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SOLICITUD DE ACCESO A LA INFORMACION PUBLICA
Ministra de Economia y Finanzas

Ec. Azucena Arbeleche

De mi mayor consideracion:

José Ismael Grau, C.I. , con domicilio en la calle , ciudad de
Montevideo, realizo la siguiente peticion:

Laley 18.381 establece en su articulo 3 el derecho -sin necesidad de justificacion
alguna- de cualquier persona fisica o juridica a acceder a informacién en poder de los
organismos publicos, estatales o no estatales. Asimismo, en sus articulos 13 y siguientes
establece un procedimiento preciso por el cual la administracién se encuentra obligada a
entregarme la informacion requerida en el plazo de 20 dias habiles.

En este marco, solicito a usted que me haga entrega de la siguiente informacion en
formato papel o digital:

— Las resoluciones ministeriales que aprueban las contrataciones vigentes de los servicios de
calificacién de la deuda soberana con las agencias Standard & Poor’s, Moody's, Fitch, DBRS y
R&I.

—Copia de los primeros informes de calificacién de Uruguay emitidos por cada una de estas
agencias, en octubre de 1993 (Moody's), febrero de 1994 (S&P), enero de 1995 (Fitch), abril de
1998 (R&I) y marzo de 2008 (DBRS).

En virtud de lo expuesto, y de acuerdo alo dictado en la normativa citada, PIDO: se
entregue, por la direcci6n a su cargo, en el plazo establecido por el articulo 15 de la ley 18.381
la informacién requerida en el presente escrito.

Saluda a usted atentamente,

Firma
Direccidn:
Teléfono:

Correo electrénico:
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MINISTERIO DE ECONOMIA Y FINANZAS

Montevideo,

VISTO: la solicitud de acceso a la informacién publica formulada por el sefior
José Ismael Grau Stirling al amparo de la Ley N° 18.381, de 17 de octubre
de 2008;

RESULTANDO: que a través de la misma solicita copia de los primeros
informes de calificaciéon de deuda de Uruguay emitidos por las agencias
Moody' s, S&P, Fitch, R&l y DBRS, asi como, las Resoluciones Ministeriales
gue aprueban las contrataciones vigentes de los servicios de calificacién de
deuda;

CONSIDERANDO: 1) que de conformidad con los articulos 2 y 3 de la Ley
N° 18.381, de 17 de octubre de 2008, toda informaciéon generada o en poder
de una persona publica se considera publica, y su acceso es un derecho de
toda persona, que se ejerce sin justificar razones;

Il) que el articulo 10 de la citada norma establece que se
considera informacién confidencial “aquella entregada en ese caracter a los
sujetos obligados siempre que: (...) C) Esté amparada por una clausula
contractual de confidencialidad”;

lll) que, en relacion a los contratos que solicita el
gestionante, la Divisién Unidad de Gestion de Deuda Publica del Ministerio
de Economia y Finanzas informa, que cuentan con clausula de
confidencialidad, por lo que estarian comprendidos dentro de las
excepciones que establece el articulo 10 precitado, por lo que no se puede
acceder a lo solicitado;

IV) que, respecto a los informes de las agencias de
calificaciéon de deuda tienen el caracter de informacion publica y no se
encuentran en las excepciones previstas en el articulo 8 de la Ley N°
18.381, de 17 de octubre de 2008;

ATENTO: a lo expuesto precedentemente, a lo dispuesto en la Ley
N° 18.381, de 17 de octubre de 2008, y la Resolucién de la Direccion
General de Secretaria N° 1243/2020, de 16 de noviembre de 2020, por las
gue se delegan atribuciones, de acuerdo con el articulo 181 numeral 9° de la
Constitucion de la Republica;
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EL DIRECTOR GENERAL DE SECRETARIA
En ejercicio de atribuciones delegadas
RESUELVE:

1°) Deniégase el acceso a la informacion publica solicitada por el sefior
José Ismael Grau Stirling respecto a las Resoluciones Ministeriales que
aprueban las contrataciones vigentes de los servicios de calificacion de
deuda.

2°) Concédase acceso a la informacion relacionada a los informes de
calificacién solicitados por el peticionante que lucen en folios 11 a 80 de las
presentes actuaciones.

3°) Notifiquese al interesado, publiquese en la pagina web institucional de
esta Secretaria de Estado, y oportunamente archivese.
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EXPEDIENTE N°

MEF 2023-5-1-0004658
Oficina Actuante: DGS - Asesoria Juridica - Asesores
Fecha 04/07/2023 13:54:19
Tipo: Informar

Montevideo, 4 de julio de 2023

Segun lo solicitado por la Dra. Gabriela Torres, se adjunta Resolucion Ministerial N° 6548, de 23 de mayo de
2023.

Dr. Matias Mattos

Asesor - Abogado
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Recent Actions
February 28, 2008
New Rating

Rating

Debt Rating Rating Action Trend
Long-Term Foreign Currency BB (low) Confirmed Stable
Long-Term Local Currency BB (low) Confirmed Stable

Rating Update
.
DBRS has confirmed its ratings on the Oriental Republic of Uruguay’s Long-Term Foreign and Local Currency
securities at BB (low), and maintained Stable trends on both ratings.

The Stable trends balance rising global uncertainty with Uruguay’s stronger fundamentals. Since the 2002 crisis,
Uruguay has improved liquidity, diversified its exports and improved financial regulation, making it better prepared
to manage external shocks. However, Uruguay is exposed to uncertainty in Argentina and other markets, which
could lead to a weaker peso, withdrawals of non-resident deposits and lower economic growth.

A stable political environment and prudent macroeconomic policy continue to strengthen Uruguay’s credit profile.
From 2004 to 2007, annual GDP grew at an average rate of 8.2%, and during the first half of 2008 the economy
grew at 13.1%. Although cyclical factors have contributed to high rates of growth, the Uruguayan economy has
benefited from trade diversification, high levels of investment — particularly in the paper and pulp industry — and
the recovery of the tourism industry.

Political consensus on macroeconomic policy has allowed the government to address the country’s social demands
while largely fulfilling its commitment of fiscal responsibility. Strong revenue growth has resulted in primary
surpluses of 3.7% GDP or above for the last four years. Primary surpluses, along with strong economic growth and
peso appreciation, have sharply reduced the public debt burden from 106.7% of GDP in 2003 to 61.2% in 2007.
(Continued on page 2.)

Rating Considerations
.
Strengths

(1) Consensus on sound macroeconomic policy

(2) Proactive debt management

(3) Political stability and high social development
(4) Strong foreign direct investment

Challenges

(1) High debt burden

(2) External exposure

(3) Highly dollarized economy
(4) Wage rigidity

Summary Statistics
.

For the year ended December 31 2008E 2007 2006 2005 .
- -~ Fiscal management |
Nominal GDP (US$, hillions) 277 232 193 16.6
Real GDP growth (% change yoy) 85% 7.4% 7.0% 66% |Debtand liquidity |
GDP per capita (US$/year) 8,399 7034 5851 5035 |Economic structure |
Inflation (CPI % change yoy) 8.0% 85% 6.4% 4.9% Economic performance _
Exchange rate (average - UYU/US$) 204 234 241 245 Monetary and financial _
Current account balance (% GDP) NA -1.0% -2.1% 0.3% X
Public sector balance (% GDP) 04% 00% -05% 6% |Externaltradeand finance [N
Primary balance (% GDP) 32% 37% 38% 4.2% |Political environment D
Public debt (% GDP) 5250 61.2% 64.4% 78.8% | |
Public external debt (% GDP) 42.0% 47.7% 48.3% 61.4% Weak Strong
1 Public Finance: Sovereigns
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Rating Update (Continued from page 1.)
.
Despite these improvements, Uruguay faces significant challenges. Uruguay’s public debt is still relatively high
and remains exposed to exchange rate risk. Almost 80% of public sector debt is denominated in foreign currency,
leaving debt ratios exposed to a decline in the value of the peso. The government is gradually increasing the share
of inflation-linked peso debt, but narrow local markets and higher financing costs prevent a more rapid reduction in
external debt ratios.

Inflation is a second major area of concern. Above-trend economic growth and high food prices continue to create
upward price pressures. Inflation has exceeded the upper limit of the Central Bank of Uruguay’s (BCU) target
range since January 2007, and inflation expectations reached 7.2% in August, before falling to 6.6% in September.
The effectiveness of monetary policy is impeded by the high degree of dollarization and self-financing by private
enterprises. Over the last year, the Central Bank raised interest rates 225 basis points and increased the dollar
reserve requirement from 25% to 35%, but it is uncertain whether these measures will be sufficient. Global
economic deceleration and the decline in oil and food prices should reduce domestic price pressures. However,
wage demands in Uruguay’s rigid labor market could add to inflation. Specifically, if annual inflation reaches 10%,
public sector wage negotiations will be conducted on a biannual basis, contributing to inflation inertia.

Uruguay’s historically stable political system, prudent macroeconomic management and steady improvements in
financial and economic fundamentals justify the Stable trend over the medium term. A more counter-cyclical fiscal
policy would bolster creditworthiness. On the other hand, fiscal slippage, particularly in response to an economic
downturn, would result in downward pressure on the rating. Judging from Uruguay’s track record of fiscal
responsibility, DBRS believes that policies will remain sound.

Rating Considerations Details
.
Strengths

(1) Political consensus on sound macroeconomic policy. Political consensus on solid macroeconomic
management has been crucial in consolidating the economic recovery. The government has largely met the
fiscal targets established by the 2005-2009 multi-year budget. Although the Central Bank does not operate
under a full inflation-targeting regime, it has gradually adopted measures to enhance credibility and improve
regulation of financial markets.

(2) Proactive debt management. Uruguay’s debt management team has focused on reducing exchange rate and
refinancing risk. To this point, peso-denominated debt has increased from approximately 4% of total public debt in
2003 to 21% in 2007. Recent debt operations have also extended its maturity structure.

(3) Political stability and high social development. Uruguay enjoys a high degree of social stability and
political cohesion. The country also exhibits one of the lowest levels of income inequality and highest levels of
education and social development in Latin America.

(4) Strong foreign direct investment. High foreign direct investment (FDI) inflows over the past three years, a
good part of which were directed to the pulp and paper industry, look set to continue. This bodes well for continued
export diversification and will be a significant contributor to growth in both exports and overall GDP.

Challenges
(1) High debt burden. Public debt is relatively high, 61.2% of GDP at the end of 2007, and nearly 80% of the
debt is denominated in foreign currency, leaving it highly exposed to exchange rate risk.

(2) External exposure. Trade diversification and financial regulation have reduced Uruguay’s external exposure,
but Uruguay remains a small, open economy in a volatile region. In particular, exposure to rising uncertainty in
Argentina could lead to lower economic growth in Uruguay.

2 Public Finance: Sovereigns

_Oriental Republic of Uruguay - DBRS Rating 22 9 2008.pd... Folion® 12



Expediente N°: 2023-5-1-0004658

Oriental
Republic of
Uruguay

Report Date:
September 22, 2008

(3) Highly dollarized economy. Foreign currency is used as store of value and also as a means of transaction
in the country. This has negative implications not only for the effectiveness of monetary policy, but also for
the stability of the financial system.

(4) Wage rigidity. Wage rigidity can potentially exacerbate economic cycles by preventing wages from
adjusting to changing economic conditions. The national wage-setting process increases the strength of
inflation inertia and makes disinflationary measures more painful.

Fiscal Management and Policy
.
Since the 2002 financial crisis, Uruguay’s commitment to transparent and prudent fiscal policy has helped restore
credibility, promote stable economic growth and lower debt ratios. The government’s commitment to responsible
macroeconomic management while addressing post-crisis social needs has received support from both sides of the
political spectrum.

Uruguay: Global Public Sector Balance Versus Over the last five years, primary surpluses

o - 2005-2009 Budget Targets (% of GDP) have averaged 3.8% of GDP, aided by
strong economic expansion and improved
tax collection. The government has used
increased budget flexibility to focus on
poverty alleviation, improved education
and healthcare and public security.
Nevertheless, primary surpluses have been
2% 1 - - Primary Suplus Bucget Target declining even as the economy has
3% 1 Primary Surplus experienced a cyclical upswing, leading to
concerns that the government is not saving

4% A
3% A
2% A
1%
0%

-1% A

4% A Ovwerall Balance Budget Target
Ovwerall Public Sector Balance

-5% - H 1
2000 2001 2002 2003 2004 2005 2006 2007 2008P  2009P enough in preparatlon for the eVentUaI
P = Projected. slowdown.
Source: Uruguay Ministry of Economy and Finances, DBRS —
Public Finances
. Billions of Pesos,
Although the government did not reach the 2007 e :
primary SUrplUS target established by the 2005_2009 Non Financial Public Sector 2008* 2007 2006 2005
budget, it has consistently surpassed its targets for the Central Government 1356 1153 1020  88.7
H VAT & other indirect taxes 111.1 90.6 79.1 67.6
overall public sector balance. In 2007, the government Income, profits & property o0 35 aa 33
osted a primary surplus of 3.7% of GDP, short of the Trade 67 71 60 52
p
0, H Others 17.8 14.1 12,5 12.7
4.0% target, but the overall public sector balance was Social Security Income w2 85 o250 o214
balanced, surpassing the target of -0.7%. As a Public Enterprises (primary) 149 134 66 88
percentage of revenues, interest payments have fallen Total Revenue RUUEE
from 19.6% in 2004 to 12.3% in 2007. The reduction Central Government & Social Security ~ 144.9  122.8  105.0 93.2
. . . I Wages & Salaries 30.2 25.3 21.8 19.4
has provided the government with increased flexibility Non-personnel expenditures 250 229 200 169
to reach overall public sector targets while running Social Security 524 456 424 389
. Transfers 36.4 28.1 20.8 17.9
lower primary surpluses. Investment 210 161 12.2 9.8
Total Expenditure 165.8 139.0 117.2 103.0
In 2007, the government implemented an important State Insurance Bank (primary) . o9 07 o4
tax reform aimed at broadening the tax base and Municipal Balance 06 11 17 08
inc_reasing the efficiency of tax administratiqn. The Primary Balancet 195 201 175 174
major measures adopted included the introduction of a % of GDP 32%  37%  38%  42%
personal income tax; a reduction in the corporate tax Central Bank of Uruguay 12 07 07 07
rate from 30% to 25%; extension of the coverage of
. R .. . Interest Payments 20.4 19.3 19.4 18.6
the VAT while reducing the rate; a general elimination
H . H Consolidated Public Sector Balance -2.2 0.1 -2.6 -2.3
of minor taxes; and a greater allocation of resources to ot o s oo omm o6

tax authorities. The government continues to focus on

*2008 DBRS based on government projections

improving tax collection and administration. VAT (1) Before interest payments

evasion rates have steadily declined from 35.6% in
2000 to 24.2% in 2007 — a one-third reduction. Authorities estimate that improved tax administration increased tax
revenue by US$30 million in the first semester of 2008.
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During the last five years, Uruguay has made a concerted effort to curb public expenditures. Excluding
municipalities and the State Insurance Bank, non-financial public expenditure (as a percentage of GDP) has
gradually fallen from 34.3% in 2001 to 29.6% in 2007. DBRS expects this trend will reverse itself in the coming
years, however, as public sector wages and pension costs rise. The 2005-2009 budget proposed raising real public
sector wages by 16% over the five-year period in order to restore wages to pre-crisis levels. This adds rigidity to
fiscal expenditures through a knock-on effect with respect to pension costs because benefit payments are linked to
wages. These costs could more than offset the decline in interest payments and become burdensome as the
economy slows.

