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JRUGUAY

PART ONE - ADC SUMMARY STRATEGY STATEMENT

I. Introduction

The country was ruled by a military regime; its foreign dequ]3lj
had increased alarmingly; and income levels had dropped T 1989
significantly. In the early eighties, that description fit

Uruguay as well as its much larger neighbors, Brazil to the

north and Argentina to the south. By the late eighties, after

all three countries had returned to democratic rule, only

Uruguay is on the path of economic revival,

Uruguay still has a heavy level of foreign debt per capita, but
it has kept up with its payments. As a leading member of "Los
Ocho", the group of eight Latin American democracies that have
been deliberating positions on the international debt issue, it
has used its disproportionate diplomatic influence as a
moderating force within the group. While not afflicted with
the strong populist political tendencies that thwart progress
in Argentina, Uruguay has a long welfare statist tradition that
has required free-market economic reformers to move with
certain caution. The economic challenges of the nineties call
for further transformation in Uruguay if it is to achieve its
potential as a model of sustained economic development in the
region.

II. Economic Setting

Uruguayan per capita Gross National Product (GNP} at the end of
1988 was approximately $2,150, representing a significant
recovery from the depressed levels of 1982, but still below the
peak level of 1981. The democratic government, which assumed
office in 1985, has pursued a market-oriented economic model
with emphasis on export growth, diversification and
liberalization of many leading sectors of the econom;. A
unified free exchange regime was established and tariff rates
were lowered and simplified. During the years 1986 and 1987
the Uruguayan economy substantially improved its overall
performance achieving an accumulated Gross Domestic Product
(GDP) growth of 12%. The public sector deficit was reduced to
4.1% of GDP by the end of 1987 from deficits as high as 10.2%
of GDP in 1984 and 7.5% of GDP in 1985.



Rapid growth of GDP was made possible by export expansion and
the recovery of internal demand from the depressed levels of
the early 80's, It utilized the idle industrial capacity
installed during the period 1979-1982. However, by the end of
1987, the economy had begun to bump into capacity constraints.
Investment fluctuated between 7.6% and 8.7% of GDP during the
years 1985-7, This was inadequate to expand productive
capacity, being below replacement level, It was also less than
half the average investment level during the years 1979-81 (a
17.4% of GDP), when the GDP grew at an average yearly rate of
almost 5%. This, combined with restraints on domestic
consumption and labor unrest, caused a loss of economic
dynamism in 1988, Economic growth in 1988 was only 0.5%, and
the central government deficit grew 50.9%.

This higher deficit (approximately 2% of GDP) combined with the
parafiscal deficit of the Central Bank will probably result in
an overall deficit larger in terms of GDP than in 1987, This
contributed to an acceleration of inflation to 78% (for the
year ending March 1989).

Nevertheless, exports boomed in 1988 reaching USD 1.4 billion,
an all-time reccocrd. This trend is likely to continue unless
there are major labor difficulties or collapses in
international prices., The strong export performance combined
with an increase in tourism revenues has resulted in a healthy
current account surplus that enables Uruguay to service its
debt despite the fact that, in per capita terms, it is one of
the highest in the hemisphere.

ITIL. Challenges for the Nineties

The principal objective of President Julio Sanguinetti's
administration has been the reinstitutionalization of democracy
in Uruguay. One of the principal means of accowplishing this
has been the development and maintenance of a broad political
consensus on foreign and domestic policy. While some economic
reform efforts have been made, many of the structural changes
necessary for sustained economic growth that were included in
the 1986-89 medium-term Structural Adjustment program have been
postponed or compromised for fear of destroying this carefully
built political consensus. Consequently, the administration
that assumes power in March 1990 will face a number of
challenges on the economic front.
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A. Public Sector Expenditures

Although progress has been made, the amount of rescurces
expended by the public sector remains an important impediment
to sustained growth. Excessive public sector employment
continues to be a problem in both the Central Government and
public enterprises. When the GOU moved on closing losing
passenger rail service, workers were transferred to other
public service jobs rather than being dismissed. In a move to
reduce the losses of the national airline, the GOU tried, but
failed, to pass legislation allowing partial sale to a foreign
airline. Reform of the social security and pension system,
with expenditures in excess of 10% of GNP, was a priority
element of the structural adjustment plan, But here too the
GOU has been unable to pass the necessary legislation. Other
significant drains on resources are the losses of the State
Housing Bank and losses by the National Bank as a result of its
takeover of the portfolio of four private banks that became
insolvent in the wake of the 1982 financial crash.

