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Stand-By Arrangement. On June 8, 2005, a three-year SBA was approved under the exceptional access
procedures (SDR 766.3 million, 250 percent of quota). SDR 674.3 million remain to be disbursed, and a
purchase of SDR 85.8 million will become available upon completion of this (third) review. Outstanding
Fund obligations as of end-2005 were SDR 1,609.3 million (526 percent of quota). At the second
review, repurchase expectations arising between February and December 2006, and amounting to SDR
540.9 million, were extended to an obligations basis.

Economic developments have been favorable:

* Growth remains strong, and is likely to have exceeded the 2005 target of 6 percent.

* Fiscal results have been better than programmed, with a 2005 primary surplus of 3.8 percent of GDP
compared to the 3.5 percent target.

* Inflation has edged up to 6.6 percent, but is still within the central bank’s target range.

* International reserves have strengthened further reflecting significant capital inflows.

* The banking system reacted calmly to the recent intervention of the credit cooperative COFAC.

The program is on track. All performance criteria for this review are estimated to have been met,
except for the submission of tax reform, which is expected to be met with a short delay (prior action for
this review) and for which a waiver is requested. Final data will be reported prior to the Board meeting.

Review issues. Policy discussions centered on the macroeconomic framework and the structural reform
agenda for 2006, in particular tax, financial sector, and pro-growth reforms. A % percent of GDP fiscal
adjustor on the use of privatization revenue for infrastructure investment is proposed. The authorities
also request that the June performance criterion on the approval of tax reform be deferred to October, on
account of the already crowded legislative agenda. However, the new tax system will become effective
in January 2007 as previously envisaged.

Fund relations. The last Article IV consultation was concluded on July 11, 2003, and an Ex Post
Assessment was considered on March 18, 2005. The next Article IV consultation is planned for mid-
2006.

Discussions. A mission visited Montevideo during February 10-23 and met with Finance

Minister Astori, Central Bank President Cancela, other senior officials, and private sector
representatives. The team comprised M. Pifion (Head), J. Canales-Kriljenko, S. Eble, (all WHD),

A. Hajdenberg (FAD), H. Finger (PDR), and G. Gelos (Resident Representative). R. Teja (WHD) and
D. Vogel (OED) participated in some of the policy discussions.
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I. BACKGROUND
The program is on track and economic developments remain favorable:

Growth continues to be robust. Driven 30
mainly by a pick up in consumption, GDP Contribution to GDP growth (in percent)
growth for 2005 is likely to have exceeded 20 |
the target of 6 percent, with real GDP

surpassing its pre-recession peak level of 101 -
1998. For 2006, growth is envisaged to u
reach at least 4 percent. Industrial 0 S
production continues to display strength, ;¢ |

and export growth, although moderating — Investment
remains high. While employment has -20 - === Consumption

mmmm Net exports
Real GDP growth
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risen, unemployment has remained stable at
12 percent, reflecting a continued
recovery in the labor participation rate.

Inflation has picked up to 6.6 percent T T
within the central bank target range. End- 11 - (12-month percent change)
2005 inflation was 4.9 percent, well below
the target range of 5'2—7": percent, owing in .
part to the appreciation of the exchange rate. 8|
With the exchange rate stabilizing, water and )
electricity tariff adjustments, salary B
adjustments in early 2006, and a pick up in
monetary growth, 12-month inflation edged up
to 6.6 percent in February. The central bank
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5-7 percent for March 2006 and

426"/ percent for end-2006.

T arget upper band

~Target lower band ™

I

Primary balance as percent of
40 4 Revenues GDP L 4

left scale)

Fiscal results have been better than
programmed. The primary balance in 2005
reached 3.8 percent of GDP, compared to a 20 |
target of 3.5 percent, mainly reflecting
buoyant tax revenues, which were partly offset
by weaker than expected public enterprise
performance. Overall, outlays were broadly as
programmed. 20
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2. The authorities have taken advantage of 800 Sovercign risk 800
favorable market conditions to reduce (EMBI spreads)
vulnerabilities further. With sovereign spreads

near historical lows, the ministry of finance placed 600 |
US$500 million in January, thus completing a
substantial portion of the total international market
issuance foreseen in the program baseline for 2006. 44 |
The central bank also took advantage of strong

capital inflows to purchase some US$450 million

between November and February 2006. In addition,

- ; 200 : ‘ : —= 200
there has been an improvement in the level and Jan-04  Jul-04  Jan-05 Jul-05  Jan-06
structure of public debt, with the debt ratio
declining to 70 percent of GDP by end-2005 in the wake of fiscal consolidation, solid growth,
and a more appreciated currency; the average maturity of debt too has lengthened from 6 years
at end-2004 to 7' years at end-2005. Nevertheless, medium-term financing requirements,
averaging 8"z percent of GDP in 2007-08, remain high.
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3. With remaining weaknesses in the financial system being addressed, markets
reacted calmly to the recent intervention of COFAC. Following the intervention of the small
credit cooperative COFAC, no spillovers to other banks were observed. Insured deposits
recently have begun to be paid. Indicators of the overall health of the banking system show
steady improvement and public bank Uruguay. Banking System Indicators: 2002-2005
restructuring continues.

2002 2003 2004 2005
1 1 1 Capital adequacy ratio
° A detalled lmplemente'ltlon Banking system 1/ -9.6 9.2 10.9 11.2
plan for the restructuring of BROU 55 6.4 83 8.5
the hOUSing bank BHU was Private banks -27.4 11.3 13.0 12.9
adopted (structural benchmark — Return on assets
Banking system 1/ -25.6 -1.1 -0.1 0.7
for end-February). BROU 175 0.1 0.5 0.6
Private banks -35.2 -2.0 -0.2 1.0
J The salq of Nuevo ‘Banco Nonperforming loans
Comercial (NBC) 1s expected Banking system 1/ 315 8.6 3.8 2.5
. BROU 33.1 10.2 26 24
to be completed by April Private banks 314 64 3.6 1.6
(structural benchmark for end-
Source: Superintendency of Banks and Fund staff estimates.
J une) . 1/ Excludes the housing bank BHU, which no longer conducts financial intermediation.
o The draft law on the financial sector reform is currently being discussed in the Senate.
4. The implementation of the rest of the structural agenda is also broadly on track.

The available data suggest that all quantitative end-December performance criteria were met,
while those for end-March are well within reach.



o The submission of the tax reform bill to congress (performance criterion for end-
February) has been slightly delayed but is expected to take place shortly (prior action for
the Board meeting).

o The growth commission is about to publish a set of proposals to foster investment and
growth (structural benchmark for end-March).

o A five-year spending plan was enacted in December 2005 (structural benchmark for
end-February) in the context of the adoption of the 2005-09 budget.

o Progress is also being made in other areas of the structural agenda for 2006, including
pension, revenue administration, bankruptcy, and budget reforms.

o Final data on all performance criteria will be provided ahead of the Board meeting.

5. Some political risks have emerged, including a dispute with Argentina and some

environmental groups that has stalled the cross-border road traffic. Protesting against the
planned pulp mill projects on the river Uruguay, activists have been blocking the bridges
connecting Argentina and Uruguay, disrupting the flow of goods and people. While the impact
on the recent summer tourism season has been moderate, the economic effect of a sustained
closure of the bridges could be significant.

II. MACROECONOMIC OUTLOOK AND RISKS

6. The outlook for 2006-2008 and medium-term vulnerabilities remain broadly
unchanged from the last review. Although continued rise in leading indicators suggest upside
potential for growth, the recent bridge blockings on the Argentine border pose some risks.
Accordingly the growth projection for 2006 has been left at 4 percent. End-2006 inflation is
expected to be 5.5 percent. Projected international reserves have been revised upwards as a
result of the stronger end-2005 outturn and continued capital inflows. High public debt, the
dollarized financial system, and pressures for public expenditure remain important
vulnerabilities.

Uruguay: Medium-term Macroeconomic Framework
(Percent of GDP, unless otherwise indicated)
2005 2006 Proj.
2003 2004 Report 06/123 Est. Report 06/123  Proj. 2007 2008
Real GDP (percentage change) 22 12.3 6.0 6.0 4.0 4.0 35 3.0
CPI (eop, percentage change) 10.2 7.6 59 4.9 55 5.5 4.7 4.4
Revenue 32.0 30.9 32.0 322 33.0 33.0 335 33.6
Non-interest expenditure 29.3 272 28.4 28.4 293 29.3 29.5 29.6
Primary balance 2.7 3.8 3.6 3.8 3.7 3.7 4.0 4.0
Opverall fiscal balance -3.2 22 -1.2 -0.8 -1.1 -1.1 -0.6 -0.5
Public sector debt 104 92 73 70 69 65 62 59
External current account balance -0.5 -0.7 -2.4 -2.0 -5.8 -5.6 -3.6 -3.1
excluding: pulp mill projects -0.5 -0.7 -2.1 -1.5 -2.1 -2.1 2.2 -1.9
Official reserves (millions of U.S. dollars) 2,087 2,512 3,110 3,438 3,255 3,865 4,015 4,165
As a % of ST debt + FX deposits 20.0 27.7 29.7 33.1 28.8 344 37.2 38.5
Sources: Uruguayan authorities; and Fund staff estimates.




III. PoLICY DISCUSSIONS

7. In addition to the review of macroeconomic policies, discussions centered on key
structural reforms for this year. The main focus was on tax reform, the restructuring plan for the
state housing bank BHU, the situation of the credit cooperative COFAC, and on measures to
enhance the business environment and promote investment.

A. Fiscal and Debt Management Policy

8. Revenue administration reforms are progressing well, and the authorities remain
confident that their ambitious revenue targets for this year will be met. With administration
efforts already yielding significant revenues (the social security agency and the tax directorate
exceeded their targets for 2005), the reform plan for

! . 18.0 7.00
the tax directorate progressing well, and the plan to Revenue
restructure customs expected to be ready around mid- 12-month cumulative net revenues
year (structural benchmark for end-August), the 17.0 | (inpereent of GDP) 1 650
authorities expect to achieve their revenue collection
targets for 2006. Public enterprises are expected to
improve their performance significantly in 2006, 16.0 -
following weather-related electricity generation cost
overruns and the rapid pace of the international oil
price increases in 2005, which temporarily resulted in 130 1
tariff adjustment lags. Staff encouraged the authorities Soci . :

cial security agency (right scale)

to devote adequate efforts and resources to ensure the 140 500
tax reform is effective by 2007, in particular the an03  Jul-03  Jan-04  Jul-04  Jan-05
administration of the new personal income tax.

Tax directorate (left scale)

\

r 6.00
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0. An adjustor to the 2006 fiscal targets of up to US$50 million (4 percent of GDP) is
proposed to accommodate higher investment financed with privatization proceeds. To
ease infrastructure bottlenecks to growth over the medium term, the authorities plan to
undertake a few high-quality investment projects during July 2006-June 2007, with high
financial and economic returns, in which the public sector would act as a catalyst to attract
private participation. In this context, the authorities are planning to invest, in association with
the private sector, up to US$25 million in railroad

infrastructure to support the increased freight 4.3 Publi

5 ublic Investment
transportation demand derived from the new N (in percent of GDP)
pulp/forestry projects; and about US$14 million
in a dredging project in the port of Montevideo. 35
Officials underlined that these and other potential L’ '/'v'
projects would be subjected to stringent 3 ¢ 7
evaluation and monitoring standards. The ¢ Projected
authorities indicated that they do not expect to 2.5 !
offer government guarantees, that potential risks
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would be appropriately shared with the private
sector, and that all transactions, including any
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guarantees, would be transparently recorded in the fiscal accounts. The authorities reiterated
that a primary surplus of 3.7 percent of GDP for 2006 and 4.0 percent for 2007 remained their
goals, but regarded the adjustor as a safety valve to allow them to undertake these projects.
They remain committed to saving any revenue overperformance to reach the 4 percent medium-
term target as soon as possible.

10. The draft tax reform package is expected to be submitted to congress in March,
slightly later than envisaged under the end-February performance criterion. The
authorities stated that the draft law would be broadly in line with the proposal made public
earlier (see Country Report No. 06/123). Main revisions would include an additional personal
income tax bracket (estimated to be revenue neutral) and limited deductions for health
expenditures. To protect the fiscal objectives, the draft would envisage a smaller reduction in
the top VAT rate (to 22 percent instead of 21 percent) until the revenue targets are achieved.
The authorities explained that these modifications addressed the key comments received in the
public consultation on the proposal. The authorities explained that, in light of a very full agenda
in congress, they now viewed it as difficult that the law could be approved by June 2006, as
envisaged. For this reason, they requested a modification of the performance criterion, changing
the beginning of the implementation to end-October 2006. Lest the delay in congressional
approval postpone the effective date in 2007, the authorities will work in parallel on the
implementing regulations so that the law can still go into effect as planned next January.

11. The new debt office has begun operations, with key objectives including a
reduction in dollar debt and a smoothing of the repayment profile. Officials explained that
the unit had started to build a debt database and had been finalizing the financing plan for the
government. The office already took the lead in successfully completing the recent issuance of
US$500 million on international capital markets. A debt strategy is being prepared with Fund
technical assistance, aiming at developing the local capital market, increasing the share of peso
and inflation-indexed debt, lengthening maturities, and smoothing the amortization profile.

B. Monetary and Exchange Rate Policy

12. The authorities viewed recent exchange-rate
stability as temporary. The nominal exchange rate vis-
a-vis the U.S. dollar had remained flat for over a month hss |
as a result of foreign exchange purchases by the
authorities, including as an indirect result of foreign
exchange forward purchases by the Treasury to cover 25.0 1
future debt service (The central bank, as the residual
supplier in the forward market, hedges the higher
forward exposure by purchasing equivalent amounts of
foreign exchange in the spot market). Staff urged the
authorities to allow the exchange rate to better reflect 240
market conditions, highlighting the dangers of signaling
a floor for the exchange rate and the difficulties in
pursuing multiple objectives with one instrument.
Officials stressed that the intervention had been
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opportunistic, to build gross reserves, and necessary to break a cycle of self-reinforcing
appreciation expectations, but that this did not imply a fundamental change to monetary and
exchange rate policy. They pointed out that the exchange rate had started to regain flexibility
and explained that, while there was some concern about excessive appreciation, inflation
remained the overriding objective of monetary policy.

13. To increase the focus on the ultimate inflation objective, the central bank has
begun to deemphasize base money targets in its public statements. The authorities are now
announcing the annual growth rate of their intermediate target (M 1) instead of base money
target ranges for the four quarters ahead, while maintaining base money as their internal
operational variable. The authorities explained that the change in the communication strategy
intends to convey that their commitment is with the inflation target, and that the increased
flexibility in money management would allow them to gradually move in the direction of a
fully-fledged inflation targeting framework. The authorities agreed with staff that such a move
would require further analytical work on inflation forecasting and channels of monetary policy
influence on prices.

14. The authorities explained that the strong increase in monetary aggregates toward
the end of last year was necessary to satisfy money demand. They stressed that inflation is
well within their target range and the recent pick-up in part explained by temporary factors,
including the timing of tariff and salary adjustments. They acknowledged risks, however, due to
uncertainty about the evolution of money demand. They also pointed out that inflation
expectations for 2006 were within the target range. Nevertheless, staff and the authorities
agreed that inflationary risks had increased and that pressures needed to be monitored carefully
over the next months. Against that background, the authorities reaffirmed their commitment to
tighten policies as necessary to meet the inflation targets and decided that, for now, it would be
more prudent not to accommodate last year’s overrun in MO and to maintain the agreed targets
for 2006, implying a substantial slowdown in money growth in the remainder of 2006. The
appropriateness of this stance will be reassessed at the next review.

C. Financial Sector Reforms

15. The authorities have adopted a detailed implementation plan for reforming the
housing bank BHU. The plan aims to transform BHU into a residential mortgage lender that
operates on a commercial basis and ceases social activities, which will be transferred to the
Ministry of Housing (Box 1). The authorities committed to transfer nonperforming loans to a
fiduciary trust and to recapitalize BHU by end-August (new performance criterion), a necessary
measure for the bank to have a clean balance sheet. By November, remaining problem assets
will be transferred, regulatory measures put in place to refocus BHU business solely on
residential mortgage lending on a commercial basis, and BHU will be required to meet all
prudential standards and submit a viable business plan (new performance criterion).

