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The purpose of this prosram assistance is ito ~rov ide  immediate balance 
of papents  support to the Gzvernnent of Eruguay CGOU) in orZer to 
assis: in the implementation of its econmic recovery program, 

The $14,000,000 (grant) zssistance will 5e disbursed as a cash transfer 
irsto a G.S. bank account of the GOU. UDOP disbursement of the 
assistance, the GOU will make available an equivalent amount of new 
Fesos, calculated at the highest rate of exchange for any transaction 
which is not -- These Eunds will be used for-wutuallp 
agreed ugaz deweloyrient PurbQses consistent with me general criteria 
of the Foreign Assistance Act ,  esgaciaELy Sections 103-106- 

The GOO w i l l  agree to ass-are t h e  availability of an eqaivalezt a?nolmt 
cE dollars to the private sector for imports of r a w  raterizls, 
inteme2iate goods, and capital goods from the U.S. within twelve 
nont5s following disbursement. 
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nlr ) ( P ~ o c r a m  No. 5 2 8 -  V - J ~  

n A - - ;  A. Ro,ccrzaT.e..-- i-on. Xuthoriz~tion of a $ 1 4  - 3 5 5  -- ;..;liior. Economic Sugpor- Fznd Gran+ Trop ram t o  the G o v e r ~ ~ e a =  
cf L'ruqu~y (GOU) is recomended. The purpose of t h i s  Praprz:! 
is to ass i s t  the GOU to carry out its economic recovery program. 

B. P r o a r a z  Su!n!ary. In 1985, after 12 years of 
ailicarp government, a freely elected civilian qovernment  too^ 
office in Uruguay iz the rr.idst of a severe ec~nomic recession 
which had reduced per c a p i t a  income levels by 17.7 percenc f r o m  
1981. During its first year the new government has n o t  on ly  
made significant proqress in r e s t o r i n g  democratic institutions 
in Uruguay but has a l s o  undertaken a series of measures 
designed to s t a b i l i z e  and reactivate the economy. The GOU . 
signed 3 Stand-by agreement with the  IMf in September, 1985 and 
ics 1985-89 c o m e r c i a l  debt obligations a r e  to be .rescheduled. 
The GOIJWs economic program proposes an increased role  f o r  the 
p r i v a t e  sector in order to achieve an economic growth rate of 
*do percent in 1986. 

la order to assist Uruguay's economic recovery e f f o r t ,  
514 ,355 ,000  05 Econ~rnic Supgott Funds will be provided in W 
1986. The major p o r t i o n  ef the d o l l a r s ,  $14,000,000. will 5e 
prcvided on a cash  transfer bas i s  t o  t h e  GOD. As p a r t  of t h e .  
Cash Transfer Agreenent. the  GOU will he expected to: .(I) 
demonstrate t h a t  the value of e l i g i b l e  imparts from the United 
States is a t  l e a s t  equal to the amount o f  the cash transfer;  
( 2 )  make available an equivalent amount of local currency (new 
pesos) t o  support development activities t h a t  m e e t  the general 
criteria contained i n  Sections 1 0 3  through 106 of the Foreign 
Assistance A c t  of 1961, as amended. In programming the local 
currency, emphasis will be placed cn private, 
production-oriented activities. The remaining $355,000 will be 
obligated in a separate liaited scope grant agreement to 
fiziance studies, technical assistance, and training to support 
the GOU's economic recovery program and the screnphthening of 
de~ocracy in Urugucy. Additional EST, if available in N 1957. 
%ill be program-ed through en arceadmont to :his PPSS.11. 
political and Bconoaic Setting. 



- 
A .  3ack5r22xd.  March 1 3 8 5  s f t e r  twelve years c f  

ziii:ar)* rule, =ks governxent of PresLZe~t Julio SangzLzerrF 
was izzzgurzted. T5e President Ls  a nexker of t h e  Cc l3 raeo  
pare? .  None of :he four golltical parties represented in the - * pari ra inent  --the ColoraCos, the EPS~COS, the Broad F r m t  ( a  
coalition of leftist g a r t i e s ) ,  or.the smLL Civic Union - holes 
a aajcricy. 

Aitk~ugh Vruguay is no te6  far its h i s t a e y  of Constftutlc~al and 
civilian g o v e r ~ ~ e n t ,  t h e  political situation in the e a r l y  1970s 
which led to the a i l i t a r y  governnent was chaotic. A scacnant 
economy generats? discontent with the traditional poli~ical 
system.  The Tupamaro guerilla movement undertook many acts of 
violence. While military rule  effectively ended political 
violence, it a l s o  suppressed civilian political activity an6 
further weakened the traditional political parties. As a 
consequence, when it was decided to r e t u r n  to civilian r u l e ,  
the p o l i t i c a l  institutional framework had to be gradually and 
carefully reestablished -- a process which continues today. 

Because the Colorado party has a minority in the  Congress and 
is operating wi th in  an uncertain political environment, it has 
sought and recently obtaiaed canseasus mong a l l  major p a r t i e s  
on a goaitical National Accord which outlines a nunher of 
propased economic znd social measures in general terms. The 
GOU's perceived need for t h i s  type of accord reflects the 
Government's dependeace on oppostion support to get I t s  
programs through Congress, as w e l l  as a traditional Uruguayan 
belief that consensus is desirable on important issues. Msny 
of these proposed measures are Oesigned to he lp  revive the 
economy and stimulate exports. However, GOU impremenation sf a *  
nunher of recent economic measures, e . g .  a nominal increase in 
petroleum-prices, has generated heated debate in the Uruguayan 
Conqress. 4s a consequence. while the new GOU has undertzken . an ambitious economic recovery program which includes a nunrjer 
of economic liberalization measures, it is not in a strong 
posi t ion v i s  a v i s  the legislative branch t o  implement measures 
which do n o t  have agreement in principle among the two major 
p o l i t i c a l  par t i e s .  

In addition, Eisx action on economic liberalization is 
constrained by the threat of strikes by labor ufiion mcvement 
xhich is dominated by the most  radical groups in Uruguay, 
including the Cormunists, anarchists, tratskyites, Tupamarss, 
and a marxist-lenlnisk socialist party. These labor unions 
called l i t e r a l l y  hundreds of strikes durizg the first several 
oontbs of the new democca:ic goverrment. Labor Leaders 
continue to reject t ~ e  i d e a s  that  waqes should be tied to 
groductivitiy, that inefficient s t a t e  enterprises must be 
triraed, and economic recovery degends on expansion of exports.  



3. 3ecent Ec3zg- lc  ?e r fo r xance .  After severs; years sf 
eccnsz ic  growth, che Urvcuayac eccnomy deteriorated s h a r p l y  i n  
1432. A nuaber 3f f a c t o r s ,  inclxding weakening world dexand 
=-.- - - A  ~ruguay's expor ts ,  rising debt service obiiqaticcs, a 
5eteriorating public sector fiscal position and, finally, 
a n t i c i p a t i m  of a m a j o r  d e v a l u a t i c n  as  t h e  exchange r a t e  b e c a m  
Facreasingly cvervaluee,  led t o  an enorxous Oeterioratkon of 
the balance of p a p - e n t s  in t h a t  year. Even with very i a r g e  
external borrowing, as  shown on T a b l e  1, which  increased t o t z i  
public sector  debt ( Including s h o r t - t e r s  debt and debt of t h e  
financial puSiic sector )  by 61.073 billion, net internaticaa? 
reserves declined by $800 m i l l i o n .  Oespite the very h i g h  le-re1 
of pu5li .c  seccar bo r row ing  and reserve l o s s ,  imports conrrac=ee 
5y $509 million, 3 5 . 9  p e r c e n t ,  zesulting in a 9 - 7  percent 
decline in r e a l  GDP. 

In r e s p o n s s  to this decline, the ggvernaent introduced a s e r i e s  
of econonic adjustnenr xessures. The most isportant of these 
was the abandonment of the program of preannounced exchange 
r s t e  adjusszents (the so-called "tablita"), followed by s n a j o r  
adjustment of the exchange r a t s .  Fron an index of 129.5 
(P980=100), i n  the third quarter of 1982. the resi effective 
exchange r a t e  d e c l i n e d  t o  7 4 . 4  i n  the f i r s t  quarter  of 1483. 
In addition, the GOU atterzpted to reduce the very Large fiscal 
pressures which w e r e  t3e source of auch of its 
inflation/baishce of payments difficulty. 

The evolution of  the GGU's f i s c a l  p o s i t i o n  is s u m a r i z e d  on  
T a b l e  2 .  The deficit of the non-Einancial p u b l i c  s e c t o r  rose 
considerably in 1982, to 10.1 percent of EDP. This resulted 
fron a general decline in t a x  perforaance, increases in re31 
public sector  salaries resulting f r o m  the practice of indexing 
public sector salaries to p a s t  i n f l a t i o n ,  declines i n  profits 
of state snrerprises as economic activity declined, and, z e s t  
ixportanciy, a very large iacrease i n  the expenditures 3f z ~ e  
social security system. The increase in social sacurity 
outlays, by 4 . 2  p e r c e n t  of GDP, resulted from the increases in 
t5e coverage of the system, an increased requireztent for 
unemploynent insurance payments as economic sctivity declineb, 
and the automatic indexation of Senefits tc past inflation. 