Social demands, energy subsidies and perhaps an early start to the presidential campaign season have put pressure
on government spending in 2008 and 2009 and contributed to the pro-cyclical nature of fiscal policy. Severe
drought in early 2008 lowered reservoir levels for hydroelectric dams and forced public utility companies to import
expensive fuels. The resulting fiscal cost has been 1.4% of GDP. Furthermore, the government plans to increase
expenditures by US$350 million in 2009, focused primarily on education and healthcare, while cutting US$100
million in income taxes. The government recognizes the need to transition toward a more counter-cyclical fiscal
policy, and DBRS believes this will be an important step in improving credit quality.

Debt and Liquidity
.
Uruguay has made significant progress in reducing its debt burden and improving its debt profile. From its post-
crisis peak of nearly 107% of GDP in 2003, public sector debt (net of BCU monetary regulation bills) fell to 61%
by the end of 2007. The reduction is due to rapid economic growth, appreciation of the Uruguayan peso and strong
primary surpluses. Despite this improvement, debt levels are still high compared to other emerging markets.

Exchange rate exposure remains the single
greatest risk factor to the public debt. At the i Uruguay: Public Debt and the Exchange Rate -
end of 2007, nearly 80% of the public debt ]
was denominated in foreign currency T /’ e 28
(predominately U.S. dollars), leaving it oer
highly vulnerable to peso fluctuations. Over
the last five years, Uruguayan authorities
have responded by gradually increasing the
percentage of debt denominated in local
currency. At the end of 2007, peso-
denominated debt constituted 21% of the
total public sector debt, up from just 4% in 0%
2003. The government has no definitive 10%
targets for the overall currency composition 0%
Of |tS debt prOflle InStead’ the process Of [ Public Sector Debt =——Exchange Rate (UYU/US$)

debt de-dollarization will focus on achieving  s;ice: BcU DBRS

the optimal combination of risk Vversus  Note: 2008 through Q1; Debt is reported net of Central Bank monetary bills
financing costs.
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Proactive debt management, in the form of debt buybacks and swaps, has reduced exchange rate and refinancing
risk. A US$240 million buyback (predominately U.S.-dollar fixed- and floating-rate debt) in December 2007 was
followed by US$102 million worth of buybacks in the first six months of 2008. In June 2008, the government also
conducted a debt swap, replacing bonds worth US$616 million that would have expired in the next four years with
2030 inflation-linked and 2036 U.S.-dollar denominated bonds. These operations strengthened the composition and
maturity structure of the debt. The strategy is proving to be highly effective: average time to maturity for central
government debt has nearly doubled in the last three years, from 7.4 years in 2005 to 14.3 years in mid-2008.
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As part of the debt management strategy, Uruguay is developing a benchmark yield curve for inflation indexed,
peso-denominated debt (Ul). In 2007, the government issued 20- and 30-year Ul bonds, extending the local yield
curve and providing liquidity to the local market. Moreover, Uruguay’s strong economic performance and
improving debt metrics have increased domestic and international demand for Ul securities. The most important
source of demand in the local market is pension funds, which absorbed US$450 million in public debt in 2007.
While the development of the Ul debt market reduces exchange rate risk, it comes at a cost. The required cost of
capital is higher for inflation-linked debt than foreign-denominated debt.

DBRS’s debt sustainability analysis forecasts Uruguay’s debt levels under three different scenarios. The baseline
scenario estimates growth at 5.25% in 2008 (a conservative estimate) followed by 3.0% growth from 2009 to 2012.
It also assumes a stabilization of the exchange rate at 20 UYU/US$ and primary surpluses of 3.0%. Under such
circumstances, Uruguay’s debt-to-GDP is likely to fall to 40% by 2012.

— - An unfavorable scenario, characterized by

Uruguay: Debt Sustalnablllty Analysis low growth (1.0% annually), primary

1o% Gross Public Debt (% of GDF) balances of zero and a 5% annual

100% depreciation of the peso, would result in the

90% debt rising to 65% by 2012. A favorable

0% scenario, on the other hand, would see the

o current  strong _ecc_)nomic and fiscal

performance maintained through 2012,

60% along with 5% annual appreciation of the

50% S local currency. Under this scenario, the

0% Base Case ~ ~ projected debt ratio would reach 28% by
0% Unfavorable ~ 2012

—— =Faworable ~
2o These scenarios show that while Urugua
F S S S & & &5 has managed its economy responsiblyg,] th)e(

Source: BCU, DBRS country’s debt ratios are highly sensitive to

economic growth rates and exchange rate
movements. Should the country confront a prolonged recession or sudden exchange rate depreciation, a significant
fiscal adjustment would be necessary to adequately address the increased debt burden. However, under today’s
more flexible exchange rate regime, the chance of a sudden and sharp depreciation appears less likely than in the
past.

Economic Structure and Performance
.
Real GDP growth in Uruguay has averaged 7.0% over the last five years and expanded 13.1% in the first half of
2008. The main drivers of growth have been strong domestic demand, fueled by rising real wages and lower
unemployment, and a strengthening export sector, which has taken advantage of the favorable external
environment. The government plans to increase long-term growth prospects by continuing to liberalize trade policy
and investing in education and healthcare. However, Uruguay’s competitiveness will also depend on higher levels
of investment and future administrations’ ability to exploit new energy opportunities and implement pro-business
reforms.

International trade plays an increasingly important role in the Uruguayan economy. The value of exports and
imports doubled over the last five years to approximately 59% of GDP in 2007. Uruguay has strengthened its
export sector by diversifying export products and destinations. As Uruguay integrates into the world economy;, it
will be in a better position to benefit from industry innovation, thereby becoming more competitive and enabling
the economy to expand at a faster rate.
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However, Uruguay’s trade sector also
highlights a source of risk: its exposure to
regional economic turbulence. In years past,
economic instability in Argentina and Brazil,
two of Uruguay’s largest trading partners, led
o = Exports + Imports J/ to economic volatility and financial crises.
4% / Today, the Brazilian economy is much more
L e S - ’ stable than in years past, but Argentina
as% remains a source of volatility in the region.

0% — Uruguay continues to have trade and financial
25%
20% /—\A ——

linkages with Argentina, but it is less exposed
Source: BCU, DBRS.

oo Uruguay: Trade as a % of GDP
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Imports .

to external shocks than in 2002. Uruguayan
exports and services, including tourism, are
more diversified, and financial regulation has
greatly reduced non-resident participation in
the Uruguayan banking system.
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The government plans to improve the country’s social development with increased expenditures on education,
healthcare and poverty alleviation programs. In 2009, expenditures on education will climb to an unprecedented 4.5
% of GDP. The government also announced plans to spend an extra US$100 million on healthcare to expand
coverage and improve the quality of services. The government’s commitment to social welfare has helped lower
poverty rates from 28.4% at the beginning of 2006 to 21.7% in mid-2008. Moreover, income inequality in Uruguay
is among the lowest in Latin America. Rising international food prices threaten to arrest progress made by poverty
alleviation programs. The government is responding this year by providing an additional US$20 million to help
poor families cope with higher living costs.

Consistently low levels of fixed capital investment constitute a constraint to higher sustainable economic growth.
Capital investment has averaged approximately 12% of GDP over the past seven years, far below Latin American
averages. While this may reflect a relatively higher concentration of less capital-intensive service sectors compared
with other middle-income countries, higher capital investment would enhance productivity, reduce capacity
constraints and place the country on a higher sustainable growth path.

Although Uruguay’s energy supply is highly dependent on imported fuels and adequate rainfall, the recent
development of domestic energy sources bodes well for sustainable economic growth. In 2007, Uruguay imported
all of its oil and natural gas, representing 58% of the country’s energy portfolio. Rising oil prices, declining natural
gas production in Argentina and low rainfall endanger economic growth. However, a natural gas discovery 93
miles off Uruguay’s Atlantic coast and talk of nuclear power could reduce exposure to fluctuations in world oil and
gas prices. While estimates vary greatly,
government studies estimate that the field
contains 85 trillion cubic feet of gas. The
discovery has the potential to transform
Uruguay from a gas importer to a gas
exporter and end the country’s dependence
on unstable energy partners. Moreover, a
proposal by President VVazquez to start a
government dialogue on the use of nuclear
energy was well received by the opposition
in Congress. If the government decides to
move, it will take at least 15 years to build
a plant and generate nuclear power.

Uruguay: The Doing Business World Rankings
200 ~

International Rank

Panama  Uruguay Argentina Brazil Venezuela

Microeconomic reforms are needed to Sy e Mewe Peu
improve Uruguay’s competitiveness. In the } . .

World Bank’s Doing Business Report Source: World Bank Doing Business 2009, DBRS
2009, Uruguay was ranked 109th internationally, well behind the region’s leaders, Chile and Mexico. Areas that
require reform include registering property, dealing with construction permits and starting a business.
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Monetary Policy and Financial Stability

Inflationary pressures in Uruguay have been fueled by the rise of international commodity prices, an overheated
domestic economy and a rigid labor market. Inflation has exceeded the upper limit of the BCU’s target band since
January 2007, and inflation expectations continue to climb. According to an August 2008 survey by the BCU,
inflation expectations jumped outside the target band to 7.2% in August before falling to 6.6% in September. The
inflation outlook has improved in recent months as international commaodity prices have subsided. Annual inflation
in Uruguay fell from 8.4% in June to 7.3% in August.

Rising international food and energy prices have created supply-induced inflation while rapid economic growth has
created homegrown price pressures. On the supply-side, food and beverage prices rose 33.4% from August 2006 to
August 2008, while electricity and gas prices increased 17.5%, even with government subsidies. Furthermore, a
costly combination of drought, floods and frost over the last two years heightened Uruguay’s reliance on external
food and energy markets. On the demand side, rapid economic growth, rising real salaries and lower
unemployment continue to put upward pressure on prices. Domestic demand grew at 7.9% in the fourth quarter of
2007 and 10.5% in the first quarter of 2008, well above potential GDP.

0 : , ; - Inflexibility in the Uruguayan labor market
ruguay: Inflation and Inflation Expectations . . .

10% - (12-Month % Change) may also be adding to mflatlonary pressures.
Annual wage negotiations are conducted
through “wage councils,” which are, in
effect, collective bargaining on a national,
industry-wide basis between unions and
businesses. Given the strength of organized
labor in Uruguay, it is essential that the BCU
contain inflation expectations to avoid a
wage-price spiral. Importantly, one of the
guidelines of the public sector wage
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Source: BCU, DBRS. strengthen inflation inertia and make
disinflationary adjustments more painful.

Policymakers have attempted to quell inflation with a mix of monetary and fiscal policy. The BCU raised interest
rates 225 basis points in late 2007 and raised banks’ dollar reserve requirements from 25% to 35% in July 2008.
These measures should tighten peso and dollar credit growth. Fiscal subsidies, particularly in the energy and
transportation sectors, have helped alleviate price pressures at the expense of lower fiscal surpluses.

The BCU has intervened heavily in the
foreign exchange market to lean against the
peso’s appreciation and improve liquidity
ratios. From January 2007 to September
2008, international reserves doubled from
US$3.1bn to US$6.2bn, while the peso
strengthened 20.5%, in nominal terms. The
BCU’s foreign exchange intervention,
however, has not been fully sterilized, thus
contributing to inflationary pressures.

Uruguay: International Reserves vs Exchange Rate
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over dollar interest rates, and therefore has less ability to affect aggregate saving and demand through changes in
local money supply. Second, dollarization creates currency mismatches and restricts monetary policy options.
Balance sheet vulnerabilities can prevent the BCU from implementing what would otherwise be appropriate
expansionary policy.

In DBRS’s view, it is imperative that the BCU responds effectively to rising prices in order to strengthen its
credibility and anchor inflation expectations. Enhanced credibility will encourage de-dollarization, which, in turn,
should strengthen the transmission mechanism and improve the BCU’s ability to control inflation. Given the
history of inflation in Uruguay and the structure of the economy, de-dollarization will take time.

The resolution of the 2002 financial crisis resulted in a consolidation of the banking sector and better prudential
regulation. Reforms introduced the following risk-management measures: higher reserve requirements on resident
and non-resident foreign exchange deposits; higher capital requirements on foreign currency credit; limits on credit
exposures to individual countries; and general measures to properly assess credit and exchange rate risk. As a
result, the quality of credit portfolios has improved sharply. Non-performing loans have fallen from 34% of total
loans in 2002 to 1.0% in March 2008.

o Uruguay: Deposits of Banking System | Though post-crisis reforms have led to a
(% of Total Deposits) notable improvement in the stability of the
t4s%|  banking sector, significant risks remain. The
percentage of deposits denominated in
foreign currency remains high at 78%,
r3%|  despite a 13% decline over the last four
years. Part of this decline might be due to
peso appreciation. It is likely that the
12%  durability of the deposit de-dollarization
1.0 Process will be tested when the peso starts
depreciating.
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Non-resident deposits also remain a source
of wulnerability, despite a significant
improvement. At the onset of the Argentine
Source: BCU, DBRS crisis in 2001, non-resident deposits

accounted for 46% of total deposits. A
financial crisis ensued in Uruguay when Argentines withdrew their money from Uruguayan banks, causing a run
on the banking system. Today, the level of non-resident deposits is 21%, and while it still constitutes a
vulnerability, prudent regulation and increased liquidity do reduce the potentially negative consequences of
regional volatility.
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Balance of Payments

For the last two years, Uruguay has run small
current account deficits and large capital 900,000 1 Uruguay: Tourism Industry
account surpluses. In 2007, the current
account deficit narrowed to a modest 1.0% of
GDP. The trade deficit continues to drive the
current account deficit, rising to US$559 600,000 1
million, or 2.4% of GDP. Strong domestic
demand and price increases of intermediate
goods and imported fuels are largely to blame.
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EXPOI’tS and 12% Of total exports In 2007 1996 1997 1998 1999 2000 2001 2002 2003 2004 2005 2006 2007
tourist receipts increased 35% to US$809  Source: BCU, DBRS
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million. Over the last five years, the Uruguayan tourism industry has diversified its client base, with a significant
increase in the number of European, North American, Brazilian and Chilean visitors. Nevertheless, tourism
continues to depend heavily on Argentina. In 2007, over 42% of tourism income came from Argentines.

