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Research Project 

• Research framework: “The Fiscal and Monetary History of Latin America” by the Becker 

Friedman Institute. 

• Two questions to answer: 

1. What role did the monetary and fiscal policies play on the macroeconomic instability 

of Uruguay between 1960 and 2014? 

2. Is there a relationship between low growth, poor economic performance and 

macroeconomic instability in Uruguay during this period? 

• Conceptual framework: Kehoe, Nicolini & Sargent (2013). 

 We estimate the budget constraint of Uruguay’s public sector in 1960-2014. 

 We explore the 1965, 1982 and 2002 crises using theoretical frameworks of budget 

constraint, BOP crisis and debt-maturity problems. 
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Conceptual framework 

Following Kehoe, Nicolini & Sargent (2013), the analytical framework used to describe fiscal 

constraints in Uruguay between 1960 and 2014 is based on Sargent (1992):  
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Data limitations and assumptions 

Data limitation 

 

1. Data on interest rates by 

currency are available only since 

2005. 

 

 

 

 

 

 

 

2. Data on debt interest payments 

for the entire Public Sector are 

not available in 1960-1973 and 

1997-1998. 

 

3. Data on foreign-currency 

public debt are missing in 1963-

1966. 

Assumption 

 

1. All public debt is denominated 

in foreign currency between 

1960 and 2004 when estimating 

public-debt returns. Therefore, 

the implicit interest rate (interest 

payments in t+1 / stock of debt in 

t) corresponds to the interest rate 

of public debt denominated in 

foreign currency (𝑟∗). 

 

2. Data on debt interest payments 

for these periods correspond to 

Central Government only. 

 

 

3. Linear evolution. 

Implication 

 

1. Returns to debt denominated in 

currencies other than foreign 

ones (𝑅 and 𝑟) between 1960 

and 2004 end up in the 

residual. 

 

 

 

 

 

2. Overestimation of the primary 

fiscal deficit in 1960-1973 and 

1997-1998. 

 

 

3. If imprecise, it may increase the 

residual. 
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Less budget constraint and inflationary financing 

After the 1980s (except for 1991 and 

2002) the budget constraint was 

smaller and less volatile.  

Brady Plan 

2002 crisis 1982 crisis 

The financing of the public sector in 1960-

2014 was mostly inflationary: 2/3 with 

inflation tax and 1/3 with public debt. 
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Despite lower budget constraint, two public debt crisis took place 

OBLIGATIONS 

The primary fiscal deficit shrank throughout the whole 

period, especially after the 1980s. 

Real debt obligations were large around the two debt 

crises because of currency devaluations. 

SOURCES 

Large increases in the debt-GDP ratio occurred after 

currency devaluations in 1982 and 2002. 

Inflation tax was important to finance fiscal deficits, especially 

until the 1990s. Chronic inflation contributed to de-monetizing the 

economy. 
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Residual: framework limitations and data quality 

26% 

How do we try to explain the residual? 

The identity leaves out international reserves, reserve requirements on bank deposits and extraordinary 

transfers. 

• 1960-1993: change in the stock of Central-Bank international reserves (free-available ones + reserve 

requirements on bank deposits in foreign currency). 

• 1994-2014: net-of-credit deposits, financial assets and other extraordinary transfers. 

The unexplained residual suggests data need further improvements, especially around the three big crises 

(1965,1982 and 2002). 



Contents 

1. Research project 

2. The budget constraint: framework, data and preliminary results 

3. Sub-periods 

i. 1960 - 1973: Stagflation 

ii. 1974 - 1985: Opening and liberalization 

iii. 1986 - 2003: Boost and halt 

iv. 2004 - 2014: The golden years 

4. Conclusions 



11 

The golden 

years 

1960-2014: four sub-periods 

Stagflation 
Opening and 
liberalization 

Boost and Halt 

1973 

Oil shock 
1982  

• BOP crisis 

• Debt crisis 

2002 

• Banking crisis  

• Debt crisis 
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Sources

Local-currency public debt (∆) -1,1%

Foreign-currency public debt (∆) 0,9%

Inflation-indexed public debt (∆) -

Wage-indexed public debt (∆) 0,1%

Monetary base (∆) -0,2%

Inflation tax 4,7%

Total 4,4%

Obligations

Public-sector primary deficit 5,9%

Local-currency return -

Foreign-currency return -0,1%

Inflation-indexed return -

Transfers* -1,4%

Total 4,4%

Model results

Inflation tax was the main financing source 

• Sustained primary fiscal deficits arose from the mismatch between revenues and expenses due to 

stagflation. 

