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AGENCY FOR INTERNATIONAL DEVELOPMENT
WASHINGTON. D.C. 20523

ACTION MEMORANDUM FOR THE ASSISTANT ADMINISTRATOR (LAC)

FROM: LAC/DR, Irwin A. Levy ggséﬂbLnﬁ~;j*Zi1~C7;£\

SUBJECT: Uruguay FY 1987 ESF Economic Recovery Program PAAD
Anendment, No. 528-0107

Action Required: authorization of am $11,522,000 Amendment to
The ESF Cash transfer Program for Uruguay in FY 1987.

Background: The purpose of the proposed Program assistance is
to provide balance of payments support to the Goveroment of
Uruguay (GOU) in order to assist in the implementation of its
economic recovery program. The provisiom of a cash transfer
will support the GOU's economic program which during 1987 will
require between $62 million and 5120 mpillion of additiomnal
foreign exchange in order to achieve the GOU's target of four
percent GDP growth.

The proposed assistance is being provided to comply with the
Congressional earmark contained in the International
Development and Security Assistance Act of 1986 which provides
that Econmomic Support Funds be provided to Uruguay.

This assistance supplements the FY 1986 ESF program of $14.355
million which was divided into two compoments: (1) a $14.0
miliion cash tramsfer to support balance of payments
requirements; and (2) a $355,000 grant to carry out an
administration of justice initiative and techmicel assistance,
studies and other support to the GOU's ecomomic recovery

programn.

Discussion: The FY 1987 Cash Transfer Program, together with a
IBRD Structural Adjustment Loan currently being negotiated by
the GOU (of which $40 million would be disbursed in 1987), will
substantially cover this year's projected balance-of-payments
zap.

The 1986 ESF Program's only economic conditionality requirement
wss that the GOU covenant to maintain implementation of its
econcmic stabilization and recovery program. In generzl, the
GOb was sble to satisfactorily manage its economic recovery
program through appropriate economic policies imcludiang: (1)
urilizarion of market-determinmed prices; (2) a2 unitary floating
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exchange rate; (3) market-determined interest rates; (&)
encouragement of an export-oriented rather tham an import
substitution economic growth strategy; and (5) some reduction
of effective tariff protection. Given the relatively small
amount of Program Assistance to be provided by A.I.D. and the
significant measures to which the GOT will be committed under
rhe IBRD loan, the PAAD proposes that no specific A.1.D.
performance conditiopality be required. However, the GOU will
covenant to continue to implement its economic Tecovery program.

in accordance with curreant A.I.D. statutory requirements, the
amended agreement will regquire that rhe dollars be deposited in
a separate account and will provide for tracking their use. In
Uruguay, the Central Bank does not ration or otherwise comtrol
foreign exchange availabilities for private sector imports.

The GOU has proposed in the letter of spplication that the ESF
dollars be used for petroleum imports from Venezuela and Mexico
made by a state-owned enterprise. The Program Agreement
Amendment and/or Program Implementation Letters will limit

procurement of petroleum imports to Code 935 eligible countries.

Programming of the FY 1987 GOU-owned local currency deposits
made in conjunction wit this amendment will be similar to the
uses under the imitial cash tramsfer. Major uses include:
counterpart to 1DB loams, support to private sector and
ncn-governmental activities in micro-enterprise development,
employment generatioa, and export promotiom, end an A.I.D.
trust fund. Local currency will also support a new GOt
activity to rationalize agricultural production in southern
Uruguay. Two issues related to the local currency progras were
discussed at the DAEC. These were: (1) a proposal in the PAAD
to make available approximately $30C,000 equivalent in local
currancy for program expeanditures for the A.I.D. trust fumd;
(2) the possible nesd to increase A.1.D. monitoring of local

currency funded activities.

The PAAD proposes that the percentage of local currency
allocated to the A.I.D. trust fund be iscreased from 2.5
percent to 5 percent for this funding tranche. Most of the
additional local currency in the trust fund resulting from this
percentage imcrease would be used for program expenditures,
generally in the form of small HB 13-type grants.

The proposed poiicy on uses of local curremcy requires that the
regional Assistant Adiministrator approve the use of trust
funds to support discrete new projects oxr activitles. Your
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approval is being sought for a pumber of very small but

rtant development activities which both the GOU and the
U.S. Missiom are very interested in supporting but for which
the Mission believes that direct GOU support may be politically
inadvisable and for which no altermative source of A.1I.D.
funding is available.

The activities proposed for fimancing through the trust fund
are ipnovative in the Uruguayan context and would be expected
ro have considerable impact beycnd that of the trust
fund-financed activities through demonstration effects and
mobilization of other resources. The activities to be
financed, examples of which are detailed in the PAAD, include
support for: (1) organization of a training cemter for labox
leaders; (2) strengthening management training programs at the
Catholic Gniversity; (3) family planning activities; and (&)
expaasion of the local base for the Partners of the Americas
program. Total trust allocations for these activities would
not exceed the equivalent of $300,000.

Because these activities will be very small and will be carried
out by private Uruguayan entities, the management burden on the
A.I.D. representative will not be excessive. Recipient
tnstitutions would normally be responsible for amy
procurement/contracting actions under these grants. Should it
be necessary to use A.I.D. direct conmtracting procedures, the
Regional Contracting Officer in Quito would execute the
contract{s).

There was considerable concern expressed by participants at the
DAEC meeting about the advisability of using the trust fund
mechanism for local currency program expenditures because of
uncertainty about the comsequences should the funding source
for such activities become widely known in Uruguay. However,
tte A.I.D. representative has clarified that these activities
will be identified in the amendment to the Memorandum of
Understanding on local currency and/or in the Amendament to the

Trust Fund Agreement.

Oversight/monitoring of the local currency program was
jdentified 2s a major ccncern by the DAEC, particularly if use
of the A.I.D. trust fund for prograa expenditures is approved.
In addition to the trust fund activities, a major portion of
this burden would derive from the allocatiom of local currency
resources by the GOU for a variety of small ionovative
employment generation and technology transfer activities
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carried ou. by mon-governmental organizations amd by private
enterprises themselves. In order to address the
monitoring/oversight concern the A.I.D. Representative has
stated that it is his intention to hire a PSC on a full-time
basis to monitor local curTency activities. In addition, he
will rely, where appropriate, on other U.S. Embassy staff,
e.g., the labor attache and local staff in the
economic/commercial office to assist i=m monitoring/oversight.
The regional controller would continue his guarterly visits to
review Financial aspects of the local currency program. The
A.I.D. Representative will also evaluate the utility of
contracting a local accounting firm to assist in monitoring the
local currency program.

The Cash Transfer Program Amendment is proposed as a grant.
The rationale for this is the same upon which the A.I.D.
Administrator approved the provisiom of the Cash Traasfer as
grant assistance in FY 1986. That is, because of the political
mature of the assistance and the difficulties which the GOU
would have in obtaining legislative approval to receive
assisrance on 2 loan basis.

The FY 1986 Cash Transfer Program Agreement was signed by the
A_I.D. Administrator. The A.I.D. Representative ian Uruguay
does not have auchority to sign progras agreements or
amendzents. Therzefore an ad hoc redelegation of autherity to
negotiate and e:ecute rhe amendment to the Program Agreement is
required.

Authorization - © a $600,000 amendment to the on-going technical
assistance gr:.t is also recommended but the action memo and
authorization zmendment for this project will be processed
separately.

Recommendati-a: (1) That you authorize a $11,522,000 ESF cash
transfer pr(;rzm amendment by signing the attached PAAD
facesheet;

{(2) That you redelegate authority to the
A.1.D. Re;:esentative in Uruguay to negotiate and execute
amondment: to the Program Agreement dated June 17, 1986, to the
Memorandw: of Understanding dated Septexber 30, 1986, and to

the Trust Account Agreement dated August 28, 1986 proeided that .

GC/LAC has cleared said amendaents,

RUERRY <
Approve: ol . Datetbme _ . .
Jisapprove: Date:




and (3) That you approve_the use of not more than

the equivalent of $300,000 from the A.1.D. trust fund for new

small projects and activities which have been agreed to in

writing by the GOU.

rove: Date: s - _
' 987

Disapprove: Z’_/Eféwo&- é‘““-‘ pDate: . JL_ 9
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‘the ecuivalent
s=zil proliects
wririsg by the GOU.

and {3} That you spprove iie
of $30¢,006 froz tne A.I.T.
and sectivities woich have Teen agreed Lo in

tTusx

Approves
- . PEVE %) -
visapprove: E2100in Buslpe

ARA/ECP:DDiPaolo_draft Date 7/1/87
PPC/IArFHerict _draft  bate S/3U
LAC/DP:aSchoepier grait cdate 57239
PAC/S? 1 Weneslioar

CC/IAC:CRrown drait Lace 8/30
ARA/SC:DBolton Crate Date J/i/87
TAC/SAM:XIohnson arace date 5749
DasflaliMBurier
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The purpose of this Program Assistance is to provide immeciate balance of payments
supoort to the Governmenc of Uruguay (GOT) in order Lo assist in the implementation

£ irs eCOonOoMiC IECovery pIrocram.

The $11,522,000 grant assistance is provided as an amendment ro = $14,000,000 BSF
Cash Transfer Program which was initially approved in ov 31986. The total approved
Drogram 1S oW $25,522,000.

e dollars will pe disbursecC as a cash transfer into a separate U.S. bank account
of the GOU which will use them to purchase petroieun and/or petroleum derivatives
from A.I.D. Geographic Code 235 eligibie countries and tke U.S.

TJoon: disbursement of the assistance, the GOU wilil make available an eguivaient
amount of new Pescs, calculated at the highest rate of exchange for any transaction
which is not illegal. These fimds will pe usedé for nutually agreed upon
development purposes consistent with the general criteria of the Foreign Assistance

Act, especially Sections 103-106, and a portion will De used for O2 loczl currexy
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URUGUAY ESF PAAD AMENDMENT
FY 1987 PROGRAM
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URUGUAY
ECONOMIC RECOVERY PROGRAM

{Program Ko. 328-0107)

I. SUMMARY

In 1986 the freely elected civilian government made significant progress in
implementing its economic recovery program while maintaining democratic
institutions which had been restored in 1985 after 12 years cf military
government. To assist the Government of Uruguay's economic recovery efforts,
$14,355,000 of E£conomic Support Funds were provided during 1986. Of this
amount $14,000,000 was provided through a Cash Transfer Grant Agreement
(528-0107). The remaining $355.000 was obligated as a grant project
(528-0108) in order to support an administration of justice initiative and to
finance U.S. technical assistance for pubiic and private sector activities
that represent a high priority for the Governmert of Uruguay (GOU).

To comply with the Congressional earmark contained in the International

and Security Assistance Act of 1986 which provides that Economic Support Funds
be provided to Uruguay, this PAAD Amendment recommends the approval of a
$12.122,000 1987 ESF Program and aythorization of an $11,522,000 amendment to
the FY 1986 Cash Transfer Agreement. The provision of a Cash Transfer will
support the GOU's economic program which during 1987 will require between 362
million and $120 million of additional foreign exchange in order to achieve
the GOU's target of four percent GDP growth during 1987. Authorization of a
$600,000 amendment to the on-qoing technical assistance grant is also
recommended but the authorization amendment will be processed separately.

