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Abstract

In this paper, we analyze the fiscal and monetary history of Uruguay between 1960 and 2014. The aim is to
explore the links bateenunfavorablefiscal and monetary policieend macroeconomic instabilityjWe use
the conceptuaframeworkfrom Kehoe, Nicolini and Sargent (2013yhich comprisesa budgetconstraint
accounting exercisend models obalanceof-payment crisis and publidebt crisis Chronic inflation inthe
1960s was associated with sustained fiscal defi8itece the 190s,the opening of the economy, thece
stabilization plans and the more restrictive institutioinamework of the Central Bankresulted in less
inflationary financing of fiscal deficits. Although inflation significantly declined 9602014 the inflation
tax remained an important source to finanobligations Publicdebt dollarization increased the
vulnerability of the public sector bptimary fiscal surpluses amlblic-debt dedollarizationafter the 2002
crisis reduced such vulnerabilitfy;Ve concludethat, in the last three decadegovernments have slowly
understood themportance of fiscal constrairnis guarante@ominal stability.
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1. Introduction

The economic history of Uruguay can lbbaracterized by thdistinction of two growth
strategiesUp until 1930 and since 1974olicy guidelineshavelaid down growth on
international integrationopen econog). In contrast and with nuances, between1188d
1973, the domestic markatasthe support of economic growthl¢sed economs. The

two inflection points weressociatedvith large international price shocks that affected
Uruguayods t erimtoccorred betweerd1®29 antl h981 ahd was the result of
the Great Depression. The second took place in @i@iBgthe first oilprice shock of the
decade.

Despite the two different growth strategies, Uruguay experienced a long ecatemtme
throughait the 2@ century. In the closedeconomy periodaveragegrowth waslow
relative to the opeeconomy periods, especially in the 196® tothe early failure of
the importsubstitution modelFigure 1)3. In the openeconomy periods, growth was
slightly higher than in the closestonomyone but also more volatil¢Figure 2).* As a
result, GDP per capita fell from a levide United Statesitthe end of the 19century to
almost one third of it in the first decade of thé'2&ntury Figure3).

The declineis explained byinadequate policies anthe type ofexternal integration.
Uruguay implemented tragw@otectionist regulationbetween the 1930s and the 1970s
and inadequate cyckabilizing policies such as the monetary financing of large fiscal
deficits in the 1960s and the 1970s. Regarding external integration, Uruguay has
specializedn undifferentiated naturaksource intesive products that have volatile prices
and often facenarketaccesgestrictions.In addition, the opening of the economy since
the 1970sncreasedheexposure to two unstable@omies: Argentina and Brazil.

Since WWIl institutions and policiekavenot beenable to create a favorable climate for
growth, despite the two different strategiddntil the 1970s, the economy was under the
interventionismthat characterized thelosedeconomy periodas business profitability
depended critically on neecononic factors, encouraging the deviation of resources and
talent torentseeking activities. Then, after the opening of the ecorammayunder a more
pro-marketpolicy orientationin the 1970sweak institutions, characterized by inefficient
macroeconomic regies and incomplete markets, were unable to manage the effects of
external shocks. In short, the institutional environmditt not create afavorable
environment for saving, investing and innovating.

The economichistory of Uruguay in the lagtalf-centuryhas thedeclineas a backdrop,
andmonetary and fiscal policidselpto understand thid.ow growth and rising inflation
in the late 1950gave rise tachanges in the monetary and fiscal policidshe early
1960s. Additionally, thenflationary financimg of deficits in the late 1950s explains the
origin of thenominal instability (i.e. high inflationjhat lasted until the end of the 20
century Figure4). This chronc inflation affected the credibility of thenacroeconomic
policy, which contributedo demonetizing the econom@s a result, macroeconomic
instability consolidated, making agents more impatient for their expected retndns
affectinginvestment andhus growth(Oddone, 2008)

2 Although changes were implemented since 1959, they had no consequences before 1973.
3The average GDP growth rate was 3.4% in the @@@momy periods (1870930 and 1974£2014) and
2.4% during the closedconomy period1931:1973)

4The standard deviatiaof the percentage deviatioof GDP from its trend(usingthe HP filter) was 7%
during the opereconomyperiodsand 5.2% during the closestonomy period.
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The paper is orgamed as followsFirst, we present theesults of the budgetonstraint
analysis for Uruguayn the period 1962014 based on thdramework from Kehoe,

Nicolini & Sargent (2013)Second,we contrast thestylized facts of the monetary and

fiscal history ofUruguayduring the same perioavith the main conclusions from the

budgetconstraint analysisAlong this, we use number of theoretical models to have a

better understanding afitical episodesuch aghe 1965, 1982 and 2002 cris€mally,

we presenbur conclusions.

2.  The budgetconstraint analysis for Uruguay

Table 1 shows the main results of the budget constraint for Urugumay9662014. We
consider four suiperiodsin order to analyzéhese resultsThe first one(19661973)is
the stagflationyears The second ongl9741985) comprises thBnancial liberalization
that ended with the aftermath of the 1982 balawfggayment crisisThe third ong1986

2003)includes the publigebt restructuring under thigrady Plan, the trade opening and

the pricestabilization plan until the 2002 banking cridiastly, the sukperiod 20042014
covers the years strong growth andhacroeconomistability.