16. The intervention of COFAC highlighted the strengthening of Uruguay’s financial
system and its oversight. The authorities stressed that, for the first time in recent Uruguayan
history, a bank intervention occurred (i) before a liquidity problem became a solvency problem;
(i1) with the majority of depositors fully protected within a deposit insurance scheme; and (iii)



without the use of government funds (other than through the previously envisaged

US$60 million for capital and loans to the deposit insurance agency, to be recovered through
deposit insurance premia and asset recovery). It was agreed that any newly created institution
building on COFAC's assets would have to be well-capitalized and provide a viable business
plan. In this regard, the authorities noted that discussions with the Venezuelan Development
Bank (Bandes) for a purchase and assumption operation were underway.

Box 1. BHU Restructuring

In February 2006, the authorities adopted a detailed implementation schedule for the restructuring of the state
mortgage bank. This follows restructuring efforts during 2002—2004, which had included adopting a modified
charter to turn BHU into a nonbank mortgage lender, with deposit taking ability limited to mortgage pre-saving
schemes, transferring part of the nonperforming loan portfolio (US$102 million book value) to a fiduciary trust
fund whose beneficiary was the Ministry of Finance, and reducing BHU staff and labor costs by about

50 percent. While progress was achieved, these efforts, however, did not fully stabilize the financial condition
of the institution as the improvement on the collection on remaining nonperforming assets and operational
efficiencies expected under the restructuring Plan launched in December 2003 did not materialize and BHU was
not able to secure new financing through securitization. By end 2005, BHU was not complying with prudential
regulations, including reserve and capital requirements. Nevertheless, as a result of the restructuring efforts,
BHU does not appear to pose a systemic liquidity risk.

The new restructuring plan of BHU aims to address the shortcomings of the previous effort by focusing BHU’s
mandate on commercial activities, while transferring social housing policy to the Ministry of Housing. For
consistency with its new mandate and to comply with all prudential regulations, the plan calls for:

e Transferring BHU’s nonperforming assets to a fiduciary trust, with the mandate, incentives, and resources
to maximize the net present value of its assets;

e  Transferring to the Ministry of Finance BHU’s liabilities to BROU and the public sector in the amount
needed to capitalize and restructure BHU, and with a view to reducing currency and maturity mismatches;
and

e Adopting a business plan satisfactory to the Bank Superintendency that demonstrates BHU’s ability to
generate positive cash flows and profits going forward.

The business plan will include measures to further reduce BHU’s overhead and other costs in line with the
reduced size of its balance sheet, and to improve BHU’s managerial structure, corporate governance, and
internal control systems. BHU will refrain from lending until the Bank Superintendency considers that BHU has
the systems in place to resume sound lending.

D. Growth Agenda

17. The tripartite business environment commission is preparing to publish
recommendations to boost growth and investment (end-March structural benchmark).
The work of the commission will become part of a presidential growth initiative. In various
areas covered by the proposals, the government has already started to take specific actions, such
as the tax reform and private-public associations to improve public infrastructure (Box 2).
Similarly, a new draft law to prevent anticompetitive behavior has recently been sent to
congress. On bankruptcy legislation reform, the authorities are holding another expert seminar
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to help inform the working group that is preparing a draft law, the submission of which is an
end-June structural benchmark. Staff and the authorities agreed to discuss further specific
measures during the next review.

Box 2. The Government’s Growth Reform Agenda

A tripartite commission comprising government, labor and industry has been working on a comprehensive
agenda to improve the business climate, increase investment, and improve resource allocation in the economy
to lift up Uruguay’s growth potential. Many of the commission’s preliminary recommendations have already
been incorporated in the government’s reform agenda.

Key proposed reforms include:

o Increasing competition and strengthening the legal framework by amending bankruptcy procedures to
include a Chapter 11-type

regime (tO be submitted to Uruguay: A t of the Envir t for Busi and Innovation
congress by June); Costa
: 4 A i Brazil hil Ri
strengthening the competition Uruguay Argentina  Brozil  Chile @
law (proposal currently with Technology 6 > %0 3 %
Business Competitiveness Index 70 64 49 29 50
congress) and the legal Quality of the National Business Environment 66 64 52 29 53
1 Financial market sophistication 75 59 27 26 67
framework fOI' (.hspute . Overall infrastructure quality 50 59 85 32 93
resolutlon; and mproving World Bank Business Indicator 85 71 119 25 89
dlSClOSure requlr_ern_ents Of . Sources: Global Competitiveness Report 2005-2006, World Economic Forum (rank out of 117 countries);
Corporate financial information. World Bank Business Indicator (rank out of 155 countries).

¢ Increasing the efficiency of
the tax system and reducing inequities: by eliminating exemptions, introducing a personal income tax,
simplifying and reducing corporate income taxation, and eliminating low revenue yielding taxes. A
proposal that includes these changes has been submitted to congress. In addition, ongoing improvements in
revenue administration are reducing tax evasion.

e Public enterprise reforms: through improving governance, better linking wages to productivity, and
transparent tariff setting, aiming to bring down the high cost of services provision.

o Simplifying business start-up procedures: by facilitating business registration and creating an investor
relations office.

o Improving infrastructure: by strengthening the public investment framework (e.g., selection, execution,
evaluation); establishing a sound framework for private participation in PPPs; and improving public
expenditure management to make room for higher capital outlays in the budget.

18. The authorities emphasized that labor-business relations were sound. Staff
expressed concern about reports on recent conflicts, which had led to the takeover of facilities
by striking workers. The authorities explained that these had been isolated incidents, not
representing a generalized trend and that legislation clarifying the rights and responsibilities of
striking workers was being prepared. They also stressed that the tripartite wage councils had
helped to stabilize labor relations, and that the authorities were keen on maintaining an
environment that addressed genuine labor demands, while fostering an environment conducive
to higher investment.
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19. The authorities highlighted that the implementation of the large pulp-mill projects
was proceeding as planned. Once fully operational, the plants will generate about 1.3 percent
of GDP in additional exports (see Country Report No. 06/123, Box 2). Staff inquired about
possible negative effects of the ongoing conflict in light of the recent road blockings. The
authorities explained that, while the actions had disrupted tourism somewhat, the season as a
whole had been good. Moreover, they were confident that current difficulties can be resolved
and that the implementation of the projects would proceed smoothly.

IV. PROGRAM FINANCING AND MONITORING

20. Close to half of the external bond placements assumed under the program baseline
for 2006 have already been secured. In January 2006, the authorities issued a US$500 million
international bond under high demand and favorable conditions. The proceeds were used, in
part, to advance amortization payments to the World Bank and IDB (including US$237 million
falling due in 2007). Nevertheless, large amortization payments from the 2003 debt exchange
are falling due this year, and expected World Bank and IDB disbursements (US$307 million)
will require firm implementation of associated conditionality.

Uruguay: 2006 Public Sector Financing

(Nonfinancial public sector, in US$ million)

Second Review Rev. Proj.

Amortization 2,032 2,303
Of which : World Bank/IDB 505 741
IMF 630 678
Gross Financing 2,399 2,623
Multilaterals
Of which: World Bank/IDB 432 307
IMF 543 543
Market financing
Long-term bond financing 916 1,262
Of which: prefinancing for 2007 400 400
Ul/Letras 496 455
Other 12 56

Source: Fund staff estimates and projections.

21. Two new performance criteria on BHU restructuring, a modification on the
performance criterion on tax reform implementation, and a new adjustor on public
investment are proposed. All other quantitative performance criteria for 2006 remain as
established at the time of the last review. Performance criteria, structural benchmarks, and
indicative targets are specified in the supplementary MEFP and TMU (Attachments II and III).
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22. The authorities are committed to implementing the recommendations of the
September 2005 safeguards assessment (Appendix II). Several recommendations have
already been adopted, including incorporation of all Fund liabilities in the BCU’s balance sheet
and amending the criteria for selection and appointment of the external audit firm. With the
implementation of the financial sector law, currently in congress, the key recommendations of
the safeguards assessment would be in place.

VII. STAFF APPRAISAL

23. Sound policies and a supportive external environment have sustained strong
economic performance. The economy has grown at healthy rates and real wages have been
recovering, and inflation, while it has increased, remains within the target range. Continued
strong capital goods imports augur well for economic activity this year. These favorable results
largely reflect the authorities’ adherence to the macroeconomic policy commitments in their
Fund-supported program.

24. Ensuring that growth is sustained into the medium term will require maintaining
the momentum of the structural reform agenda. The government’s intention to tackle the
broader structural conditions for growth is very welcome, and the identification of key
microeconomic and institutional reforms to boost investment and productivity by the growth
commission is an important step. Transforming these recommendations into a concrete policy
will be a focus of the next review, and decisive implementation thereafter will be essential.

25. Fiscal performance should remain strong if administrative reforms continue to be
implemented forcefully. Revenues in both the social security agency and the tax directorate
continue to exceed expectations, partly reflecting an increase in economic activity and a larger
formal sector of the economy, but also improved tax administration. It is, however, critical to
maintain a cautious execution of expenditures, adjusting public tariffs as needed, while moving
ahead with the ongoing administrative reforms of the collection agencies so as to ensure smooth
implementation of the tax reform and attainment of the ambitious revenue targets.

26. The draft tax reform will be a major step toward a more equitable and less
distortionary tax system. The tax burden will be better distributed across the economy through
the introduction of a personal income tax, the reduction of rates and of the number of
exemptions, and a simplification of the system. The gradual reduction of indirect taxation
adequately addresses the need to preserve revenue objectives. Staff supports the authorities
request to move the date for congressional approval of tax reform from June to October,
especially as steps are being taken to ensure that the January implementation date for the new
tax regime is preserved.

27. The government’s intention to attract private participation in public investment
projects is welcome, but projects will need to be selected and monitored carefully. Staff
supports the proposed adjustor to the fiscal targets given that, if well chosen, the investments
will contribute to strengthen the foundation for medium-term growth and generate future fiscal
revenues, as well as serve as models for future cooperation between the public and private
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sectors. The projects should not affect debt sustainability because they would be financed
through privatization proceeds. It will, however, be key to ensure that the selected projects meet
stringent quality criteria and minimize contingent fiscal risks.

28.  Monetary policy has been successful, and needs to remain focused on achieving the
inflation objective under a flexible exchange rate. Despite high oil prices and a strong
economic expansion, inflation has remained subdued, which demonstrates the central bank’s
ability to conduct monetary policy in a new and complicated environment. Staff supports the
authorities’ strategy to deemphasize the role of base money targets in the context of an
increased commitment to the inflation objective. Such a move, however, should be
accompanied by a strengthened communication with the public on the central bank’s inflation
projections. While the continued accumulation of reserves is welcome, it will be important to
maintain sufficient exchange flexibility, and avoid sending a signal to the market that there is a
floor on the exchange rate. In light of the recent upticks in inflation, monetary policy will need
to be vigilant to ensure that the inflation objective is achieved. In this regard, the decision to
maintain the end-2006 indicative monetary targets, despite a higher-than-expected starting base
is a welcome sign of prudence.

29. The current environment offers a unique opportunity to reduce further the still
considerable risks. While vulnerabilities have been significantly lessened, debt levels remain
high, reserves are still relatively low in light of the high dollarization of the economy, and
substantial fiscal contingencies in the financial system remain. It is important that the
government continues to use the opportunity provided by a strong economy and benign
financial market conditions to accelerate debt reduction, improve the composition of the debt
structure—particularly through a lengthening of maturities and increasing the share of domestic
currency debt—and strengthening the financial sector.

30. Much has been achieved in the financial sector, but further restructuring of public
banks is key to containing contingent fiscal liabilities. The prudent actions taken regarding
COFAC and the announced payout of insured deposits helped maintain confidence in the
banking system. Looking forward, approval of the financial sector reform package currently in
congress will help to strengthen the financial system’s resilience to shocks further. The
government is taking the right steps to transform BHU into a viable mortgage lending
institution, and strict adherence to the adopted implementation plan will be crucial to minimize
fiscal risks.

31.  Inlight of the strong performance under the program, and the positive outlook
going forward, staff recommends completion of the third review. All performance criteria
have been observed, except for the submission of the tax reform, which is expected to be
completed as a prior action for the Board discussion; staff supports the associated waiver.
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Figure 1. Uruguay: External Sector
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Figure 2. Uruguay: Vulnerability Indicators
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Table 1. Uruguay: Selected Economic and Social Indicators

Population (estimate) 32 Physicians per 1,000 3.7
Hospital beds per 1,000 4.4
Life expectancy at birth (years) 74.6
Crude birth rate (per thousand) 9.7 Access to safe water (percent of population) 98.0
Infant mortality rate (per thousand live births) 14.0
Income share held by highest 10 percent of households 335 Adult literacy rate 97.7
Income share held by lowest 20 percent of households 4.8 Gross enrollment rate
Gini coefficient 44.6 Primary education 108.3
Unemployment rate 11.0 Secondary education 101.5
Poverty rate 31.0 Tertiary education 37.7
GDP per capita in 2004 (in US$) 4,300
Human Development Index Rank 46 (out of 177 countries)
2005 2006 Proj.
2002 2003 2004 Report 06/123 Est.  Report 06/123  Proj. 2007 2008
(Percent change)
I. Output, prices, and employment
Real GDP -11.0 22 12.3 6.0 6.0 4.0 4.0 35 3.0
Contributions to real growth (percent) 1/
Consumption -15.2 -1.0 9.2 6.2 6.6 2.4 3.5 2.5 2.2
Investment -5.0 2.7 2.9 1.9 1.1 5.7 4.9 -0.9 0.4
Net exports 9.1 0.9 -1.2 -2.2 -1.7 -4.0 -4.3 1.9 0.4
GDP (Ur$ billions) 261 315 379 406 406 448 448 487 524
GDP (USS$ billions) 12.1 11.2 133 16.5 16.5 18.3 183 19.5 20.6
Investment 39 201 18.9 233 16.0 437 40.3 -0.4 6.7
Consumption -11.7 321 30.6 6.2 7.3 8.0 9.0 7.8 6.9
GDP deflator 187 184 7.0 1.0 1.0 5.5 5.5 4.7 43
CPI inflation (average) 14.0 19.4 9.2 4.9 4.7 6.2 6.0 4.9 4.4
CPI inflation (eop) 259 10.2 7.6 59 4.9 55 55 4.7 44
Exchange rate change (Ur$/US$)(average) 62.1 305 1.5 -14.8
Exchange rate change (Ur$/US$) (eop) 84.2 7.7 -10.1 . -8.5
Average public sector wage (end-of-period) 0.5 7.9 9.7 10.2 10.2 10.5 10.5 9.6 8.6
Unemployement (in percent ) 17.0 16.9 13.1 12.1
II. Monetary indicators
BCU monetary liabilities <74 253 30.0 259 33.1 7.8 -3.8 6.2 5.6
Base Money (average) 17.7 19.3 7.7 22.1 28.5 11.1 4.6 8.6 7.5
Base Money (eop)2/ 221 249 11.1 215 34.1 11.1 22 8.6 7.5
Currency issued 58 224 15.7 21.5 22.0 11.1 -0.2 8.6 7.5
M-1 1.7 346 134 22.0 29.4 11.1 7.0 8.6 7.5
M-2 -5.1 17.4 12.8 16.7 223 11.1 6.9 8.6 7.5
M-3 158 21.7 -2.0 6.0 0.1 9.0 1.7 6.1 6.3
Credit to the private sector (constant exch. rate) 3/ -17.6  -239  -11.2 -4.0 2.7 9.9 9.9 10.8 6.9
(Percent of GDP, unless otherwise indicated)
III. Public sector operations
Revenue 321 320 30.9 32.0 322 33.0 33.0 335 33.6
Non-interest expenditure (incl. discrepancy) 32.1 29.3 272 28.4 284 293 29.3 29.5 29.6
Primary balance 0.0 2.7 3.8 3.6 3.8 3.7 3.7 4.0 4.0
Interest 4.7 6.0 6.0 4.8 4.6 4.8 4.8 4.6 4.5
Overall balance -4.6 =32 2.2 -1.2 -0.8 -1.1 -1.1 -0.6 -0.5
Public sector debt 4/ 96 104 92 73 70 68 65 62 59
Public debt service (as a percent of GDP) 13 14 18 15 16 16 17 13 11
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Table 1. Uruguay: Selected Economic and Social Indicators (concluded)