Uruguay: Exports by Product
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Source: BCU, DBRS

Note: These figures do not include exports from Uruguay’s free trade zones

Uruguay: Exports by Destination (% of Total)
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High levels of FDI continue to provide
adequate financing for current account deficits,
and portfolio investment attracted US$1.09bn
in 2007, primarily in public securities. Foreign
direct investment in 2007 was lower than in
2006, but still drew US$1.06bn, equivalent to
45% of GDP. FDI is expected to remain
robust as the country’s pulp industry continues
to develop. The US$1.1bn pulp production
plant by the Finnish firm Oy Metsa-Botnia Ab
(Botnia), which began production in
November 2007, is expected to boost exports
considerably. The Spanish pulp and forestry
firm Grupo Empresarial ENCE S.A. (ENCE)
is slated to begin construction in 2008 and is
projected to contribute US$415 million in
exports when operations begin in 2010. Lastly,
another European pulp company, grupo
Portucel ~ Soporcel  (Portucel),  recently
announced plans to invest US$3 billion, which
will constitute the largest private undertaking
in the history of Uruguay. The development of
the pulp industry will help diversify exports,
which are heavily biased toward agricultural
and animal products. It is important to note
that exports of firms operating in Uruguay’s
free trade zones, such as Botnia, are not
defined as exports in the Central Bank’s
statistics. If free trade zones are included, total
exports increase approximately 10%.

Uruguay has made significant progress in
diversifying exports, not only in terms of

product but also destination. Mercosur, which used to account for more than 40% of Uruguay’s export market, only
constituted 27% in 2007. Uruguay’s dependence on Argentine demand, in particular, has weakened. Argentina’s
share of Uruguayan exports has declined from 18% in 2000 to approximately 9% in 2007. Uruguay is developing
its export markets and reducing susceptibility to regional economic shocks.

Political Environment
1

Last election: October 2004
Next election: October 2009
Party in power:
Senate:

Chamber of Deputies:

FA holds 16 of 30 seats
FA holds 52 of 99 seats

Coalition led by Frente Amplio (FA)

The center-left government of President Tabaré Vazquez has successfully managed Uruguay’s economic recovery.
The government has deftly balanced the need to consolidate its fiscal position while addressing the social demands

of a country still suffering the impacts of the 2002 financial crisis.

Frente Amplio (FA) has widespread support in Uruguay and is favored to win the presidential elections in late
2009. According to a Factum opinion poll published July 28, 2008, FA is supported by 46% of the population, up
6% since March 2008. The Partido Nacional (PN) and the Partido Colorado (PC) attracted 34% and 9%,

respectively.
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However, the election is still one year away and the field is still fluid. The presidential election is a two-round
electoral system, so PC supporters could rally around a PN candidate in a runoff with the FA. Moreover, party
primaries, which will be contested, do not take place until June 2009. Among the frontrunners for the FA are
former Finance Minister, now Senator, Danilo Astori and Minister of Agriculture José Mujica. Senator Astori has a
successful record of consolidating public finances, but he has recently lost some public support due to the
unpopular but necessary introduction of an income tax in 2007. Minister Mujica, on the other hand, is the leader of
the largest party in the FA coalition, the Movimiento de Participacién Popular (MPP). The PN could also face a
tight primary race between former President Luis Alberto LaCalle and Senator Jorge Larrafiaga.

DBRS is not overly concerned about the outcome of the election. Sound macroeconomic policy is supported by all
sides of the political spectrum. Furthermore, the consolidation of democratic institutions over the last twenty years
has made Uruguay one of the most stable countries in Latin America. The Economist’s Democracy Index places
Uruguay, along with Costa Rica, as leaders of democratic governance in the region. The government’s ability to
balance fiscal responsibility over the last three years while addressing the social needs of the population is a
testament to the strength of Uruguay’s political structure.
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Oriental Selected Indicators
Republic of For the year ended December 31
Uruguay (US$ million unless othewise noted) 2007 2006 2005 2004 2003 2002
Public Debt
Report Date:
September 22, 2008 Public Sector 14,203 12,436 13,096 12,784 11,942 11,318
% GDP 61.2% 64.4% 78.8% 96.7% 106.7% 92.2%
Central Government 12,774 11,299 11,318 10,739 10,160 9,467
% GDP 55.0% 58.5% 68.1% 81.3% 90.8% 77.1%
Domestic Debt
Public Sector 3,122 3,106 2,898 2,553 2,358 2,990
% GDP 13.4% 16.1% 17.4% 19.3% 21.1% 24.4%
External Debt
Public Sector 11,081 9,330 10,198 10,231 9,585 8,328
% GDP 47.7% 48.3% 61.4% 77.4% 85.6% 67.8%
Central Government 9,928 8,582 8,767 8,628 8,200 7,161
% GDP 42.8% 44.4% 52.8% 65.3% 73.3% 58.3%
Gross External 12,018 10,560 11,418 11,593 11,013 10,548
% GDP 51.8% 54.7% 68.7% 87.7% 98.4% 85.9%
Net External 7,897 7,469 8,346 9,082 8,926 9,776
% GDP 34.0% 38.7% 50.2% 68.7% 79.8% 79.6%
% of Current Account Receipts 100.4% 111.8% 143.7% 190.9% 263.4% 302.6%
Fiscal Balances (% GDP)
Revenues 29.0% 28.8% 29.2% 29.0% 30.0% 29.5%
Expenditures 25.6% 25.2% 25.3% 24.9% 26.5% 29.0%
Municipal Balance (Primary) 0.2% 0.4% 0.2% 0.1% 0.0% 0.1%
State Insurance Bank Balance (Primary) 0.2% -0.1% 0.1% -0.2% -0.4% -0.6%
Non Financial Public Sector Primary Balance 3.7% 3.8% 4.2% 4.0% 3.1% 0.0%
Interest Payments 3.6% 4.2% 4.6% 5.7% 5.8% 3.8%
% of revenues 12.3% 14.5% 15.6% 19.6% 19.3% 12.9%
Non Financial Public Sector Balance 0.1% -0.3% -0.4% -1.7% -2.71% -3.8%
Consolidated Public Sector Balance 0.0% -0.5% -0.6% -1.9% -2.8% -4.1%
Balance of Payments & Liquidity
Current Account Balance -230 -399 42 43 -56 382
% GDP -1.0% -2.1% 0.3% 0.3% -0.5% 3.1%
Trade Balance -559 -488 21 153 183 48
Foreign Direct Investment (% GDP) 4.5% 7.8% 5.1% 2.5% 3.7% 1.6%
International Reserves 4,121 3,091 3,071 2,512 2,087 772
% of Gross Short-Term External Debt 573% 418% 417% 285% 283% 58%
% of Gross Short-Term External Debt + Bank FX Deposits 40% 32% 34% 27% 24% 9%
International Investment Position -1,296 -1,085 -1,301 -1,528 -1,256 -1,694
External Assets 19,850 16,641 17,137 15,383 14,224 10,277
External Liabilities 21,146 17,725 18,438 16,911 15,480 11,971
Liquidity Ratio 121% 100% 103% 106% 102% 79%
Liquidity Ratio (with Bank FX Deposits) 61% 52% 52% 48% 41% 31%
Real Effective Exchange Rate (positive is depreciation) -6.8% 4.5% -8.9% -7.5% 21.7% 13.8%

Source: Central Bank of Uruguay, Ministry of Economy and Finance, DBRS.

Note: Public-sector debt is net of central bank monetary regulation bills. Net External Debt is gross external debt minus international
reserves. Non Financial Public sector = central and local governments + public enterprises. Consolidated Public Sector includes the
Central Bank of Uruguay. Current account receipts = exports of goods, services and transfers and income. Liquidity ratio =
(international reserves + current account receipts )/(amortizations + short-term debt + current account payments). The second ratio adds
bank FX deposits to the denominator.
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Rating Table

.

Debt Rating Rating Action Trend
Long-Term Foreign Currency BB (low) Confirmed Stable
Long-Term Local Currency BB (low) Confirmed Stable

Rating History

Current 2007 2006 2005
Long-Term Foreign Currency BB (low) NR NR NR
Long-Term Local Currency BB (low) NR NR NR

Copyright © 2008, DBRS Limited and DBRS, Inc. (collectively, DBRS). All rights reserved. The information upon which
DBRS ratings and reports are based is obtained by DBRS from sources believed by DBRS to be accurate and reliable. DBRS
does not perform any audit and does not independently verify the accuracy of the information provided to it. DBRS ratings,
reports and any other information provided by DBRS are provided “as is” and without representation or warranty of any kind.
DBRS hereby disclaims any representation or warranty, express or implied, as to the accuracy, timeliness, completeness,
merchantability, fitness for any particular purpose or non-infringement of any of such information. In no event shall DBRS or its
directors, officers, employees, independent contractors, agents and representatives (collectively, DBRS Representatives) be
liable (1) for any inaccuracy, delay, loss of data, interruption in service, error or omission or for any damages resulting
therefrom, or (2) for any direct, indirect, incidental, special, compensatory or consequential damages with respect to any error
(negligent or otherwise) or other circumstance or contingency within or outside the control of DBRS or any DBRS
Representative, in connection with or related to obtaining, collecting, compiling, analyzing, interpreting, communicating,
publishing or delivering any such information. Ratings and other opinions issued by DBRS are, and must be construed solely as,
statements of opinion and not statements of fact as to credit worthiness or recommendations to purchase, sell or hold any
securities. DBRS receives compensation from issuers, insurers, guarantors and/or underwriters of debt securities for assigning
ratings. This publication may not be reproduced, retransmitted or distributed in any form without the prior written consent of
DBRS.
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S&P Afms Uruguay's ‘BB+' F-C Rtg;L-C Rtd
‘BBB'/"A-2'

Credit Analyst:
Gabriel Torres (1) 212-208-1568

NY -- Standard & Poor®s CreditWire 11/22/95 -- Standard &
Poor®s affirms its double-"B"-plus foreign currency rating on
the Republic of Uruguay.

Additionally, Standard & Poor"s assigns its triple-"B"
long-term local currency and “A-2" short-term local currency ratings
to the republic®s peso debt.

The outlook is stable.

The ratings balance the country®s manageable external debt
burden and ongoing economic reform process with lingering weaknesses in
public finances that contribute to low savings and investment and high,
albeit declining, inflation. The higher local currency rating reflects the
government®s greater ability to service peso-denominated debt due to
its taxation powers and control of the financial system.

The country®s fragmented political culture traditionally has
frustrated fiscal reform efforts, but, as a result of an agreement between
the two main parties, Congress approved several significant laws earlier
this year. The most important focuses on reform of the social security
system, one of the main causes of the rise in the public sector deficit to
3.2% of GDP in 1994 from 0.5% in 1992. The legislation raises the average
retirement age and introduces a limited capitalization scheme, and
gradually should contain growth in social security expenditures, which
reached more than 15% of GDP in 1994. The reform is a necessary first
step, though further amendments will likely be required in coming years
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since the current pay-as-you-go system continues to apply to almost 80% of
the work force.

In 1995, strong fiscal adjustment -- including greater tax revenues,
capital spending cuts, and a three-year freeze on public-sector hiring --
will reduce the public sector deficit to around 1.5% of GDP. Fiscal
consolidation is key to constraining inflation, which, despite recent
declines, remains the highest in Uruguay®s ratings peer group.

Average inflation decelerated to 44% last year, having reached 112% in
1990. But pervasive indexation continues to slow disinflation efforts with
consumer prices expected to rise 40% in 1995. Economic growth, averaging
3.3% in the last decade, is limited by the country®s low rates of
domestic savings and investment. The recession in Argentina, coupled with
fiscal tightening, will slow GDP growth to 1% this year from 5.1% in 1994,
as well as imports.

Lower demand from Argentina and Brazil, the country®s main
trading partners, will also curtail exports, leaving the trade deficit at
about 3.7% of GDP, a level similar to 1994. The current account deficit is
expected to be stable at 2.1% of GDP this year, and is easily financed,
boosting international reserves to more than five months worth of imports.
Highlighting Uruguay®s external flexibility, capital flows have been
little affected by financial stresses affecting other countries in Latin
America this year.

Uruguay™s net public external debt burden, slowly falling since
1990 and estimated at 74% of export earnings for 1995, is one of the
lowest among speculative-grade rated sovereigns.

OUTLOOK: Stable.

The country®s external financial position allows the government
some flexibility in its efforts to improve the structure of public
Ffinances. Widespread political consensus should assist the government in
its gradual reform efforts, Standard & Poor"s said. --

CreditWire
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Copyright © 2023 by Standard & Poor's Financial Services LLC. All rights reserved.

No content (including ratings, credit-related analyses and data, valuations, model, software or other application or output therefrom) or any part thereof (Content) may be
modified, reverse engineered, reproduced or distributed in any form by any means, or stored in a database or retrieval system, without the prior written permission of
Standard & Poor’s Financial Services LLC or its affiliates (collectively, S&P). The Content shall not be used for any unlawful or unauthorized purposes. S&P and any third-party
providers, as well as their directors, officers, shareholders, employees or agents (collectively S&P Parties) do not guarantee the accuracy, completeness, timeliness or
availability of the Content. S&P Parties are not responsible for any errors or omissions (negligent or otherwise), regardless of the cause, for the results obtained from the use
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S&P’s opinions, analyses and rating acknowledgment decisions (described below) are not recommendations to purchase, hold, or sell any securities or to make any
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of a periodic update on a credit rating and related analyses.

