried out a fundamental revision of itsfiscal strategy, primarily through a series of basic tax policy re-'
forms designed to make the tax system a more effective instrument for
development as well as a revenue source. Specifically, a number oflow yield, hard-to-administer nuisance taxes were reduced or eliminat
ed and the entire tax system was reoriented to emphasize two basic 
taxes, the vaue added tax (IVA) and the land productivity tax(InFOME). 

Considerable dependence is being placed by the GOU on the IVA
 
and IMPROME taxes to become the major revenue producers which will be
capable of providing the needed thrust to expand revenues to the
 
essential levels to meet the GOU targets. 
In addition, approximately

one-third of the national revenues are derived from excise taxes.
 

The IVA tax was collected for the first time in 1973. 
 IMPROME
 
although approved in 1969, did not generate its first payments until
1971 and these were based on crude estimated income property evalua
tions were completed and coefficients established in 1973 and
IMPROME was not fully implemented, as far as the basic system is
concerned until 1974. Furthermore, it was not until November, 1974
that the IMPROME tax return form was redesigned to provide the addi
tional necessary Information which can be cross referenced to the

cadaster rolls and the first beginning of any attempt to simplify,

standardize and improve collection procedures did not get underway
until near the end of US FY 1975. Thus both IVA and IMPROME are
relatively new taxes and in need of substantial tax administration 
refinements. See Table on page 13 for data on IVA, IMPROME and 
Excise tax collection. 

(1) The purpose of the IMPROME tax is to encourage farmers toward 
a more intensive use of the land. 
Since the tax is based on
 
the potential productivity of the land, the effect is 
to
 
create a large tax burden for those who use land inefficient
ly and only a small burden on those who use intensive
 
methods.
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Excise taxes, particularly alcohol, beverages and tobacco taxes andfuels (or combustibles) taxes have been ignored until recently, despite being a major producer of revenues. A report by a USAID/IRS TYtax advisor in June, 1975 revealed an almost complete lack of essentialcontrols and a real need for better management systems and administrat
ive procedures for these taxes. 

In order to accomplish the GOU fiscal targets, it will be necessaryto establish and institutionalize tax collection and audit systemscapable of expending revenues realize leastto at a 40% increase inreal terms through material improvements in the administration of theIVA, IMPROME and Excise Tax (especially alcohol, beverage, tobacco andfuels taxes) by the end of CY 1977 as compared with CY 1975. 

\ During the first four months of 1975 significantly meaningful
progress has been achieved in the area of tax administration.
functional reorganization of DGI is in progress, 

A 
systems improvementsare being carried out and some personnel are being reassigned to more


productive enforcement areas.
 

Increased revenues, in real as well as nominal terms can be expected from last year's higher rates for both IVA and corporate incometaxes. With similar effect, the tax credits from export bonuses may
be reduced.
 

A campaign has begun to raise tax collection efficiency. Thetax service itself estimates that over 25% of liable firms evade the
IVA tax, the government's largest single revenue source. Until now,
taxpayers have had little incentive to pay on time, as the rate
low
of penalties (in relation to inflation) plus the custom of periodic
tax amnesties has weakened the system. 
The GOU has recently raised

penalty charges and assigned more inspectors to the IVA tax, which
 
will account for about 40% of 
revenues. 

In relation to the GOLts target of reducing the deficit by
about 11-12 percentage points 
to 15% of expenditures in 1975, the
savings on subsidies should contribute 
3%, improved tax enforcement
is ccsnted on for 5%, and higher taxes, principally petroleum, tobacco
 
and IVA should cover 5%.
 

3. Recent and Continuing AID Activities related to this Project: 

Since 1964 LSAID has provided assistance through an IRS/PASA tothe GOU tax office with mixed results. In some years signs of progress
have been quite hopeful; in others they have presented little more
than minimum justification for continuing the program. However,
essential grandwork has been completed. 

much
 
Several current employees of
DGI have received training in the U.S. 
 In the past year there have
been significant concrete accomplishments, and it is based on the
 



experience of the past six months that USAID feels that continued
 
assistance shou,.ld be provided. During the past year new legislation
has been approved to facilitate (a) the retention of qualified staff

for DGI through higher salaries, (b) a more adequate level of

operating funds for the 
tax office through increased budgetary allo
cations for this purpose, and (c) the institution of internal audit
 
capability through the creation of 
an internal audit unit. Also for
the first time a tax code has been approved in tax administration.
 
During the past six months meaningful, rapid progress has been achiev
ed as evidenced by a joint GOU/USAID evaluation conducted on June 2,
1975. 

This evaluation revealed the following progress and accanplishments:
 

Plans for the reorganization by function of the Director General

of Taxes (DIa) were completed and approved and implementation is under 
way. 
The creation of five divisions has been authorized: audit,

collection, planniing, legal counsel and administration. The Office 
of Inspector General will become the Division of Audit and the Office

of the Income will become the Division of Collection. The Offices of

Director and will be
Internal Taxes eliminated and the Divisions ofLegal Counsel, Planning and Administration will be created. Pursuant
 
to these plans, the audit division has been consolidated and is

presently operational. Legal authority for these 
 changes will be
 
included in the forthcoming Annual Budget Review (Rendici6n de 
Cuentas). 

Other actions include the following:
 

(a) Reassignment of excess personnel to enforcement activities

creating a force of 200 inspectors for countrywide enforcement with
priority given to IVA and I M OME and the elimination and consolida
tion of smaller offices in the interior.
 

(b) Creation of a unit of 25 inspectors to follow up on non-filers
 
and taxpayers in default on installment accounts. 

(c) Establishment of more stringent controls on the granting Of 
installment accounts privileges.
 

(d) Approval of plans to re-train excess personnel..
 

(e) Authority to conduct a study of the 
Office of Internal Taxes 
which administers excise taxes.
 

(f) Approval of the implementation of the single-payment document
in conjunction with the phased-out of the Bank of the Republic as t1r 
collection agent for the Tax Office. 

http:shou,.ld
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(g) Publication of a monthly bulletin which include the latest
 

laws, decrees, administrative rulings, etc. and which 
 is given

maximum geographical distribution.
 

Other related actions taken by the GOU: 

(a) Increase of the monthly rate of interest from 4 to 5%. 
ob) No tax amnesties included in the Annual Budget Review (Ren

diefon de Cuentas).
 

A copy of the evaluation report is attached. 

Under the Economic and Management Training project, USAID has also
 
provided assistance in the form of participant training to various
 
GOU agencies, particularly OPP and the Ministry of Economy and Fiance,

in the area of economics, including fiscal policy. 
This project is
 
closely related to the Fiscal Policy and Management project, and
 
the two will be carefully coordinated. We expect to send some tech
nicians from OPP for participant training under the training project

and these technicians will utilize 'heir training upon their return
 
in working with the USAID contract advisor in carrying out fiscal 
studies in OPP.
 

Under the Development Studies project (funded under technical support)
he USAID has commissioned a series of studies on economicvarious matters 
in Uruguay. 
Some of these studies have related to fiscal matters, and

the Minister of Economy and Finance has given full support to these effort
 
The studies, some of which have been completed and others are in the 
process of being completed, have and will be used as a guide to the plann
ing and implementation of long-term fiscal reform in the GOU. 
Some of
 
the studies ha.e been carried out under the leadership of Dr. Harberger,

who, it is expected, will provide the short-term advisory services to
 
OPP anticipated under the Fiscal Policy and Management project.
 

The GOU's recent economic measures, (particularly its ability to ob
tain an IMF Standby Agreement) including the proposals for improved

national tax administration, signal a turn-around in the Uruguayan economy
after nearly two decades of stagnation. Principally, for this reason 
we believe the new project in Fiscal Policy and Management can help the 
GOU achieve its fiscal reform goals and is a target of opportunity for
 
USAID, characterized by a modest input in return for a potentially high

return. 
For the first time in many years, we believe the climate now

exists for undertaking meaningful reforms with reasonable expectation
of success, and that USAID support of them could have real impact during
the GOU transition to more responsible financial management. This project
will afford USAID opportunity to play a significant role in helping the 
GOU at a critical point with its plans to improve the national tax collec
tion machinery and improve its overall fiscal performance as part of a
broader GOU economic reform program supported by the IMF and the World 
Bank. 
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Section G 	- Course of ACtio 
 - eii Tentative* Implementation Plan 
Action Agent Date 	 Description of Action 

USASI 6/75 Submit PROP and evaluation of old tax project to AID/W.
 
IRS 6/75 
 Report of 	IRS advisor on excise taxes containing recamn


tions for 	improvemnnts and legislative changes (fran old 
tax project).
 

AID/W 6/75 
 PROP approved.
 

USAID 
 6/75 Preparation of ProAgjfirm workplan (including reorgi

zation of DGI) 
and PIO/T.
GOU 
 6/75 	 Laws for establishment of new tax organization submitted
 

in Rendici6n de Cuentas.
 

USAID/GOO 7/75 
 Sign ProAg, submit PIO/T to AID/W.
 

AIDW-IpS 7/75 AID/IRS advisor arrives for 2 yr. tour.
 

GOU 	 7/75 
 Opproval by Council of State of DGI reorganization. 
GOU/DGI 7/75 	 Counterparts, office space, facilities, secretary

assigned to IRS advisor 	(to continue from terminating
 
project).
 

DGI 7/75 	 Plan and inplement year-round nationwide taxpayer

education campaign 
- will be continuing activity

during life of project.
 

DGI 8/75 	 Unification of audit function. (Already authorized by

DGI. Physical implementation depending 
on locating
building). 

DGI/IRS 8/75 	 Detailed work plan for project drawn up and agreed to.
 
DGI 	 8/75 
 Increase from 10-25 the nmber of inspectors to follow-up
 

on non-filers.
 
DGI/IRS 8/75 
 In-house training course 	for improvemnt of administration
 

to 9/77 
 of IVA and IMPFtME. Excess audit personnel (from repeal
of stamp tax) who have been reassigned to IVA and IMPRCMEaudit groups will be retrained. Several such courses will
be given over life of project. 

DGI/IRS 8/75 
 Compete study of system of installnent accounts and 
rec- "end improvements for timely control of accounts in 
default.
 

GOU /9/75 
 Approval by Civil Service Commission of DGI's idertifica
tion of positions, identification of personnel, grade andsalary Structure etc. as part of implementation of tle 

an,	 ..
 



