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URUGUAY: Notes from our talks with
officials and market participants

The drivers behind the FX appreciation should lose steam

Most of our talks pivoted around the FX market dynamics, with both local policymakers and
market participants showing substantial concern over the UYU’s performance. Starting with
government players, we found the BCU to be the most comfortable agent with the UYU dynamics.
Cenbank officials were adamant in pointing out that BCU is happy with its involvement in the
exchange rate market and is implementing additional systems to reduce its role in it. Intervention
should be minimal, with only a serious exogenous event threatening its no-intervention policy. In
addition, they expect the real exchange rate to depreciate in an orderly fashion throughout the
year, as they find the current REER to be slightly appreciated relative to Uruguay’s fundamentals.
Instead, the MEF showed some concerns regarding the FX but mostly concentrated on the effect
it could have in the real economy, dampening growth prospects and therefore affecting tax
collection. Finally, market participants are worried that a sharp REER correction could threaten
their long-UYU position. The dollarization in local portfolios stands near historic lows, leaving local
players vulnerable to FX shocks.

We believe three main drivers are bound to determine the path of the nominal exchange rate
from now on: (i) the BoP flows, (ii) the BCU’s policy stance, and (iii) The Treasury’s issuance
strategy. Market participants expect current account and FDI flows to turn from heavily supportive
to neutral/slightly unsupportive in 2023. Looking at the trade balance, its composition is bound to
be heavily altered relative to the last year. Reviewing the negatives, the drought and weaker
international prices are bound to cause a drop of nearly USD1200mn in agri-flows, with the first
affecting the summer crops, while the second should nudge meat exports downwards. In this
context, the effect should be relatively even, with the soy campaign and the ranching sector
expected to experience USD600mn in losses each. Furthermore, the FDI flows should drop
significantly, with UPM Il capital inflows grinding to a halt, and could even reverse as loans related
to its construction are repaid. On the sunny side of the street, UPM Il is expected to come online
by 2H23, and the gradual ramp-up in production should contribute between USD600mn and
USD800mn in exports, neutering the weak soy campaign. A reduction in Imports should partially
compensate for the stop to FDI inflows as the need to supply the construction of the UPM Il plant
fades. In addition, the services balance is poised to overperform in 2023. This comes on the back
of two driving factors. The first is the provision of software and consulting services, which have
proven to be a strongly growing economic sector. In addition, the tourism sector is expected to
close its best season since 2019, nearly returning to pre-pandemic levels. However, this effect
should be dampened slightly by an increase in the outflow of Uruguayan tourists on the back of
the high wages in USD. We estimate foreign currency inflows should drop by around 0.7bn-1bn
this year. However, this does not automatically translate to a depreciation in the FX, as last year’s
balance was heavily supportive, now pointing to a slowdown in inflows rather than outflows. This
is also hinted at by the solid performance of the current account deficit, which continued to
compress during 2023 even in the face of the nominal appreciation. All in all, this scenario forces
the BoP to move from an extremely supportive stance to a more neutral position.
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The BCU’s bias is expected to remain hawkish, with nominal rates dropping slower than
inflation expectations. Looking at the monetary policy, the CenBank expects the policy bias to
continue to be contractive. However, this does not mean the policy rate will stay flat. The BCU is
banking on inflation expectations to continue their current trend and deaccelerate, ergo allowing them
to lower the nominal key rate, maintaining (or even widening) the real rate. We expect the CenBank
to maintain real rates around the +3% mark, conserving its hawkish bias, as Uruguay’s natural
interest rate stands near the +2% mark. In this context, we expect the CenBank to ride out the
inflationary pressures in the Food & Drink index derived from the drought before lowering the nominal
rate during 2Q23.

In addition, the Treasury expects to maintain its two-pronged financing strategy, tapping both
the local and global markets. Government officials pointed out that the financing strategy for 2023
would be similar to that of previous years, balancing local and global issuances. On the local front,
the Treasury and BCU held an extraordinary auction, tapping local markets for USD0.9bn in local NT
notes. In addition, the scheduled auction calendar throughout the year can issue another 0.5bn,
possibly doubling the figure. With this in mind, the Treasury is bound to finance itself, raising USD
1.4-1.9 bn from local markets. With the Treasury planning to fund its GFNs with USD3.7bn in bond
issuances, that would leave roughly USD2bn to be issued. The conundrum the treasury faces
regarding the remaining issuances is that tapping local markets further would mean higher financing
costs, while going to the global market for funding should push the FX to appreciate. We believe the
administration will pick the latter poison. In this scenario, the Treasury would tap global markets for
roughly half its planned issuances. Even if the administration offers Ul or UYU-denominated bonds,
given that they will come in the global market, most subscriptions will come in USD. This means the
Treasury becomes a net supplier of foreign currency, as it now faces liabilities and expenditures in
UYU, and so it must exchange the USD received in the global market for UYU, putting some pressure
on the FX to appreciate. A scenario where the MEF continues to tap local markets would avoid said
strain, but with a cap on the size of the local market, that would force it to pay higher rates to source
its financing needs. We find it is unlikely the administration will accept the said trade-off, but a higher
proportion of local taps could play in favor of decompressing the FX.