In additi~n to the very large increase i n  the fiscal 6eficFt iz 
1982, t h e  GOU began in t h a t  year to shift the burden of a 
number of subsidies from itself to t h e  Central Sank. This 
shifting resulted in quasi-fiscal losses of the central bank 
equal to 8.3 percect of GD? in t h a t  year. Thus, the t o t s l  
* - rlscal deficit, including the quasi-fiscal Losses of the 
central bank, equaled 1 8 . 4  percent of GDP. 



r r x  p- - 
L C I U L L  1 

BALANCE CF P-AY2ERTS S U Y M R P  14 8 2 - 19 8 5 
( X i i l k o n  D o l l a r s )  

CVRRENT ACCOUNT -425.1 " -189.1 - 1 2 4 . 4  -134.6 

Trade aalance -63.9 256.3 165 . 3  L29 .a  
Exports f . 0 . b .  1 0 2 2 . 9  1045. k 924.5 845.1) 
Inports c.i.f. -1086.8 -788.3 - 7 5 3 . 3  -715.2 
Non-Factor Services -185.0 -169.1 60.9 5 0 . 3  

(net) 
T r a v e l  (net) (-198.0) (-164.4) ( 5 5 . 7 )  N.A. 
Othez Non-lactor Ser.(P3.0) ( 0 . 3 )  ( 5 . 2 )  N.A. 

Fac toh  Services (net) -187.6 -287.8 -351.6 -356.0 
Transfers (net) 10.4 11.0 10.0 10.8 

CAPITAL ACCOUNT 

r u b l i c  Sector Total 1072.6 
Non-Financial 2 0 4 . 4  

Central Gov't 2 4 . 4  
State Enterprises 141.7 
O t h e r  3 8 . 3  

Financial Pub. Sect 208.1 
Central Bank 2 0 3 . 5  
Other -1.5 

Pub. Sect-Shart-Tern. 500.1 

85.1 192.4 
2 4 . 2  N .A .  
37.2 N.A .  
-1.3 N.X. 

-51.3 N.A. 
3 4 . 4  N.A. 
3 5 . 8  N.X.  
- 1 . 4  N . A .  
2 7 . 5  107.8 

Private Sector Total -1445.0 -26a .  5 -15.7 -43.9 
C m m e r c i a l  Banks 13.7 -126 .3  133.5 -2L3.2 
Other, Incl. - 1 4 5 9 . 7  -139.7 -iS0.2 125.3 
Errors & Omissions 

Overall SurpluslDeficit -794.5 

p-preliminary 

Source: Im, Recent Economic Developme~ts, March 20, 1985  
T a b i e  63 and unpubflshed BCV d a t a .  



FISCAL POSITION Of TEE NOM-FINANCIAL P'CBLZC SECTOR 
AND QUASI-FISCAL LGSSES OF THE CENTRAL BANK 

(2ercenc of GDP) 

Current Revenue of General Gov't 21.1 20.9 8 . 1  2 0 . 5  
Current Expenditures O F  General Gov't 2 5 . 6  2 2 . 5  21.5 2 1 . 5  
Public Enterprise Curre2t Surplus  0.3 0 . 7  2 . 3  1 . 3  

Current Account S u r p l u s  of Non- 
F i n a n c i a l  Public Sector  - 4 . 7  -0.9 -1.1 0.8 

Capital Account of t h e  NFPS -5.4 -4.0 -3.5 -4.5 

Overall Surplus/Deficit of the NFPS -10.1 -4 .9  - 4 . 6  - 3 . 8  

Central Sank Deficit - 8 . 3  -11.4 - 4 . 9  - 4 . 4  

Combined Deficit of +he Son-Financial 
luhlic Sector and Central 3snk -18.3 -16.3 -9 - 5  -8 - 2  

financing 
External* 
Domestic 

1 8 . 3  6 3  4.5 8 . 2  
N.A .  6.0 2.3 4 . 9  
N . A .  10.3 7.2 3 . 3  

p-preliminary 

* Includes dollar-denominated bonds and bills h e l d  by dome=~ic 
residents. 

Source: IXF,  Request for Standny Arrangemefi t ,  August 30, 1 9 3 5 ,  



SLY-MM4RY STATISTICS ON ZCGNOMIC ?E2FOWANCZ 

Grswth i n  Seal GDP (%)  1.9% -9  ;7P -5 .0% -1.3% . 

Consumer ?rice Index 
(percent change, 
year end basis) 99.4% 2 6 . 5 %  51.5% 66.1% 

Unemp Eoynent 7 . 5 %  12.7% 14.9% 13.3% 
(year end basis) 

Index of Real Wages 0.7% -11.2% -10.8% 0.0% 
(percent change, 
year end basis) 

Change in Sanking 39.4% 109.7% 13.1% 50.4% 
S y s t e m  Credit ta 
Trivate Sector 

Change in Total 45.5% 7 3 . 8 %  13.7% 5 3 . 8 %  
Monetary Liabiiiries 
of t h e  3ankisg  
System to 
Private Sector 



-. - - . - 
;ne c e f l c l t  sf the rc3-r~czxc~ai pub,ic sector decreased 
s h a r a i y  in 1533, prinarilg as a resuLt sf t h e  sban&onzenc by 
t h e  GOU in Nover.ber 1382 of t h e  golicy 3f full icdexario~ of 
w a g e s  and Senefits. This policy change, combined with 
accelerating xeasuredinflaticn resulting from the larqe 
exchange rate adjustment, reduced the central governirtent xage  
5ill from 7 . 4  to  5 . 9  percent of GDP and the expenditures a f  the 
sociai security system, from 13.7'to 11.1 percent af  GDP. As a 
result, the d e f i c i t  of the non-financizl public sector was 
reduced =o 4.9 percent of GDP. 

Vnfortunateky, the fiscal improvement in the non-financial 
puklic s e c t o r  was partially offset in 1933 by a substantial 
increase in the quasi-fiscal deficit of the Central Bank. 
These losses increased despite a rnodest reduction i n  the 
subsidy to the Mortgage Bank (from 7 . 5  t o  5 . 8  percent  of Gap). 
They r e s u l t e d  from losses on export prefinancing ioans  
(contracted from a temporary program enacted for a few monchs 
in i 9 8 2  and costing an amount equal to 1.3 percent of GDP iq 
1383) and from the mounting ccsts of external i a t e r e s t  
obligatlcns on the  Central i3ank" sown external borrowing (=r s .  oru 
0.8 =o 3.1 percent of GD?). As a result, the losses of t h e  
Central Sank increased from 8 . 3  percent of GDP in 1982 t o  13.; 
percent in 1983 and the combined Eiscal deficit of the 
non-financial public sector and losses of the Central Bank on ly  
decl ined f r o m  18.4 percent of GDP to 36.3 percent. 

D e s p i t e  che  GOU's f a i l u r e  t o  rectify its fiscal problems, the 
external accounts generally stabilized in 1483 as a result 3f  
the exchange rate adjustment, continuing larqe external 
borrowings, and significant further co~pcessloa of i n p o r t s .  
This stabilization, however, required substan-zial  net new 
public sector borfowing equal to $437.5 r n i l i i s n .  This was fat 
less than the $ 1 , 0 7 2 . 5  million borrowed in 1982 but still 
clearly unsustainable. Merchandise exports remained 
essentially unchanged, while f a c t o r  service p a p e n t s  rose 
substantially as a result of the increase in excernal debt 
accumulated in 1982 and 1983. Ulcinately, the external 
sccounts were balanced by a reduction in merchandise imports 
frcm $1,086.8 mil l ion  to $ 7 8 8 . 3  million. Largely as a resul t  
of this inport  compression and the decline in real private 
sector credit by 11.3 pezcenr resulting from the continuing 
large fiscal and quasi-fiscal deficits, real GDP d e c l i n e d  by a 
further 4 . 3  percent in 1983. 

As a result of the cumulative two year decline in real GDF cf 
12.9 percent, private commercial banks experienced increasing 
financial problems, leading to widespread fear of a collapse of 
the banking system. To deaf with this t h r e a t ,  t h e  Centrzl Bank 
in late 1983 engaged in a h i g h l y  controversial o p e r a t i c n  i n  
which it purchased loans of dubious quality from private (and 
l a r g e l y  foreign-owned) financial institutions in r e t u r n  for t3e 



p u r c h a s e  by the corrmercial Ssnks sf centrai bank Sands equal r a  
skree t k e s  t he  v a l u e  of t h e  I ~ a n s  purchased. In the s h o r t  
r m ,  this three-far-one purchase served 30th to b o l s t e r  t h e  - - r~nancial s y s t e m  and provide the GOU with a cozvenient s w r c e  
of non-inflationary (and priearily external rather than 
5cnestic) financing f o r  its fiscal deficit in i984. In the 
l o n g e r  term, hawever, the financizl losses of the Central Bank 
an the  poreo l io  purchased have groved to be a major and . 
continuing fiscal Surden. 

During t h e  course  of 1 9 8 4 ,  t h e  GOU nade considerable progress 
i n  improving its fiscal position, particularly i n  Iinlting the 
quasi-EiscaP losses of the Central Bank. As a result af 
shifring (and substantially reducing) the subsidy to the  
Mortgage 3ank back to the Central Government budget, the losses 
sf the Central Bank were reduced from 11.4 percent of GDP to 
5.1 oercent. The prinary source of t h e  renainiag quasi-fiscal 
deficit of t h e  Bank was the continuing loss on the previous 
year's portfolio purchase scheme. 