Implementation Plan (cont.) 

Action Agent Date Description of Action 

DGI/IRS 9/75 Begin a study which would lead to reowmendations for 
implementation of better controls on ivA and IMP1mE. 

DGI/IRS 9/75 Begin a study on entire collection system for purpose 
of recxmending changes to make system more compatible 
with ADP requirements. 

DGI 

GCU 

9/75 

10/75 

Effort begun to improve and increase existing statistical 
reporting system through use of data processing - continuing
activity. 

Legislative changes required for implementing improvements 

in excise taxes completed. 

DGI/IRS 11/75 Inplementafion orders issued to .improve excise taxes. 

AID/IRS 11/75 2 mos. TDY of IRS excise tax advisor to assist in 
tation of needed changes. 

implemen-

IRS 12/75 IRS advisors -eport containing recommendations for establish
ment of caputerized master file of taxpayers for IVA and 
IMPR(M. 

DGI/IRS 1/76 Instructions issued for up-dating master file. 

DGI 

DGI 

1/76 

3/76 

Management changes cmpleted in ADP to improve and maximize 
ADP effort. 
Simplify format of tax returns and payment documents to 

facilitate keypunch and reduce filing time. 

DGI- 3/76 Creation of canputerized consolidated updated master tax file. 

AID/IRS 3/76 2 mos. TDY of IRS excise tax advisor. 

DGI/IRS 7/76 Course on analysis and interpretation of financial and profit 
and loss statements for employees of the installment payment unit, 

GOU/USAID/IRS 7/76 Evaluation of project. 

DGI/IRS 10/76 Full implementation of improved excise tax system. 

DGI 12/76 Updated master file completed. 

DGI 3/77 Updated master file system fully operational. 

GOUJ/USAID/IRS 7/77 Evaluation of project.
*To be replaced by a firm worplan annexed to the ProAg signed by AID 
and the GOU. . ont.) 



*Implenentation Plan (cont.) 

Action Agent Date Description of Action
 

(M(J/USAID/IRS 7/77 to Writing end of project reports and wrapping up final bits'
 
9/77 and piecop. 

IRS tax advisor returns to U.S., project,9/77 	 Project terminates, 

purpose accmplished.
 

Note: JSAID short-term fiscal policy :advisor will provide 4 man mnths of assistzce 
at spaced intervals over the lifeiof the project, the exact timing to be 
determined. 
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2) Narrative Statement re Method of Approach 

In close and direct coordination witi the MLinistry of Economy aryl
Finance and the OPP, technical advisory assistance will be provided
by the IRS technicians to the DGI in the area of tax administration, 
specifically to develop and institutionalize management systems and 
procedu7es for the adequate administration of tie IVA, IMl' -iL and 
excise taxes. IRS advisors will work with the Director General of 
Taxes (Head of DGI) and his line offficiaIsT_ h iede f a en t 

E-t-iii6d-procedures. As the recommendations are approved, the 
advisorii ill--assist in their implementation and follow-up. '1he long
term IRS advisor will serve as the project manager for this part of the 
project and will be responsible directly to the AID Rpresentative.
He will also be responsible for coordination with tno USAID contract
technician who will be workina with OPP, Thlie short-term IIS.iiv9sor 
l- -- 6-a-me f the project,12- nts,over the life 

the exact timn d ding on project progress. Detailed work plans
for the short-term advisor will be prepared in advance of each TDY. 

The USAID contract advisor will makelfour tripjto Uruguay of 
approximately one-monimth duration each to work with and advise OPP on 
various aspects of GOU fiscal Policy. He will aaist.in revising
and refining fircal policies, including the tax laws, to ensure 
consistency with other aspects of overall economic policy and to assist 
in policy studies on fiscal performance as they relate to stabilization 
development goals. In conjunction with OPP officials an] in coordina
tion with the Ministry of Economy and Finance, various studies will 
be decided upon and undertaken. The USAID advisor will have tie i.Ujor
responsibility for completing the study but will work with OPP counter
parts in its design, data collection and preparation. The purpose
for undertaking the study is not simply to produce the study itself,
but to use the preparation of the study as a technique through which 
OPP technicians can learn how to undertake such studies themselves. 
An important part of the technical assistance provided will consist 
of working with the OPP in identifying problem areas which need study.
As the studies are being carried out, it is expected there will be 
ample opportunity for on-the-job training to be provided by the USAID 
advisor to OPP technicians. The studies, when ccnpleted, will be 
presented to seminars involving OPP and 1linistry officials, as well as 
other officials of the G0U concerned with fiscal matters, perhaps
DGI, Central Bank, etc. 

3) Evaluation Plan 

'The project will be evaluated jointly by tie USAID and the GOU 
approximately one year after its initiation. The AID evaluation methodology will be utilized. Approximately one month before the evaluation, 
representatives of USAID and the GOU will meet to prepare the evaluation,
Collect the needed data, and prepare a precise evaluation format. 'lihe 
evaluation will be based on the project design as described in this PROP 
and the attached logical framework. 

http:aaist.in
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In preparation for the evaluation, the USAID and GOU representa
tives will collect and review various GOU fiscal reports, particularly 
those provik.ing data on the operations and collections of ic tax 
office. Pertinent IBD and 121F reports will be reviewed, as well as 
repor'. and circulars prepared by DGI. Reports prepared by the UISAI 
IRS advisors will be utilized, as well as the complete. studies prepared 
by the USAID short-te~n fiscal advisor. Any new tax laws which result 
during the first year of the project will be reviewed for their impact 
on tax collection. 

After all this information has been collected, reviewed and digest
ed, a series of issues will be prepared to serve as a basis 6f an eva
luation reeting to be attended by the Head of DGI, possibly thle Sub-
Secretary of tile Ministry of Economy and Finance, the appropriate divi
sion chief in OPP and the AID Representative. As background information, 
DGI, OPP and the USAID advisors will prepare a progress report in&
cating the degree of progress achieved. '1iis report will be keyed to 
the outputs and purpose section of the logical franxwork. 

'The evaluation itself will focus on major issues such as: are thle 
goals and purposes still reasonable and valid, will tne outputs result 
in achievement of the project purpose, are the outputs ueing achieved 
on time and according to thle implementation plan, are any changes in 
project design neede.i, are planned inputs being provided, are the 
necessary changes in legislation, organization, etc. being made, are 
there other major implementation problems, etc. 

It is not expected that outside assistance will be required for the 
first evaluation. A second evaluation will be held at the end of the 
project. At that time USAID may wish to request AID/W assistance in 
preparing a rather complete evaluation and final project report which 
might be useful to other Missions planning to undertake similar projects. 

The results of the evaluations will be ccmmumicated to AID/W 
by PARas, and, if significant information, problems or issues result 
from the evaluations, AID/W will be informed by the appropriate means -

cable, airgrarn or separate narrative report. 
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'Public Finance 
( )
 

1. Overall trends
 

National income data on'the operations of the public sector are not

available for the past few years, and the information obtained from other
 
sources is not sufficient to produce a consolidation of government accounts.
 
Available data indicate that in the past four years the financial position

of the social security funds and other autonomous agencies has weakened
 
and there has been a decline in investment by the large nonfinancial govern
ment enterprises. 
 There has been a gradual reduction in social security

contributions over the past two years and 
an increase in delinquent accounts.

Revenue accruing to the Social Security funds declined from the equivalent of
 
over 10 per cent of GDP in 1970 to 8 per cent in 1973, and the reduction
 
continued in 1974 
 Similar trends
 
are shown in the provincial governments.
 

The frequent adjustments in public sector tariffs and prices in recent
 
years (Table III-B in the Statistical Appendix) provided only the resources
 
required to 
cover operating costs of the three main public enterprises

(alcohol, petroleum, and cement company; electricity and telephone company;

and water supply and sewerage company) and left 
little surplus for investment. -

Operating costs soared owing to rapid increases in wages and the rise in

prices of domestic and imported materials. This effect was particularly

strong for the petroleum company in 1974, 
as domestic inflation and the rate
 
of devaluation of the peso during the year 
were much larger than projected

when its charges were set 
in January and August. As a result, investment in

the petroleum sector in the past 
two years, as well as in electricity and water,

has been limited mainly to the completion of projects in progress, and actually

declined in nominal terms.
 

2. Developments in 1974
 

a. Central Government
 

The finances of the Central Government weakened in 1974, reversing the
trend of the previous two years. 
 According to preliminary estimates, the
 
overall'deficit in central government operations was 
equivalent to 4.6 per

cent of GDP, 3.2 percentage points larger than in 1973 (Table 11). 
 Total
 
revenue declined from 14.5 per cent of GDP in 1973 
to 12.8 per cent in 1974;
 
over one half of this decline was in receipts from taxes on international

trade, 
as export taxes were lowered to partially offset the lag in adjusting

the exchange rate and falling wool and beef prices. 
 Expenditure, which had

declined from close to 20 per cent of GDP in 1971 
to 16 per cent in 1973, rose

again to 
17.4 per cent of GDP in 1974. 
 Forty per cent of the increase in

expenditure in 1974 in relation to GDP resulted from price subsidies paid for

basic foodstuffs and for fertilizers in an effort 
to soften the impact of
 
rising international prices.
 

A 
This section on Public Finance was excerpted from an IMF report entitled
 
Uruguay - Recent Economic Developments, May 1, 1975
(SM/75/97)'
 



Table. 11. Uruguay: Central Government Operations
 

Prel. Budget

1970 1971 1972 1973 1974 1975
 

In billions of Uruguayan pesos,
 

Revenue 82.9 103.1 
 167.5 370.2 585.9 1,182.0
 

Expenditure 
 91.0 144.7 199.3 406.5' 797.6 1,383.0
 

Overall deficit -8.1 -41.6 -31.8 -36.3 -211.7 -201.0
 
(as per cent of expenditure) (8.9) (28.7) (16.0) (8.9)1 (26.5) (14.5)
 

Financing, net 8.1 
 41.6 31.8 36.3 211.7 201.0
 
Monetary authorities =-2 36.5 24: 101.5
 
Treasury notes and bonds 5.8 6.9 4.2,16.8 130.2
 
Long-term bonds -2.5. 
 -1.6 -3.2 -7.0 -12.0
 
Development loans 1.1 0.8, 
 2.8 8.1 1.0.
 