11. ECONOMIC ANALYSIS

A. Introduction.

The analysis reviews economic developments during 1986, projects macroeconomic
accounts for 1987, and evaluates the adequacy of the GOU's policy framework to
bring about sustained medium term recovery.
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After several years of significant economic recovery resulting from the
implementation of free market ecoromic policies peginning in 1974, the
yruguayan economy entered a period of wrenching economic¢ adjustment beginning
in 1682. A number of factors contributed to this downturn, including
weakening world demand for Uruguay's exports, rising debt service obligations,
a serious deterioration in the public sector fiscal position, and finaily,
capital flight in anticipation of exchange rate adjustment as the peso became
increasingly overvalued. In response, the government of the day abandoned the
preannounced exchange rate and attempted to reduce the fiscal deficit which,
including quasi-fiscal losses of the central bank, had reached 18.3 percent of
GDP by 1982. The government succeeded in reducing the fiscal deficit to 9.5
percent of GOP in 1984 and 6.6 percent in 1985, despite persistent problems in
the financial system associated with the effects of exchange rate depreciation
and economic deterioration in general, both on the financial condition of
firms which had borrowed extensively in dollars, and on thelr commercial bank
lenders.

During the same period, the GOU succeeded in stabilizing the balance of
payments. Despite a continuing deterioration in merchandise exports, the
overall deterioration was reduced to financeable dimensions and preparatory
work was begun for a multiyear rescheduling of maturing commercial bank debt.
Nonetheless, the balance of payments situation remained fragile as of the end
of 1985.

This analysis will not attempt a detalied inmvestigation of the origins of the
recent economic downturn, which was reviewed in considerable depth in the
original PAAD, prepared in April 1986, and which has been subject to detailed
analysis in recent publications both of the IMF and the World Bank.

8. SUMMARY OF ECONCMIC DEVELOPMENTS DURING 1986.

During the course of 1986, Uruguay experienced extraordinary improvement in
both its domestic and international accounts. This improvement was due in
part to continuing effective management by the GOU but also to a series of
unexpected favorable external developments. These included a major expansion
of export opportunities to Brazil, sharp deciines in the price of imported
petroleum and in internaticnal interest rates, and to a major inflow of
private capital.

1. Merchandise Export Trends. Most important among the favorable
external “shocks" experienced by the Uruguayan economy during 1986 was a major
expansion of export opportunities to Brazil. This resulted from a combination
of a reduction of Brazilian trade barriers, to continuing strong expansion of
the Brazilian economy, and to a drought in Brazil which substantially
increased Brazilian demand for beef and other agricultural products. Total
exports to Brazil increased by 130 percent and accounted for 24 percent of all
Uruguayan exports.
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TRBLE ¢
URUSUAY: NERCHANDISE EIPDRTS
(VALUE IN WILLION US DOLLARS, VOLUNE IN W7}
1979 £980 1981 1982 1983 1984 1983 1985

TOTAL EYPORTS 78R 1039 1215 1923 1045 L7} 854 1047 Z2.60%
. SNINALG, MEAT L FISH 169 2564 182 290 383 289 204 293 46,231
LIVE AMINALS 1 B it i3 3t g b 11 74,862
BEEF o3 155 23 - 223 130 104 156 M,3I7
VOLUME 73457  J07BET  1FITOT 1GG4T4 212957 127384  iL72M
UNIT PRICE 129 1441 1323 1098 1047 1018 884
MITTON & LANE 3 15 25 2t 15 7 i
FISH & SHELLFISH 3 18 58 &7 §: L] 47 &6 26817
DAIRY PRODULTS 12 18 2% 18 I 19 &7 "] 2,131
[THER 12 19 4] 19 1% 15
VYERETAELE PRODUCTS g9 108 18k 152 i 129 a1 S 3
pIcc at &4 109 g2 n 58 81 B -l
YoLime 166854 141913 224042 ZASTAS  193%4 131914
UNIT PRICE 364 4352 458 378 191 381
CiTRES 10 % g & ] 12
plHER 1B 2 &7 52 52 5%
FATE » QULE i1 1§ g 3 g 7
FO8D, BEV. & TOBALCD 25 K5) 2 18 ki 28
WINERAL PRODULTS 14 13 20 L] 2 4
CHEWIDRL PROBUCTS 25 K} I3 3 24 3
PLASTICS, RUBBER, ETL. 20 2 28 19 1z 19
LEATHER, HIDES, ETC. 149 1ad 138 140 3@ 147 &i 137 133,830
HIDES & SKINS &7 A0 51 73 ] 92 &1 137 123931
i TATHER MANUFACTURES L) 32 45 JE 3% 3
RTHER 1) 52 X 29 pl 24
TEITILE W47, & PROD. 178 w? I3 293 287 282 283 kO 17,211
EREASY ¥OOL 29 163 {1& 113 74 58 2 ] 2.721
VOLLINE 11230 3801 40042 40l 28378 21278 1948
UNIT VALUE 2818 2940 &N 2814 2515 2723 2557
WASHED NOOL 1 3 22 i 27 17 17 2 3L9&
VOLUME [N 9548 10723 LTV LT 934e L i:43)
MIT VALUE 2042 2003 2038 1757 1845 17748 1725
- ToRS 58 27 o8 n &7 0 55 1z .
BLDUSSE g ] 4 3 S 5
COMBED MODL 3 3 ¢ 4 12 1 9 ]
. JOVEN Q0L 15 1¢ 20 ig 1% 2t
CLOTHINE & ACCESE. 3 k] ki 83 52 90 98 116 18
OTHER 21 2 i ¢ g 8
SHOES § OTHER 28 20 14 10 ? 1
STONE, CERARIC & BLASS 18 22 16 2 8 3
TELS & MANUTACTURES 12 14 2 8 & 8
MACHINERY & ELECT. 7 20 13 ? b 7
TRANSPORT EQULIP. 20 24 2 S g )
BTHER 1] 21 15 15 22 24 245 258 1.4

TQURCE:  ISRE, COUNTRY ECONODXIC MENORANDIM ON URUBUAY, AUBUST 12, 1985, TABLE 3.2




Although the 2Z.& percent increase in exports reccrded during the year was Ted
by the increase in beef exports to Brazil. the country ajiso experienced strong
expert growth with most of its principal trading pariners and in virtually all
product categories. Exporis to Argentina grew by 48 percent; those to the
European Common Market by 50 percent. Only exports to socialist countries
declined in reiation to their levels of 1385.

Among product categories, in addition to a 44 percent increase in beef
exports, textiles other than wocl increased by 64 percent, and leather
products by 124 percent after an exceptionally bad year in 1985.

2. Other Balance of Payments Items. Developments during 1986 in
the non-trade portions of the balance cf payments are summarized in Table 2,
together with corresponding items for 1084 and 1985. Overall, the balance on
current account improved sharply during 1986 to a $50 million surplus, from a
$135 million geficit in 1985. In addition to the strong improvement in
merchandise exports discussed above, this resuited from a significant
reduction in net factor service payments resuiting from a deciine in
international interest rates. Overall, nel factor service payments deciined
from $356 million in 1985 to $290 million in 1986. In addition, ther was 2
moderate improvement in non-factor services equal to about $40 million.

Developments in the capital account were dominated by the very sharp reversal
in private capital movements (including errors and omissions) from a $94
million capital cutflow in 1985 to a $63 million inflow in 1986 made up of
$250 million net amortization payments on joans offset by $313 million in
other private capital items and errors and omissions. The precise compositicn
" of the iatter is not entirely ciear but may represent a comtination of the
acquisition by Brazilian and Argentine residents of dollar-dencminated
accounts in the Uruguayan banking system and some repatriation of foreign held
assets by Uruguayan residents in response to improved investment opportusities
jn Uruguay.

Te the extent that the iarge 1986 inflow of private capital represents
speculation by Argentine and Brazilian residents against the Cruzado ang the
Austral, these flows represent & potentially troublesome factor in Uruguayan
planning. It is very likely that a large exchange rate adjustment on the part
of either or both of these large neighboring countries would lead to a
reversal of these flows. Indeed, an important cautionary note in projecting
davelcpments for 1987, below, is that the Uruguayan economy is extremely
sensitive to economic and policy developments in ifs two large neighbors and
that sudden shifts in policy in either country could drastically alter the
prospects for Uruguay. Consegquently, the large accumuiation of net reserves
during 1986, shown on Table 2, should be seen as an appropriate precautionary
measuyre in the face of possiblie, and even likely, private cutfiows in the
future.
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TRBLE 2

URUBUAY: BALANCE OF PRYMENTS

(MILLION US DOLLARS!
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CUPRENT ACCDUNT
BODDS & SERVILEE

NERCHANDISE FOB
FREIGHT & INSURANCE
TRAVEL

INVESTMENT INCOME
DTRER

TRANSFERS

CHPITAL ACCOUNT
PUBLIC SECTOR LONS-TERM
FINANCIAL PUBLIC SECTOR
PUE, SECTOR SHORT-TERM
PRIVATE SECTOR
FINANCIAL
OTHER

SDR ALLOCRTION

DUERALL ERLANCE
VALUATION ADJUSTMENT
CHANGE WET FOR. ASSETS
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TABLE Z (LONT'D
URUEHAY: BALANCE OF PAYMENTS
{KILLION US DOLLARS)
1983 1988
NET CREDIT  DEBIT NET LREBIT  DEBIT

-128.8 13294 Hed0 -13A8  1S80.1 1510.0
3.4 13187 14506 -45.6 1S41 15050

168.3 B45.0 T71S.2 1208 10400 g0
14.8 15.8 5.3 1|1
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10,0 8.2 4.3 10.8 16,8 5.0
89,4 115 19430 ?8.5  5%0.7 3430
4.8 1L 78,3 89,3 273 32.0
3.8 8.5 4.2 -2.7
7.5 Tel.é EES.8 MHOTLE
~1a.7 008 2047 93§ 1O 250.8
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SOURCE: IMF, RECENT ECONOMIC DEV., WAY 7. 1988, TABLE &2.




TABLE 3
KERCHANGISE IMPORTS 1983-1988
(MILLION U.S. DOLLARS!
1332 1936  PERCEN PERCENT OF
EROWTH 198 TOTAL
TRTAL IRFORIS CIF 75,2 8390 1.3 .01
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THER MINERAL 22.7 3.2 o ¥ .21
FO0R, BEV., & VOBAZC 507 LY ) -£.52 5.7
THENICALS 106.5 1404 JLer 7L
RUBBER & PLASTICE 9.8 i1 30.42 7.82
PAPER & CARDEOARD it.6 233.3 .7 2.81
TEATILES 2.1 37.5 16,75 4,51
METAL PREDUCTS .0 §3.3 PR Y 5.2
ELECTRICAL PRODUCTE 7.4 431 st.er LR
TRANSFORT RRUIF. R.7 613 88. 1L 2.3%
R SCELLANETUS 48.9 723 44 82 B4

SOURCE:  1ERD. COUNTRY ECONDWIC WENDRANDUM, AUS. 12, 1588, TABLE 3.4 AND RISSIDW ESTINATES
AND B4MON P, DIAZ, MONTHLY ECONDRIC REPORT, JAMARY 1987, 1985 INPORTS ARE ESTIRATED
1985 INPORIS ARE ESTIMATED FROW BATA FOR FIRST 10 AONTHE.
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1. Merchandice Imports. Total merchandise imports during 1986 are
estimated in Table 3, based on apreliminary figures. Thus, these estimates
are subject to some revision when final vear end figures Decome available.
Nonetheless, the underlying trend is very clear:; despite the sharp drop in the
value of petroleum imports and the resuiting very strong recovery in the terms
of trade, the total vaiue of imports increased 17.3 percent. Although
astimates of the unit value of imports are not yet available, it wouid appear
that the volume of imports increased by approximately 30 percent.

