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IMF Executive Board Concludes 2018 Article IV Consultation with Uruguay

On February 13, 2019, the Executive Board of the International Monetary Fund (IMF)
concluded the Article IV consultation' with Uruguay.

Recent Developments and Outlook

In a deteriorating external environment, Uruguay has successfully differentiated itself from its
neighbors, thanks to progress in export market diversification, a prudent and coordinated public-
sector asset-liability management, pre-financing of sizeable external financing needs, lower
banking sector vulnerabilities, and ample reserves. As a result, public sector borrowing costs
have remained subdued despite significant depreciation pressures, and, although growth has
slowed—to an estimated 2.1 percent—it remains positive. Still, private investment has remained
sluggish, and labor market outcomes are weak.

Inflation has risen above the central bank’s target range—partly reflecting temporary factors—
and is now at around 8 percent. The central bank has reduced the monetary indicative targets,
but medium-term inflation expectations remain somewhat above the target range.

Fiscal deficit reduction has stalled, and the time to reach the target of 2.5 percent of GDP has
been extended to 2020. The 12-month rolling fiscal deficit stood at 3.8 percent of GDP in
November 2018 (excluding the impact of a large transaction related to pension asset transfers),
suggesting that attainment of the 2018 objective (3.3 percent of GDP) and 2020 target is
difficult.

The current account has turned to deficit in the first three quarters of 2018, because of negative
investment income, higher oil prices, lower exports to neighboring countries facing difficulties
(such as Argentina and Brazil), and lower agricultural exports due to the drought. High-
frequency data point to portfolio outflows during the last quarter of 2018, as seen in many
emerging markets. The authorities ably took advantage of favorable financing conditions
through mid-2018 by issuing bonds in global markets at long maturities.

! Under Article IV of the IMF's Articles of Agreement, the IMF holds bilateral discussions with members, usually
every year. A staff team visits the country, collects economic and financial information, and discusses with officials
the country's economic developments and policies. On return to headquarters, the staff prepares a report, which
forms the basis for discussion by the Executive Board.

Washington, D.C. 20431 e Telephone 202-623-7100 e Fax 202-623-6772 e www.imf.org



Despite the regional market turmoil, the financial sector has remained resilient, reflecting
limited linkages to Argentina and enhanced supervision since the 2002 crisis. With the
improvements in regulatory capital to risk-weighted assets ratio and bank profits, the banking
sector has comfortable buffers.

There are both sizeable downside and upside risks to the outlook, given the more difficult
external environment and large infrastructure projects. An abrupt tightening in global financial
conditions, caused by a sharp increase in international risk premia coupled with a further
strengthening of the U.S. dollar, could have negative repercussions for Uruguay’s economy. A
further slowdown in trading partners could also worsen the growth outlook. At the same time,
prudent macroeconomic policies and strong institutions have improved Uruguay’s ability to
withstand regional shocks, and plans for the construction of a large cellulose plant, an associated
railway system, and other infrastructure projects are a major upside risk. Over the medium-term,
low investment and declining employment, if not reversed, could lower potential growth.

Executive Board Assessment?

Executive Directors noted that prudent macroeconomic policies combined with strong reform
implementation, and quality institutions have enabled Uruguay to maintain macroeconomic
stability, accumulate sizeable buffers, improve social outcomes, and differentiate itself in the
region. Directors noted that policy priorities ahead should focus on maintaining resilience,
keeping public debt on a sustainable path, sustaining low inflation, and implementing structural
reforms to boost the economy’s growth potential.

Directors welcomed the authorities’ commitment to maintain fiscal sustainability. They
considered that the postponement of the fiscal deficit target by a year is appropriate given the
current outlook. However, Directors underscored that additional fiscal measures would be
needed to achieve the deficit target. They highlighted that fiscal sustainability could benefit from
a medium-term fiscal framework which focuses on the nonfinancial public sector and is
supported by an appropriate fiscal rule. Directors encouraged the authorities to introduce
measures to put public debt on downward path. They also recommended that adjustment efforts
should focus on reducing current expenditure while further improving its efficiency to increase
capital spending. Priority should also be given to making further progress on the reforms of the
pension system and the state-owned enterprises.