Other 0.5 -1.0 
 3.1 -2.9 -9.0
 

In per cent of GDP
 

Revenue 13.6 13.5
14.0 14.5 12.8
 
Income taxes 
 . I-. 7 3 
Property taxes 
 0.7 0.7 0.8 0.5. 0.4,
 
Taxes on goods and services 5.7 5.9 5.7 7.6 7.9
 
Taxes on international trade 2.8 2.0 2.4 3.0 -2.0
 
Other tax revenue 2.3 2.4 2.3 1.3 1.2
 
Nontax revenue i.1 1.6 0.8 0.9 0.9
 
Adjustment -0.3 
 0.3 0.4 -0.3 -0.9
 

Expenditure 
 14.9 19.7 16.1 15.9 17.4
 
Current expenditure 13.6 18.3 14.6 6
15.0 5T. 


Wages (8.4) (9.4) (7.2) (7.0) (7.3)
 
Pensions (1.1) (2.6) (2.8) (3.0) (3.6)

Other goods and services (2.1) (3.8) (2.7) (2.1) (1.8)
 
Interest (0.5) (0.5) (0.6) (0.5) (0.7)

Subsidies (0.1) (0.1) (0.1) (0.1) (0.7)
 
Other transfers (1.4) (1.9) (1.6) (1,.9) (1.5)


Capital-expenditure 
 1.3 1.4 1.1 1.3 1.8
 

Overall deficit 1.3 5.7 2.6 1.4* 4.6
 



As shown in Table 11, 
almost 50 per cent of the deficit in 1974 was
financed by the monetary authorities, and the remainder was 
financed by net
sales of Treasury notes and bonds. 
 In 1974 the Government placed US$47.7 million (net) of these bonds, mainly with residents. About US$12 million (net)
was placed with foreign institutions, including a special purchase by South
Africa. Other net foreign borrowing by the Treasury was negative because of
repayment of long-term bonds and the minimal use of development loans.
 

(1) Revenue
 

As indicated above, in 1974 total revenue of the Central Government
rose at 
a slower rate than nominal GDP. 
 There was a slowdown in almost all
tax categories, but it was particularly marked in receipts
international trade (see Table 11). 
from taxes on
 

Cash receipts under individual categories of taxes 
are somewhat overestimated as they include amounts paid with
tax credit certificates granted for certain exports. 
 The value of tax payments made with these certificates reached about 7 per cent of total revenue
in 1974. Tax rates on petroleum products were reduced 
in percentage terms at
the beginning of 1974 to partially offset the impact of the increase in inter
national prices.
 

The slow growth of revenue in 1974 seems 
to have been due partly to a
rise in delinquent accounts, 
as 
the penalty for nonpayment of taxes declined
relative to other interest 
rates and expectations increased that 
the tax
amnesty would become an 
annual practice. According to the present system,
there is a 10 per cent discount for any payment on 
time of taxes or social
security contributions. Delinquent 
accounts lose the discount and 
are subject
also to 
a 10 per cent penalty and an interest charge, which 
was 4 per cent per
month during 1974.1/ This total financial cost, however, was not very different from bank charges 
on loans, and the delinquent taxpayer had the additional advantage of a possible 
future amnesty. Taxpayers may negotiate extended payment schedules of up to 36 months, in which 
case they are not
subject to the 
10 per cent penalty; they lose the initial discount but 
are
eligible for a similar discount on each installment, if the payment is made
 
on time.
 

Table 12 also shows 
the effects of administrative changes made in the
past two years, designed to concentrate tax-collecting efforts in the valueadded tax, corporate 
income tax, and IMPROME (the tax on agricultural
activities). 
 The value-added tax was introduced early in 1973 to 
replace,
with higher rates, the existing sales and services taxes, and at the same
time a number of excise and other taxes were 
reduced or e]iminated. Late in
1974 the Lax on earned income, the inheritance tax, and the substitute inheritance tax were eliminated., and the stamp tax was 
reduced from I per cent to 0.5
per cent. At the same 
time, 
the basic rate of the value-added tax was increased from 14 
per cent to 
18 per cent and the concessionary rate was raised
from 5 per cent to 6 per cent. During 1974 productivity indices 
for individual
lots were applied partially for the 1972/73 IMPROME 
tax liability (payable in
 

17/ This was raised to 5 per cent per month in February 1975. 



1974), and fully with respect to the advanced payment requested also in 1974
 
for the 1973/74 taxable year. The increase in revenue from this source,
 
however, was lower than expected. Tax rates on income from industry and
 
commerce (included under company taxes) were raised from 15 per cent to 20 per
 
cent for the basic rate and from 10 per cent to 14 per cent for the surcharge,
 
with the changes to be applied to the taxable years ending after September
 
1974. This will affect revenue only beginning in 1975.
 

Table 12. Uruguay: Central Government Revenue
 

(In per cent)
 

Prel.
 

1970 1971 1972 1973 1974
 

Total revenue 100.0 100.0 100.0 100.0 100.0
 

Tax revenue 94.0 86.4 90.6 96.3 100.4
 

Taxes on net income and profits 8.1 7.9 7.8 10.5 10.3
 
Company taxes 7TT - 2. 2.--2 3.6 3.9
 
Taxes on individual income 2.6 2.8 4.6 5.7 5.1
 
Individuals (2.3) (2.0) (1.5) (1.2) (0.5)
 
IMPROME (0.3) (0.8) (3.1) (4.5) (4.6)
 

Other 2.2 2.5 1.0 1.2 1.3
 

Taxes on property 5.6 5.1 5.6 3.6 3.1
 

Taxes on goods and services 42.4 42.3 42.3 52.0 61.6
 
Sales and value-added taxes 19.2 16.8 17.1 21.3 27.4
 
Selective excise on goods 18.0 19.6 18.2 23.2 25.6
 
Selective taxes on services 3.4 4.1 4.7 5.4, 6.3
 
Other 1.8 1.8 2.3 2.1 2.3
 

Taxes on international trade
 
and transactions 20.7 14.3 18.0 21.1 16.0
 

Other 17.2 16.9 16.9 9.1 9.4
 

Nontax revenue 8.4 .11.7 6.3 6.1 6.9
 

Adjustmentl/ -2.4 1.9 3.1 -2.4 -7.3
 

1/ Ma:' iy for taxI ;id with tax credit certificates for exports. 

/, 



(2) Expenditure 

As indicated above, total expenditure in 1974 rose much faster than

GDP, reflecting mostly the cpst of price subsidies introduced late in 1973 and

larger transfers to the Pensions Fund to cover 
its operating c ficit. Price

subsidies granted in 1974 totaled Ur$33.9 billion, or 4.3 per cent of expendi
ture (Table 13) with about one half of the cost 
represented by the purchase

of the 1973/74 wheat crop at prices which were about 26 per cent higher than

those charged to millers. 
 Similarly, the price of fertilizers was subsidized
 
through refunds given directly to agricultural producers. Sugar, milk,

sorghum, and cooking oil were 
also subsidized during most of 1974, but with

the price increases authorized in November 1974 these subsidies were 
in most
 
cases eliminated.
 

Table 13. Uruguay: Central Government Expenditure
 

(Inper cent),
 

Prel.
 
1970 1971 1972 1973 
 1974
 

Total expenditure 
 100.0 
 001 i00.0 100.0 100.0
 

Current expenditure 91.3 93.0 93.2 91.6 
 89.7
 

Goods and services 
 77.9 80.4 78.7 75.9 73.2 
Wages -6 47.9. 44.5 43.9 4 
Pensions 7.2 13.3 19.0
17.3 20.7
 
Other 
 14.4 19.2 16.9 13.0. 10.4
 

Transfer payments 
 10.2 10.0 12.4
10.8 12.8
 
National Housing Fund 
 0_5 0.5 0.7
0.4 

Price subsidies 
 0.8 0.6 0.4 
 0.6 4.3
Autonomous agencies 
 2.9 2.3 2.1 
 2.4 2.3
 
Provincial governments v,4 0.8 
 1.1 0.4 0.2

From earmarked revenue 
 4.6 5.5 6.5 7.4 5.0

Other 
 1.2 0.4 0.9
0.2 0.2
 

InteresV payments 
 3.2 2.6 3.7 3.3 .3.7
 

Capital expenditure-
 .8.7 7.0 8'.46.8 .i0.3
 

Transfers to the Pensions Fund more 
than doubled in 1974, to the equiva
lent of close to 21 per cent of total expenditure. This was due to Ihe large

adjustment of benefits which averaged 84 
per cent, to further reductions in
social securiLy contributions, and a reduction in the 
tax rate on agricultural
 



transactions, which is earmarked for the pensions of rural workers. 
 The
 
latter measures were approvea with a view to reducing the high cost of 
labor.
 
The increase -in transfers reflects also the decision to absorb the contribution
 
due by provincial governments to the Pensions Fund, 
in view of their weakened
 
financial position.
 

The wage bill rose by 88 per cent 
in 1974,1/ but declined slightly as
 
a share of total expenditure (see Table 13). 
 The rise in wage payments re
flected not only the general wage increases but also other factors such as
 
-the increase in the number of national defense personnel and promotions.
 

Investment outlays in 1974 amounted to about 10 per cent 
of total
 
expenditure, and were almost totally financed with domestic 
resources. The
 
shortfall in earmarked revenue 
from the petroleum tax had to be compensated

through special peso-denominated bonds placed with the official Insurance
 
Bank. These funds were used for investments in roads and for work on two
 
large road bridges at the Argentine border. Work was also started on access
 
roads to. the site of the proposed Palmar hydroelectric project.
 

b. Social security syster
 

As noted above, the financial position of the social security system has
 
weakened considerably in the 
past two years. This resulted, on the revenue
 
side, from the reduction in contributions, elimination of certain earmarked
 
"taxes, increased arrears on contributions by public sector entities, and
 
increased use of tax credit certificates for payment of existing debts.
 
On the expenditure side, pensions were adjusted by over 70 per cent 
in 1973
 
and by 84 per cent in 1974, in contrast with the two previous years when
 
they were raised by about 30 per cent.
 

Contributions by employees to the Pensions Fund, 
which covers most
 
private sector employees and civilian personnel of the public sector, were
 
reduced for private sector workers from 18 per cent 
at the end of 1972 to
 
15 per cent at the beginning of 1973, 
to 12 per cent in July 1973,' and to
 
10 per cent in 1974; 
for civilian government employees, contributions were
 
reduced from 15 per cent in 1972 and 
.973 to 10 per cent in 1974. Also, pay
ments to 
the Fund by private sector employers were reduced from 20 per cent
 
in 1972 to 15 per centL in 1.973.
 