2005 2006 Proj.
2002 2003 2004 Report 06/123 Est. Report 06/123  Proj. 2007 2008
IV. Savings and investment
Gross domestic investment 115 12.6 13.3 15.7 14.8 20.6 18.9 17.4 17.2
Gross national savings 14.7 12.1 12.6 13.3 12.7 14.7 133 13.7 14.2
Foreign savings =32 0.5 0.7 2.4 2.0 5.8 5.6 3.6 3.1
V. External indicators

Merchandise exports, fob (US$ millions) 1,922 2,281 3,021 3,490 3,484 3,769 3,760 4,089 4,443
Merchandise imports, fob (US$ millions) 1,874 2,098 2,990 3,840 3,797 4854 4,767 4,747 5,015
Merchandise terms of trade (percentage change) 43 2.9 -3.1 9.3 -9.9 -3.8 -3.0 -1.5 -1.2
Current account balance 32 -0.5 -0.7 -2.4 -2.0 -5.8 -5.6 -3.6 -3.1
Of which: Excluding cellulose projects 32 -0.5 -0.7 -2.1 -1.5 2.1 -2.1 =22 -1.9
Foreign direct investment 1.5 3.6 25 2.6 3.7 6.6 6.2 42 4.0
Opverall balance of payments (US$ millions) -2,328 1,380 454 620 951 145 426 150 150
External debt 5/ 87.5 982 87.4 71.0 68.4 62.9 61.2 573 53.7
Of which: External public debt 689 853 76.9 63.1 61.1 559 54.7 513 479
External debt service (percent of exports of goods and services)  55.0 523 40.9 50.6 51.0 53.7 60.3 45.4 37.6
Gross official reserves (US$ millions) 6/ 772 2,087 2512 3,110 3,438 3,255 3,865 4,015 4,165
In months of imports of goods and services 3.7 9.2 8.2 8.0 8.9 6.8 8.1 8.3 8.1
In percent of short-term debt 25.1 86.8 158.0 135.8 156.7 1252 1375 1953 2312
In percent of short-term debt plus bank non-resident deposits 143 451 61.6 64.6 76.6 62.4 74.2 88.2 94.7
In percent of short-term debt plus FX deposits 7.0 200 27.7 297 33.1 28.8 34.4 372 38.5

REER (percentage depreciation -, €.0.p.) =203 -132 9.3 11.9

Sources: Data provided by the Uruguayan authorities; and Fund staff estimates.

1/ 2005 and 2006 numbers are large driven by the large scale FDI project in the forestry sector.
2/ Program definition (end of period data).

3/ Part of the sharp drop in 2003 is due to the removal of the three liquidated banks from the database in May 2003.

4/ Covers debt of the NFPS and the central bank (excluding monetary policy instruments and free reserves).
5/ Excludes nonresident deposits.
6/ Includes reserve buildup through reserve requirements of resident financial institutions.



-18 -

‘AenSnin) jo yueq [e1US)) pue ‘douLUI] PUB AWOUOIT JO ANSIUIJA :SI0INOY

10818) 9ARIIPU[= ] ‘UOLIAILIO QOUBULIONAJ =D d

665 (44 180°€ 180°¢ €8L 86T°C 180°¢ 180°¢ 1489 L9ST 180°€ 180°¢ 180°€ (Bur[100) JuoWILILAOF [E11USD 3Y) JO 1qOP FULEO[] "6
66" 09ty 891°¢ 89v°€ SLTT 86t €L9°1 €L9°1 €IS 0L0°1 LSS LSS 8¥9°S1 /¢ (Bur[109) oseq A1eUON 8
€50y 69T°¢- TTEL TLO'L- 650°€ L6SY-  9S9°L- 6SY'L- T6£°C v6LT-  981°S- 980°S- /T (100[3) dduL[Eq [[BIGAO 101035 d1[qnd paurquio) L
(sosad ueAen3nip jo suorfjiu uy)
§)958.1€) dApRIIPU] ‘g
/2 (s1seq snonunuod & uo) 10309s d1jqnd 2y
0 0 0 0 0 0 0 0 0 0 0 0 0 Jo sIeoLe JuowAed [EUINXS JO UOHRINWINOOY '
S6 059°CI SYLTI 05S°TI 0L 96¥°TI  995°TI SLs'Tr 99t 67Tl S6YTI 01STT  681°TI /€ (8u1[120) 13 $5015 101095 d[qnd [EIOUBULUON G
109 TS0l 894 08¢ woL 65 011~ 0TI~ 8yl 81 0¢I- 0€T- 81T /T (100)) NDE Y} JO SIAIDSAI [EUOHEUIANUI JON Y
(STef[op "§' Jo suor[Iw uy)
£€0°P1 6vyTT- 91%°8- 016°c- $66°0T  ¥TF9I- TLS'Y TSy v8T'y 0¢- £86°¢ £€86°C 6L0VL /T (u1[190) NDE Y} JO $1985E dNSAWOP 1N “€
/T (3u11a0)
9pS‘1 LET'SY £89°9% 195°9% 0L9°T 966T€  S99vE EP9'vE  6SH'I 080T 6£S°€T 19¢°cc - 2IMIPUAdX? 1510)UI-UOU JUSUWILIIAOT [BIOUSD) 'L
080°T LLY'ST L6EYT LY9'p1 198 1SE°01  06¥°6 L89°6 0T Y6£°9 TLE'S ILY'S /T (1ooyy) due(eq Arewid 103005 orqnd paurquio) ‘|
(sosad uekengnin jo suorfjiw uy)
BLIILID ddueuriopdd danepuen) 'y
(+) uBIey 1P (pasnfpe) 0 Dd () uBiey_enpy  (psnipe) 9d  Dd (D uiSley ey (pasnfpe) 9d  Dd 01 $00T
0€ 2a 0¢ "dos 0¢ "ung 1€ 92d

/1 WeI301g drwouodq 90-S00Z Y} Jopun 0ULWLIONJ Aendnin) "7 9[qeL



-19 -

‘uoIs1oap siyy spoddns Jyeys pung ‘NOg ) unpm Kjuoyine K1osiazadns 103995 [eroueul) 9ty dody 0) UOISIOAP ,SANLIOYINE 0} NP AOUBAIISGOUON] /4

“sonumEW [V /¢

“IedK Tepuaes snotaald oy JO 10quEd(-Pud Woly saFueyo dAnRMWNY /7
*SUIPUBISIOPUN JO WNPUBIOWAN [BITUYDIL, ) UT PAULAP S /|

*Kengnin Jo yueq [eNUI) PUE :2dUBUI] PUE AWOUOT JO ANSIUIJA] :S30INOG
19818} 9AIBDIPU[=] | ‘UOLIdILIO doueuLIofdd =) J

‘POAIdSqQ

"PAAIISqQ
‘PAAISSqQ
‘POAISSqQ

‘POAIRSqQ
‘POAIdSqQ

/¥ "POAIDSqO JON

900€ ‘0¢ Toquuardag
900 ‘0¢ dunf
900 ‘8T Areniqa,

900¢ ‘0€ dunf
900T ‘1€ YdIeN

900 ‘1¢ Isndny
S00T ‘1€ J0quiddo(

900 ‘1€ 1snny
900 ‘0¢ dunf

S00T ‘1€ 30quadeg
S00T ‘1€ 39quaoag
$00T ‘0€ dunf

LOOT ‘1€ Ae
900 ‘0€ 1oquiaAoN
900T ‘1€ AeIN

$00T ‘1€ 19quivdag
snonunuo))

S00T ‘1€ 32quaosg

*(12ded juowuraaos uo juowiked 3sardyur 1o uonezijeydes JySinno) saoueury yueq [enusd ay) uaySuans o) ueyd ydopy
*10309s 9eALId o) 01 [0NU0O [eLIdFeURW PIAIA 1BY) SIUNOWE Ul DN JO SAIRYS [[9S
‘uerd uonoe NHY 2y} Jo uoneuswa[duwl Ay} 10§ [NPaY9s pajrelop & 1dopy

*(Surmgonysar ajerodios adAy 11-101dey)) apnjour 03) mey Koydnmyueq sseiSuo)) oy uqng

*UOISSTUILIOD JUSWUOIIAUD ssduisng ay) Aq paredard (uonejuowojdur 1oy ojqejdwr) Surpnjour) suiojal Suroueyue-yimois jo epuade ysiqng
'ssao01d 195pnq

a1 Jo Aouaredsuen) pue ‘S|ONUOD ‘UOTB[NULIOJ ‘UONBIIJISSL]O D95RIOA0D ‘UONR[SISI] aA0IdwI 0] ‘djqelowT) B Yim ‘SUONRpUatodar aredard
*90URUL] JO ANSIUI 9Y) 1B JIUN JUSWSFBUBW 1P B 9181

“(wesSoxd

QU UM JUISISUOI §30F18) UO1I9[[09 Surysijqeisa Jurpnjour) AouoSe swoisno oy 10§ ued wioga1 oAIsuayaIdwod e Jo usisap oy} ozIjeur
‘S 9y} JO SuondUNJ UOHOI[[0I PIJIOJUS Pue Funipne dy usypSuans o) ueld © de[nuLIO]

*SWIS)SAS UOTIBULIOFUT PUB ‘SODTAIOS XE) “OFBIOA0D JIPNE ‘SUONO[[0D XB) U0
900 10} s107e01pUI puE s1981e) dAnEINUEND U0 SU1eaISE (D Ay PuE doukUI JO ANSIUIA AY) UdOMIaq SuIpue)SIOpUN JO WnpUeIowdW e uSIg
*20ukUL] JO ANSIUIAL Y} 1€ J1un jusweSeuew Jqop & 2jear)

*(Sdg) ueq AILINOAS [B100S 91} JB (SI00[}) S19518) UONI[[0d dNUAI AJ1oyrenb ysijqeisq

yueg [enus)
101095 [RIOURUL]
101095 [RIOURUL]
PMoIn

PMOID

1o8png
JuowaSeuew 1q9

UOTEISIUTIPE XE[,
UOTEISIUIIPE XE],

UONEISIUIPE Xe],
JuowaSeurw 192

[eoSLy

SIRUUIQ [BINPNYS D

"dJANS 2y Jo 71 yderSered ur paqriosap se saokojduwo yueq pue Areyjiu oy 1oy punj uorsuad ay) Jo wuojar ay Juswejdwi 0y uidog
*dAFINS 9y Jo 71 ydeiSered ur paquiosap se sookojduwo yueq pue Arejrjiur 9y 10} punj uoisudd ay) Jo wiI0JaI sSeIu0)) 03 JIuqng

-o01j0d oty 10§ puny uotsuad oy Jo wojal Judwd[duwt 0) g

*$1S09 [BOSI) JUATUNUOD PUB SYSLI JIWI)SAS FUIZIUIUIU Y)IM JUI)SISUOD NH JO UOnBNIS [RIoURUL) dY) ssaIppe 0} ue[d uonoe 1dopy
*S9[MPAYds JudawiAed JUILINO Y (1M JOUBPIOIIE UL NOYY 01 SA0U AIRIonply NOYH PUe Aou NHE JO 9IAIIS AJOW) JIMSUD 0] JUSUILLIDAOD)

(dATIN oW Jo 1 ydeidered ur paqrosap se) YI0MOWEI] UONNJOSAT
yueq o[qemns e opiaoid (111) pue {(JJFIN oy Jo €1 ydeiSered ur paqrIosop se) welsAs [eroueulj ay) jo uonendal oy uaysuans (11) (JIIN
ay) jo g1 ydesSered ur paqLIosap se) yueq [enuad oy 03 Awouoine djeridordde dA1S (1) :0) $s213U00 0) sme] 221y A[snoduejnuils Juqng

SuoIsud g
SUOISUOJ

SUOISUdJ

NHY
NHY % NO¥d

Jueg [enua)

900T ‘0 dunf ‘WLI0JaI Xe) AAISudYRIdwoo oty judwa[dut 0) uiog ULIOJOI XB [,
‘vd se
19521 {PAAIdSqO JON 9007 ‘8T Areniqaf *£ ydei3ered ur paqLIosap se wL0Jal xey dAIsuayaIdwod e $sa13u0d 0) Jruqng WLIOJOI XB],
*s1081e)
‘PaAIdSqO 9007 ‘87 Areniqaq [eosyy s,wesdoxd ay) yym Juo)sIsuod s1a51e) yorjop pue suondsfoid anusaar yym pauswalduwos ‘uerd Surpuads 1eak-oa1y € ooe[d ur oAeHq [eosig
*s1081e)
‘PaAIdSqO $00T ‘1€ 1sn3ny [eosy swer3oxd oy YIm JUISISUOD S}9F1e) JID1JP pue suoodford onuaAdl yim pajuowd[dwoos ‘ueld Surpuads 1eak-0A1) € $S2I3U0D 0} WIGNS [eosig
BLIDILD dduewLIo)ad [eanpONnS g
'/ ydeiSered ur paqLIosap Se WHIOJAI Xe) dAISUAYAIdWO) © $S31FU00 0) yuqng ULIOJOI XB [,
uonde aoLid v
snye)s Aeq Appeuonipuo) [eIn)onng BIY

/1 (popn[ouo0d) weiSord o1wouody 90-§00Z Y} JOpun dUBWLIOJIOJ :AenSnin ' 9[qe]



-20 -

Table 3. Uruguay: Balance of Payments

(In millions of US$, unless otherwise stated)