Although it is difficuit to break down the import data as reported by tariff
classification into capital goods, consumer goods, and industriai inputs, it
would appear that capital goods imports increased at a somewhat higher rate
than otner categories. Certainly, the categories of transportation sguipment
and eiectrical products increased by more than the average of all imports.
The significance of this for fFuturs investment prospects will be discussed in
a later section.

The overall increase in merchandise imperts is somewhat surprising in light of
the 6.3 percent increase in GDP reported Dy Cou officials based on preliminary
data. Central Bank (BCU) officials attributed the very large increase in
imports to restocking by businesses after several years of running down
imports. Nonetheless, the very large increase in imports reported for 1986 is
striking.

4. Trends in GDP. Largely as a result of the relaxation of the
foreign exchange constraint and the monetary expansion associated with capital
inflow, domestic demand expanded consideraply during 1986. The sectoral
composition of this output, based on praliminary estimates, are shown on Tabie
4. Agricuitural output grew strengly throughout the year, based largely on
the enormous expansion of beef and other agricultural exports to Brazil.
Manufacturing output grew strongly based largely on the expansion of domestic
demand. Electricity and other utilities aiso exhibited strong growth in
response to the expansion of industrial output. In contrast, construction
continued its pattern of deciine, but with a leveling off in the second haif
of 1986, so that, for the year as a whole, construction declined by 1.4
percent. The increase in wholesale and retail trade mirrors the expansion of
agricultural and particulariy manufacturing output.

In contrast to the rather sketchy data currently avatlable on the sectoral
composition of GDP, little is yet known about its functional composition in
1986. Table 5 summarizes the Functional distribution of output for the period
1981-85. The most striking development during that period was the steady
deciine in investment. Fixed capital formation deciined from 17.1 percent of
GDP in 1981 to 8.0 percent 1n 1685. OF this, the largest part of the decline
was in private sector investment, which declined from 12.1 percent of GOP to
5.0 percent. HWhile the substantial expansion of output which has occurred in



TRBLE 4
URUGUAY: GROSS DOMESTIC PROBUCT
{WILLION 1978 NEW PESOE]
1981 1982 1983 1984 £98% 1586
EOF AT FACTOR COST 30176 27T TS Bu§ 28 25866

ABRUCILTURE, LIVESTOEX 343§ 32060 32483 3028 3186 3294

& FORESTRY
FiSHINE 157 132 157 i 148 143
NANUFACTURING bbs2 3536 5148 5292 S186 3214
CONSTRUCTION 1393 1543 1626 g3t e FAL
COMMERCE 3327 4185 Ti 3530 3823 3925
TRANSPORT & COMR. 2925 j1:107] 1717 1747 1687 1844
BTILITIES 30 k61 LIl LN 455 L3
ROUSINE 1842 1839 1844 1877 1892 1943
OTHER geue gis! BALl #2e8 B 8574
URUGUAY: BROSS DOMESTIC PRIBULT
{PERCENT CHANEE!

1981 £oE2 1962 1984 1983 1988

6DP AT FACTOR COST .91 -o.41 5.8 -4 6.81 632

AGRUCULTURE, LIVESTOCK .01 -89 1.8 -&.8% 5.3 .48
& FORESTRY

FISHINE 8.1 -9 w\lsr R 4 -0
WANUFACTURENE -4.87 16,51 7.0 2.8 240 U
CONSTRUCTION 301 -6y -3%.AT -9.01 -10.01 =142
COMNERLCE 2.8 -21.4% -10.8%  -G.4L .21 LK
| TRANSPORT & COMM. -0.B7 -i1.01  -47T -1 LA 9.4z
BTILITIES S.4% .22 11 Ax an 1.3
HOUSING 1.0% 0.81 0.3 6.7% 0.82 2.7%
ETHER g0 =057 -2.88 -L7L 228 )

GRUSUAY: SROSS DONESTIC PRODUCT
{PERCENT OF TOTAL}
1981 1982 1983 1984 1985 1988

£DP AT FACTOR COST 00,07 100,07 100.07 10001 100.01 100.01
- AGRUCULTURE, LIVESTOCK  11.41 1L.77 1251 .01 1281 31
& FORESTRY
FISHINE 0.31 9.5 0.82 068 0.&1 .51
MANUFACTURINE 22,12 20,21 20,00 2L.11 20.51  2L#l
] CONSTRUCTION 35 .7 £,00 .3 3.0 r &
COMMERLE 17,77 15.31 &S5 i B9 14.51
TRANSPORT & COMM. 5,71 6.61 6.71 5.8% 6.7% £.92
UTILITIES L& 1,52 L7 1.BI L.BL 1.8%
HEUSING 6.11 5.81 in 1.5% 7.5 1.2
OTHER sggr 3.1 271 9T B4 32,31

SOURCE: 1981-1985, IMF, RECENT ECONGMIC DEVELOPMENTS, MRY 7, 1988, TABLE 2%;
199, RISSION ESTIMATES




TARLE S

NATIONAL ACEOINTE
(MILLIBK 1978 PESDS)

198! 1982 1383 1984 1985

CONCUNPTION 31446 26709  2624E 24868 2508¢
GENERAL BOVERNMENT 4562 4432 4322 £132 4316
PRIVATE 24854 24257 1926 20356 2074

BROSS DOMESTIC INVEST. 988 4813 3052 M 2304
FINED CAPITAL FORMATION 4087 143 1 2530 FALE

PUBLIC SECTOR 1780 2485 1286 B8t 857
PRIVATE SECTOR 4287 2680 2265 1804 1520
CHANGE IN INVENTORIES -17? -330 -119 10t 127

EYPORTS OF 5003 & M5 4483 3801 8657 8741 7085
1#PORTS OF 500PS & NP5 -8318  -TI87  -57M0 -4gg8 -2

BOF AT WARKET PRICES Imge  I2138 30257 29632 A9M3E
NATIONAL ACTOUNTS

{PERCENT CHANGE!
1991 1982 L1983 i%es 1985

CONSUMPTION 3.1y By B 5.2 g.81
GENCRAL EOVERNMENT 7.5 -4 -2.%L 0.2t 0.4
PRIVATE 2.4 -7 -ne A& L.0F

§ROSS DOMESTIC INVEST. -89 -2 -le.er 81 -103D
FIYED CAPITAL FRRMATION  -3.0% -14.%1 -32.81  -22.51 -1l
pyBLIC SELTOR N.4&. W41 -49.1% <3001 -LIT
PRIVATE SECTOR N.&. 0 S35 17,71 -18.22 -1
CHANES IN INVENTORIES  -186.91  95.31 1977 12411 2B.7

EIPORTS OF BOCDS & MFS 21 -0 KA 8.7 5.1
iNFORTS DF BOODS % NFS 101 -13.41  -20.1% -1A.BI g.92

0P AT WARKET PRICES 191 -e.4r  -5.91 -2 0.71
NATIONAL ACCOUNTS
{PERCENT OF BDP)
1981 1982 1983 1984 1985
CONSUNPTIDN 88.67 8931 848 8431 BA3L
BENERAL BOVERNMENT 12,97 1591 31 71 WY
PRIVATE 75.77  75.51  72.51  49.81 8961

BROSS DOMESTIC INVEST. 16.67  15.01 1012 9.51 8.41
FIXED CAPITAL FORMATION  17.11 16,11 L3 2.1l 8.01

PUBLIC SECTOR 5.01 LTI $.21 .0 2.91
PRIVATE SECTOR 12. 1% 8,3k 7.31 6.1% S.i
CHANGE IN INVENTORIES -0.51  -LiI -L4L 6.3% 0.8

CYPORTS OF 500DS & NFS .37 .13 211 2.8 k.8
INPORTS OF 500DS & WP -23.5% -20.41  -19.01  -16.81 1661
SOURCE; [BRD, COUMTRY ECONONIC WENCRANDUN DM URUBUAY, AUS. 12, 198&,

TABLE 2.4




1986 was made possible by the existence of significant excess capacity, the
achievement of anything like the GOU's four percent growth objective for the
medium term wiil reguire increases in investment well in excess of those
experienced in receni years.

Khether investment will be availabie to £i11 this requirement is still an open
question. On the public sector side, based on data from the fiscal accounts,
investment did increase during 1986. On the private sector side, the evidence
s mixed. As indicated previously, imports of capital goods increased
substantially, perhaps by a greater percentage than the 30 percent overall
increase in real imports. On the other hand, +he continuing decline in
construction activity suggests that, iF businessmen have increased their
pianned investments, those pians are not well advanced. Anecdotal evidence is
mixed. The best that one can say at this +ime is that there is some evidence
that the long decline in private secior investment has leveled off and that
some increase may be in prospect.

Despite the substantial increase in domestic demand, a major obstacie to
increases in private sector investment ties in the poor financial condition of
many private sector firms. A sybstantial {#nd steadily increasing) portion of
banking system deposits in Uruguay are denominated in dollars. Consequently,
most pusiness loans are denominated in dollars as well. This situation
obviously poses some risk for firms oriented toward production for the
domestic market. Many firms have yet to recover from the major capital losses
infiicted on them by the major devaluation of the peso in 1982. As a result,
many private sector firms whose business prospects are reasonably good, are
not in a position to undertake debt financed new investment. Indeed, there is
a good deal of anecdotal svidence that this, rather than a lack of loanabie
funds or lack of business opportunities, is the major obstacle to expanded
private sector investment in Uruguay. The IBRD has long planned a major loan
to provide long-term refinancing of such private sector loans. However, the
negotiations for that loan have oroceeded slowly.

5. Inflation. The GOU was less successful in 1986 in its attempts
+o reduce the rate of inflation. On 2 December-to-December basis, inflation
declined only to 73 percent from 83.0 percent in 1985. This limited success
against infiation was an unavoidable result of the authorities’ attempt to
deal with the very large. and propbably temporary, infiow of private capital.
To prevent an appreciation of the peso, with ail its consequences for the
dollarized financial system, the authorities purchased large volumes of
dollars, significantly increasing the money supply. In additionm, the large
increase in export volumes led, in certain instances to supply bottlenecks for
the domestic market.




6. Fiscal Situation. At this point, detailed estimates for 1386
are available only for the Central Government. These results are shown on
Table 6. Largely as & result of the substantial increase in economic
activity, Central Government revenues from taxes on domestic activity
increased from 12.4 percent of GDP in 1985 to 13.0 percent in 1986.

Similariy, the large increase in non-oil imports contripbuted to an increase in
taxes on foreign trade from 2.1 percent of GDP o 2.9 percent.

On the expenditure side, the GOU succeeded in maintaining expenditure
discipline. Central government wage and social security payments declined by
1.1 percent of GDP. Purchases of goods and services, on the other hand,
increased by C.7 percent of GDP. Transfer paymenis continued their long-term
deciine, while government interest payments declined as a result of reductions
in world interest rates on doliar loans, since both foreign and domestic GOU
debt is dollar-denominated. As a result of all these factors, the deficit of
the central government was reduced from 2.5 percent of GDP to 1.5 percent.

Although detailed resuits of the rest of the public sector are not yet
available, they appear to be essentially unchanged, with the deficit of the
rest of the public sector apparently having increased from 0.1 percent in 1985
to 0.2 percent in 1986.