Desgl te  the assumption by t h e  Central Government af  the 
mortgage subsidy, the deficit of =he non-financial public 
sector was further reduced in 1984 co 4 . 3  percent of GDP. This 
reduction was largely accamp~isked through long overdue 
increases in public enterprise c a r i f f s  and a significant 
further reduction in the public sectar  wage b i l l ,  and was 
ac5ieved despite a further deterioration in Central Governaent 
t ax  performince. Tax revenues declined from 54 .4  percent of 
GDP in 1983 t o  13.8 percent  in 1384 .  

Overall, the l e v e l  of the combined public sector  deficit and 
quasi-fiscal deficit of the Central 3ank equaled 9 . 4  percenr, 
down substantially from t h e  16.3 percent  of GDP of 1483 but 
slill far too high to permit substantial recovery of the 
Uruguayan economy and simultaneausly achieve price Level 
stability. 

The external balance in 1994 remained essentially unchanqed 
despite a very large  cyclical decline in mezk exports. Lower 
meat volumes largely accounted for a fiecline in merchandise 
exports to $925 million from $1,045 million in t h e  previous 
yeas. Offsetting t h i s  decline was a major ingrovemefit in the 
sravel account borh because of a l a r p  increase in foreign 
tourism receipts (to $175.3 million from $84.7 million t h e  
previous year) and because of a decline i n  Uruguyan tourism 
abroad (to $119.6 million from $ 2 5 9 . 1  aillion i n  5983). These 
improvements also helped to offset a very large increase in 



. . f a c t ~ r  s e c s l c s  payyezrs a 8 r c z l  resz-::~q f r c z  cke sFzez3Le zeu 
- .  - .  exttrnai 2ebt csntrzczea in the ; ~ e - ~ ~ F s u s  E x @  y e E r s .  0 - J E L ~ L  

the cxzrenc account  deficit i2proved rligktly i n  1984 t~ $124 
alllion froc 3189.1 2 P 1 1 i 2 ~ i  of  the prevl9us year.  

As a result 95 t h e  izproverien= i2 t h e  capita: account and a 
z3joz turnaroun~ in p r i v a c ~  sector c a p L t a l  xovemenrs, the 
public sector's ner bortowlcg declined to $ 8 6  niLhion. >lsch sf 
c5e reducricn in zet g r i v a t e  s ec t a r  c a p i t a i  outflows, which 
were reduced Co $12 3i:licn from 5259 ziihi2n i n  the p r e v i o ~ s  
yeas, reflected capital inports by foreign-owned Sacks needed 
t o  2articipate in t h e  tencrai Eank's p ~ r t f o l ~ o  purchase 
schexe. Since chese inflcws reprzsenzed indirect external 
o b l i g a t i o n s  Sy :he Central Bank, m c h  of the appa ren t  re6~ctlzn 
in public sector external b~rroninq was  illuscry. 
As a r e s u l t  of t h e  continuing l a r g e  puhlFc sector borrawing 
requirement and t h e  financial stringency needed to naintain 
stabiliry in t h e  externaZ accounts, r e a l  60P continued to 
decline in 1484, although by oniy  1.8 percent. However, 
L n f l z t i o n  accelerated to 52.1 p e r c e n t  on a year end basis f r o =  
5 1 . 5  percent  i n  1983. 

During t h e  cDurse of 1985,  the GOU was a b l e  to bring z&out a 
xininsi econcrnic recovery a t  the cost of a widening sf i ts  
balance of payments deficit an2 a marked acceleration ~f 
tnflation, Based on very preliminary data, the  combined 
deficit of the non-financial gubhic sector and quasi-Eirca: 
E~sses of the Central Bank zxe esti?ated to have declined t~ 
8 . 2  percent of GDP, with t h e  Centrai Government a c c w n t i n q  f o r  
rhe bulk of t h e  decline. (More recent but still fragxenrsry 
estimates suggest t h a t  the deficit nay, Fa fact, have been as 
l a w  as 5 . 6  percent of GDP.1 Despite conzinuing large lasses on 
t h e  p o r t f o l i o  purchase schene, the Central Bank's losses a r e  
estimated to have declined by 0 . 5  percent of GDP while the 
financial position sf the state enterprises detericratod zp L.2 
gercent of GDP due to delays i n  tariff adjusiments and some 
build up in inventories by the state enterprises, The 
improvemen& in the Central G0vernment"s positi~n was prizarily 
a r e s u l t  of a significant increase in revenue resulting b o t h  
from an increase i n  the value added t a x  and petr~leum tzxes 
enacted fate in the previozs year and fr~a a variety of tzs 
zeasures enacted by the present soverzment in June- 

The balance of payments recovered somewhat in 1585 ta a deficit 
of $36.1 m i l l i o n ,  despite some f u r t h e r  deterioration in t h e  
current account.  Exporrs declined to $845 million pr iz ia r i iy  
due to a f u r t h e r  decline I n  beef exports. Izports a l s o  



regisrere5 a f n r t i e r  2ecEine t 3  5715 zillion. The bzlance s~ 
nan-factor services izpraveC ~y $ 2 0  million as a r e s u l t  cf t 
f z r ther  inpravernent in t h e  t r a v e i  account, while declr~es in 
x o r l $ 5  in teres t  razes produced a v e r y  saaLf reduction in the 
deficit on factor services. OveraP1, the current account 
worsened 3y 510.2 nillion. 

In the capital sccount, the temporary capital inflows 
associated with t h e  p c r t f o l i o  purchase scheme xere reversed i n  - 
1985, v i th  co~mercial banks recording a $219 T ~ P L S G ~  outflaw 
and o the r  grivate capital record ing  a $ 1 2 5 . 3  nillion infrow. 
Cverail publ5c sectar  Sorrcwiag showed a $ 2 9 2 . 4  ~ i L L i o o  i f i f l c w ,  
0 5  which $108 million reptesented sho r t - t e rn  Sorrowing, 
primarily by s t a t e  e n t e r p r i s e s  t o  cavez cash shortages 
resulting f ron  their increased fiscal deficits. The reversal 
of shorr-tern c a p i t a l  novements and errors and omissions is 
diffic~lt co account 5ar but may reflect some recovery ia 
c a n f i i k n c e  in Uruguay as a regional banking center .  

wi-3 its ccntinuing high fiscal deficit and a sodest 
dereriaration in the barancs cf paments,  U r ~ g u a y  ex7erienced a 
sarkeC aeceLeration in inflation during 1 9 8 5  with t h e  C P I  
increasing by 5 3 . 0  percent on a year end basis. Overall 
economic activity is  escirnated, on the b a s i s  of very 
preliminary numbers, to hzve increased by 0 - 9  percent, the - - zrrst increase since 1481 but still Less than even Vruguay's 
Pow r a t e  of population growth. 

OveraLP, it is reasonable to characterize Uruguay as I t  enters  
1936 as an econorny which has been thraugh a wrenching pericd af 
adjustzent, and which has managed to a c h i e v e  a good d e a l  af 
adjgstxent. both  of its exchange race and aE its fiscal 
accounts. The r e a l  effective exchange rate, as estirnatee by 
the I = ,  was 40.8 p e r c e n t  below its third quarter I982 peak, 
although it has shown some tendency to appreciate in recsnt 
2 ~ n t h S .  The fiscal deficit, including the quasi-fiscal losses 
of the CenrraP Bank, has been reduced from 18.4 percent of GDP 
in 1982 to an estimated 8 . 2  p e r c e n t  of GDP in 1385. The 
currt?nt account deficit sf the balance of paymeats was reduced 
to $ 1 3 4 . 6  million fron its peak of $ 4 2 6 . 1  nillion, despite a 
series of adverse external developments- However, the 
Uruguayan economy has nor pet been a b l e  to resume sustained 
growth, whiie inflation remains at unacceptably Rig3 Levels. 
Noreover, social teasions resulting from the  consequences of 
fou r  years of adjustment rensin a serious coccern. As shown on 
TaSle 3 ,  unemployment a t  the end of 1985 stood at 10-8 percent  
of the labor force, down frsm its peak of 14.4 percent of 1983, 



i l l  - - - - 1  *b-  7 . 5  gercent  recareod a t  kze ezd cf ,,, well 15cve ,.., 
7 1 m 3  Sizilarly, while r ea l  ----  ~ . = % e  levels recovered fn i395, 
+- ,.,ey -* stlli r e n a l 2  %?el?. t e l w  the xage Levels of L981,  The 
a5jsctive sf t h e  GOU dasirig 1366 256 beyond is to achieve 3 
res-sz?zion of econoaic grow:h xkile red~cing i n f l a t i o n  a n d  
grsventing a deteriorarion in the external accounts. 

C. Saiacce of Paynants Out look  f a r  1986 and 
I jnf inanced Gsp. As a r e s u l t  of a combination af external 
c2evelopmenzs and policy measures tntroduced by the GOU, the 
external accounts of Uruguay arc  prcjecred ta isprove markedly 
in 1986. The chief ex te rna l  source of this iaprovement is the 
5ecliae in world c i l  grices. I n  addition, towever. a l l  majar 
export czitegosies with the  exception of meat  exports, a r e  
projected co show significant recovery. The nissionbs 
projection af e x p r t s  2nd impaozs  f o r  1936 are shown on Table 
4 These projections Rave been develoaad in cansuPtatiah with 
CQU affislals but represent t h e  Mission's Own projections. 