The employee's contribution to the Family Allowances Fund, which was
 
one half of 1 per cent in 1972, was eliminated at the beginning of 1973 when
 
the employer's contribution was also reduced from 12.8 per cent to 10 per

cent. This Fund covers only family allowances (household and dependency

allowances, as well as maternity, child care, 
and education benefits) for
 
private sector employees; in the public sector these benefits are paid

directly by the employer and included in (he wage bill.
 



3. Prospects for 1975
 

In Fehruary 1975 the Government announced several measures tending to
 
strengtheL the budget for 1975. The interest charge for delinquent accounts,
 
which was 4 per cent per month during 1974, was raised to 5 per cent per
 
month. Prices of several foodstuffs such as milk, bread, flour, sugar, and
 
rice, previously subsidized, were adjusted by between 10 and 45 per cent and
 
the prices of most public services and petroleum products were also raised.
 
The tax rates on petroleum products that had been reduced to 37.5 per cent
 
of the final price during 1974 were increased to 45 per cent of the final
 
price. The rates for consular fees, however, which accounted for 1.4 per cent
 
of revenue during 1974, were reduced by 50 per cent with the provision that
 
they are to be nryable in national currency at the Bank of the Republic. In
 
April the Government raised the prices of petroleum products by 17 per cent
 
with immediate effect, and adjusted the tariffs of other public agencies by
 
10 per cent effective May 1. At the same time consular fees were further
 
reduced (see Section VI).
 

Official projections for 1975 show an overall budget deficit of
 
Ur$201 billion, equivalent to about 15 per cent of expenditure. Revenue is
 
projected to increase by more than 100 per cent to Ur$i,182 billion, while
 
expenditure is expected to rise at a much slower ratle (73 per cent) to
 
Ur$1,383 billion. The gain in revenue is attributed mostly to the tax
 
changes introduced during the second half of 1974 and the first quarter of
 
1975. A campaign to reduce tax evasion, directed mainly toward the value
added tax, is projected to yield an improvement estimated at 5 per cent of
 
total revenue. There will also be some beneficial effects on the real value
 
of tax collections resulting from the deceleration of inflation. The infla
tion estimate for calendar 1975 is 41 per cent, compared with 107 per cent in
 
1974. The relatively slow growth of expenditure is due to the elimination of
 
consumer subsidies, the lower projected rate of inflation and of wage
 
increases.
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effectively, 
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analyze and formulate fiscal policies fra 	
Revenue collection data from DGI. stabilization and devdlopment program11% in 1973 to 16-18% of GDP 
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prove fiscal performance generally and IBRD, IMF, CECIES reports.
 
specifically to reduce fiscal deficits Satisfactory performance-under the
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and expand revenue. 	 tion to 40-50% for C'f 1975 (can- performae.
pared with 107% in 1974) and to 
 No serious new deterioration in
around 25-30% by end of CY 1976. 
 world economic conditions wnica 

will further restrict uruguayan 
export prospects. 
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achieved: End of project status. 

Ao 
 sub-pposes: 

Improve the capacity of the Office .Crculars issued by . G 
of Planning and Budget (OPP) to ana- OPP willhave a fully institutiona- venue collection data
lye fnrorae a n ludi l lized capability to undertake tech- Statistics on number of delinquent 

plentifyind fiscal pro s nically competent analyses of fis-nd returns. 

Id itorifng fisal problems and cal policy problems and perfomnn USAID/IRS professional assessment of
monitoring fiscal performance. 
 including analyses of the behaviou DGI operations 

of various taxes and their effects IBMD, rIF, CECIES reports. 

on macro and sectoral-growth, sta- Joint USPID/GOY evaluation of project. 

bilization goals, foreign trade, Examination of new tax laws.
 
employment and income distribution. 

CPP will be capable of continuing Examination and analysis of studies 

analyses of fiscal performance and prepared by OPP. 

of anticipating fiscal problems 

and of formulating strategies and Various GOU reports pzovidinx info. 

proposals for dealing with them. and data on Gu.fisca. performance. 

It will be wll equiuped to ensure 

that fiscal policies are corBonart 

with overall. econmic policies and 
are flexibly adapting to changes 

in these policies. 


Upgrade the capacity of DGI to Improved tax administration capa-

administer effectively tax collection bilities will have been evidenced 

systems for IVA, IPnME and excise by effectively functioning manage-

taxes, rent systems which will clearly 


identify non-filers, detect evader,
 
and provide timely --nd relevant
 
statistical data for enforcx:ent
 
purposes. These systems will en- .
 
sure iraximu possible revenue
 
collections of the IVA, IMPlRME, Incras in reveue-s fkar" IVA,
 
and excise taxes, Time lags bet- Iand exci~se taxes of 40% by end of
 
ween incurring tax liabilities and 1977 as compared with 1975.
 
tax payments will be substantia1 "
 
reduced or eliminated.
 

Life of Project:
From FY 76 IoFY 77 
Total U.S. Funding2 
Date Prepared: 'AG, 

AGE 2 

IMPOPTA._ __ 

Assumptions for cchieving purose: 

The Office of Fiscal StAlies in Cpp 
w provide competent personnel to

organize its Fiscal Policy and Pro
gra staff to take laxicy advan
tae of t tae, aditwl
 
tage of the assistance, and it will
organize training seminars to in

prove the pi fessional capability 
of its staff.
 

DGI will continue to provide effec
tive leadership in qualitative
 
irprovement of tax administration
 
and will provide in a timely fa-

I 	shion personnel, facilities, bud
getary support and other contri
butions essential to project suc
cess. 

Fiscal policy will continue to
 
emphasize IVA, rf4PIRE and excise 
taxes as the cornerstone of reve
nue collections and that an edu
cational campaign to fostez im
proved tax compliance will be 
undertae.
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Magnitude of Outputs: for cchlieving outputs:
-ssumptions 

5 studies on various fiscal matters Assessment by USAID/AID advisor.
 
and seminars held on each study.
 

Joint IUAD/GOU evaluation of project.
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1) Improved, simplified and standardiked 1. (a) Filinq and payment of tax Reports and professional assess- GOU wi.1 continue to assign primary 

audit & collection systems and proce- returns reduced from approximately ment of USAID/IRS tax advisors. importance to IVA, IIMPR-E and ex
to less than 30 minutes. cise taces as principal source ofdures developed, implemented and effect-two hours 

ively utilized for IVA, IPRORME and (b) Internal processing of tax Reports and circulars of DGI. revenue. 
excise taxes, return reduced from appruomately 

120 days to 45 days.. Visits to DGI to see first-hand
 
Controls effectively used on non- (c) Delinquent taxpayers detect- how system are operating.
2) 


payment of instal]ment accounts and ed withtin 30 days after due date of
 
payments of quotas (or estimated tax return. Joint USAID/GOU evaluations of
 

2. Accounts in default detected and project.payments). 
taxpayers notified withiin 10 days 

3) Evasion-in payment of It174T E taxes after due date of payment. 
reduced. 3. Delinquent returns and payments 

reduced from 30 to 3-5% of universe. 
4) Tax amnesties eliminated. 4. iNeed for tax amnesties elimina

ted because of the existence of 
5) Criteria for selection of tax re- effective controls on non-filers
 
turns for nationwide audit & audit and other delinquent taxpayers.
 
guidelines being used for conducting 5. Up-to-date criteria developed
 
nationwide audits, for the selection of returns for 

audits by industry, by size, geo
6) Reorganization of DGI fully can- graphical location, etc. Audit
 
pleted, is operating effectively, and coverage extended to interior.
 
progress being made towards housing 6. Functional reorganization can-

DGI in one location. pleted. 

7. A comuterized master file of
 
7) Systems designed for creation, con- taxpayers, each identified by a nu
trol & maintenance of computerized merically sequenced number with a cieck
 
master file. digit for control.
 

8. Channels of cctramnd clearly defined,
 
8) Improved managerial & technical authority delegated, staff functior
 
capability throughout the DGI systen. identified & a self-improvement ca

pability institutionalized.
 
9) Restructured training program to 9. Relevant and timely training
 
support reorganization and needs of courses provided.
 
tax system. 



PROJECT DESIGN U51../ARY 
AM 10---23 -711 LOGICAL FR AMEWORK 

SUPPLEMENT I 

Project Title & Number: FISCAL POLICY AND MANAM - 528-11-750-98 

,lARRATIVE SUMMARY 

Inputs: 
Fiscal Policy 
USAID
 
one short-term AID contract advisor in 
fiscal policy. 

GO 
Muate facilities, administrative 
support, secretarial services for AID 
contract advisor 

Counterparts to work with AID advisor. 

Tax Administration 
USAID 
0-m-Tong-term IRS tax administration 
advisor. 

One short-term IRS tax advisor on al-

cohol, tobacco and beverages taxes, 

Participant training. 

G0U 
Cntekparts to wrk with IRS advisors 
Adequate facilities, administrative 
support, and secretarial services for 
IRS advisors. 
Adequate budget for DGI including 
-sufficient funds to implement needed 
changes 
NE: Entire IVA, .TIPFCME and Excise 
Tax Divisions of DGI will be working 
on project. 
NTE: OAS will also provide one long
term advisor on data processing. 

OBJECTIVELY VERIFIABLE INDICATORS 

Implementation Target (Type and Quantity) 

4 man months of TDY advisory ser-
vices provided at spaced intervals 

i ;over e of project. Timing to be 
determined later. Probably will 
involve 4 separate I mo.TDYs to
Uruguay. 

Provided on time and in quality 
and quantity needed. 

Various, depending on studies being 
undertaken. 

July 1975-Sept.1977 (2 yrs.3 0e1s.) 

8. m.m. spread out over 2 yr. perio 

at spaced intervals. 

15 m.m. of short-ten training. 

Head of DGI plus others as required 
Provided on time and in sufficient 
quality and quantity. 

Over life of project. 

MEANS OF VERIFiCATION 

For most part, inputs need no verifi-
cation. USAID advisors will verify 
adequacy of G0U contribution, inclu
ding its continued interest in the 
project and in receiving technical
assistance. 