To the extent that regulatory authorities allow a rating agency to acknowledge in one jurisdiction a rating issued in another jurisdiction for certain regulatory purposes, S&P
reserves the right to assign, withdraw or suspend such acknowledgment at any time and in its sole discretion. S&P Parties disclaim any duty whatsoever arising out of the
assignment, withdrawal or suspension of an acknowledgment as well as any liability for any damage alleged to have been suffered on account thereof.
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Rating Report Oriental Republic of Uruguay

IBCA Rating: BB+

Uruguay is the smallest Hispanic country in South America and enjoys one of the highest
standards of living of any country in the region. Economic prosperity has traditionally been
rooted in the agricultural sector and for the most part the economy flourished throughout the
first half of the century. However, with the long-term decline in commodity prices since the
1950s, tourism and services have assumed steadily greater importance and Uruguay has
become an important regional offshore financial centre and tourist destination. The agricultural
sector may also now benefit from some revival in the wake of the GATT trade liberalisation
and the eradication of foot and mouth disease.

Uruguay is a small, open economy. The close proximity of Argentina to the west and Brazil to
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Key Indicators for the Oriental Republic of Uruguay

opulation: 3.1m; GDP: US$13.1bIn (1993); GDP per head at market prices (1993): US$ 4174 (GNP pgr
ead at purchasing power parity, 1992: US$7450 = 32% of USA level).
flodern rescheduling history: 1983, 1986, 1988 and 1991 (commercial banks); some capital losses on the
rady deal in 1991.

1989 1990 1991 1992 1993  1994e  1995f
Domestic Economy
eal GDP growth 1.3 0.9 3.2 7.7 15 4.5 35
nemployment (% labour force) 8.6 9.3 9.0 9.0 8.4 8.4 na
onsumer prices (avg) 80.4 112.5 102.0 68.5 54.1 44.0 40.0
ublic sector balance (% GDP) -6.6 -3.1 -0.9 -0.1 -1.7 -2.5 -1.3
floney supply (M2 ann % chg) 102.3 90.1 103.8 92.9 64.0 na na
ruguayan Pesos per US$ (annavg) 0.6 1.2 2.0 3.0 3.6 5.0 6.5
eal effective exchange rate 111.0 100.0 114.0 122.0 143.0 150.4 142.0
hnnual % change: - = depreciation) 4.7 -9.9 14.0 7.0 17.2 5.2 -5.6
alance of Payments
xports XGS* (US$hIns) 1.8 2.4 24 2.8 2.8 3.2 3.7
hnn % change) 2.9 8.1 0.8 13.2 2.0 13.8 145
mports MGS* (US$bins) 1.4 2.3 2.4 2.9 3.1 3.8 4.3
ann % change) -2.6 6.3 7.9 19.3 8.5 21.6 125
urrent account balance (US$blIns) 0.1 0.2 0.0 -0.1 -0.3 -0.6 -0.6
Do GDP) 1.5 2.0 0.4 -1.0 -2.4 -3.9 -3.7
External Debt and Reserves
bross external debt (US$bins) 7.0 7.4 7.2 7.7 7.9 8.3 8.8
hort-term debt/total debt(%) 55.1 57.0 60.0 57.7 60.2 60.0 na
bross external debt/GDP 87.5 88.4 714 65.9 60.1 53.7 51.7
bross external debt/XGS (%) 3484 3055 2942 2791  280.7 258.3  240.1
let external debt/GDP (%) 42.9 39.6 26.7 21.8 20.0 18.1 18.0
let external debt/XGS (%) 153.4 137.0 109.9 92,5 93.5 87.4 83.7
Debt service/XGS (%) 34.0 35.7 33.6 26.8 24.2 25.9 26.2
nterest service/XGS (%) 24.7 24.0 19.2 14.9 13.9 145 14.3
nternational reserves (US$bins) 0.5 0.5 0.3 0.5 0.8 0.9 11
flonths of MGS cover 2.8 2.8 1.7 2.1 2.9 2.7 3.0
Exports/imports of goods, services and net private transfers
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the north-east means that Uruguay is at least as vulnerable to macro-economic fluctuations in
its larger neighbours as it is to broad developments in the world economy. Monetary and
exchange rate experiments in these economies rapidly translate into erratic swings in the
demand for Uruguayan goods and services and volatile capital flows, complicating exchange
rate management and unsettling domestic economic stabilisation policy. Argentina's
convertibility plan has had a profound impact on Uruguay, raising consumption and investment
but also compromising the Government's anti-inflation stance and causing a severe loss of price
competitiveness for exporters. However, the bulk of the improvement in Uruguay's external
environment is likely to prove permanent since it has been based on structural improvements
in the Argentinian economy.

Inflation remains high at around 42 per cent. However, Uruguay has never experienced
hyperinflation and extreme stabilisation programmes have not been a feature of economic
policy. That said, Uruguay is less far along the road to structural adjustment than Argentina,
Chile and Mexico, all of which have pursued more vigorous structural adjustment programmes,
reaping the benefits of significantly lower inflation. The outgoing Lacalle administration made
considerable progress in reducing the public sector deficit, reforming the financial sector,
liberalising foreign trade and promoting regional integration. However, less progress was made
in privatisation, the elimination of backward-looking wage indexation or the reform of the
social security system, which remains the highest priority.

To a large extent this lack of progress reflects the constraints of the political system, which
rarely gives the President a working majority in the General Assembly. Any President faces
difficulties in building a consensus for change in what is probably one of the most conservative
societies in Latin America. In no case has this been more apparent than the reform of the social
security system. Full indexation of pensions, coupled with the rapid ageing of the population,
has raised the cost of social security outlays by 5 per cent of gdp in five years, putting mounting
pressure on public sector finance. Major changes to the system will be essential at the outset of
the new administration, if public sector expenditure is not to grow out of control.

The main risk that will present itself during the life of the new administration is that a thorough
going reform of the social security system will again fail to gain Congressional approval,
thereby setting the stage for a budgetary crisis. In the run-up to November's general election,
there was broad consensus among all parties of the need for social security reform - a major
step forward - but the victorious Colorado party failed to gain an absolute majority and
powerful lobby groups are opposed to any reduction in benefits. A sustained fiscal adjustment
centred on social security reform would facilitate a more rapid reduction of inflation and could
provide a sound foundation for an improvement in the rating.

The new Colorado administration inherits an economic structure which is more flexible than
the one the previous government inherited five years ago. The greatest achievement of the
Lacalle administration was the degree to which it succeeded in opening up the economy to the
rest of the world, lowering tariff and non-tariff barriers and promoting Mercosur, a common
market with Argentina, Brazil and Paraguay that came into force on 1 January 1995. A high
cost attaches to this strategy in the short-term, in terms of restructuring, but as the smallest
economy in Mercosur Uruguay stands to benefit considerably over the medium to long-term,
not least as the site for the headquarters of Mercosur. More importantly, this openness will
provide continued incentives to future administrations to take necessary policy actions like
privatisation.
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Investment has been rising rapidly since 1990, but it remains low as a percentage of gdp, while
national savings have declined, increasing dependence on external capital inflows. The
widening investment-savings imbalance is a cause for concern, particularly when set against
Uruguay's past record of volatile external capital flows. However, there is good reason to
suppose that the current and capital accounts of the balance of payments may present less of a
constraint to growth than they have in the past. Capital inflows have been more than sufficient
to cover the current account deficit since 1992 and the Central Bank has been acquiring
international reserves in its attempt to stem the rise of the peso. Gross external debt remains
high by international standards measuring 60 per cent of gdp and 281 per cent of current foreign
exchange receipts in 1993. However, on a net basis (ie: including international reserves and
deposit money banks foreign assets) these ratios fall to 20 per cent of gdp and 94 per cent of
foreign exchange receipts.

Like most other Latin American nations, Uruguay became enmeshed in the international debt
crisis of the 1980s and found it necessary to reschedule its external commercial bank
obligations on a number of occasions, culminating in a Brady deal in 1991. In hindsight, the
latter was probably ill advised, particularly as it inflicted a capital loss on some bank creditors.
However, it is important to note that at no time did Uruguay incur any arrears of principal or
interest, unlike some other debtors in the region, while repayments to bond holders were
unaffected. Uruguay reaccessed the Eurobond market in 1992 and the Japanese Samurai market
in October last year.

Presidential elections took place in November and the incumbent Blanco administration will
formally hand over power to the incoming Colorado government on 1 March 1995. Little
change is to be expected in the broad direction of macro-economic policy. President-elect Julio
Maria Sanguinetti has stressed the importance of regional integration, but he has been critical
of the strong exchange rate and its impact on industrial production and employment. His party's
more social democratic leanings suggest that the state may play a larger role in the economy.
However, his ability to govern promises to be even more complicated than his predecessor's
was by the lack of a working majority in both governing assemblies. Nonetheless, the smooth
conduct of the election reaffirmed the fact that Uruguayan democracy is well-established again.
Military rule of Uruguay, which lasted from 1973 to 1984, is unlikely to recur.
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Politics and policy

The area that is now Uruguay was in contention between the Spanish and the Portuguese for
much of the eighteenth century, declaring its independence of Buenos Aires in 1808. In 1811,
a Brazilian invasion was repulsed by local patriots - the so-called orientales because they lived
on the eastern bank of the Rio Uruguay - under the leadership of Jose Gervasio Artigas. A
number of small wars with both the Argentinians and the Brazilians followed until Britain
intervened after the defeat of the Brazilians at Ituzaingo in 1827. Both Argentina and Brazil
gave up their claims, and Uruguay was recognised as an independent state in 1828. After a civil
war in the middle of the century, Uruguay prospered as an agricultural exporter, and was chiefly
known in the early part of this century as the possessor of the most advanced welfare state in
Latin America. As a result, Uruguay is said to have a relatively equal distribution of income
compared with other Latin American countries (although there has been no recent survey).
There is little extreme poverty.

The oddity of the Uruguayan political system lies in the way in which candidates of the same
party can compete against each other in the same election - a result of the so-called ley de
lemas. The easiest way to understand the Uruguayan system is to think of it as a US electoral
system in which the primary elections (to select a candidate of a party) happen at the same time
as the final elections for the office. The winner is the leading candidate of the leading party.
This means that each Uruguayan election involves not only one party competing against each
other, but different factions and personalities within each party competing as well. Some have
argued that this intensely competitive system makes Uruguayan politics unstable and there
have been attempts to change it. However, the recent referendum rejected reform decisively
and it is now off the agenda. In reality, the existing system is unlikely to make economic and
social reform appreciably more difficult than rival systems.

The constitution has other attributes which are like those of the United States, notably a general
assembly akin to Congress which consists of a 99-seat Chamber of Deputies and a 31-seat
Senate. The division of powers is completed by a Supreme Court.

The existing party system essentially revolves around three approximately equal sized
components. The Partido Colorado and Partido Nacional ( or Blanco party ) are broadly based,
non-ideological party groupings like the US Democrats or Republicans: their origins lie in the
nineteenth century civil war. Broadly, the Blancos are a little more to the centre right than the
Colorados who are more social democratic, but there is much ideological overlap between the
parties. However, traditional family loyalties to them are breaking down which has led to more
switching between the two traditional parties, and to the growth over the last twenty five years
of a socialist grouping now called the Encuentro Progresista (and previously Frente Amplio).

Uruguayan politics can increasingly be seen as a market place for votes in which up to 20 per
cent of the electorate is prepared to switch. Since the military withdrew from politics in 1984,
power has alternated between the Colorados and the Blancos. The Colorados won in 1984,
They ceded power to the Blanco president Luis Alberto Lacalle five years later, because of the
Colorados' poor record of economic management. Following elections in November, the
Colorados are now set to resume the mantle of power again in March 1995 under the leadership
of former president Julio Maria Sanguinetti. However, the 1994 general election was very
tightly contested with the votes divided almost equally between the Colorados (32.5 per cent),
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the Blancos (31.3 per cent) and the Encuentro Progresista (31.0 per cent), underlining the
continued breakdown of traditional voter-party loyalty.

1994 election results (figures in brackets refer to 1989)

Party Votes Percentage Seats in Seats in

Senate Chamber

of Deputies

Colorado 631,025 32.3(30.3) 11 (9) 32 (30)
Nacional (Blanco) 607,388 31.1(38.9) 10 (13) 31 (39)
Encuentro Progresista (Frente Amplio) 603,188 30.8 (21.2) 9(7) 31 (21)
Nuevo Espacio 101,286 52 (7.0) 1(2) 5(9)
Others, incl. spoiled votes 12,907 0.7 (2.6) -
Total 1,955,794 100.0 31 99

Source: Electoral Court

Mr Sanguinetti, the leading candidate of the Colorados, obtained 75 per cent of his party's votes to
secure the presidency. He inherits a Uruguay very different from the one he led in 1984-88. Though
there should be little change in the broad thrust of macro-economic policy under his leadership,
his social democratic credentials suggest that the state may play a larger role in the economy.
However, the narrowness of the Colorados' electoral victory means that Mr Sanguinetti is likely
to find it even more difficult than his predecessor to forge broad cross-party support for his
policies. Social security reform, the most pressing issue facing the incoming administration,
promises to be an early test of Mr Sanguinetti's ability to build alliances. Virtually all parties
professed support for social security reform during the election campaign and this was reinforced
by the outcome of a referendum held in tanden with the general election. Even so, powerful lobby
groups are opposed to any reduction in social benefits.

The strong showing for the leftist coalition Encuentro Progresista was surprising. At one point in
the early stages of vote counting it looked as though Encuentro Progresista may have won the 1994
election. In the event, it held on to the capital Montevideo, but failed to make any gains in the
conservative interior. Nonetheless, the party's new found support underlined the concerns many
Uruguayans have about the future of the welfare state. Encuentro Progresista faces similar
problems to some European socialist and social democratic groupings in reaching out to non-
committed voters. Tabare Vazquez, the leading candidate and mayor of Montevideo, is an
academic who is perceived by the public as too out of touch and traditionalist. However, the
success of moderate leftist candidates within Encuentro Progresista would seem to confirm that a
shift in emphasis towards the centre and away from the party's more populist tendencies could
have considerable voter appeal.

The social bases of the parties vary considerably. The Blancos draw their strength from the rural
areas and small towns of the interior, but they are also supported by better-off and upwardly-
mobile groups in Montevideo. Encuentro Progresista is typically supported by public sector
professionals and other workers, and has its area of greatest strength in Montevideo. The Colorados
now run second in most parts of the country but that gives them a high enough share of the national
vote to have dominated Uruguayan politics over most of the history of the state. Their support is
drawn from most major social groups.

The military rule of Uruguay, which lasted from 1973 to 1984, is unlikely to recur. The Tupamaros

terrorist group whose activities provided a pretext for military rule, has now been absorbed into
the political system, and most leading Tupamaros are old. Uruguayan democracy is well-
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established again, and there is no serious risk of a military intervention.

Demography and human resources

Uruguay is the smallest Hispanic country in South America and enjoys one of the highest standards
of living of any country in the region. The population of 3.2 million is principally of Spanish and
Italian stock and the country has strong political and cultural ties with Europe. Almost 90 per cent
of Uruguayans live in urban areas and just under half reside in and around the capital, Montevideo.