Table 1

Consolidated Budget Constraint ofthe Public Sector: 19662014 (% GDP)

1960-1973 1974-1985 1986-2003 2004-2014| 1960-2014

Sources

Local-currency pulf%c dex¥t ( 2D1% 0,7% -0,1%
Foreign-currency @Po%lic68ebt 04%) -2,9% 1,2%
I nflation-indexed public-debt 02%ke) 1,4% 0,4%
Wage-indexed publ iod% de b01% &) -01% 0,2% 0,0%
Monetary base (&)-02% -0,1% -0,4% 0,2% -0,2%
Inflation tax 4,7% 3,4% 1,9% 0,6% 2,7%
Total 4,4% 9,9% 2,0% 0,3% 4,0%
Obligations

Public-sector primary deficit 5,9% 3,3% -1,1% -1,9% 1,5%
Local-currency return - - - -0,2% 0,0%
Foreign-currency return -0,1% 2,7% 2,3% 0,1% 1,3%
Inflation-indexed return - - - -0,1% 0,0%
Transfers* -1,4% 3,9% 0,8% 2,4% 1,3%
Total 4,4% 9,9% 2,0% 0,3% 4,0%

*Estimated as a residual

Source: based on Kehoe, Nicolini & Sargent (2013)

Thei nanci ng

thirds of the financingourcescame from inflatiortax and one third from the public debt
NeverthelessTable1 shows thathe monetization and the inflationary financing of fiscal

of

Uruguayos

publ i c -28léastwo r

ddficits (monetary issuance plus inflation tax) fell throughout the whole period.

wa s

Between 1960 and 1973, the main source to finance fiscal deficits was inflation tax due to

limited access to external financing and financial repreqseal interest rates in pesos
werenegative).Thefinancial liberalizationin Uruguaysince 1974andthe greater access

to externalfinancing from emerging markets in the early 197@sreased theveight of

5 The consolidated budget constraiiricludes the General Government, Statened Enterprises and the

Financial Public Secto6ee Annex 2or a complete description.
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public debtas a sourgealthough inflation tax remained significar@ince the 1990s,
inflationary financing was discardeloecause ofgreater access to public deldower

obligations andnacroeconomiceforms.Since2004, publiedebt managemermind fiscal

discipline(until 2011)kept the need for inflationary financimglativelylow (Figure5).

On the obligations sidehe primary fiscal deficidecreaseatontinuou$y in every sub
period (Tablel). After the second half of the 1980s, the defielnainedrelatively low,
reflecting greater governmeadmmitment tanacroeconomic stability. However, primary
deficitsin thelate 1990s and since 20k2iggesthis commtmentis still weak(Figure6).

In 1982 and 2002, the end of the pratabilization plans based exchangeate ancha
provoked strong currencgevaluationsAs we will see in section 3hesedevaluations

seveely weakened public financ€Bigure7) given the highly dollarized public debt and

the Central Bankds contingent | i a.brhidisi ti es
the reason why the returns on thgte of debt werdargein 19741985 and 1982003

(Table1).

Transfers(0) are, by definitionthe residualof the budget constrainThey capture data
limitations (estimation errors) as well asssing sources or obligatioigkehoe, Nicolini
& Sargent, 2013). The residual shows an erratic patbughout theentire peria,
although a negative sign prevails in the 1960d the 1990sind a positiveonein the
1970s the 1980s and the last decd8egure8). When there is a negative sighere are
missingsourcesin the budget cornaint Conversely, when the sign is posititieere are
missingobligations

In order tointerpretthe residual, w divided the period in two parts.Since 1994 the
Central Bankhaspublishel detaileddatao n t h e p u Bnariciogsasireesotherr 6 s
than the ones included in the budget constraimorfetary base angublic debt).
Neverthelessfor 19601993such data are not availabkss a solutionwe try to explain

at least partiallythe residuain 19601993 by usingthe stock of international res/es

This is because changes in the stock of public debt could reflect vagiatioternational
reserveswhicharenot captured by any of the budgetnstraint obligations

This is also the case for reserve requirements since they are a lialihigQGentral Bank
However,we exclude them whesxplairing the residual because of the following. First,
an increase in public delds a result of higher pestenominated reserve requiremeigs
offset by its corresponding decrease in the monetary (@Essady in the equation).
Second foreigncurrency reserve requirements are already included in the stock of
international reserves.

The path of the residual and the change in international reserves are similar to some extent

(

Figure9). This allowsconcludingthat between 1960 and 1993, except in 1977 and around
the 1982 crisis, the residual is mostly explaineaitgngesn international reserves.

For 19942014,we use detailed official data on the financwigthe public sectorSuch
data are divided intanonetary liabilities public debt(loans andbondg, net deposits,
financial assets and other extraordinary transfeiStrictly speakingonly the first two

5 SeeAnnex 2for a detailed description of these terms.
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sourcegmonetary base and public debt) are udeld in thdeft-hand side of théudget
constraintequation so weconcludethe residual is very likely teontainthe other three
sources. Wause such sourcds explain the residual in 1992D14 under the following
criteria. First,net depositsncludereserve requirements of commercial banks deposited at
the Central Bank. Seconfinancial assetscomprise the financing for the purchase of
reserve assets of the Central Bank and the Treasury. Sttt extraordinary transfers
consist of transfers thatccur during periods of severe fiscal constrai@@mparing both
series shows that since 198w residual is almost completely explainedngy deposits,
financial assets and other extraordinary trangfeéiggire10).

In order toknow to what extent these factors explain the residwal,calculatean
adjustedresidual by subtractingsuch factors (international reserves for 194®93 and
net deposits, financial assets and other extraordinary trariefei9942014) from the
budgetconstraintresidual The resultsin Table 2 show that on averagethe absolute
value of theadjustedresidual is lowetthan the absolute value of tlhedgetconstraint
residual However, the alzdute value remains relaely large in the 1960s, 197@round
the 198risis, in 199%ndaround the2002 crisegFigurell).