Life of Project: 
From FY 76 t FY 77Total U.S. u dn 2 0 9 
Tota U.S.rFundi 9n:94"F-5 

te pd: r1 

I IMPORTANT ASSL' -.. 

1Asaumptions for providing inputs: 

AID can arrange contract with sane
one to provide the T.A.in fiscal policy. 

IRS can provide long-term advisors cap. 
in Spanish by July/August 1975 

GOU provides adequate counterpaZt and
 
facilities.
 



.....
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Evaluation Report of the Tax Administration 
and Reform Project 

As provided for in the FY 1975 'ax Administration and ReformProject Agreement, an in-depthi project evaluation was carried out
to determine the rate of progress and acconplismvnts to date andto make a determination as to a possible continuation of tihe tax
advisory assistance to the Uruguayan Tax Office.
 

In preparation for the evaluation, thle USAIu ilission sent to
the Director General of Taxes a letter wit2i a list of relevantquestions on the tm major areas of work carried out under this
project: a) management and organization and b) 
 collection. 
'ihe
written answers served as part of the basis for the evaluation and
also afforded Mission an opporcunity to pose additional questions atthe meeting to expand and clarify points, as required. 

Date of Evaluation: June 2, 1975. Tle evaluation meeting was neldat the :Ainistry of Economy and Finance and thae participants were as
 
follows: 

Cr. Valentin Arismendi, Sub-Secretary of Lconamy 
and Finice,Cr. Radl Xavier, Director General of 'Taxes


Mr. Leonard j. I orwitz, AID R6epreseatative
Mr. Jercme Hulehan, Program Officer, and

Mr. Ivan Trabal, Tax Team Leader.
 

The evaluation results are as follows:
 

A. Management ad Organization 

1. A task force was appointed in early February to plan a
reorganization, by function, of tue Tax Office. The group developed
a proposed organization cnart with five major functional divisions;
audit, collection, planning, 
 legal counsel and admiistration.DG approved tae plan. 'TheVarious DGI circulars were issued creating the
divisions of audit, collection, planning, legal counsel and adninistration. 
With the issuance of these circulars, tne first phase of
the reorganization has been completed. 
'ihe implementation phase is
already under way. 
The consolidation of the audit division ias been
completed and the division is presently operational.
 

The forthcaing G U Annual Budget Review (1endici6n de Cuentas)will include legislation to legally sanction the administrative steps
authorized by the Director General (DG). 
 It will also include the
 



following provisions: 

(a) the present f~nctions and responsibilities of the variouscurrent directors will be taken away and reassigned to the DirectorGeneral who will have authority to delegate functions and change*
personnel as needed. 

(b) The Office of Income will become the Office of Collection
and the Office of Inspector General will be changed to thie Office
of Audit. The Offices of Internal and Indirect Taxes will be
eliminated and, instead, the Offices of the Legal Counsel and the
Office of Systems and Support (Planning) will be created. 

According to the Sub-Secretary and the Director General, no
problems concerning these measures are anticipated in the Council
of State and expeditious approval is expected. 

Due to the initiative of Sub-Secretary Arismendi, arrangements
have been made to house the Collection Division in newer and larger
quarters expected to oe available wit~lin t!iree months. Long-range
plans exist to house all the Tax Office in the premises now occupied
by the Central Bank. These are expected to oe available within the 
next twelve months. 

V 2. Another task force was appointed by the DG to study the
existing collection system and also the creation of a consolidated 
master file of taxpayers in line with the needs of the new organiza
tion. The worX of this comission has been temporarily delayed due 
to the work on the reorganization. 

3. OhMay 1, the DG appointed a new Director for tne Division ofData Processing. The OAS advisor, is working full-time with the newDirector to help improve the quality and timely submission of revenue
data so as to obtain more accurate and timely statistical information 
on all taxes, specially on IVA and fl4PRCME. 

4. The design and format of a single-payment document has beenapproved and implementation is expected by the end of September 1975.Also, as of this date, the Bank of the RepuDlic will no longer receive
tax payments. Due to the poor quality of the docmuints, the delaysin processing by the Bank and the late receipt by the Tax Office, adecision has been made for payments to be made directly to the Tax 
Office.
 

The adoption of a single-payment document and the direct payment
of taxes should help improve the quality and reduce the time required
for processing. This in turn will speed up the availability of sta
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tistics for management and other purposes. 

5. Training courses will be given for approxinmtely 350
 
employees to familiarize them with the new organization. Addi
tional courses will be given for technical personnel including 
courses on IVA and lIP"IE. Inspectors recently assigned to the

enforcement of these two 
taxes will be given priority for par
ticipating in these courses.
 

6. ' 1e study by an IRS technician of the Office of Internal

Taxes, which administers the fuels, alcohol, beverages and tobacco
 
taxes, was initiated in March. lie has been studying the existing

administrative controls and visiting the breweries, 
 wineries and
the alcohol and tobacco plants. A report is being prepared and

translated which contains reccarundations for legislative changes

and the tightening of administrative controls.
 

Implementation of these reccmwnidations is expected to begin

immediately after the report is 
 approved by the Tax authorities.
 
The technician has reccmmended that a group of Uruquayan 
 tax
officials visit Venezuela to observe and learn about the controls
used in that country for the administration of fuels, alcohol,
beverages and tobacco taxes. Arrangements are being made through
the Interamerican Center for Tax Administrators (CIAT) for this 
visit which is now planned for early July. 

B. Collection
 

1. rlhe new organization chart approved by tie UG contemplates
the creation of a collection division (see LXII Circular No 92/75,
dated May 15, 1975). 

The major functions to be performed by tLis division are: receipt
and accounting of revenues, processing of tax payments and returns,
creation and maintenance of a coimputerized, consolidated master file
of taxpayers, securing of delinquent returns, controllinq installment 
accounts, etc. Also the division will have a unit to provide infor
mation and assistance to taxpayers. 

Because of its importance, this division will Le the first one 
to be relocated. The new quarters will be remodeled so as to faci
litate better service to the taxpayers. 

2. 'ihe study of the installment accounts section is practi
cally completed and a report will be issued by the end of July. 

Sam steps are already being taken to tighten controls and reduce
the number of accounts and to shorten the lengthi of the agreements. 



The DG has adopted a policy of not granting installment paynent
privileges upon request but to require complete financial statementsto properly determine if an agreement is justified. 1eh amounts tobe paid and the length of tie agreement will be determined by the
financial condition of the taxpayer. A course for employees of this
unit on financial analysis and interpretation will begin shortly.
A polio of not granting installment privileges, except on hardship
cases, on the payment of trust-fund taxes, has also been adopted. 

According to Sub-Secretary Arisnendi, no tax aiiinesty is included
in the "Redici6n" and none is contemplated. Readjustable tax rates on back taxes owed will not be necessary because of the policy of notax amnesties, the recent increase in the rate of Irontily interestdue on back taxes from 4 to 5% and the expected improvements in the
administration which will, according to tne Sub-Secretary,
delinquency more costly, when 

make 
the anticipated lowier rate of inflation

is taken into account. 1hese considerations, together withi tie morestringent requirements on applications for installment payment privi
leges should make delinquency less and less attractive. 

3. 
Regarding increased enforcement, a unit of 25 inspectors

have been created to follow up on non-filers and taxpayers in default 
of their installment agreements. 

In the offices of the interior, excess personnel resulting fromthe elimination of tnie stamp tax and the reorganization, will be

assigned to enforcement functions. Also, some small 
offices in the
interior will be eliminated and others consolidated. Tie result
 
should be improved revenues.
 

4. In tie area of public relations and taxpayer education,

a monthly bulletin is now being published containing the latest laws,

decrees, administrative rulings, etc. 
The bulletin is given maximum
 
distribution. 

Wmo Directors have had press and 'IV conferences announcing the 
policy of increased countrywide enforcement. 

Plans are underway to acquaint taxpayers with t1e reorganization
and what it means in tbris of contacts, services and attention to them.The establislmient of a unit of informition and assistance to tie tax
payer in the Collection Division was mentioned above. 

It was the consensus of the evaluators that the progress achieved
thus far speaks for itself and justifies the continuation of technicalassistance to the Tax Office. It was agreed that assistance should be
concentrated on areas l11Pithe key of IVA, RXI and excise taxes and 
reorganization. 



USAID evaluation of overall GXJ economic p'erformance 

With the adoption of basic econanic reform ix)licies and laws WLiCh
led to the approval of an IMF Standby Agreaent, tie GC Iias takenthe first significant steps to stimulate a stagnant economy and ihelp
bring about recovery and developmnnt. Ti e adoption of taese measures
signifies that a GOU economic management capability is being developed
which at some future date, given proper assistance and nurturing, will
be capable of standing on its own, consequently bringing full recovery
and providing a base for a take off. 

The various econcaic measures taken have been reported and need
not be detailed here. Suffice It to say that the fIF Stand-By Agre~tent
is evidence that the G0U is headed in the right direction. 

An effective tax administration system is one of the essential
 
canponu.,nts of a properly managed economic 
 system because of its overall
econamic impact on all aspects of economic activity and th]e GOJU is 
taking steps to improve its system. 

Plans to reorganize the Tax Office have been completed and approved
and implementation is under way. Personnel have lben reassigned and
budgetary provisions for implementing these reforms have been included 
in the GOU forthcominq annual Budget Review. 

The Tax Administration and Reform PROP identified improved economic 
management as the sector goal and an efficient tax administration system
as the project purpose. The long string of economic measures reported
clearly indicate a significant improvement in the management of the 
economy. This evaluation of the tax administration project equally
indicates a meaningful rate of progress towards achieving a modern andeffective tax administration system capable of fulfilling tile demands
made upon it by the GOU economic managers. 



ANNEX D 

-,THE-ROLE OF FISCAL FACTORS IN URUGUAY'S INFLATION
 

Arnold C. Harberger
 
University of Chicago
 

This Memorandum attempts to explore the influence of fiscal policy
 

in Uruguay's inflation. It is divided into three main parts. 
In the
 

first, the notion of a "fiscal inflation" is described, and examples
 

are given, from the experience of other Latin American countries, of
 

both "fiscal" and "non-fiscal" inflations. 
Then Uruguay's inflationary
 

history upto 1971 is presented, anda diagnosis of its changing degree
 

of fiscal connection is given.
 

The second part focuses moreexplicitly on the Uruguayan case.
 