Directors welcomed the authorities’ commitment to bring inflation to within the central bank’s
target range. Looking ahead, they encouraged the central bank to further strengthen the monetary
policy framework by addressing the high degree of dollarization and enhancing its
communication strategies, thereby better anchoring inflation expectations. Directors underscored

2 At the conclusion of the discussion, the Managing Director, as Chairman of the Board, summarizes the views of
Executive Directors, and this summary is transmitted to the country's authorities. An explanation of any qualifiers
used in summings up can be found here: http://www.imf.org/external/np/sec/misc/qualifiers.htm.
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the need to maintain exchange rate flexibility and limit interventions to address disorderly
market conditions. They acknowledged the resilience of the financial sector and encouraged the
authorities to remain vigilant about the non-performing loans and continue their efforts to
increase financial inclusion while ensuring that it remains resilient in the face of regional shocks.

Directors welcomed Uruguay’s success in reducing poverty and inequality. To foster inclusive
growth and ensure continued income convergence to advanced country levels, they encouraged
the authorities to sustain implementation of structural reforms. Directors highlighted that reform
efforts should focus on further increasing public investment, employment and labor force
participation, enhancing competitiveness, and improving overall business environment and
educational outcomes.



Uruguay: Selected Economic Indicators

Projections

2013 2014 2015 2016 2017 2018 2019 2020 2021 2022 2023
Output, prices, and employment
Real GDP (percent change) 4.6 3.2 0.4 17 2.7 2.1 1.9 3.0 3.0 3.0 3.0
GDP (US$ billions) 57.5 57.2 533 52.7 59.2 60.2 60.1 63.4 66.9 70.5 74.5
Unemployment (in percent, eop) 6.5 6.6 75 79 79 83 8.7 8.4 7.8 7.6 74
Output gap (percent of potential output) 33 2.7 0.2 -0.9 -0.8 -0.9 -1.5 -1.2 -0.8 -0.4 -0.1
CPl inflation (in percent, average) 8.6 8.9 8.7 9.6 6.2 7.6 7.5 7.2 7.2 7.0 7.0
CPl inflation (in percent, end of period)) 8.5 8.3 9.4 8.1 6.6 7.8 7.5 7.0 7.0 7.0 7.0
Exchange rate (UY$/US$, average) 20.5 23.2 27.3 30.2 28.7 30.7
Real effective exchange rate (percent
change, eop) 7.7 -2.9 1.0 -5.8 5.7
(Percent change, unless otherwise specified)
Monetary and banking indicators 1/
Base money 12.9 14 7.2 9.7 3.6
Broader M1 (M1 plus savings deposits) 15.0 3.7 5.6 8.4 15.2
M2 13.7 6.4 9.0 14.4 134
Growth of credit to households (in real
uv$) 9.9 47 6.3 -0.5 2.5
Growth of credit to firms (in US$) 16.2 6.8 2.8 1.5 -4.2
Bank assets (in percent of GDP) 60.8 63.6 72.5 65.5 61.6
Private credit (in percent of GDP) 2/ 26.0 27.1 30.2 28.1 26.3
(Percent of GDP, unless otherwise specified)
Public sector indicators
Revenue 3/ 29.5 29.1 29.0 29.3 29.9 31.2 31.0 30.7 30.0 29.9 29.7
of which: cincuentones transactions 0.0 0.0 0.0 0.0 0.0 1.2 1.1 1.0 0.4 0.2 0.0
Non-interest expenditure 3/ 29.1 29.5 28.8 29.9 30.0 30.1 29.9 29.7 29.7 29.7 29.7
Wage bill 49 5.0 5.0 5.1 5.2 5.2 5.1 5.1 5.1 5.1 5.1
Primary balance 4/ 0.4 -0.6 0.0 -0.5 -0.2 1.2 1.1 0.9 0.2 0.1 -0.1
Primary balance excluding cincuentones
transactions 0.4 -0.6 0.0 -0.5 -0.2 0.0 0.0 -0.1 -0.2 -0.1 -0.1
Structural primary balance 5/ -0.9 -14 -0.6 -0.7 -0.6 -0.1 0.4 0.2 0.0 0.2 -0.1
Interest 4/ 2.7 2.8 3.6 33 33 37 35 32 3.1 32 32
Overall balance 4/ -2.3 -35 -3.6 -3.8 -35 -2.5 -2.4 -2.3 -2.9 -3.1 -33
Overall balance excluding cincuentones
transactions -2.3 -35 -3.6 -3.8 -35 -37 -35 -33 -33 -33 -33
Gross non-financial public sector debt 433 448 52.6 51.2 51.8 54.2 54.2 533 53.1 53.1 53.0
Gross public sector debt 60.2 614 64.6 61.6 65.8 69.6 70.6 70.0 70.2 704 704
Public sector debt net of liquid financial
assets 6/ 344 35.9 39.7 42.5 434 47.7 48.9 484 484 48.6 48.7
Public sector debt net of total assets 24.2 22.9 25.8 29.9 324 35.9 37.3 374 37.7 38.1 384
External indicators
Merchandise exports, fob (US$ millions) 13,277 13,769 11,145 10,380 10,779 11,556 12,000 12,723 13,517 14,350 15,298
Merchandise imports, fob (US$ millions) 12,199 11,783 9,838 8,463 8,671 9,108 9,120 9,919 10875 11,768 12,750
Terms of trade (percent change) 0.2 2.6 1.8 2.3 -1.1 -2.7 1.1 1.0 0.8 1.0 0.7
Current account balance -3.6 -3.2 -0.9 0.6 0.7 -0.6 -0.6 -1.0 -1.3 -1.6 -1.8
Foreign direct investment -4.8 -4.4 -1.6 2.1 3.7 0.3 -0.5 -0.6 -0.8 -1.0 -1.2
Total external debt + non-resident
deposits 69.0 74.9 89.5 744 68.1 67.8 70.2 70.7 71.2 71.5 723
Of which: External public debt 31.9 337 371 31.6 304 323 324 32.8 334 33.8 34.6
External debt service (in percent of exports 166 16.8 302 5.7 244 205 217 226 227 227 208