Exports of neat (chiefly beef) are projected to continue t h e  
declining trend of the past severaH years with a decline in 
volune of L 5 . 5  percent ,  an iy  slightly offset by a 1.4 percent 
iaerease 5n unit values.  E X F D ~ ~ S  of w o o l ,  in contrast, are 
projected to increase  by $LO nillion in Egg6 on the basis of a 
3.4  percent  increase in voiume and a 2 . 4  percent increase in 
e x g a r t  p r i c e s .  

A~onq ncn-"caditianal exports, textiles are projected co S ~ G X  

z~derats improvements in 90th valumes and prices i n  the face C E  
tight external nazke t s .  an the o t h e r  hand, expart vafunes cf 
Heather and Beather prodncts a r e  p~ojectad to decline i n  
? a r a l I e l  with the signifie~nt decline in beef exports. "ether" 
non-traditional expDrts. which includes a b r ~ a d  range cf 
zanufactured goods, are  projected ta increase significactiy i n  
Y O ~ U E ~  8s a r e s u l t  af inczeased denend in destination sarkets. 

On the Pxpsrt side, the must significant dcvelcgrnent f o r  1986 
is the sharp decline i3 uonld oil prices. APthough che average 
level cf iapsst prices i s  difficult to predict ac khe present  
time, t h e  projection an TaSBe 4 assures an average price f o r  
the year ~f WL5 per barrel ,  sown fsaw $ 2 8 . 0 6  ger hzrrel in 
1985. Thus, despite a increase in petroleuzn consumption 
prajetred based on a projected decline in real domestic prices, 
although less than the  decline In Impore prices, the value of 
-pzcrsleum i n p ~ r t s  is projected to decline from 6223.6 millisn 
in 1985 to $ 1 4 3 - 4  aillion in 1986. 



,3-"-G7- - --m-- ,,..,, ,,.. p,,,s a r e  sezexksz Zsze  Z i f f l c ; l =  '-2 f o ~ s c z s - ,  ac-,d 
3egend z n  t3e r s a l  r s t e  of grsxrh ?f rze Scxestrc ecaaoay, ske 
seczsral 5istrl=nrion of zAa: q r a w t h .  acd tSe r e a l  excnange 

,,herzaze, z c t u a l  izg~rts, as ~ p ~ G s e 5  tp anre z a r e .  Fut- 
1 ~ 2 ~ r :  SesacZ, w i P 1  depend on the zvaFPzSiiitp cf e x t e m a L  
resozrzes = D  sxpply thar dezand. The Cenrrzl Sank has 
eszizazed, based on p a s t  pa t t e rns  of ixz~rz demnd, the Likely 
seczoral dlstr=Sution of domestic-grout4. and no significant 
change in the r e a l  exchange rare, t h a t  the achievement GE its 2 
percent grcwr5 t a rge r  fo r  L385 urlB req~ire an increase  in the * 

volnne of non-oil iapcszs equal tg 7 . 2  perceat. C m i i n i n g  tkis 
virh an estinated increase i n  nsa-sPP snit values oE 4 . 0  
psrcent, yiekds a projected Level of nsc-oiF imports of $548 
slPlLon and a totah iaport requirement oE $691 nLlkio~. 

-L~ong the other por t ions  of the current account,  tourism 
receipts are expected to be signiticantlp higher in 1936 as a 
resul: of a very strong summer season in 3anusrg and Febr~ary. 
Offsertinq this to soGe extezt  a r e  higher tourism expenditures 
by Uruguayans abroad. Bet Eactsr  serv ice  payrents are 
pmjecfed to decline as a r e s u i t  sf deellning w o r l d  in te resc  
sayments despite a noderate increase in t o t a i  eebt PII 1485. 
Transfer payments are essentiaLly unchanged. Overall, t h e  
current account deficit is prsjeeted to declrae to %58 milLian 
from its level of 3135 millisn in 1 9 8 5 .  

. 
Z z  the capital account. :t 1s useful to distinguish between 
ordinary e a p i z a l  inflaws and those specifically associate2 w i t h  
Salance of payments sugporc- Such a distinction is always 
ao5i:rary and is ?ar:icuZarLy so in the present Uruguayan csse 
because much of the "extraordinary" financing is actually 
zsscciated wlzh projects .  Nocetheless, as shown on Table 5 .  
=he Uzxguay3n public sector would be expected to receive $122  
aiflicw i n  normal pro jec t  finaacing. suppliers ceedics, etc. 
A t  t3e same tize, in the absezee of the co~=erciaP bank 
zesrhed~Ling, is would face 5 3 4 6  million in arnartizarion 
paynects, and would undertake an esticared SL5 millicn i n  cew 
short-zers borrowiag. 

Capitax zovefients undersaken by the private set roe  are, of 
necessizy, highly  uncertain. T3ls is especially true i n  
Uruguay because ~f the cguntry's longsta=Ging roie  as a 
resional financial center whose p r i v a t e  capital flows are oSren 
influenced as nuch by developments in neighboring countries as 
by events in Uruguay. During 1985, privare capi taL  zovezenrs, 
including errors and onissions, equaled -$93.7 nilxian. Xn - 
1986, this has been projected to increase sLightLp ts 4 1 3 0  
nillion on t h e  basis of expecred izpraue~ents in political 3116 
economic c~nditions i n  ceishbooinq countries which is likely t3 
encDur3ge residents 3f those c3unzries =o repazriate their - 
funds . 



1435 1985 VoL~re Price 
Change Change 

% % 
345 884 

?!eat 
Wool 
O t h e ~  

Rice 82 8 5  4 - 1% -0.4% 
F i s h  and Shellfish 43 53  6.2% 4 , 0 %  
Textiles 46 PO4 3 .a% 2.0% 
Leather akd Leather 2 r o d ~ c t s  6 2  59 - 5 . 0 %  2 . 0 %  
O t h e  t 264 242 5 . 3 %  5 - 0 %  

IMPORTS (c.i.f.) 715 6 9 1  

Pecroleurri and Ref5ne3 P r ~ d u c t s  224  PC 3 20.0% -45 .5% 
O t 5 e r  4 9 2  5 4 8  ? , 2 %  4 . 0 %  

Source: BCU unpublished data and Mission estinates. 



1386 
' DEBIT CZEDLT NET 

CYRRENT ACCOUNT L375 1 4 3 3  - 5 8  

Exports ( 5 . o . b . )  884 8 8 4  
Izports (c.i.f.1 591 -63L 
Travel 2 6 5  175 30 
Qthec  Son-Factor Services  142 1 4 5  -4 
Factor Services 6 8  4 L f  -349 
.m r ransfers 15 4 12 

CAPITAL ACCOUST, EXCLVDING 
EXTRAORDINABY FINANCING 13 7 4 7 5  -334 
Ordinary Public Sector 
Financing, Medium & 
Long Tern 122 3 4 6  - 2 2 4  

Short Term PuSlic Sector  15 15 

Private Sector, i n c l u d i n g  
E r r o r s  & Omissions 

BALANCf, EXCLUDING EXTRAORDINARY 
FINANCING 

EXTRAORDINAZY FINANCING 3 7 3  3 7 9  

Ca;rmer@ial Bank Rescheduling 2 9 9  2 9 9  

Other Balance of Payments 
Supporc 8 0  

Commercial Bank Cofinancing ( 4 s )  
Advance Disburse~ent of 
XBRD Loan ( 2 5 )  
Conmercial Bank Trade Credits (10) 

BXANCE WITH EXTRAORD PNARY 
F ISANC I NG 

Source: BCU unpublished data  and Mission estl~ates. 



-kp ,.., ,,,,, ac.n-*a e s t l - a t e s  yielZ a n  ex s c t s  k a L a r c e  sE p z y ~ e n z s  q23  3 5  
c - c -  - - - "  
3 5 y r  21,1132. The z o s r  izportanc source f ~ r  filling this gzp 
is  he m l t i - y e a r  comeocial  bank rescket5ukicg. 'The detzils 3 2  
L ,,,e -" effects of t h e  comerciak Sank rescheduLing azrar igerezrs  
a r e  s5owe on T=$Pe 5 .  This agreenenc was reached i n  9rLncisLe 
in itte 1985 but  remains ucsigned as 35 c h i s  tine- 
None=hePess, bcth the GOU and its bank ==editors have created  
the amounts invo lved  as if they had been rescheduled. The 
agreement calls for the rescheduling of $1395 million in 
ancrtizatian gayments fal:ing due in the five yezr perioa 
beginzing 1985. 

In ad2icion to t h e  deSt rescheduling, the 60U prajects f c r  1436 
a disbursenent of 5 4 5  million i n  c ~ m e r e i s f  bank cofinaacing of 
a World Eank energy loan ,  $25 million in advance disbursements 
af Wor ld  aank l oans ,  and $10 million in increased trade creerrs 
negotiated w i t h  Europeah c o ~ ~ e r c i a l  banks- The remaining 
balance of payments gag is projected to be filled hp the X.1.D. 
Cash Transfer. The resources to finance this gap from the 
A.I.D. Cash Transfer will enable  t h e  GBU to make available 
sufficient f o r e i g n  exchange to provide the imports needed to 
s u s t a i n  2 percent real growth and avo id  a n y  significanr 
reduction in net internacienal reserves. 

