
AGENCY FOR INTERNAflOWAL DNELOPMIENT 
WASUlUbfW-  D-C. 20023 

ACTION MEHQItAXUW FOR THE ASSISTBNT AXLKESTRekTQR (LAC) 

S W C T :  Uruguay FY '1987 ESP Econm%c Recovery R O ~ ~ ~ I D  PIUV) 
bendnze~t, No. 528-0107 

ActZoo Required: Authorizatioa oE an $11,522,0(110 i k e a b ~ n e  to 
the ESF Cash T r a n s f e r  Program for ~ g u a p  Z n  l?Y 1987, 

Backgromd: The purpose of the proposed AFrogram assfstance lis 
to prsv%de belaace 02 payments support to the ~ e ~ n t  oS 
Uruguay (GOU) in order to assist Ln the iq1emegntatZ~n sf Lts 
econodc reemery progtam. The p ~ a v % s Z w ~  of a cash transfer 
~53.1 s q p ~ r t  the mu's econodc r0gra.m sJhjich darhg 8987 -1 
reqagre Between $62 d P i o n  and b 120 m%31l&an of addZt30nd 
EureZga exehznge 3-n order to achieve the GOU's ta rget  of four 
gcraeat GDP growth. 

The proposed assistance fs being growided to ca@y w5& ihe 
CongressEoadt earmark contained in me Internatfad 
Development  and Securitjr Assistance A c t  of 1986 which prmfdes 
&at Econodc Support Funds be pra~+Med to Uruguay- 

Ibis assistance supplements the FP 1986 IBF program of $14.355 
n s l i o n  whL& was dZvlded into two components: (1) a $fb-0 
a f l i i o ~  cash tsams5er to support balance af payx9encs 
requirements; and (2) a $355,000 grane co carry out an 
acl.dn%stration of justice %nit%a~<ve and te&m%d assistance, 
stud5es aad other support to Ebe GOU's ecoaoaLc recovery 
progran, 

Discusskon: Tae F'Y 1987 Cash TxansEer Program, together with a 
I B P  Structural Ad 'usmant Laan cuxzeatlg being aegotiatd by 
Cke GOMIU <of a i c h  340 niuioii w o u l d  be disbursed in 1987), viLl 
substant2 a l l y  cuver this gearr s projected balance-of-payments 

Tke 1986 ESF Program ' s o d  y econom5c caadXt5o l  i t y  raquzrmzent 
was that *e 60U c o v e m t  to maintain hplementation of its 
eeondc std%l%za.t%oa and recwery prcsgrm- In general, the 
GUC was able to satlsfactortly manage fts econoaic reemery 
program through apgroprgate e c o n d c  gofZcics ZncLudii3tg: (I) 
uefP5zation of mrket-detemLned prfces; (23 a unitary f l a & t h g  



-&age rate; (3) ximrket-dete-ed interest rates; &) 
encouragesent of an -art-orzented rarher sbax an import 
substZtutkun econmc grovth strategy; and (5) some rdoetioe 
of effectTve rariff protection, Given the reIat5velp small 
amme of Rogram Assistance to be prwsdetd by A-E-B- arxd the 
s lgni fScant  measures to a f c h  the GO3 w5I.B be camdEted  urrder 
the IBRf) loan, the P M  proposes tha& ao specif5c A.E.D. 
performnee cooditio~a'kfty be requfred. However; the GOU w13il. 
cavenanr to cont%ue to kplement f t s  econozdc recwerg program. 

In accordance a t h  current A.1.D- staezztorp requirements, the 
anended agreement e l f  require that tbe dohlars be deposited ih 
a separate account and -57511 provide for tracking a e % r  use. In 
Uruguay, the Central. Barak does not rat5on or o&erw5se control 
foreign exchange ava%lzibZlf t2es for prtvate sector hpor ts .  
The GOU has proposed in the letter of zppliicat%oa &at 4Ae ESF 
dollars be use3 Ear petroleum - h a r t s  Venezrrela and H d c a  
made by a state-owned enterprise- The Prbgrm Agreeraenr: 
-hen&ent a d d o t  Program hp3_emexltation Letters wiPi L M t  
procurement of petrolem hports to Code 935 efZgLble couutrjies- 

Program&zg of the FY 1987 GOU-owaed local currency deposits 
made 5n conjunction w i t ' x  t h 5 s  amendnent: d l  be sirnitaar to the 
uses mder the ZaXcZa2 cash transfer. Xajor uses &cEude: 
counterpart to 1DB loass, support to prgvate sector and 
ncn-gmernmertal actzvlties in ecro-entesprfse development, 
e q l o p e n t  generatiaa, and export prcmotton, and an A-1.D. 
tmsr h d ,  Local currency wZ11 a l s o  snpport a new GOU 
actZvf ty to rat% oadize agsiculcz~af. product %on in sou-ern 
Umguay .  Two 2ssues relzted to the lccal cturtency prograar w e r e  
drscussed at the DAEC- These w e r e :  (1) a proposal Z n  the PAAD 
to aake avaflab9e approxktelg $30C,008 equ5vzlen~ .iln l s e d  
curmncy for program expenditures for the A.3,D. Zrust Em4; 
(2) t5e possible nezd to *crease A.1.Z). ~oaZeor5ng of Local 
currency W d e d  activities. 

The PAAD proposes that the percentage of local currency 
dlocated to the A-1.D. trust fund be hereased f r o m  2.5 
percent to 5 percent for th5s f i m d b g  tranche. Nost of the 
additional Local currency ia the trust b d  resdthg fro= this 
Dercentage -crease would be wed for  progrm qcnif5tures, 
ienera1ly In the for= of s-ll RS 13-type g r a n t s .  

The pro~osed policy on uses of Local currency requires that zhe 
regional Assistant Adia-inistrator apprwe trhe use or̂  tzrusz 
ksds  to support dgscrete aev projects or act%vieIes, Your 



= 3 p = ~ . d  5s h h g  SOTS@E for a a-der of very s d l  but 
hportant: development activfties WJ3tldEL -mth the GQU and the 
U.S. HissLon are very &nterested 5s supporting but for Wch 
the WsLon believes a t  dZrect 60U support azep be pol5ticdLy 
ZnadvisaX>Le and for wfrich no aPternatLve source of A. 1.D. 
hn&g is apa5labIe. 

3ie activizies proposed for financhg through the trust fund 
are inncwargve 5 a  the Uruguayan coat- and would be expected 
to have considerable Zmpzct beycnd that of ithe trust 
fund-fgnzaced act%vCties through d-oastrat5un egfects and 
mb3tzatSon of other resoarces, The act5vftZes to be 
fhanced,  examples of whf& are detazled irr the PAAD, hclude 
support Zor: (1) organization of a % r a W n g  cenzer for labor 
leaders; (2) strengt&m*g maage~~aernt tra5.n-g programs a;~ .  *Q 

CathoIlc h;n%versity; (3) f d y  planning activit&es; and (4) 
expans5011 of C h e  local base £or the Partners of the hericas 
program. %tax tmst ahlocat~~ns Ear &ese actisi5ttes wodd 
not exceed the equ5vdent of $308,000. 

Because these actzvittes ~ 5 1 1  be very s a l  and 6 1  be a r r Z e d  
out by pr5vaze Uruguayan entitzes, &E nenagenieot burden on the 
A.I.D. representative all not be ez.dassZve, R e e i p Z e n t  
f nstitut20ns would normal1 y be responsible for any 
procureoent/con~act%ng actions under these grants. Should it 
be necessary to use A.I.D. d i r e c t  coneracthg procedures, the 
RegioniC Contracting O f f i c e r  in -%to would execute the 
contract ( s )  . 
There was considerable concern expressed by participants at the 
DsEC neetfnz abauc the a6viseb5llty of usbg the trust fund 
aechanism for local currency program expenditures because of 
mcertaintg abou~ the consequences shodd the fund* source 
for such activities become vide ly  known 2.n U ~ g u a y -  Bowever,  
EILS A-1.D. represeatatzve hits clirriZied that these activ5ties 
w i l l  be identified 5n tke amenheat to the Wemarandurs of 
Understanding on i o c d  currency and/or .In ehe Pfmenbnt to the 
Trust P m d  Agreement. 

~versl&t/monitoring of the local currency program was 
Lientffied es a major concern by the DMC, particularly fr'use 
of the A-1.D. trust fuad for progran expenditures Ts approved- 
la addition to tbe t r u s t  h n d  actTvities, a major portion of 
this burden would  derive frm the allocation of local currency 
resources by the C-OU f o r  a variety of s z z a l B  br.cwaeive 
enployment genesatLon an6 technology transfer act-lvit5-e~ 



carried oaL by non-governmental organCzations and bp pr5vate 
entergxrlses themselves* In order Ea address the 
mnitor~zxg/cwersLgIht concern the A.I.D, Representatzve has 
stated that i t  is hfs intention to hke a BSC rn a M I - t Z m e  
basfs to zm~itur local currency actZv5ties. h additzon, he 
wSl rely, ?here appropr.jlate, on other t3.S- Massy  staff, 
e .g ., the labor atcacbe a d  local stdf 3 s  the 
econom~e8co~e'~:c~aI  off~ce to assist ZB m.e~~eorlngfmers5ght. 
m e  reg%~naT s~~t,roXZsz wouid. conthue his quarterly vfsfts to 
r e v i e w  E h a n c i a h  aspeces of the local- currency program, me 
A-1-I)- RepresenEative ell &so evaluate the t s t Z l Z t y  of 
contracting a Iscd accontZng  Em to assist Z n  ma%torZng the: 
local currency progrant. 

me C a s h  Transfer R o g r a a  h e n b e n t  is proposed as a grant, 
The raeLon&e for thf s is ir-,L.ie saxe upon wh&& the A-1 ,D. 
A d d n Z s t r a t o r  approved rhe provis5cm of the Cash Traxisfer as 
grant assistance In HTt 1986, lbt is, because of a e  pI%tZcd 
nature of the assistance and t$e dfEELcultZes -&%ch the G00 
wodd have Zn obtainkg legZskae%ve approval to receive 
asststance on a Porra basts. 

me FY 1986 Cash Transfer Pragram Agreemeat was ~ 5 g n d  by the 
A,I,D, &hb%strator, The A,E,DI Representatnve Z n  Uruguay 
does not have au-50rity to s5gn prograar agr-nts or 
anenhents. Therefore an ad hoc redelegaeion of auaer5ty to 
negot-te and e:-ecu~le the aaendme~t to the Program @ ~ t  fs 
requTred. 

Aut'nortzatior 5 a $6UO,OCOO amzncbeat to OR-going i t e c f inZca l  
assistance gs=&'c fs &so recommended but &e act%m and 
autbor~satioa aznendmene for this project  * d l  be processed 
separate1 y - 
Reco~ta@dzt f~ :  (1) That you authorbe a $11,522,000 ESP cash 
transfer prr :;rrs amendment by sigaZng tke attached PA$D 
facesheet ; 

(2) That you redelegzte authority to &e 
A,f,D, Reg~esentat2ve Uruguay to negotiate a d  eecute 
aendaent.; to the Prograa Agreement aced  J m e  11, 1986, to the 
3ezwrznduzi olf Understanding dated S e p t d e r  30, 1986, and to 
the Trust k c o t n t  Agzeazrrt dated August 28, 2986 pr&@ed) --,, . Le 

, . X / U C  B a s  cleared said araendnents- . a  gm-  - 
&prove : Date - ~ 2 ,  

---,,. - - -4 

.>isapprove : D a t e  : 



and (3) That you apprwe fhe use of not more tban 
the equivalenr of $300,000 f rom the B.1.D. trust fund for new 
seal1 projacrs and actSvities uZl ich have been agreed t o  h 
e t h g  by the W. 