of g&s)



Gross official reserves (US$ millions) 16,279 17,574 15,637 13,473 15939 15,551 15,891 16,521 17,455 18,405 19,355
In months of imports of goods and

services 11 13 13 14 16 15 15 14 14 14 13
In percent of:
Short-term external (STE) debt 181.8 187.2 173.2 194.6 245.6 234.5 240.2 237.5 238.8 239.8 239.7
STE debt plus banks' non-resident 277.9 227.6 2204 216.6 3208 294.5 295.2 2884 289.3 287.7 283.0
deposits

Sources: Banco Central del Uruguay, Ministerio de Economia y Finanzas, Instituto Nacional de Estadistica, and Fund staff calculations.

1/ Percent change of end-of-year data on one year ago.

2/ Includes bank and non-bank credit.

3/ Non-financial public sector excluding local governments.

4/ Total public sector. Includes the non-financial public sector, local governments, Banco Central del Uruguay, and Banco de Seguros del Estado.

5/ Total public sector. Includes the non-financial public sector, local governments, Banco Central del Uruguay, and Banco de Seguros del Estado. Excludes
cincuentones and transfers from the Energy Stabilization Fund.

6/ Gross debt of the public sector minus liquid financial assets of the public sector. Liquid financial assets arecalculated by deducting from total public sector
assets the part of central bank reserves held as a counterpart to required reserves on foreign currency deposits.



INTERNATIONAL MONETARY FUND

January 29, 2019

URUGUAY

STAFF REPORT FOR THE 2018 ARTICLE IV CONSULTATION

KEY ISSUES

Context. Uruguay has preserved macroeconomic stability in the wake of the turbulence in
the region thanks to prudent policies and the accumulation of buffers over the years. The
Uruguay peso depreciated since April, but the bond spreads have remained stable.
Inflation rose above the 7-percent ceiling—due to the drought and the impact of the peso
depreciation. The current budget postponed the achievement of the 2.5-percent of GDP
deficit target by one year, to 2020, past the mandate of the current government. While an
appropriate counter-cyclical response, additional measures will be needed to achieve the
target.

Policy recommendations. With the worsening outlook and less friendly external
environment, in the near term, policies should focus on maintaining resilience. In this
context, additional efforts are needed to put debt on a firm downward trajectory and
reduce inflation to within the target band. Given global trends, a flexible exchange rate is a
key shock absorber and interventions should be limited to addressing disorderly market
conditions. Facing low investment and declining employment, structural reforms are
needed to ensure continued income convergence to advanced country levels. These
reforms could include further measures to improve educational outcomes, strengthen the
business environment and competitiveness, close infrastructure gaps, and address fiscal
challenges from aging and already high social security spending, as well as measures to
improve fiscal and monetary frameworks.