2005 2006 Proj.
2002 2003 2004 Report 06/123 Est. _Report 06/123 Proj. 2007 2008
1. Balance of Payments
Current account 382 -56 -98 -399 -342 -1,100 -1,063 -729 -652
Trade balance 48 183 31 -351 =313 -1,084 -1,007 -658 -572
Exports, f.0.b. 1,922 2,281 3,021 3,490 3,484 3,769 3,760 4,089 4,443
Imports, f.0.b. 1,874 2,098 2,990 3,840 3,797 4,854 4,767 4,747 5,015
Services 153 167 304 300 357 381 385 365 353
Exports, f.o0.b. 771 803 987 1,148 1,220 1,291 1,316 1,391 1,483
Imports, f.0.b. 618 636 683 849 863 910 931 1,026 1,131
Income (net) 109 -489 =522 -437 -484 -489 -543 -543 -546
Transfers (net) 72 83 89 89 97 93 102 107 114
Financial and capital account -2,234 1,039 163 650 869 1,296 1,489 879 802
Foreign direct investment 180 401 337 429 618 1,250 1,174 840 838
Portfolio investment 415 -541 -416 575 768 39 558 70 246
Government securities 171 -5 266 547 560 181 687 108 275
Issues 710 613 532 992 1,008 597 1,101 226 373
Amortization 1/ 539 618 266 445 447 416 415 118 98
Banks 244 -537 -682 28 207 -142 -129 -37 -28
Other capital flows (net) -2,828 1,179 242 -354 -517 6 -242 -32 -283
Loans 1,290 375 -92 -285 -241 -161 -618 -160 -400
Of which: WB, IDB, commercial (net) 633 237 -36 6 17 -73 -433 229 -11
Disbursements 792 472 217 370 386 432 307 567 379
Amortization 159 235 253 364 370 505 741 339 390
Of which: IMF (net) 883 671 152 -177 -176 -88 -135 -389 -389
Disbursements 1,989 840 552 303 304 544 536 387 88
Amortization 1,105 169 400 480 480 632 670 775 471
Deposits, net -1,693 267 180 -239 -428 0 0 0 0
Other flows, net -2,426 537 154 170 152 167 376 128 118
Errors and omissions -476 397 388 419 424 0 0 0 0
Overall balance -2,328 1,380 454 620 951 145 426 150 150
Reserve assets (- increase) 2,328 -1,380 -454 -620 -951 -145 -426 -150 -150
2. Reserve Adequacy and External Indicators
Gross official reserves (stock) 772 2,087 2,512 3,110 3,438 3,255 3,865 4,015 4,165
In months of imports of goods and services 3.7 9.2 82 8.0 8.9 6.8 8.1 83 8.1
In percent of short-term debt excluding nonresidential deposits 25.1 86.8 158.0 135.8 156.7 1252 137.5 1953 231.2
In percent of short-term debt including nonresidential deposits 143 45.1 61.6 64.6 76.6 62.4 74.2 88.2 94.7
Net international reserves (stock) 2/ -1,088 -763 -2,218 -1,303 -1,166 -992 -843 -299 197
(As percent of GDP)
Exports 15.9 20.3 22.8 209 20.8 19.9 19.9 204 20.9
Imports 15.5 18.7 225 23.0 22.7 25.7 252 23.6 23.6
Current account 32 -0.5 -0.7 -2.4 -2.0 -5.8 -5.6 -3.6 -3.1
Underlying current account 3/ 32 -0.5 -0.7 -2.1 -1.5 -2.1 -2.1 2.2 -1.9
Financial and capital account -18.5 9.3 1.2 3.9 5.2 6.9 79 4.4 38
Of which: foreign direct investment (net) 1.5 3.6 25 2.6 3.7 6.6 6.2 42 4.0
Of which: government securities (net) 1.4 0.0 2.0 33 33 1.0 3.6 0.5 1.3
Of which: IMF (net) 7.3 6.0 1.1 -1.1 -1.1 -0.5 -0.7 -1.9 -1.8
Overall balance -19.3 12.3 34 3.7 5.7 0.8 2.3 0.7 0.7
Changes in GIR 19.3 -123 -3.4 -3.7 -5.7 -0.8 -2.3 -0.7 -0.7
External debt 87.5 98.2 87.4 71.0 68.4 62.9 61.2 573 53.7
Short-term debt (residual maturity) 255 21.4 12.0 13.7 13.1 13.7 14.9 10.2 8.5
External public debt 68.9 853 76.9 63.1 61.1 559 54.7 51.3 479
External debt + NR deposits 106.8 118.1 106.1 86.1 822 76.8 73.8 69.8 65.9
(As percent of annual exports of goods and services)
Total external debt 392.8 357.1 289.3 256.1 2433 235.1 227.8 210.1 192.2
Total external debt (including nonresidential deposits) 479.2 429.3 3513 3104 292.1 286.9 275.0 255.7 236.0
Debt service 55.0 523 40.9 50.6 51.0 53.7 60.3 45.4 37.6
Of which: interest payments 245 19.2 18.0 17.6 18.2 18.8 20.5 19.4 18.0
(Annual percent changes)
Exports -10.2 18.7 324 15.5 153 8.0 7.9 8.7 8.7
Imports -35.7 12.0 42.5 28.4 27.0 26.4 255 -0.4 5.6
Export prices in US$ (year-on-year percent change) 3/ -1.7 7.4 6.5 45 4.8 0.5 1.1 0.1 -0.8
Import prices in US$ (year-on-year percent change) 3/ -10.8 5.1 9.2 11.6 12.4 25 24 0.6 -0.3
Terms of trade 3/ 3.5 22 -2.5 -6.3 -6.7 -1.9 -1.3 -0.5 -0.5
Export volume 3/ -2.1 9.4 23.6 12.3 12.2 9.5 8.6 7.0 72
Import volume 3/ -26.9 6.2 29.0 11.9 8.5 6.6 8.2 8.3 8.1

Sources: Central Bank of Uruguay; and Fund staff estimates and projections.

1/ Includes secondary market transactions between residents and non-residents.
2/ Includes all liabilities to the Fund and liabilities to residents; follows respective TMU definitions.
3/ Excluding imports related to the construction of planned pulp mill projects (Botnia and ENCE).
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Table 5. Uruguay: Summary Accounts of the Banking System 1/
(In millions of US dollars)

2005 2006
2002 2003 2004 Report 06/123 Est. Report 06/123 Proj.
1. Banco Central del Uruguay
Net foreign assets -689 -52 =51 1,005 1,307 1,244 1,382
Net international reserves 2/ -1,014 -321 -164 766 1,135 995 1,176
Gross international reserves 772 2,087 2,512 3,110 3,439 3,255 3,491
Reserve liabilities 2/ -1,786 -2,407 -2,675 -2,344 -2,304 -2,260 -2,315
Other net foreign assets 325 269 113 239 172 249 206
Net domestic assets 1,123 532 652 -295 -287 -455 -505
Net credit to the public sector 1,541 2,464 2,626 2,023 1,969 1,777 1,755
Net credit to the financial system -340 2,112 -1,905 -1,879 -1,975 -1,865 -2,054
Credit to the private sector 80 71 62 56 65 46 66
Securities issued by the BCU -34 -243 -563 -667 -904 -663 -1,079
Other -124 352 431 172 558 250 808
Peso monetary liabilities 434 480 600 710 1,020 789 877
Memorandum items: 3/
Monetary base (average) 4/ 594 725 763 880 880
Monetary base (end of period) 4/ 594 714 784 866 866
NIR program definition -2,218 -1,316 -1,166 -992 -843
NDA program definition 2,811 2,030 1,950 1,858 1,709
NIR flows 1,052 243
NDA flows -852 -241
2. Public and Private Banks 5/

Net foreign assets 551 1,213 1,887 2,271 2,030 2,413 2,090
Net domestic assets 5,254 5,331 5,090 5272 5,397 5,699 5,839
Net credit to the public sector 1/ 399 219 437 345 0 222 -124
Net credit to the financial system 947 2,612 2,256 2,317 2,602 2,553 2,756
Credit to the private sector 6,319 4,726 4,307 4,527 4,533 4,892 4,996
Other -2,411 -2,226 -1,909 -1,918 -1,738 -1,968 -1,788
Liabilities to the private sector (residents) 5,805 6,544 6,977 7,543 7,426 8,112 7,930
Public banks 3,140 3,409 3,670 3,896 3,842 4,156 4,070
Local currency 339 394 520 598 682 663 727
Foreign currency 2,801 3,016 3,149 3,299 3,160 3,494 3,343
Private banks 2,666 3,135 3,307 3,647 3,584 3,956 3,860
Local currency 357 349 405 477 574 531 583
Foreign currency 2,309 2,785 2,902 3,169 3,010 3,424 3,276

3. Banking System
Net foreign assets -138 1,161 1,835 3,276 3,337 3,657 3,524
Net domestic assets 6,288 5,788 5,738 4,755 4,952 5,093 4,999
Credit to the public sector 1,940 2,684 3,063 2,369 1,970 1,999 1,631
Credit to the rest of financial system -218 -173 -165 216 470 538 419
Credit to the private sector 6,398 4,797 4,369 4,583 4,598 4,938 5,061
Other -1,831 -1,519 -1,529 -2,413 -2,086 -2,382 22,112
Broad money (M3) 6,150 6,949 7,573 8,030 8,288 8,750 8,524

Memorandum items: (Percentage chage)
Base money (average) 18 19 8 22 28 11 5
Base money (eop) 22 25 11 22 34 11 2
Currency issued 6 22 16 22 22 11 0
M-1 2 35 13 22 29 11 7
M-2 -5 17 13 17 22 11 7
M-3 16 22 -2 6 0 9 2

Sources: Central Bank of Uruguay; and Fund staff estimates and projections.

1/ Presentation used for program monitoring. May differ from presentation and definitions used in IFS.
2/ Includes all outstanding liabilities to the IMF, but excludes liabilities to resident financial institutions.

3/ Program figures for 2005 are estimated at December 2004 exchange rates, while those for 2006 are estimated at September 2005 exchange rates.

4/ Monetary base excludes from peso monetary liabilities the net government and BPS deposits with BROU, which are subject to 100 percent requirements.

5/ The Banco de la Republica Oriental de Uruguay (BROU), Banco Hipotecario de Uruguay
(BHU; mortgage institution), private banks, and cooperatives.
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Table 6. Uruguay: Vulnerability Indicators

Est. Proj.
2002 2003 2004 2005 2006
(Percent change, unless otherwise indicated)
Financial sector indicators
Broad money 213 242 -9.5 0.1 0.8
Credit to the private sector (const. exch. rate) -17.6 -23.9 -11.2 2.7 10.0
Share of nonperforming loans in total loans (in percent) 31.5 8.6 3.8 2.5
Provisions to nonperforming loans 56.2 50.8
Capital adequacy ratio (in percent) 9.6 9.2 10.9 11.2
Return on assets -25.6 -1.1 -0.2 0.7
Interbank interest rates (percent, end-of-period) 45.0 2.5 1.3 1.0
FX deposits held by residents (in percent of total deposits) 88.3 88.8 87.6 83.7 85.0
FX loans to residents (in percent of total loans) 80.4 77.6 73.3 70.0 70.0
Public debt indicators
Public sector gross debt (PSGD, in percent of GDP) 95.5 104.5 92.5 69.9 65.3
Of which: Exposed to rollover risk (in percent of total PSGD) 17.2 12.1 13.5 16.0
Exposed to exchange rate risk (in percent of total PSGD) 96.0 94.3 90.2 87.0
Exposed to interest rate risk (in percent of total PSGD) 57.0 45.5 44.6 40.0
External indicators
Merchandise exports -10.2 18.7 324 153 7.9
Merchandise imports -35.7 12.0 42.5 27.0 25.5
Merchandise terms of trade 43 2.9 -3.1 9.9 -3.0
REER appreciation (+) -20.3 -13.2 9.3 11.9
(Percent of GDP, unless otherwise indicated)
Current account balance 32 -0.5 -0.7 -2.0 -5.6
Capital and financial account balance -18.5 9.3 1.2 5.2 7.9
Of which : Net foreign direct investment 1.5 3.6 2.5 3.7 6.2
Government securities 1.4 0.0 2.0 33 3.6
Other net inflows -21.4 5.7 -33 -1.9 -2.0
Total gross external debt (ED) in percent of GDP 87.5 98.2 87.4 68.4 61.2
Of which: Short-term ED (original maturity, in percent of total ED) 12.5 6.7 7.6 4.6 5.2
ED to foreign official sector (in percent of total ED) 449 51.1 50.7 494 44.0
External interest payments (in percent of exports of GNFS) 24.5 19.2 18.0 18.2 20.5
External amortization payments (in percent of exports of GNFS) 30.5 33.1 22.8 32.8 39.8
(U.S. million, unless otherwise indicated)
Central Bank reserve liabilities 1/ 1,786 2,407 2,675 2,334 2,260
Short-term foreign assets of the banking system 3,140 4,989 5,988 6,604 6,919
Short-term foreign liabilities of the banking system 1/ 4916 4,597 4,389 4,504 4,517
Gross official reserves 772 2,087 2,512 3,438 3,865
In months of imports GNFS 3.7 9.2 8.2 8.9 8.1
In percent of short-term external debt excl. nonres FX deposits 25.1 86.8 158.0 156.7 137.5
In percent of short-term external debt plus bank NR deposits 143 45.1 61.6 76.6 74.2
In percent of short-term debt plus FX deposits 7.0 20.0 27.7 33.1 344
In percent of broad money 12.2 28.7 343 37.9 38.0
In percent of base money 175.4 4273 418.1 386.3 372.9
Banking system foreign assets as percent of short-term external debt plus
all FX deposits 2/ 3/ 46.6 56.9 68.1 74.5 71.5
Financial market indicators
Foreign currency debt rating (Moody's) 4/ B3 B3 B3 B3
Foreign currency debt rating (S&P) 4/ B- B- B B+
EMBI secondary market spread (bps, end of period) 4/ 1,228 624 388 298 214
Exchange rate (per U.S. dollar, period average) 21.6 28.2 28.6 24.4
Exchange rate (per U.S. dollar, end-of-period) 27.2 29.3 26.4 24.1

Sources: Central Bank of Uruguay; and Fund staff estimates.
1/ Includes all use of Fund credit.

2/ By remaining maturity.

3/ Excludes nonreserve assets from the BCU.

4/ As of March 6, 2006.
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Table 7. Uruguay: Public Sector Financing Outlook 2006 1/
(In millions of U.S. dollars)

Projections

Q1 Q2 Q3 Q4 Year

Public sector gross borrowing requirements 1,049 530 317 727 2,623

Of which : IMF repurchases 48 113 245 271 678

Of which : World Bank/IDB 2/ 556 77 43 65 741

Of which : Bond amortizations 232 49 60 399 741

Gross financing 1,049 530 317 727 2,623

Of which : IMF disbursements 169 124 124 124 543

Of which : World Bank/IDB 2/ 68 18 68 153 307

Of which : Bond placements 762 313 131 510 1,716

10 year maturity international issuances 657 194 16 395 1,262

Of which : Prefinancing for 2007 400

UI bonds 48 61 61 62 232

Letras 56 59 54 54 222

Of which : Short-term debt 0 38 19 0 92
Memorandum items:

Fund credit outstanding 2,175

(as a share of quota) 495

Net World Bank/IDB 2/ -488 -59 25 88 -433

Net bond placements 530 263 71 111 975

Source: Central Bank of Uruguay; and Fund staff estimates.

1/ Excludes the assumption of net liabilities from BHU in 2006.
2/ Includes official debt.
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Table 8. Uruguay: Schedule of Purchases Under the Stand-By Arrangement, 2005-08

Amount of Purchase

Availability Date SDR Percent Quota Conditions

June 8, 2005 30.65 10.0 Program approval

September 28, 2005 30.65 10.0 Completion of first review and observance of structural PCs
and end-June quantitative PCs

January 18, 2006 30.65 10.0 Completion of second review and observance of structural PCs
and end-December quantitative PCs 1/

March 27, 2006 85.82 28.0 Completion of third review and observance of structural PCs
and end-December quantitative PCs

May 31, 2006 85.82 28.0 Completion of fourth review and observance of structural PCs
and end-March quantitative PCs

August 31, 2006 85.82 28.0 Completion of fifth review and observance of structural PCs
and end-June quantitative PCs

November 30, 2006 85.82 28.0 Completion of sixth review and observance of structural PCs
and end-September quantitative PCs

February 28, 2007 67.43 22.0 Completion of seventh review and observance of structural PCs
and end-December quantitative PCs

May 31, 2007 67.43 22.0 Completion of eighth review and observance of structural PCs
and end-March quantitative PCs

August 31, 2007 67.43 22.0 Completion of ninth review and observance of structural PCs
and end-June quantitative PCs

November 30, 2007 67.43 22.0 Completion of tenth review and observance of structural PCs
and end-September quantitative PCs

February 28, 2008 30.65 10.0 Completion of eleventh review and observance of structural PCs
and end-December quantitative PCs

May 31, 2008 30.65 10.0 Completion of twelfth review and observance of structural PCs
and end-March quantitative PCs

Total access 766.25

Percent of quota 250.0

Source: Fund staff estimates.
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Table 9. Uruguay: Projected Payments to the Fund

and Capacity to Repay
2003 2004 2005 2006 2007 2008 2009 2010
Fund disbursements (existing and prospective) (In SDR miltion)

Principal disbursements 364.2 372.8 201.1 373.9 269.7 61.3 0.0 0.0
Existing 364.2 372.8 201.1 30.7 0.0 0.0 0.0 0.0
Prospective 0.0 0.0 0.0 3433 269.7 61.3 0.0 0.0

Fund repurchases and charges (existing and prospective)

Principal (repurchases) 1/ 57.1 270.3 317.3 467.9 540.9 3323 3104 274.2
On existing purchases 57.1 270.3 317.3 467.9 540.9 3323 246.0 52.0
On prospective purchases 0.0 0.0 0.0 0.0 0.0 0.0 64.4 222.2

Charges and interest 2/ 45.9 64.0 77.9 91.2 78.3 62.1 44.2 27.7
On existing purchases 45.9 64.0 77.9 86.0 49.9 24.7 109 2.4
On prospective purchases 0.0 0.0 0.0 5.1 28.4 37.3 333 25.4

Total payments to Fund 1/ 103.0 334.4 395.2 559.0 619.2 3943 354.6 301.9
In millions of U.S. dollars 144.3 495.2 584.0 800.8 887.7 565.8 508.8 4329
In percent of exports of goods and NFS 4.7 12.4 12.4 15.8 16.2 9.5 8.0 6.4
In percent of GDP 1.3 3.7 35 4.2 4.4 2.7 2.3 1.8
In percent of quota 33.6 109.1 128.9 182.4 202.0 128.7 115.7 98.5
In percent of overall external debt service 8.9 30.2 24.4 26.2 35.7 25.4 232 17.5
In percent of gross reserves 6.9 19.7 17.0 20.7 22.1 13.6 11.6 9.5

Fund credit outstanding (End-of-period)
In millions of SDRs 1,625.9 1,728.4 1,612.2 1,518.2 1,247.1 976.1 665.7 391.6
In millions of U.S. dollars 2,385.9 2,662.3 2,307.5 2,175.7 1,788.6 1,400.7 955.0 561.3
In percent of exports of goods and NFS 77.4 66.4 49.0 42.9 32.6 23.6 15.0 8.3
In percent of GDP 21.3 20.1 13.8 11.5 8.9 6.6 43 2.4
In percent of quota 530.5 563.9 526.0 495.3 406.9 318.5 217.2 127.8
In percent of public sector external debt 25.0 26.1 22.6 21.0 17.4 13.8 9.5 5.7
In percent of overall external debt 21.7 23.0 20.2 18.8 15.5 12.3 8.5 5.0
In percent of gross reserves 1143 106.0 67.1 56.3 44.6 33.6 21.8 123
Memorandum items: (In millions of U.S. dollars unless otherwise noted)
Exports of goods and NFS 3,084 4,008 4,705 5,076 5,480 5,926 6,349 6,802
Quota (millions of SDRs) 306.5 306.5 306.5 306.5 306.5 306.5 306.5 306.5
GDP 11,211 13,267 16,724 18,913 20,081 21,208 22,252 23,424
U.S. dollar per SDR, e.o.p. 1.47 1.54 1.43 1.43 1.43 1.43 1.43 1.43
U.S. dollar per SDR, average 1.40 1.48 1.48 1.43 1.43 1.43 1.43 1.43
Public sector debt 11,705 12,272 11,696 12,354 12,455 12,532 12,585 12,649
Public sector external debt 3/ 9,557 10,206 10,225 10,344 10,291 10,166 10,065 9,900
Overall external debt service 1,614 1,638 2,397 3,062 2,490 2,228 2,189 2,481
Overall external debt 11,012 11,594 11,447 11,566 11,513 11,388 11,287 11,122
Gross foreign reserves 2,087 2,512 3,438 3,865 4,015 4,165 4,375 4,576

Sources: Finance Department; and Fund staff estimates and projections.