Table 2

1960-19731974-19851986-20032004-2014 1960-2014
Residual (t) -1,4% 3,9% 0,8% 2,4% 1,3%
Unexplained residual -0,3% 3,3% -0,2% -0,3% 0,5%
Source:Own estimates

We propose some explanatiofor the remaining residual. First, the way the implicit
interest rate is constructed for the period 12603 (interest payments in t+1 over the
stock of debt in t) may not be precise. That means estimation errors end updjuited
residual. Secondwhen estimating the implicit interest rate in 198102, we assume all
public debt is denominated in foreign curren@s a consequence, foreigorrency
returns may be inaccurasadthe ones denominateich other currencieare missingThe

net effect ofthese errorss also contained in thadjustedresidual. Third, some transfers
associated with the 1982 and 2002 debt crises remain out of the budget constraint. For
instance, transfers from the Central BanBtmco Hipotecarialuring the 1982 crisis are
not included in the deficit Fourth, residuals may also arise from appending different data
sets. For example, thadjustedresidual is significantly large in 1999, the year when
estimations and official data on public debt are joined.

3.  Stylized facts and the budget constraint

The economidistory of Uruguay between 1960 aB@14 includes a brief stage (1960
1973) whereinterventionismand importsubstitution policies predominatedfter 1974
and especially since 199fore markebriented policiesstimulatedthe opening of the
economy andhe internationafinancialintegration

In order to contrast the stylized fastdth the budget constraint results for Uruguay, we
divide the period 1962014 into four suiperiods: i)stagflation(1960-1973); ii) opening

7 See next section for further explanations.
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and liberalization(19741985); iii) boost and haft(19862003); iv) the golden years
(20042014).Each of the following parts is devotemlanalyzing these styeriods.

2.1. Stagflation (196a.973)

The 1960s were the end of a growshriod as tle economy stagnated and inflation
remained high in historical comparisorhe magnitude of the economic failure led to a
social and political crisis that ended the long democratic stability of the country in 1973.
GDP per capita grew 2.2% on average in1BB0s and only 0.5% in the period 1968
Annual inflation reached 51.7% on average 196073 (it was 6.4% in the 1940s and
13.0% in the 1950s}(gure4).

The economiaecay ofthe late 1950s haplolitical corsequences. In 1958)e Colorado
Partylost the presidential electidor the first time in the 20 centuryat thehands of its
secula opponent, the National Party.

In 1959, he new governmentapprovedthe Monetary and Foreign Exchange Reform
which was the first attempto liberalizethe economy since 1929. The amwas to restore
the internal and external balasad the economyThe reformsimplified and reunified the
various ypes of exchange ratedismantled trade controfdput an endn the temlency
towards bilateral trade agreemertsalso imposedirawdowns on exports and surcharges
on imports.The reformrestrictedthe expansion of payment methods by establishing an
issuance regime based on gold and the rediscounting of private documaests, th
eliminating other issuance props such as the assets of th@wtetd commercial bank
(Banco Refpblica)®. Under the reform, in 1960, Uruguay signed the first agreement with
the International Monetary Fund (IMAEven thoughmost of the initiatives incided in

the reform were abandon@tdthe 1960ssomeof them started to be implementddring

the first part of the 1970s

Between 1960 and973 under the lowgrowth situation primary fiscal deficits were
sustained (5.9% of GDP on average) as expens®s gore rapidly than revenues. This
was because the public expenditure structure weay rigid, while revenues stopped
growing due to the stagnati¢Rigure12)©.

The debtto-GDP ratio remained stable in thisrjpel since the increase in doHar
denominated debt was offset by a fall in pdemominated debfTéble1; Figure7). The
latter began in the 1950s when negative real ésterates made pesienominated debt
unattractive for the private sectbrThe government began to issue detlanominated
Treasury bonds but it was not enough mafice the large fiscal deficits.gblution was to
increase the debt held by the publictse, particularly by sociasecurity institutions.
Nevertheless, this financing source wore out as seeflrity institutions weakened in

8Boostandhalt s a transl at iEblmpuloryeunfredp ani dloo&f wiii tten by C
Azua that referred to the impestibstitution period betweeneti930s and 1950s.

9 Between 1896 and 1967, Banco Rejita was both the statewned commerciabankandthe monetary

authority.

0 The financial balance of the Central Government was mostly negative since the beginning of the 1930s
Nonetheless, it was noiecessary to monetize the deficits at least until the second half of the 1950s when

the financial repression began.

11 The Executive Branclset bank interest r@$ by law (Act No.9756 of 1938) until 1968/e assume bank

interest rates in pesos were notndigantly different from publiedebt interest rates in pesos.
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the 1960s because of the economic stagnation and the negative real returns on assets
(public debt).

As a consequem, the financing of obligations in this period was inflatiod&ryrhe
results of the budget constraint show ttaficits were financed with inflation tax (4.7%
of GDP on average) and other sources captured in the resislusgative obligations
(1.4% of GDP on averagejFigure 5). We offer the following explanationfor this
negative residuabince here is no available data on peésterest rates fathe 1960sdebt
obligations in pesosnd up in the residudReal interest ra&s were negative in thggeriod
so debt obligations in pesos are likely to be negatiMeus, our conjecture is that the
residual is negative (that is, missingsource) becausié containstransfers from debt
holders to the public sectos a result of inflating away public delst pesos In other
words, if we had data on interest rates in pesos, debt obligations in pesos would more
likely be negative, increasing the sources and reducing the negative residual.