A major disappointment in the fiscal accounts has been the inability of the
GOU to reduce the quasi-fiscal losses of the Central Bank. At the present
time, these losses represent largeily the results of the controversial
portfolio purchase arrangement undertaken in 1984 in which the GOU attempted
to preserve the solvency of the financial system Dy purchasing portions of
each bank's problem loans in return for a purchase by the banks of government
bonds egual in value to approximately three times the amount of loans
purchased. Despite repeated promises that the Central Bank would increase its
efforts to collect on these problem loans or begin liquidation procedures,
Tittle progress has been made. At the moment, the entire matter is tied up in
the broader guestion of the terms under which firms will be able to obtain
long-term refinancing of outstanding loans. As a result, the quasi-fiscal
losses of the Central Bank only declined from 3.4 percent of GDP in 1985 to
3.2 percent in 1986.

Overall, the GOU has succeeded in reducing the fiscal deficit only from 6.4
percent to 4.9 percent of GDP. Indeed, as shown on Table 7, the domestic
financing of the deficit actually increased slightly, by 0.1 percent of GDP.
In the Uruguayan context, because of the substantial degree of dollarization
of the financial system, a deficit equal to approximately 3 percent of GDP is
unacceptably large. The large proportion of Financial assets held in doliars
resylts in a very small pesc monetary base in relation to the size of the
economy. As a result, even relatively small expansions of the peso money
suppiy can produce significant inflationary pressures. As a resuit, the GOU




TABLE &
URUGUAY: CENTRAL GOVERNNENT OPERATIONS
{PERCENT OF &OP)

- e8¢ 198! 1982 1983 1984 1985 1965
TOTAL REVENUES 16,21 1741 1521 189 MO 15,01 IS.3E
DOMESTIC TRXES 13,47 14,00 12,61 1l.91 1LZD 1.4t 13O0

TAIES ON 50DDS & SERV. 10,11 1.3t 1642 9.1 3 G L 5

OF WHICH VAT b, 21 7.01 6.22 5.3 9.5 5.91
INCONE TAXES 2.81 2.0 1.61 1.7 .02 .21
TAYES ON PROPERTY 0.8% 0.9 .00 1.1l 0.7% ¢, 9%
OTHER DORESTIC TAXES 6.1% 0.0% 6.0% 8,01 ¢.0% 0.01
JAXES ON FOREIFN TRALE 3.0% 2,51 2.21 2.6 2.1 .1 2.91
ADJUSTMENTS SLET  ~LTY -20r -L91 -n4 -LOT -t.28
NON-TAX REVENUE 1.3 2.2 2.4 .3 2.1 i.4% 0.8%
TOTAL EYPENDITURES .17 1T k.81 199 192l R 17.02
CURRENT EXPENDITURES 4,70 1551 2141 1791 LED AT 15,42
B00ES & SERVICER 2.9 142 e {521 3.3 1.1 1231
BACES . 6.3% L 5.0% 5.1 3.3 4.82
SOCIAL SETLRITY 4,51 .4 3.4% 1.3 S.82 .2 4.5%
OTHER 2.7 2.5 .4 HE 2.4% 2.28 2.%
TRANSFERS $.9% 071 123 125 2.32 L 1.1%
INTEREST PAYMENTE 0.43 047 091 .52 1.BX 2.1% .9
EARRRHKED REVEWUEE ¢.il 0.2 0.1 6.2 8.1% 0.12 Kit)
CURRENT SURPLUS/DEFILIT .92 1,90 -&2r -2.00 -3E -L3D ¢. 1%
CaPITAL EYPENIITURES 2.0 L9 2.5% 1.9l £ 15X 1.61
suRPL US/BEFILIT 917 -0 BT -Aer LA -2.91  -L3
THTAL FINAKCING -0.12 9.11 8.6 3.9 3.28 2.91 1.92
FOREIEN LDANS -8. 11 8.7 8.3% 8,11 ¢.9r 0.4
MONETARY AUTHORITIES -0.2% 8.3t 4.91 LI 2.51 6.3%
OTHER .2t -LO 1.581 ¢.7L 171 3.0



TABLE 7
py3t IC SECTOR DEFICIT AND ITS FINRNCING
(PERCENT GF 828
1982 1983 1984 1985 1986

DEFTLIT OF NON-FINAMCIAL
PUBLIC SECTOR 1.1 4.4 .2 I8 1.7

GUASI-FISCAL LUSSES OF 8.3 8.3 .7 3.4 3.2
CENTRAL BANK

ABEREGATE PUELIC SECTOR 18.4 12.9 9.5 6.4 4.9
BEFILIT

FINANCING 18.4 12.% 8.5 8.4 £.9
INCREASE IN DOMESTIC
CURRENCY AND BANK RES. 1.2 L3 1.2 Z.8 3.1

1085 OF NET INT'L RES. 8.9 0.4 0.9 1.3 -2.0

OTHER DOMESTIC DEBET -10.8 1.7 0.3 0.5 03
FOREIEN DEET 19.8 5.5 7.t t.8 3.5

SOURCE: RAMON DIAZ, MONTHLY ECONOMIC REPORT, NV, 24, 1984



continues to face difficult problems of monetary management if it is to avoid
inflationary pressures on the one hand or private sector credit compression on
the other.

C. BALANCE OF PAYMENTS PROJECTIONS FOR 1987

1. Exports. The ocutlook for exports during 1987 is subject to a
more than usual degree of uncerzainty. The export boom of 1986 was led by the
extraordinary increase in demand from Brazil. However, the relaxation of
trade restrictions by Brazil was carried out on 2 case-by-case basis and there
are indications that, by year end, Brazil's import policy toward Uruguay was
becoming significantly less liberal. Similar y, the recent sharp depreciation
of the austral makes it unlikely that exports to Argentina wiil maintain
anvthing like their recent pace. Indeed, in the tourism account (in which
receipts are heavily concentrated in the first two months of the year),
receipts for 1987 are already down sharply because of the relative jack of
competitiveness of Uruguayan destinations. A similar effect in the trade
account is likely. Finally, there are likely to be some capacity constraints,
particularly in the beef sector, to any significant expansion of output in
1987. All these factors suggest, at dest, a modest expansion of exports in
1987. A very tentative destination-by-destination projection for 1987,
together with 1986 and 1985 figures, is shown on Table 8.

Several GOU officials have publicly predicted a figure of 5 percent for the
nominal increase in exports for 1987. However, this projections seems to be
based on a Feeling that any export growth in 1987 wiil be modest, rather than
on a detailed product-by-product and destination-by-destination analysis.
Given the uncertainty about access %o the Brazilian market, such caution
appears warranted.

2. Other BOP Items. The non-trade items of the balance of
payments accounts for 1987 are projected on Table 9. Two alternative import
requirements are shown as alternative 1 and alternative 2. These will be
explained in the following section. In the service accovnt, freight and
insurance are projected as a proportion of exports in 1iae with the pattern of
recent vears. In the travel account, earnings are projected to drop sharply
in line with the reduction aiready apparent in hotel bookings during the 1987
summer season. In contrast, travel payments are projected to rise sharply,
reflecting the recent sharp rise in disposable income and the relative deciine
in competitiveness vis-a-vis Argentina and, to some extent, Brazil. Factor
services are projected to remain essentially unchanged, refliecting no change
in international interest rates in 1987 compared with their average for 1986,
and reflecting essentially no increase in external debt during 1986. “Other®
services are essentially extrapoliated from the trend of recent years.
Similarly, transfers are essentialiy extrapoiated from the trend of recent
years.
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TABLE &

EYPORT PROJECTIONS FOR $987 BY DESTINATICK

(RILLIDN US DOLLARS!
1985 1988 1987

g853.6 1054.0 1112.3
W69 5T 5SS
i43.4 3209 330.%
8.1 19.8 B2.0
313 33 3.1
125.¢ 12,9 4l
1.3 12.0 12.9
2012 258.2 3%k
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TRELE 3
URUBUAY: BALANCE OF PRYNENTS
MTLLI0N US DOLLARS!
1987 ALTERNATIVE ! 1987 SLTERNATIVE 2
CREDIT  DEBIT EY {REDIT  DEBIY NET

CURRENT ACCOUNT 1576.9  15378.8 -1.5 1570.9 183e.7 -85

- €003S & SERVILES 1555.¢ 15754 -1%.E 15559 1817 -TLE
KERCRANDISE 11267 £33.4 2833 1120.7 8.7 2.0

- FREISKT & INSURANCE 0.2 20.2 26.2 2.2
TRAVEL 2100 205.0 5.9 210.6  205.0 3.8

INVESTRENT INCDME £5.0  3aS.0 -300.C £5.0 3850 -300.0

OTHER 140.0 17,0 -30 o, 170 -0

TRANSFERS 15.0 p8 2.9 1%t 3.0 12.¢

CAPITAL RCCOUNT 2610 295.0 -B4.0 2410 2950 <546

: PYBLIL SECTOR LONE-TERM  241.0 ge.0  146.0 24L.8 95,0 1160
| FINANCIAL PuleIC SECTOR ¢.0 8.0
pUE, SECTOR SHORT-TEEN 2.9 9.8

PRIVATE SECTOR £.0 2000 -200.0 6.0 206.0 -200.¢

Sne ALIACATION 8.9 .98

QVERALL BALANCE =815 -155.8

-£1.5 -119.8




-8 -

In the capital account, public cector capital flows are projected based on the
World Bank's recent repori. 1ngy assume & consummation of the commercial banmk
rescheduling and other arrangements and the signing of the Bank's Own private
sector refinancing loan. Private sector capital flows are obviously subject
to a more than usual degree of uncertainty. The $250 miliion inflow recorded
in 1986 in part probably represenis more O less permanent placements of funds
in Uruguay and in part, speculations against their own currencies on the part
of Argentine and Brazilian residents. The assumption made on Tabie § is that
the bulk of the 1986 inflows represent speculative movements which will be
reversed in 1987. Thus a net private outflow of $200 million has been assumed
for 1987.

3. Imports Reguired to Sustain 4 Percent Growth. The key item
needed to estimate the unfinanced batance of payments gap for 1987 is the
import requirement needed to sustain the GOU's target tevel of growth. This
figure is not a projecticn of the actuzl level of imports for the year by an
sctimate of the levei would be required if the target growth Tevel is to be
achieved. The GOU growth target for 1887, stated in several recently
published intorviews by the Minister of Finance, is 4 percent. This is
slightly less than the growth actually achieved during 1386 but well above
performance in recent years.

Two separate estimates of the relationship between the import requirement and
growth are available. The first is implicit in the World Bank's multiyear
orojections reported in its August 12, 1936 report. The assumption there, the
basis of which is not entirely ciear, is that the import requirement has an
elasticity of 2. That is, the achievement of a growth rate of x requires an

increase in real imgorts of Zx. This figure is essentially the one used in
the preparation of the 1988 PAARD.

7o shed more light on this question, the mission carried out a statistical
anatysis, using a series of regressions of real imports on growth and the real
exchange rate, based on data for the period 1970-1984. (Since the equation
Fitted was in log form, the coefficients can pe interpreted as elasticities.)
~he results are summarized on Table 10.




TABLE 10
ELASTICITIES OF IMPORTS WITH RESPECT TO GROWTH AND EXCHANGE RATE
(BASED ON 1970-1584 DATA--NUMBERS IN PARENTHESIS ARE T-STATISTICS?