1/ Projections on obligations basis.

2/ Includes charges for GRA credit outstanding and other charges (for example, SDR charges). Projections are based on the end-Jaunary 2006 basic
rate of charge in the GRA of 4.37 percent plus burden-sharing of 18 basis points.

3/ Excluding public commercial banks.
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Table 1. Uruguay: Public Sector Debt Sustainability 1/

APPENDIX I

Est. Projections
2001 2002 2003 2004 2005 2006 2007 2008 2009 2010 2011 2012
A. Assumptions
Real GDP growth (percent) -3.4 -11.0 22 123 6.0 4.0 35 3.0 3.0 3.0 3.0 3.0
Interest rate spread (bps) 284 1400 900 600 387 300 300 300 300 300 300 300
Real U.S. dollar exchange rate (avg.) (change in percent) -13.7 -11.0 -22.1 -0.2 12.6 6.9 1.0 0.7 0.2 0.0 0.0 0.0
Primary balance: Consolidated public sector -1.2 0.0 2.7 3.8 3.8 3.7 4.0 4.0 4.0 4.0 4.0 4.0
Non-financial public sector -1.0 0.2 2.9 4.0 4.0 39 4.2 4.2 4.2 4.2 4.2 4.2
BCU 2/ -0.2 -0.2 -0.2 -0.2 -0.2 -0.2 -0.2 -0.2 -0.2 -0.2 -0.2 -0.2
Overall Balance: Consolidated public sector -4.1 -4.6 -3.2 =22 -0.8 -1.1 -0.6 -0.5 -0.4 -0.4 -0.4 -0.4
Non-financial public sector -3.8 -4.3 -2.9 -1.2 -0.6 -0.8 -0.3 -0.2 -0.1 -0.1 -0.1 -0.1
BCU 2/ -0.3 -0.3 -0.4 -1.0 -0.2 -0.3 -0.3 -0.3 -0.3 -0.3 -0.3 -0.3
B. Debt Dynamics (in percent of GDP)
Gross non-financial public sector debt 46 96 104 92 70 65 62 59 57 54 51 49
of which:
Contribution from REER (cum since 2005) 0 4 5 5 5 5 5 4
Contribution from Growth (cum since 2005) 0 4 8 11 14 17 20 23
C. Cash Flow (in millions of U.S. dollars)
Gross borrowing needs 1210 3209 1251 2504 2588 2973 1777 1504 1496 1802 2082 1388
Augmented public sector deficit 707 2524 324 161 95 569 65 45 27 42 30 40
Public sector deficit 707 526 324 161 95 149 55 36 17 34 23 34
Bank assistance 3/ 0 1998 0 0 0 420 10 10 10 8 7 6
Buildup in free reserves at the central bank -7 -364 6 631 633 100 100 100 100 100 100 100
Amortization 510 1049 921 1711 1859 2303 1611 1359 1369 1660 1952 1248
Long-term bonds and inflation-indexed bonds 403 349 221 29 289 631 129 186 184 488 836 348
Letras (2 years) 422 110 280 222 250 250 250 250
Peso bonds (short-term) 0 209 209 637 127 45 57 50 50 50 50 50
Commercial bank loans 0 214 217 307 89 69 99 114 128 149 90 94
Supplier credits 0 0 0 0 42 30 31 33 28 31 28 24
IDB/WB and other official debt 97 205 234 339 411 741 240 276 284 298 317 317
IMF 10 72 40 400 480 678 775 477 445 393 380 165
Gross Financing 3/ 1209 3209 1251 2504 2588 2973 1777 1504 1496 1802 2082 1388
Long-term bonds (external) 1292 143 405 371 1091 1262 242 454 507 809 1091 411
Inflation-indexed instruments 318 232 250 250 250 250 250 250
Letras (2 years) 310 222 250 250 250 250 250 250
Peso bonds (short-term) -15 677 637 544 92 57 50 50 50 50 50 50
Commercial bank 33 -16 -475 365 19 -55 99 114 128 149 90 94
Use of deposits 26 221 -543 200 -103 124 0 0 0 0 0 0
Loans 7 5 68 165 122 69 99 114 128 149 90 94
IDB/WB and other official debt 198 789 461 366 370 307 468 265 284 263 323 309
IMF 0 1603 484 552 297 543 387 88 0 0 0 0
Central bank credit (net) (net of IMF disbursements) 0 0 0 0 0 0 0 0 0 0 0 0
Other inflows (net) 4/ -299 13 -261 307 91 404 31 33 28 31 28 24
Residual financing needs 0 0 0 0 0 0 0 0 0 0 0 0
D. Other Indicators

Total debt service (in percent of GDP) 5.6 13.1 14.0 18.1 15.6 16.9 12.6 10.9 10.5 11.5 12.2 9.2
Average interest rate (in percent) 12.6 5.5 5.7 6.6 6.3 7.5 7.4 7.6 7.7 8.2 8.5 9.0

Memorandum items:
GDP (millions of dollars) 18,561 12,089 11,211 13,267 16,724 18,913 20,081 21,208 22,252 23,424 24,759 26,071
Nominal debt (millions of dollars) 8,538 11,551 11,705 12,272 11,696 12,354 12,455 12,532 12,585 12,649 12,702 12,765
Commerical bond placements (net) (millions of dollars) 889 -207 184 342 1,008 975 333 545 573 571 505 312
World Bank/IDB (net) 49 -398 240 -3 6 -29 12 -3
Rollover of Fund obligations (in percent) 62 80 50 18 0 0 0 0
Fund credit outstanding (millions of dollars) 145 1,754 2,386 2,662 2,308 2,175 1,788 1,401 955 562 181 16
Fund credit outstanding (in percent of GDP) 0.8 145 21.3 20.1 13.8 115 8.9 6.6 43 24 0.7 0.1
Fund credit outstanding (as a share of quota) 0.5 5.5 530.5 563.9 526.0 495.3 406.9 318.5 217.2 127.8 41.3 3.8

Sources: Ministry of Finance, Banco Central del Uruguay, and Fund staff estimates.

1/ Net of free reserves and monetary policy instruments.

2/ This does not reflect the planned strengthening of the BCU finances (SB for August 2006) yet.

The overall fiscal position will not be affected as interest costs of the central bank would be shifted to the government.

3/ Includes in 2006 the funding of the deposit insurance scheme of US$60 million and assumption of the BHU liabilities of US$350 million (net),

of which US$990 million are in form of liabilities and US$640 in form of financial assets (assumed recovery rate of 64 percent).

4/ In 2006: assumption of BHU financial obligations and cancellation of BHU deposits.
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Figure 1. Uruguay: Public Debt Sustainability: Bound Tests 1/
(Public debt in percent of GDP)

Baseline and historical scenarios Interest rate shock (in percent)
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Sources: International Monetary Fund, Country desk data, and staff estimates.

1/ Shaded areas represent actual data.Individual shocks are permanent one-half standard deviation shocks.
Figures in the boxes represent average projections for the respective variables in the baseline and scenario being
presented. Ten-year historical average for the variable is also shown.

2/ Permanent 1/4 standard deviation shocks applied to real interest rate, growth rate, and primary balance.

3/ One-time real depreciation of 30 percent and 10 percent of GDP shock to contingent liabilities occur in 2006
with real depreciation defined as nominal depreciation (measured by percentage fall in dollar value of local
currency) minus domestic inflation (based on GDP deflator).
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Figure 2. Uruguay: External Debt Sustainability: Bound Tests 1/
(External debt in percent of GDP)

Baseline and historical scenarios Interest rate shock (in percent)
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Sources: International Monetary Fund, Country desk data, and staff estimates.

1/ Shaded areas represent actual data. Individual shocks are permanent one-half standard deviation
shocks. Figures in the boxes represent average projections for the respective variables in the
baseline and scenario being presented. Ten-year historical average for the variable is also shown.
2/ Permanent 1/4 standard deviation shocks applied to real interest rate, growth rate, and current
account balance.

3/ One-time real depreciation of 30 percent occurs in 2007.
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FUND RELATIONS

(As of January 31, 20006)
Membership Status: Joined March 11, 1946; Article VIII

I. FINANCIAL RELATIONS

General Resources Account: In millions In percent
of SDRs of Quota

Quota 306.50 100.0
Fund holdings of currency 1,915.77 625.05
Reserve position 0.0 0.0
SDR Department: In millions Percent of
of SDRs Allocation

Net cumulative allocation 49.98 100.0
Holdings 24.30 48.62
Outstanding Purchases and Loans: In millions In percent
of SDRs of quota

Stand-By Arrangements 1,609.26 525.04
Financial Arrangements: SDR Millions
Approval Expiration =~ Amount Amount

Type Date Date Approved Drawn
Stand-By 6/08/05 6/08/08 766.25 91.95
Stand-By 4/01/02 3/31/05  1,988.50 1,988.50

Of which: SRF 6/25/02 8/08/02 128.70  128.70
Stand-By 5/31/00 3/31/02 150.00  150.00
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Projected Payments to Fund (Obligation basis): ' (SDR millions; based on existing
use of resources and present holdings of SDRs):

Forthcoming
2006 2007 2008 2009 2010

Principal 43433 540.86 332.27 246.02 51.96
Charges/interest 86.04 4991 2473 10.89 2.37
Total 520.37 590.77 357.00 256.91 54.32

Projected Payments to Fund (Expectation basis): (SDR millions; based on existing
use of resources and present holdings of SDRs):

Forthcoming
2006 2007 2008 2009 2010

Principal 434.33 873.13 246.02 51.96 3.83
Charges/interest ~86.04 4351 11.14 2.36_0.89
Total 520.37 916.64 257.16 54.32 4.72

I1. NONFINANCIAL RELATIONS

Safeguards Assessment: The authorities have already implemented many of the
recommendations from the safeguards assessment conducted under the current SBA,
completed in September 2005. In particular, (i) Uruguay's total obligations to the Fund
are now included in the BCU's financial statements; (ii) data submitted to the Fund is
periodically reviewed for consistency with the Technical Memorandum of
Understanding; and (iii) the criteria for the selection and appointment of the BCU's
external audit firm have been amended in line with the safeguards recommendation

Exchange Rate Arrangement: The currency is the Uruguayan peso (Ur$). Uruguay has
followed an independently floating exchange rate regime since July 29, 2002. On

March 13, 2005, buying and selling interbank rates for the U.S. dollar, the intervention
currency, were Ur$24.25 and Ur$24.30, respectively. Uruguay’s exchange system is
free of restrictions on payments and transfers for current international transactions.

"Except for 2006, this schedule is not the currently applicable schedule of payments to the
IMF. Rather, the schedule presents all payments to the IMF under the illustrative assumption
that repayment expectations would be extended to their respective obligation dates by the IMF
Executive Board upon request of the debtor country.
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Article IV Consultation: The 2003 Article IV consultation was concluded by the
Executive Board on July 11 (Country Report No. 03/247). Uruguay is on the standard
consultation cycle governed by the provisions approved by the Executive Board on
July 15, 2002. The next Article IV discussions will be held in June 2006, together with
the FSAP (see below).

Ex Post Assessment: The Ex Post Assessment of Longer-Term Program Engagement
was considered by the Executive Board on March 18, 2005 (Country Report 05/202).

FSAP participation and ROSCs: The FSAP exercise was conducted over two
missions (October 2005 and January 2006), completing an earlier exercise that was
started in November 2001, but was subsequently suspended on account of the financial
crisis in 2002. The ROSC-module on fiscal transparency was published on

March 5, 2001. A ROSC-module on data dissemination practices was published on
October 18, 2001.

Technical Assistance: Technical assistance on tax, customs, and social security
administration was provided by FAD in March 2006, June 2005, and July 2003, on tax
policy in October 2005 and May 2003, and on public financial management in

March 2005. In April 2003, STA provided technical assistance on adequate recording of
loans funded by the FSBS. MFD has been providing substantial and continuous
technical assistance since 2002 in the resolution of intervened banks, the restructuring of
the public bank BROU, and recently on BHU, and in July 2005 jointly with ICM on
debt management.

Resident Representative: Mr. Gaston Gelos.
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RELATIONS WITH THE WORLD BANK GROUP
(As of March 2, 2006)

The World Bank Board of Executive Directors approved a new Country Assistance Strategy
(CAS) on June 9, 2005. The CAS envisages a base case scenario of up to US$800 million in
new lending over the period FY05-10. The lending program will be modulated on the strength
of the Government’s program and its ability to implement it, as well as the evolution in the
country’s creditworthiness.

The Bank’s strategy in the new CAS is anchored around a series of programmatic
development loans that are expected to be multi-sectoral in focus and support the Government
in key policy areas including public sector management, financial sector reform, and reform of
social programs. The CAS also proposes to rebuild the investment portfolio with new
operations planned to support priority investments in infrastructure, social programs and
innovation. Two investment operations for Integrated Natural Resources and Transport
Infrastructure and Rural Access, in the amount of US$30 million and US$70 million
respectively were approved by the Board on June 9, 2005 together with the CAS.

The previous Country CAS was approved on May 5, 2000 and a CAS Progress Report on
July 25, 2002. Following the 2002 crisis, the Bank increased its financial support, shifting to a
high case lending scenario of US$550 million for fiscal years 2002—04, concentrated in
adjustment lending. A Structural Adjustment Loan (SAL I) and a Special Structural
Adjustment Loan (SSAL I) were approved with the CAS Progress Report, totaling

US$303 million, to assist Uruguay in addressing structural weaknesses and in managing the
economic crisis. On April 8, 2003, another structural adjustment package (SAL II and SSAL
IT) was approved totaling US$252.5 million, focusing on improving public services and human
development policies. Progress in implementation of SAL I and SSAL I has been satisfactory,
and the last tranches in an aggregate amount of US$100 million (US$50 million of SAL I and
USS$50 million of SSAL I) were released in October 2004.