-rave: Date: -- - * ---@ 

Dfsapprme: ( 2 1 d o l c k  Date: - . 9 m1 - 
--L--- . - - .&- -.-:*% 
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URUGUAY 
ECONCMLC RECOVERY PROGRAM 

I. SUMMARY 

In 1986 the freely elected civilian government made s igni f icant  progress i n  
implementing i t s  econm,ic recovsry program whfle maintaining democratic 
i n s t t  tutions which had been restored i n  1985 after 12 years c f  m i !  f ta ty  
government. To a s s i s t  the  Government of Uruguay's economic recovery efforts, 
Bl4,355,000 of Ecanomic Support Funds were provided during 1986- Of t h i s  
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) i n  order t o  support an administration of justice fnitiatfve and t o  
finance U . S -  technTcal assistance for p u b l i c  and prfvate sector a c t i v i t i e s  
that represent a high priority for the Governmoi?t of Uruguay CGW). 

To comply with the Congressional earmark contained i n  the International 
and Securl ty A s s i  stance Act of 1986 whi ch provS des that  Economic Support Funds 
be provided to Uruguay, t h f s  PMD Amendment recommends the approval o f  a 
$1 2,122,000 1987 €SF Program and authorization of an 81 1,522,000 amendment t o  
the FY 1986 Cash Transfer Agreement. The provision of a Cash Transfer w i l l  
support the GOU' s economic program which during 1987 w i  1 1 require between $62 
m i  11 ion and $120 m i  11 ion of add! tional foreign exchange in order to achf eve 
the GOU's target of four percent GDP growth during 1987. Authorization o f  a 
$600,000 amendment to the on-going technical assi stance grant i s  at so 
recommended but the authorization amendment w i l l  be processed separately, 

11. ECONOMIC ANALYSIS 

A. Introduction. 

The analysj s t e v i  ews economic developments dutf ng 1986, projects macroeconami c 
accounts for 1987, and eval uatcs the adequacy of the GW's pol icy  framework t o  
br ing about sustained medium term recovery. 



A f t e r  several years of s i g n i f i c a n t  economic recovery resulting. from the 
implementation of free market economi r po l ic ies  beginning i n  '1974, the 
Uruguayan economy entered a period of wrenching economic adjustment beginning 
i n  l g 8 t .  A number o f  factors contributed to t h i s  downturn, including 
weakening world demand for Uruguay's exports, r i s i n g  debt service obligdt!ons. 
a serious deterdoration i n  the  p u b l i c  sector fiscal position. and finaity, 
capital f l i g h t  i n  anticipation of exchange rate adjustment as the peso became 
C nereasi ng9 y overvalued. In response, the  government sf the day abandoned the 

P 

5r~an;:oiinred exchange rats and attempted t o  reduce the f iscal  deficit  which, 
intluding quasi-fiscal losses of the central bank, had reached 18.3 percent o f  
GDP by 1982. The government succeeded i n  reducfng the fiscal d e f i c i t  to 9.5 * 

percent of GDP i n  1984 and 6.6 percent !n 1985, despite persistent problems i n  
the f inancia! system ass~ciated w i  t h  the ef fects  of exchange rate depreciation 
and econmic deter?sration i n  general, bath on the financfal conditfon of 
firms which had borrowed extensively 2n dollars, and on t h e i r  cmerc ia l  bank 
1 enders. 

During t h e  same period, the GOU succeeded in stab i l i z ing  the balance of 
payments. Despf t e  a continuing deterioration i n  merchandi se exports, the 
overall deterioration was reduced to financeable dimensions and preparatory 
work was begun for a multiyear seschedul'lng of maturing conanercTa1 bank debt .  
Nonetheless, the balance of payments situation remained fragile as of  the end 
of 1985. 

This analysis w i  11 not attempt a detai  led invest igat ion of the origins of the 
recent economic downturn, whic3 was reviewed i n  considerable depth i n  the 
original PAAD, prepared in Apr i l  1986, and which has been subject to deta i led 
analysts i n  recent publications both o f  the IMF and the World Bank. 

SUMMARY OF ECONOMIC DEVELOPMENTS DURING 1986. 

During the course of 1986. Uruguay expet i  enced extraordi nary improvement i n 
both i t s  domestic and international accounts. Thfs improvement uas due i n  
part to continuing effective management by the GOU but also to a series of  
unexpected favorable external developments . These 1 ncl uded a major expansion 
o f  export opportunities to Brazt 1 .  sharp decl f nes f n the price of imported 
petroleum and i n  internat ional  interest rates, and to a major inf low of 
pr iva te  capital. 

1.  Merchandise Export Trends. Most important among the favorable 
external "shocks" experienced by the Uruguayan economy during 1986 was a mafar 
expansIan 06 export opportunities Po Brazil. This resulted from a combination 
o f  a reductian of Braz~lian trade barr iers ,  to continuing strong expansion o f  
the Brazilian economy, and to a drought i n  Brati 1 which substantially 
increased Brazilian demand for beef and other agricultural products. Total 
exports to Brazi 1 increased by 130 percent and accounted for 24 percent of a1 l 
Uruguayan exports. 
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Although the 2 2 . 6  percent increase i n  exparts recorded during the year was led 
by the increase i n  beef exports eo Brazil, t 5 e  oou~try a:so experienced strong 
export growth wthh mst of its p r i n c i p a l  trading partners and Sn virtually a l l  
product categories. Exports t o  Argentina grew by 49 percent; those t o  the 
European C o m n  Market by 50 percent. Only exports to socialist countries 
declined In relation to their levels of  1985. 

Among product categories, i n  addition to a 44 percent increase i n  beef 
exports, textiles other than wool increased by 64 percent. and leather 
products by 324 percent after an exceptionally bad year In 1985. 

2. Other Balance of  Payments I tems.  Developments during 1986 i n  
the non-trade portjons of  the balance of payments are sumnarized i n  Table 2. 
together w i t h  corresponding items for 1984 and 1985, Overall, the balance on 
current account irn~roved sharply during 1986 t o  a 550 mi 11 ion surplus, from a 
$135 million deSicjt i n  1985. En addition to the strong improvement i n  
nerchandt se exports discussed above, t h i  s resul ted from a significant 
reduction in net  factor service payments reswltfng from a decline i n  
International interest rates. Overall, net  factor service payments detlined 
from $356 million i n  1985 Yo $290 miillon i n  1986. In addition, ther  was a 
moderate faptovernent in non-factor services equal dto about $40 million. 

Developments i n  the raoital account were dminated by the very sharp reversal 
i n  private capi ta l  movements ( i n c l u d i n g  errors and missions) from a $94 
m i l  1 ion cap1 t a i  outflow i n  1985 to a $63 m i  I F  ion f nflow in 1986 made up o f  
$250 million net amortization payments an loans offset by f313 million i n  
other private cap i ta l  i tems and errors and mdssions. The precise cmposttion 
of the latter i s  not entirely clear but may represent a cmbinatIon of the 
acpuisj=ion by Brazjlian and Argentine restdents of dollar-denomtaated 
accounts i n  the Uruguayan banklng system and some repatriation of foreign held 
assets by Uruguayan residents i n  response to improved investment opportunities 
i n  Uruguay. 

Tc the extent that the large 1985 inf low of private capi ta l  represents 
speculation by Arqentiae and Brazilian residents agatnst t h e  Cruzado and the 
Austral , these flows represent a potential 1 y troublesorme factor i n  Uruguayan 
planning. It 1s  very likely that a large exchange take adjustment on the part 
of either or both of  these large neighborjng countries wuld lead to a 
reversal of these flows. Indeed, an important cautionary note i n  projecting 
developments for 1987, Below, i s  t h a t  the Uruguayan economy i s  extremely 
sensitive to econmfc and policy developments i n  i t s  two large neighbors and 
t h a t  sodden shifts i n  pol icy  in ei ther  country could drastically a1 ter the 
prospects far Uruguay. Consequently, the large a~cumulatfon of net reserves 
during 1986, shown on Table 2 ,  should be seen as an appropriate precautionary 
measure in the face o f  possible. and even l ike ly ,  private ouf f l~us  i n  the 
future. 
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3. Merchandise lrn~orts. Total merchandise imports durfng 7986 are 
estimated I n  Table 3, based on apreliminary figures. Thus, these estimates 
are subject to some revision when f ina l  year end figures become avai lable.  
Nonetheless, the underlying trend i s  very clear; despfte the sharp drop i n  the 
value of petroleum imports and the resulting very strong recovery t n  the terms 
of trade, the total value of imports f ncreased 17.3 percent. Although 
estjmates of the unit value of imports are not yet avai 1 able.  i t  would appear 
that the volume of imports increased by approximately 30 percent. 

Although 1 t 4s d i f f i c u l t  to break down the import data as reported by tariff  
classif icat ion f nto capital goods, consumer goods. and industr ia l  jnputs, it 
would appear tha t  capital goods imports increased at a somewhat higher rate 
than other categories. Certaf nly .  the categories of t~ansportation equipment 
and eiectsical products increased by more than the average o f  a l l  imports. 
The significance of  t h i s  for future investment prospects wil l  be discussed i n  
a later section. 

The overall Increase in merchandise imports is somewhat surprising i n  light of 
t h e  6 - 3  percent increzse In GDP reported by CQU off lct  a1 s based on prel imlnary 
data. Central Bank (BCU) officials attributed the very large increase i n  
imports to restocking by businesses after several years of sunning down 
imports, Nonetheless, the very large increase i n  imports reported for 1986 i s  
strik'rng. 

4.  Trends i n  GDP. Largely as a result o f  the relaxation o f  the 
foreign exchange constraint and the monetary expansion associated with capital 
i n f  low, domest i c demand expanded considerably during 1986. The sectoral 
cmpositfon o f  this output, based on preliminary estimates, are shoun on fable 
4. Agricultural output grew strongly 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. Electrl c i  t y  and other u t i  1 i t i e s  also exhf bite$ strong growth f n  
response to the expansion of industrial output- En contrast, construction 
continued i t s  pattehn o f  decline, but wtth a leveling off i n  t h e  second ha l f  
of 7986, so that. for the year as a whole, construction declined by 1-4 
percent. The increase f n  wholesale and retar1 trade mirrors the expansion of 
agricultural and particularly manudactusfng output- 

I n  contrast 00 the rather sketchy data currently avatlable on the sectoral 
composition of GDP, l i t t l e  i s  yet known about i t s  functional camposition fn  
1986. Table 5 summarizes the functional distributfon of output for the period 
1981-85. The mst s t r i k ing  development during that period was the steady 
decline in investment. Fixed capital formation declined from 17-1  percent o f  
GBP in 1981 to 8.0 percent in 1985. W this. the largest part of the deciine 
was in private sector investment. whi t h  decl i ned from 12.1 percent o f  GD? to 
5.0 percent. While the substantial expansion of output which has occurred Sn 
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3986 was made possible by the existence of signi f fcant  excess capacf ty, the 
achievement of anything l i k e  the mu's four percent growth objectfve for t h e  
medium term w i l l  require fncreases I n  Investment well i n  excess o f  those 
experienced in recent years. 