Past advice. The authorities and staff have remained in broad agreement on the
macroeconomic policy objectives, including maintaining public debt on a sustainable
trajectory, keeping inflation low, and allowing exchange rate to adjust in line with
fundamentals. Fiscal adjustment, however, has not proceeded as quickly as had been
originally expected, and inflation has proven difficult to contain within the authorities’
target range.
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Approved By Discussions took place in Montevideo during November 28-December 12,
Patricia Alonso-Gamo 2018. The staff team comprised S. Pelin Berkmen (head), Dmitry

(WHD) and Gershenson, Carlos Goncalves, Jorge Restrepo, and Jose Torres (all WHD).
Vikram Haksar (SPR) Patricia Alonso-Gamo (WHD) joined the concluding meetings, and David

Vogel (OED) participated in key meetings. Yehenew Endegnanew (SPR)
contributed to the preparatory work, and Luis Omar Herrera Prada and Dan
Pan (WHD) provided research assistance. Staff met with Minister of Finance
Astori, Minister of Labor Murro, Minister of Transport Rossi, Director of
Office of Planning and Budget Garcia, Central Bank President Grafia, other
senior government officials, as well as representatives of public enterprises,
the private sector, unions, civil society, and opposition.

CONTENTS

CONTEXT: RESILIENCE IN THE FACE OF MARKET TURMOIL 4
RECENT DEVELOPMENTS 4
OUTLOOK AND RISKS 8
POLICY DISCUSSIONS 10
A. Maintaining Fiscal Sustainability 10
B. Lowering Inflation 13
C. Maintaining Financial Sector Stability and Enhancing Intermediation 14
D. Enhancing Inclusive Growth and Competitiveness 15
STAFF APPRAISAL 19
BOXES

1. Cincuentones Transaction 6
2. Exchange Rate Intervention in Uruguay 7
3. Population Aging and Pensions in Uruguay 13
4. Pilot for Central Bank Digital Currency (E-Peso) 16
5. Real Exchange Rate and Sectoral Competitiveness 18
FIGURES

1. Real Activity 21
2. Inflation 22
3. External Accounts 23
4. Monetary Policy 24
5. Fiscal Developments 25

2 INTERNATIONAL MONETARY FUND



6. Global and Argentina Spillovers

URUGUAY

7. Credit and Banking

8. Structural Issues

TABLES

1. Selected Financial Soundness Indicators

2. Selected Economic Indicators

3. Balance of Payments and External Sector Indicators
4. Main Fiscal Aggregates

5. Public Sector Debt and Assets

6. Statement of Operations of the Central Government
7. Central Government Stock Positions

8. Monetary Survey

9. Medium-Term Macroeconomic Framework

ANNEXES
|. External Sector Assessment

[I. Public Sector Debt Sustainability Analysis (DSA)

[ll. External Debt Sustainability Analysis

INTERNATIONAL MONETARY FUND

26
27
28

29
30
31
32
33
34
35
36
37

38
41
49

3



URUGUAY

CONTEXT: RESILIENCE IN THE FACE OF MARKET
TURMOIL

1. Uruguay’s economy remains resilient, reflecting its strong institutions, prudent
policies, and large buffers. In a deteriorating external environment, Uruguay has successfully
differentiated itself from its neighbors, thanks to progress in export market diversification, a
prudent and coordinated public-sector asset-liability management, pre-financing of sizeable
external financing needs, lower banking sector vulnerabilities, and ample reserves. As a result,
public sector borrowing costs have remained subdued despite significant depreciation pressures,
and, although growth has slowed, it remains positive.

2. Maintaining this resilience and differentiated status is a priority in the more
turbulent regional and global context. Uruguay is well positioned to weather the worsening
external environment. Nevertheless, maintaining its resilience will hinge on the credibility of
economic policies. This calls for actions to strengthen the fiscal and monetary anchors by putting
debt on a firm downward trajectory and reducing inflation to within the target band. Over the
medium term, the authorities should use Uruguay's institutional advantages to improve the fiscal
and monetary policy frameworks and implement further structural reforms to support growth and
safeguard the social gains of the past decade. Policies should be targeted to improve low
investment, address declining employment, and strengthen educational outcomes.

RECENT DEVELOPMENTS

3. After a strong 2017, growth has moderated. Economic activity grew by 2.3 percent in
the first three quarters of the year, after expanding by 2.7 percent in 2017 (Figure 1). While
consumption has continued to support domestic demand, private investment has remained
sluggish and net exports turned negative. On the production side, manufacturing activity has
remained weak, excluding the impact of the reopening of the oil refinery. Furthermore, a severe
drought in the first quarter led to lower yields of summer crops (particularly soybeans). Labor
market outcomes are weak, with unemployment fluctuating between 7 and 9 percent.