EQUATION REAL EXCHANGE RATE REAL GDP  R-SQUARE D.F.
{1} TOTAL IMPCRTS -.08 4.28 .90 12
(2.45) (8.48)
(2) IMPORTED RAW MATERIALS
AND SEMI-FINISHED PROD. -.08 3.22 .68 12
(1.55) (4.25)
(3) IMPORTED CAPITAL -.29 6.51 .83 iZ
GOODS (4.76) (7.12)
(4) IMPCRTED FOCD -.20 4.60 .67 12
(3.17) (4.8%)
(5) IMPORTED CONSUMER -.32 §.81 .50 i2
GO0DS (2.472 (3.4

Source: Mission Estimates

In general, the rasults presented on Table 10 are statistically rather good.
The equations are wel! behaved: all estimators have predicted signs; most are
significant at a 95 percent confidence jevei. There are problems of serial
correlation of residuals in the case of the consumer gocds and the imported
inputs equations. However, the Burbin-Watson statistic is above the lower
critical level for the remainder of the equations.

While the implied import demand elasticities reported on Table 10 are
surprisingly large, the equations are consistent. Therefore, in estimating
imports required to achieve 4 percent growth on Table 8, an elasticity of & is
assumed for alternative 2. Alternative 1 i nased on the MWorld Bank's assumed
elasticity of 2. [In both cases, an increase of three percent in the unit
value of inputs is projected.

4. Estimated Financing Gap. As shown on Table 9, the balance of
payments gap implied by projected levels of the various balance of payments
items is $61.5 million under aiternative i and $119.8 million under
alternative 2.

5. Possible Financing and Conseguences if not Financed. Under the
assumptions about private capital outflow discussed above, and assuming that
the Uruguayan authorities do not permit any loss of reserves, the gap will te
ciosed by a decline in imports. In the absence of additional finmancing, and

e



assuming an increase in the unit value of imports of three percent, this
decline represents an 8§ percent decline in real imports. Under the
assumptions of alternative 1, this would imply a deciine in real GDP of about
4 percent. Under the assumptions of alternative 2, +he decline would be about
2 percent.

The provision of $12 million of ESF funding would permit a small reduction in
the import and output decline hased on these assumptions. The ESF funding
would reduce the prcportionate deciine in imports +o about 7 percent which,
under the assumptions discussed above, would reduce the deciine in real output
to about 3.5 percent under alternative 1 and tc about 1.75 percent under
alternative 2.

Obviousiy ali these estimates must be viewed with a great deal of caution.
One particular point of caution is that the very large increase in imports in
1986 may represent a considerable degree of inventory restocking. To this
extent, the reguired increase in imports for 1987 would be reduced and the
reduction in output from the target level would be less. In addition, the
assumption that the authorities would permit no reduction in reserves in
response to a large capital outflow after accumuiating $400 million in
reserves in response to a large private capital inflow, is somewhat
arbitrary. Ffinally, it must be emphasized that the direction, much less the
magnitude, of these private capital flows is extremely uncertain and subject
to a variety of events, most beyond the control of the Uruguayan authorities.

D. ADEQUACY OF GOU PCLICY FOR MEDIUM-TERM GROWTH

In general, it must be said that the economic poiicies of the GOU are in
accordance with those generally recommended by economists to maximize growta.
The exchange rate is market determined and exporters are not regrireqs 2
surrender exchange earnings. Interest rates, both on loans and deposits are
also market determined and peso interest rates appear tc be in line with
reasonable projections of future rates of inflation. Two particular areas of
concern are whether rates of domestic investment are sufficient to assure an
adequate expansion of aggregate supply and, in a closely related gquestion,
whether the domestic public sector borrowing requirement is such as 10
ynreasonably constrain the expansion of private sector credit.

Y. Investment Levels. Hhile the relationship between growth and
investment is by no means as close and automatic as was once thought, there is
no guestion that sustained medium term growth requires an adequate level of
domestic investment. The recent historical trend of investment as a share of
GDP is shown on Table 11. HKhile it jg difficult to find any reliabie
year-to-year trend, it is clear that periods of rapid growth in the Uruguayan
economy (in the range of 5 to 6 percent per year) have been associated with
levels of gross domestic investment in the range of 16 to 18 percent of GDP,
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while periods of little or no growtn have veen associated witn levels of gross
investment of 9 to 10 percent of GDP or less. Inm this connection, it is
striking that gross investment in 1985, at 8.4 percent of GDP, was the lowest
of any year since 1970. It is clear that sustained growth at anything Tike
the S percent of 1686 or the 4 percent GOU target for 1887 will reguire
something like a doubling of gross investment Trom its 1985 levels. "

The reason for the very low levels of investment of 1984 and 1985 are nct
entirely clear. The most common factor cited by both officiais and private
nusinessmen is the problem of the debt overhang facing most private businesses
as a result of the 1982 devaluation. The refinancing of this debt at long
maturities, assisted by an IBRD loan, progably represents the most urgent
development probiem facing the &0U.

2 Credit Availabilifv and Adeguacy of fiscal Effort. The
pltimate test of the adeguacy of Fiscal and resource mopilization policies is
the size and rate of growth of credit available for the private sector.

Recent trends in aggregate banking system accounts are summarized on Table

12. Data there are expressed as 2 percentage of GOP aad in terms of constant
1978 pesos (note that since banking system aggregates are measured at year
end, GDP is measured as the average of current year and following year nominal
GDP).

One particular note of caution at the outset is that the accounts of the
panking system do not, in practice, distinguish between deposits by domestic
residents and domestic by private Toreigners. Thys a large portion of the
w1izbilities to the private sector* are, in fact, liabilities to foreigners.
This fact accounts for the very high level of total banking system liabiiities
as a proportion of GDP.

This factor of Uruguay's role as a regional banking center has two
consequences for the rest of the domestic economy, one positive and one
pegative. On the positive cide, a substantial volume of real financial
resources are potentially available to support an expansion of credit to the
private sector. On the negative side, the nanking system is subject to a
considerable degree of instability due to events and policy decisions on the
part of its two neighboring sta es over which it has no control.

On final preliminary point to be emphasized is that the predominance of
foreign currency depcsits means that the bulk of system lending is also
denominated in dollars. As a result, the system is extremely sensitive to
change in the real exchange rate such as occurred in late 1982.

In general terms, the volume of banmking system credit to the private sector
appears adeguate. The volume of such credgit increased sharply in 1982, from
a0.2 percent of GOP to 60.0 percent. This, of course, represents the effects
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of the 1982 devaiuation which vastly increased the real value of
dollar-denominated lcans. The need to carry out a long-term refinancing of
these loans represents the mest important unresolved problem of the Uruguayan
financial system. The volume of private sector credit cutstanding graguaily
declined toward more normal levels throughout 1983 and 1984, then contracted
yery sharpiy in 1985. Although 1986 figures are not yet available, it would
appear that both the volume of foreign deposits and the volume of jending to
the private sector increased significantly.

Fortunately, the 1985 reduction in foreign-currency-denominated geposits
coincided with an absclute regduction in real terms of lending to the public
sector. The total volume of such lending (including the quasi-fiscal losses
of the central bank, which accounts for most of the change in "other net
domestic assets") declined sharply in 1983 to 19.1 percent of GDP after rising
sybstantially in the three grevious years for reasons discussed previously.
Again, it appears that the GOU! has made some further progress in reducing
parking system iending to the public sactor. However, progress in reducing
the quasi-fiscal deficit has oeen extremely slow.

In terms of the adeguacy of the policy and institutional environment to
support medium term growth, a reasonable assessment would be that, in general,
given the size of the financial system, ihe demands currently being placed on
that system to finance the fiscal and gquasi-fiscal deficit are manageable.

Far more important than further reducing the fiscal deficit is the completion
of arrangements to refinance the private sector dollar debt acquired prior to
1983, so that firms will be able to undertake Further capacity expansion.

This is not to say that the GOU should not attempt further fiscal
improvement. Such gains would be useful, if only to reduce the vulnerability
of the system to fiuctuations in the level of foreign deposits.

3. Exchange Rate The general importance of maintaining an
adeguate exchange rate in a smali open economy is self-evident. In the case
of Uruguay, there is the additional factor that extensive
foreign-exchange-denominated lending by domestic Tirms can have a serious
impact on the financial condition of these firms. The exchange rate system of
Uruguay is essentially a market determined one, with no requirement for the
surrender of exchange receipts or restrictions on international capital
flows. The Central Bank and the state-owred Bank of the Republic (BROU) do
pyy and sell foreign exchange in an attempt to smooth short-term
Fluctuations. Trends in inflation, devaluation, and the real effective
exchange rate are summarized on Tahle 13. The real effective excnhange rate is
calculated by the IMF on a trade weighted basis. It is clear from Tabie 13
that the GOU has been quite successful since 1983 in maintaining and even
improving its external competitivenass.
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The year 1985 has been a particuiariy difficult one for exchéhge rate
management. The large voiume of private capital inflows has tended tO

appreciate the real

exchange rate, while the purchase of such foreigin exchange

by the Central Bank or the BRCU with pesos tends to increase the peso money

stock, increasing |

nflationary pressures in the economy. Caiculations by 2

private Uruguayan economist cuggest that, as of September, the trade weighted
exchange rate had appreciated about six percent from the end of December
1685. Gjiven the enormous pressures invoived, this is a reasonably
satisfactory resuit.

Overall, the real effective exchange rate appears to be adequate to achieve

medium term growth.
Uruguayan authoriti

Moreover, given the axperience of the 1978-82 period, the
es are acutely aware of ths risks associated with real

exchange rate appreciation, not only because of their effect on international
competitiveness, but aiso because of tne devastating effect which subsequent
a¢justment can have on domestic firms with dollar-dencminated liabilities.

EXCHANGE

NOMINAL DOLLAR
EXCHANGE RATE
(ANNUAL AVERAGE)

MONTEVIDEO COST
QF LIVING
(1978=100>

REAL EFFECTIVE
EXCHANGE RATE
(TRADE WEIGHTED,
1978=1002

Table 13
RATE. DEVALUATION, AND REAL EFFECTIVE EXCHANGE RATE
1978 1970 1980 1981 1982 1983 1984 1985

§.05 7.84 .08 10.7% 13.85 34.38 55.89 101.43

100.C 166.8 272.7 365.6 435.0 645.1 1008.0 1736.1

100.1 108.6 135.7 152.7 164.3 103.8 98.9 95.8

SOURCE: IBRD, COUNTRY ECONOMIC MEMORANDUM ON URUGUAY, AUGUST 12, 1986,
TABLES 9.1, 9.6, AND 9.7.

4, Trade Policy.
and 1960s, Uruguay

Aleong with most Latin American countries, during the 1950s
followed a development policy which emphasized import

substitution through very high tariff barriers. Beginning in 1974, the GOU

began to impiement

a development strategy which emphasized export expansion

along lines of comparative advantage. Quantitative restrictions were
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TREWDS [N TARIFF PROTECTION
{PERLENT]

L 1952 1983 1984 1985 1984

MAYINIM TARIEF 901 75X SEL 35 802 LUH
WEIEHTEDR AVERRGE 19 192 171 )3 34 22
TARIFF

SRURCE: ROW i: IBRD, COUNTRY ECONOWIC MERORAKDUM ON URUBUAY, TABLE 12
RON 2, WISSION ELABORATICH
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eliminated in 1975 and the maximum tarivf rate was gradually reduced from 345
percent in 1§74 to 55 percent in 1983. At the same time, the average tariff
was reduced until it reached 15 percent in 13985. {The weighted average tariff
rose to 22 percent in 1986 solely because of the changed composition of import
values.?}

Overall, then, there remains more that could be done in reducing both the
average tariff, which acts as a disincentive to expcorts, and the dispersion cf
tariffs, which provides distorted incentives to domestic producers. However,
the urgency of this is probably not great.