B. Legal and Policy Constraints

There are a whole series of legal and policy issues that should
be on the agenda of the next administration in order to
encourage private sector investment. The labor code in Uruguay
is inadequate, antiquated and paternalistic., A revision has
been under consideration but no action has been taken.
Inadequate legal protection for creditors discourages lending
by private banks. The antiquated and exceedingly slow system
of justice is alsc a general impediment to economic
modernization.

C. Agriculture

Agriculture remains the backbone of the Uruguayan economy. It
is, however, a traditional agriculture which is increasingly
ill-suited to competition in the modern age. Uruguay needs to
begin a systematic introduction of new technologies in
production, in particular, modern biogenetics. For the
non-traditional products, marketing know-how will also be
needed. As a substantial agricultural producer, it should also
develop its own capacity to generate new and appropriate
technology. The government is eager to do this, but lacks the
expertise and resources to do it alone.



D. Industh

Uruguayan industry arose initially from the processing of
agricultural exports. Beginning in 1940's an active program of
import substitution gave rise to a wide variety of protected
industries. Uruguay is now going through a painful adjustment
in its industrial structure brought about by necessary economic
liberalization and by competition by its two large neighbors,
Brasil and Argentina. The clamor for protection will probably
grow in the 1990's if these industries come under even stronger
external competition, A successful adjustment will require
greater private investment and access to the necessary
technology.

E. Services

The GOU feels that the economic future of Uruguay will be
closely tied to the development of service industries. Tourism
and banking are already significant contributors to the economy
which the government would like to see developed further., To
stimulate the development of services, the government recently
named a high level commission, including the Finance Minister,
the Central Bank president and the Minister of Industry to
develop a strategy for making Uruguay a regional services
center. Most of the legal framework for this type of activity
is already in place, However, much of the physical
infrastructure {(i.e., telecommunications) is still inadequate,
The educational system will also require major adaptation if it
is to produce the type of persons that will be reguired by
these new industries.

F. Encouraging Private Investment

In order to convince private investors of the long-term
profitability of the Uruguayan economy and thus to encourage
investment, the GOU will have to control domestic .nflation,
improve the services infrastructure of the country and continue
to support external diversification. Uruguay is too small a
market to be attractive to either unnrotected domestic or
foreign investors. The Uruguayan Government is committed to a
vigorous investment promotion campaign which includes modern
free zone legislation. One of the main objectives of this
campaign is to highlight the contrast between the instability
of its neighbors and the stability of Uruguay.



F. Entrepreneurial Development

Like much of Latin America, Uruguay's business class has been
traditionalist and family-oriented and accustomed to earning
its profits more by obtaining monopolies in connivance with the
central government than from its own efforts. Partly as a
result of this, business is not a well respected career in
Uruguay. There is a widespread recognition in political and
business circles that this cultural milieu must change if
Uruguay is to compete effectively in the modern world. Efforts
are already underway to promote modern management training,
which did not exist in Uruguay as little as 5 years ago,
Government liberalization of the economy and sharp reductions
in external protection have dramatically changed the business
environment., However, the development of a new entrepreneurial
class has not been sufficiently rapid to create new employment
opportunities to fill the void created by the loss of
traditional ones., This is particularly evident in the
wideapread unemployment among young people in Uruguay and the
consequent growth of the informal economy and emigration.

Iv. Program Goal and Objectives

The goal of the Uruguay ADC program is to assist Urugquay to
achieve sustained growth in the 1990's. The three LAC
objectives that characterize the program are, in order of
causality: 1) Improve educational opportunities; 2) Strengthen
the Private Sector; and 3) Increase GOP. Activities under the
first objective contribute to objectives two and three. And
activities under the second objective also contribute to
objective three.