Hhether investment will be avajlable to f i l l  t h i s  requirement 3s s t i l l  an open 
question- On the publ ic  sector side. based on data From the fiscal accounts. 
investment d i d  increase during 1986. On the private s e c t ~ s  side, the evidence 
i s  mixed. As indicated previously, Imports of cap1 tal goods fncteased 
substantially, perhaps by a greater percentage than the 30 percent overall 
increase i n  real imports. On the other hand, the continuing decline in 
construction act iv i ty  suggests that .  i f  busfnessmen have increased their 
planned i nvestments, those plans are not we1 1 advanced. Anecdotal evjdence S s 
mixed. The best that one can say at thfs t:me i s  that there f s  some evidence 
that the long decl ine in private sector investment has leveled off and tha t  
some increase nay be i n  prospect. 

Despite the substantial increase i n  dmestf c demand, a major obstacle to 
increases i n  private sector investment lies I n  the poor financial condition of 
many private sector firms. A substantla1 <?ad r t e s d i l y  inereasfng) portion of 
banking system deposits i n  Uruguay are denominated !n dollars. Consequently. 
most business loans are denominated i n  dollars as well - This situation 
obviously poses same risk for firms oriented toward production for the 
domestic market. Many f i r m s  have yet t a  recover from the major capital losses 
inflicted on them by the major deualuat?on of the peso i n  1982. As a result. 
many private sector firms whose busjness prospects are reasonably goad, are 
not i n  a position to undertake debt financed new investment. Indeed, there i s  
a good deal of anecdotal evidence that  this.  rather than a lack of loanable 
funds or Back of business apportunitfes. i s  the aajor obstacle to expanded 
private sector investment i n  Uruguay. The ZBRD has long planned a major loan 
to provide long-term refinancing of such private rector loans. However, the 
negotiations for that loan have proceeded slowly. 

5- In f la t ion-  The CBU was less successful i n  1986 i n  its attempts 
to reduce the rate of inflation. On a December-to-December basis, inflation 
decl ined only to 73 percent from 83.0 percent i n  1985. This 1 fmj ted success 
against Inflation was an unavoidable result of the authotitjes' attempt to 
deal with the very large, and probably temporary, inflow of private capital. 
To prevent an appteclatlon of the peso, wi th  a1 1 i t s  consequences for the 
do1 larized f inansf a1 system, the authori tf es purchased large volumes of 
dollars. s ignt f icant ly  increasing the money supply. In addition. the large 
increase i n  export volumes led,  i n  certain instances to supply Sotilenecks for 
the domestic market. 



6. Fiscal 5ituatSon. A t  t h i s  point. detailed estimates for 1986 
are avajlable only for t h e  Central Cavernmerit. These results are shown on 
Table 5 .  Largely as a resul t  of  the substantial increase i n  economic 
a e t i v i  ty .  Central Government revenues from taxes on domest! c activity 
increased from 12.4 percent of GDP i n  I985 to 13.0 percent i n  1986. 
Similarly. the large increase i n  non-oil imports contributed to an increase i n  
taxes on foreign trade from 2.1 percent of GDP to 2.9 percent. 

On the expenditure side, the GW succeeded i n  mafntaining expenditure 
dl  sc i  pl i ne. Central government wage and social security payments decI i ned by 
1 - 1  percent of GDP. Purchases of goods and services, on the other hand, 
increased by 0.3 percent of GDP. Transfer payments continued their long-term 
declane, while government interest payments declfned as a result of reductions 
in world interest rates on dollar loans. since both foreign and domestic GOU 
debt 1 s  dollar-denominated. As a result o f  a l l  these factors, the d e f i c i t  of 
the central government uas seduced from 2.9 percent of GDP to 1.5 percent. 

Although detailed results of the rest of the publjc sector are not yet 
available, they appear to be essentially unchanged, with the d e f i c i t  of the 
rest of the publ ic  sector apparently having increased from 0-1 percent i n  1985 
to 0.2 percent In 1986. 

A major d l  SappOf ntment i n  the fiscal accounts has been the inabi 1 i ty  of the 
GW to reduce the quasf-fiscal lasses af the Central Bank. At the present 
time, these losses represent largely the results of  the controversial 
portfolio purchase arrangement undertaken in 1984 in which the GW attempted 
to preserve the solvency of the financial system by purchasing portions of 
each bank's problem loans in return for a purchase by the banks of  government 
bonds equal i n  value to approxtmatefy three t i m e s  the amount of loans 
purchased. Despite repeated promises that the Central Bank would increase i t s  
efforts to collect on these problem loans or begin liquidatfon procedures, 
little progress has been made. A t  the moment, the e n t i r e  matter is t i e d  up In 
the broader question of the terms under which f irss zli 11 be able to obtain 
long-term refinancing of outstandlag loans. As a result, the quasi-f s'scal 
losses of the Central Bank only declined from 3.4 percent of GDP in '1985 to 
3.2 percent in 1986. 

Overal I ,  the GOU has succeeded in teduci ng the f 'o seal d e f i e i  t only from 6.4 
percent to 4.9 percent of GDP. Indeed, as shown on Table 7 .  the domestic 
financing of the d e f i c i t  actually Increased slightly, by 0.1 percent of CDP. 
I n  the Uruguayan context, because of the substanti a? degree of  do? l arl zation 
of the ffnancfal system. a deficit equal to approximately 5 percent of GDP i s  
unacceptably large. The large proportion o f  ftnancial assets held i n  dollars 
results i n  a very small peso monetary base i n  relation to the size of the 
economy. AS a result, even r e l a t i v e l y  small expansions of  the peso money 
supply can produce significant inf lat ionary pressures. As a result. the GOU 
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continues to face difficult problems o f  monetary management i f i t  i s  to avoid 
inflationary pressures on the one hand or p r i v a t e  sector credit compression on 
t h e  other. 

C. BALANCE OF PAYMENTS PROJECTIONS FOR 1987 

1 .  Exoorts. The outlook for exports during 1987 i s  subject to a 
more than usual degree of uncertainty. The export boom of 1986 was l e d  by the 
extraordinary increase i n  demand from Brazil. However, the relaxation of  
trade restrictions by Brazil was carried out on a case-by-case basis and there 
are indications that, by year end, Brazi 1 ' s import policy toward Uruguay was 
becoming significantly less l iberal.  Similar y,  the recent sharp depreciation 
of  the austral makes i t  unlikely that exports to Argentina will maintain 
anything :ike t h e i r  recent pace. Indeed, i n  the tourism account < i n  which 
receipts are heavi ly concentrated in the f i r s t  two months of the year), 
receipts for 1987 are already down sharply because of the r e l a t i v e  l a c k  of 
competitiveness o f  Uruguayan destinations. A similar ef fec t  I n  the trade 
account i s  l i k e l y .  Fjnally. there are likely to be some capacity constraints, 
parti cut arly in the beef sector, to any significant expansion of output in 
1987. A1 1 these factors suggest, at best, a modest expansion of exports in 
1987. A very tentative destination-by-destination projection for 1987, 
together wi th  1986 and 1985 figures. i s  shown on fable  8. 

Several CW officials have pub1 i c i y  predtcted a f i g u r e  of 5 percent for the 
nominal increase i n  exparts for 1987. However, this projections seems to be 
based on a feellng that  any export growth i n  1987 will be modest, rather than 
on a detailed product-by-product and destfnation-by-destination analysis. 
Given the uncertainty about access to the Brarillan market, such caution 
appears warranted. 

2. Other BOP Items. The non-trade I t e m s  of the balance of 
payments accounts for 1987 are projected on Table 9. Two alternative import 
requirements are shown as a l te rna t ive  I and altcrnatlve 2 .  These w i l l  be 
explained in the following section. In the service accovnt, f re ight  and 
insurance are projected as a proportion of exports in l i ; ~ e  w i t h  the pattern of 
recent years. In the travel account, earnings are projected to drop sharply 
in l i n e  wi th  the reduction already apparent i n  hotel Saoklngs during the 1987 
summer season. In contrast, travel payments are projected to rise sharply, 
reflecting the recent sharp r ise  i n  dis~osable  income anb the relative declfne 
1 n c m p e t i  tf veness v i  5-a-vi s Argentina and, to sonre extent,  Btazi 1. Factor 
services are projected to remain essentially unchanged, reflecting no change 
in internattonal f nterest rates i n  1987 compared with their average for 1986, 
and r e f l e c t i n g  essenti a1 ly no increase in external debt during 1986. "Other" 
services are essentially extrapolated from the trend of  recent years. 
Simi 1 arly, transfers are essenti a1 1 y extrapolated from the trend of recent 
years. 
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In the capital account, public sector c w i t a l  flows are projected bdscd an the 
Wrld S a n k 3  recent reqorr. iiney assume a consumatfon of the c m e r c c i a l  b ~ r t k  
rescheduling and other arran~ements and the signing of the Bank" own private 
sector sef inancing loan. Private sector capi tat Flows Ere sbviouzly subject 
t o  a more than usual degree of uncertainty. The $250 mi 12 ion S nf low recorded 
I n  1986 I n  part probably represents onore or less permanent placements o f  Funds 
i n  Uruguay and 3n part. speculations against their ow? currencies on the part 
of Argentine and Brazilian residents.  The asnumpltfon made on fable 9 i s  that 
the bulk sf the 1986 tnflows represerit s~eculative movements whjch w i  11 be 
reversed i n  1987. Thus a net  private outflow of $258 millton has been assumed 
for 1987. 

3.  Imports Required to  3wstaln 4 Percent Growth. The key item 
needed to esttmate the unf jnanced balance of payments gap for I987 i s  the 
import requirement needed to  sustain the GW's target level of growth. Thf s 
figure i s  not a projcctian of the actual level of imports for the year by an 
estimate of the Bevei would be required if  the target growth level i s  to be 
achieved. The GCN growth target for 3987, statea i n  several recently 
pub1 ished SntatvSews by the M I  n is te r  G;F Finance, i s  4 percent. This i s  
r 1 i ght ly  less than the growth actually achieved during 1386 but we! l above 
performance i n  recent years. 

Two separate estimates o f  the relatlansbip between the jmgort requirement and 
growth are avaSlable. The f i rs t  i s  implicit i n  the 1Ear%d Bank" swultiyear 
projectrons reported i n  I t s  August 12, 1386 report. The assumption there, the 
basis o f  which i s  not e n t i r e l y  elear, is that  the import requftement has an 
elastic1 t y  o f  2 .  That i s ,  the achievement of a growth rate of x requires an 
increase in real Imports of 2x .  Phis  figure Ss essentially the one used i n  
the preparation sf the 1986 PstAD. 

fa shed .mre light on t h i s  question, the mission carried out a sta t is t ica l  
analysis. uslng a series of regressions of real jmports on growth and the real 
exchange rate, based on data for the period 1970-1984- <Since the equation 
f i t t e d  was in 90g form, the coefffeients can be interpreted as e tas t lc t t ies . )  
'he results are summarized on Table 10. 



TABLE 10 
ELASTICITIES OF IMPORTS WITH RESPECT TO GROWTH AND EXCHANGE RATE 

(BASED ON 1970-1984 DATA--NUMBERS IM PARENTHESES ARE f-STATISTICS1 

EQUATION REAL EXCHANGE RATE REAL GDP R-SQUARE 0-F .  