In the context of the new CAS, the Government has reaffirmed its commitment to the
objectives of SAL II taking into account the results of the 2003 referenda on petroleum
products and water. With regard to SSAL II, the objectives of the program have been achieved
and, with the immediate crisis over and the beginning of a new CAS period, the outstanding
second and third tranches of this operation have been cancelled at the Government’s request.
The social reform agenda continues to be supported by a new development policy loan
(DPL1), approved by the Board of Executive Directors together with the CAS on

June 9, 2005. The DPL1 in an amount of US$75 million supports reform progress in social
policies over the last two years, as well as early but important measures that the new
Government has taken with respect to health, education and social protection. The DPL1 has
been fully disbursed.
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The current investment portfolio comprises eight projects totaling US$389.5 million in
commitments, with an undisbursed amount of US$158.4 million as of December 31, 2005.
The performance of the investment portfolio has improved significantly in CY04 and CYO05,
with disbursements for investment operations aggregating to US$43.8 million and US$ 58.6
million respectively. This is a reflection of the substantially improved economic situation, as
well closer portfolio monitoring, with portfolio performance reviews being conducted every

six months.
FINANCIAL RELATIONS WITH THE WORLD BANK GROUP
(In millions of U.S. dollars)
Commitments
(Net of Undisbursed
Cancellations) Disbursements  Amount
I. IBRD Operations (as of December 31, 2005)
Agriculture 48.5 17.4 31.1
Central Government and Administration 151.5 51.5 100.0
Telecommunication 6.0 1.6 4.4
Education 42.0 14.3 27.7
Power 125.0 111.7 13.3
Transportation 141.0 66.7 74.3
Water Supply 27.0 19.4 7.6
Total 541.0 282.6 258.4
I1. IFC Operations (as of December 31, 2005)
Loans Equity Quasi Participation
Held 18.86 0.21 10.00 0.0
Disbursed 18.86 0.19 10.00 0.0
I11. IBRD Loan Transactions (calendar year)
1996 1997 1998 1999 2000 2001 2002 2003 2004 2005
Disbursements 38.7 504 1439 663 1342 64.7 2335 974 1438 134.0
Repayments 69.9 67.9 64.1 63.2 579 72.5 753  78.2 80.2 103.6
Net Lending -31.2 -175 79.8 3.1 76.3 -7.8 158.2 19.2 63.6 304




-40 - APPENDIX IV

RELATIONS WITH THE INTER-AMERICAN DEVELOPMENT BANK
(As of February 28, 2005)

The Inter-American Development Bank (IDB) is currently preparing a new Country Strategy
for Uruguay for 2005-2009. The strategy supports the newly elected Government’s policy,
which seeks to consolidate growth and improve the population’s social welfare. The new
Bank strategy will focus on the following priority areas: (i) improving public sector
management, to increase its efficiency and efficacy, while supporting fiscal and debt
sustainability; (i1) enhancing regional and international competitiveness of domestic output
and encouraging private investment in order to promote sustainable growth; and

(ii1) reducing poverty and increasing social inclusion. The IDB Board of Executive Directors
is expected to approve the Country Strategy in March 2006.

The Bank’s new strategy proposes a likely lending scenario of about US$950 million for the
five-year period 2005-2009, which together with a normal implementation of the loan
portfolio, mainly investment projects, will allow for the net lending flows to remain
relatively neutral. The lending program for 2005-2006 and a tentative program for the later
years—2007-2009—was agreed with the new authorities during the Bank’s Programming
Mission on August 22, 2005. This program includes lending to support the Government in
the key policy areas of the social sectors, competitiveness and public sector management. To
this end, a social sector loan for US$250 million was approved on August 3, 2005, to support
the development and implementation of Government’s social policy aimed at reducing
poverty, improving the human resource base among the poor, and strengthening the sector’s
institutional framework. A sectoral program to improve competitiveness for US$100 million
is under preparation with approval expected in 2006. Within the public sector management
area, a three-year programmatic loan, to support improvements in tax administration and
public sector management, is under preparation, with expected approval in 2006; the
estimated financing for the first year amounts to US$50 million while for the next two years
the amount is to be determined. The lending program also includes investment projects with
new operations planned in support of transport infrastructure, sanitation in Montevideo and
social programs such as a neighborhood improvement programs. During 2005 a loan for a
program to support the productivity and development of new livestock products, for
US$15.8 million, was approved in July and financing in support of the debt management
unit, for US$2.5 million, was approved in November.

As of February 27, 2006 the Bank’s current portfolio in Uruguay includes loans for the
financing of 15 investment projects; and two sector loans, for strengthening the banking
sector and for the social sectors. The lending portfolio amounts to US$1,188.6 million, of
which US$526.4 million are pending disbursement. Portfolio performance was affected by
the Government’s fiscal constraint, which entailed cuts in budgetary allocations to levels
below the required amounts in order to maintain a normal pace of project implementation. A
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main challenge ahead will be to increase the pace of project execution while setting the stage
for a normal implementation of the new projects.

FINANCIAL RELATIONS WITH THE INTER-AMERICAN DEVELOPMENT BANK
(In millions of U.S. dollars)

Total outstanding loans: US$1,852.9"

Loan transactions:

1999 2000 2001 2002 2003 2004 2005°

Disbursements 358.5 162.9 214.2 558.6 367.2 53.1 2423
Amortization 57.0 59.4 60.7 73.1 103.7 113.3 220.0
Net Loan Flows 301.5 103.5 153.5 485.5 263.6 -60.2 22.3

Source: Inter-American Development Bank.

"IDB, as of February 27, 2006
2 IDB, as of December 31, 2005
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March 13, 2006
Dear Mr. de Rato:

Performance under our program remains strong, with robust growth and low inflation. Both
the primary fiscal balance and the overall balance exceeded the 2005 program objectives.
Improved capital market access and buoyant exports have allowed Uruguay to significantly
strengthen its official reserve position. Preliminary data suggest that all the end-2005
quantitative performance criteria (PCs) were met, some with large margins. Final data will be
available before the Board meeting. Our structural reform agenda is progressing well: we
have adopted a plan for the restructuring of the housing bank BHU, and we will submit a
comprehensive tax reform to Congress by March 20 consistent with the program. We have
also been advancing in other key reforms for 2006, including in the pension, tax
administration, and financial sector areas. The growth commission is about to publish its
recommendations, which will be a focus of the next review.

In light of this strong performance and in support the program objectives, we request: (i)
completion of the Third Review under the SBA and purchase of SDR 85.82 million; (ii)
modification of the 2006 fiscal PCs (primary balance, non-interest expenditure and debt) to
accommodate critical public investment financed through privatization proceeds; (iii) waiver
of nonobservance of the tax reform PC (to be submitted with a slight delay in March as a
prior action for this review); (iv) modification of the end-June tax reform PC to move the
approval date to end-October to accommodate expected bottlenecks in the congressional
agenda; and (v) establishment of two structural performance criteria in banking sector
restructuring. We have updated our economic and policy targets for 2006, as described in
detail in the attached supplementary Memorandum of Economic and Financial Policies. The
next review under the arrangement will be completed by June 2006. It will assess overall
performance under the program and observance of the associated performance criteria and
benchmarks (Tables 1 and 2). Should the external position turn out significantly stronger than
we currently anticipate, we will consider reducing the net use of Fund resources by treating
the arrangement as precautionary in the future or making advanced repurchases.

As usual, we will maintain a close policy dialogue with the Fund and stand ready to take
additional measures as appropriate to ensure the achievement of the program's objectives.

Sincerely yours,

/s/ /s/
Walter Cancela Danilo Astori
President Minister of Economy and Finance
Central Bank of Uruguay Oriental Republic of Uruguay

Attachments:
Supplementary Memorandum of Economic and Financial Policies
Technical Memorandum of Understanding
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SUPPLEMENTARY MEMORANDUM OF ECONOMIC AND FINANCIAL POLICIES'

Recent developments

1. Economic performance remains strong. Growth in 2005 is likely to have exceeded the
6 percent target, led by strong consumption and exports. Inflation has increased to

6.6 percent in February 2006, and it is now within the central bank’s (BCU) target range for
March (5-7 percent). The 2005 fiscal primary surplus reached 3.8 percent of GDP and the
overall deficit fell below 1 percent of GDP, both better than programmed. All quantitative
performance criteria (PCs) for end-2005 are expected to have been met, some with large
margins, and the end-March 2006 PCs are well within reach. While the indicative end-
December base money target was exceeded, this was the result of temporary liquidity needs.

2. Near-term vulnerabilities have declined with a significant strengthening of the
international reserve position, reflecting buoyant exports and improved capital market access.
Taking advantage of appreciation of pressures on the peso, the BCU has also intervened in
the foreign exchange market. Medium-term vulnerabilities, however, remain high, with the
still high public debt, mainly in foreign currency and at floating rate, and large public
financing needs (averaging 8 percent of GDP) over the next three years.

Fiscal policies

3. Achieving debt sustainability through continued fiscal consolidation and sustained
growth remains at the core of our program. During July 2006—June 2007 we intend to
undertake additional and carefully selected one-time investment outlays, to catalyze much
larger private investment in key infrastructure bottlenecks and foster higher growth. This
could temporarily reduce the primary surplus slightly (by up to about a 4 percent of GDP),
but would be fully financed by non-debt creating flows (i.e. privatization proceeds from the
sale of NBC). The government will adequately share the risks in these projects with private
partners and record any government guarantees (which are not expected to be issued) or
fiscal contingencies in the fiscal accounts. Moreover, they are required to have a positive
fiscal impact in the short term (through higher revenues or lower recurrent spending) and
result in productivity gains for the economy and lasting infrastructure improvements. Projects
identified so far include investments in the railroad system (to facilitate exports of the
forestry sector) and dredging of the port of Montevideo.

4. Our 2006 fiscal program targets an increase in revenues of about one percent of GDP
to ensure both appropriate spending in priority areas (including the social emergency plan)
and meeting the primary surplus target. We are therefore pressing ahead with administrative
reforms, expected to yield at least 4 percent of GDP this year (see below). The remaining

2 percent of GDP in additional revenue would come from an improvement in the current

' This memorandum supplements the Memorandum of Economic and Financial Policies
(MEFP) of May 24 and its supplements of September 14 and December 27, 2005.
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primary surplus of public enterprises as a result of the recovery from the drought in 2005,
lower transfers to the central government, and adjusting tariffs to maintain appropriate
margins and reflect cost developments.

5. We will closely monitor fiscal developments, execute expenditure cautiously, and
stand ready to take measures as needed to ensure meeting the 2006 program targets. We
reiterate our commitment to save any overperformance toward achieving the medium-term
primary surplus target of 4 percent of GDP as soon as possible.

Structural fiscal reforms and debt management

6. Tax reform. We are about to submit to congress a comprehensive tax reform (with a
slight delay with respect to the end-February performance criterion). While we are now
envisaging congressional approval by October, instead of June, we will work in parallel to
advance the preparation of implementing regulations and procedures to ensure that the
reform becomes effective in January 2007. The draft bill is broadly in line with the proposal
presented to the public last year, which aims at improving the system’s equity and efficiency,
including by: (i) introducing a personal income tax; (ii) revamping the corporate income tax;
(ii1) lowering VAT rates and broadening its base; (iv) eliminating sectoral exemptions and
unifying rates for employers’ social security contributions; and (v) streamlining the number
of taxes. The proposal is designed to be at least revenue neutral, and envisages now a more
gradual VAT rate reduction so as to safeguard the fiscal targets.

7. Revenue administration. We are pressing ahead with the reforms launched in 2005,
including by ensuring an adequate cadre of human resources. The social security agency
(BPS) is making good progress with its action plan. Work of the customs reform task group
is on schedule to have a comprehensive reform plan by August 2006.

8. Budget process. We have established a committee to steer reforms in this area. The
committee is preparing a comprehensive reform plan (structural benchmark for August
2006), including the preparation of a draft organic budget law to unify the framework
regulating the formulation, coverage, classification, execution, control, and transparency of
the budget process.

0. Debt management. While a detailed debt strategy will be prepared by the newly
established debt management unit at the MEF, we have already started to improve the debt
profile, including by replacing more expensive IDB/World Bank debt coming due next year
by cheaper long-term market financing.

Monetary and exchange rate policies

10.  We have maintained our monetary framework by targeting preannounced one-year-
ahead inflation objectives within a flexible exchange rate regime, and remain committed to a
4264 percent inflation in 2006. As part of our gradual move toward a full-fledged inflation
regime, we recently modified our public communication strategy by replacing
announcements of quarterly base money target ranges by indicative one-year M1 targets.
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Since last December’s announcement of the end-2006 target for M1 growth of 12.3 percent
(in line with aggregate demand), inflationary pressures may have somewhat increased. While
it is too early to assess whether the balance of risks has fundamentally shifted, we have
begun to reassess policies and, in the interim, we maintain the program’s more conservative
indicative 2006 monetary targets. We will continue to monitor monetary and price
developments closely and stand ready to adjust the monetary stance to attain our inflation
objective. To continue to advance toward full-fledged inflation targeting, we are requesting
TA from the Fund to improve our forecasting and policy analysis models.

11. Continued foreign exchange purchases by the BCU, and a recent US$500 million
bond issue have contributed to a significant strengthening in our reserve position. While this
also led temporarily to a relatively constant exchange rate with respect to the US dollar, it has
since moved in line with market conditions, and consistent with our commitment to a flexible
exchange rate. Nevertheless, with our reserve position still relatively low compared with
other dollarized economies, we will continue to take advantage of favorable conditions to
further build reserves, including through additional purchases in the foreign exchange
market, while sterilizing their monetary impact. We will make sure that this remains
consistent with our inflation objective.

Central bank and financial sector reforms

12.  Housing bank BHU. We have adopted an action plan that envisages a fully
capitalized and commercially run housing bank. Key steps include: (i) shifting
nonperforming loans and their management responsibility to a fiduciary trust and adequately
capitalizing the bank (new PC for end-August 2006); and (ii) transferring the remaining
nonperforming assets in BHU and their management responsibility to a fiduciary trust and
review the regulatory framework, and adopt changes if needed, to ensure that BHU limits its
activities to residential mortgage lending on a commercial basis. We also plan to have the
restructuring plan implemented by year’s end, with BHU meeting all prudential limits and
having a plan in place that demonstrates its ability to generate profits and a positive cash
flows going forward (new PC for end-November 2006). In the interim, BHU will not resume
its lending, unless the Superintendency for Banking Supervision concludes that sufficient
progress has been made in implementing its restructuring that such lending does not pose a
risk to the safety and soundness of the institution. BHU will continue to service the note to
BROU on schedule, and if necessary, the government will honor its guarantee.

13. COFAC. Following large deposit withdrawals, this small cooperative was intervened
in early 2006, but without any negative impact on the rest of the financial system. Since then,
we have made significant progress, and announced that we will fully pay out insured deposits
in early March. We have also retained a firm to find a possible buyer in the near future, and
should a sale not materialize in the weeks ahead, we will follow the procedures foreseen by
our legal and normative framework. In any case, we will not involve any government
guarantees or public funds.
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Improving the investment climate and competitiveness

14. The reform agenda prepared by the tripartite growth commission is expected to be
published at end-March (structural benchmark). Proposals include, inter alia, measures to
increase competition, enhance corporate transparency, improve bankruptcy legislation,
strengthen the working of the judiciary system, simplify the tax and investment promotion
regimes, improve public infrastructure and efficiency of public enterprises, and reduce red
tape and the regulatory burden. Our program already contemplates measures in several of
these areas, including through the tax reform, and new competition and bankruptcy laws. In
addition, and as a focus of the next review, we will incorporate additional measures to
improve investment climate into the program conditionality.

Program financing and safeguards

15. With a substantial amount of the 2006 capital market financing already secured, the
2006 financing is well in hand. We have advanced repayments to the World Bank and IDB of
some US$400 million for 2006-07 and plan to continue to take advantage of market
conditions to lock in the favorable terms in view of our large medium-term financing needs.
We also expect significant new disbursements from the World Bank and IDB (about US$300
million) this year, and are firmly committed to implement associated reforms to ensure
timely disbursements.
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TECHNICAL MEMORANDUM OF UNDERSTANDING

This memorandum presents the definitions of the variables included in the performance
criteria and indicative targets and some structural performance criteria for the year 2006
annexed to the Memorandum of Economic and Financial Policies.