A few words are needed on the LAC objectives not selected.
Increasing agricultural production and promoting exports are
understood to be subsumed under the selected objectives in view
of the fact that Uruguay 1is a small open economy heavily based
on agriculture and livestock. Stabilization of financial
structures may have been an appropriate objective in the past,
but reform is more appropriate for the future. Natural
resource degradation is not a major development issue in
Uruguay. Improvements in infrastructure, i.e.
telecommunications, are important for Uruguay's future
development, but A.I.D. does not have a role in that.
Population growth is practically zero, and health and housing
standards are fairly high.

Strengthening democratic institutions is an objective of the
Embassy and A.I.D. in Uruguay. It has not been treated as a
separate objective in this AAP because two of the three
tentative activities {assistance for the improved functioning
of the judicial system and the legislature) also have economic
rationales, and because the third activity (assistance to
improve civil-military relations) would be dependent on the
development of a suitable regional project.
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In pursuance of the three objectives of the program, USAID will
uge four of the five means endorsed in the ADC guidelines --
institutional strengthening, transfer of U.S. technology,
mobilization of non-~A.1.D. resources and policy change. The
fifth, i.e. activities benefitting LDCs, is not a prospect, due
principally to Uruguay's size, location and pattern of
international relations.



PART TWO - FY 1990/91 ACTION PLAN

I. Program Description

Following Uruguay's return to democracy in 1985, A.I.D.
developed an ESF program for Uruguay to assist the GOU with its
program of economic recovery. The program consisted of a cash
transfer of $25,520,000 and ESF project assistance of

$955,000. The first tranche of both was obligated in June
1986, and the second tranche was obligated in July 1987, As of
December 31, 1988, the ESF local currency counterpart program
had an uncommitted balance of approximately $5.1 million and an
undisbursed balance of approximately $16.0 million Details of
this program are provided in the annual report submitted
concurrently with the AAP. In addition USAID/Uruguay has
received an annual allocation of $100,000 from the LAC II
regional participant training program. The status of that
project is shown in the attached Country Training Plan update
included in the Annual Portfolio report. The funds provided
through FPY 88 are fully committed and the FY 89 allocation is
to be reprogrammed to support a new training project. Minor
centrally funded population activities have been undertaken in
Uruguay and AIFLD sponsors participant trainees from Uruguay.
In FY 89 a PRE-funded activity in free zone development and a
TDP~funded activity in vocational training were carried out.

In mid-FY 88, LAC decided to designate Uruguay as an ADC. 1In
mid-FY 89 USAID/Uruguay received an allocation of $45,000 from
the ITT project, which will be used for ADC project design
purposes, including the hiring of a local PSC to assist with
the development of the program. At this point, USAIND's
attention remains predominantly focused on the ongoing ESF
program, particularly management issues highlighted in a draft
I1G audit report. This will remain the case through the end of
CY 1989, 1In the second quarter of FY 90, with the ESF program
management issues largely resolved and a new government
beginning its term, USAID will be in a position to more fully
define the activities in its FY 90 and FY 91 program. To take
maximum advantage of targets of opportunity, only activities
under objective #¥ 1, increasing educational opportunities, are
being specified at this point. Selection of activities under
the other two objectives will need to take into consideration
the new GOU agenda, mutual agreements with the GOU on the use
of remaining ESF project funds and counterpart local currency,
and actions by other donors.
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The three objectives of the FY 90-91 ADC program are
essentially the same as the objectives of the ongoing ESF
program. Some of the activities in the ongoing program are
appropriate for an ADC program, but some obviously are not. By
early CY 90, it is planned that the majority of the local
currency program which is not appropriate for an ADC program
will have been structured so as not to require or permit active
A.I.D. involvement. 1Included in this are the regional
development projects, the counterpart support for other donor
programs and the private sector credit fund for industrial
projects.

The remaining local currency for which A.I.D. retains active
involvement and the ESF dollar project will be used to support
the ADC program. An activity will be funded from these
resources rather than from Uruguay's allocation under the ITT
project, if concurrence can be obtained from the GOU
counterpart institution, the Office of Planning and Budget
{(OPP), and if USAID concludes that the involvement of OPP will
not prejudice the success of the activity.
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ITI.