Demographically, the country is distinguished by the traits of many mature European societies.
Birth and mortality rates have fallen sharply over the last 40 years, reducing the rate of population
growth from 1.3 per cent in the 1950s to 0.6 per cent in the 1990s, one of the lowest in Latin
America. An increase in life expectancy over the same period has led to a rapid ageing of the
population, raising serious concerns about the future cost and availability of welfare benefits.
Average life expectancy is significantly higher than the rest of the continent (72 years compared
to 67.5 years) and those of pensionable age have risen from 13 per cent of the population in the
1950s to 19 per cent at present; on current trends their number will exceed 20 per cent by 2020.
At the same time, low employment creation and a relatively high rate of emigration of young
people has contributed to a very high dependency ratio.

Uruguay has a long tradition of free, compulsory education at primary and secondary levels which
is reflected in a high degree of literacy (estimated at 96 per cent). Secondary school enrolment as
a percentage of the age group was 84 per cent in 1991, which compared with just 54 per cent for
other upper middle income countries and which is broadly similar to the rate in many industrial
countries. A recent study by the Inter-American Development Bank assessed education levels in
Latin American countries against an international benchmark of the levels that would normally be
expected given the country's income per head. The average schooling in Uruguay in 1987 was 13.1
grades, the highest in Latin America and 2.5 grades more than would be expected from the level
of income. Uruguayan education is also exceptional in that the gap between urban and rural literacy
is no wider for females than males: the relatively high female educational standard is one reason
for low population growth.

However, economic growth has been slow in recent decades, averaging 2.4 per cent per annum
in 1974-91, constraining the growth of real per capita incomes to just over 1.5 per cent per annum.
This, coupled with the rapid ageing of the population and persistently high inflation has weakened
the finances of the social security system and the maintenance of these benefits has put growing
pressure on public finance.

The structure of the economy

Uruguay's economic prosperity has traditionally been rooted in the agricultural sector and for the
most part the economy flourished throughout the first half of the century. However, with the long-
term decline in commaodity prices since the 1950s, tourism and services have assumed steadily
greater importance and Uruguay has established a reputation as an important regional financial
centre and tourist destination. The close proximity of Argentina to the west and Brazil to the north-
east means that Uruguay is at least as vulnerable to macro-economic fluctuations in its larger
neighbours as it is to broad developments in the world economy. Over 40 per cent of exports go
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to these two countries, 90 per cent of tourists originate from this area and there are substantial
cross-border capital flows.
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Uruguay is blessed with a temperate climate and lush, undulating pasture land similar to the rich
grasslands found in Argentina. Virtually all of the land is suitable for farming and over three
quarters is given over to livestock rearing, mainly for beef and wool, with the remainder used for
crop production. The share of agriculture and livestock production has fallen steadily to just 9 per
cent of gdp and employs less than 3 per cent of the labour force, but it still contributes over 50 per
cent directly of Uruguay's exports and remains a key source of raw materials for industry. Output
and exports are highly dependent on the international economic climate, the four-year beef cycle
and the vagaries of the weather.

Uruguay used to be second only to

Argentina as a meat and meat-

product exporter, but low

commodity prices and high interest

rates caused much of the beef-

cattle herd to be slaughtered in the

early 1980s. Domestic

consumption and exports of beef

declined in the mid-1980s and the

sector continued to fare poorly

until the late 1980s, reflecting

intermittent  bouts of severe

drought and generally weak

international demand and prices.

Lower prices for meat relative to

wool contributed to a switch from

beef-cattle to sheep raising. Despite this lacklustre performance, livestock and its manufactures
continue to contribute the lion's share of exports. Meat and wool account for almost half of total
exports and leather goods a further 11 per cent. The inclusion of rice and other crop exports means
that agriculture directly and indirectly remains the engine of the export sector generating more
than 75 per cent of merchandise

export receipts.

In common with many soft
commodity exporters, Uruguay
has experienced a long-term
decline in its terms of trade (ie:
the ratio of export prices to import
prices). The collapse  of
international prices for wool in
the early 1990s was exacerbated
by the loss of export markets in
eastern Europe and China.
Exports were also adversely
affected by a cyclical decline in
beef output and intense
competition from Australian and
EU agricultural exporters. These
trends are now being reversed by a sharp upturn in commodity prices and
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international demand for exports of beef, wool and hides. World market prices for Uruguayan wool
have risen 70 per cent over the past twelve months and Uruguay has begun to win back markets in
China and Japan. Meat exports are gaining a stronger foothold in the USA. Now that Uruguay has
been declared free of foot and mouth disease, the lifting of longstanding health restrictions means
that Uruguayan beef could command export price increases of up to 30 per cent. Exports of beef
and wool should benefit from improved access to the EU market in 1995. Longer term, Uruguay
should also benefit from the successful conclusion of the GATT Uruguay Round which will reduce
tariffs on agricultural imports.

Manufacturing accounts for 19 per cent of gdp (26 per cent including utilities and mining) and
employs 20 per cent of the workforce. Production is mostly agro-based with foodstuffs, textiles
and leather goods accounting for the bulk of output, much of which is exported. There are also
some medium-technology industries including oil refining, chemicals, electrical appliances and
motor vehicle assembly. The fortunes of the industrial sector have tended to wax and wane with
the degree of tariff protection and the economic health of Argentina and Brazil. Import substitution
in the 1960s engendered a period of rapid growth which was subsequently followed by a long
period of stagnation until the late 1970s, when more export oriented policies induced a further
brief period of rapid growth.

Since the late 1980s, manufacturing has been in the doldrums with output declining in virtually
every year since 1988, culminating in a sharp drop of almost 9 per cent in 1993. Part of 1993's
decline was attributable to the temporary closure of the country's only oil refinery for
refurbishment. However, the main reason behind the longer-term decline lies in the loss of
competitiveness associated with the lowering of import barriers, higher wages and the real
appreciation of the exchange rate. Among those sub-sectors worst affected have been leather,
textiles, motor assembly, paper, pharmaceuticals, tyres and sugar.

There are signs that manufacturing may now be turning the corner. New growth areas are opening
up and foreign investors have begun to reappraise Uruguay as a base for doing business throughout
the region. Considerable restructuring is underway in the food processing industries, spearheaded
by US and Italian multinationals. Conaprole, the largest national dairy products company, is a very
successful exporter in its own right and has lately been making firm inroads into the Brazilian
market. Pepsico (USA) installed a USD10m concentrates-manufacturing plant in 1993 and intends
to invest a further USD20m in a container plant to supply all its bottlers in the region. Forestry, a
new industry for Uruguay, is also attracting significant foreign investment. Royal Dutch Shell
(UK/Netherlands) and Kymmeme (Finland) have plans to invest USD60 million in one such
project, while Eufores (Spain) has pledged USD30 million to another. Following the extensive
shake-out in the motor assembly industry, Fiat and Peugeot-Citroen have begun to assemble
vehicles for niche markets in Argentina and Brazil.

Tourism outstripped meat and meat products to become the largest single source of foreign
exchange in 1993, accounting for 16 per cent of total receipts. Historically, tourism receipts have
been highly volatile, reflecting large swings in price and exchange rate differentials between
Uruguay and its neighbours Argentina and Brazil, from whence 90 per cent of tourists come.
However, the current surge in receipts - 29 per cent per annum in 1990-93 - owes more to real
income growth in Argentina. In reality, the difficulties encountered in collecting statistics on
tourism expenditure in an economy as open as Uruguay's means that the growth of receipts is
probably much higher. The unrecorded excess is captured in the errors and omissions line item of
the balance of payments, up to 50 per cent (ie: almost USD100 million in 1993) of which may be
attributable to tourism.
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Strong Argentine demand for tourist and financial services has been reflected in the rapid growth
of the construction and services sector which together account for over 60 per cent of gdp. Almost
2 million tourists (equivalent to an extraordinarily high two thirds of the indigenous population)
visited Uruguay in 1993. The most popular destinations are Punta del Este and Montevideo, both
of which are only a short distance by air from Buenos Aires. Many Argentines have found it
financially attractive to acquire real estate in Punta del Este, while residential construction has
benefited from a surge in investment in hotels.

Uruguay is sometimes called the Switzerland of Latin America by virtue of the fact that it has
acquired a reputation as a regional offshore financial centre, built on unfettered foreign exchange
and capital markets and banking secrecy legislation. Nor is there any income tax. As a result,
Uruguay has become a tax haven and a repository for much of the region's flight capital. The
elimination of exchange controls in 1974 effectively made the peso fully convertible, while further
financial liberalisation in 1976 set Uruguay on the road to near complete, although not formal
dollarisation. Persistently high and variable rates of inflation (55-112 per cent in 1984-93) have
hastened this process - almost 77 per cent of total deposits and over 50 per cent of total credit to
the private sector are denominated in foreign currencies, overwhelmingly the US dollar - and the
role of the peso as a store of value and a unit of account for everyday transactions has greatly
diminished.

The government-owned Banco de la Republica and Banco Hipotecario account for nearly half of
all deposits of the financial system and for most long-term lending and mortgage credit. Foreign
banks dominate the private banking sector and are free to conduct full banking operations.
However, most confine their activities to offshore operations and the provision of trade credit.
Inadequate regulations and the enforced write-off of non-performing private sector assets in the
1980s have made private banks wary of lending to the private sector, other than in the form of
short-term credits. The government is in the midst of financial sector reform programme, backed
by the World Bank and the IDB, and two of the three failed private commercial banks taken over
by the Central Bank in the mid-1980s have now been returned to the private sector.

Labour markets and trade unions

An abiding feature of the Uruguayan economy has been the coexistence of significant
unemployment (averaging 8-9 per cent of the Montevideo labour force since the mid-1980s) with
the low rate of growth of the labour force. In large part, this reflects the high cost of labour due to
informal wage indexation and rigidities in the labour market. Archaic labour laws prevent
companies from laying-off workers during recession and make them reluctant to hire additional
staff during economic upturns. This in turn makes the demand for labour relatively unresponsive
to changes in economic activity and leads to wide swings in productivity. That said, the
composition of employment is changing with job losses in the manufacturing sector being offset
by an expansion of employment opportunities in the service sector. In the past, slow growth of
employment opportunities led many skilled and semi-skilled Uruguayans to seek employment
abroad, but this trend now seems to have diminished.

Trade unionism has a long history in Uruguay. Union membership remains strong in the public
sector, which employs 25 per cent of the labour force, over 50 per cent of whom belong to a union.
As a result, the Government has encountered very strong opposition to its attempts to reduce the
size of the public sector labour force and alter the basis for public sector wage negotiations.
However, the contraction in industrial employment has eroded union strength in the private sector
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and membership has waned to just over 10 per cent of all private sector workers. Although no
statistics are available on days lost due to industrial action, the incidence of strikes in the public
sector is generally high and there was a prolonged stoppage in the construction industry in 1993.

While no formal wage indexation mechanism exists in Uruguay, public sector wages have
customarily been adjusted three times a year to take account of inflation. Public sector wage
adjustments are the most politically sensitive and closely monitored aspects of economic policy
for three reasons. First, they directly affect the public sector wage bill; second, they have a
powerful knock-on effect for social security benefits which must be increased in line with wages,
following a 1989 constitutional amendment; third, they influence private sector wage expectations.
Efforts to curb real wage growth in the public sector in the early 1990s by shifting the basis of
wage negotiations away from compensation for past inflation (‘backward indexation') to increases
in line with some pre-announced inflation target met with mixed success. Public sector wages in
real terms declined by 10 per cent in 1990-92 and the Government was forced to concede real
wage increases of 7.5 per cent in

1993, following a wave of labour

unrest.

The private sector has generally

fared better than the public sector

and there has been a marked

divergence since the mid 1980s. Real

wage increases of 10 per cent in

1990-92 and a further 3.5 per cent in

1993 have been underwritten by

substantial increases in productivity.

In 1993 the Government broke with

convention and refrained from

participating in private sector wage

negotiations with the notable result

that a prolonged strike in the

construction  sector  collapsed,

undermining the power of the unions. Backward looking wage indexation has diminished in the
private sector in recent years, particularly in the export sector, but it remains prevalent in heavily
unionised sectors like banking and commerce.

Privatisation: the case for efficiency

The scope for privatisation is more limited in Uruguay than many other Latin American economies
primarily because public sector enterprises are far less numerous. Non-financial public sector
enterprises (NFPESs) account for only about 12 per cent of gdp and have not generally been a drain
on the budget. The largest NFPE's are ANCAP (petroleum, alcohol and cement), ANTEL
(telecommunications) and UTE (power generation), the first two of which generate substantial tax
revenues. However, many of the shortcomings common to NFPEs worldwide apply equally to
Uruguayan public concerns including under-investment, overmanning and abuse of monopoly
power.
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The case for privatisation in Uruguay rests firmly on the lower cost and efficiency gains that would
ensue for the economy at large. To date, the Government has pursued a policy of maintaining
public sector tariffs at relatively high levels to cover the shortcomings of the NFPEs. This has had
the effect of shifting the burden of inefficiency from the public to the private sector, raising the
costs of doing business for an economy which is very exposed to international competition. To
take but one example, on average ANTEL charges 50 per cent more for making an international
call from Uruguay than the corresponding rate for an incoming international call. The cost of
electricity has also risen sharply, curtailing exports to Argentina, which used to be an important
source of revenue for UTE.

Following the passage of the necessary legislation in 1991, the Lacalle administration has
succeeded in privatising a number of state enterprises including the ports, the meat packing
industry, PLUNA the state international airline, two of the three banks that were subject to
intervention by the Government in the 1980s and some of the ancillary parts of the three largest
NFPEs. However, the Government seriously miscalculated the public's appetite for the
privatisation of ANTEL, the telecommunications company, which was overwhelmingly rejected
in a referendum in December 1992. Sale of ANTEL was widely perceived as tantamount to selling
the family silver, given that the company is highly profitable and a large net contributor to the
budget. It has now been excluded from the privatisation programme. Despite this setback,
privatisation is still on the agenda and the Lacalle Government has continued to pursue other
aspects of the programme including the deregulation of the insurance industry and the energy
sector. However, the new administration will have to choose its ground more carefully.