The 1965 banking crisis alsmntributed to the nominal instability (Vaz, 299In 1965,

amid a large bank run, the government created an explicit insurance scheme -on peso
denominated bank deposits, converting them into contingent public Aisiot. there

existed an implicit insurare on dollarxdenominateddeposits, so the total contingent
liabilities for the monetary authority depended on the exchangeasaigell Al n thies
situation,the inflationary impact of having a lender of last resort or a depwsirance

facility increase8 (Vaz, 199). So, once bank runs intensified in 1965, the monetary
authority had to monetize the deposits. And although deposits were falling, the frequent
devaluations of the peso implied an increase in the amount of pesos to be monetized.
Moreover,thdb anks 6 weak position i mpededwhicto r est
could have beerone byincreasing reserve requirements or eliating the inflatioAtax

subsidyin rediscount®’. Therefore, the monetization of bank deposits and the decision

not to restrictmoney creation contributed to the growth of monetary issuing, and thus
nominal instability, by miel960s.

The monetary issuing promotedrrency devaluationandpushed inflation even further
provoking a vicious circleThereservego-GDP rato fell constantlyin the first half of the
1960sand remained low until the first part of the 1970kis was due tdarge capital
outflows, the defense ofhe exchange ratend the scarce issuing of doHaenominated
public debt(Figure 13). Therefore the monetary authorityas forcedto devaluatehe

pesoseveral times, creatinfyrther inflationary pressures through highienport prices
(Figurel4).

The scenario of # first half of the 1960s, featured by chronic inflation, scarce
international reserves, the aftermath of the 1965 banking crisis and the inflation
devaluation spiral, encouraged a political consensus to create a specialized institution to
be in charge athe monetary policy and the bankiagstem regulation and supervisidm.

1967, the Central Bankf Uruguaywascreated”.

12 Azar et al.(2009 arrive to the same conclusion.

13 Commercial banks charged investors a discount for amortizing debt in advance, collecting part of the
inflation tax (Vaz, 1999).

14 During the transiion time (19671971), Banco Rephlica and theCentral Bank of Uruguay shared
CentratBankfunctions
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Despite of the creation of the Central Bank, erratic monetary policy and nominal
instability remained in 1967 and 1968. For instatioe monetary base continued growing

at threedigit figures at the beginning of 1968 and annual inflation reached b§3%id-
year(Banda et al, 2017)n this situation the social and political unrest became the main
concern for the government, which lea implementing a pricstabilization plarbased

on mandatory pricéixing.

The plan chose wages asthe nominal anchorgiven that other instrumentswere
unavailableunder the prevailingnacroeconomigolicy conditions First, interest rates
were set bydw, so they could ndie usal as monetary targeSecond commitments on
the exchange rate and monetary aggregates were not crgulibfethe large primary
fiscal deficit (L2.26 of GDP) andscarcanternational reserves (1% of GOP)

The plan also inclued a significant fiscal adjustment. The primary fiscal deficit shrank
continuouslyto 2.4% of GDPbetween 1967 and 197@onsequently the need for
inflationary financing was reduced-{gure5), consistently with dall in annual inflation
(Figure14). The stagnation period ended in 198870 asGDP grew4.1% on averagén
contrasto just0.1% in 19581967.

In 1970,Argentina abandoned the pris@bilization plan that stied in 1966 As a result,
Uruguayreceived an external shock, whicAuseda GDP contraction in 1971 and 1972.
The CentratGovernmentprimary deficitstarted growingas revenues decreasf@€igure
12), creating inentives forinflationary financing Figure5). A largerdeficit in a context
of fixed exchange rate with a negative external shock put atoghd stabilization plan
that began in 196@&nnual inflation rose bacto threedigit figures bytheendof 1972.

2.2 Opening and liberalization (1974985)

In 1973, amid growing political and social tensions that had persisted for almost a decade,
the constitutional government fell andacto government was institutedt remained in
power until 1985.

The economic policy ofhis period has three stages. The fosein 197478 focused on
stabilizing the external sectandstaring to dismantlethe closeeeconomy modelSome
of the initiatives were, as we mentioneddref included in thévionetary and Foreign
Exchange Reforraf 1959.Among these changegeregreater integration with Argentina
and Brazil,export promotionand financial liberalizationDuring these yearsustained
fiscal deficits remaingdreachingon awerage5% of GDP. Averageannualinflation was
62.7% andmost of the deficitvas financedvith inflation tax(3.9% of GDR.

During the second stage in 19892, the government implemented an anfiationary
plan based on a p@nounced crawling peg. Tipéan managed to redueanualinflation
from 83% in December 1979 to 11% in November 1988ure 4), amid real currency
appreciationKigure15) and strong GDP growth.

Nonetheless, in a context of crawlipgg andpositives shocks from Argentina and Brazil
t wo of Ur uguayo6s thedfiscalcoritrackod was got gnaught ton efsets |,

15 Obstfeld and Rogoff (1983) suggesitmt under certain conditions (consumption and real money balance
preferences) hyperinflation is possibleeawvithout a monetary expansion.
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private demand, causirggsignificant deterioration of the curreatcount balace Figure
16).

The expansion of the aggregate demand was boosted by an increase in private spending,
especially reakstate investment drconsumption of durable goods. This vetisnulated

by a significant growthn private debtas a consequence of the financial liberalization
initiated in 1974 By the endof 1981, 53% othe foreign-currency debt was held by the
private sector, something unprecedented in the history of Uruguay (Antia, 1986).

Between 1978 and 198the primary deficitfollowed a U-shape pathin the first three
years,the overall deficito-GDP ratio fell from 4.4% o0 1.1% amid a strong economic
expansionThe debito-GDP ratioshrank while aignificant amount of inflation tax was
still collected(annualinflation was 59% on averagend used to increase the stock of
international reserveévaz, 1999). However,in 1981 real GDP growth slowed down,
after Argentina abande its pricestabilization plarand contracte®.4%in 1982 As a
result, the government revenue was affected and the overall fiscal deficit of the public
sector increased iy 9%of GDP between 1980 ad®81(Figure6).