4. Inflation has risen above the target range, partly reflecting temporary factors
(Figure 2). In 2017, inflation fell to 6.6 percent, ending up within the central bank’s 3-to-7-percent
target range for the first time since 2010, due to earlier monetary policy tightening and peso
appreciation. However, it has exceeded the target since May 2018 and currently stands at

8 percent reflecting the impact of drought and peso depreciation. With the reduction in monetary
indicative references since July, short and medium-term rates have gradually increased but real
rates remain lower than the guidance offered by neutral rates (while they can increase further as
monetary policy works through its lags) (Figure 4). At the same time, medium-term inflation
expectations are somewhat above the target range.

4 INTERNATIONAL MONETARY FUND
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5. Fiscal deficit reduction has stalled, and the time to reach the target of 2.5 percent of
GDP has been extended to 2020 (Figure 5). In 2017, the overall public sector deficit (which
includes the central bank interest payments) was 3.5 percent of GDP, an improvement of 0.3
percentage points relative to 2016. The current budget envisages a deficit of 3.3 percent of GDP in
2018 (up from a previous objective of 2.9 . 10
percent of GDP) and 2.8 percent of GDP in ::)legp?edor Overall Balance 1/ 15
2019 (up from 2.5 percent of GDP). If these overall balance 20
objectives and the new 2020 target were met, - —==-etrend

public debt would decline gradually. e
Although the 12-month rolling fiscal deficit 20
stood at 2.7 percent of GDP in November 35
2018, it amounted to 3.8 percent of GDP -4.0
excluding the effects of transactions related to s
cincuentones (see Box 1), suggesting that Nov-13  Nov-14  Nov-15  Nov-16  Nov-17  Nov-18
attainment of the 2018 objective, which does 1/ Excluding transfers from cincuentones.
not include these transactions, is difficult.
Public Sector Overall Balance (percent of GDP) 1/
2015 2016 2017 2018 prel. 2/

Public sector -3.6 -3.8 -3.5 -3.7

central government 5.0 4.6 57 5.8

social security -7.8 -83 -8.7 -8.8

non-financial public corporations 0.6 0.3 0.0 -0.1

local governments 0.1 0.1 0.1 0.2

public insurance company -0.1 0.3 0.2 0.3

central bank -1.4 -0.8 -0.8 -1.1
Memo items:
spending non-financial public sector 28.8 29.9 30.0 30.1

of which: current spending 26.5 274 27.9 27.9
1/ Excluding transfers from cincuentones.
2/ Data through November 2018.
6. The current account has weakened (Figure 3). The current account has posted surpluses

in 2016 and 2017—although recent revisions reduced them—reflecting the record tourism inflows
from Argentina, a slowdown in imports associated with weak investment, and a lower oil import
bill. The surplus has now turned to deficit (0.4 percent of GDP in the first three quarters of 2018
compared with a yearly surplus of 0.7 percent of GDP in 2017) because of negative investment
income, higher oil prices, lower exports to neighboring countries facing difficulties (such as
Argentina and Brazil), and lower agricultural exports due to the drought.

' The institutional coverage of public debt differs across countries, reflecting country-specific

circumstances. Uruguay's public debt refers to the consolidated public sector (as presented in the authorities’
budget documentation), which includes Banco Central del Uruguay, the nonfinancial public sector, local
governments, and Banco de Seguros del Estado. Uruguay is one of the few countries for which public debt
includes the debt of the central bank, which increases recorded public sector gross debt.

INTERNATIONAL MONETARY FUND 5
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Box 1. Cincuentones Transactions

A new law compensates persons affected by the creation of the mixed pension system. Law 16.173 of
1996 required workers to continue paying a basic contribution to the public system, but persons younger
than forty years old and with income beyond a certain threshold, were also required to contribute to the
newly introduced individually-funded accounts. Past contributions of workers who were forced to affiliate to
the new private pillar were not recognized (as this would have created a fiscal problem). These persons have
started to retire and, due to the lower years of contributions, their replacement rates are significantly lower
than of those who remained in the public system only. To redress the situation, Law 19.590 (approved at
end-2017) allows affiliates (both workers and retirees older than 50 years in April 2016, the so-called
“cincuentones”) to revoke their participation and bring their accrued contributions to the public system.