The historical experience of the country with respect to fiscal deficits
 

is reviewed, and the fiscal-monetary connection is traced for the recent
 

past period (1968-73). Out of this examination there emerges a "charac

terization" of the Uruguayan economy for this period, which in turn pro

vides the point of departure'for the series of simulations that consti

tute Part III.
 

These simulations explore the likely effectiveness in producing,
 

or helping to bring about, an economic stabill2ation. The simulations
 

basically explore i) how strong a stabilizing force would be generated
 

by an additional enforcement effort that raised real tax yields by 2
 

percent per annum above what they might otherwise have been; ii) how much
 

of a fiscal dividend would be produced if the economy started to grow at
 

6 percent per annum in real terms, with taxes keeping pace and with
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expenditures being held to a 4 percent per annum real growth; and iii) how
 
much more rapidly economic stabilization would.be brought about by the,
 
continuation of tax effort and growth-cum-fiscal dividend,. ,The conclu
sion of this examination is that either one of alternatives (i) and (ii)
 
would by itself essentially eliminate fiscal pressure as a source of in
flation.within'something less than a decade, and the two together would
 
do it in something like three years. 
Combined with other tools of eco
nomic policy, the fiscal moves could be made to contribute even more
 
effectively to a 
rapid and successful stabilization.
 

I. Fiscal Inflations in Latin America
 

A. 	Characteristics of "Fiscal Inflations"
 

The notion of a "fiscal inflation" is not a 
precise technical term.
 
Yet I believe it is the consensus of observers of the Latin American scene
 
that most of that region's serious inflations have been fiscal in origin.
 
This consensus, indeed, was the main result of the confrontation between
 

"structuralists" and."monetarists" at the Conference on 
Inflation and
 
Growth at Rio de Janeiro in 1963.1 
The general picture of a fiscal in
flation is one in which the banking system is "required" to grant sub
stantial increments in credit to the government each year. 
The impact
 
of these increments 
on the money supply could be cushioned if the banking
 
system had sufficient assets of foreign exchange to sell (and were willing
 
to sell them), 
or if' it were able (and willing) to go sufficiently into
 

1See Werner Baer and Isaak Kerstenesky, Inflation andGrowth in
Latin 	America (Homewood: 
Richard D. Irwin, 1964), especially the summary 	statement of W. Arthur Lewis.
 

http:would.be


debt to foreign countries to acquire foreign exchange to'sell, or if
 

it were prepared to make drastic cuts in the share of bank credit going
 

to the private sector.
 

It is within the generalnotion of a fiscal inflation that some
 

of these cushions might be employed some of the time, but that the de

gree of fiscal pressure 16 too strong for the cushions to exert more'
 

than a palliative effect on the inflation. Having to finance a signifi

cant government deficit, the banking system must expand government
 

credit. Private sector credit then follows, in order to prevent its
 

being eroded away. Characteristically, in a fiscal inflation, the
 

share of private sector credit in total bank credit is allowed to fall
 

to some extent, but after a point, the monetary authorities make
 

serious efforts to prevent its further erosion. Once that point is
 

reached, the relative shares of bank credit going to the public and the
 

private sectors tend to stabilize, fluctuating within a band, but not
 

going outside it.
 

Another characteristic of fiscal inflations is the absence of large
 

net reserves of foreign exchange in the banking system. Where such re

serves are present, they represent a cushion that the authorities tend to
 

draw upon. In this way, any substantial foreign exchange reserves that
 

may appear during a fiscal inflation tend rather rapidly to be eaten away.
 

B. Some Examples of "Fiscal Inflations"
 

As was indicated above, the notion of "fiscal inflations" helped re

solve the structuralist-monetarist controversy. To the structuralists,
 

the fiscal deficits were a structural failing of the system, and were
 

ultimately responsible for most of the major inflationary pressures
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observed in Latin America. To the monetarists, the mechanism by which
 

inflation worked itself out was through increases in the quantity-of
 

money. The'theoretical structure connecting monetary expansion with
 

rises in the price level remained intact under the fiscal explanation_
 

which-did not deny the monetarist mechanism but only helped to explain
 

why monetary emissions were so large, so persistent, and so resistant
 

to simple "cures." So both sides, each in its own way, could go away
 

from the Rio conference reasonably content with"the consensus that was
 

reached.
 

Since the evidence explored and the judgments reached at the Rio
 

conference were.based mainly on the decade of the 19501s, I have
 

attempted to bring later data to bear on the same general question. 
In
 

examining the history of inflation in Latin America during the 1960's,
 

perhaps the most striking observation is that--in spite of the widespread
 

belief that high inflation is characteristic of most Latin American
 

countries, or at least of most South American countries--only four coun

tries (Argentina, Brazil, Chile, and Uruguay) had inflation rates averag

ing significantly over 10 percent per annum during the decade. 
Peru and
 

Colombia averaged right around the 10 percent mark, and all the rest of
 

the countries had average rates significantly less than 10 percent.
 

Outside of Uruguay, then, the phenomenon of serious inflation was
 

concentrated only in the ABC countries during the 1960's. 
Their experi

ence is examined in Table I. Most of this experience can be classified
 

under the label of fiscal inflation, of which three rather clear-cut
 

episodes are summarized in Table Ia. 
 In the paragraphs that follow, I
 

shall go through the evidence presented in Table Ia, and try to convey
 



TABLE Ia
 

THREE "FISCAL INFLATIONS" 

.1962 1963 1964 1965 1966 
 1967 1968 
 1969 1970 
 1971 •1972 

Argentina, 1962-72
FA/M 
 -.10 -.01 
 -.01 .02 .01 
 .11 .11
GC/DC .32 .38 .06 .i0 .001
.42 .42 .42 -03
.46 .39 
 .35 .34
GCt/GCt-I 1.18 .33 .33
1.23 1..40 1.26 1.31 
 1.40 1.28
CP :1.19 1.18
90 110- 131 179 1.44 1.51,
229 298 
 326 351 420 575 
Cumulative annual rates of change:GO = 

955 
30.5; M 29.5; CP =26.6
 

Brazil, 1955-64
 

1955 1956 1957 1958 1959 1960 1961 1 
 1 1
 

FA/M 
 -.02 .01 .00 
 -.02 -.01 -.02
GC/DC -.00 .00 .04"
.27 .31 .34 .06
.32 .32
GCt/GCt-i 1.15 1.43 
.33 .35 .40 .37 .37
1.44 1.15 
 1.28 1.47 
 l,51- 1.83
CP 9 11 1.52 1.77
13 15 
 20 27 38 
 58 100'- 187
Cumulative annual rates of change: 
 GC f 47.6; 4 = 45.4; CP= 40.1 

Chile, 1961-68
 

1961 
 1962 
 1963 
 1964 
 1965 
 1966 
 1967 
 1968
 
FA/M 
 -.40 
 -.68 
 -.70 
 -.57
GC/DC .33 .40 

-.34 -.11 -.16 .07
.43 
 .45
GCt/GCt-1 .49 49
1.75 1.77 1.45 1.53 
.52 .49
 

CP 1.55 1.32 1.48
63 1.17
78 
 113 
 161 
 202 
 243 
 291 
 .371

Cumulative annual rates of change: 
 GC = 45.7; M = 39.7; CP= 32.1



TABLE Ib
 

A "NON-FISCAL INFLATION"
 

Brazil, 1967-72
 

1967 1968 1969 1970 
 1971 1972
 

FA/M .07 .04. .10 
 .13 .17 .32
 
GC/DC .30 .26 .21 
 .20 .13 .05
 
GCt/GCt 1 : 1.58 1.33 
 1.09 1.22 .95 .52

CP 575 714 880 
 1048 1269 1515 
Cumulative annual ratesof change: ,C = -2.70; M = +34.9; CP = +21.4. 

TABLE Ic
 

THE URUGUAYAN CASE, 1957-71
 

1957 1958 1959 1960 
1961 1962 1963 1964 1965 1966 1967 1968 1969 1970 1971
 

FA/M 
 .07 .09 .22 .27 .32 -.06 .09 -.16 '-.03 -.24 -.28 -.11 -.02 -.12 -.05

GC/DC .14 .12 .06 .03 .03 .11 .14 .11 .16 .22 
 .29 .20 .31 .24 .30

GCt/GCt-1 1.25 1.02 .57 .78 1.11 4.38 1.66 1.20 2.19 1.50 2.39 .97 2.25 1;04 1.99

CP 26 31 44 61 
 74 82 100 141 221 384 728 1639 1972 2313 2859 
Cumulative rates of growth 1957-61: GC= -14.3; M = +31.4; CP = +29.8-*, 

1961-71: GC = 77.6; M = +46.7; CP = +44.1 

FA = Foreign Assets of the Consolidated Banking Systems 
M = Money Supply 
GC = Credit to the Central Government and Official Agenr;ies by the Consolidated Banking System
DC = Total Domestic Credit Outstanding (Consolidated Banking System) 
CP = Consumer Price Level. 

Source: International Financial Statistics, Supplement, 1972.
 



7
 

to readers a feeling of what a fiscal inflation "looks like.,, 

The "range" in
 
The case of Argentina (1962-72).is quite typical. 


the
 
which the governments' share of banking-system credit was 

allowed by 

monetary authorities to fluctuate 
was from 32 to 42 percent (with 

one ex-


Foreign exchange reserves remained 
low in relation to,
 

ception in 1967). 


the money supply throughout the 
period, offering no plausible 

possibility
 

The banking
 
of offsetting the fiscal deficits 

that regularly emerged. 


system was called upon to increase 
its holdings of government obligations
 

every single year, at rates ranging 
upwards of 18 percent, and averaging
 

the money supply grew at nearly 
30
 

With that,
over 30 percent per year, 


percent, and prices at about 27 percent per annum.
 

Here, too,
 
Brazil's fiscal inflation is shown 

for the years 1955-64. 


foreign assets of the banking 
system remained negligible throughout 

the
 

period, and the band in which 
the ratio of government credit 

to total
 

credit fluctuated was from 30 
to 40 percent, rising into this 

range from
 

In this period the pressure
 
an initial position of 27 percent in 1955. 


from increases in government 
credit was indeed severe--apart 

from two years
 

(1955 and 1958) in which such credit increased 
by only 15 percent, and one
 

(1959) in which it grew by 28 
percent, the growth of government 

credit was
 

more than 40 percent every year, 
and averaged over 47 percent 

for the en-


This pressure, and the inability 
and/or inadvisability of
 

tire decade. 


the banking system's squeezing 
other assets further in the 

face of it, led
 

to. the money supply's increasing 
at an average rate of over 45 

percent,
 

and to a price inflation averaging 
over 40 percent during the 10 

year span
 

here covered.
 