(1) TOTAL IMPORTS - .08 
(2  -46) 

(2)  IMPORTED R A W  MATERIALS 
AND SEMI-FINISHED PROD. -. 08 

(1.55) 

(3)  IMPORTED CAPITAL -. 29 
Goal5 14.76) 

(41 IMPORTED FWD -.20 
(3.17) 

{5) IMPORTED CONSUMER -. 32 
[;OOQS (2.47) 

Source: Mission Estimates 

In general, the results presented an Table 10 are statlstfcally rather g o d .  
The equations are well behaved: a1 3 estimators have gredScted slgns; most arc 
sfgnificant at a 95 percent conffdence level. There are problems of serial 
correlation of residuals i n  the case QT the  consumer g d s  and the imparted 
inputs equations. However, the Durbin-Hatson $ M i  s t i c  i s  above the lover 
critical level for the remainder o f  the equations. 

While the implied import demand e l a s t i c i t i e s  reported on Table 10 are 
surptf sing1 y large, the equations are consistent. Therefore, i n  estimating 
imports required t o  achieve 4 percent growth on Table 9, an elasticity of 4 i s  
assumed for a1 ternative 2 .  A1 ternative 1 f s based on the World Bank's assumed 
el a s t i  c i  t y  of 2 -  In both cases, an increase of three percent f n the unit 
value of inputs Ss projected. 

4. Estimated Financing Gag. As shown on Sable 9, the balance of 
payments gap implfed by projected levels of the various balance of payments 
items is S61.5 mfllton under alternative I and $119.8 million under 
a1 ternative 2. 

5.  Posslble Financing and Conseeuences if not Financed. Under t h e  
assumptions about private capital outflow dfscussed above, and assuming that 
the Uruguayan authorities do not perai t any loss of reserves, the gap w i  11 be 
closed by a detllne i n  imports. I n  the absence of additional f jnancing, and 



assuming an increase i n  t h e  unit value of  imports of three percent, t h i s  
decline represents an 8 percent dec i iwe  in real imports. Under the 
assumptions of  alternative 1 ,  t h i s  would imply a decline i n  real GDP of about 
4 percent. Under the assumptions of a1 tesnatFve 2, the decl i ne would be about 
2 percent. 

The provision of $12 million of ESF funding would permit a small reduction i n  
the import and output decline based on these assumptions. The ESF funding 
would reduce the proportionate decline in fmports to about 7 percent which, 
under the assumptions discussed above. would reduce the decf ine in teal output 
to about 3.5 percent under a1 ternat ive  1 and to  about 1.75 percent under 
a1 ternati ve 2. 

Obviously a l l  these estimates m u s t  be viewed with a great deal of caution. 
One particular point  of caut im i s  that the very large increase f n  imports fn 
1985 may represent a considerable degree of inventory restock1 ng. To t h i s  
extent ,  the required increase f n imports for 1987 would be reduced and the 
reduction i n  output from the target level would be Bess. I n  additton. the 
assumption that  the authorlttes would permfa no reductfon I n  reserves in 
response to a large capital outflow after ace~mulat ing $400 mi l l ion  in 
reserves i n  response to a large private capital inflow. i s  somewhat 
arb! trary. finally, it must  Be emphasized that the direction, much less the 
magnitude, of  these private c a p i t ~ l  flows i s  extremely uncertatn and subfect 
to  a varf ety  or' events, mst beyond the control of the Uruguayan author1 t i e s .  

D. ADEQUACY OF GOU POLICY FOR MEDIUM-TERM GROWTH 

In general. I t  must be said tha t  the econmi c pol 1 t i e s  of the fOU are i n  
accordance wSth those generally recommended by economists ro maximize growth. 
The exchange rate Is market determined and exporters are not reactred t5 
surrender exchange eatnjngs. Interest rates, both on loans and deposits are 
also market determined and peso interest sates appear to be i n  l i n e  with 
reasonable projections o f  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 question, 
whether the domestic public sector borror'rng requirement !s  such as to 
unreasonably constrain the expansion of private sector credit. 

1 . Investment Level s. Hhf 1 e the re1 atf onshi p between growth and 
investment i s  by no means as close and automatic as was once thought. there t s 
no question th& sustained medium tern growth requires an adequate level of 
domestic investment. The recent historical trend of investment as a share of 
GDP i s  shown on Table I t .  While i t  i s  difficult to f i n d  any reliable 
year-ru-year trend, it i s  clear that  periods of rapid growth in the Uruguayan 
economy ( I n  the range of 5 to 6 percent pet year) have been associated w i th  
levels of gross domestic investment i n  the range of 16 'to 18 percent of CDB, 



while periods of little or no growth have been assacfated wfth levels of grass 
investment  of 9 t o  10 percent of GDP or Jess. I n  t h t s  conncctlon, i t  i s  
strjking that gross investment in 1985, at 8 .4  percent of EDP, was the lowest 
of any year since 1970. f t  i s  clear 'chat svnstzrined growth a t  anything F ike 
the 5 percent of 1986 ar the 4 percent W target for 1987 w i  l B tequi r e  
sanething 1 ike a doubling of gross jnvestment frm i t s  8985 Bevel 5.  

She reason ;For the very low levels of  dnuestment of a984 and 1985 are mt 
entlrcly clear. The most c n factor c i t e d  by both officials and prSvate 
businessmen 45 the  problem 06 t h e  debt overhang facing msl private busfnerser 
as a resul t  of the 1982 deval uatf an. The ref f nanefng of th is  debt a t  lung 
maturities, assisted by an PBRD loan. probably represents the mrt urgent 
deweJopmeslt 'pa~blew farflng the W. 

2. Cred! t Ava! labi l f t w  and Rde~uacy of F l  scab Effort. The 
ulh%mate t e s t  of the adequacy af f i sca l  and resource m b i  tiration ~ I i ~ i e s  Cs 
the r j te  and rate sf growth of c r a d l t  ava%ia$le for the prf wate sector. 
Recent trends In aggregate banking system accounts are summarized on Table 
12. Data there are expressed as a percentage af GBP arad fn terns of canstant 
1978 pesos (note tha t  sfnce banking system aggregates are measured at year 
end, GDP i s  measured as the average OP current year and following year nominal 
GDP). 

One part1 culat note of eautron at  t h e  outset I s  that the accounts of  the 
banlkjng system do notr i n  paactice. dFstinguish between deposits by domestic 
residents and dsnnestf c by private faref gneas. Thus a large pQrtx'08 of  the 
'"ltalbilfties to  the private sector" ware, i n  fact, lilabliit8es to  forelgaers. 
Phis fact accounts for the very hjgh level of tots1 bkwkSng system liabilities 
as a proport'non of GDP- 

This factor of Uruguay" sole as a regtonal banktng center has tw 
consequences For the rest of the donestlc ecolamy, me posttiwe and one 
negatfve, On the posi t ive  side. a substantial volume of seal $Inancia1 
resources are potentially available to support an expanston of credit to the 
prfvate sector. Qn the negative side. the banking system i s  subject to a 
considerable degree of Instabilfty due to  events and p~llcy decisions on the 
part of i t s  two neighboring sta es over whbch it has no control . 
On f ina l  pr~lSmfnary pcdnt to be emphasized 1s that the pr<edominance of 
foreign currency cleposrts mans that the bulk of system lendfng I s  also 
denominated in dollars. As a result, the systes is extremely sensitive fo 
change i n  the seal exchange rate such as occurred i n  late 8982. 

I n  general terms, the volume of  banktng system credit to the pr iva te  sector 
appears adequate- The volume of such credit increased sharply f n 1882, From 
40.2 3eroent of GDP t o  60.8 pescenr. This ,  of csursc, represents the effects 
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of the 1982 devaluation which v a s t l y  increased the rea l  value of 
dollar-denominated loans. The need to carry out a long-term refinancfng of 
these loans represents the most  important unresolved problem of the Uruguayan 
Sinanctal system. The vol ume of  pr ivate  sector eredi t wtstandfng gradual ly 
decl lned toward more normal levels throughout 1983 and 1984, then contracted 
very sharpiy fn  1985. Although 1986 Figures are not yet avai lable,  it would 
appear that both the volume of foreign deposZ ts and t h e  volume of  lending to  
the private sector increased significantly. 

Fortunately, the 1985 reduction i n  fore1 gn-currency-denomi nated dcposf is 
coincided with an absolute reduction i n  real terms of lending to  the public 
sector. The total volume o f  such lending Cincluding the quasl-fiscal losses 
of the central bank, which accounts for mst of the change i n  "other net 
domestic assetsw) declined sharply i n  1985 to 19.1 percent of CDP after rising 
substantially in the three previous years for reasons discussed previously. 
Again, i t  agpears that the GW has made same further progress i n  reducing 
bankjng system lending t o  the pub1 Sc sector- However. progress in reducing 
the quasi-fiscal d e f i c i t  has been extremely slow. 

I n  terms of the adequacy of the policy and tnstftutlonal environment to 
support aed? urn term growth, a reasonable assessment would be that ,  i n  general, 
given the site of the financial system, the demands currently being placed on 
that system to finance the f isca l  and quasi-fiscal def ic t t  are manageable. 
Far mre important than further reducing the f fsca l  d e f i c i t  i s  the completlan 
of arrangements to refinance the private sector do? lar debt acquired prfor to 
1983, sc t h a t  f i r m s  w i l l  be able to undertake forther capacity e~panston. 

This i s  not to say that the GOU should riot attempt further f i s c a l  
improvement. Such gains would be useful, if on1 y to reduce the vulnerabi l I ty 
of the system to fluctuattons in the level of foreign deposits. 

3. Exchanoe Rate The general importance o f  maS ntaining an 
adequate exchange rate In a small open economy is self-evident. I n  the case 
of Uruguay. there i s  the additional factor that extenslve 
foreign-exchange-denm-inated lending by domestic f i r m s  can have a serious 
impact on the  financial condition of these flrms. The exchange rate system o f  
Uruguay is essentially a market determined one, with no requirement for the 
surrender of exchange rece2pts or restrictfons on 3nternation61 capltal 
flows. The Central Bank and the state-owned Bank of the Republic (BROU) do 
buy and sel l  forelgn exchange i n  an attempt to s m t h  short-term 
fluctuations. Trends in inflation, devaluation, and the real effective 
exchange rate are summarized on Table 13. The real ef fec t ive  exchange rate i s  
calculated by the IMF on a trade welqhted basis. It i s  clear from Table I3  
that the GOU has been qu i te  successful sfnce 1983 i n  maintaining and even 
improving its external competitiveness. 
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The year 1986 has been a particularly difficult one for exchange rate 
management. The large volume of prf vate cap7 tal  inflows has tended t o  
appreciate the real exchange rate. whf le the purchase of such forrrgft exchange 
by the Central Bank or the BROU ut th  pesos tends to  increase the peso mney 
stock, increasing Inflationary pressures i n  the economy. Calc,::lations by a 
private Uruguayan economist suggest that, as of September, the trade weighted 
exchange rate had appreciated about s l  x percent frm the end of December 
1985. Given the enormous pressures involved, t h i s  i s  a reasonably 
satisfactory result. 

Overall, t h e  real ef fec t ive  exchange rate appears to be adequate to achieve 
medium term grawth. Moreover, given the  exper fence of the P 978-82 period, the 
Uruguayan authorities are acutely aware of t h e  risks associated with real 
exchange rate appreciation, not only because of their effect on international 
campeti tiveness, but a1 so because of the devastating effect whl ch sobsequent 
adjustment can have on domestic f irms w i t h  dollar-dencminated liabilit8es. 