Transactions related to cincuentones will improve the fiscal deficit in the near term but are estimated
to weaken the government balance sheet after 5 years. In October 2018, the public pension system
received a transfer of about 1 percent of GDP in the context of the aforementioned cincuentones
transactions. These funds are recorded as revenue, consistent with IMF methodology, and thus lower the
fiscal deficit. Moreover, this will also lower the stock of public debt but not significantly alter the public
financing needs, as the additional revenues were placed in a trust fund ring-fenced for 6 years. Transfers will
continue over the next three years, leading to

further reductions in the fiscal deficit. These Public Sector’s Overall Balance

transactions were transparently recorded and (Percentof GDP) | = 23 )
communicated by the authorities in the relevant 22 ' '
sections of fiscal accounts, and the authorities are S,
presently calculating the resulting changes in the '
expected pension contributions and expenditures. -33
Authorities estimate that after 5 years this operation -3 - 32
will weaken the government's balance sheet since ‘ 35 33 33 33 33

the additional pension liabilities will exceed the 35 .37  =e=overall balance 37
additional revenues and that the burden on the overall balance, excluding cincuentones
public pension system from this operation will be -4.2

2017 2018 2019 2020 2021 2022 2023

about 4 percent of GDP (in net present value terms Source: Authorities and IMF staff estimates.

over the next 30 years).

7. Capital inflows, also affected by the inclusion of the merchanting activities, have
been volatile. More recently, the high-frequency data point to portfolio outflows as seen in many
emerging markets. The authorities ably took advantage of favorable financing conditions through
mid-2018 by issuing bonds in global markets at long maturities.

8. The peso has depreciated by about 13 percent since April, and official foreign
exchange reserves have declined. In response to depreciation pressures, the central bank
started to intervene in August. Overall, gross reserves declined from $17.9 billion to $15.6 billion,
but at about 26 percent of GDP they remain substantially above prudential norms. About

$0.5 billion of this decline reflects repurchases of central bank paper to accommodate a portfolio
reallocation by pension funds, in response to non-resident capital outflows, to avoid undue
exchange rate volatility (Box 2).

6 INTERNATIONAL MONETARY FUND



URUGUAY

Bilateral Exchange Rate Depreciation, 2018 Increase in Sovereign EMBIG Spreads
(Percent depreciation since April 16, 2018; US$/NCO) (Basis points change since April 16, 2018)
56 450 276
45 |463 400 H
350
40 H
300 H
32 [ 250 H 234
224
24 1 16.1 Effective dollar 200 f
‘16.01 iati
4.1 appreciation 150 F 120 119
16 H 12811.611.110.8¢ 5 100 105
. 847662 ‘}1 5052 43 4 37 >
3776 507 21
0 0
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Sources: Bloomberg Finance L.P.; Thomson Reuters Datastream; Sources: Thomson Reuters Datastream; and IMF staff

and IMF staff calculations.

Note: The US dollar index (BBDXY), which is a measure of the
value of the US dollar relative to a basket of US trade partners'
currencies, appreciated by 7.0 percent since April 16,2018.

Box 2. Exchange Rate Intervention in Uruguay

Uruguay has intervened in the foreign exchange (FX) market actively since the country moved to a
floating exchange rate regime in 2002. In addition to a small wholesale exchange rate market (about

12 percent of GDP), there is a small exchange forward market (about 3 percent of GDP). The central bank has
been mainly intervening in the spot market, but it also performs operations in the forward market. In addition

to direct market interventions, the central Foreign Exchange Market Interventions

bank accommodates the foreign currency 1500 34

needs of the government (including large mmm Net FX intervention (USD millions)

state-owned-enterprises) and portfolio shifts ~ 1°%° =Exchange rate (UYU/USD), RHS 30

of large domestic institutional investors to 500 26

avoid undue exchange rate volatility in a II I

small FX market (with average daily turnover o Lo L 22

of about US$25 million). This leads to 00 I | 18

changes in reserves that overstate the size of

direct interventions by the central bank, -1000 14

which is a common phenomenon in the Last observation 2017Q4.

region and in countries with small FX 1500 10
2006 2008 2010 2012 2014 2016

markets. Sources: BCU and IMF staff estimates.

While the peso has moved broadly in line with global trends, the central bank has been intervening in
response to recent large portfolio and capital flow shifts. In 2017, non-resident portfolio inflows and
portfolio shifts by domestic pension funds led to upward pressure on the exchange rate. The central bank
accommodated these shifts by buying foreign currency in return for central bank paper (sterilized intervention).
As a result, both reserves and the volume of outstanding central bank paper increased. With the reversal of
capital flows since May 2018, the peso came under depreciation pressure. While the central bank initially let the
exchange rate adjust, it started to intervene in late August/early September (mostly in the spot market) as the
pressures intensified—the disorderly market conditions index indicates heightened pressures for many
countries in the region during that period. At the same time, pension funds decided to step in, in response to
non-resident capital outflows, and shifted their portfolios to longer term local currency bonds. To
accommodate this shift, the central bank performed a repurchase operation to buy back some of the
outstanding central bank paper (with the option of settling in either local currency or U.S. dollars). This resulted
in repurchase of the central bank paper (in return of foreign exchange) amounting US$0.5 billion. Overall, gross
reserves declined from $17.2 billion in August to $15.6 billion in December.