Trade liberalisation: a Latin American common market

Trade reform has formed an important part of the outgoing government's economic strategy. The
Lacalle administration inherited a protectionist trade structure with import tariffs ranging from a
maximum of 40 per cent to a minimum of 10 per cent, excepting certain capital and intermediate
goods. As the table shows, apart from a brief upward blip in 1991 caused by temporary revenue
raising measures, the three tier tariff schedule has been steadily scaled down to a maximum rate
of 20 per cent and a minimum rate of 6 per cent at the beginning of 1994. Substantial progress has
also been made in reducing non-tariff barriers, particularly the reference and minimum import
prices on which tariffs are applied. Since 1989, the number of goods affected by these prices has
been reduced by between 70-80 per cent.

Evolution of Nominal Tariff Rates (per cent of invoice price)

Through April Sept. April Jan. Jan.
March 19901990- 1991- 1992 1993 1994
August March

1991 1992
Raw materials not produced 10 15 10 10 10 6
domestically
Intermediate goods 20-35 25-35 20-30 17-24 15-20 15
Final consumption 40 40 30 24 24 30

goods
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Source: Banco Central del Uruguay

In March 1991 the Government signed the Treaty of Asuncidn which aims to establish a common
market between Argentina, Brazil, Paraguay and Uruguay (Mercosur) commencing in 1995.
Common external tariffs of 0-20 per cent came into into effect on 1 January 1995. Virtually all
tariffs between Mercosur partners should have been eliminated by the end of 1994 with the
exception of some items - 300 items in Uruguay's case - which will be exempt from Mercosur until
the end of 1995.

Trade with Argentina and Brazil,

Uruguay's largest trade partners, is

already largely unhampered for the

most part. Even so, Mercosur will

give Uruguayan companies

completely free access to a market of

some 200 million people. Closer

integration will not be a cost-free

exercise: some parts of Uruguayan

industry  will be rendered

uncompetitive, while the relatively

high costs of doing business in

Uruguay are likely to force the pace

of privatisation. The implications for

macro-economic management will

be particularly difficult to quantify.

Nonetheless, as the smallest

economy in Mercosur, Uruguay stands to benefit considerably from economies of scale which
should on balance favour its non-traditional exports and enable it to build on its comparative
advantage as a regional trade and financial centre. Montevideo has been designated the Brussels
of Mercosur and expects to gain considerably from the increased demand for goods and services
that accompanies such a bureaucratic hub. Additional benefits will derive from the relocation of
companies' regional headquarters within Mercosur.

Structural adjustment and the long-term growth rate

Uruguay's post-war growth experience falls into three broad phases. Between 1955-74 the
economy underwent a long period of relative stagnation induced by misguided import substitution
policies and generally depressed international market conditions for its agricultural exports.
Economic liberalisation and external borrowing succeeded in lifting the economy to a higher
growth plane in 1974-82. Thereafter, Uruguay became engulfed in the international debt crisis in
common with the rest of Latin America and the economy sunk into recession. Although the
Argentine and Brazilian stabilisation plans contributed to a period of recovery in 1986-88, the
1980s as a whole were a lost decade featuring minimal growth and falling real per capita incomes.

Uruguay has never experienced hyperinflation, as a result of which it has never attempted a
heterodox stabilisation programme involving price controls, wage freezes and monetary reform.
Nevertheless, inflation has generally been high, ranging from 60-80 per cent a year throughout the
period 1970-90, imposing high costs on the economy in terms of the misallocation of resources,
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low savings and investment and a political preoccupation with income redistribution at the expense
of growth and development. The international debt crisis exacerbated inflation in the early 1980s,
through a combination of devaluation and money creation, and precipitated a sea-change in
inflation expectations. The most enduring results of this sea-change have been a pervasive
dollarisation of the economy and the widespread use of 'backward looking' indexation practices.
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Upon taking office in March 1990, the Lacalle adminstration launched an economic restructuring
programme aimed primarily at reducing inflation, then running at nearly 130 per cent per annum,
and promoting sustained growth. This programme has met with mixed success. Considerable
progress has been made in reducing

the public sector deficit, reforming

the financial sector, liberalising

foreign trade and promoting

regional integration. Renegotiation

of the country's external commercial

bank debt in 1991, within the

framework of the Brady plan, also

helped to restore confidence and

resuscitate investment. However,

much less progress has been made in

reforming the social security system,

which remains the highest priority,

implementing a  privatisation

programme, tackling rigidities in the

labour market and public sector

wage policy. The major

consequence of these shortcomings

has been persistently high inflation, currently 40 per cent per annum.

Set in a regional context, Uruguay stands out as a laggard as far as structural adjustment is
concerned. Argentina, Chile and Mexico have all pursued more vigorous structural adjustment
programmes, reaping the benefits of significantly lower inflation. However, the new
administration in Uruguay will inherit an economic structure which is far more flexible than the
one the current government inherited five years ago. Thus, there is now a broad consensus which
recognises the need for social security reform (to which we return). Trade union power is in decline
and the Government no longer intervenes in private sector wage bargaining. The greatest
achievement of the Lacalle administration has been the degree to which it has opened up the
economy. This openness, culminating in the Mercosur agreement, will force future administrations
to take necessary policy actions (eg: privatisation), rather than hide behind barriers as past
administrations have.

Uruguay's long-term trend rate of
growth since 1974 has been 2.4 per
cent per annum equivalent to just
over 1.5 per cent in real per capita
income terms. A major reason for
this poor performance has been
inadequate savings and investment.
Gross fixed investment as a share of
gdp passed through three phases in
the 1970s-80s averaging 11.8 per
cent from 1970-76, 19.5 per cent
from 1977-82 and 10.5 per cent in
1983-90. Higher investment in
1977-82 was largely funded through
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external borrowing, a strategy which subsequently floundered on higher debt service payments. It
is quite probable that Uruguay's investment rate throughout most of the 1980s barely equalled the
need for replacement of assets, resulting in a progressively older, obsolescent capital stock. If this
is so, the gap between actual and potential output is probably quite narrow, implying that any
prolonged upturn in economic growth is likely to encounter capacity constraints, in the absence of
a sustained rise in investment.

Gross domestic investment has been rising rapidly since 1990, increasing its share of gdp from
just over 10 per cent in 1990 to nearly 16 per cent in 1993. This surge owes much to a decline in
international interest rates, increased confidence engendered by economic reform and restructuring
ahead of Mercosur. However, this recovery in investment has been accompanied by a decline in
national savings and increased dependence on external capital inflows. Private sector savings rose
strongly in the second half of the 1980s from a low of 10 per cent to a peak of 17.6 per cent in
1989. They have since gone into a steep decline, more than offsetting a rise in public sector savings,
reflecting lower real interest rates and a release of pent up demand associated with trade
liberalisation and higher real wages.

The widening investment-savings imbalance, and hence the need for capital inflows, is a cause for
concern, particularly when set against Uruguay's record of volatile external capital flows in the
1980s and early 1990s. However, there is good reason to suppose that the current and capital
accounts of the balance of payments may present less of a constraint to growth than they have in
the past. Structural adjustment, albeit gradual, and the opening up of the economy have already set
in train far reaching changes. As Mercosur becomes fully operational in 1995, competition with
member countries will increase, but the success of Brazil's stabilisation programme could have a
huge impact on Uruguay's exports. Clearly there will be risks, not least destabilising price and
exchange rate movements in Argentina and Brazil which could disrupt trade and investment flows
and impact on Uruguay more rapidly than before. However, the positive regional outlook for Latin
America, coupled with wider access for Uruguay's exports on world markets as a result of the
GATT agreement, gives reasonable grounds for a higher long-term growth trend of 3-3.5 per cent
in the 1990s.

Fiscal policy

In the first half of its term the Lacalle administration wrought an impressive improvement in the
public sector accounts, reducing the overall public sector deficit (defined to include the central
government, non-financial public enterprises and the central bank) from 6.6 per cent of gdp in
1989 to virtual balance in 1992. This was achieved primarily by raising taxes and public sector
prices to high levels by international standards (eg: VAT of 22 per cent), cutting real public sector
wages and constraining public sector investment. As a result, central government revenues rose by
almost 4 percentage points of gdp, from 15.6 per cent in 1989 to 19.2 per cent in 1992, expenditure
remained broadly constant at 18.9 per cent and the surplus of the NFPEs rose from zero to 1.1 per
cent of gdp. Lower international interest rates and the Brady deal also helped to cut public debt
service and hence the deficit of the Central Bank, which is responsible for external debt servicing.
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Fiscal trends (per cent of gdp)

1989 1990 1991 1992 1993 1994e

Central government balance -3.3 0.0 0.4 0.3 -1.2 -2.0
Revenue 156 17.8 18.3 19.2 19.7 195
Value-added taxes 7.0 74 7.8 8.2 8.5 8.7
Income taxes 1.2 1.2 1.1 15 2.3 1.9
Taxes on foreign trade 2.0 25 2.1 19 1.4 1.3
Other 5.4 6.7 7.3 7.6 7.5 7.6
Expenditure 18.9 17.8 17.9 18.9 20.9 214
Salaries 6.8 6.4 6.4 6.1 6.1 6.1
Social security payments 4.0 34 3.8 4.6 6.2 6.6
Transfers 1.1 1.0 1.0 11 0.8 0.9
Interest payments 1.9 1.9 1.7 14 15 15
Capital expenditure 2.3 1.9 1.7 17 2.4 2.8
Other 2.8 3.2 34 3.6 3.8 35
Other non-financial public sector -0.1 0.4 0.9 11 0.4 0.7
Central bank -3.2 -3.5 2.2 -15 -0.9 -0.7
Consolidated public sector balance -6.6 -3.1 -0.9 -0.1 -1.7 -2.0

Source: Banco Central del Uruguay and IBCA estimates

This improvement suffered an abrupt reversal in 1993 and the overall public sector moved from
near balance to a deficit of 1.7 per cent of gdp. This deterioration was attributable in part to slower
revenue growth, as the Government reached the limits of higher taxation and trade liberalisation
eroded import duties. Labour unrest also made the public sector wage policy untenable However,
the main reason for the re-emergence of the deficit lay in a rapid expansion of outlays on social
security expenditure, mandated by a referendum in 1989, which could no longer be accommodated
by higher taxes and expenditure cuts elsewhere. The continued rise in these outlays, coupled with
much higher pre-election investment expenditure, probably generated a slightly higher public
sector deficit of 2 per cent of gdp in 1994,

Any assessment of Uruguay's fiscal policy requires some sense of appropriate benchmarks. The
obvious starting point is simply to assume that the authorities should stabilise the ratio of net debt
to GDP; there is no particular reason for choosing this target, except that it is a widely understood
and used measure of fiscal sustainability. Given the assumptions of real interest rates at 3 per cent
and trend growth of about 2.25 per cent, and taking account of the net public debt to GDP ratio of
15 per cent, one calculation would suggest that in the Uruguayan case the authorities might aim
for a fiscal deficit of less than 2 per cent of gdp.

However, there are two other elements that ought to be taken into account. The first is the target
rate of inflation. If the Uruguayan authorities were happy to allow inflation to continue at roughly
the present rates, they could also rely on the revenue gained from the steady increase in the issue
of notes and coin each year - an "inflation tax" revenue worth some 1.5 per cent of national income.
On this basis, the 2 per cent target for the deficit is sustainable. However, their ambition is clearly
to do better than this. Were the Uruguayans to attempt a "shock™ programme such as the Real
programme in Brazil or the convertibility programme in Argentina, reducing inflation to negligible
levels, they would need to find another 1.5 per cent of national income in tax revenue. The
sustainable deficit would be just 0.5 per cent of national income.
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A second adjustment should also be made to allow for any unusual effects of the business cycle
on the Government's fiscal position. If revenues are unusually inflated by a boom, then clearly the
Government may need to aim at a larger adjustment than is implied by the loss of the inflation tax
alone. This is indeed the case. The current level of GDP is about 5 per cent higher than the long-
run trend (as discussed in the previous section) while consumption is about 13 per cent higher,
implying that revenue from consumption taxes is also abnormally high.

The real question is how much of this bonus is permanent, and how much arises from the temporary
rise in Uruguayan purchasing power which usually takes place whenever inflation is reduced
during a stabilisation programme. This can arise partly because of confidence effects on
consumption, and partly because the exchange rate of the peso depreciates by less than the amount
required to offset domestic inflation (ie: there is a rise in the real exchange rate). This in turn
increases the value of pesos relative to foreign currencies, and allows an increase in purchasing
power and imports.

However, it is also likely that some of the bonus arises because of the shock to the Uruguayan
economy from events in Argentina: the success of the Menem-Cavallo convertibility programme
has raised real incomes in Argentina, and has also raised real incomes in Uruguay by boosting
tourism, real estate and financial services. Since the Argentinian reforms involve many structural
measures to improve economic performance, including privatisation, this gain to Argentina and to
Uruguay should be permanent. If we assume that half of the gain in consumption and GDP is
permanent, then we must also assume that half is eventually lost. This will entail a loss of tax
revenue worth a further 1 - 1.5 per cent of GDP. Thus a cyclically-adjusted deficit target for a low-
inflation Uruguay should ideally aim at a fiscal surplus of some 0.5 to 1 per cent of GDP.

Structural reform of the public sector will be essential to attain a fiscal adjustment of this
magnitude. Above all this means reforming the social security system. At present, the system offers
a broad range of welfare benefits including a generous pension plan (accounting for 80 per cent of
outlays), health services and unemployment insurance. The cost of benefits is funded through
payroll taxes and direct transfers from central government revenue. Up until 1989 the growth in
real outlays was modest as pensions were only partially indexed and the steady erosion of their
real value helped offset the cost of additional benefits and expanded coverage. However, in 1989
a national referendum automatically indexed pensions to average wage increases in the public and
private sectors. This change has turned the spotlight on public sector wage restraint, which is the
only tool the Government has at its disposal to regulate the direct cost of entitlements.

As we have seen, public sector wage restraint has proved untenable in anything other than the very
short-term. In addition, the Government has had to contend with the hidden cost of ‘backward
looking' indexation during periods of falling inflation, otherwise known as the Tanzi effect. In
essence, the Tanzi effect refers to the unexpected real income gains which accrue to wage earners
and pensioners during periods of falling inflation, as a result of their incomes being adjusted in
line with past (higher) inflation. With the decline in inflation from 130 per cent in 1989 to around
40 per cent at present, the Tanzi effect is estimated to have added 2.5 per cent of gdp to the social
security budget. Overall, the cost of social security outlays has risen from 10 per cent of gdp in
1989 to 15 per cent in 1993, while contributions have declined because of resistance to higher
payroll taxes, opening up a deficit of more than 6 per cent of gdp in 1993.
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There are also other problems. The cost of administration is three times that of a private scheme.
In common with many industrial countries, Uruguay has failed to adjust the level of benefits to
changing economic circumstances and demographic trends. Even by industrial country standards
Uruguayan benefits are generous, providing for early retirement at the age of 60 (55 for women)
and an earnings-related pension equivalent to 70-75 per cent of the average basic wage over the
five years immediately prior to retirement. These levels are similar to those prevailing in Argentina
and Chile at the time their systems encountered major problems. The problem of over generosity
has been compounded by a significant ageing of the population, reflected in a rise in the share of
the population qualifying for pensions from 13 per cent in the 1950s to about 19 per cent at present.
This has reduced the contributor/pensioner ratio to 1.9 contributors in Uruguay compared to an
industrial country average of 3.3.