D. The GOU Econorie Stabilization Program and I M F  
Aareezent. In general t e r m ,  the economic program of the new 
Zsuguaysn government, as stzred in i t s  l e t t e r  of requesk t~ XI3 
(see Annex P), is directed toward the g r a d u a l  f u r t h e r  opening 
of t h e  economy to international narket forces, t h e  redueticn of 
che regulatory burden on domestic producers, and an Increaset? 
reliance upon the free p l a y  of narket forces to affocace 
resources. Although the GQU program does not abandon the 
traditional Uruguayan (and Colorado Farty) objective of 
providing a high level of social services to ics popuiatlon, 
the p r e s e c t  GOU sees inprovenents in this area as a goal  to be 
achieved through a strengthening of its economic s t ruc tcre .  

In Segtezber 1985. the GOU entered into an 18 month Standby 
Agrsenent wits the PMF in an amount of SDR 122.85 million. 
Uruguay c~ncurrently received a drawing from the Coapensatary 
Facility in an amount of SDR 66.1 million. At the  sarcre rize, 
the GOU entered i n t o  neqotiatioxs with its csmercial bank 
creditors for a rescheduling of amortization corning due in the 
period 1985-1989, over  a twelve year psriod w i t h  three years 
grace ,  at an i n t e r e s t  r a t e  of 1.375 percent  over LIBOR. 



MEDIL% TZRM EXTE4NAL DEST-SERVICE PROJECTIONS 
AFTER AN?ICf?ATED RESCWEDULINGS 

(Million Dollars) 
1986 1987 1988 1 9 8 9  1940 

PUSLIC SECTOR MEDIUM 
AND LONG TERM 320 373 379 398 512 

.&ror tk ta t ion  
Interest 

of which: Impact of 
Reschedulings - 2 5 9  - 3 0 4  - 2 5 6  -124 2 5 9  
Amortization (-299) ( - 3 7 6 ) ( - 3 6 5 ) ( - 2 4 0 )  (113) 
~ n t e r e s t  ( 4 0 )  ( 7 2 )  ( 1 0 9 )  (lL6) (146) 

PUBLIC SECTOR INTEREST OW 
SEORT-TERM DEST 4 2  40 39 41 4 3  

PRIV. SECT. DEBT SEBV. 132 135 135 141 148 
_&~ortization 32 34 2 5  37 38  
I n t e r e s t  100 102 100 PO5 lL0 

Source IAW, Uruguay-3epuest for Stand-By Arrangement, Augus= 
3 0 ,  1985, T a b l e  11, and BCU and Mission Estimates. 



The e e c t r a l  f 2 ~ i ~ r e  of  the stsbilizztion program is 2 series o f  
expen6ituze and revenue 3easures designed to reduce the 
cz~jined eeficit of the consolidared public sectcr rnc CeztraL - 3ank zo less r h a n  5 percenc of GDT for calendar 1986. Cn the 
ex2enditure side, Central Governr.ent ex2enditures in t h e  
zgqzegate a r e  to remain essentiaily unchanged a t  about 18.1 
percent of G D P .  Decreases in Central Gavernment expenditures 
a r e  to be obtained from decreases'in the real value of social 
security paynenrs (projected t o  save one-half percen t  of GDP), 
a 10 percent  o v e r a l l  r e d u c t i o n  i n  Centzzl Governnent non-wage, 
non-ificezest current expenditures (one-quarter percent of GDP) 
and a najar cutback  in t h e  t rans fer  payments to the Mortgage 
Bank (three-quarters percent of 63P). Offsetting these 
5ecreases a r e  to be increased expenditures in a "National 
Eaergency Expenditure Plan" and in export prefinancing proqraa 
xhich are anticipated together to cost 1.5 percent of GDP. 

Given that Central Gavernrcent expenclitures a r e  t o  r e n a i n  
essentially unchanged, t h e  p r i n c i p a l  sources of adjustzent is 
public sector revenue. A package  of t a x  zeasures enacted in 
Cune 1485 included an expansion of t h e  property t ax  t o  include 
financial assets, an across-the-board Lncrease in customs 
duties by 5 percentage p o i n t s ,  a one-half p e r c e n t  increase in 
zhe t a x  on foreign exchange transactions. certain changes in 
the corpora te  income tax ,  and the i n i r i s t i o n  of a withholding 
t a x  on p r o f i t  rezittances abroad.  These neasures a r e  projected 
to increase Central Government current revenue by 1.5 percent 
3f GDP over t h e i r  1935 levels. 

A significant p a r t  af  the fiscal improvement in the GOU p rog rza  
is to come from increased surpluses of state enterprises 
achieved through upward adjustaents in their t a r i f f  s c h e d u l e s  
enacted d u r i n g  1985. These  a r e  anticipated t o  reduce the 
deficit of the consolidated public sector 5y 1.1 percent of 
GDP. Finally, a 0 . 2  percent of GDP redcction in the public 
sector investment budget is projected to contribute to an 
overafl reduc~lon in the deficit of the Consolidated Public 
Sector to 0.9 percent of GDP. 

The quasi-fiscal losses of the Central Bank primarily a r i s i n g  
from the portfolio purchase scheee of 1982-83  rezain an 
inrractzble problen. The GOU is committed to reducing these 
losses through a more vigorous  e f f o r t  to either obtain regukar  
repayments from those borrowers w h o  are  solvent cr tc begin 
liquidation procedures far those who are not. The prospect for 
t h e  success of this effort is uncertain, however, and the GOU 
itself pro jec t s  o n l y  a 0.3 percent reduction in the Bevel of 
Central sank losses as a resuit. 



Ths overall 2ackage of fiscal zessuzes is still prciecred to 
:save 3ruguay xith a Izrge, although probably rianageable, 
public s e c t o r  borrowing requirement. To help finance this 
remaining deficit, and still naintain an adequate r a t e  of 
growth  of privace sector credit, the GOU is attenpti~g to 
iziprove 5omestic resource mobiPitation through the financial 
system. To this end, it has recently rsrnoved t h e  l e g a l  
in t e res t  r a t e  ceilings on Laan interest rates, which had 
previously had t h e  effect of depressing deposit interest'rates 
b e l o w  the rate of i n f l a t i o n .  As a result, current i n t e r e s t  
rates for thirty day deposits range from 66 to 70 percent, as 
coapared with a projected rate of inflation (according to 
private sector sources) of 6 5  percent for calendar 1986. 

In its Lezter  of Request to the USC, the GOU also sets f o z t h  
aditionaf policy objectives to be achieved during its t e r m  of 
office. Of particular inpostance is that of reducing both t h e  
overail level of irnporr duties ( inso far  as this is cornpacible 
with fiscal objectives) and the dispersion of tariffs, in order 
to reduce the level of effective prorectian of domestic 
xanufacturing and improve the efficiency of domestic producticn. 

111.. Justification for the Proposed Program. 

A Political Justification. The rationale for the 
proposed assistance is political, i-e. to provide t a n g i b l e  
support  for Uruguay's return t o  democracy which is perceived by 
the United States Government as a significant positive 
political event within the hemisphere. Consequently, the 
1986-87 Foreign Assistance authorizing legislation (the 
International Security and Development Cooperation A c t  of 1985, 
Section 7 2 0 )  included an ESF earmark for Uruguay of $LS million 
per  year f a r  FY 1986 and FY 1987.* As discussed in Section 
1I.A. Uru~uayan civilian political institutions have been 
relazively weakened by t w e l v e  years of military rule  and 
democratic institutions are s t i l l  fragile. To the extent tha t  
canstzaints on growth of the Uruguayan economy can be reduced, 
the GOW's ability to maintain political stability within a 
denocratic framework will be enhanced. The p r o v i s i o n  of ESF 
assistance to Uruguay will help help the GOU carry out i t s  
economic program and alleviate the pressures on t h e  externai 
account which would  otherwise lisit economic growth, 



7 9 .  =c=nozic ;cstificztizc. Over rhe pasc t h ree  yea rs ,  t c e  
GOG kas ;anaged co stabilize i r ;  external accounts a r  =he 
ex2ense of a consi3er3ble accelersti~n of i2fLztion, 
subscsntial increase s  in unenpfcymenz, 2nd very Psrge 5ccre3ses 
i n  its external debt. T h e  gresent goverxzent cane to office 
eetzrained to rernecy the defects in the adjustnent process 
begun by the previous government. In particular, it prcgased 
ta continue reductions in the fiscal and quasi-fiscal deficit 
in order to exgand the availability cf credit to the private 
s e c t o r  xhlc3 will be needed to s~stain a two to three gercect 
r e a l  grcxth per year and at the sane tine reduce Inflation. 