The simple ver si of-payments crisiggmodeh(6959allmasifoa a ¢ e

more precisenterpretationof these events Kr ugmandés ar gument is
deficits within a context of restrictions to external financing force the Central Bank to
increase domestic credit. Under a fixed exchange rate, tihease of domestic credit

leads to a loss of international reserves, which may cause a bafgpagment crisis,

currency devaluadtn and an increase in inflation.

In 1982, Uruguay suffered a balaraepayment crisis.The year beforeexternal
financing became more restrictiv@-igure 17) so, given thecurrentaccount deficitof
around 5%of GDP, international reserves began to fall. In additioet domestic credit
startedto increasen orderto finance the fiscal deficitwhich led to a further déioe in
international reservegFigure 18). In November 1982, the stabilization plan was
abandoned and the peso was devaluated by 149% against the USAdolle. inflation
climbed from 20.5% in 1988p to 51.5% in 1983 Kigure14). The large stock of dollar
denominated debt of the private sector quickly caused serious solvency problems for
debtors, which triggered a banking crisis.

The banking crisis became ailic-debt crisis, as there existeé@n implicit deposki

i nsurance scheme. I n other words, the bank
day, Centr al Bhe adagedor-UrigeapGalvo Raiidé svhich relates

these liabilitiesothe o ver nment 6 s capacity to comply wi
1978 and1980 and more rapidly in 1981 and 1982 once international reserves began to

fall (Figure 19). After the currency devaluation, the Central Bamikd to bail out
commercial banks as a large portion of debtors defaulted on their commercial credits.
Therefore, the liberalization of the financial sector in Uruguay since 1974 led to a
significant increase in contingent public debt and, soon after, | ldbt crisis.

16 See Annex 5.

" The ratio offoreign-currency deposits over international reserves is an adapted versiorCafitbeRatio
from Kehoe, Nicolini& Sargent (2013). In a highigtollarized economguch adJruguays, the cotingent
liabilities of the Central Bank wenmostly foreign-currency deposits of the ndimancial private sector in
the banking system.
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The thirdstageof the periodbeginswith the end of the stabilization plan in November
1982 and lasts until 1985. During these years, tidip debtto-GDP ratio rose from
20% in 1981 to 122% in 1988-igure7) due to threeeasonsFirst, the privatedebt
restructuring after the crisisThe Central Bank prchased noiperforming assets from
four failed banks and exchanged dclEenominated public debt for ngerforming
assets with Citibank arBank of America®,

Second, the need ofdhCentral Bank to recompose its stock of international reserves
(Figure 13). As a consequencehd reserve$o-GDP ratio grew from 5.5% in 1982 to
12.3% in 1984. This may elain part of the largeesidual of the budgetonstraint
exercisen 1982 and 1983.

Third, the effect of the currency devaluation on public debt as it was mostly denominated
in USdollars Figure20)*®.

Therefo e after the 1982 <crisis the public s
public-debt service and internatioraserve accumulatiofTable1). Publicdebt returns,
especially in foreign currency, became thain obligation, reaching 11.6% of GDP in

198285. The large residuals magflectthe recovery of international reser@sgure8).

At the same time, primary expenses were reduced. Regarding the Sautltedudget

constraint even though publidebt issuing was the main one, the rising inflation after the

end of the stabilization plan allowed collecting an inflation tax of 3.3% of GDP in-1983

85.

2.3 Boost and Halt (1986 2003

In 1986, after the end of ¢hde facto government, the economy began to recover. Real
GDP expanded 8.9% and 7.9% in 1986 and 1987, respectively, due to a sequence of
positive external shocksa fall in oil prices, lower dollar interest rates and strong demand
from Argentina and Brakas a result oprice-stabilization plansin addition, there was a
positi\zloe net wealth effect on debtors given the fall in the real value of -di@teyminated

loans:

During these years, the public sector achieved a primary surplus, consistentedtiya
public-debt service. This, together withe strong GDP growth, allowed reducing the
public debtto-GDP ratio and the need for inflationary financing. As a redtnonth
inflation dropped from 84% in January 1986 to 54% in March 1988.

8 The Central Bank purchased nparforming assets for USD 1,141 million and issued USD 755 million in
public debt to @ibank and Bank of America (Vaz, 1999). These agreements caused an incr#ase in
quasifiscal deficit that reached 3.7% of GDP in 1984, almost half of the overall deficit of the public sector
(Roldos, 1990).

19 Annex 2describes the procedure followedestimate RERadjusted public debt.

20 The government had proposed to keegtable real exchange rat@gainst the currencies &fr uguay 6 s
major trading partners. The sharp international weakening of the dollar strengthened the peso and ended up
generatinga positive net wealth effect for debtors in doll@srrowing from the private sector was mainly

in dollars. Noya & Rama (1987) conclude that this effect was 14.7% and 10.9% for private companies and
the public sector, respectively, between 1985 and 198&ddition, given the high level of public debt in
dollars, thereal currency appreciaticelso had a significant positive net wealth effectthe public sector.
According toNoya & Rama (1987)t was 15% of GDP between 1984 and 1985
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Nonethelessas 0f1988Ar gent i nads perf or mamnad Wasugruaylo

GDP stagnatedArgentinacontracted 10% between 1987 and 1990, whiteguay grew
only 0.5% on average in 198®. The overall deficitstood at5.9% of GDPin 1989
which consistedanostly of debt servicdreal returns on public debt reached 9.7% of GDP
between 1988 and 19P0As a result, nflation rose backo almost 90% byhe end of
1989.

In the 1990sgovernmerd carried outan arraymeasuresnd reforms geared tmaking
public finances sustainable and guaranteeing nominal stabiliigs@measures were: the
Brady Planin 1991 the pricestabilization planin 19902002 the firstCentral Bank Act
in 1995and the sociasecurity reform in 1996.