5. Conclusion. In general, it should again be emphasized that the
overall direction and content of GOU economic policy are more than adeguate to
produce sustained econcmic recovery in the medium term. The existing public
sector fiscal deficit, although higher shan desirable, is certainiy capabie of
being Tinanced by Uruguay's jarge and fiexibie financial system without 2
compression of private sector credit. Private incentives resuylting from a
combination of exchange rate and tariff policy, certainly appear adequate to
permit Uruguayan producers to compete in international markets. Indeed, the
principal obstacie to a steady growth in export volumes appears to be erratic
trade policies on the part of Uruguay's principal trading partners. A
solution to that problem is not readily apparent.

The low level of business investment experienced in recent years remains &
matter of serious concern. However, a close examination of the matter
suggests that the principal reason for this low level is the continuing
probiem of the debt burden resulting from the 1982 devaluation. A resolution
of that probiem through long-term refinancing still appears to be the most
urgent item of economic policy on the agendz.

Seyond that, the GOU should continue its efforts to reduce the overall fiscal
deficit, primarily to reduce inflationary pressures, and to reduce the
dispersion of import duties in order to increase the efficiency of domestic
production. Neither of these matters appears to be of particular urgency,
however.

111. 1987 ESF Program

A. Summary of FY 1986 Program.

The FY 1985 ESF program of $14.3355 million was divided into two components:
(1) a $14.0 miilion cash transfer to support balance of payments requirements;
and {(2) a $355.000 grant to carry out an administration of justice initiative
and technical assistance, studies and other support to the GOU's economic
recovery program. The 313.0 =million cash transfer was made on September 17,
1986. In accordance with the Program Ageement, the GOU will attribute $14
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3. FY Y987 Program Overview

1. Justification for a Cash Transfer Program and Smail Grant
Technical Assistance and Training Project.

The proposed uses of the FY 1987 Economic Support Funds are essentially to
continue the program initiated in FY 1986. The cash transfer program will
continue to be the most effective way to support the GOU's economic recovery
program by facilitating a greater volume of imports than could otherwise
occur. The alternatives, a Commodity Import Program or fully projectized
assistance, imply a long disbursement period and would rquire a significant
increase in A.I.D. staff to monitor these activities. Nevertheless, there
continue to be certain technical assistance and training needs to support the
GOU's econocmic recovery program. Additional U.S. technical assistance will be
nrovided to Uruguay's private sector in support of economic recovery. The GOU
has also requested that $400,000 be setf aside for long term participant
training in the U.S. in order improve its human resource base. Training wiil
be provided in areas such as economics, health policy, computer science,
public administration, and agriculture.

2. Justification for Grant Funding.

Grant funding was provided for the 7Y 1986 because of the pclitical basis of
this program and because of the fact that the Government of Uruguay has a
minority in the Uruguayan Congress which may be reluctant to approve loans
entered into by the GOU. Both conditions still obtain for the FY 1987 ESF
program. Funds are being provided to Uruguay because of a Congressional
earmark in recocgnition of its return to democracy in 1985. To require that
the funds be provided on a loan basis would mean that the Program Agreement
would have to be ratified by the Uruguayan Congress -- & process which could
well be very time-consuming, thus jeopardizing the possibility of obiigating
funds during FY 1987 and which would probably create significant controversy
about the local currency prcgram.

C. Economic Conditionality Considerations.

The 1986 ESF Program did not impose specific economic conditionality
requirements other than that the COU covenant to maintain implementation of
its economic stabilization and reCovery grogram. In general the GOU was able
to satisfactorily manage its economic recovery program. It continued fo use
an appropriate economic poiicy framework, including: (i) utilization of
market-determined prices; (2) a unitary floating exchange rate: (3)
market-determined interest rates: (4) encouragement of an export-oriented
rather than an import substitution economic growth strategy; and (5) some
reduction of effective tariff protection. In general its monetary and fiscal
management during 1986 were satisfactory. Although the IMF Stand-by Agreement

'!(
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expired in March, 1987, however, an IMF Mission initiated formal discussions
for a new Stand-by Agreement with the GOU in the same month. It is expected
that a new Stand-by ageement will be negotiated and signed later this year.

As discussed in Section II.D. the eccnomic policy framework is generally
appropriate for recovery of the Uruguayan economy over the medium term. The
major remaining obstacle to reactivation of the economy is the lack of
investment which appears to result largely from the dest burden for many
enterprises remaining from the major 1682 devaluation which occured when many,
if not most, Uruguayan productive enterprises had large dollar debts. After
devaiuation, it became virtually impossible for many firms to repay this debt
and the Central Bank purchased a large amcunt of non-performing loans from the
Commercial Banks. To date this debt remains "on the books" and is a major
impediment to recovery of manufacturing enterprise in Uruguay. Thus, debt
restructuring, which would permit +he rehabilitation of viable enterprises,
should be the most important pricrity for government action and therefore
should logically be an area for economic conditionality. Nevertheless, the
issue 1s politically contentious. Given the nature of the political
relationships between the executive and the Congress, it is unlikely that
decisive action can be undertaken at this time by the GOU since any actions
would require the agreement of the poiitical opposition.

A major component of the fiscal deficit is Central Government transfers to the
social security system. (In 1985 these amounted to about 3.8 percent of

GDP). Fundamental adjustment will be necessary to assure long term fiscal
stability is reform of the social security system. This reform, however, can
only have an impact over the long term since obligations of the system to
cuyrrent retirees cannot be voided. The proposed reform is likely to be very
controversial and it is not appropriate the USG condition its assistance on
its implementation. It should be noted, however, that the World Bank plans to
require that the GOU initiate a social security reform as the major condition
of its proposed $80 million structural adjustment loan.

Therefore, given the reiatively small amount of assistance to be provided, it
is inappropriate to seek specific conditionality at this time in these areas
in which political consensus cannot easily be ohtained.

While additional efforts to reduce fiscal deficits and average tariffs would
also be useful, the GOU has performed satisfactorily in these areas 10 date.
It plans to undertake further measures to comply with the World Bank's
Structural Adjustment Loan which include: (1) expansion of the VAT and income
tax bases; (2) restructuring of publically owned raiiways and airlines; and
¢3) reduction of the maximum import tariff to 45 percent. MWhile specific
A.1.D. conditionality does not appear appropriate the GOU will covenant 1o
continue to implement its economic recovery program as set fortn in the Letter
of Application Annex 1.
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D. Utilization and Management of the Dollar Resources.

The 1987 ESF contributions will be obligated through amendments to the two
grant agreements signed in FY1986. The $14.0 million cash transfer agreement
will be increased by $11.522 million and the $355.000 agreement for .
administration of justice and technical assistance will be increased by
$600,000.

In accordance with current A.I.D. statutory requirements, the amended
agreement will provide for tracking of the use of the additional doilar funds
provided through cash transfer. In Uruguay, the Central Bank does not ration
or otherwise control foreign exchange avaliabilities for private sector
imports. Importers and exporters alike have direct access to a free foreign
exchange market operated in the private sector. In reviewing the new
requirements for dollar tracking with GOU authorities, they have suggested, as
indicated in the letter of application, that the ESF doilars be used for
petroleum imports made by 2a State-owned enterprise, ANCAP, from Venezuela and
Mexico. In 1986 petroleum imports totailed $140 million. There are no other
public sector impoerts of significant size.

The grant agreement will require as 2 condition precedent to disbursement a
proposed disbursement calendar and a detailed description of the dollar
tracking arrangements. In general terms, the A.I.D. funds will be disbursed
into a separate account of the Central Bank, probably in the New York Federal
Reserve Bank. The Central Bank will authorize the transfer of these funds as
needed to pay for its petroleum imports from suppliers. (Over 50 percent of
Uruguay's petroleum imports currently come from Latin America). The Bank will
subsequently present to the A.I.D. office its certification of the details of
the transaction, i.e., volume, quality, price, source, etc., with copies of
any supperting documentation deemed necessary.

All petroleum procurement will be administered by ANCAP in accordance with
well established norms and practices that will assure reasonable prices and
overall propriety. ANCAP enjoys a sound reputation in the international oil
market. Its operations are scrutinized not only by internal and external
systems, but also by an active and vigorous Congress. In the event that for
reasons unforeseen at this time, it becomes infeasible or administratively
impractical to use the ESF for petroleum imports, the oniy other possible use
will be to payment of U.S. and multilateral development bamk debt. If it is
subsequently determined government that use of the ESF dollars would be
desirable, the A.I1.D. representative in Uruguay will consult with AID/W before
agreeing use.
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E. FY 1887 Local Currency Program.

1. Locatl Currency Programming

The GOU-owned local currency resulting from the cash transfer will be
allocated as follows:

1. Counterpart to IDB loans $ 6,000,000

2. Support to Private Sector and NGO
Activities Involving Micro-Enterprise
Employment Generation, Technoliogy
Innovation, Export Promotion, etc. $ 2,922,000

3. Rationalization of Agriculturai
Production and Agro-industry promotion

for southern Uruguay $ 1,500,000
4. Reserve for Contingency $ 500,000
5. A.1.D. Trust Fund $__ 600,000
Total FY 1687 ESF Local Currency $11,522,000

The first two uses, totalling $8,922,000 are to suppiement activities
initiated with 1986 ESF local currency. The counterpart for the IDB loans is
planned to be distributed for the two agricultural (rice and dairy)
development projects described in Annex 2. Similarly, the support to private
sector and NGO activities will be administered as described in Annex 2.

The $1,500,000 for the rationalization of agricultural production and
aqro—ingustry promotion for southern Uruguay is the oniy new Jocal currency
activity planned to be supported with the 1987 ESF agd-on. This program,
recently announced by President Sanguinetti, is directed at the medium and
small scale family farms located in the so-cailed green belt surrounding
Montevideo. This area currently accounts for 63 percent of the volume of
fruit and vegetable production For the domestic market. Problems include soil
srosion, outdated production technologies, and inadequate market structures.
The GOU projects a three-year, approximately $15.0 million agricultural
development effort that would identify appropriate production strategies for
each important micro-region and would work through existing farmer
organizations, cooperatives, and private agro-enterprises to provide
production and marketing services necessary to achieve those strategies.

Emphasis would be placed first on immediate actions invoiving improvements in

P
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forage crops for small scale dairy operations, swine, and rabbits, and in cash
food crops reguiring more readily manageable marketing support (i.e., gariic,
onion, beans, chick peas, lentils, etc.). At the same time, the program witl
work closely with cooperatives and other private food processors {o develop
basis for managing the counter season export of fresh fruit and vegetables and
processing facilities for local and regional markets. Although the program
has already been initiated. the GOU expects Tt negotiate technical and/or
financial assistance from Japan, Italy, and the FAQ as studies and pitot
experiences demonstrate the need for specific external inputs.

The $500.000 reserve for contingency is being held back from the amount
originally programmed for estimated counterpart need of the two IDB loars in
order to have the flexibility to add resources to those activities that
progress the fastest. In effect, this permits a resource response for good
performance. By mid FY1988 it will be possibie to gauge whether this amount
should be ailocated to suppor:t the counterpart reguirements cf the IDB ioans
as originally planned or for other purposes sel forth in the ESF grant
agreement and its corollary memorancum of understanding. One of the possible
uses, for example, may be to finance the impiementation of recommendations
that result from the administration of justice program when the costs gxceed
the financial capacity of the program (e.g., equipment and infrastructure
necessary to implement oral hearings, Jjucicial training, and a national legal
information system).