Table 13 

EXCHANGE RATE, DEVALLIATEOI. AND REAL EFFECTIVE EXCHANGE RATE 

NOMINAL DOLLAR 
EXCHANGE RATE 6.05 7.84 9.08 10.79 13.85 34.38 55.89 101.43 
(ANNUAL AVERAGE) 

MONTEVfOEO COST 
Qf LIVING 100.0 166.8 272.7 365.6 435.0 649.1 1000.0 1736.1 

REAL EFFECTIVE 
EXCHANGE RATE 100.1 108.6 135.7 152.7 364-3 103.8 98.9 95.8 
(TaADE HEIGHTED, 
1978=100) 

SOURCE: fBRD, COUNTRY ECONOMIC HEHORANDUH ON URUGUAY. AUGUST 1 2 ,  1986. 
TABLES 9.1, 9.6, AND 9.7. 

4. P~ade  Policy. Along w i t h  most Lat in  American countties. during the 1959s 
and 1960s. Uruguay fol lowed a development pol icy whi ch emphas t zed i m p o r t  
substi tut ion through very high tariff barriers. Beginning i n  1974, the GCU 
began to implement a development strategy which emphasized export expansion 
along lines of comparative advant2ge. Quant i ta t ive  resrrictions were 
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eliminatsd Fn 1975 and the naxiwum t a r i f f  rate was gradually reduced from 346 
percent i n  1974 t o  55 percent i n  1983. A t  the  same t ime,  the average t a r i f f  
was reduced wntfl i t  reached 15 percent i n  1985. (The weighted average tariff 
rase to 22 percent i n  1986 solely because of  the changed compost t ion of import 
val eres. 1 

Overall, then. there remains mre that could be done i n  reducing both the 
average tariff,  which acts  as a dis incent ive  to exports, and the dispersion of 
tariffs,  which provides d i  storted incentives to domestic producers. However. 
the urgency of  t h i s  i s  probably not great. 

5. Concf usion. In general, i t  should again be emphasfred t h a t  the 
overall direction and content of  GOU economic policy are more than adequate to 
produce sustained economf c recovery i n  the rnedturn term. The e x i s t i n g  pub1 i c  
sector f iscal  def ic i t ,  a1 though higher than' desirable. Is certainly capable o f  
being financed by Uruguay's large and f i e x i  ble financial system without a 
compression of  private sector  cred j t .  Prfvate  incentives resulting from a 
combination of exchange rate and tarqff policy, certa in ly  appear adequate to 
permit Urugoayzn producers to compete i n  international markets. Indeed, the 
principal obstacle to a steady growth i n  expart volumes appears to be erratic 
t r a d e  p o l i c i e s  on the past o f  Uruguay's grincipal trading partners. A 
solution to  that problem i s  not readSly apparent. 

The low l eve l  of buslness tnvestment experfenced i n  recent years remains a 
matter of serious concern. However, a close examination of the matter 
suggests that the principal reason far t h i s  low level i s  the continuing 
problem of the debt burden resulting from the 1982 devalluat?on. A resolution 
of that problem through Bong-term refinancing s t i  1 T appears to be the msf 
urgent Item of econmiic policy on the agenda. 

Beyond that. the GOU should continue i t s  efforts to reduce the overall fiscal 
d e f i c i t ,  primarily to reduce inf lat ionary pressures, and to reduce the 
dlspers7on of import dutles i n  order t o  Increase the efPiciency o f  domestic 
production. Neither of these matters appears to be o f  particular urgency, 
however. 

III. 

A. Sumasv of FY 1986 Program. 

The FY 1985 €SF program of  '314.355 maai 1 lion was divided into two components: 
(1 )  a $14.0 million cash transfer 'to support balance o f  payments requirements; 
and ( 2 )  a 5355.000 grant to carry out an administration of justice in i t far ive 
and technical assfstante, s tud ies  and other support to the W ' r  economic 
recovery program. The f l4.C %iflion cash transfer was made on September 17. 
1986. In accordance w l  t h  the Program Ageeaent, the GW w i  1 1  attri but@ $14 





B. FY ' 9 8 7  Proqram Overview 

I .  Justiffcation for a Cash Transfer  Program and Small Grant 
Technicai Assistance and Trafninq Prctject. 

The proposed uses of the FY 1987 Economic Support Funds are essentially to  
continue the program initiated in FV 1986. The cash transfer program w i l l  
continue to be the most e f f e c t i v e  way to support the GOUfs economic recovery 
program by f a c i l i t a t i n g  a greater volume of imports than could otherwise 
occur. The a1 ternatives, a Ctmmdlty Import Program or fully projectized 
assistance, imply a long disbursement period aad would rquire a s igni f icant  
increase i n  A . I . D .  staf f  to monitor these activities. Nevertheless, there 
continue to be c e r t a i n  teehnjcal assistance and t ra in ing  needs to support the 
GW's economic recovety program. AddltSonal U.5- techn ica l  assistance w i l l  be 
pravi ded to Uruguay' s private sector in supiort o f  economic recovery. The GOU 
has also requested that $400,000 be set aside for long term part ic ipant  
training i n  the U.S. i n  order im~rove i t s  human resource base. Training will 
be provided i n  areas such as economics, hea l th  policy, computer science, 
public administration, and agriculture. 

2 -  Justification for Grant funding. 

Grant funding was provided for the rY 1986 because of the political basis of 
t h i s  program and because o f  the Fact t h a t  the Government of Uruguay has a 
minority in the Uruguayan Congress which may be reluctant to approve loans 
entered Into by the GOU. Both condi t ions s t f  1 1  obtain for the FY 1987 ESF 
program. Funds are being provided to Uruguay because of a Congressional 
earmark in recognition of I t s  return to democracy i n  1985. To require that 
the funds be provided on a loan bas1 s would mean that  the Program Agreement 
would have to be ratified by the Uruguayan Congress -- a process which could 
we? 1 be very time-consurni ng, thus jeopardizing the possibi  1 i t y  o f  obi igat ing 
funds during FY 7987 and which would probably create signif icant controversy 
about the local currency program. 

C. Economic Condltionality Considerations. 

The 1986 ESF Program d i d  not lmpose speci f ic  econmic canditionality 
requirements other than that  the C;OU covenant ta maintain implementation of 
i t s  economic stabil ization and recovery program. In general the GW was able 
to sati sfactorf 1 y manage i ts economi c recovery program. It continued to use 
an appropriate econmic pol icy franework, including: (11 utilization of 
market-determined prices;  ( 2 )  a unitary floating exchange rate: (3)  
market-determi ned interest rates ; (4) encouragement of an export-ori ented 
rather than an import substitution economic growth strategy; and (5)  some 
reductfon of e f f e c t i v e  tariff protection. I n  genera? i t s  monetary and f i s c a l  
management during 1986 Mere satisfactory. Although the IMF Stand-by Agreement 



sxpired in March, 1987; however, an IMF Mfssion initiated formal discussions 
for a new Stand-by Agreement w i t h  the GOU i n  the same wnth. It i s  expected 
that a new Stand-by zgeement w i l l  be negotiated and stgned later this year. 

A s  discussed I n  Section I1.D. the economic policy framework i s  generally 
appropriate for recovery o f  the Uruguayan economy over the medium term. The 
major rernaintng obstacle to reactivation of  the economy is the lack of 
investment which appears to result largely f r m  the debt burden for many 
enterprises remain1 ng from the major 1982 devaluation whl ch occured when many, 
if not most, Uruguayan productive enterprises had large dollar debts. After 
devaluation, i t  became virtually impossible for many firms to repay this debt 
and the Central Bank purchased a large mount of non-performing loans from the 
Commercial Banks. To date t h i s  debt remajns "on the books" and i s  a major 
impediment to recovery of manufacturing enterprtse I n  Uruguay- Thus, debt 
restructuring, wht ch would permit t h e  aehabi 1 i tation of  viable enterprises, 
should be the mst Important prSority for government action and therefore 
should logically be an area for economic condi tlonal I ty. Nevertheless, the 
issue i s  po1:tIcally contentious. Given the nature of the political 
reiat3onshlps between the executive and the Congress, i t  Is unlikely that 
decisive action can be undertaken a t  th is  time by the GOU since any actions 
would recjulre the agreement of the polltScal opposition. 

A major component of the fi scal def f c i  t f s Central Government transfers to the 
social security system. (In 1985 these amounted to about 3.8 percent of 
GBP). Fundamental adjustment w l l l  be necessary to assure long term ffiscal 
stabi 1 i ty I s reform of the socl a1 securf t y  system. This reform, however, can 
only have an impact over the long term sfnce obligations of the system to 
current retirees cannot be voided. The proposed reform f s 1 i kel y to be very 
controversial and I t  i s  not appropriate the USG condition its assistance on 
its implementation. I t  should be noted, however, that the bbrld Bank plans t o  
require that  the  CW i n i t i a t e  a social security reform as the major condition 
of i t s  proposed $80 mi l l  Son structural adjustment loan. 

Therefore, given the relative1 y small amunt of assistance to be provided, i t 
Is inappropriate to seek spectfic condltionality at this time I n  these areas 
i n  whlch political consensus cannot easily be obtained. 

While additional efforts  to reduce ftscal deffcrts and average ta r i f fs  would 
also be useful. the GW has performed satiseactorily fn these areas to date. 
It plans to undertake further measures to comply with the Warld Bank's 
Structural Adjustment Loan whfch include: ( 1 )  expansion of the VAT and income 
tax bases; (2) restructuring of  pub1 ically owned railways and air1 ines; and 
(3 )  reduction of  the maximum import t a r i f f  to 45 percent. While specific 
A . I . D .  conditionality does not appear appropriate the GOU wi l l  covenant to 
continue to implement its economlc recovery program as set forth in the Letter 
of Application Annex 1. 



O. U t i l i z a t i o n  and Manaqement of the Dollar Resources. 

The 1987 ESF contributions will be obligated through amendments to the two 
grant agreements signed in FYI 986. The $14.0 mi 9 1 ion cash transfer agreement 
will ba increased by 311.522 million and the $355.000 agreement for 
admi n i  stration of  justi ce and techni car assi stance w i  l l be increased b j  
8600,000. 

In accordance with current A. I .D. statutory requirements, the amended 
agreement will provide for tracking of the use of the additional do1 la r  funds 
provided through cash transfer- In Uruguay, the Central Bank does not ration 
or otherwise control foreign exchange avai 1 abi 11 ties for pr iva te  sector 
imports. Importers and exporters al lke  have dlrect access to a free foreign 
exchange market operated i n  the private sector. In review:~q the new 
requirements far do1 lar tracking ni t h  GOU author? t i e s ,  they have suggested, as 
indicated in the letter of application, that the ESF dollars be used f o r  
petroleum imports made by a State-owned enterprise, ANCAP, from Venezuela and 
Mexico. In 1986 petroleum Smports totalled $140 million. There are no other 
pub1 Sc sector imports of s ign i f i can t  size. 

The grant agreement w i  1 1  require as a sondi tion precedent to disbursement a 
proposed disbursement calendar and a de ta i l ed  descrf ption of the do1 lar 
tracking arrangements. I n  general terms, the A. I .D .  funds w i l l  be disbursed 
into a separate account of  the Central Bank. probably in the New York Federal 
Reserve Bank. The Central Bank u i l l  authorize the transfer of these funds as 
needed to pay for 1 ts petroleum imports from suppl ters. (Over 50 percent of 
Uruguay's petroleum imports currently come from Latin America). The Bank wS11 
subsequently present to the A . I . D .  office i t s  certification of the details of 
t h e  transaction, i .e. ,  volume, quality. price.  source, etc . ,  with copies of 
any supporting documentation deemed necessary- 

All petroleum procurement ui j l  be administered by ANCRP i n  accordance with 
well established norms and practices that  will assure reasonable prices and 
overall propriety. ANCAP enjoys a sound reputation i n  the international oil 
market- i t s  operations are scrutinized not only by internai and external 
systems. but  also by an a c t i v e  and vigorous Congress. In the event that for 
reasons unforeseen a t  th is  t i m e ,  i t  becomes infeasible or administratively 
impractf cal to use the ESF for petroleum imports. the only other possible use 
wrll be to payment of U.S. and multilateral development bank debt. If i t  i s  
subsequently determined government that use of the ESF dollars would be 
desirable, the A . I . D .  representative i n  Uruguay will consult with  AID/W before 
agreei ng use. . 