The large overall deficit, mostlyelsause of deavy publiedebt serviceexplained the
persistence of nominal instability the second half of the 19808irst, the weak public
financeslimited the access to external financing, forcing the government to issue money
in order to purchase US8ollars andg thus,comply with debt payments. Second, debt
service exceeded primary surplusesile the stock of international reserves was low,
giving rise to inflationary financingAfter a large negotiation peripdn January 1991
Uruguay reached an sggmenbn its external delih the context of the Brady Plamhis
agreementreduced the debt stock by 5% of GDP (Rial & Vicente, 2003) and
reprogammed shoftermdebt

In 1990, the governmertegananoher pricestabilization plan. The placonsistedof a
deepfiscal adjustmen{around 86 of GDP in 199601) anda pre-announced crawling

peg The exchangeate anchor was maintained for the whole decade and the primary
fiscal deficit remainedoalanceduntil 1999 Figure6). The latter and the access to external
financing reduced the need for inflation taxigure 5). As a result, in 1998nflation
reachedh onedigit figure for the first time in thirty years: it went from3.3% in January
1991 to 9.9% in October 199Bigure4).

In 1995 the Parliament approved a new Central Bank Act ttatngthened the
commitment to avoid inflationary financifg This new actseta limit on the a&sistance

the Central Bank could offer to the rest of the public seéliost, it limited the stock of
public debt the Central Bank could hdttl10% of the primary budget of the year before.
Also, it allowedt he Cent r al Bank t otcamcfdrareasmugta n s
nat greater tharl0% of the primary budget of the year befofée former remains in
force and the latter was derogated by law in 1997.

The socialsecuritysystemweakenedgersistentlybefore the 1990due toadministrative
demgraphic and structural reasoifsaens & Noya, 2000. In addition, in 1989 a
referendundeterminedo indexsociatsecurity pensiont the Average Wage Indei a
context of disinflation, thisndexationled to a significant real growth of pensioasd,
also, an increase in the deficit of the so@aturity system from 2.2% of GDP in 1989 to
5.7% of GDP in 1997In 19%, the goverment carried out a reform of the systém
assurethe longterm sustainabilityof the pension system amaiblic finance$?3. As we

21 A 1964 law limied the assistance of the monetary authority to the Treasury to one sixth of the annual
budget (Banda & Onandi, 1992).

22Noya and Laens (2000) estimate that at the time of the reform the implicit public debt was around 2.5
ti mes Ur uguay 6 sarg&iDiiplicit debtgin leaafin Amdriea. They conclude that the reform

reduced the systembébs primary deficit by 2% of GDP
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will see in the nextsection, the sufficiency of benefits atide sustainability of the
pension systemist i | | part of Uruguayds political d

In terms of the budget constraitiere isrelative stability between 1990 and 1998e
public sectod s o bl i gat iaftemalithediscal adqustraeedddthe Brady Plan.
On average,hie primary surplustood at1.5% of GDP and the real returns on foreign
currency debtvere0.2% of GDP during these yeaRegarding the sources, public debt
decrease by 2.7 p.p. every yeawhile the inflation taxfell from 3.4% to 0.6% of GDP
These results suggest thaiver obligations andyreateraccesgo public debtreduced the
need for inflationary financing.

The real currencyappreciation favored the constdtion of a public-debt profile in
foreign currency(91.3% of total public debtin 1998%). By the end of the decade, the
economy was featudeby: i) an exchangeate commitment; ii) a high share of public debt
in foreign currencyand; iii) animplicit depait-insurance schemgigure 21)2%6, Thus,
theinternational reservesere thekey toguaranteei) the exchangeate commitment, ii)
ultimately, public-debt servicend, iii) implicitly, bankdeposits.

Between 199 and 2001the economyeceived an array of external sho@ksid gradual
restriction to external financingt the beginningof 2002 the end of the Convertibility in
Argentinaled to arunon bank depositsespecially fronrmonresidentswhichcaugda loss
of international reservegFigure 22). In this context lower international reserves
threatened the credibility dfie exchangeate commitment and, thysyiblic-debtservice

This scenario led to abandarg the exchangeate commitmenin Juy 2002.0n the one
hand, the devaluatioslowly favored thgrowth of exports sinceéhe end o2002. On the
other, gven the high share of dollmlenominated public debthe currency devaluation
severelyincreasd the vulrerability of thepublic financeg(Figure 7) and placed public
debt on an unsustainable pétial & Vicente, 2003.

After the devaluation,hie debt service due in 2008s USD 471 million, equivalent to
4.4% of GDPin 2002(De Brun &Licandro, 2005)Figure23). Thus the marketandthe
IMF, expected a default on public debt. In other wotls,fiscal adjustment necessary to
comply with debiservice obligations anghakepublic debt sustainable wé&so large to be
reachable without provoking a strong recesgidalvo, 198). Given the debt service due

22The system covers the risks of disability, old age and survival. It is a mixed system as it has two pillars:
intergererational solidarity and compulsory individusaving. The former is a defined benefit and the
benefits of the liabilities are financed by contributions from active workers, employers, taxes affected and, if
necessary, by Staiesfinancial assistance. Theecond pillar is defined contribution: each worker
accumulates their contributions and returns in a personal savings account. At the time of cessation of
activities in case of having established cause (35 years of contribution), or reaching 60 yearsh&f age
worker has the right to receive a monthly income that is determined by the amount accumulated in his
individual account, his sex and age, and a technical interest rate determined by the regulator. Likewise, the
second pillar has a collective capiraliion insurance, with a defined benefit, which covers the risks of
disability and death in activity.