• Public debt was not a financing source: negative real interest rates were unattractive for the private sector 

and unsustainable for the pension system. 

• Inflation tax and, occasionally, negative real returns on debt were the main sources to finance 

obligations. 
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The 1965 banking crisis and nominal instability 

During the first part of the 1960s, there is also a relationship between inflation and the banking system’s 

instability (Vaz, 1999): 

1. The monetary base grew to provide liquidity to banks. 

2. Bank deposits, mostly denominated in dollars, were contingent public debt (insurance scheme by law). Given 

the low level of international reserves and the restrictions to issue local and external debt, the monetary 

authority had to monetize the deposits. 

3. Banks’ weak position impeded to restrict secondary money creation (by increasing reserve requirements or 

eliminating the inflation-tax subsidy through “redescuentos”). 

4. The 1965 banking crisis contributed to reinforcing the dollarization of the economy. As a consequence, 

higher inflation was needed to offset the effect of a smaller monetary base on the inflation-tax revenue.  
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Sources

Local-currency public debt (∆) 0,3%

Foreign-currency public debt (∆) 6,3%

Inflation-indexed public debt (∆) -

Wage-indexed public debt (∆) 0,1%

Monetary base (∆) -0,1%

Inflation tax 3,4%

Total 9,9%

Obligations

Public-sector primary deficit 3,3%

Local-currency return -

Foreign-currency return 2,7%

Inflation-indexed return -

Transfers* 3,9%

Total 9,9%

Model results

Financial liberalization, stabilization plan and crisis 

• Financial liberalization (1974-1978): sustained deficits were financed mostly with inflation tax.  

• Stabilization plan (1979-1982): the budget constraint decreased as both the fiscal deficit and inflation tax 

contracted. The inflation tax was still used to build up a stock of foreign reserves (Vaz, 1999).  

• Crisis (since 1982): foreign debt increased in terms of GDP due to i) public-debt restructuring; ii) 

recomposing of Central-Bank reserves; and iii) effects of the devaluation on the dollar-denominated debt. 
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Rise and fall of the stabilization plan  

• Between 1978 (October) and 1982, the government implemented a stabilization plan based on an 

exchange-rate anchor.  

• An insufficient fiscal contraction between 1979 and 1982 to moderate the effects of the real 

appreciation on both GDP and private consumption caused a deterioration of the current-

account balance (Calvo & Vegh, 1997).  
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BOP crisis  

• Once external financing became more restrictive, the deepening of the current-account balance led to a loss 

of Central-Bank foreign reserves. 

• Given the lack of ability to borrow abroad, the fiscal deficit was financed through net domestic credit. In 

the context of the stabilization plan based on exchange rate anchor, this led to a further loss in foreign 

reserves. 

• A BOP crisis happened in 1982 (Krugman, 1979) and the stabilization plan was abandoned. 
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From a BOP-and-banking crisis to a public-debt crisis 

• Since the beginning of 1982, the uncertainty 

about keeping the stabilization plan provoked 

portfolio changes from pesos to dollars, 

deposit outflows from the banking system 

and increasing pressures on the exchange 

rate. 

 

• The devaluation in November of 1982 forced 

the Central Bank to bail out commercial banks 

since a large portion of debtors defaulted on 

their commercial credits. 

 

• The conditions of the private-debt 

restructuring help to understand how a BOP-

and-banking crisis ended up becoming a 

public-debt crisis. 
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Sources

Local-currency public debt (∆) -0,1%

Foreign-currency public debt (∆) 0,4%

Inflation-indexed public debt (∆) 0,2%

Wage-indexed public debt (∆) -0,1%

Monetary base (∆) -0,4%

Inflation tax 1,9%

Total 2,0%

Obligations

Public-sector primary deficit -1,1%

Local-currency return -

Foreign-currency return 1,3%

Inflation-indexed return -

Transfers* 1,8%

Total 2,0%

Model results

The budget constraint improves  

• Moderate primary fiscal surpluses were reached before 1993.  

• Real debt returns were high before the Brady Plan in 1991.  

• Moderate fiscal deficits reduced the need for inflation tax as financing source.  

• Public debt decreased on average before the 2002 crisis. 
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The maturity problem in 2003 

• In 1999-2001, Uruguay received an array of negatives external shocks that restricted the access to external financing. 