Management

The principal issues for USAID/Uruguay and the priority
concerns of the A.I.D. Representative relate to
management. From initiation of the programm in 1986 to

the present there has been an imbalance between

management resources and the management requirements of
the program. Efforts have begun to reduce the

imbalance, but it will remain an issue during the early

part of the Action Plan period. The main contributing

factors are the following:

- ESF Cash Transfer and Local Currency program. An

IG audit of this program began in November 1988 and
the final audit report is due in June or July

1989. Two sets of issues have been identified.

The first relate to compliance problems with the
dollar disbursement and subsequent tracking. The
resolution requires a redeposit of $11.5 million by
the GOU and correct tracking of the use of these
dollars. The second set of issues relates to
compliance with agency policy on the management of
the $25 million local currency program. The joint
programming resulted in the financing of dozens of
specific projects, resulting in a monitoring burden
that far exceeded the capacity of USAID/Uruguay.
Deliberations are now underway to restructure the
program in line with current program interests and
projected USAID monitoring capability.

- Participant Training. Participant training, both

under LAC II and the ESF project, has been handled
without a training officer or training contractor.
A small scale participant training program with its
voluminous procedural and policy requirements, is
the most staff/management intensive kind of
assistance A,I1.D. can provide. It is roughly
estimated that the two training projects, which
together amounted to approximately $200,000 a year,
were absorbiang as much staff time as the entire ESF
cash transfer program. The vast majority of this
time was spent on administrative considerations,
rather than careful targeting and follow up.
Consequently, there is little assurance that the
impact on development will be commensurate with the
staff/management time expended., These management
concerns were a significant factor motivating the
design of our future participant training program
described under objective % 1.



Local Staff. The USAID/Uruguay staff consists of
five trust-funded Uruguayan PSCs -- a program
specialist, an accountant, a secretary, an
administrative assistant and a driver. The program
specialist receives his first formal training in
project implementation during the June 1989 project
implementation course. The office is also in the
process of trying to recruit a fully bilingual
Uruguayan to assist with the development of new ADC
activities. This will £ill a gap in the staff
gtructure left by the departure of the U.S.-PSC
dependent spouse economist in June 1988, So far a
suitable candidate has not been found. Initially
the new PSC will be program-funded under ITT, but
will be shifted to OE funding in mid FY 90. This
position is specifically not being trust-funded in
order to allow the flexibility to use the
individual's services on projects outside of
Uruguay.

A.1.D. Representative. The A.I.D. Representative
splits his time bhetween the USAID QOffice in Uruguay
and the USAID Office in Paraguay. In addition, he
will be responsible for a new administration of
justice project in Argentina. The compliance
problems reflected in the IG audit are indicative
of the costs involved in managing ADC country
programs without a full-time resident USDH. As
noted above, adequate local staff capability and
careful structuring of the program can remedy a
good part of the present imbalance between
management resources and responsibilities. But the
depth and breadth of counterpart relationships
nacessarily suffers if the A.I.D. Representative is
constantly on the move between countries, and this
can mean missed opportunities.

Regional Support. FY 90 obligation plans are not
specific enough to identify what contract actions
may be involved, Both the Junior Achievement and
Advanced Education for Development projects are
grants, which will be obligated by the A.I.D.
Representative. The most critical regional support
for USAID/Uruguay is that provided by the Regional
Controller in Bolivia, This will be particularly
true with regard to the process of clearing IG
audit recommendations. USAID/Uruguay strongly
endorses USAID/Bolivia's request for a Deputy
Controller position in order to ensure adequate
coverage of this post.




i 3
]

Operational Expenses. Operational Expenses
(excluding trust funds) will increase from $45,000
in FY 89 to $104,900 in FY 91. Half of the
increase is the result of the establishment of an
OE-funded PSC position. By early FY 92 all trust
funds will be exhausted, resulting in a further
increase in OE budget needs for FY 92,




SUMMARY PROGRAM FUNDING TABLE

FY 89 FY 90 FY 91

EHR
1., ITT 100 300 200
2. Training - 150 150
Subtotal 100 450 350

PSEE
1. ITT 45 300 500

ESF
1. AJDD - 250 250

TOTAL

1. ITT 145 600 700
2. Training - 1590 150
3. AJDD - 250 250
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