E. FY 1987 Local Currencv Proqram. 

1. Local Currency Programming 

The GOU-owned local currency resulting from the cash transfer w i  f 1 be 
allocated as fallows: 

1 .  Counterpart to ID5 loans B 6,000.000 

2- Support t o  P r i v a t e  Sector and NGO 
Activfttes Involving Micro-Enterprise 
Employment Generation, Technology 
Innovation. Export Promotion, etc .  

3.  RatSonal ization of Agri cul rural 
Production and Rgro-industry promtion 
for southern Uruguay f 1,500.000 

4. Reserve for Contingency $ 500,000 

5.  A.I.D. Trust Fund $ 600,000 

Total FY 1987 €SF Local Currency 911,522,000 

The f i r s t  two uses, total 1 ins  $8,922.000 ate to supplement a c t i v i t i e s  
in1 t i a t e d  ~ 4 t h  I986 ESF local currency. The counterpart for the IDB loans i s  
~lanned  to be distributed for the two agricultural (rice and dairy) 
development projects described f n  Annex-2. S imi lar ly ,  the support to private 
sector and N 6 0  activities w i l l  be administered as described i n  Annex 2. 

The $1,500,000 for the rational 1 zat ion of asrl cul tural  ~roductfon and 
aqro-industry ~romotion for southern Uruguay i s  the only new local currency 
a c t i v i t v  ~lanned to be suo~orted with the 1987 €SF add-on. Thfs program, 
r e c e n t l i  announced by president Sanguinetti. i s  directed at the medium and 
small scale family farms located i n  the so-called green belt surrounding 
lbntevfdeo. This area currently accounts for 63 percent of the volume of 
fruit and vegetable production for the domestic market. Problems Include soi 1 
erosion, outdated production technologies , and inadequate market structures. 
The GOU projiects a three-year, approximately $15.0 million agricultural 
development effort t ha t  would i d e n t i f y  ~ppropri ate production strategies for 
each important micro-region and would work through existing farmer 
organf zations, coaperatlves, and private agro-enterprl ses to provide 
production and marketing services necessary to achieve those strategies. 
Emghasf s would be placsd f Srst on immed l a t e  actions involving isprovenenio i n  



forage crops for small scale dairy operations, s w i n e ,  and rabb i ts ,  and i n  czsh 
food crops requiring more readily manageable marketing support ( f  . e . ,  gar l ic ,  
onion, beans, chick peas, l e n t i l s ,  e t c . ) .  A t  the same time, the program w d f  1 
work closely ~i th cooperatives and other private fwd processors to develop 
basis for managing the counter season export of  Fresh frujt and vegetables and 
processi ng fasi 1 l t i e s  for local and regional markets. A1 though the program 
has already been I n i t i a t e d ,  t h e  GOU expects to negotiate technical and/or 
f inanc ia l  assistance from Japan. Italy ,  and the FA0 as studies and ptlot 
experiences demonstrate the need for specif ic  external inputs. 

The fS00.000 resewe for contingency 3s being held back from the amount 
ortginally programed for estimated counterpart need of the two EDB loans f n  
order to have the f l e x i b i l i t y  to add resources to those activSties that 
progress the fastest.  In e f f e c t ,  this permits a resource tesponse for good 
performance. By mid FYI988 f t  w i l l  be possible to gauge whether B h f s  amount 
should be a1 located to support the counterpart requirements of the ZDB loans 
as originally planned or for other purposes set forth 1 n the ESf grant 
agreement and its corollary memorandum of understanding. Qne o f  the p s s f b l e  
uses, fur example, may be to finance the fmplewntatfon o f  recommendations 
that result from the administration of just ice  program when the costs exceed 
the f i nancia? capaci ty of the program (e.g., equipment and Z n f  rastsucture 
necessary to  fmplement oral hearings, judfcfal tralnfng, and a national legal 
information system). 

The 5680.000 allocated to the A.I.D. Trust Fund in the represents the C a ' s  
w:;:ingness to increase the percentage for A.P.D. operations and program 
support from 2.5 to 5 percent. The ncrease wf 11 be used to carry out small 
scale local currency actlvjties t h a t  support GOU development efforts and 
concerns. These funds w f l l  provide the A.I.D. Office wl th  a small a m u n t  
( less than S3QQS000) to prolsrote policy dialogue and to serve as seea capttal 
to establish Uruguayan-U.S. l inkages of particular A. E.Q. interest. 
Illustrative examples include: 

Short-term regional trat n i  n j  and training follow-up: A - f  .D. sponsored 
regfonal workshops are a very effective way of p r m f l n g  interchange and 
dialogue on development issues of in te res t  to A . I . D .  The recent A.1.D. 
sponsored workshops i n  C a l i  on indigenous PVO1s and i n  Buenos Aires on 
low-1 ncome housing are good examples. The regional workshops period1 caF l y 
offered under A.1.D. auspices in health and family planalng represent 
add! tional opportunf ti es appropri ate  for Uruguayan participation. Et i s 
also planned to support the development of a directory 0f Uruguayan 
patticl pants who have returned frm degree programs i n  the U.S. sponsored 
by A.I.D. and other U.S. Government organizations as well as the fellows 
programs of ful  bright. Humphries. Kel Togg FouadatTon. Ford Foundation. 
IAF,  etc.  Such a directory cauld be the bas! s for a local level effort to 
form an alumnj association. The directory would be indexed by specialty 



and would also be dfsttlbuted to key GOU officials as well as to poten t ia l  
employers through organizations such as the Uruguayan-Amerfcan Chamber of 
Comarce i n  order to promote the best  use of the talent trained wlth U.S. 
publ ic and private funds. 

Management training: The private Cathol i c  Uni versl t y  has a small but 
grow! ng undergraduate faci  1 i t y  of  bust ness admini stration. Traditional ly ,  
the GOU does not finance parochial schools at any level. While the GOU i s  
prepared to use local currency to support management training initiatives 
of a prfvate non-profit ins t i tu te  (ACDE), it cannot channel these funds to 
the Catholic University without rt rkSwg severe negative reaction from the 
State supported nattonal university.  A tDE concentrates on short-term, 
non-degree trafning of individuals already working as managers. However, 
ACDE does nut f i l l  the need for quality academic traininq in management at 
the  university level.  Small amounts of assistance I n  teacher preparation, 
curriculum development. and teaching and reference material s at thi s stage 
fn  the development of Catholic Unfversity would have a signfftcant impact 
on upgradang % t s  program. The A.1.D. funds can be used to bui f d or 
reinforce linkages to appropriate U.S. fnsf i tutfonr or other management 
t ra in ing  e n t f t i e s  such as INCAE, that use U.S. mefhodologles. 

Labor training: Labor union a c t i v l  t y  was suspended for the 12 years 
ptecedlng the resumption of  the democracy fn 1985. Essentially. a 
generation of potential leaders had no opportunity to develop s k i l l s  i n  
organization, admialstratloa and col8ectlue bargaining. Consequentially, 
Uruguay's labor movement has been eas4 Iy dmtnated by leftist elements and 
has been very cunf%ictive datrfng the f i r s t  t w c ~  years of the new 
adnini stration. However, there are elements w t  th in the labor movement 
that  are I w k i  ng for spportuni t i e s  to f skaptove the ski 11 s ~f i abot 1 eaders 
wf thout regard to  pol i tlcal be1 iefs,  A smal I amu~t of local currency 
support rwld help these elements Inittate a modest training center. 
(Perhaps tralning efforts could be coordinated with  Catholtc University, 
which i s  Interested I n  the topic of labor development 8s part of I t s  
management t ra in ing  program). The development ~f such a nucleus or center 
would a1 so help IdentFfy candidates who can take advantage of the 
short-term training offered by the U.S. Department of  Labor. These 
efforts wf 1 l a1 sa be coordinated with the on-going, b u t  minimal AIFLD 
progrim i n  Uruguay. 

Partners of  the Americas: Minnesota i s  Uruguay" partner State under the 
A.1.O- supported National Association of Partners of the AnrerIcas (NhPA) 
program. Ht 3s an ac t ive  relatfonshfp and, for a strictiy volunteer 
progt-am, has promoted a notable number of I f nkages supportf ng development 
interests. As with many partnerships, it lacks ~rganizational structure 
and a revenue base. A small amount of A - f  .D- funds can be used as seed 
capital to initrate revenue generation efforts and promote a broader base 
of  partlclpatlan w i t h i n  Uruguay that can bring about a stronger Focal 
level organiratlon. 



Family Planning: Although Uruguay har the lowest populi&tfon growth rate 
i n  Lat in  America, there Is an unmet demand for famfly planning amng low 
Sncme segments o f  the pooulatian as evidenced by Increasing (i 1 legal 1 

- abortion. Small amuntz of local currency fundjng can develop linkages 
between an ex ls t ing  private sector family planning arganizakfon 
(AUPFIRH), and several external ly-funded te-g.,  Kel logg Fauadatlon, PAHO) 
efforts to develop innovatiwe, Bow cost maternal-child health care - del lvery  I n  low income ne%ghb~rhmds of Pbntewldes. By funding such 
I inkages, these entttfes w i  l i be able to add to t h e i r  programs the missing 
element of family planning a t  low cast. Despite the cost effectiveness of 
such assistance, St would be dffficult for the G0I.l t o  allocate i t s  local - currency directly for these programs given the p r iva te  nature of  the 

.a edtltjtaes lnvralved and the constant presserre frm the publfc health sector 
for more dundfng.  

'The general programing of  1987 funds u3ll be agreed upon i n  an amendment to 
the  W. S i m i  larf y, any seprogramfng between the major eategisrf es w i l l  be 
reflected I n  exchange of letters f~llowlag consultations. Finally. the 
S5QO,OQ8 An ma1 located corntlngency wf  F l be assf gned based on verbal 
csnsultatfans subsequently reflected I n  an exchange of letters between OPP and 
A.  I .D. 

2.  Local Currency D i  sbursewent and Wnf toring Procedures. 

OPP ui 11 mlnta in  detat led f daanclal records for a1 1 EST local currency uses. 
End use documentation w l  1 X be mat n t a l  ned I n accordance with ex9 s t !  ng Uruguayan 
norms by the indivfdual laplementing ent i t les.  