In order to achieve a t  l e a s t  t w o  percent r e a l  growth  iz 
i985 and still balance its external accounts, the GOU has 
arranged a package of exter2aP fFnancFng for 1586 which 
ixciudes a multi-year rescheduling of amortization payments due 
to i t s  commercial bank creditors over a five yezr perLod. aad a 
totah of $150 million in new credits over an 18 m o n t h  petioe, 
of xhich t h e  AID grant is a p a s t .  The AID c a s h  transfer is a 
relaciveiy small part, in absolute site, of the t o t a l  financing 
package but it is an ieportant sWbol  of the U.S. qovernrcencs 
s u p p c r t  of t h e  policy e f f o r t s  of the present  government to 
achieve a more efficient economic structure through t h e  
reliance on m a r k e t  xechanisms, and the gradual openiag of the 
Uruguayan econory to external. narket forces- 

IV. P r o q r a m  Cescriotion. 

A. Program Overview. 

1. Justification for a cash transEer and a small 
technical assistance/trainina grant. The alt~rsatives to the 
proposed Cash Transfer are a commodity import program and 
prsjectized assistance. A cash transfer is particularly 
attractive because it may be quickly and easily disbursed ace 
because it facilitates economic growth by ailowing a greater 
volume of imports than would be possible without such 
assistance. A commodity inport program would achieve the sace 
sbjective but would require that a complex an& unwieldy 
aonitorinq aechnaism be established. thus creating a very hezvy 
nanagenent burden. While f u l i y  projectized assistance xight 
have a more direct developnental ixpact, it would require a 
long disbursement period and increased A . 1 - 3 .  scaff t~ xionitor  
project activities. Xevertheless, there are certain technical 

"As a r e s u l t  of Gram-Rudnan-Hollings, the amount available for 
obligation in FY 1986 is $12,355,000. The anount available 
f o r  ohligstion in FY 1987 is not  known a t  present. 



assistance azd training nee& t o  suppct t  t h e  GOUss econorir 
recovery program xhich z r e  most effectively financed t h r z u ~ h  a 
separate i i z i i zed  scope grant p r o j e c t  agzeeaent. 

A Cssh Transfer is ther5faze the preferred ~echanis3 to than-el 
t h e  aajor p a r t i o n  of the funds, $i4,000.000. In addition theze 
will be a snail $355 ,009  grant agreenent f o r  technical 
assistance and training activities. This mix of program and 
projecz activiries c a n  be effectively managed by a USDH A.X.3. 
cfficer who will 5e assignee t~ Urugusy. Sicce this officer 
will be expected to also conito~ the continuing ADC Drograrn in 
Paraguay and will not have 2 trained l o c a l  hire staff available 
to assist in program aanageaent, it is impartant t h a t  the 
program be relatively simple t o  maaage. 

2 Utilization and Xanaaement of Dollar 
Resources, Upon compliance with a l l  conditions precedent to 
disbursement (See Section V) t h e  GOU will request A.I.D. to 
disburse t h e  dollars being made a v a i l a b l e  under the asreement. 
The $14,000,000 cash transfer is expected to be disbursed i n  
one tranche to an account of the Central Bank of gruquay In a 
United States bank by neans of an electronic funCs transfer LR 
accordance with the instructions contained in the GOUes Re~uest 
f o r  Disburssment. 

3 .  Justification f ,3r Grant Financinq. The 
political rationale for this program, which is to strengthen 
democracy in Uruguay, is t h e  fundamental basis for providinq 
grant assistance. The relative weakness of democratic 
institutions, r e s u l t i n g  in large part from twelve years of 
military ru l e ,  has tended to generate uncertainty and political 
conflict between the executive and legislative branches. A 
loan  agreement would be subject to ratification by the 
Uruguayan Congress -- a process which would n o t  only be 
time-consuming but cauld w e 9 1  generate substsntial controversy 
about the local currency requirements and economic 
conditionality contained in the ESf  Program Agreement. 

a. Attribution of Dollars for Import of U.S. Goods. 
During the twelve rnon~hs which follow dis5ursement of doPBars, 
the GOU will assure that an equivalent amount of dollars are 
made available to the  p r i v a t e  sector for the importation of rzw 
materials, intermediate and/or capittl qaods from the United 
States. Since at present there are no foreign exchange 
controls and dollars can be freely purchase6 by iaporters, t h i s  
requirement is pro forna and its fulfillment of the requi~e~ent 
is a function of demand for U.S. imports. Annual levels of 
inports from the U . 5 .  in these categories have averaged xore 
than $20  million annually over the past t w o  years, a period in 
which t o t a l  imports have be93 severely reduced. 



c. ,hereEsre, no di"lcxlty -b4. iz. aeecincj  t h i s  repulrzenr is 
exgeczed. The Central aaak will grov ide  a listing of e i l g l b l e  
izgorzs to A.I.9. on a semesrral basis seven and-thirteen 
zonths after the dollar disb~rseaent. The USAID regLoxaP 
controller will spot  check data grsv i ikd  to A.I.D. to assuze 
conpliance with eligibility criteria. 

C. Economic Conditionality C~nsiderations. The CXU 
has c o ~ ~ i t e d  itself implement a serious econonic recovery 
pragrar , ,  A number of  k e y  aspects af this prograrn have been 
analyzed in Section 1I.C. above. The Let ter  of Application 
received from the Minister of Economy and Finance s e t s  f o r t h  
the b a s i c  principles of this program in general terns. M a j o r  
elements of the proqram iaclude: 

-establishment of a market economy in which the p r i v a t e  
sector plays the lead r o l e  in the growth of t h e  econa9y; 

-uses of market prices to allocate resources; 

-reduct ion  of government expenditures through its 
restructuring and the rationalization of state enterprises; 

-free international flow of capital together with a 
unitary freely floating exchange rate; 

-market determined interest ra tes ;  

-economic reactivation through a strategy designed to 
pronote those export sectors ~ h i c h  have the greatest 
comparative advantage; and 

-increasing efficiency of Uruguayan industry thrauch the 
reduction of effective tariff protection; 

The GOU has alreaciy irnplexeated many key elements of t h e  
program (market p r i c e s  for alnost all products ,  removal of 
interest rate ceilings, f l o a t i n g  rate oE exchange) and is in 
t h e  pracess of imglernenfinq other aspecrs af the progrm 
( r educ t ion  of effective tariff protect ior i ,  reduction of state 
expenditure, rationalization of state enterprise). Given the 
nature of the  program already initiated and the p o l i t i c a l  
considerations discussion in Section 1 I . A .  performance 
conditianality i n  order to disburse d o l l a r  funds is deemed t a  
be not necessary. Rather the GOU will be expected to covenant 
t h a t  it will continue t o  make progress  i n  the iapkernentaticn sf 
its economic recovery program and t o  aaintain t h e  poiicy 



a d j u s t z e n t s  which it has already xndeztaken. Possijle z r e z s  
Ear econonic canditionaiity identified in t h e  Concepc Pager  
(privatization of state errterprises, agrictiltura.1 policy 
adjustnents, pcblic enterpr i se  t a r i f f  policy, and tax  
~2ninistration) a rz  either already being implenented by the GGU 
r s  part of its program or a r e  too controversial (privatizztioc) 
to include in t h e  program agreement as covenants. given the 
existing political environment. It is expected, however, that 
GOU will finance a few key policy s t u d i e s  with t h e  dollar qrant 
znd local currency counterpart which will improve 
iziplernentation of its ec~nornic recovery program. The A.I.D. 
representative and ether U.S. embassy o f f i c i a l s  will encpirage 
the  GOU to channel the dollar resources toward studies which 
will achieve t h i s  objective. 

D. Local Currencv Uses and Prosramminq. 

1. eroposed Local Currency Program. The proposed 
l~cal currency qrograrn uses be primarily directed toward 
efforts to expand production through private sector mechanisms 
in support of the GOU's economic recovery program. Uses which 
xi19 impact directly cn expansi~n of private sector activities 
include: (1) counterpart support for Multi-;ateraL Developzent 
Bank financed projects,especlalfy Inter-American Development 
aaknk (IDB projects, which are improving agricultural 
productivity, diversifying agricultural exports, prcvldeing 
pre-export finance. and increasing t h e  value added of exporc 
products through aqra-industrial development; and ( 2 )  technicsf 
and financial support t o  small industry and nicro-enterprise 
developrneot activities. I n  addition local currency will be 
allocated to carry out studies, technical assistance, and 
training related to the GOU's economic recovery program and to 
the administration of justice. 

A major portion of the local currency resources will be 
prograrmed as counterpart for I D 6  p r o j e c t s -  This use is 
s troag ly  justified because it will assure that adequate 
counterpart resources are a v a i l a b l e  f o r  on-going projects whlrch 
will improve Uruguay's export potential and because it does no t  
r e s u l t  in an increase in t h e  GOUes fiscal deficit. Because a 
major element of the GOU economic stabilization and recovery 
program is to reduce t h e  fiscal deficit and t he  GOU has 
committed itself to m e e t  specific Zeficit reduction targets as 
part of i ts  I&" standby agreenent, the GOU has requested that a 
m a j o r  p o r t i o n  of t h e  l o c a l  currency be used for t h i s  purpose.  
Cse of local  currency resources as counterpart for I D 5  projects 
will also reduce the managernent/monitaring burden of the A . I . D .  
representative. 