There are a host of other factors that contribute to the high cost of the system. One of these is the
small reduction in benefits for those who take early retirement, effectively making this a very
attractive option. Another is the very high proportion of officially disabled workers (15 per cent
of those on social security), encouraged by liberal interpretation of the rules relating to disability
pensions. Last, but not least, there are no restrictions on the number of pensions an individual can
receive. Most recent data (for 1990) indicates that the number of pensions exceeds the number of
pensioners by 25 per cent. Documentary proof of eligibility is frequently disregarded and some 30
per cent of pensions are paid out on the strength of testimonials, many of doubtful veracity.

The Ministry of Economy and Finance estimates that if the current system is allowed to continue
unchanged total outlays will rise at the rate of 0.2-0.3 per cent of gdp per annum or roughly 1 per
cent of gdp every four years, putting mounting pressure on public finances. This excludes the
impact of the Tanzi effect, which could add a further 0.7 per cent of gdp to total net outlays, if
inflation were to fall from 40 per cent to 0 per cent. Proposed reforms in recent years have focused
on tightening the links between contributions and pensions and reducing eligibility for benefits
over the medium-term. Congress approved some measures to bolster the finances of the system in
1992, but it has baulked at a reform programme submitted earlier this year that would have raised
the retirement age, lengthened the earnings related period and reduced the wage replacement ratio.
These changes would have reduced total outlays by as much as 5 per cent of gdp over seven years,
generating a net saving of 4 per cent of gdp, after allowing for the ongoing rise in the cost of
exisiting commitments.

With the rejection of this scheme, the onus is now firmly on the new Colorado administration to
act swiftly and decisively on social security reform. During the election campaign a substantial
head of steam was built up behind cross-party efforts at social security reform. However, given
the three-way split in Congress between the Colorados, the Blancos and Encuentro Progresista,
there is a danger that a thorough going reform of the social security system will again fail to gain
Congressional approval. Such an outcome would set the stage for a budgetary crisis in 1996-97, in
the light of the very limited room for manoeuvre on both sides of the budget. Conversely, a
sustained fiscal adjustment centred on social security reform would facilitate a further reduction
inflation and could provide a sound foundation for an improvement in the rating.
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Monetary and exchange rate policy

Monetary policy is severely

constrained by Uruguay's

maintenance of an open capital

account and the use of a controlled

depreciation of the exchange rate as

a restraint on inflation. Both restrict

control over the growth of money

and credit and interest rates, except

in the very short-term. In addition,

the pervasive dollarisation of the

economy means that none of the

conventional 'M' indicators for

money can be considered to be

accurate measures of the level of

liquidity in the economy. Domestic

credit creation is subject to close

control. Interest rates on dollars and

dollar instruments are closely linked to international interest rates and there is a fairly close, albeit
imperfect, link between dollar and peso interest rates, after correcting for variations in the
exchange rate. Peso interest rates have been negative in real terms since 1990, as the peso has
depreciated by less than the rate of inflation, but still offer attractive returns to non-residents.

Since 1990 the Central Bank of Uruguay has actively managed its exchange rate to ensure a
devaluation. Currently, the policy aims at a rate of devaluation, in regular steps, of 27 per cent a
year against the US dollar. The Central Bank fixes a floor for the exchange rate and allows the
peso to fluctuate by up to 7 per cent above this floor. Because exchange rate adjustments have
been insufficient to offset the greater rise in Uruguayan prices than the rise in prices elsewhere,
the real exchange rate (ie: inflation adjusted) has been rising and imports have become steadily
cheaper when priced in domestic currency. This in turn has gradually borne down on domestic
inflation. However, inflation has not been the only consideration. The Central Bank has also had
to give due weight to international competitiveness, while 'leaning against the wind' from its larger
neighbours Argentina and Brazil and sheltering the economy from the impact of their monetary
and exchange rate experiments.

Throughout the second half of the
1980s for the most part the Central
Bank successfully steered a middle
course between Argentina and Brazil,
attaining a modest real effective
depreciation. However, following
serious bouts of economic instability in
both Argentina and Brazil in 1989,
Uruguay's competitive position vis-a-
vis Argentina improved dramatically in
1990. The ensuing real effective
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appreciation of the Argentine peso translated into strong Argentine demand for Uruguayan goods,
services and real estate in 1991-92.

Despite some reversal since then, as the accompanying graph shows, Uruguay has retained a
substantial competitive edge over Argentina for the most part and the bilateral real exchange rate
remains lower (ie: more competitive) than at any time since the early 1980s. Strong Argentine
demand has, however, put considerable pressure on inflation in Uruguay's non-tradeable sectors,
contributing to a rise in the real exchange rate against most other trading partners.

This real appreciation of the trade weighted exchange rate has undermined the competitiveness of
manufactured exports and stimulated a rapid growth of imports, effectively driving the current
account into deficit. Nonetheless, the Central Bank has stuck to its policy of steadily narrowing
the monthly rate of depreciation of the peso from 4 per cent to 2 per cent a month against the US
dollar (ie: an annualised devaluation of 27 per cent) in line with targetted inflation. However,
continuing strong capital inflows have ensured that the peso has remained at the most appreciated
limit of its intervention band, while inflation has consistently exceeded the official target. Thus,
on a trade-weighted basis the exchange rate has appreciated by over 40 per cent in real terms since
1990, resulting in a serious loss of international competitiveness.

Uruguay's dilemma of strong capital inflows coupled with continuing inflationary pressures is not
an unusual one; most Latin American countries have had to struggle with this problem to some
degree. The issue for Uruguay is how long the current situation is likely to continue and what the
appropriate policy response should be. The wisdom of a devaluation was a controversial election
campaign issue, born out of a desire to relieve the suffering of the manufacturing sector. However,
in the current climate of strong capital inflows, a freely floating peso would almost certainly
continue to appreciate in real terms. Given the already high degree of dollarisation of the
Uruguayan economy, it might seem more appropriate to go the Argentine route and devalue and
fix the exchange rate against the dollar. However, in the absence of a credible fiscal adjustment
and the deindexation of the economy, any attempt to defend a lower fixed parity on a lasting basis
is likely to prove untenable.

Given the prospect of further external price and exchange rate shocks emanating from its near
neighbours, some policy-makers argue that Uruguay would be well advised to continue with its
current system of 'leaning against the wind' and maintain the present managed float, while
vigorously pursuing the economic policies necessary to reduce the cost/price structure of the
economy. The collapse of the Mexican peso since late-1994, the ensuing financial crisis and the
attendant uncertainty surrounding Argentina and Brazil have highlighted the wisdom of this
strategy. On a bilateral basis, the Uruguayan peso has gained sharply in competitiveness against
Brazil since the third quarter of 1994, following that country's adoption of the Real plan, offsetting
a slight loss of competitiveness against Argentina and exerting a strong downward pull on the trade
weighted exchange rate. A successful stabilisation plan in Brazil would deliver a substantial
external demand shock to Uruguay similar to that imparted by Argentina in 1990-92.

Short-term outlook and the balance of payments

The Lacalle administration can point to considerable success in reducing inflation and restoring
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private sector confidence, growth and investment since 1990. These trends have been reinforced
by economic recovery in Argentina, which has stimulated demand for Uruguayan goods and
services, and the opening up of the economy in the context of Mercosur. As a result, domestic
demand has been buoyant, underpinned by strong growth of private consumption and investment.
However, with the lowering of tariff barriers and the rise in the real exchange rate, there has been
a steady switch away from domestically produced to imported goods. Despite higher Argentine
demand for services, the current account balance has moved from surplus to deficit and real gdp
growth slowed in 1993, as increased domestic demand was offset by a deterioration in the net
foreign balance.

Aggregate Supply and Aggregate Demand Balances for Uruguay (per cent of gdp)

1991 1992 1993 1994e 1995f
Aggregate Supply (ie GDP plus imports) 119.9 1215 121.4 121.3 1211
Of which: imports of goods and non-factor 19.9 215 21.4 21.3 21.1
services
Aggregate Demand (ie GDE plus exports) 119.9 121.5 121.4 121.3 121.1
Exports of goods and non-factor services 23.1 224 20.2 18.3 18.5
Gross Domestic Expenditure 96.8 99.2 101.2 103.0 102.6
Consumption 83.3 85.4 85.6 86.4 84.9
Investment 13.5 13.8 15.6 16.7 17.7
External balance on goods and non-factor services 3.2 0.8 -1.2 -3.0 -2.6
Domestic national savings 16.7 14.6 144 13.6 15.1

Source: Banco Central del Uruguay and IBCA forecasts

The Lacalle Government did not allow the approach of elections to undermine the broad thrust of
its policies. In April it negotiated a Staff Monitoring Agreement with the IMF, a sort of shadow
programme which establishes policy targets and regular performance reviews, but does not involve
the use of IMF resources. The programme relied upon the attainment of a fiscal deficit of 1 per
cent of gdp and the continued use of the exchange rate as a nominal anchor to lower inflation to
30 per cent by end-1994. In the event, it is likely that the economy met most of the macro targets
with the exception of the fiscal accounts which deteriorated a little (-2 per cent of gdp) implying
higher end-1994 inflation of around 40 per cent.

Following a slight contraction in the first quarter of 1994, growth rebounded strongly in the second
to give first half growth of 3.8 per cent over the comparable period in 1993. Agriculture benefitted
from an upturn in international demand and commodity prices for pastoral exports. Manufacturing
production also sprung back after a very poor first quarter. However, services and construction
remained the most dynamic sectors, underpinned by strong Argentine and domestic demand.
Private consumption and investment were strong, so too was public investment and investment as
a share of gdp is estimated to have attained a new high of 18 per cent in 1994, providing some
reassurance that a sustainable recovery is underway. A large part of the increase in domestic
demand continued to be met from imports, widening the net foreign deficit. Even so, growth now
seems likely to have exceeded 4 per cent in 1994,

Data for the first ten months of 1994 indicate that there was a substantial deterioration in the trade
deficit, notwithstanding a sharp upturn in the growth of export receipts. Above average export
growth to Mercosur masked continuing strong growth to Argentina, but virtually flat demand from
Brazil. After a brief respite in 1993, import growth rebounded to almost 20 per cent again last year,
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as imports of consumer durables and intermediate goods (mostly for the construction industry)
soared. Imports from Uruguay’s Mercosur partners rose at twice the rate of exports. The growing
surplus on invisibles was wholly attributable to tourism, but is unlikely to have been sufficient to
prevent a deterioration in the current account deficit to almost 4 per cent of gdp.

Balance of Payments 1989-95 (USD millions)

1989 1990 1991 1992 1993 199%4e 1995f
Trade balance 462.8 425.9 61.0 -234.2 -473.0 -774.5 -826.1
Exports fob 1599.0 1692.5 1604.7 1702.5 1645.3 1809.8 2081.3
Imports fob -1136.2  -1267.0  -1543.7 -1936.7 -21183  -2584.3  -2907.4
Services, net -62.0 -69.7 -59.1 0.0 -41.9 -107.5 -108.0
Investment income, net -348.9 -321.3 -232.4 -187.1 -141.1 -150.0 -180.0
Tourism, net 61.4 126.9 232.8 277.0 318.1 401.5 465.7
Current account balance 121.3 169.9 42.4 -115.7 -313.1 -608.5 -628.5
Net capital flows -15.3 -267.4 -768.0 118.1 305.1 425.0 530.0
(Public sector) 159.9 23.3 -561.8 115.3 190.0 275.0 350.0
(Private sector) -175.2 -290.7 -206.2 2.8 115.0 150.0 180.0
Errors and omissions net -11.4 178.4 488.6 117.7 190.8 300.0 300.0
Overall balance 94.6 80.9 -237.0 120.1 182.7 116.5 201.5
Memo items:
Current account (per cent of gdp) 15 2.0 0.4 -1.0 -2.4 -3.9 -3.7
Gross reserves (exc gold) 501 524 336 509 758 874 1076
Months imports gds & servs 2.8 2.8 1.7 2.1 2.9 2.7 3.0

Source: Banco Central del Uruguay and IBCA forecasts

Arguably the current account deficit is in fact much larger as a proportion of gdp (6-7 per cent),
given that the real exchange rate is substantially overvalued, which inflates the dollar value of gdp.
However, it is also true that the underlying current account deficit is probably much lower than
the recorded figure, because of substantial unrecorded tourist-related exports of goods and
services. These are captured in the errors and omissions entry in the balance of payments and may
account for up to 50 per cent of the inflows registered under this heading in recent years. The
Central Bank has improved data collection on tourism which will be incorporated into the current
account in the near future. Unrecorded capital inflows and direct foreign investment account for
most of the remainder of errors and omissions and represent the counterpart of increased imports.
Hence, it is probably reasonable to assume that any abatement of these inflows would be reflected
in some reduction in imports.

Capital inflows (including errors and omissions) have been more than sufficient to cover the
current account deficit since 1992 and the Central Bank has been acquiring international reserves
in its attempt to stem the rise of the peso. The majority of this capital is coming from private non-
bank creditors including bondholders, although banks remain an important source of short-term
trade finance. Longer-term flows reflect Argentine acquisition of real estate, the repatriation of
Uruguayan flight capital encouraged by improvements in macroeconomic policy, and Uruguay’s
re-entry into the international bond market.

Since mid-1992 the Government has made four bond issues - three in the euromarkets and one in
the Japanese Samurai bond market - of USD100m each. The last euro issue in February 1994 was
for seven years at a yield of 158 basis points (bps) over comparable US Treasury bonds. This was
a very tight spread compared to April 1993's five-year issue at 228 bps and 275 bps on three-year
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euronotes issued in June 1992. In October Uruguay made its first foray into the Samurai market
with a Y10bn 2.5 year deal, offering a coupon of 5 per cent and a spread of 128 basis points over
yen libor, making it the most expensive Latin issue in this market to date. The Government
accepted the relatively high cost of this issue as the price of breaking into a new market for
Uruguayan debt at a time of deteriorating market conditions.