A. Quantitative Performance Criteria and Indicative Targets

1. Cumulative floor on the overall balance of the combined public sector (indicative
target). The combined public sector comprises the non-financial public sector (NFPS) and
the Central Bank (BCU). The NFPS comprises the central government,' the social security
system (Banco de Prevision Social, Caja Militar, and Caja Policial), the local governments
(Intendencias), the public enterprises (AFE, ANCAP, ANCO, ANP, ANTEL, INC, OSE, and
UTE (including Salto Grande)). The below-the-line overall balance will be measured as the
negative of the sum of: (a) the net financing of the NFPS? minus (b) the operating balance of
the BCU.

(a) The net financing of the NFPS would include the sum of: (i) increase in net
claims of the domestic financial system on the NFPS (excluding government bonds
and treasury bills); (ii) the increase in the net amount of NFPS bonds and treasury
bills held outside the NFPS (excluding any debt issued for the capitalization of BCU
and debt issued to finance the capitalization of the deposit insurance scheme up to a
limit of US$20 million); plus (iii) external bank loans and external® supplier credits to
the NFPS; plus (iv) the net increase in liabilities arising from the forward sale of
NFPS assets; plus (v) the increase in net non-bank loans;* minus (vi) the net increase

! This includes the funds managed directly in the ministries (Fondos de Libre
Disponibilidad).

? Excluding any cash outlays related to government guarantees (principal plus interest) on the
BHU and BROU’s fiduciary trusts notes; change in net debt associated with the assumption
of financial liabilities of BHU and its recapitalization as part of its restructuring, and any cash
inflows related to loan recoveries and sale of assets which were transferred from BHU to the
government as the beneficiary in the restructuring; and the change in the net debt associated
with the final outcome of the litigation/arbitration with the former shareholders of Banco
Comerecial.

3 Based on the residency principle.

* Nonbank loans are defined in accordance with point No. 9 (a) (i) of the Fund’s Guidelines
on Performance Criteria with Respect to Foreign Debt (Decision No. 6230-(79/140,

August 3, 1979), as amended in 2000, but exclude those instruments listed in paragraph 1 (a)
(1), (i1), (ii1) and (iv) of this memorandum, and cover loans of the central government and
public enterprises only.
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of NFPS financial assets held by the NFPS outside the domestic financial system
(including the loan component of the deposit insurance scheme); plus (vii) gross
revenues from the sale of public assets (net of associated fees and commissions); plus
(viii) all upfront payments related to future concessions (including the sale of mobile
phone licenses); plus (ix) recoveries of financial assistance provided to the banking
system.

(b) The operating balance of the BCU is defined as interest earnings on gross
international reserves, as defined below, and other earnings including those on other
foreign and domestic assets minus operating expenses, commissions paid, and interest
paid on domestic and foreign debt administered by the BCU.

. The floor on the overall balance of the combined public sector will be adjusted
downward for capital expenditure on identified projects in the period July 2006-June
2007.° The downward adjustment will be limited to the amount of gross revenues (net
of any associated fees and commissions) from the sale of NBC (up to a limit of
Ur$1,200 million)

2. Cumulative floor on the primary balance of the combined public sector. The
combined public sector primary balance will be calculated as the overall balance measured
from below the line plus interest payments. Interest payments are defined to exclude
commissions and fees.

. The floor on the primary balance of the combined public sector will be adjusted
downward (higher deficit) for capital expenditure on identified projects in the period
July 2006-June 2007.The downward adjustment will be limited to the amount of
gross revenues (net of any associated fees and commissions) from the sale of NBC
(up to a limit of Ur$1,200 million).

3. Cumulative floor on the extended primary balance of the combined public
sector. The combined public sector extended primary balance will be calculated as the
primary balance of the combined public sector defined in paragraph 2 minus the change in
the stock of floating debt of the central government. Floating debt of the central government
is defined as expenditures from: the general treasury account (“Rentas Generales”), “Rentas
de Afectacion Especifica”, payment obligations with domestic suppliers for which external
and domestic debt has been earmarked, investment funds of the Ministry of Transportation
and Public Works, and own funds from agencies outside the budget (Casinos). It includes
debt registered in the integrated information system (SIIF), and that has been authorized for
execution and confirmed by the respective central accountants, and for which no checks for
payment have yet been issued. Excluded are obligations for utilities, obligations related to

> Already identified projects include railway construction and dredging in the port of
Montevideo. Further projects will be identified over the next few months and the TMU
amended at the time of the next review to incorporate them.
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subsidies (except for the forestry fund), judiciary debt and obligations falling under “/nciso
24" of the accounting plan of the “Contaduria General de la Nacion” (excluding debt with
international organizations), domestic suppliers’ credits of the Ministry of Housing, and
overdue payments for wages and salaries (including all related labor benefits) of public
sector contractual and permanent employees, provided such overdue payments do not exceed
10 days following the date on which payments are due.

. The floor on the extended primary balance of the public sector will be adjusted
downward for capital expenditure on identified projects in the period July 2006-June
2007. The downward adjustment will be limited to the amount of gross revenues (net
of any associated fees and commissions) from the sale of NBC (up to a limit of
Ur$1,200 million).

4. Cumulative ceiling on general government expenditure applies to total (current and
capital) non-interest expenditure of the central administration and the social security system
(BPS) as recorded in the accounting system at the time that checks are delivered, a bank
transfer is made, or the BCU notifies the receipt of a payment order.® The non-interest
expenditure of BPS excludes benefit payments. The non-interest expenditure of the central
administration includes Fondos de Libre Disponibilidad but excludes transfers to the social
security system, automatic transfers to the private pension funds (AFAPs), and earmarked
revenue as of December 31, 2004.

. The ceiling on general government expenditure will be adjusted downward for any
expenses arising from pension adjustments, which exceed the increase in the legal
minimum adjustment.

. The ceiling on general government expenditure will be adjusted upward for capital
expenditure on identified projects in the period July 2006-June 2007, if those
expenditure fall under this ceiling. The upward adjustment will be limited to the
amount of gross revenues (net of any associated fees and commissions) from the sale
of NBC (up to a limit of Ur$1,200 million).

5. Cumulative ceiling on the monetary base (indicative target). Money base is
defined as the sum of (i) currency issue; (ii) nonremunerated and remunerated peso sight
deposits of BROU, BHU, private banks, and other institutions defined below at the BCU; and
(1i1) call peso deposits of BROU, BHU, private banks, and other institutions at the BCU.
Other institutions include pension funds (AFAPs), local governments, public enterprises,
trust funds of the liquidated banks (FRPB), investment funds, offshore institutions (IFEs),
insurance companies, exchange houses, stock brokers, and the nonfinancial private sector.
The monetary base excludes central government and BPS peso deposits held at BROU
subject to a 100 percent reserve requirement. The indicative target is defined as the
cumulative change calculated using the monthly averages relative to the base month average.

% Expenditures by local governments are not included.
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6. Cumulative floor on the net international reserves (NIR) of the BCU. NIR is
defined as the difference between the gross international reserves and BCU reserve liabilities.
Gross international reserves include all foreign exchange assets that are claims on non-
residents and that are in the direct effective control of the BCU and are readily available for
such purposes of the BCU as intervention or direct financing of payment imbalances. Such
assets may be in any of the following forms, provided that they meet the test of effective
control and ready availability for use: currency, bank deposits in nonresident institutions and
government securities and other bonds and notes issued by nonresidents (with a rating not
below “A” in the classification of Fitch and IBCA and Standard and Poor’s or “A2” in the
classification of Moody’s). In addition, holdings of SDRs or of monetary gold would be
included under gross international reserves (provided they meet the test of effective control
and ready availability of use) as would the reserve position in the IMF, and liquid foreign
assets set aside for the use of the government.

(a) Excluded from gross international reserves are all foreign currency claims
arising from off-balance sheet transactions (such as derivatives instruments), capital
subscriptions to international financial institutions, any assets in nonconvertible currencies,
claims on any nonresident Uruguay-owned institutions, or any amounts (in all components of
assets, including gold) that have been pledged in a direct or contingent way.

(b) BCU reserve liabilities include (i) all foreign currency-denominated liabilities
of the BCU with original maturity of one year or less to residents and nonresidents
(excluding government deposits); (ii) all certificates of deposit used to constitute reserve
requirements against bank deposits; (iii) the total use of Fund credit by Uruguay; and (iv) any
net position on foreign exchange derivatives vis-a-vis the peso with either residents or
nonresidents undertaken directly by the BCU or by other financial institutions on behalf of
the BCU, as measured in items I1.2 and I11.4 of the IMF’s Data Template on International
Reserves and Foreign Currency Liquidity.

() For the purpose of the NIR calculation, (i) the gold holdings of the BCU will
be valued at the accounting rate of US$42 per troy ounce; (ii) liabilities to the IMF will be
valued at the rate of US$1.44946 per SDR; (iii) gains or losses from gold swaps and other
operations will be excluded; and (iv) non-U.S. dollar denominated foreign assets and
liabilities will be converted into U.S. dollars at the market exchange rates of the respective
currencies as of September 30, 2005.

. The NIR floor will be adjusted upward (downward) by any excess (shortfalls in) net
financing of the NFPS defined as the difference between the stock of debt of the
NFPS, as defined in para. 8 but excluding central government foreign currency
deposits in domestic commercial banks and excluding any liabilities to the Fund, and
schedule A below, and which is not explained by the adjustments specified in para. 8§,
bullet 1 (i-ix). The downward adjustment of the NIR floor will be limited to
US$400 million.
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Schedule A
(In millions of U.S. dollars)

Sept.-05 Mar.-06 Jun.-06 Sept. 06 Dec.-06

Stock of debt of the NFPS, 10,136 10,530 10,706 10,828 10,884
excl. CG FX deposits in

domestic commercial banks and

Fund liabilities

7. Cumulative ceiling on net domestic assets (NDA) of the BCU. NDA is defined as
the difference between end-of-period monetary base and net international reserves (NIR) of
the BCU as defined in paragraphs 5 and 6. The flow of NIR will be valued at the accounting
exchange rate of Ur$23.9 per US$1.

. The NDA ceiling will be adjusted downward (upward) by the Ur$ equivalent of any
upward (downward) adjustment in the NIR target of the BCU.

8. The overall nonfinancial public sector debt ceiling refers to the outstanding stock
of external debt” and domestic debt® measured on a gross basis’ in domestic and foreign
currency owed or guaranteed by the NFPS, valued in U.S. dollars at the accounting rates of
Ur$23.9 per U.S. dollar, U.S. dollar 1.2026 per Euro, Yen113.46 per U.S. dollar, U.S. dollar
1.44946 per SDR, and Ur$1.4882 per UL If the Ur$ to Ul rate exceeds 1.5916 the UI debt
will be valued at Ur$ 1.4882 plus the difference between the actual rate and Ur$1.5916. The
debt ceiling will exclude (i) the government guaranteed note of BHU to BROU (with

7 For the definition of external debt the term “debt” has the meaning set forth in point No. 9
of the Fund’s Guidelines on Performance Criteria with Respect to Foreign Debt (Decision
No. 6230-(79/140, August 3, 1979), as amended in 2000), and the term “external” is defined
on the residency principle. The suppliers’ contracts of ANTEL with equipment providers
Ericsson and NEC are expensed under goods and services as rental outlays and, therefore,
excluded from the definition of nonfinancial public sector gross debt for program purposes.

¥ Domestic debt covers net claims of the domestic financial system on the NFPS; NFPS
bonds and treasury bills held outside the NFPS and the domestic financial system; non-bank
loans as defined in footnote 4; and lease arrangements of the central government and public
enterprises, as defined in point No. 9 (a) (ii1) of the Fund’s Guidelines on Performance
Criteria with Respect to Foreign Debt (Decision No. 6230-(79/140, August 3, 1979), as
amended in 2000.

? Debt outstanding with the domestic financial system (excluding BCU) will be measured net
of gross deposits.
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outstanding obligations estimated at US$500.8 million at end-September 2005) and the
government guaranteed notes issued by the fiduciary trusts associated with the transfer of
BROU’s nonperforming loans (with outstanding obligations estimated at US$400 million at
end-September 2005); and (ii) net debt of the NFPS with the BCU. It will include the total
stock of Fund credit outstanding to Uruguay.

o The NFPS debt ceiling will be adjusted (i) upward (downward) by revisions made to
the actual nonfinancial public sector gross debt stock at end-September 2005;
(i1) upward by a maximum of US$500 million for the amount of debt issued to
recapitalize the BCU; (iii) upward by a maximum of US$133 million (downward) for
the cumulative reduction (increase) in the net credit position of public enterprises
with the BCU; (iv) upward by a maximum of US$150 million for the costs associated
with the final outcome of the arbitration/litigation to the former shareholders of
Banco Comercial; (v) upward by a maximum of US$82 million for debt issued to
finance below-the-line operations of public enterprises (such as recapitalization of
ANCAP’s subsidiary abroad); (vi) upward by BHU restructuring costs related to the
assumption of financial liabilities or capitalization up to a limit of US$1 billion; (vii)
upward by a maximum of US$40 million for the amount of debt issued to onlend to
the deposit insurance scheme; (viii) for capital expenditure on identified projects in
the period July 2006-June 2007, up to a limit of US$50 million; (ix) downward by the
amount of gross revenues (net of any associated fees and commissions) (excluding
receipts in form of shares) from the sale of NBC; and (x) upward (downward) by the
amount that the unadjusted NIR floor is exceeded (falls short) with the upward
adjustment limited to the amount of the upward revision of the NIR target, up to a
limit of US$500 million;

9. External payments arrears of the public sector are defined on the residency
principle and relate to public sector debt with foreign creditors. This performance criterion is
monitored on a continuous basis.

B. Structural Performance Criteria

10. Continuous performance criterion on the timely service of bank restructuring
debt to BROU in accordance with the current payment schedule. The bank restructuring
debt to BROU includes the notes to BROU guaranteed by the government and issued by the
BHU and the fiduciary trusts that own and manage the nonperforming loans formerly on the
books of BROU. Timely service is defined as the payment of agreed principal and interest by
the BHU, the trusts, or the government in accordance with the timetable (and no later than
the 10" of the subsequent month) and terms presented in Schedule B.
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Schedule B. Scheduled Service of Bank Restructuring Debt to BROU
(In millions of U.S. dollars)
BHU Note Fiduciary Trusts 1/
| I 1
Service Balance 2/ Service Balance 2/
Principal Interest 3/ Total
2005 M 09 0.8 0.9 1.7 500.8
2005 M 10 0.8 0.9 1.7 499.9
2005 M 11 0.8 0.9 1.7 499.1
2005 M 12 0.8 0.9 1.7 498.2 82.2 53 8.9 2542
2006 M 01 1.3 0.9 22 497.0
2006 M 02 1.3 0.9 2.2 495.7
2006 M 03 1.3 0.9 2.2 494 .4
2006 M 04 1.3 0.9 22 493.1
2006 M 05 1.3 0.9 2.1 491.9
2006 M 06 1.3 0.9 2.1 490.6 81.6 5.3 89 1584
2006 M 07 1.3 0.9 2.1 489.3
2006 M 08 1.3 0.9 21 488.1
2006 M 09 1.3 0.9 2.1 486.8
2006 M 10 1.3 0.9 2.1 485.5
2006 M 11 1.3 0.9 2.1 484.3
2006 M 12 1.3 0.9 21 483.0 81.0 5.3 8.8 63.4
2007 M 01 1.7 0.9 2.6 481.3
2007 M 02 1.7 0.9 2.6 479.6
2007 M 03 1.7 0.9 2.5 477.9
2007 M 04 1.7 0.9 25 476.2
2007 M 05 1.7 0.8 25 4745
2007 M 06 1.7 0.8 2.5 472.8 40.4 2.5 6.3 14.2
2007 M 07 1.7 0.8 2.5 4711
2007 M 08 1.7 0.8 25 469.4
2007 M 09 1.7 0.8 25 467.7
2007 M 10 1.7 0.8 2.5 466.0
2007 M 11 1.7 0.8 2.5 464.3
2007 M 12 1.7 0.8 25 462.6 8.1 0.3 5.8 0.0
2008 M 01 2.1 0.8 29 460.5
2008 M 02 2.1 0.8 2.9 458.4
2008 M 03 2.1 0.8 29 456.3
2008 M 04 2.1 0.8 2.9 454.2
2008 M 05 2.1 0.8 29 452.1
2008 M 06 2.1 0.8 2.9 449.9
1/ Fiduciary trusts that own and manage the debt formerly on the books of BROU.
2/ Estimated balance of outstanding principal and interest obligations.
3/ Estimate. The contractual interest rate is the 60-day U.S. dollar-denominated time deposit rate of
BROU plus 50 basis points, and is revised on June 30 and December 31 every year based on the
rate prevailing on that date.
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11.  Restructuring and Recapitalization of BHU. The government will transfer
ownership and management responsibility of nonperforming loans'® in BHU to a
fideicomiso (fiduciary trust).'" The MEF will assume sufficient liabilities from BHU to
recapitalize it to a level satisfactory to the Superintendency of Banks (August 31, 2006).