DS sbursement procedures for spec3 f % c e nents are as follaws: 

The support to Ptlvate Sector and MG14 ae t f fv i t tes  ($3.455 anillron in FX86 
and 52.922 millfon I n  eY87) wdll  be distributed by the Q f f f c e  of Planning 
and Budget (OBP) based oar %Re merfts  of fndbfdual  proposals. 8BP f s  just 
cmpl et8 ng i t s  i nternal processes far revdeving these proposals. Ouri ng 
t h i s  start up phase OPP has frcauently consulted dfrectly ~ l t h  the A.I.D. 
Repaesentatfve and this close collabtatlon w s B 1  carotlnue. OPB w i l l  
advise A.H.Q. i n  turdtang on a monthly basts  of the faddvidual activitZes 
It has approved. !Wrmally. through I t s  regular caarsultation process the 
A.3.D. Representative already will  be fmillar with the activitfes betag 
processed, pasticulasly those $nvslvTng large amounts CS-e.. over $250,000 
equivalent). Thus. any quesrianable user via-a-vis A.X.D. policy concerns 
1 i ke l y v i  l 1 have beem screened out I n advacnre . 
The activity involving the ratianalizatlon of agrtcglturaf production and 
agro-industry promotton for southern Uruguay (IS1,500.000 of  W$7 ES6) O s a 
new endeavor being i n i  t l a t e d  by the 6OU i n  1986, but based on ample 



previous pilot experience. OPP has already provided A . I . D .  with a project 
summary. However, to SacilState financial monitoring, OPP will inform 
A.P.D. i n  writ%ng of the specffie budget allocations made to the 
1 ndividual pub1 i c and pr iva te  sector implement1 ng organizatto~s and the 
f ntended uses. Any s ign i f i can t  reprograming necessary as a result of 
actual experience w i l l  also be reflected through a Setter from OPP. 

The 5700,000 in counterpart to the separate A . 1  .D. grant for 
admini stration of j u s t i c e  and technjcal ass1 stance vi 1 l be mni tored 
directly by the A.I.O. Representative and the FSN program specialf s t .  The 
bulk of this amount (5500,000) w i  1 1  be advanced to the project 
Implementing u n l t .  which w i l l  provtde detailed accounting of end use to 
the OPP and A.1  .D. The balance w f  11 be used for rtuddes and techntcal 
exchanges that usually wi l l  be jo in t ly  flnanced with the A-E .D .  grant 
funds .  OPP i s  actively involved fn the superwis!on of many of the 
a c t i v i t i e s  t o  be supported by focal currency. A l l  four IDB loan projects 
selected for counterpart flnanclng are belng iwlcmented by OPB 
divisions. OPP f s  the principal contact agency of the UNDP and therefore 
i s  closely fnvolved $n all UNDP programing and project  fmplementatian. 
Given 1 t s  important role in the budget process, no problem I s  anticipated 
i n  assurt ng that OPP wi 11 have adequate access to the information 
necessary for proper accavntlng and reports. 

OPP plans to issue monthly f inancial  reports on local currency u t i  llzation and 
has established the ledgers necessary for this purpose. A.T.D. and OPP 
currently are considerf ng the possi bi  1 i t y  of aufomatjng O W ' S  record system. 
The separate A.  1.0- grant contai as funding that can be used for program 
support purposes of  this nature. Drawdowns of the GW-owned local currency 
for the agreed upon purposes are expected to contfnue through calendar year 
1989. O i  sbursement experience to date has been slow largely because the G3.I 
has not had expeslence wlth ESF until the 1986 program, which was tn i t fa ted  
late in t h e  Fiscal year. (Disbursements as of Hay S f ,  1987 against the FY86 
local currency total led S738,674). Mawever, the local currency di sbursing 
mchanlsms are nearly i n  place and the disbursement rates will pick  up during 
the l a s t  ha l f  o f  1987 notably. The A.I.D. office i n  Uruguay will monitor 
closely t h e  drawdown experfence and will request reprograming if delays are 
encountered ui t h  f ndividual acttvrties. ah@ f i r s t  formal joint review of  
disbursement progress w f  l l  be held no later than October 30, 1987. 

All Trust Fund expend1 tures ate pre-wal ldated by the Regional Control let i n  
USATDl3oi iv la ,  who also laakes a t  least quarterly s f te  v i s i t s  for training of 
national employees and overall financial monitoring- She trust fund agreement 
which was signed i n  conjunction w f  t h  the FY 1986 Program Agreement provides 
that A.I.D. gsovtde the GCU with periodic financial reports on the utilization 
of the t r u s t  funds. Allocation of  trust funds ifor program, as opposed to 
operating expenses, w i  11  be based on prior verbal consultations with the Mlf. 



Because of Uruguay's high ra te  of  Inf lat ion, local currency deposits into the 
Special Account i n  the Central Bank w f  11 suffer reduced purchasing power Sf 
not promptly used. This problem has been overcome in fatge measure w:th 
respect to the  FY86 ESF local currency. A s  the Central Bank makes the local 
currency available i t  f s  turned over to the state develoement bank (BROU) and - 
placed in an Interest earning account until needed for a~praval purposes. All 
earned interest i s  added to the account, rhereby maintaining the dollar 
equivalent value. To minimize t h i s  problem under the FY87 cash transfer . 
program, i t  i s  proposed to  permit disbursements info the local currency 
Special Account up to 24 months following A.I.D.'s dollar disbursements f n 
l i e u  of the normal 12 manth requlrement- 

F. Do1 lar Ftnanced fechni cal Asrt stance and fraini nq. 

The GOU has regues ted that f 600,000 of the $1 2.122 mi 11 ion 1987 ESF funds be 
reserved to  add to t h e  exlsting Project Grant Agreement for Adninistratian of 
Susttce and Technical Assistance, principally to incorporate a new campanent 
to finance post-graduate participant training. 

Over the next two years the GMI estimates sending approximately ten of Its 
most promising younger of f ic ia ls  for masters level training in the U.S. The 
benef i ts  to Uruguay o f  past A.P.D. sponsored training in the 1970ts, 
principally I n  economics and agrjculture, are now widely recognized and 
appreciated w i  thf  n the GQU. The O f f i c e  of Planning and Budget is charged w i t h  
the sesponsibi 11 ty for approving a1 l external ly financed traf ning f n the 
country and would be actively dnvolved i n  candidate selection, Economics, 
health pol 4cy, computer sclence, pub? i c adminf stration, and agrf cul ture would 
be among the prfortty fields. The estimated costs of t h i s  new component would 
be $400,000, or about $40,000 per candidate. including intensive English and 
assuming a t  least a two-year academic requlrement. Pt may be possible to 
lower costs somewhat by ftndfng candidates with adequate Engllsh and academic 
credentials that permlt shorter lengths of study to complete degree work. 
Utilization of these funds for public  sector partfcipant training w i l l  permit 
the LAC regional t ra in ing funds allocated to Uruguay can be more readlly 
concentrated on pr iva te  sector long and short-term training needs. 

Procedures for administering the new training a c t i i t y  w i l t  be developed 
jointly with OPP and reflected in an implementation letter. The possibi l i ty 
of utilizing the services of a U.S. training contractor wil l  be considered 
fu l ly .  Alternatively, the A.X.D. offfce In Uruguay may simply issue 
individual PIOIP's. The PACD of  the amended grant agreement w i  1 l be extended 
by two years to December 31. 1990 to allow sufficient time for qualified 
candidates to be identified and trained. 



The remaining 5200,000 of the increase to  t h i s  grant would be used to  provide 
an additional $1 50,000 for Private Sector Income and Investment Generation 
from $1 50,000 to $300.000 and increase the Program Support component by 
$50,000. 

The increase to the Private Sector act!vi  t y  i s  based on the successful 
i n i t i a t ion  of a International Execut ive  Service Corps program i n  which project 
funds co-f inance with selected prSvate enterprr ses the costs of the volunteer 
executives. Assuming an average cost sharlng of  98,000 to  $9,000 per each 
assf gnment, f t i s  estimated that approxfmately 30 addjtional consul tancies 
will be financed under this component. Glven the experience since the start 
up of the local IESC o f f i c e  i n  early FYI987 (seven cases are i n  process), this 
level appears to be a reasonable target. 

The program support component finances studtes and technical interchanges that  
can impact on GOU development po l ic ies  and programs. It also covers other 
program support costs such as audit  and evaluatfons- 
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Montevideo, 19 de mayo de 1987 

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

De mi consideracidn: 

Por la presente, me cornplace bacer 
referencia a la nota d e l  Sr. Embajador Wilky de 18 de 
diciembre de 1986 con referencia a la decisidn de la 
Agencia Internacional para el Desarrolla (AID) par Ba 
cual se destinan USS 12:122.000.- para proseguir el apg 
yo econdmico iniciado en el Uruguay ese ace, asf como 
la posterior comunicacidn de fecha 26 de enero de 1987 
por la que se solicita infomaci6n tendiente a fa ins- 
trunentaci6n del grograma. 

I 

En primer lugar, tengo el agrado de 
destacar los  principales logros del programa econbmico 
del Uruguay en el afio 4986. Los resultados obtenidos,en 
el colaienzo de la recuperacidn de la ecsmaoEnha gue seen 
contraba sumida en m a  profunda crisis al asunrir el go 
bierno democrStico, han superado l a s  objetivos plantea 
dos. EI producto 6 ~ t 0  interno se increment6 en un 6.3% 
(el producto por persona, un 5 .8%)  ; la desocupacibn se 
redujo en 2 puntas porcentuales sobre la goblaci6n ac- 
tiva Quna disminuci6n del  20% de los desocupados); fas 
exgortaciones se increwentaron en m5s de un 2 5 %  con lo 
qrre se aPcanz6 un excedente de l a  cuenta corrienre de 
U$S 94:OQ0.000 y las reservas internacionaPes se incrg 
mentaron en un 4% del PBI al revertirse fuertemente la 
fuga de capitales por el ingresa de capKtahes; el d&f= 
cis fiscal y parar'iscal se redujo de 10% del PBIal -- 
mir el gobierno a un 5% del mismo; e l  salaxio real cog 
tinu6 su crecimiento aumentando un 6 %  en el afio y tota - 
litando un 22% en Pos dos afios del gobierno. 



A) Programa de Recor.versibn y Desarrollo 
Agroindustrial de la Zona Sur d e l  PaZs - USS 1-500-000.- 

B) Contrapartida de prestamos para el de- 
sa~rollo en cuencas gsst3ucrivas - U$S 6:000.000,- 

C) Fondos de contingencia no asignados y 
reserva para activldades que proxuevan 
la racionalizaci6n de la prestaci6n de 
servicios del sector pEIlico y de la 
Abinistracibn de Justlcia. - U$S 500.000. - 

D) Para respaldar a organizaciones sin fi 
nes de lucro. - - U$S 922.000. - 

E) Para est%mular el desarrollo del Sector 
privado pronoviendo su reactiv~cibn, 
introduccf6n de nrevas tecnolog%as, 'in 
versiones , etc, - - U$S 2:000,000.- 

Sin otro particular, le saludo m y  atentg 
mente, 



A] Prcgrama de ReconversiBn y Desarrollo 
Agroindustrial de la Zona Sur del Pals U$S 1:500.000.- 

B) Contrapartida de prgstanos para el de- 
sarrollo en cuencas productivas - U$S 6:OOO.OOO.- 

C] Fondos de contingencia no asignados y 
reserwa para activldades que promuevan 
la rational ; :aci6n de la prestacibn de 
servicios de- seceor ptibX2cc y de Pa 
Ahinistracibn de Jurrlcia, - U$S 500,000,- 

D) Para respaldar a organfracionas s ln  fi 
nes Be Xucro. - - U$S 922 .000 . -  

E] Para estirnular el desarrcPle del Sector 
privado promoviendo su reactlwacibn, 
introduccibn de mevas tecnologZas , fn - 
versiones , etc. - U$S 2:OOO.OOO.- 

Sin otra particular, le saludo muy atenta 



AMMEX I1 

Status o f  FY 1986 ESF Program Local Currency ~llocations 

The FYI986 ESF program of  $14.355 million i s  div ided  in to  two components: ( 1 )  
s $355,000 grant to carry out an administration of j u s t i c e  f n i t i a t i v e  and 
technical assistance. studies and other support to the GOU's economic recovery 
program; and (2)  3 514.0 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 i n i t i a l  deposit Into the Special Account 
of 53-0 millton i n  local currency equivalent i n  early October. I n  accordance 
with implementation 1 etter instructions. $1 -0 m i  71 ion in locai currency 
equivalent 1s  being deposited into the Special Account a t  the beginning of  
every month. Thus, as of May 30. 1987, 910.0 millfan equivalent have been 
deposited and by September, 1987 the full 914.0 millfon equivalent will have 
been deposited. 