24 According to data from the Central Bank.

®AThere was the perception among economic agents t|
the govenment would bail them out. This implicit guarantee, in turn, became a potential liability of the
stated (De Brun & Licandro, 2005).

26 Similar to 1982, the ratio of foreigeurrency deposits of the ndimancial private sectoto international
reserves grewgtrongly since May 2002, showirlatthe contingent liabilities of the Central Bank became

an additional source of risk.
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in 2003and the primary surplus in 2002 (0.2% of GDP), it was necessary to miakala f
adjustment of at least 4% of GDP.

In May 2003 the government conducted @ublicdebt restructuring which
reprogrammedhe maturity of 50% ofthe total public debt’. The swapobtaned 93% of

the proposed amount, whilbet R%6 that did not adhere received the payments under the
conditionsoriginally agreed oifDe Brun and Della Mea, 2003§.

As in the 1970s, thboostof the 1990sended with a suddemalt. However, as opposed to
1982, the 2002 crisis was notiginated in a BOP crisibut in a bankrun (Figure22).
Notwithstanding the severity of the 2002 crisis that had significant economic, social and
political consequencesjanychangesvere madéefore 2002hat laid the foundation of

a strongeeconomy. Thigxplairs part oftherecoveryas 0f2003.

2.4. The golden years (20€62D14).

In the second half of 200®ruguay left the crisis behinand began the longest growth
period since the 1940s. In 264, GDP compound annuajrowth rate wass.4%, three
times the growth in the second half bét2d" century.This growth originated in the super
cycle of commodity pricestrongexternal demandnd extraordinary financial conditions
for emerging narketsespecially after the 2008ternationalcrisis In addition,structural
policies and reformbelped install a favorable business climate.

The economic policy implemented since 2003 attempted, in the first plaeeuethose
macroeconomic fragilities that amplified external shocks in 1982 and 2002. The pillars of
the strategywere to consolidée exchangeate flexibility, to reduce the financial
vulnerability of the public sector and to strengthen the prudential regulation of the
financial system. For this, the macroeconomidicy scheme adopted was based on
inflation targetqsince 2005)theconsolidation of a primarfjscal surplus Figure6), and
stronger management bfh e p u b | dssets and labilites, dngparticular public debt
(Table3).

Table 3

% of gross public debt*

2001 2014
Debt with maturity < 1 year 13% 6%
Foreign-currency debt 82% 44%
Local-currency debt (nominal, CPI-indexed & wage-indexed) 18% 56%
Fixed-rate debt 43% 79%
Floating-rate debt 38% 15%

Source: Central Bank of Uruguay
*It includes reserve requirements on bank deposits.

27 All dollar-denominated bonds were eligible, except for stewn instruments issued since January 2003

(De Brun &Licandro, 2005)

28 The rating agencies considered lefault S &P downgraded Uruguayods publ i
and Fitch downgraded to DDD in 2003. Uruguay inserted a Collective Action Clause (CA® mew

bonds as well, which many belie/@ould trigger a CrediDefault Swaps (CDS) event because it chahge

the underlying structure of the debt.
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In parallel, the Central Bank was granted greater independéndes a result,it
strengthened banking regulateo manage the risks of currency mismatch and liquidity,
improving capital requirements and reducing exposure teresident operations. The
combination of a favorable external environment with a-ois&nted management
macroeconomic policy returned the invest me:

Regarding the budgebnstraint results, relatively low obligams and access to external
credit markets guaranteedrelative nominal stabilityPrimary surpluses during the first
few years allowed complying with the 2008sis debt service and accumulating
international reservesince 2004, foreigacurrency publi debt was partly substituted by
pesedenominated and Chidexed public debtTable1, Figure7). This was stimulated
by relatively low inflation, real currency apprecatiand debt deollarization policies.
As a result, the financial vulnerability of the public sector decreased.

Nonetheless,isce 2008, and especialifter 2011, the primary surplus droppeeidure
6) in a contet of strong GDP growth (5.1% in 20@®14).That is, he fiscal policy was
not tight during the expansive phase of the cycle, while the palgey attempted higher
nominal rigidity in a context of full employmefit All this contributed to the end of the
golden yearsvith the consolidation afwvo imbalances: primary fiscal deficndinflation
above the Centrdbanktarget rangeln addition, the RERadjusted public debt shows the
debtto-GDP ratio ishigherthan the unadjusted onEigure20), which implies that the
effort to comply with publiedebt obligations cdd be larger than the observede.

Regarding the soctaecurity system in Uruguathe current structure may be a threat to
fiscal sustainability. Ahough there are not mangcentstudies that quantify theotential
effects of contingent liabilitiesassociated with the sufficiency of contributipasd the
sustainability of the pension systemn public finances, there are reasons to believe that
thepension system should be reformed.

First, the increase in life expectancy and the decrease in the birth rate are putting pressure
on the sustainability of the systedm. a recent work, Camacho (2016) shows that the
financial deficit of the payasyou-go system has two lonterm trends: it falls to 0.2% of

GDP by 2030 but then rises to 2.2% of GDP by 2050 because of aging population. This
suggests a reform is needededuce disbursements and/or increase future revéhues.

Second,many reforms such as theedwtion in the minimum number of yearsof
contributionfrom 35 to 30, the doubling of the minimuamounts of retirements of the
mixed regime and changes in the distribution cohtributions between systems of
distributionand capitalization could affettie sustainability of the system.

2|n 2008, the Parliament approved a new @#nBank Act that included the creation of the
Macroeconomic Coordination Committee and the Monetary Policy Committee, and set restrictions to the
type of bailout operations for the Central Bank. Also, the Banking Supervision and Regulation Committee
was ganted greater technical autonomy from the Central Bank.