1/ See Werner, A. Chamon, M., Hofman, D., Magud, N., “Foreign Exchange Interventions in Inflation Targeters in Latin America,”
forthcoming; and Endegnanew, Y., "Effectiveness of Foreign Exchange Intervention in Uruguay,” Selected Issues Paper, forthcoming.

INTERNATIONAL MONETARY FUND 7
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OUTLOOK AND RISKS

9. Uruguay’s economy has been decoupling from regional trends (Figure 6). Uruguay’s
business cycle is less correlated with Argentina than in the past, with smaller direct financial sector
linkages and China rising as a key trading partner. Nevertheless, both Argentina and Brazil remain
important counterparts, and bilateral trade flows are sensitive to exchange rate movements.

10. The near-term outlook has worsened but remains stable relative to its neighbors.
Growth is expected to moderate further to 2.1 percent in 2018 and 1.9 percent in 2019. This
reflects (i) a slowdown in consumption due to peso depreciation against the U.S. dollar, and to
lower confidence and real wages; and (ii) a weakening of tourism revenue and goods exports in
the first half of 2019—due to the expected contraction in Argentina and to the appreciation of
Uruguay'’s currency against its regional partners. At the same time, the expected rebound of
agriculture from this year’s drought will support growth and exports. Further, private investment,
after contracting for four years in a row, is expected to gradually recover. In subsequent years, the
economy is expected to grow slightly above potential, gradually closing the output gap. The
current account is expected to register a deficit of 0.6 percent of GDP in 2018.

11. In 2019, inflation is expected to moderate but, at 7.5 percent, remain above the
central bank’s ceiling of the target range, established by the Macroeconomic Policy
Coordination Committee. As the pass-through of the depreciation and the impact of the
drought wear off, interest rates increase following the recent reductions in monetary indicative
references, and the output gap widens, inflation is expected to gradually decline. Many of the
ongoing multi-year wage negotiations are closing in line with the guidelines—which continue to
eschew indexation and will put nominal wage increases on a declining path—thereby help anchor
nontradable prices and temper inflation inertia. However, with medium-term inflation
expectations above target, inflation beyond 2019 is projected to stay at 7 percent, the upper limit
of the central bank’s target range.

12. Staff assesses that the external position is broadly consistent with fundamentals and
desirable policy settings (Annex |). Staff estimates that the projected 2018 current account
balance—adjusted for the cyclical position and bilateral trade with Argentina—is at its estimated

norm. The peso appreciated in " Gruguay: REER vis-a-vis selected countries 190
real effective terms, by about 5 150 (an2012=100) L 10
percent since December 2017, wo e . L1 o
aISO reflectmg about 40—percent 130 b ——TOTAL excl ARG and BRA Do S :"“‘ IL 130
appreciation against Argentina. In = 12 ;a0
this context, the EBA-Lite REER 1o 1 10
model points to an 8 percent 100 1£75N 100
overvaluation. % | 1 9
80 : : : : : : : : : : : : : : : : 80
2012M1 2013M5 2014M9 2016M1 2017M5 2018M9

Source: INS and Fund staff calculations
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Risk Assessment Matrix

Sources of Risk Likelihood Impact if Realized Policy Response
Further slowdown in High Medium (|) ® Maintain flexible exchange
growth n neighboring A further slowdown of growth in rate.
economies. Argentina and Brazil would adversely e Continue efforts to diversify