• International reserves were at the time the key to guarantee: i) the exchange-rate commitment, ii) ultimately, public-debt 

service and, iii) implicitly, bank deposits. 

• The run on bank deposits, after the end of the Convertibility in Argentina, put strong pressure on international reserves. This 

scenario threatened the credibility of the exchange-rate commitment and, thus, the public-debt sustainability. 

• The end of the Stabilization Plan in July 2002 weakened public finances and made public debt unsustainable. As a result, a debt 

service equivalent to 4.5% of 2002 GDP was due in 2003 while the primary surplus was 1.3% of GDP in May 2003. 

• A default was expected as the fiscal adjustment necessary to comply with debt-service obligations and make public debt 

sustainable was too large to be reachable without provoking a strong recession (Calvo, 1998). 

• Uruguay restructured 50% of total public debt in May 2003. Some rating agencies considered it a default. 
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Sources

Local-currency public debt (∆) 0,7%

Foreign-currency public debt (∆) -2,9%

Inflation-indexed public debt (∆) 1,4%

Wage-indexed public debt (∆) 0,2%

Monetary base (∆) 0,2%

Inflation tax 0,6%

Total 0,3%

Obligations

Public-sector primary deficit -1,9%

Local-currency return -0,1%

Foreign-currency return -0,9%

Inflation-indexed return -0,1%

Transfers* 3,3%

Total 0,3%

Model results

Low need for inflation tax  

• Strong foreign demand was accompanied by public policies and reforms since 2004:  

i. primary fiscal surpluses 

ii. exchange-rate flexibility (inflation and monetary-aggregate targets) 

iii. proactive management of assets and liabilities of the public sector: debt profile, international reserves and macro-

prudential reforms. 

• Until 2011, primary surpluses kept the need to collect inflation tax low. 

• Since 2012, however, the loss of primary surpluses slightly increased the need to collect inflation tax and restricted the 

room for maneuver to manage external shocks.  
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Overall conclusions  

• High inflation in the 1960s and the first half of the 1970s was associated with sustained 

fiscal deficits. The opening of the economy and the financial liberalization started limiting the 

discretionary management of the economic policy, which resulted in less inflationary financing of 

fiscal deficits. 

• Although the inflation level significantly declined during the whole period, the inflation tax was 

still important to finance fiscal deficits. 

• During the second half of the 20th century, the financial vulnerability of the public sector 

grew because of public-debt dollarization. In contrast, in the last decade primary fiscal 

surpluses and the reduction of public debt denominated in foreign currency reduced such 

vulnerability. 

• After the 1980s, Uruguay reduced its budget constraint and improved its fiscal balance. 

• Evidence suggests that in the last three decades governments have slowly understood the 

importance of fiscal constraints. Institutional reforms, as the Central-Bank Acts of 1995 and 

2007, helped to improve the overall macroeconomic discipline, in particular fiscal policy. 
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Next steps 

• Consider institutional reforms that have affected the macroeconomic policy framework. For 

example: 

 Long-term fiscal effects of the 1996 Provisional Reform. 

 Central Bank Acts of 1995 and 2007. 

 Net Public Debt cap since 2006. 

 

• The policy role of inflating away public spending to reduce fiscal deficits. 

 

• Consider financial-crisis models of second generation (Chang & Velasco, 2000). 
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Results of the budget-constraint exercise: sources 
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Results of the budget-constraint exercise: obligations 
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1960-1973 1974-1985 1986-2003 2004-2014 1960-2014

Sources

Local-currency public debt (∆) -1,1% 0,3% -0,1% 0,7% -0,1%

Foreign-currency public debt (∆) 0,9% 6,3% 0,4% -2,9% 1,2%

Inflation-indexed public debt (∆) 0,0% 0,0% 0,2% 1,4% 0,4%

Wage-indexed public debt (∆) 0,1% 0,1% -0,1% 0,2% 0,0%

Monetary base (∆) -0,2% -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 - - - -0,1% 0,0%

Foreign-currency return -0,1% 2,7% 1,3% -0,9% 0,8%

Inflation-indexed return - - - -0,1% 0,0%

Transfers* -1,4% 3,9% 1,8% 3,3% 1,8%

Total 4,4% 9,9% 2,0% 0,3% 4,0%

*Estimated as a residual

Source: own elaboration following Kehoe, Nicolini & Sargent (2013)

Results of the budget-constraint equation: average by sub-period. 
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From a closed to an open economy  

Closed 
economy 

Open 
economy 
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