In Chile, the foreign asset 
position of the banking system 

was
 

A7 
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dramatically (almost incredibly) negative for much of the period covered,
 
and attained a positive value only in the final year (as a result of a
 
surge in copper prices). 
 The band of fluctuation for the ratio of
 
government credit to total domestic credit was in this case 40 to 50
 
percent--a range which was entered from below after the first year of the
 
period, and which was exceeded only once, with 52 percent in 1967. 
 The
 
pressure on the banking system to grant additional credits to the govern
ment was continuous and strong, with such credit growing at an average rate
 
of over 45 percent per year over the period, and falling short of that
 
average only in 1966 and 1968. 
The 45.7 percent rate of expansion in
 
government credit was partly offset, but still the money supply grew at
 
nearly 40 percent, and the average rate of price inflation was 32 percent.
 

C. A.Case of "Non-Fiscal Inflation"
 

Brazil's experience in the late 1960's and early 1970's is a rare
 
example of "non-fiscal" inflation. 
Table Ib summarizes this episode. 
 The
 
differences between it and those reflected in Table Ia are striking. 
The
 
share of government credit in total banking credit fell from 30 percent
 
to 5 percent. 
In fact, thd absolute amount (in nominal cruzeiros) of
 
such credit was lower in 1972 than it was in 1967. 
 Brazil simply did not
 
resort to banking-system financing of government deficits during the
 
pL'rlod. The money supply grew at nearly 35 percent per annum, but certainly

iuol 
as a 'onsequence of fiscal pressure. 
Massive reserve accumulation-
the consequence of a phenomenally successful export-promotion policy plus

large inflows of foreign capital--together with significant credit expan
sion to the private sector were the obvious proximate causes of this par
ticular inflationary experience. And it should also be noted that this
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period in Brazil was the culmination of a dramatic disinflation from an
 

annual rate that reached around 100 percent in 1963-64 to the steady
 

rate of around 20 percent that characterized the period shown in Table Ib.
 

D. 	The Historical Setting of Uruguay's
 

Current'Inflation
 

Against the backdrop of the experiences just reviewed--of "fiscal"
 

and "non-fiscal" inflation in.other countries, we now proceed to examine
 

the case of Uruguay in the years including and immediately surrounding the
 

decade of the 1960's. The comparable data (drawn from the same source--


International Financial Statistics) are presented in Table Ic. As I read
 

the 	story from that table, the period can be divided neatly into two quite
 

distinct parts. From 1957 through 1961, Uruguay's inflation seems quite
 

clearly to be "non-fiscal" in origin. As was the case in Brazil from
 

1967 	to 1972, even the nominal amount of banking system credit to the
 

government declined over this period. 
By its close in 1960 and 1961,
 

government credit amoulted to only 3 percent of total domestic credit, and
 

there was no serious pressure on the banking system for adding to its
 

total holdings of government obligations. At the same time the country
 

was 	undergoing a major accumulation of foreign reserves--which moved from
 

7 to 	32 percent of the money supply during this period--precisely.the
 

range over which Brazil's reserves moved between 1967 and 1972. 
There can
 

be no doubt, then, that foreign exchange accumulation and credit to the
 

private sector were the proximate causes of Uruguay's monetary expansion
 

during 1957-61. And, furthermore, the setting'was such that these could
 

not be interpreted as some sort of lagged reaction to a prior episode of
 

fiscal pressure. Fiscal pressure was totally absent during this period,
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which makes it another of the rare cases.ofsignifcant "non-fiscal" in

flation
.in, Latin America (prices almost trebled, in four.years).
 

The picture changes drastically as one moves past 1961. 
Starting
 

from its very low.base, government credit multiplied by more than four
 

between 1961 and 1962, and increased thereafter at rates which fell below
 

50 percent only three times in a decade, averaging over 75 percent per
 

annum over the whole period 1961-71. 
At the same time, the foreign asset
 

portfolio of the banking system turned abruptly negative'in 1962, and
 

stayed that way, with but one exception (1963), throughout the decade under
 

review. This period thus seems 
to have all the earmarks of a fiscal infla

tion--'the only caveat being the very low.-base from which government credit
 
started. It is onlyfor this reasonthat, I am reluctant to call this
 

period in Uruguay one of clearcut-fiscal inflation, but there is no
 

doubt.that all the signs point in that direction. 
The move of the govern

ment credit/total credit ratio from 3 percent in 1961 to-16 percent in 1965
 

surely was not in itself a powerful inflationary force. It could, had it
 

not continued further, have easily been cushioned by a modest reduction
 

in private-sector credit. 
But it did continue, and by the end of the
 

period the ratio of government credit to total credit was approaching 30
 

percent--the lower range of the bands that characterized this ratio for
 

Argentina's and Brazil's "fiscal inflations." By this point in time the
 

label of fiscalinflation seems to apply reasonably well to the Uruguayan
 

case.



III The Fiscal Setting of Uruguay's Current Inflation 

A. The Central Government Budget,,
 

It is incredible how stable has been the macroeconomic budgetpicture
 

in Uruguay over the past decade or so. 
 In spite of almost annual changes
 

in tax legislation, some of them quite dramatic, and in spite of some
 

quite important changes on the expenditure side, the fractions of GDP
 

accounted for by central government receipts and expenditures, respec

tively, have remained essentially constant. Table II contains the data
 

supporting this assertion. 
As can be seen there, central government re

ceipts averaged 13.2 percent of GDP during 'the period 1961-67, and 13.5
 

percent during the period 1968-73. Similarly, central government ex

penditures a--- aged 16.0 percent of GDP during 1961-67 and 15.9 percent
 

during 1968-73. Though there were transitory variations on both the re

ceipts and the expenditure sides, the basic fiscal structure remained
 

essentially unchanged. 
This fact will be used in developing simulations
 

of Uruguay's fiscal situation subsequently in this paper.
 

Table III shows the relationship betwean the figures for fiscal
 

deficits, as shown in the fiscal statistics, and the financing of such
 

deficits by the banking system, which is what is relevant for our analysis
 

of inflation. Line 1 presents the absolute figures on the deficit as,
 

drawn from the fiscal accounts of the central government. Line 2 shows
 

what part of the deficit, thus defined, was financed by sale of govern

ment obligations to the monetary authority (in this case Central Bank plus
 

Banco de La Republica). The third line represents obligations by the
 

banking system. It is drawn from the monetary--not the fiscal--accounts
 

but it represents a quite similar concept to that reflected in line 2.
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TABLE II
 

CENTRAJ GOVERNMENT BUDGET, 1961-73
 

Receipts/GDP Expenditures/GDP 

1961 15.6 .16.6 
1962 14.4 18.2 
1963 14.4 17.3 
1964 14.0 . 16.1, 
1965 10.6 15.7 
1966 12.5 13.8 
1967 10.9 '14.1 
Average 1961-67 13.2 16.0 

1968 
 13.0 
 13.2
 
1969 
 12.2 
 14.7
 
1970 
 13.5 
 15.3
 
1971 
 14.0 
 18.7
 
1972 
 13.6 
 16.1
 

1973 
 14.8 16.3 
Average 1968-73 13.5 15.9
 

Source: 
 Banco Central del Uruguay, Boletin Estadistico Mensual,
 
No. 13 (Dec. 1973), Table III.l.
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TABLE III 

COMPARISON OF ALTERNATIVE DEFICIT MEASURES
 

1968 1969 1970 1971 1972 1973
 

1. 	Central Government Budget

Deficita 754" 12,690 10,596 41,666 31,899 36,332
 

2. 	Central Government Finan
cing with Monetary

Authoritiesb 
 n.a. 6,883 3,233 36,448 24,780 20,858
 

3. 	Banking System - net 
Central Govt. Creditc 610 10,260 3,391 26,110 24,332 18,790 

4. 	Banking System - net 
Total Govt. Creditd -1,172 12,153 2,574 23,778 36,962 25,487 

aSource: Banco Central del Uruguay, Bo'letn Estadfstico .ensual, No. 13
 
(Dec. 1973), Table III-1.
 

bIbid., Table 111-2.
 

Clbid, Table I-10 (Central Govt., Credit only):
 

dlbid, Table I-10 (Credit to Central Govt. plus Rest of Public Sector
 
plus Development Banks).
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The financing of the deficit shown, in line 2 represents the net sale of 

obligations by the central government to the monetary authority. Line 3
 

shows the acquisition of central government obligations by the entire
 

banking system. There are thus two main ways in which-adscrepancy be

tween lines 2 and 3 could be generated. 
On the one hand, the central
 

government might sell some obligations to some banking entity other than
 

the monetary,authority, leading to a different figure being reported from
 

the banking'system as a whole than that for government sales to the
 

monetary authority. 
On the other hand, banks could acquire some govern

ment obligations that were held by non-bank institutions (or individuals),
 

thus generating a rise in their portfolio unconnected with the financing
 

of the current year's deficit. Given these sources of possible dis

crepancies, the degree of agreement between lines 2 and 3 seems reasonably
 

close--indeed, cumulative y, from 1969 through 1973 .the difference is only
 

in the order of about 10 percent (92 billilon [row 2] versus.83 billion'pesos
 

[row 3]).
 

As we move from row 3 to row 4 we are comparing two sets of statistics
 

from the banking system--the first concerning its holdings of central
 

government obligations, the second dealing with its holdings of obligations
 

of all governmental entities. 
The possibility of discrepancy is obvious
 

in this case, but once again the relationship between the two sets of
 

figures is reasonably close, with the increase in credit to all governments
 

(100 billion pesos) over the full period 1968 through 1973 exceeding the
 

increase to the central government (83 billion pesos) by about 20 percent.
 

Finally, we'come to the comparison between rows l and 4. Row 1 gives
 

us the fiscal deficit concept that is most frequently discussed, and that
 

http:versus.83
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is most directly under the control of the finance ministry. Row 4 givcs
 

us the variable that most directly connects the fiscal with the monetary"
 

Here,.in addition to the sources of discrepancy already dissector. 


