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Characteristics of Uruguayan
economy
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After 2002 crisis (1)

) Stro n g recovery Uruguay : Evolution of GDP

e Financial
stabilization

 Floating (managed)
exchange rate and
monetary policy
based on monetary
aggregates

— GDP



After 2002 crisis (2)
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After 2002 crisis (3)

Uruguay: International reserves
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After 2002 crisis (4)

« Commodities price
shock o Inflation: targetrange and actual values
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From september 2007

« Monetary policy became aregime
based on the management of interest
rates

—“lite” inflation targeting



Situation before the crisis

 Inflation above the target and dangerously
close to 10%



Inflation: target range and actual values
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Situation before the crisis

 Economy growing very fast (10% in 2008)



GDP growth (interanual)
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Situation before the crisis

 Moderated public deficit (around 1%)
e Balance of payments deficit (4%)

 Unemployment at its lowest level in years
(7.5%)
e Sound financial sector



The effects of crisis (1)

 Drop in commodity prices
— with not much loss in terms of trade

Terms of trade
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The effects of crisis (2)

Sovereign risk

Riespo

 Rise on sovereign risk.

o Due to debt poncy there B URUGUAY: disribution of maturities
IS N0 urgency to issue
new debt
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The effects of crisis (3)

Nominal exchange rate (pesos per $)

Pressures on
exchange rate due
to:

— A change on relative
prices ?

— Portfolio
adjustment?

— Expectations ?

Supply and demand of foreign currency
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Expected increase in fundamentals
real exchange rate

Negative welth effect

Drop in aggregate expenditure
Productivity losses
Interruption of capital flows

Current account deficit



Restrictions on the monetary
policy response (1)
Transmission mechanisms not well
identified
Dollarization
Shallow markets
Segmented markets

Shortage of liquidity
— How to manage it in a shallow market ?

Difficult to tell one shock from another



Restrictions on the monetary
policy response (2)

10% threshold

Exchange rate volatility can trigger bad

expectations about the health of financial
sector

If there is a nominal shock free floating
conducts to arise in inflation

Due to nominal rigidities a change on relative
prices can rise inflation
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The policy response: main
guidelines
Priority: preservation of financial sector
nealth.

Prevent exchange rate volatility from
pecoming a financial crisis.

Supply of liquidity
Protection of peso markets




The policy response:
Implementation

« Exchange rate: more management, less
free float

e Selling of reserves



Exchange rate management

Some increase in
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The policy response:
Implementation

* Interest rate: holidays to the policy interest
rate



Interbanking interest rates
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The policy response:
Implementation

 Repurchase of peso and ui nominated
Instruments

e Heterodox instrument: REPE

e Transitory interruption on issues of
middle term instruments



Characteristics of the repurchase

* Eligible set: all Central Bank bills
nominated In pesos or Ul with maturities
ranging from two months on.

e Options: liquidity in pesos or US dollars

o Total repurchased: 210: US dollars

e Us dollars: 150
 Pesos: 60



Millones de $ de Dic/85

After the repurchase

Deposits in local currency
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The policy response:
Implementation

e Heterodox instrument: REPE

e Transitory interruption on issues of
middle term instruments



Final reflexions

Management of monetary policy should be
pragmatic during a crisis.

Monetary policy should react differently
depending on the nature of the shock.

What should be the weight of inflation in the
social loss function during a crisis ?

Is there room for inflation targeting for a
country that receives permanent shocks ?
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