The $600,000 allccated to the A.I.D. Trust Fund in the represents the GOU's
wiilingness to increase the percentage for A.L.D. operations and program
support from 2.5 to 5 percent. The intrease will be used to carry out small
scale local currency activities that suppert GOU development efforts and
concerns. These funds will provide the A.I.D. Office with a small amount
(less than $300.000) to promote pclicy dialogue and to serve as seed capital
to establish Uruguayan-U.S. linkages of particular A.I.D. interest.
Illustrative examplies include:

Short-term regional training and training follow-up: A.1.D. sponsored
regional workshops are a very effective way of promoting interchange and
dialogue on development issues of interest to A.I.D. The recent A.I.D.
sponsored workshops in Cali on indigenous PYO's and in Buenos Aires on
iow-income housing are good examples. The reqional workshops periodicaily
offered under A.I.D. auspices in health and family planning represent
additional opportunities appropriate for Uruguayan participation. It is
also planned to support the development of a directory of Uruguayan
sarticipants who have returned from degree programs in the U.S. sponsored
by A.I.D. and other U.S. Government organizations as well as the fellows
programs of Fulbright, Humphries, Keliogg Foundation, Ford Foundationm,
IAF, etc. Such a directory could be the basis for a local level effort to
form an alumni association. The girectory would e indexed by specialty
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and would alsoc e distriduted vo key GOU officiale as well as to potential
employers through organizations such as the Uruguayan-American Chamber of

Commerce in order to promote the best use of the talent trained with U.S.

public and private funds.

Management training: The private Catholic University has a small but
growing undergraduate facility of business administration. Traditionally,
rhe GOU does not finance parochial schools at any level. While the GOU is
prepared to use local currency to support management training initiatives
of a private non-profit institute (ACDE), it cannot channel these funds to
the Catholic University without risking severe negative reaction from the
State supported national university. ACDE concentrates on short-term,
non-degree training of individuals already working as managers. However,
ACDE does not fill the need for quality academic training in management at
the university level. Smail amounts of assistance in teacher preparation,
curriculum development, and teaching and reference materials at this stage
in the development of Catholic University would have a significant impact
on upgrading its program. The A.I.D. funds can be used to build or
reinforce linkages to appropriate 4.S. institutions or other management
training entities such as INCAE, that use U.S. methodologies.

Labor training: Labor union activity was suspended for the 12 years
preceding the resumption of the democracy in 1985. Essentially, a
generation of potential leaders had no opportunity to develop skills in
organization, administration and collective bargaining. Consequentially,
Uruguay's labor movement has peen easily dominated by leftist elements and
has been very confiictive during the first two years of the new
administration. However, there are elements within the labor movement
that are looking for opportunities to improve the skills of iabor leaders
without regard to political beljefs. A small amount of local currency
support couid heip these alements initiate a modest training center.
(Perhaps training efforts couid he coordinated with Catholic University,
which is interested in the topic of labor develiopment as part of 1is
management training program). The development of such a nucleus or center
would alsc help identify candidates who can take advantage of the
short-term training offered by the U.S. Department of Labor. These
efforts will also be coordinated with the or-going, but minimal AIFLD
program in Uruguay.

Partners of the Americas: Minnesota is Uruguay's partner State under the
A.1.D. supported National Association of Partners of the Americas (NAPA)
program. It is an acrive relationship and, for & strictly volunteer
program, has promoted a notable number of iinkages supporting development
interests. As with many partnerships, it lacks organizational structure
and a revenue base. A small amount of A.1.D. Funds can be used as seed
capital to initiate revenue generation efforts and promote a broader base
of participation within Uruguay that can bring about a stronger local
level organization.



Family Planning: Although Uruguay has the lowest sopulation growth rate
in Latin America, there is an unmet demand for family planning among lfow
income segments of the population as evidenced by increasing (iliegal)

v aborticn. Smail amounts of local currency Tunding can develop linkages
between an existing private sector family planning organization
{AUPFIRH), and several externally-funded {(e.g., Keilogg Foundation, PAHG)
efforts to develop innovative, low cost maternal-child health care

. delivery in low income neighborhoods of Montevideo. By funding such
Tinkages, these entities will be able toc add to their programs the missing

4 element of family planning at low cost. Despite the cost effectiveness of
such assistance, it would be difficuit for the GOU to allocate its tocat
currency directly for these programs given the private nature of the

v emtities involved and the constant pressure from the public health sector
for more funding.

The general programming of 1387 funds wiil be agreed upon in an amendment to
the MOU. Similarly, any reprogramming between the major categories will be
reflected in exchange of letters following consultations. Finaliy. the
$500,000 in unallocated contingency will be assigned based on verbal
consultations subsequently reflected in an exchange of letters between CPP and
A.I.D.

2. Llocal Currency Disbursement and Monitoring Procedures.

OPP will maintain detailed financial records for all ESF local currency uses.
End use documentation will be maintained in accordance with existing Uruguayan
norms by the individual implementing entities.

Disbursement procedures for specific components are as folilows:

The support to Private Sector and NGO activities ($3.455 million in FY86
and $2.922 million in FY87) will be distributed by the Office of Planning
and Budget (OPP) based on the merits of individual proposals. OPP is Just
completing its intermal processes for reviewing these proposals. During
this start up phase OPP has freguently consulted directly with the A.I.D.
Representative and this close collaboration will continue. OPP will
advise A.I.D. in writing on a monihly basis of the indiwidual activities
it has approved. Normally, through its regular consultation process the
&.1.D. Representative already will be familiar with the activities being
processed, particularly those involving large amounts (i.e., over $25C.000
equivaient). Thus, any questionadle uses via-a-vis 4.1.0. policy concernsg
. 1ikely will have been screened cut in advance.

The activity invelving the rationalization of agricultural production and
agro-industry promotion for southern Uruguay (81,500,000 of FY87 £SF) is &
new endeavor being initiated by the GOU in 1986, but based on ample



previcus pilot experience. OPP has already provided A.I.D. with a project
summary. However, to facilitate financial monitcoring, OPP will inform
A.I.D. in writing of the specific budget ailocations made to the
individual public and private sector impiementing organizations and the
intended uses. Any significant reprogramming necessary as a result of
actual experience will alsc be reflected through 2 letter from OPP.

The $700,000 in counterpart to the separate A.I.D. grant for
administration of justice and technical assistance will be monitored
directly by the A.I.D. Representative and the FSN program specialist. The
bulk of this amount {$500,000) will be advanced to the project
impiementing unit, which will provide detailed accounting of end use to
the OPP and A.I1.D. The palance will be used for studies and technical
exchanges that usually wiil be jointly financed with the A.I.D. grant
funds. OPP is actively involved in the supervision of many of the
activities to be supported by local currency. All four IDB loan projects
selected Ffor counterpart financing are being impiemented by OPP
divisions. OPP is the principal contact agency of the UNDP and therefore
is closely involved in all UNDP programming and project implementation.
Given its important role in the budget process, no problem is anticipated
in assuring that OPP will have adequate access to the information
necessary for proper accounting and reports.

QPP plans to issue monthiy financial reports on local currency utilization and
has established the ledgers necessary for this purpose. A.I.D. and GPP
currently are considering the possibility of automating OPP's record system.
The separate A.I.D. grant contains funding that can be used for program
support purposes of this nature. Drawdowns of the GOU-owned local currency
for the agreed upon purposes are expected to continue through caiendar year
1989. Disbursement experience to date has heen slow largely because the GOU
has not had experience with ESF until the 1986 program, which was initiated
late in the fiscal year. (Disbursements as of May 31, 1987 against the FY86
local currency totalled $738,674). However, the local currency disbursing
mechanisms are nearly in place and the disbursement rates will pick up during
the iast half of 1987 notably. The A.I.D. office in Uruguay will monitor
ciosely the drawdown experience and will request reprogramming if delays are
encountered with individual activities. The first formal joint review of
disbursement progress will be held no later than Qctober 30, 1987.

A1l Trust Fund expengitures are pre-validated by the Regional Controlier in
USAID/Boiivia, who also makes at ieast quarterly site visits for training of
national employees and overall financial monitoring. The trust fund agreement
which was signed in conjunction with the FY 1986 Program Agreement proviges
that A.I.D. provide the GOU with periodic financiai reports on the ugtilization
of the trust funds. Allocation of trust funds for program, as opposed to
operating expenses, will be based on prior verbal consultations with the GOU.

Lo
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Because of Uruguay's high rate of inflation, local currency deposits into the
Special Account in the Central Bank will suffer reduced purchasing power if
not promptly used. This problem has been overcome in large measure wit
respect to the FY86 ESF local currency. As the Central Bank makes the local
currency available it is turned over 1o the state development bank (BROU) and
placed in an interest earning account until needed for approval purposes. Ail
earned interest is added to the account, theredy maintaining the dollar
equivalent value. To minimize this problem under the FY87 cash transfer
program, it is proposed to permit disbursements intoc the local currency
Special Account up to 24 months following A.I.D.'s doliar disbursements in
lieu of the normal 12 month requirement.

F.  Dollar Financed Technical Assistance and Training.

The GOU has requested that $600,000 of the $12.122 miliion 1987 ESF funds be
reserved to add to the existing Project Grant Agreement for Administration of
Justice and Technical Assistance, principally to incorporate a new component
to finance post-graduate participant training.

Over the next two years the GOU estimates sending approximately ten of its
most promising younger officiais for masters level training in the U.S. The
benefits to Uruguay of past A.I1.D. sponsored training in the 1970's,
principally in economics and agriculture, are now widely recognized and
appreciated within the GOU. The Office of Planning and Budget is charged with
the responsibility for approving all externally financed training in the
country and would be actively involved in candidate selection. Economics,
health policy, computer science, public administration, and agriculture would
be among the priority fields. The estimated costs of this new component would
be $400,000, or about $40,000 per candidate, inciuding intensive English and
assuming at least a two-year academic requirement. It may be possible to
lower costs somewhat by finding candidates with adequate English and academic
credentials that permit shorter lengths of study to complete degree work.
Utilization of these funds for public sector participant training will permit
the LAC regional training funds allocated to Uruguay can be more readily
concentrated on private sector iong and short-term training needs.

Procedures for administering the new training actiity will be developed
jointly with OPP and reflected in an implementation letter. The possibility
of utilizing the services of a U.S. training contractor will be considered
fully. Alternatively, the A.I.D. office in Uruguay may simply issue
individual PIO/P's. The PACD of the amended grant agreement will be extended
by two years to December 31, 1990 to ailow sufficient time for qualified
candidates to be identified and trained.




The remaining $200,000 of the increas? to this grant would be used to provide
an additiomal $150,000 for Private Sector Income and Investment Generation
from $150,000 to $300,000 and increase the Program Support component by
$50,000.

The increase to the Private Sector activity is based on the successful
initiation of a Internatiocnal Executive Service Corps program in which project
funds co-finance with seiected private enterprises the costs of the volunteer
executives. Assuming an average cost sharing of $8,000 to $9,000 per each
assignment, it is estimated that approximately 3C additional consultancies
will be financed under this component. Given the experience since the start
up of the local IESC office in garly FY1987 (seven cases are in process), this
level appears tc be a reascnable target.

The program support component finances studies and technical interchanges that
can impact on GOU development policies and programs. It also covers other
program support cosis such as audit and evaluations.
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Montevideo, 19 de mayo de 1987

Sefior

Representante de la Agencia
Internacional para el Desarrollo (A.I.D.)
D. Paul Fritz

Presente

De mi consideracidn:

Por la presente, me complace hacer
referencia a la nota del $r. Embajador Wilky de 18 de
diciembre de 1986 con referencia 2 la decisi6én de la
Agencia Internacional para el Desarrollo (AID) por 1la
cual se destinan U$S 12:122.000.- para proseguir el apo
yo econémico iniciado en el Uruguay ese afo, asi come
la posterior comunicacién de fecha 26 de enero de 1987
por la que se solicita informacifn tendieante 2 1la ins-
trumentacién del programa.