'cussed, there is the important one:of other sources of financing for 
the
 

Indeed, the main source of difference becentral government deficit. 


tween rows 1 and 4 may be said to depend on whether the financing of
 

central government deficits outside the'banking system (which appear in
 

row 1 but not.row 4) exceeds or falls short of the financing within the
 

banking system of deficits (which appear in row 4 but not row 1) in other
 

agencies of government besides the central government. In this case the
 

latter type of financing appears to fall substantially short of the former,
 

as row 4 averages about 75 percent of row 1.'I.should emphasize at this
 

point that it is row 4 which isofrinterest for the analysis of the fiscal

monetary connection, but the.data presented in Table III reveal that the
 

deficits measured under other budget concepts were of the same general
 

order of magnitude.
 

III* .Alternative Paths of Disinflation
 
(Simulations)
 

Tables IV,V, and VI present three alternative scenarios of dis-


In Table IV it is assumed that the stagnation that
inflation in Uruguay. 


has characterized Uruguay's economy for the past two decades will continue.
 

In the
Reliance for combatting inflation is therefore placed on taxes. 


scenario of the table, these are projected to expand at the rate of 2 per-


This row I of the table shows expenditures
cent per annum, in real terms. 


constant (inreal terms) at 16 percent of GDP (see Table II), while govern

ment revenues grow from.13.5 percent of GDP(again see Table II), at the
 

/At

http:Here,.in


TABLE IV
 

DISINFLATION SCENARIO WITH FISCAL EFFORT (2Z) BUT NO GDP GROWTH
 

(GDP constant at 1000)
 

Year
 
0 .1 2 3 4 5 6 
 7 8. 9
 

1. Government Expenditure 160 -160 160 160 160 
 160 160 160 160 160
 

2. Government Revenue 
 135 138 140 143 146 149. 152 155 158 61
 

3. Deficit. 
 25 22 20 17 14 11 8 
 5 3 -

4. Rate-of Inflation.89% 
 76% 67% 54% 42% 
 32% _22Z 13%:- 8%
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assumed 2 percent per annum rate. As can be seen, It would take until 

year 9 for revenues to surpass expenditures. However, long before that 

the inflationary pressures emanating from the fiscal side would have 

been brought down to a more manageable range. By the fifth year, for
 

example, the deficit would be only around 1 percent of GDP.
 

In Table V the assumption is made that the Uruguayan economy will
 

break out of its "traditional" stagnation, hopefully as a result of the
 

general liberalization of economic policies that is now under way. 
Growth
 

is there postulated at 6 percent per annumin real terms. 
 It is assumed
 

that without additional "fiscal effort" tax-revenues can grow in propor

tion to GDP, though it is recognized that some restructuring of par

ticular revenue sources may be required to achieve this result. 
 The
 

"effort" involved in this particular scenario does not concern taxes,
 

however; rather it entails containing the growth of real fiscal ex

penditures to 4 percent per annum, in the face of a 6 percent rate of growth,
 

of real GDP. 
 Row 3 of Table V shows the dpficit implied by these assump

tions; it reaches zero in the 9th year of the exercise. But once again
 

the bulk of the reduction of inflationary pressure takes place early in
 

the scenario; 
as shown in row 4 of the table, the deficit is once again
 

reduced to 1 percent of CDP by the fifth year of the exercise.
 

In Table VI the assumptions underlying the previous two scenarios
 

are combined. Expenditures are there projected to grow by 4 percent per
 

annum as in Table V, but revenues are projected to grow at 8 rather than
 

:6 percent per year, owing to a combination of CDP growth (at 6 percent)
 

with additional fiscal effort causing a further rise of 2 percent per
 

annum in the tax yield out of a given GDP. 
The rate of reduction in the
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TABLE VI
 

DISINFLATION SCENARIO WITH REAL GNP GROWTH AT 6%; TAX GROWTH
 

(THROUGH FISCAL EFFORT OF 2%) AT 8%; AND EXPENDITURE
 

GROWTH (THROUGH FISCAL RESTRAINT) AT 4% PER YEAR
 

Year
 
0 1 2 3 4 5 

1. Real Expenditures. 4%) 160 166 173 180 187 195
 

2. Real Taxes (8%), 135 146 157 :170 , 183 198
 

3. Real Deficit 25 20 16 10 4 -3 

4. Deficit/GDP .025 .019 o014 .008 .003 -.002
 

34%. 16% 2-2%
5. Rate of Inflation 79% 50% 




20
 

deficit is consequently faster, with the deficit in absolute terms being
 
eliminated.by the fifth year-of the scenario, and with,the deficit
 
:.being reduced to below1 percent of GDP by the thirdyearof the exer

cise. ,.
 

Another way of examining the scenarios underlying Tables' IV, V,
 
and VI is to inquire how much inflationthey imply year by year, or
 

cumulatively. This is difficult to do except on the basis of rigid
 
assumptions. 
One could always reduce the extent of inflationary im
pact of a given budgetary situation, for example, by selling gold
 
(something quite feasible in the case of Uruguay), 
or by borrowing more
 
fromabroad (which for Uruguay would probably mean mortgaging a further
part of its-gold stock). 
 Then, too, there is always the possibility of
 
further squeezing the share of bank credit going to the private sector,
 
though this is hardly a course which responsible monetary authorities
 

would espouse at the present time.
 

The procedure followed in the tables is 
a conservative one, which
 
assumes that the total money supply grows in the same proportion as does
 
bank credit to the government. In addition, we assume 
(again conser
vatively) that the stock of money will continue to bear the same re
lationship to nominal income throughout the stabilization process re
flected in each of the scenarios. 
 These two assumptions, taken to
gether, mean that nominal bank credit to the government will bear a
 
constant relationship to nominal GDP, and hence that real bank credit
 

to the government will bear a constant relationship to real GDP. 
 Let
 
this relationship be 4 percent--i.e., 
the level of real bank credit to
 
the government at any point in time is equal 
to 4 percent of a year's
 

http:eliminated.by


real GDP, centered around the same point in time. 
 (This ratio approxi

mately characterizes Uruguay's'recent history.)
 

For the exercise of Table IV, where real GDP is constant, this
 

means that real bank credit to the government will be constant at 40.
 

Such credit in nominal terms will have to rise, however, as the in

flation proceeds. The,increment in nominal credit in year zero is 25,
 

which would carry it from a beginning-of-year position of, say, 28 to
 

an end-of-year position of 53. 
 This in turn would imply a within-the-year
 

inflation of 89 percent (= 25/28), and an end-of-year price index of
 

1.325 (= 53/40), taking the'average price level of the year as 1.00.
 

Subsequent movements in the price level are generated by the
 

-formula:
 

() Bt + dt [(Pt + Pt+l)/2] = Bt+ b Pt+Pt+ 

Here"Bt refers to the nqminal amount:of bank credit to the government that
 

is outstanding at the beginning of year t; d is the real deficit financed
 
t
 

by the banking system during year.t; [(P 
 + P )/2] is the average price

t t+l
 

level during year t; 
and bt+ 1 is the real amount of credit to the govern

ment that is outstanding at the beginning of year t+1. 
 For the exercise
 

of Table IV, bt(= bt+l) is constant at 40, so the price level at the be

ginning of year 2 can be obtained by solving 

blP1 + d1 [(pI + p2)/2] = 

40pi.+. 22 [(p 1 + p2)/ 2 ] = 40 P2 

5p 1 i 29 P2 

'P2 51 
Pl-- 29 = 1.76 
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In general, for the case of b- bt 40, -we have 

(2) (p /p [40 + (d /2) 140 - (d /2)]. 

t~tt t 

This equatioh was"used to generate the rates of inflation shown in row 4
 

of Table IV.-.
 

In the cases of Tables V and VI, the process of generating the im

plied rate oif inflation is similar, except that in these cases the real
 

quantity of money, and hence, (under our assumptions) the real amount b
~t 
of banking system-credit to the government, grows at the same rate 
(6 per

cent per annum) as GDP. 
In this case the nominal credit of 53 outstand

ing at the end of period zero corresponds to real credit of 42.4 
(740(1.06)], 

so. that the price level at the beginning of period 1 is 1.25 ( 53/42.4). 

Thereafter, successive implied increases in the price level are generated 

by the formula
 

(3) (p. [40 (1.06)t + (d,/2) /[40(1.06)t+l (dt/2)]. 

As can be seen in-the tables, the scenario of Table IV requires
 

nine years to eliminate inflation; that of Table V takes eight years,
 

-,while under that of Table-VI the:-task is essentially accomplished by the
 

end of year 3. 
Looked at inanother way, and starting the measurement
 

from the average price level of year zero, the overall price level would
 

have risen from.1.00 to 16.74 before the inflation had stopped, under the
 

sequence depicted in Table IV. 
Under that of Table V the corresponding
 

rise would be from1.00 to 7.98, while under the scenario of Table VI the
 

rise wouldonly be from 1.00 to 2.97.
 

These cumulative figures are probably overestimates, as they do not
 

http:from1.00
http:from.1.00
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take into account the substantial reduction in velocity of circulation
 

that is almost certain to occur as the Uruguayan economy disinflates.
 

Nonetheless,'even allowing for velocity to be cut by a third or a half
 

(which, if anything, overstates the likely reduction), one must still
 

look forward to a many-fold increase in prices under either of the
 

scenarios depicted in Tables IV and V. Only that of Table VI can be
 

regarded as giving an optimistic picture. Yet it is not an absurdly
 

unfeasible one. What is required for the picture of Table VI to emerge
 

is a confluence of reasonable efforts, crowned with reasonable success,
 

in several directions at once. And if in addition'there is a signifi

cant reduction in velocity of circulation, it is quite conceivable
 
level
 

that the price~might only have to rise by perhaps 100 or 125 percent
 

cumulatively, from the moment of initiation of a major new economic
 

policy thrust, until the inflation is effectively stopped.
 

But it is important to realize that this very happy and favorable
 

result depends critically on the reactivation of the process.of economic
 

growth, as well as on expenditure restraint and additional tax effort.
 

The "miracle" involved would not be without precedent, but it would not be
 

an easy trick by any means. To my mind the key question is whether the
 

liberalization efforts under way in Uruguay will be powerful enough, and
 

whether they will unleash enough pent-up or repressed forces of growth,
 

so that the private economy will be the major engine of economic progress,
 

permitting the government to take a "conservative" fiscal stance (re

straining expenditures while pressing forward on the tax front) without
 

impeding the economy's real growth.
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