affect exports, tourism, and FDI. trade.
Sharp tightening of High Medium/High () ® Maintain flexible exchange
lobal financial
gonditions ® Normalization of U.S. monetary policy rate.
) could increase borrowing costs for ® Maintain solid
Uruguayan public and private sectors. macroeconomic
® A sustained decline in risk appetite for fun.dar‘r)e.ntals, including Zy
emerging market assets could potentially ?alnltalmrr:g monetary an
trigger capital outflows. Iscal anchors.
® Use liquidity buffers if
necessary.
Rising protectionism and High Low/Medium () ® Maintain flexible exchange
retreat from Further rounds of sustained trade actions rate.
multilateralism. could reduce cross-border trade flows, o Continue efforts to diversify
contribute to negative risks to investment trade
and growth, and trigger market volatility. ’
Significant slowdown in Low/Medium Medium (|) e Use exchange rate as a shock
China.
® As the country receiving the largest share absorber. S
of Uruguay's goods exports, a slowdown ° Fass—throggh declines in oil
in China could materially affect export import prices to households.
volumes.
® Global commodity prices could also
suffer.
Insufficient public and Medium Medium (/) e Create fiscal space by
private investment, as Insufficient investment could reduce rationalizing current
completing the planned Uruguay's potential growth. expenditure.
fiscal consolidation while .
. - ® Continue efforts to further
boosting capital ) |
. improve access to finance,
spending could prove ; .
- business environment,
challenging. .
human capital, and
diversification.
Sizeable deviations from Medium Low/Medium ® Use the oil price hedges.
baseline energy prices. Higher oil prices would raise import and e Pass through oil price
fiscal costs. changes to households over
the medium term.
Cyber-attacks. Medium Medium (|) ® Continue efforts to increase
Given the current low level of Fintech cyber-security.
activity, financial sector stability threats are
limited, but confidence effects could be
important.
Large infrastructure High High (1) e Save additional tax revenues

projects.

The realization of the planned paper pulp

plant by UPM and other PPP projects, partly

financed by FDI, could provide a major lift
to investment.

to build fiscal buffers and
finance the associated public
investment.

® Monitor fiscal risks stemming
from PPPs.
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13. There are both sizeable downside and upside risks to the outlook, given the more
difficult external environment and large infrastructure projects (see the Risk Assessment
Matrix). An abrupt tightening in global financial conditions, caused by a sharp increase in
international risk premia coupled with a further strengthening of the U.S. dollar, could have
negative repercussions for Uruguay’'s economy. A further slowdown in trading partners could also
worsen the growth outlook. At the same time, prudent macroeconomic policies and strong
institutions have improved Uruguay's ability to withstand regional shocks, and plans for the
construction of a large cellulose plant, an associated railway system, and other infrastructure
projects are a major upside risk. Over the medium-term, low investment and declining
employment, if not reversed, could lower potential growth.

14. The authorities were broadly in agreement with staff’s views. They expected the
unfavorable external environment to moderate GDP growth in 2018 and 2019, with a pick-up in
investment (also supported by tax incentives introduced in 2018) leading to a more robust
recovery in the outer years. The authorities saw the inflation falling to within the target range in
2019, partly driven by a successful round of wage negotiations. Overall, they stressed that
Uruguay—with a flexible exchange rate and ample financial buffers—was well positioned to
manage external shocks.

POLICY DISCUSSIONS
A. Maintaining Fiscal Sustainability

15. Excluding the impact of the transfers related to cincuentones, the authorities’ overall
fiscal deficit target of 2.5 percent of GDP will be difficult to reach by 2020 without
additional measures.? The current budget’s relaxation is an appropriate counter-cyclical measure,
and if these targets are met, debt would decline gradually. Staff projects, however, an overall
public-sector deficit (without the cincuentones transfers) of 3.7 percent of GDP in 2018. In 2019
and 2020, the deficit is projected to decline by 0.2 percentage points per year due to a reduction
in sterilization costs and lower current expenditures in line with the results of the ongoing wage
negotiations. Thereafter, the deficit (without cincuentones) is projected to remain at 3.3 percent of
GDP in the absence of additional measures.

Public Sector Overall Balance (percent of GDP) 1/

2017 2018 2019 2020
2017 Budget -35 -29 -2.5 -2.5
2018 Budget -3.5 -3.3 -2.8 -2.5
Staff Baseline -35 -37 -35 -33
*with cincuentones -35 -2.5 -24 -2.3

1/ Excluding transfers from cincuentones.

2 Overall fiscal balance includes the central bank interest payments.
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16. While next year’s gross financing needs are manageable, Uruguay should remain
vigilant in the context of increasing global financial market volatility (Annex Il). Under the
baseline scenario, debt of the non-financial public sector is projected to reach 54 percent of GDP
in 2018 and to stabilize at 53 percent thereafter.? Large financing needs for 2019 are expected be
to comfortably met in the context of coordinated public-sector asset-liability management, stable
local currency funding from domestic institutional base (particularly after this year's introduction
of wage-indexed bonds), the authorities’ pre-financing policy, and sufficient buffers (in the form
of nonfinancial-public-sector liquid assets and 20
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