30 Collective bargaining has been active in Uruguay since 2005. Wage agreements in force since 2012 and
2013 have established clauses of period adjustments based on past inflation. This, togetherl@%h
inflation that triggers automatic wage increases in several sectors of the economy, resulted in a rigid
nominal environment that favored inflationary inertia.

31In September 2017, the annual deficit of the gemegimeof the pension system was8% of GDP. The

general regime excludes the retirement funds of the military, patidéank officials, which havedeficit

of 1.7% of GDP and are assisted by the goreent
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Lastly, a change to the system that would allow amagligible group of system asséts
to abandon thenixed regime iscurrently under discussion by tharffament. Thisvould
cost betwee@% and 106 of GDP (at 201 prices) over a 4§ear horizon.

4., Conclusionsand final remarks

In 19602014, the financingof Uruguayp s p u b | was mostlg eflattonary.On
average, two thirds of the total sources came from the inflation tax and one third from
public debt.

High inflation in the 1960s was associated with sustained fiscal deficits. tBat870s,
but especially after 1991he opening of the economy, the financial liberalizatgreater
access texternalfinancing the stabilization plas and the more restrictiveastitutional
framework of the Central Bankreduced theinflationary financing of fiscal deficits.
Nevertheless, ldnough inflation significantly declined during the whole period, the
inflation taxremained as ammnportantsourceto financeobligations.

Chronic inflation between the 1960s and the 19%@sised nominal instabilitywhich
ended uptriggering nominal rigidities prices/wage indexationand dollarization of
financial assetsBoth limited the ability of macroeconomic policieso stabilize the
eanomic cycle.

In the second half of #Dcentury,the financial vulnerability of the public sector grew
because of publidebt dollarizationAfter the 2002 crisis, primarfiscal surpluses and
the lower share of foreigourrency public debt reduced suahinerability. Nevertheless,

thelossof the primary surpluafter 2011managed tgeopardizethefiscal stability.

The budget constraint is smaller and less volatiter the 1982 debt crisis, except for
1991 (Brady Plan) and 2002 (debiss). This isclear especially between 2004 and 2014
and is due to lower primary deficits and a declining detDP ratio.

The evidence suggests that in the last three decades governments in Uruguay have slowly
understood the importance of fiscal constraints taaniae nominal stability.

We offer some lessons that canléarnedfrom the case of Uruguay and may be helpful

to explain the performance of other Latin American econorigghilization plans based

on exchangeate anchors with insufficient fiscal adjosents could induce, under certain
circumstances, BOP crisis, currency devaluations, banking crises and iadredise
Central Bankos | i abcanlleadtta patdigdebtwchsescand cyckcal e nt u a
volatility. In addition, implicit insuranceon bank deposits, public and private debt
dollarization and commitments on the exchange naguires a stran and consistent

fiscal policy.

32 Between 40,000 and 70,000 according to estimatéeipyiblica AFAPone of themain pension fund
managers.
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Annex 1: Figures

Figure 1

Log of real GDP

Source: Central Bank of Uruguay; Instituto de Econom @ - Universidad de la Rep¥blica.

9.0
8.8
8.6
8.4
8.2
8.0

7.4 -
7.2
7.0 +

1870

1880 -
1890
1900 -
1910
1920 -
1930
1940 -
1950
1960 -
1970
1980 -
1990
2000 -
2010

Figure 2

Ln of GDP per capita: percentage deviation from trend (HP filter)
Source: own elaboration based on data from Instituto de Economa - Universidad de la Rep¥blica
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Figure 3

GDP per capita: ratio Uruguay - United States

Source: The Maddison-Project
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Figure 4

CPl inflation and monetary-base growth
Source: Instituto de Econom @ - Universidad de la Rep¥blica; Central Bank of Uruguay.
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Figure 5

Public-sector deficit and inflation tax
Source: Banda & Onandi (1992), Borchardt et al. (2000), Licando & Vicente (2008), Central Bank of Uruguay, Instituto de Economia -
Universidad de |la Republica and own estimations based on Kehoe, Nicolini & Sargent (2013).
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Figure 6

Fiscal deficit of the Public Sector
Source: Banda & Onandi (1992), Borchardt et al. (2000), Licando & Vicente (2008), Ministry of Economy and

Finance.
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Figure 7

Gross public debt by currency (% GDP)

Source: Central Bank of Uruguay, Instituto de Economia - Universidad de la Republica

m Nominal pesos = Wage-indexed units m Inflation-indexed units = Foreign currency
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Figure 8

Residual (% GDP)

Source: own elaboration based on Kehoe, Nicolini and Sargent (2013).
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Figure 9

Residual and international reserves (1960-1993)

Source: own elaboration based on Kehoe, Nicolini and Sargent (2013); Instituto de Econom & - Universidad de la Rep¥blica.
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1986

Residual and its explanatory factors (1994-2014)

Source: own elaboration based on Kehoe, Nicolini and Sargent (2013); Central Bank of Uruguay.
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Figure 13

Central-Bank international reserves (% GDP)
Source: Instituto de Economia - Universidad de la Republica, Central Bank of Uruguay.
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Figure 14

Currency depreciation and inflation
Source: IECON; INE.
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Figure 15

Real Exchange Rate with the U.S. (Index 100 = average 1913-2014)
Source: Aboal D. (2003); own elaboration based on data from FRED, INE and BCU.
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Figure 16

Public-sector overall balance & current-account balance (% GDP)
Source: Banda & Onandi (1992), Borchardt et al. (2000), Licando & Vicente (2008), Ministry of Economy and
Finance, Central Bank of Uruguay and Instituto de Economia - Universidad de la Republica.
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Figure 17

U.S. 10-Year Treasury Rate (%)

Source: Federal Reserve Economic Data
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