- -ne . 2r3jec:eE break5o~n 35 LcczL ccrrency uses r r  3s 

foi:cws: 

3. Support for exgansion of zgricultarzl 
production an5 expor ts  (Ccunterpart for I D B  p r o j e c t s )  -- 
512,000,000 equivalent: 

( I )  support  t o  
agticnltural production cooperatives for agricultural . . - diversriic~tion and aqro-industrial developnent ($4,000,000 
equivalent). This will help s u p p o r t  an on-poing agricultural 
diversificatior effort by a ~ a j o r  cooperative of suqar 
producers which bas already de~onstrated significant success; 

( 2 )  peso 
denominated pre-export financing ( $4 ,000 ,000  equivalent) wkich 
would be channelled through ca~mercial banking channels. This 
use has been identified by the GOU as an element of its 
econonic program and h a s  5een identified by t h e  private bankisq 
sector as a k e y  requirenent to expand export o r i e n t e d  
product ion;  and 

( 3 )  agriculturah 
groduction credit (Q4,000,000 equivalent); 

A possible alternative use f o r  a portion of these resources is 
t3 provide counterpart financing for a proposed credit line 
provided by the International F i n a x e  Corporation (IFC) to the 
private banking system in Uruguay for assistance to Uruguayaz 
private enterprises in their financial restructuring e f f o r c s .  
Private enterprise financial restructuring is a key condition 
for reactivation of the Uruguayan economy. 

b. Small industry and micro-enterprise 
activities -- $l,245.000 equivalent. There a x e  a number oE 
opportunities to work in this sector and several organization 
have begun to explore ways to do so. The IDB and the 
Inter-*,erican foundati~n have provided small grants f o r  this 
t y p e  of activity but denand for both c r e e i t  and technical 
assiscance/training far exceeds current zeseurce availability. 
Funds for small industry and micro-enterprise activities xill 
be channelled t h r o u g h  several PVOs with p r c v e n  t r a c k  records 
and t h e  Ministry of Labor which has  an active program in t h i s  
area - 



c. Caunterpark f g r  the szta:L g r a n t  t3 
;; -,.~arice rn stxdies, technlcai assisza~ce, azd trzininq {See 
Seczion 1V.S Scl2-x) -- 5 3 5 5 , a 0 0  equivalent. This wiLL lrcL:~<e 
fzca:  cosc Einaacing fcr adninistratian sf justice a c t i * r i c l e s  
ro be czrsied out in Uruguay. As described in Section IV. E 
k e l o w ,  there is interest i n  developing zn -AdninFstoacion of 
Gustice activity i n  Vruguay. Despite t3e Long h i s t o r y  of r u l e  
of law in U r ~ g u a y ,  t h e  operational effectiveness af Uruguay's 
judicial system has dininished significantly curing the -past R 

two decades. The ineffectiveness of the the  ?udioiak systea, 
t h e  backloq of cases,  and the  poor training of judges anb court 
o f f i c i a l s  have had a direct and adverse inpacc an private 
Susiness operations. Specifically, it is virtually impossible - 
f3r a lecdinj institution t o  obta in  a Court juegenent against 3 
debtor unaSke to pay h i s  debts. As a result, credit t h r o u g n  
the com..tercial banking system, s ther  than trde credits, is 
virtually unobtainable except to tpe very Best clients. 
It will also provide counterpart financing f o r  te studies, 
technical assistance and training ~ctivities described in 
Secticn 1V.E. which will assist Uruguay's economic recovery. 

2 .  A.I.D. Trust Fund. In additron to the Loca l  
currency program discussed above the  GOU and A . I . D .  will s=gn a 
t r u s t  fxnd ayreenent which stipulates that t h e  G0U will 
allocate 2 . 5  percent sf the  local  currency deposited in the 
Central Bank (9350,000) to a trust fund t o  be used by A . I . D .  
for its local currency operating expenses. This amount is 
adequate to cover t h e  l o c a l  currency operating coscs of the 
program during the t w o  year time frame during which an A.I.D. 
representative will be assigned to Uruguay. The account will 
be established in t h e  name of the U.S- Disbursing Officer who 
wlll disburse funds in accordance with normal A.I.D. 
disbursement procedures and practicer. The funds in t h e  
account will remain available until expended or until t R e  
X . I . D .  program in Uruguay is terminated. En addition to 
covering c o s t s  directly associated with the presence  oE a USDH 
X.I.D. seeresentative En Uruguay, the trust fund will be used 
to financed costs  of A.P.D. monitoring the local currency 
Frogran. 

3 .  Local Currency Programina and Disburseaenk 
Procedures. Prior to disbursement of the dollar resources, 
A.I.3. and the GOU will s i g n  a Gaernorandurn of Understanding 
(MOU) in which they agree on t h e  disbursement mechanisns fo r  
and general uses of the Local currency deposiks. St is 
contemplated that che GOU will establish a special account i n  - 
the Central Bank of Uruguay and deposit an equivalent a n o ~ n t  af 
local currency therein. However, depending on GOU accounting 
procedures, local currency used as  counterpart f o r  IDB pro jec t s  * 
may be channelled directly to the executing agencies rather 
chan th rough  a specis1 account .  The MOU will contain a 
prsvtsion f o r  the es=ablishaent of an A . I . D .  o~erating expense 
t r u s t  fund. 
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cn r5e GOU f i s c a l  deficir, It is conte~plated t5e depcsit Z E  
l ~ c a l  csrrency will be tranche6 over a period o f . 1 2  ~ o n t t s  an a 
quarterly > a s i s .  5cweT~er, diszurse~en~ of the the entire 
a m u n t  ra be depcsiced in the agera~ing expense i r ~ s t  fund xi:: 
be tzansferzsd i~s11ediatePy to t h e  trust fund accouns. 
DFsbursenent of local currency funds will be made in a c c o r O s n c ~  
with the terns of the MOU. Specific programning af Local 
cvrrencFes will be done th rough  an exchsnge af let ters 
conveying n u t u a l  agreenent on each specific use. 

The possibility of setting up an autononous local currency f x 5  
~r focndztion will be joiztly explored by t h e  A.I.D. 
representative 3 ~ d  the COU. Such a fund would have a smalL 
scaff to assume much of the burden associhted xfth t x e  
administration of local currencies and would likely p r ~ v i d e  
flexibility in programing local  currency resources. I n  che 
evefit that a fund or foundation cafinot feasibly be estaulishee, 
the Office o2 Planning and 3udget of t h e  ?residency of the 
Republic will be the GOU entity which prdqrdms Eacal currency 
resources 

E. Dollar Proaram. The G3U has requested that 
5 3 5 5 , 0 0 0  of the Program azount  be reserved to finance dollar 
costs Ear technical assistance, short-term training. 
wisitatianal travel, and s t u d i e s  related ts its reccvery 
e f f o r r s  and to i ts  administration of justice initiative. This 
ancun t  will be obligated through a separate g r a n t  agreement 
signed with the Planning anC Budget Office of the Presidency. 
The GOU will provide an equivalent amount of cguwterpart fo r  
c h i s  purpose. The grant will cover the costs of activities 
oves a t w o  year period. 

The ad~inistration of justice initiative, a l s o  supparted by the 
GOU-owned local currency ro be programed under the $13.0 
nillion cash  zransfer, is es~ected to lead to the e s t a b 1 i s P i ~ e - t  
of an autanomous institute t3 upgrade the quality of 
professional and other personnel in the judicial system, to 
streamline the judicial process where feasible, and to provide 
2n-service s k i l l s  training Ohzoughout the l e g a l  system, 
including commercial Paw. I n i t i a l  e f f o r t s  fa Be partially 
Z5zanced w i t h  t h i s  G r a n t  will Eacus on arqanizing lectures ant5 
seminars on appropriate themes; on 5iagnostic studies of 
current l e g a l  concerns  and issues; and on preparinq a detailed 
plan describing the role, functions, and financing of a 
peraanent  institution. The LWDF will be t h e  priccipal sponsor 
durinq thhs  organizational phase .  The LAC Regional 
Administration of Justice project also will be involved 
actively in identifying and arranging for c c n s u l t a n t s  and in 
gaeticipatinq in the desiqn of legal studies and the p l a n  f c r  
:he autonomous institution. 