[

En primer lugar, tengo el agrado de
destacar los principales logros del programa econdmico
del Uruguay en el afio 1986. Los resultados obtenidos,en
el ccmienzo de 1la recuperacién de la economia que se en
contraba sumida en una profunda crisis al asumir el go
bierno democritico, han superado los objetivos plantez
dos. El producto bruto interno se increment$ en un 6.3%
{el producto por persona, un 5.8%); la desocupacién se
redujo en 2 puntos porcentuales sobre la poblacidén ac-
tiva (una disminuci6én del 20% de los desocupados); las
exportaciones se incrementaron en mds de un 25% con lo
que se alcanz6 un excedente de la cuenta corriente de
U$S 94:000.000 y las reservas internacionales se incre
mentaron en un 4% del PBI al revertirse fuertemente la
fuga de capitales por el ingreso de capitales; el d&fi
cit fiscal y parafiscal se redujo de 10% del PBlal asu
mir el gobierno a un 5% del mismo; el salario real con
tinué su crecimiento aumentando un 6% en el afio y tota
lizande un 22% en los dos afios del gobierno.
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Programa de Reconversidn y Desarrollec
Agroindustrial de la Zomna Sur del Pais -

Contrapartida de préstames para el de-
sarrollo en cuencas productivas -

Fondos de contingencia no asignados ¥y
reserva para actividades que promuevan
1a tacionalizacidn de la prestacidn de
servicios del sector p@blico y de la
Administracidén de Justicia. -

Para respaldar a organizacicnes sian fi
nes de lucro. -

Para estimular el desarrollo del Sector
privado promoviendo su reactivacibn,
introduccién de mevas tecnologfas, in
versiones, etc. -
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Sin otro particular, le saludo muy atentz
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Status of FY 1986 ESF Program Local Currency allocations

The FY1986 ESF program of $14.355 million is divided into two components: (1)
a $355,000 grant to carry out an administration of justice initiative and
technical assistance, studies and other support to the GOU's economic recovery
program; and (2) a $14.0 million cash transfer to support balance of payments
requirements. The $14.0 million cash transfer was made on September 17,
1986. The GOU Central Bank made an initial deposit into the Special Account
of $3.0 million in local currency equivalent in early Gctober. In accordance
with implementation letter instructions, $1.0 miilion in local currency
equivalent is being deposited intc the Special Account at the beginning of
every month. Thus, as of May 30, 1987, $10.0 miilion equivaient have been
deposited and by September, 13987 the full $14.0 million equivalent will have
been deposited.

The criginal PAAD projected that $12.0 million of the $14.0 million equivalent
of local currency use would be used for IDB counterpart, principally for
agricultural cooperative and production credit and for pre-export financing.
The balance was estimated to be used for smail scaie empioyment generation,
local counterpart to a separate ESF funded grant for administration of justice
and technical assistance, and for an A.I.D. trust fund (2.5 percent).

in developing the final plans for the use of these funds, the GOU through its
Office of Planning and Budget (OPP) attached to the Presidency, has opted to
give relatively less priority to counterpart uses for credit programs of a
general nature and greater priority to targeted development activities.

The currently programmed distribution of uses of GOU-owned local currency
resulting from the $14.0 million of FY 86 ESF cash transfer program is as
follows:

1. The GOU Counterpart to IDB loans: $ 8,000,000

- New agricultural deveiopment programs: $ 6,770,000
- Expansion of Northwest Vertex regional

development program: $ 730,000
- Feasibility and pre-investment studies $ 500,000

2. Support to Private Sector and NGO
Activities. $ 3,455,000
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3. The GOU Counterpart to UNDP *echnical

assistance activities $ 1,495,000

4. Counterpart to A.I.D. Administration of
Justice ($500.000) and Technical Assistance ($200,000)

Grant $ 700,000
5. A.I.D. Trust Fund (2.5 percent) $ 350,000
Total ESF Cash Transfer $14,000,000

The $8,000,000 in counterpart to IDB loans will principally support two new
agricultural development projects. Consistent with GOU policy, these projects
will promote the specialization of agricultural production based on the
comparative advantage of selected regions. Uruguay's four eastern Departments
already account for essentially all of the country's vrice production. Yields
are already good and private rice producers organizations are well developed.
A $27.3 million IDB loan will finance investments in access road improvement
and conversion of irrigation pumps from diesel to electricity suppiied by the
country's recently completed hydroelectric facility. These investments will
enable private sector producers to hold down costs of production and marketing
and thereby maintain their market position. No significant expansion of land
under cultivation is plannsd.

Similarly, Uruguay's four southern Departments are best suited for dairy
production. Individual dairy producers are already served by a large,
nucinesslike cooperation (CONAPROLE) that provides technical assistance,
processing and marketing services. A $36 million IDB loan will finance: ()
the development of new forage materials under irrigated practice in order to
reduce the drop in milk production levels currently experienced during winter
months; improved animal breeding and reproduction services aimed principally
at the small producers; access road improvement; and extension of efectric
distribution. Again, the focus is more on reduction of production and
marketing costs in order to maintain comparative advantages rather than
expansion of land under cultivation.

The northwest vertex regional development project (VERNO) financed by a 1984
$21.8 million IDB loan is furthering the comparative advantage of this area in
fruit and vegetable production. Capitalizing on the availability of
irrigation facilities and on the mild winters, the individual private farmers
in this area are diversifying away from sugar cane production and intc fruit
and vegetables for early season fresh food regional markets (Montevidec,
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Suenos Aires, Brazil) and for C unter-season markets in the Northern
Hemisphere. Freezing facilities are also being constructed. The IDB loan,
channelled through cooperative organizations +o serve individual farmers, has
already had an important impact on job generation. Because of internal
migration, the Bella Uni a area is the only secondary city in the country
registering a sharp increase in population growth. However, the benefits of
this effort remain to be fairly concentrated and in stark contrast to smaller
towns nearby. The local currency allocated to VERNO counterpart will be used
to promote development activities in these outlying areas SO that a greater
number of low-income farmers will benefit from this new growth pole being
established as a result of this IDB loan. Smail scale holding ponds are being
constructed to permit irrigation and agricultural crop production by
individual farmers (e.g., early season fruit and vegetabies and legumes). A
honey production program is being directed specifically at low income
families. Cooperative infrastructure (i.e., buildings and eguipment) is being
financed in order to strengthen farmer service capacity. Also, the VERNO
impiementing unit will be strengthened through the financing of project
related studies, technical assistance, and staff training.

The balance of the ESF local currencCy program allocated as IDB counterpart
will complement a recent 37.0 million loan for preinvestment studies. A
number of study priorities have been tdentified, inciuding energy, transport.
agricuiture and forestry, mining, industry and urban development, health, and
education. Both public and private sector entities can apply for soft
subloans to carry out studies.

The allocation of $3,455.000 for private sector and NGO support activities
represents an almost Three-fold increase over the level originaily
contemplated for these activities. This increase reflects a GO policy
interest in reactivating a weak private sector through support to specivic
activities selected on the basis of their individual merit.

Slightly more than two thirds of the amount ($2,550.000) have been deposited
in the State development bank (BROU) to assist profit making enterprises test
or develop activities that involve technology innovation, new exports, or
important locai level employment generation impacts. BROU will extend
financing to support these private initiatives hased on OPP instructions.
Although most activities financed will be on a scft-term locan basis, there
will be instances of direct contribution. (One example is the OPP decision to
contribute approximateiy $5,000 towards the local costs of a pre-investment
study carried out by a potential U.S. investor with partial financing under
+he Trade and Development Program, TDP). The principal object is not to
create a permanent revolving fund, but to help underwrite sound private sector
initiatives that may iead the way to a more innovative and aggressive private
sector.

SN
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The balance ($900.000) is earmarked for financing proposals received by OPP
from indigenous PVQ’'s and NGO's. OPP will emphasize proposals having a
productive impact (e.g., micro-enterprise development, appropriate technology
nromotion, handicrafts export, etc.).

Management training also is eligible for financing under both subcomponents.
Specifically, ACDE (Asociacion Cristiana de Dirigentes de Empresa) has
presented a request for approximately $500,000 for helping to finance its
counterpart to an IDB grant to support 1ts management training efforts. ACDE
ic an establiished and prestigious non-profit private sector institute that
carries out in-service training through short-term, non-degree courses
directed at specific needs of individuals aiready in management positions.
Its program with IDB will deveiop institutional linkages with the A.I.D.
supported business training initiative, INCAE, in Costa Rica.

The $1.455,000 in UNDP counterpart will support a variety of in-country
programs indicated in the UNDP's basic agreement with OPP. Important on-going
activities include export development and investment promotion being
impiemented by the UNDP in ciose collaboration with the GOU*s Office of
Planning and Budget. A new program, 2lso to be supported with local currency,
will promote in-country graduate level training and related applied research
in selected basic sciences considered important to the country's development.
Eligible areas are biclogy (including pio-chemistry, micro-biology, genetics
and zoology), physics (including solid state physics and solar energy),
information sciences, mathematics, and chemistry. Proposals for individual
sub-projects will be evaiuated by a joint commission established by the GOU's
Ministry of Education and the autonomous national university.

The $700.000 in counterpart tc the A.I.D. dollar program {grant project
528-0108) is largely to support an Administration of Justice initiative being
impiemented collaboratively with the UNDP. 1he $355,.00C A.I.D. dollar grant
allocates $100,000 for Administration of Justice, $150,000 for technical assis
ance and interchanges for the private sector and $105.000 for policy studies
and other support costs. The GOU counterpart for Administration of Justice is
planned at $500,000. To date, an implementing unit for the Administration of
Justice program has been contracted and a draft workplan prepared. Delays
were encountered, however, in activating an interagency steering group. These
problems have been resolved and the program has resumed tts activities. The
second component of this dollar grant {s being used largely to help finance
the costs of technical assistance provided by the International Executive
Service Corps (1ESC) to Uruguayan private enterprises. Procedyres have been
developed for selecting firms and determining cost sharing arrangements. A
local IESC agent has been selected and trained by the IESC country director
stationed in Paraguay. The first volunteer executive assignment has been
completed and several mere cases are currently being processed. Studies being
considered under the third component of the grant include: (i) the

"\
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cost-effectiveness of Uruguay's private sector health maintenance
organizations aimed at bringing about greater administrative efficiency and
increased reliance on market forces for pricing of health care services; and
(2) the estabiishment of a financial administration system within the Ministry
of Education to improve management of the investment and operational budget
and supervision process for public sector education. These proposed studies
are still under consideration.

The $350.000 Trust Fund has been functioning without prosiem. To date, USAID
has requested and received the deposit of $ 102,000 in tocal currency
equivalent for start-up and operating costs of the new A.1.D. office. In
addition, and in accordance with the terms of the Trust Agreement, thase funds
nave also been used to support Uruguayan participation in A.I.D. sponsored
regional conferences such as the workshop on indigenous PVO's in Calt,
Colombia, supported by the ADC program in Colombia and the low-income housing
ceminar in Buenos Aires carried out by RHUDO/Panama. A1l Trust Fund
expenditures are pre-validated by the Regicnal Controller in USAID/Bolivia,
who also makes at ieast gquarterly site visits for training of national
employees and overall financial monitoring.
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