12. Transform BHU into an institution with a viable business plan and a strong
regulatory framework. The government will transfer ownership and management
responsibility of remaining problem assets'> in BHU to a fideicomiso.'' The government
will review the regulatory framework, and modify it if needed, to ensure that BHU’s
business is limited to residential mortgage lending on a commercial basis. BHU will meet all
prudential limits and adapt a business plan satisfactory to the Bank Superintendency that
demonstrates BHU’s ability to generate positive cash flows and profits, and maintain
prudential capital and meet prudential regulations going forward (November 30, 2006).

' Nonperforming loans are defined to include those that are 90 days or more past due (except
those that have been serviced over the last 12 months). Loans that have been serviced over
the last five months could remain in BHU, but would be transferred to the fideicomiso if
there are any interruptions in service.

"' The MEF will be the grantor and beneficiary of the fideicomiso. The trustee (different
from BHU) will be given the mandate and incentives to maximize the net present value of
fideicomiso assets.

”Remaining problem assets are defined to include real estate associated with all
nonperforming promitentes compradores and those that are performing but that have title
problems.



Statement by IMF Staff Representative
March 24, 2006

Since the issuance of the staff report, the following additional information has become
available. It does not alter the thrust of the staff appraisal.

1. Prior action. The tax reform was submitted to congress on March 16, 2006, and is in
line with the earlier draft discussed in the staff report.

2. Performance Criteria. Final data confirm that all end-December 2005 quantitative
performance criteria have been observed (Table 1), with the primary surplus of the combined
public sector now amounting to 3.9 percent of GDP.

3. Economic growth. Preliminary figures just released show real GDP growth in 2005 at
6.6 percent, which was led by strong exports and private consumption. This outcome is well
above the 6 percent growth rate envisaged in the program.

4. Market borrowing. On March 16, Uruguay issued another US$500 million bond,
completing 80 percent of the 2006 external market financing program. This 30-year bond
was issued at a yield to maturity of 7.6 percent, with twice the duration and a lower spread
than the January 24 one.

5. Resolution of the COFAC credit cooperative. Reforms have progressed as
envisaged. The payout of insured deposits is being completed, and an agreement was signed
for the Venezuelan Development Bank Bandes to purchase US$10 million of COFAC’s
assets and liabilities to establish a new well-capitalized financial institution.



Table 1. Uruguay: Quantitative Performance Criteria and Indicative Targets for the 2005 Program 1/

Dec. 31 June 30 Sept. 30 Dec. 30
2004 Stock PC  PC(adj.) Actual Margin (+) PC PC(adj.) Actual Margin (+) PC PC(adj.) Prel. Margin (+)

A. Quantitative performance criteria
(In millions of Uruguayan pesos)

1. Combined public sector primary balance (floor ) 2/ 5,471 5,372 6,438 1,066 9,687 9,490 10,566 1,076 14,647 14,397 15,960 1,563

2. General government noninterest expenditure .. 23,561 23,539 22,139 1,400 34,643 34,665 33,006 1,659 46,561 46,683 45,120 1,563
(ceiling) 2/
3. Net domestic assets of the BCU (ceiling) 2/ 74,079 3,983 3,983 -302 4,284 4,572 4,572 -16,424 20,995 -3,910 9,002 -22,449 13,447

(In millions of U.S. dollars)

-2,218 -130 -130 18 148 -110 -110 592 702 280 473 1,052 578
4. Net international reserves of the BCU (floor) 2/
5. Nonfinancial public sector gross debt (ceiling) 3/ 12,189 12,510 12,495 12,243 251 12,575 12,565 12,495 70 12,550 12,766 12,675 91
6. Accumulation of external payment arrears of 0 0 0 0 0 0 0 0 0 0 0 0 0

the public sector (on a continuous basis) 2/

B. Indicative targets
(In millions of Uruguayan pesos)

7. Combined public sector overall balance (floor) 2/ .. -5,086 -5,186 -2,751 2,435 -7,459  -7,656 -4,382 3,274 -7,072  -7,322 -2,793 4,529
8. Monetary base (ceiling) 2/ 15,648 557 557 1,070 -513 1,673 1,673 498 1,175 3,468 3,468 4,460 -992
9. Floating debt of the central government (ceiling) 3,081 3,081 3,081 2,567 514 3,081 3,081 2,298 783 3,081 3,081 2,482 599

PC= performance criterion; IT=Indicative target.
Sources: Ministry of Economy and Finance; and Central Bank of Uruguay.

1/ As defined in the Technical Memorandum of Understanding of September 14, 2005.
2/ Cumulative changes from end-December of the previous calendar year.
3/ All maturities.



‘-' EXTERNALS
) INTERNATIONAL MONETARY FUND [inyeys

Press Release No. 06/61 International Monetary Fund
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IMF Executive Board Completes Third Review Under Uruguay's Stand-By Arrangement
and Approves US$123.6 Million Disbursement

The Executive Board of the International Monetary Fund (IMF) completed today the third
review under the three-year, SDR 766.3 million (US$1.1 billion) Stand-By Arrangement for
Uruguay (see Press Release No. 05/136). Completion of this review makes an additional SDR
85.8 million (about US$123.6 million) immediately available to Uruguay.

In completing the review, the Board granted a waiver for the non-observance of the performance
criterion on the submission to Congress of a comprehensive tax reform bill, in view of the brief
delay in submission.

In commenting on the Board review, Mr. Agustin Carstens, Deputy Managing Director and
Acting Chair, said:

“Uruguay’s performance under the Stand-By Arrangement continues to exceed expectations.
Strong economic policies and a supportive external environment have contributed to rapid
growth, low inflation, a strengthened external position, and an improved debt structure, and the
outlook is for continued strong performance in 2006. Nevertheless, macroeconomic
vulnerabilities remain and will require continued momentum in policy reform.

“The overperformance on fiscal policy is particularly welcomed, as it demonstrates the
authorities’commitment to prudent fiscal policy. The ongoing efforts to strengthen tax
administration and the recently submitted tax reform will be important to ensure that this
continues. It is intended to establish an adjustor to the program’s fiscal targets of a small margin
to make room for additional, high-quality infrastructure investment, which should help to
promote private investment and stimulate growth.

“Monetary policy has successfully contained inflation in the low single digits. The central bank’s
focus on building reserves and achieving the program’s inflation objective is well placed, and
appropriate exchange rate flexibility should be maintained. Incipient inflationary pressures need
to be monitored carefully, and it will be important that the authorities follow up on their
commitment to adjust policies as necessary to safeguard their objective of further lowering
inflation. The recent establishment of a debt management office is welcomed.

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



“Financial sector reforms are progressing as envisaged. The recently adopted restructuring plan
for the ailing housing bank BHU should help to ensure sound new mortgage lending and
minimize fiscal costs, while the recently intervened cooperative COFAC is being transformed
into a new, financially sound, institution. The draft financial sector legislation submitted to
congress in December, once approved, should also reduce financial sector vulnerabilities and
improve the policy framework of the central bank.

“Continued strong macroeconomic polices and further progress with structural reforms will lay
the basis for a lasting exit from Fund financial support, increase the economy’s resilience to
shocks, and raise Uruguay’s growth prospects. Measures to improve the investment climate and
enhance productivity will be particularly important. Also, Uruguay should continue to take
advantage of favorable external conditions to further improve its debt structure,” Mr. Carstens
said.



Statement by Hector Torres, Executive Director for Uruguay
and David Vogel, Advisor to Executive Director
March 27, 2006

1. Over the last year, Uruguay’s economy has evolved robustly. Prudent macroeconomic
policies, together with the government’s clear commitment to strictly follow the rule of law,
have been sound pillars for this performance. Meanwhile, our authorities have been
developing critical structural reforms. Some have already been submitted to Congress, while
others will follow soon in the very near future. The government’s broad agenda that
comprises fiscal, monetary and financial reforms, as well as policies aimed at reducing and
alleviating poverty conditions, increasing competence and further improving the rules of the
game will pave the way for a higher, sustainable and more equitable growth.

2. Economic growth has exceeded the program’s original projection, with significant
boosting of private consumption, investment and exports. Regarding external sales, market
diversification continues to show an increasing trend, and the Uruguayan authorities are
working hard to negotiate new trade agreements as a way to further integrate Uruguay into
the world economy. Furthermore, Uruguay is exhibiting a remarkable performance in the
fiscal area, recording a primary fiscal surplus of 3.8 percent of GDP in 2005, thus exceeding
the program’s target. Likewise, the employment rate has increased, although it has not yet
been fully reflected in the unemployment figures given the increasing number of people
willing to enter into the formal labor market.

3. The inflation rate is now in line with the Central Bank of Uruguay’s (BCU) target
range and beyond the benign environment, financial markets are reflecting strong confidence
in the country. During 2006, Uruguay placed in international markets US$ 500 million of
sixteen-year bond in January, and US$ 500 million of thirty-year bond in March. The yields
of both bonds showed a downward trend, compared to previous issuances. Since then, the
country has closed the 2006 financial gap and prefinanced some portion of 2007, having
made advance payments (some of which were due in 2007) to the World Bank and Inter-
American Development Bank.

4. The authorities have already submitted a comprehensive tax reform to Congress,
which will constitute a major change for the country. This reform, which will be effective by
2007, aims to improve equity and the efficiency of the tax system and to be consistent with
the authorities’ objective to attract productive investment. It is important to note that the
government will proceed very carefully in order to avoid any revenue losses. Looking
forward, and together with the authorities’ goals in the expenditure area and the more
efficient revenue administration, the tax reform will be critical to reduce Uruguay’s high tax
burden, which has historically posed a significant obstacle for private investment.

5. Regarding revenue collection, the tax administration agency (DGI) continues to
display a very good performance, while the social security (BPS) and the custom
administration agencies (where comprehensive plan reforms are expected this year) are
attaining significant increases in their collections. The authorities are making substantial
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efforts to reduce evasion levels, and beyond simplifying the tax system, and strengthening
revenue administrations, as well as increasing audits and establishing the corresponding
penalties for detected non-compliance, they are formulating educational campaigns -with
effect more in the medium-term- aimed at raising awareness among the population -
particularly among children from an early age- on the importance of paying taxes as a means
to meet citizens responsibilities.

6. It is well known that citizens’ ownership on expenditure composition can play an
important role in the tax compliance behavior.' In this regard, the already approved five-year
budget clearly reflects the government’s priorities in education, health care, and
infrastructure, while showing a downward trend in public spending with little or negligible
incidence on growth and social development.

7. This sound and necessary fiscal trend will lead to substantial reduction in Uruguay’s
debt (in 2005 debt-to-GDP fell to 70 percent from 92 the year before). At the same time, the
Debt Management Office aims to further reduce the debt cost, lengthen its maturity (6 years
at end-2004 to 7 Y% years at end-2005, as noted in the staff report), progressively de-dollarize
(there are already some positive indications in this respect, although, clearly, much more
remains to be done), as well as to substitute part of the multilateral debt, thus continuing the
authorities’ commitment of undertaking a sustainable and successful exit strategy from the
Fund’s assistance.

8. As we have stated in previous statements, the Uruguayan authorities consider that
growth and a sound fiscal position are fully compatible and synergetic. Clearly, low
investment rates have been the Achilles’ heel of Uruguay’s growth, and, in this regard,
beyond establishing the needed structural reforms with the objective of boosting potential
growth, the authorities consider that well-targeted public investment in infrastructure is vital
to support private investment. Thus, from July 2006 to June 2007 the authorities intend to
establish one-time investment outlays which may, albeit temporarily, reduce the primary
surplus (up to about a % percent of GDP). These outlays will be fully financed by non-debt
creating flows and used to finance high-quality projects which will be carefully selected and
monitored, taking into account three pre-requisites; they should comprise purely investment
in infrastructure; have a positive fiscal impact by reducing from an early stage recurrent
spending and/or increasing public revenues; and have a direct impact on the country’s
competitiveness. The government is fully committed to select these projects only after the
completion of a comprehensive cost-benefit study prepared by recognized firms, as well as to
ensure the minimization of contingent fiscal risks by following the best international
practices in this area. As indicated in the staff report, the authorities are fully committed to
pursue the primary surplus goals (saving any revenue overperformance to reach their
medium-term goal as soon as possible), and that the use of this one-time adjustor should be
regarded as a safety valve to allow Uruguay to undertake some critical infrastructure projects.

! For instance, among other studies, James Alm, Betty Jackson, and Michael McKee (“Fiscal exchange,
collective decision institutions, and tax compliance” in Journal of Economic Behavior and Organization 22,
1993) conclude that “there are strong evidence that individuals are more likely to respond positively —and so to
increase their tax compliance- when faced with a public sector expenditure program that they select themselves
and that they know enjoys widespread approval”.
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9. Although the inflation rate (y/y) has risen in the last two months, it is important to
note that it is now in line with the Central Bank target range. The authorities would like to
reiterate that the main objective of the monetary policy is to keep the inflation rate low and
stable. In order to meet this objective, in a context of a flexible exchange regime, the
authorities will basically follow the same monetary policy, with some modifications aimed at
gradually progressing towards a full-fledged inflation target regime. In this regard, the
Central Bank is committed to use instruments available in a flexible way so as to meet its
inflation objective.

10. It is important to note that taking advantage of the inflow of U.S. dollars, the
authorities have continued to further build the level of international reserves. Admittedly, this
has prevented an excessive appreciation of the peso; my authorities are fully aware that
building up competitiveness goes well beyond the exchange rate; however, it is important for
a country of Uruguay’s characteristics and dimensions to shelter growth from the “moods of
short-term financial inflows”. The real effective exchange rate is in line with fundamentals
and the authorities are closely monitoring the level of the nominal exchange rate in order to
avoid that an eventual misalignment can pose an obstacle for production. At the same time,
the authorities agree on the need to avoid signaling a floor for the exchange rate.

11. Consistent with our authorities’ view that the country’s competitiveness is a broad
concept, they are working, as noted, to reduce the fiscal burden on production by
implementing fiscal reforms, and to significantly alleviate the important cost of doing
business. The consensus building effort on the government’s growth agenda, whose
objective is to improve the business climate, is a good example of how government, investors
and workers can work together. We are confident that this effort will help put together
helpful recommendations to be included in a presidential growth initiative.

12. More available and less expensive financial credit is key to spur investment, and
many of the structural reforms in the financial sector will further underpin confidence in the
system, thus contributing to that objective. Although it was a negative fact by itself, the
recent episode of Cofac, whose problems came from the 2002 financial crisis, underlines
some relevant facts: a) institutions in the financial sector (Superintendency of the Financial
Sector and the newly created deposit insurance agency) have worked efficiently; b) the
episode was isolated and did not have any effect on the rest of the financial sector,
highlighting the eloquent progress of the banking system health, as recognized in the staff
report; and c¢) the government’s clear message that there will not be any government
guarantees or public funds to bail out private creditors, which establish a sound precedent. In
the case of BHU, a comprehensive restructuring plan has been adopted and its
implementation will allow the country to have a sound institution, with a clear and specific
mandate, good governance, and proper incentives.

13. One year after the current administration took office, with a positive performance last
year, and many challenges and good perspectives ahead, the authorities would like to
reiterate their gratitude to the staff for the frank dialogue held, the Management for their
constant involvement, and the Executive Directors for their helpful suggestions, and for
having supported Uruguay’s social and economic structural reforms at a very early stage.