-* r2e A.f.5, fxnds un2er =his cznponenz wL;L cover cc tnsulkrng  
f2es am! 5ono ra r i a ,  any travel costs n o t  covered by t h e  

~~~. . . ted pf ~ c ~ ~ r e l ~ t e n z  S E  GQU-cwned local carrency or by UNDPu and L'-' 
I x g ~ r t e d  texts, references, $ournaLs,  znd ccher agproprlate 
zarerials and equipment ( e . g . ,  miczofiche viewers, owerhesd 
~rc3ectors, ere.)  that  Fay ROZ be available locally. It is 
&timate? that about $100,000 of rke  g r a n t  will be xsed tz 
s ~ p p o r t  the dollar costs  of the z&~inistration of justice 
initiazive. During the second year, support also xi11 be 
rsquested under zhe LAC Reg=onaP Administration of Justice 
project to help the local Initiative become regional in 
scope--at f e a s t  for t he  Southern cone countries if n a t  fo r  all 
of South *erica. 

The balance of che grant  with the  PEan~ing and Budget Offkce 
will be used to support  a variety of recovery related studies. 
technical assistance, and training. The studies selected f o r  
financing will support the implementation of key elements of 
the GOUbs economic program, e - s . ,  c a p i t a l  market development. 
the promotion o f  f o r e i g n  prioare i ~ v e s t - n e n t ,  the Loprovement of 
public sector efficiewcy, etc. Examples of suck  studies could 
include aa  analysis of the banking sector focusing on the role 
of the Banco de i a  RepubLica (EROU) in t h e  deternination of 
interest  rates ,  t h e  apprspriate role for the state petroleum 
and cement company (ANCAB), and the restructuring of foreign 
investment legislation to eccsusage adc3itkanaE p r i v a t e  foreign 
investnenc. 

Also,  the GOU and private sector entities have a number of 
indussrial and agro-industrial project  proposals in various 
szages of preparation which could be partially financed through 
t h i s  grant. Similarly, the Ministry of Agriculture intends t~ 
revamp its research and extension services t o  place rnajsr 
resgonsibility f o r  their operation in the  bands of private 
sector organization and needs to carry out further design 
work. Finally, it may be possible to utilize the reg ianal  
office of the H f i t e r n a t i ~ n a l  Executive Service Corps CEESC) 
located in Asuncion, Paraguay to Eurnish short-term technical 
assistance to private enterprises that are facing technical cr 
managerial difficulties. In this case , the A.1.D- funds cauls 
he used to help cover the contributions normally required frcm 
the host  country firm or entity. 

I n  some cases, the  activities and studies t o  be carried out 
will have the sponsorship of other international 
organizations. The UNDP, f o r  example. will be instrumental iz 



- . - - -3 -  7 , , ,a., , , ing =he central pkase cf t h e  a2zinistration cf j~srice 
lzitlati~e. The Inter-Azezican I3stitute of Aqriculturzl 
C:~perakian (ITCA) I s  belpinq t he  NinFstry af Agriculture wizh 
a v a r i e t y  of activi~ies, Inclxdinq the  preparation sf tke 
s r 5 g r a m  for increasing t h e  sole cf the private seczor  i n  
agriculture research and investigation. It w i l l  be necessary 
frsn rise t o  time =o utilize a consuPtant from a non-U.S. 
souzce, or to fund a training opgcrtunity in a country other 
zhan rhe U.S .  Accardingly,  the authorLtatfsn of t h i s  sndiP 
g r a n t  %ill include phovisi~n for procureaenf of goods and 
services from A . 1 . D .  geographic Cade 849 ("Free World") f o r  up 
t3 $100,000 of the grant anount. 

V. Conditicns, Covenants and Nesotiatinq Status 

A .  Conditions Precedent to Disbursament. The frogran 
Agreercent nil1 c~ntain the following conditions precedent to 
Zisbursement: 

1. an op in ion  of legal cowse l  acceptable to 
A.2.D t h z t  t h e  agreezent has been duly executed a n  behalf of 
Uczguay and t h a t  it constitutes a legally binding obligation of 
=he GOU; 

2 .  a state3ent of the aane of the GOU's 
auchorited representative; 

3 .  a signed Mezorandum of Understanding between 
the GOU and A.I.D. which s e t s  f o r t h  t h e  uses and d i s b u r s e ~ e n ~  
3ecbanisns for Local currency provided by the GOU in 
fulfillment af che terms of the program agreemen; snd 

4.  a signed operating expenst trust fund agreezent. 

8 .  Program Covenants- In addition to the above 
conditions, t h e  Program Acreement will include t h e  EalSowir - ,g  
covenants r e l a t e d  to program im?2arnenta+Fon: 

I .  t h a t  the GOU will assure t h e  availability of 
an amount of foreign exchange equal to rke amaunc okliqafee 
under the Agreement, with a period of twelve m o a t h s  from the 
date of disbursement of the assistance under the agreenent f o r  
the importation, of raw materials, inter~ediate goods, and 
capital goods from the U.S.; 

2 .  t h a t  the GOU m a i n t a i ~  steady progress  i n  the 
ixi?lernentatian of its stabilization and rscavery program in the 
a r e a s  outlined in i t s  Letter of AppLicstion to A.P-D- 



C .  Nego=isci~z Stat~s. The essen=isL te rxs  znd - - concztio~s of ESF cash t r s n s f e t  pragsarn have been discussed 
w i t h  the Minister of EcDnoay and F i n a n c e  and with the Director 
o f  t he  Office of Planning and Eudget of t h e  ?residericy of the 
3eguaLic. Hose detailied discussions have been held with 
o f f i c i a l s  of t h e  Office of Planning and Budget and t h e  Ministry 
of Ecgnomy and Finance on t h e  cash transfer program and the  
limited scape grant for technical'assistance and t r a i n i n g .  A 
Letter of Application from t h e  M i n i s t e r  of Economy and Finance  I+ 

is attached 2s Annex I. 



Seiior Embajador de 10s 
Estados Uddos  de Norte hzrica, 
don Malcolm R. W5lkey, 
P r e s e n t e  

En representacibn del gobierno de sni pais deb0 manifestarle que 
se ha decidida acegtsr la ayuda fiaanciera oftecida por los Estados 
Enidos de M r i c a ,  per una surna de uSs Xt:355.000.- para apoyar programas 
de desarrcllo ec~nbmtco. 

Corn es de sn conocimiento, este Gobietns se encontrb con un fuerte 
dererioro de la sit;2aci6n econ6dca d e l  pa&, dondc la caida siste&elca 
del Ingrcso Xacianal (mas del 22% durante el cuatrieaio 3901-19841, un 
elevade endeudamienco externo e interno, abaktado dQficit fiscal (pro'- 
xima al 10% del PBX) p altas  tasas de desocupaci6rt (14X de la Poblacibn 
Econ6miea Act5va) e r a  sus szntomas lnas elocueates. 

Frente a eat@ @scenario tan adverso, se preteodi; restablecer 10s 
equilibrioa basicos de la eeonoda. f3n primer objetivo Eue la disminuciGn 
de l  d d f i c i t  fiscal a niveles manejables, can la meta de ubicarlo en mn 
5X deP PBI en 1986 y en un entorno i n f e r io r  al 3: en aZos sipuiences. 

En segundo lugar, se mejorb el perfil de1 endeudamierrto externo con 
el psopdsito de que la transferencia neta de recursos hacia el exterior 
no superara a1 3X del PBX, aunentsndose de esa manera las pasibil idades 
de la reactivaei5u eccn6dca. 

Durante el G o  1985 -y fundaaenta3meate drrrante sa s e w d o  senestre-, 
el comporradeats de la e c o ~ d a  nrostr6 signes de mejoria incipientes.  
Lus niveles de desocupacibn caperon a menos del 122; 10s sdat ios  reales 
aume9taron aas de un 14% y el Psoducta Bate crcci6 (0 .7)  ranpie'ndose 
asi la tendencia decrecirate que caracterizaba a su evokucibn. De =ante 
nerse Pa tendencia anctada durante el Gltimo trhestre de 1985, puede 
esperarse una fasa de crecindento oscifante en un 3X para 1986, guaristna 
surramente 5nportante -no por su magnirud- sino gar lcgrarse en aedio de 
una situacibn internaciorral stmamente d i f I c i l .  



Estos resultados auspiciosos son e l  f n x o  de uu programs de gobierno 
realists, con el prap6sito de consolidar un sender0 de crecimienro estable 
para la actividad privada, ea su cardeter d e  motor p r i n c i p l  para toda  la 
econorn5a. 

En este sentido,  la coaducci6n econ6zica ha seiialado en f o m  5nequ5voca 
las pautas pracipalcs que cefiirh la actividad de Pos agentes eton6xpicos. 

Con carhcter general, se pueden citar entre las  pr;2.nc%pales, Las si- 
guientes : 

- Establecinriento de une ecoaoda social de atercado donde el sector 
privado cumple e l  rol proragdnico pars el crecimienro de la 
econoda ; 

- ?kjoramiento del papel rector de los praeios detedzades libxemente 
en la asigcaci* de secursos de fa eccmaGa; 

- Disminuci6a relativa de3 gasta d e l  Estado mediaate su redimensiona- 
nieato y la racionalizaci6n de las ewresas que a c t h  en su brbita; 

- L 3 r e  moviariento de capitales con el exterior, conjuntamnte con 
libertad cambiaria y un zipo de cambia unica y Plotante; 

- Deteminacflin de las tasas inremas de inter& par e l  jetego l ibre de 
la oferta y demanda'de fondos lzquidos; 

- C~nsalidaciGn d d  mereado de capitales con a1 prcpdsita de apoyar la 
gesti6n productivs deL Sector privado; 

- DinamizaciBn de la capacidad productivr del  pa% mediaate u= estrate- 
gia de apertura hacia el exterior, apuntalando aquellos sectores ex- 
portadores en los que se rienea las ventajas comparativas mayores; 

- Mejorasiento de la eficlencia dcl. aparato iadurstrial en su conjmto, 
dismiavyendo eP nivef y la dispersidn be su prorecci6n tfectiva; 

- RacionaLizaci6n del gasto p6blieo rendtendo a lograr urn mayor efi- 
ciencia y una partlcipaci6r.t csecieate de 10s sectotes sociales, 
especialmeate salud, edrecaci6n g viviezrda, 
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En el grograma tie Gobierno que se esra' implementando y cuyos aspectos 

principales se acaban de explicitar sumariamente, se espera lograr tasas de 
crechiiecto adecuadas del Producto Naci~nal, unica vTa geauiaa de satisfacer 
Pas necesidades deP cuerpo social. 

La cooperacidn ecan6mica que se pane a nuestra disposici6n tendrEa 
colno fin el apunralamienro d e l  sector productive privadc p otras Sreas que 
es de inter& apoyar. 

i i s i~m0,  eon aquella se procederla al fi~.anciamiento de programas de 
adfesrram5ento y esrudios varios referidas a d5versas sectores tie inter& 
para el pofs, pol: una suma a p r o x h d a  a 10s uSs 355.500.- 

Por Stirno, cosresponde sefialar que harews 1a a s i p c i 6 n  corresoort- 
dienre ez mneda local, para iwcalar la un5dad de seguimienro de esre pro- 
gram ?or parre de la Agencfa para el Desarra~~c rateraacionaf. 

Sin ctro parsitdar, saluda a usted aeeatmente, 