The original  PAAD projected that  512.0 mitlfon of the 514.0 millton equivalent 
of local currency use would be used for ID3 counterpart. prfncipally for 
agricui tural cooperative and production credit and for pre-export financing. 
The balance was estimated to  be used for small scale employment generation, 
local counterpart to a separate ESF funded grant for administration of just7 ce 
and technical assistance, and for an A. I .D .  trust fund (2.5 percent). 

In develaping the final plans for the use of these funds, the GQU through i t s  
Office of Planning and Budget (OPP) attached to  the Presidency, has opted to  
give relattvely less prlority to counterpart uses for credit programs of a 
general nature and greater priority to targeted development a c t i v i t i e s .  

The currently programmed distribution sf uses of GW-owned local currency 
resulting from the $14.0 nillicrn of FW 85 ESF cash transfer program i s  as 
fot lows : 

1. The GOU Counterpart to ID5 loans: 

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

development program: 5 730.000 
- feasi b i  11 t y  and pre-investment studles $ 500,090 

2 .  Support to Private Sector and MGO 
Actfvi t i e s .  S 3,455,000 
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3-  The GOU Counterpart to UNDP technical  
assi stance attivi ties S 1,495,000 

4. Counterpart to A.X.D. Administration of  
Justice ($500.000) and fechni cat Assistance C8200.000) 
Grant $ 700,000 

5.  A . I . D .  Trust Fund (2 .5  percent) f 350,000 

Total €SF Cash Transfer $1 4,000,000 

The %8.000.000 f n  countergart to IDS loans will principally support two new 
aqricul tural develo~ment  ~ r a j e c t s .  Consi stent w i t h  GOU 001 icy, these projects 
will promote the special i ta t ion  of agrjcul t u r d  production based on the 

- 

comparatj ve advantage of selected regions. Uruguay's four eastern Departments 
already account for essentlaily all of the country's rice production. Yields 
are a1 ready goad and prf vate r i c e  producers organi tations are we1 1 developed. 
A $27.3 million IDB loan will ffnance investments in access road improvement 
and conversion of irrigation pumps from d i e s e l  to e l e c t r i c i t y  supplied by the 
country's recently completed hydroelectric f a c i l i t y .  These investments will 
enable pri bate sector producers t o  hold down costs of production and market4 ng 
and thereby maintain t h e i r  market positfon. No significant expansion of  land 
under cultivation i s  planned. 

Similarly. Uruguay's four southern Departments are best suited for dairy 
production. Individual dairy producers are already served by a large, 
hnsinesslike cmperation (CONAPROLE) that provides technical assistance, 
process'ng and marketing services. A $36 mi l l ion  ID8 loan will finance: Ca) 
the development of new forage materials under irrigated practice in order to 
reduce the drop i n  milk produetion levels currently experienced during winter  
months; improved animal breeding and reproductfon servtces aimed principally 
a t  the small producers; access road improvement; and extension of electric 
distribution. Again, the Focus i s  more on reduction of production and 
marketing costs in order to maintain comparatfve advantages rather than 
expansion of  land under cultjvation. 

The northwest vertex regional development project CVERNO) financed by a 1984 
$21 .8  mi 11 ion fDB loan i s  furthering the comparative advantage of t h i s  area i n  
f r u i t  and vegetable production. Capital iz! ng on the avai labi 1 i ty of 
i rriqation facilities and on the m i  Id winters, the individual  pr ivate  farmers 
i n  this area are diversifying away from sugar cane production and into fruit 
and vegetables for early season fresh food regional markets (Montevideo. 
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Buenos Aires, Brazil and for c unter-season markets in the Northern 
Hemi sphere. Fseezl ng faci 1 i ties are a1 so bet ng constructed. The IDB loan. 
channel led through cooperative organlzahions to serve indf viduat farmers, has 
already had an important impact on job generation. Because of fnterna! 
migration, the Bella Unf n area i s  the only secondary c i t y  i n  the country 
registering a sharp increase i n  population growth. However, the benefits of 
this effort remain t o  be fairly concentrated and in stark contrast to smaller 
towns nearby. The local currency a1 located to VERNO counterpart wf  l l be used 
to promote development a c t i v i t i e s  in these outlying areas so that a greater 
number of low-income farmers will beneftt Prom t h i s  new growth pole being 
established as a result of th is  ED8 loan. Small scale hoidlng ponds ate being 
constructed to permit irrigation and agricultural crop production by 
$ndividua'l farmers (e-g., early season f r u i t  and vegetables and legumes). A 
honey production program Ss being directed speciftcally a t  low income 
fami l i e s .  Caoperatlve Infrastructure ( i  . e . ,  buiitdirags and eaulpment) is being 
financed in order to strengthen farmer service capacity. Also. the VERNO 
f mplementing u n i t  w i  11 be strengthened through the financing of  project 
related studies, technical ass$ stance, and staf f  training. 

The balance of  the ESF local currency program allocated as IDB counterpart 
w l l l  complement a recent 47.0 rnilllon loan for preinvestment studies. A 
number of study priori t i e s  have been identif fed, f ncl udi ng energy, transport, 
agricul ture and forestry. mining, industry and urban development, health, and 
education. %oth publ ic  and private rector entitles can apply for soft 
subloans to carry out studies.  

The allocation of 53,455,000 for prlvate sector and NGU support a c t i v i t i e s  
represents an almost three-fold increase over the level orfginally 
contemplated for these a c t l v i  t i e s .  This Increase reflects a GOU pol f cy 
interest i n  reactivat ing a weak pr lvate  sector through support to specif ic  
ac t i v i t i es  selected on the basfs of t h e f r  indfvldual merit, 

Sl ight ly  more than two thl rdr  of the amunt f$2,550.000) have been deposited 
i n  the State development bank (BRW) to assist profit  king enterprjses t e s t  
or develop activities that  involve technology innavatfoa, new exports, or 
impartant locai level  employment qeneratlon impacts. B R N  will extend 
financing to suppurt these private initiatives based on OPB instructions. 
Although most act iv l  t ies  financed w i  9 1 be an a soft-term loan basis. there 
will be instances of direct  contribution. (One example i s  the OBP decision to 
contrdbute approximately 55,000 towards the local costs of a pre-investment 
study carrjed out by a potentfa1 U.S. investor with partial financing under 
the Trade and Development Program, 'BQP). The principal object is not to 
create a permanent revolving fund. but 'to help underwrite sound private sector 
i n i  t ta t ives  that m y  lead the way to a more innovative and aggressf ve private 
sector. 
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The balznce ($900,000> is earmarked for financing proposals received by OPP 
from indigenous PVO1s and NGO's. OPP w l l l  emphasf ze proposals having a 
productive impact (e -g . ,  mlcro-enterpri se development. appropriate technology 
promotion. handicrafts export, e t c . ) .  

Management training also i s  eligible for financing under both subcomponents. 
Speeif S cal l y. ACDE (Asoclaclon Cri s t  iana de Dlrigentes de Empresa) has 
psesented a request for approximately $500,000 for helping to finance its 
counterpart to an ID0 grant to support i t s  management training efforts. ACDE 
is an established and prestigious non-profit private sector institute that 
carries out in-service t r a i n i ng  through short-term. non-degree courses 
directed at speciftc needs of  individuals already i n  management positions. 
Its program with IDB u i l l  develop inst'atutional linkages with the A.I.D. 
supported business t ra in ing  i n j  t t a t i v e ,  HNCAE, in Costa Rf ca. 

The $1,495,000 jn UNDP counter3art u i l l  support a var le ty  of  in-country 
programs indicated i n  the U#D@'s basic agreement with OPP. Important on-going 
aetivikies include export development and Investment promotion being 
trnplemented by t h e  UNDP i n  close  collaboratOon w i t h  the W ' s  Off ice of 
Planning and Budget. A new program, also to be supported with local currency. 
will promote in-country grzduate level training and related applied research 
i n  selected basf c sciences considered Important to the country's development. 
El lgible areas are biology (i ncludfng bto-chert stry, micro-biology, genetlcs 
and zoology), physics (including sol i d  state physics and solar energy), 
information sciences, mathemtlcs, and chemistry. Proposals for individual 
sub-projects wit 1 be evaluated by a j d n t  ccmrnlssion established by the GW's 
Mlnistry of Education and the autonomous national university. 

The 5700.000 i n  counteroart to the A.I .B.  dollar _program (grant project 
528-0108) is largely to support an Administration o f  Justice i n i t i a t i v e  being 
imolernented collaboratively with  the UMDP. The $355.800 A.Z.D. dollar grant 
a1 aocates S200,OQQ for ~ d m i n i  strat ion of Just1 ce. 51 50,000 for technical ass! s 
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 $500,008. To date. an implementing unit for the Administration of 
Justice program has been contracted and a draf t  workplan prepared. Delays 
were encountered, however, in ac t iva t ing  an interagency steering group- These 
~ r o b t e m ~  have been resolved and the program has resumed i t s  a c t i v l  t tes.  The 
second component of t h i s  do1 lar grant is be! ng used largely to help finance 
the costs of techni cat ass i stance ~rovided by the International Executive 
ServSce Corps (HESC) to Uruguayan private enterprises. Procedures have been 
develo~ed for selecting f i r m s  and determining cost sharing arrangements. A 
local EESC agent has been selected and trained by the f ESC country director 
stationed in Paraguay. The f i r s t  volunteer executive assignment has been 
completed and several mte cases are currently being processed. Studies being 
considered under the third comnonent sf the grant include: ( 1  1 the 
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cost-effectiveness of Uruguay's pr ivate  sector health mat ntenance 
organizations aimed a t  bring! ncj about greater administrative eff Icf ency and 
increased re1 lance on market forces for prfcing of health care services; and 
(21 the establishment of a f inancia l  adminfstratlon system wi th in  the Ministry 
of  Education to Improve management o f  the investment and operational budget 
and supetvisfon process for publ ic  sector education. These proposed studies 
are s t i l l  under consideration. 

The 4350,000 Trust Fund has been functioning without prob?em. To date, USAID 
has requested and received the deposit of S 102,000 fn local currency 
equivalent for start-up and operaOing costs of the new A . I . D .  office. In 
addition, and i n  accordance with the terms of the Trust  Agreement, these funds 
have also been used to support Uruguayan partfcipation i n  A.P.D. sponsored 
regional conferences such as the workshop on indigenous PVO's i n  Cal i ,  
Colombia, supported by the AM: program I n  Colombia and the low-lncome housing 
seminar f n Buenos Aires carried out by RHUDO/Panama. A1 1 Trust Fund 
expend3 tores are pre-val i dated by the Regtonal Control let i n  U S A I D k k l  f v i  a. 
who also makes a t  least quarterly r i t e  v f  s i  t s  for ttaf ning of national 
employees and overall f inancial  mnitoring. 