The short-term economic outlook is reasonably positive. The outlook for growth in the coming
year is unusually dependent on political decisions, since a successful attack on the budget deficit
through a social security reform would dampen consumers' spending. However, it is possible to
foresee continued growth of around 3.5 per cent in 1995, underpinned by sustained investment and
a turnaround of the external sector. Stronger demand and prices for Uruguay’s agricultural exports
seem set to continue on the back of a strengthening world economic recovery. The economy will
remain very vulnerable to external shocks from its larger neighbours, in particular an exchange
rate adjustment in Argentina and/or a collapse of the embryonic stabilisation programme in Brazil.
However, on balance, the first seems unlikely in 1995, while the Brazilian reform shows growing
signs of success and could deliver a substantial boost to Uruguay’s exports, significantly narrowing
the trade deficit.

Considerable uncertainty surrounds the course of domestic economic policy management, in
particular the size and timing of a shock programme, once the new administration takes office. A
significant fiscal adjustment is clearly on the cards, focusing on social security reform. A
downward adjustment of the exchange rate is also possible, although the new government is likely
to tread carefully in the wake of the Mexican financial crisis. The impact on competitiveness of a
devaluation would in any case almost certainly be shortlived, given that it would trigger higher
inflation. However, a successful fiscal adjustment, reinforced by labour market reform and
privatisation, offers the best hope of permanently reducing inflation and restoring international
competitiveness. The next administration should be much better placed than the last to achieve
these objectives.

External debt management

Uruguay has a long-standing tradition of prompt interest service of its external debt obligations,
interrupted only in the 1930s when worldwide economic depression led to some payment delays
and a brief period of several months in 1965 when Banco de la Republica incurred some arrears.

Like most other Latin American nations, Uruguay became enmeshed in the international debt crisis
of the 1980s, when very high international interest rates and foreign commercial banks' reluctance
to maintain lending to the region resulted in widespread debt rescheduling. Uruguay subsequently
found it necessary to renegotiate its external repayment obligations to commercial banks in 1983,
1986 and 1988. These arrangements generally involved an extension of maturities, some provision
of new money (including the maintenance of short-term trade lines) and a lowering of interest
spreads. It is important to note that at no time did Uruguay incur any arrears of principal or interest,
unlike some other debtors in the region, while repayments to bond holders (including dollar
denominated Treasury bonds) were unaffected.

A debt for equity swap programme was established in 1987 as a vehicle for extinguishing external

YPYI'YAY:1/95:24

_Uruguay 1995 Report.pdf Folion® 49



Expediente N°: 2023-5-1-0004658

bank obligations. To date, a relatively modest USD183 million has been cancelled through these
operations. Most of the new investments under this programme have been in tourism and forestry.

In 1991 Uruguay chose to go the route of a number of other middle income debtors and seek debt
and debt service relief from its external bank creditors in the context of a Brady deal. The
Government reasoned that such a deal would relieve the balance of payments constraint on
economic growth, stimulate fresh capital inflows and lighten the burden of external debt service
on the public sector. In the event, of the USD1.6 billion of commercial bank debt outstanding at
the end of 1990 (ie: 100 per cent of public sector debt to commercial banks), 33 per cent was
converted into long-term par bonds yielding fixed annual interest of 6.75 per cent, 28 per cent was
converted into debt conversion notes (necessitating the provision of new money) and 39 per cent
was repurchased in a cash buy-back at a discount to face value of 44 per cent (ie: 0.56 US cents in
the dollar). Some creditors therefore sustained a capital loss. This loss is reflected in the decline in
Uruguay's external debt in 1991.

At the time, many banks advised Uruguay against inflicting a potential capital loss on creditors
and counselled in favour of a conventional multi-year rescheduling, thus preserving Uruguay's
relatively unblemished debt service record. In hindsight, with the fall in international interest rates,
the Brady deal actually denied Uruguay some of the advantage of lower debt service that a
conventional multi-year rescheduling would have bestowed, although it remains an insurance
against very high interest rates. Similarly, it would be difficult to prove that the deal acted as a
catalyst to capital inflows.

A number of difficulties arise in assessing Uruguay's external indebtedness, given the high degree
of dollarisation of the economy and the country's role as an offshore financial centre. With the
completion of the Brady deal, almost half of external public debt is now in bond form split 60:40
between Treasury bonds and Brady bonds. The Government has been issuing obligations
denominated in foreign currency in the local market for many years. As a result, almost all public
sector domestic debt is now denominated in dollars and could be regarded as external debt, as it is
repayable in dollars. However, using conventional residency criteria, only that proportion of public
debt known to be held by non-residents should be included in external debt. This presents
difficulties because there is no complete record of Uruguayan residents' holdings of bonds, which
are not registered. As a result, only the Uruguayan financial sector's holdings are easily
quantifiable. On this basis, gross external public debt stood at USD4.3 billion in 1993 compared
to USD7.2 billion of total public sector foreign currency denominated debt. In fact, gross external
public debt may be somewhat lower than this given that holdings of government bonds by non-
financial Uruguayan residents are underrecorded.
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External Debt 1989-94 (USD millions)

1989 1990 1991 1992 1993 199%4e
Public sector 4314 4472 4141 4136 4292 4567
Multilateral creditors 838 821 927 1050 1136 1173
Bilateral creditors 20 24 52 79 148 239
Commercial banks 1612 1600 1202 1041 1008 970
(of which: Brady bonds) (1012) (962) (911) (860)
Treasury bonds 556 574 684 913 1071 1275
Treasury bills 679 767 705 560 441 330
Suppliers credits 314 348 213 188 181 280
Non-resident deposits 295 338 358 305 307 300
Private sector 2681 2911 3025 3561 3602 3700
Commercial banks 2197 2502 2740 3225 3259 3300
(of which: non-resident deposits) (1524) (1864) (2040) (2033) (2078) (2125)
Other creditors 484 409 285 336 343 400
Gross external debt 6995 7383 7166 7697 7894 8267
per cent of gdp 87.5 88.4 71.4 65.9 60.1 53.7
per cent of foreign exchange receipts 312.9 305.5 294.2 279.1 280.7 258.3
Memo:
Net external debt 3430 3311 2676 2550 2628 2797
per cent of gdp 42.9 39.6 26.7 21.8 20.0 18.1
per cent of foreign exchange receipts 153.4 137.0 109.9 925 935 87.4

Source: Banco Central del Uruguay and IBCA forecasts

External public liabilities have been growing quite slowly as some of the proceeds from recent
eurobond issues have been used to refinance and lengthen the maturity profile of existing debt.
The stock of Brady bonds currently stands at around USD900 million. These are traded less
actively than some of their Latin American counterparts and their secondary market price has

remained quite resilient in the face of recent market turbulence.

Non-resident deposits in Uruguayan

banks represent one of the

largest

components of external debt, along with
trade finance from commercial banks, and
are largely responsible for the high share
of short-term debt (over 50 per cent) in
total debt. Virtually all of these deposits
are reinvested offshore and there has been
a parallel increase in deposit money banks
foreign assets to over USD 4 billion. The
existence of such large offshore assets
produces a wide divergence between
measures of gross and net external debt.
Thus, on a gross basis the main external
debt ratios remain high by international
standards measuring 60 per cent of gdp
and 281 per cent of foreign exchange

receipts in 1993, whereas on a net basis (ie: taking into account international reserves, gold and
deposit money banks' foreign assets) these ratios fall to a more manageable 20 per cent of gdp and

YPYI'YAY:1/95:26

_Uruguay 1995 Report.pdf

Folion®° 51



Expediente N°: 2023-5-1-0004658

94 per cent of fx receipts.

It is arguable that the cautious investor should focus on the gross debt figure, since there has been
in the past a high degree of volatility of non-resident deposits and there is also a possible mismatch
of maturities between offshore assets and liabilities, which would tend to raise the risk of a short-
term liquidity crisis. Against that, though, the overwhelming bulk of non-resident deposits are held
with the wholly owned subsidiaries of major foreign banks operating in Uruguay (such as Citibank,
ING, Lloyds and so forth): some 77 per cent of non-resident deposits were with foreign banks
while just 33 per cent were with the six banks where there is less than 50 per cent equity
participation by a foreign partner. Of the $481m of non-resident deposits in those banks in August
1994, there was also a cash offset of $134m. Given that the authorities are unlikely to feel that they
have to stand behind the foreign owned banks, the contingent liability that might otherwise exist
is surely small.

Amortisation of Gross External Public Debt 1994-99 (USD millions)

Medium- and long-term 1994 1995 1996 1997 1998 1999
Multilateral organisations 89.7 102.3 98.5 105.8 96.1 934
Commercial banks 52.2 47.0 53.3 16.0 44.4 50.5
Treasury bonds 161.1 225.6 119.0 95.1 168.7 61.5
Other creditors 314 31.0 32.0 224 19.7 14.4
Total 334.4 405.9 302.8 239.3 328.9 219.8

Source: Banco Central del Uruguay

External debt service as a share of foreign exchange receipts has fallen from around 36 per cent
before the Brady deal to a low of 24 per cent in 1993, reflecting lower amortisation payments and
international interest rates (on the non-Brady debt). While higher interest and principal repayments
reversed this trend in 1994, the Government has been hedging against higher interest rates on its
floating debt and the debt service ratio should remain comfortably below 30 per cent through 1995.
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‘Oriental Republic of Uruguay

A tourist and banking centre IBCA Rating: BB+

> The outgoing Lacalle administration made progress in fiscal consolidation. Social security
reform remains an important item of unfinished business, but there is a consensus between
the parties on the need for change.

> Uruguay's traditional export strengths in agricultural and livestock products may reassert
themselves following the GATT round and veterinary improvements.

> The Uruguayan economy is increasingly diversified towards tourism and financial services
and will benefit from the trade opening under the MERCOSUR agreement.

> Uruguay's growing role as a banking centre exposes the economy to volatile capital flows
which depend in part on developments in neighbouring Argentina and Brazil.

Recent Rating History IBCA S&P Moody's
October 1993 Bal
May 1994 BB+
January 1995 BB+

Uruguay's rating reflects traditional strengths as well as positive features in the country's recent
economic development. Living standards are among the highest in Latin America, affording the
economy a cushion against adversity. The democratic system is well-established, and the two
principal parties are committed to the market economy. The third party is increasingly moderate
in its socialism. The outgoing Lacalle administration made considerable progress in reforming the
economy, notably in reducing the budget deficit and opening up to foreign trade. This includes the
Mercosur agreement with Brazil, Argentina and Paraguay. Montevideo has been selected for the
headquarters of Mercosur.

The steady diversification of foreign currency revenues away from beef and wool towards tourism
and financial services is a growing source of strength. Any offshore banking centre runs risks
associated with footloose capital flows, but these are limited. Investment in real estate and non-
resident deposits in banks have been attracted by Uruguay's financial stability. The resorts of Punta
del Este and Maldonada offer attractive beaches not available on the Argentinian side of the Rio
Plata. Growth in tourism and financial services is now likely to be supported by renewed prosperity
in the traditional sectors thanks to more liberal farm trade and veterinary improvements.

Uruguay has never experienced hyperinflation and extreme stabilisation programmes have not
been a feature of economic policy. The Lacalle administration bequeaths a much more flexible
economic structure to the incoming Colorado government than the one it inherited five years ago.
Recent cross party agreement gives grounds for hoping that the social security system (whose costs
are rising by 1% of gdp every four years) will be reformed this year. Further fiscal consolidation
(and the sharp reduction in inflation that it would allow) could be the trigger for a movement to
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investment grade.
(11 January 1995)

{charts corrupted; not available}

_Uruguay Rating 1995.pdf Folion® 54



Expediente N°: 2023-5-1-0004658

19980401 R& 1 News Release compressed.pdf Folion® 55



Expediente N°: 2023-5-1-0004658

19980401 R& 1 News Release compressed.pdf Folio n°® 56



Expediente N°: 2023-5-1-0004658

19980401 R& 1 News Release compressed.pdf Folion® 57



Expediente N°: 2023-5-1-0004658

19980401 R& 1 News Release compressed.pdf Folio n° 58



Expediente N°: 2023-5-1-0004658

19980401 R& 1 News Release compressed.pdf Folion® 59



Expediente N°: 2023-5-1-0004658

19980401 R& 1 News Release compressed.pdf Folio n°® 60



Expediente N°: 2023-5-1-0004658

19980401 R& 1 News Release compressed.pdf Folion® 61



Expediente N°: 2023-5-1-0004658

19980401 R& 1 News Release compressed.pdf Folion® 62



Expediente N°: 2023-5-1-0004658

19980401 R& 1 News Release compressed.pdf Folion® 63



Expediente N°: 2023-5-1-0004658

19980401 R& 1 News Release compressed.pdf Folion® 64



Expediente N°: 2023-5-1-0004658

19980401 R& 1 News Release compressed.pdf Folion® 65



Expediente N°: 2023-5-1-0004658

19980401 R& 1 News Release compressed.pdf Folio n°® 66



Expediente N°: 2023-5-1-0004658

19980401 R& 1 News Release compressed.pdf Folion® 67



Expediente N°: 2023-5-1-0004658

19980401 R& 1 News Release compressed.pdf Folio n°® 68



Expediente N°: 2023-5-1-0004658

19980401 R& 1 News Release compressed.pdf Folion® 69



Expediente N°: 2023-5-1-0004658

19980401 R& 1 News Release compressed.pdf Folion® 70



Expediente N°: 2023-5-1-0004658

19980401 R& 1 News Release compressed.pdf Folion® 71



Expediente N°: 2023-5-1-0004658

19980401 R& 1 News Release compressed.pdf Folion® 72



Expediente N°: 2023-5-1-0004658

19980401 R& 1 News Release compressed.pdf Folion® 73



Expediente N°: 2023-5-1-0004658

19980401 R& 1 News Release compressed.pdf Folion® 74



Expediente N°: 2023-5-1-0004658

19980401 R& 1 News Release compressed.pdf Folion® 75



Expediente N°: 2023-5-1-0004658

19980401 R& 1 News Release compressed.pdf Folion® 76



Expediente N°: 2023-5-1-0004658

19980401 R& 1 News Release compressed.pdf Folion® 77



Expediente N°: 2023-5-1-0004658

19980401 R& 1 News Release compressed.pdf Folion® 78



Expediente N°: 2023-5-1-0004658

19980401 R& 1 News Release compressed.pdf Folion® 79



Expediente N°: 2023-5-1-0004658

19980401 R& 1 News Release compressed.pdf Folion® 80



	Expediente n° 2023-5-1-0004658
	Pasar
	Informar
	Pasar
	Pasar
	AUTO - Pase a espera