All in all, we believe the FX is bound to depreciate slightly in nominal terms this year, as a
structural change in the Uruguayan economy will be dampened by the weak agricultural
campaign. Having discussed the BoP flows for the year, we find that the lack of dollars relative to
2022 should cut the prospects for further appreciation of the UYU but should not be a driver for a
depreciation of the nominal exchange rate. In addition, the BCU is expected to maintain its hawkish
stance looking at the real rate, which should not fuel further capital inflows but should neither result
in outflows either. And the Treasury is expected to maintain its stance as a net supplier of USD,
pointing at a stable FX for 2023. In this scenario, we hold a more constructive view of the UYU
depreciation relative to the market consensus, which envisages the FX rate to hover around the
USDUYU42 mark. In our view, the nominal rate should end the year hovering around the
USDUYU40/41 mark, with the REER continuing its appreciation. We do not expect the FX to suffer a
sharp correction during the year, as both foreign currency inflows and the BCU'’s lack of intervention
should prevent the UYU from gapping. However, the chances of nominal appreciation this year look
limited, and the probability of the USDUYU dropping close to the USDUYU37 mark looks low. For
2024 however, with UPM Il fully operational and a recovering harvest, we believe the prospects for
further FX appreciation are high, as the structural changes experienced by the Uruguayan economy
should no longer be offset by the drought, putting BoP flows in a much favorable position relative to
the current year.

Inflation expectations fall mostly between the +6.5% and +7.5% marks. Convergence with the
BCU'’s target could be achieved in 2024 but requires a stiffer hand in salary negotiations. In our
view, yearly inflation should come near the +7% mark. However, we believe the scenario is tilted to
the downside, as we assign a higher probability of occurrence to inflation coming in slightly under
our estimate rather than over. The current inflationary process is marked by a decoupled Tradeable
index, which stands substantially below the headline index (+5.4%yoy) due to the reduction in
international prices and FX appreciation. Instead, the Non-tradeable index is anchoring the general
index at a high level, remaining stubbornly flat, over the +8.5%yoy mark. Given the intrinsic
characteristics of the Non-Tradeable process, which presents a heavier trend than its tradeable
counterpart, if the former is nudged down and starts to converge to the BCU’s target range, then
inflation could end the year under the +7% mark. However, it is paramount that salary negotiations
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come near the 7%-7.5% mark. The issue comes in the form of the government’s promises, as the
administration has the objective of returning real wages back to their 2019 level. This should cause
the salary negotiations to clock in closer to the 7.5%-8% mark, which in turn should dampen the
prospect of inflation compression this year. Still, with limited passthrough and only a slight transitory
effect from the drought to push prices upwards, the chance of inflation gaining substantial
momentum looks slim.

Fiscal perspectives look solid enough, albeit we found little evidence to support the prospect
of further consolidation. Even with the fiscal deficit widening since Sept-22, the administration
managed to comply with 2022’s fiscal rule. However, real expenditure ex-COVID fund did increase
over the administration’s cap (+2.1%yoy), rising by +3.3%yoy fueled by a strong focus on public
investment, which rose by +43.7% relative to 2021, instead of the budgeted +7.7% rise. While the
widening of the deficit since September has been substantial, it could also be tied to the
administration’s strategy, which implemented a balancing act to smoothen spending over time. With
the fiscal balance firmly in control by September and the administration widely complying with 2022’s
target, it decided to accelerate public expenditure to avoid doing so in 2023, where the fiscal
constraints are significantly tighter. In this context, the government could have preferred to ramp up
capex, forcing much tighter compliance with the target, to have some additional wiggle room this
year. Still, this strategy forces the administration to regain some hard-won ground this year. A flatter
trajectory for the deficit since September would have presented a much better starting point, albeit
at the cost of capping the administration’s spending capabilities. On positive news, the
administration’s recent announcements regarding tax cuts were mostly immaterial. However,
structural cuts justified by a cyclical rebound in activity do raise some questions regarding the future
health of fiscal figures. Overall, the government still has 0.5pp of GDP left to trim from the COVID
fund this year. Still, we expect consolidation to slow down substantially as this buffer is exhausted
and the administration is forced to tackle additional structural cuts in spending.

Income policy should continue to be supportive, even at the cost of a marginal increase in
unemployment. In a context where the administration has lost a significant portion of its positive
image on the back of the recent scandals surrounding Mr. Lacalle Pou’s security detalil, it will probably
keep to its promises regarding the recovery of real wages. Looking at Jan-23 figures, the index stands
at -1.7% below Jan-19’s level. So, with inflation probably coming in the 6.5% -7.5% bracket, it isn’t
easy to envisage salary negotiations below the 7.5%-8% mark, as the government is now pressed
to fulfill its promises. Still, from a macro standpoint, the real economy’s growth is now well above
2019 levels. Therefore, real wages returning to their 2019 level should not threaten competitiveness
from a technical point of view. However, the quid of the issue can be found in real wages in USD.
With last year’s strong appreciation, wages in USD skyrocketed. This presents a difficult conundrum
for the administration, as further increases in the wage department could trigger higher
unemployment rates, which could harm electoral prospects going into an election year.

The political space is facing a reconfiguration ahead of the 2024
elections

The current political scenario puts the Frente Amplio as the slight favorite going into the 2024
elections, with both coalitions still having some issues in the candidates’ department. The
problem that cruxes both fronts ahead of the elections is that none of the potential candidates
command a significant amount of power inside the party structures of their respective political
organizations. Starting with the government coalition, its obvious problem is that it will be unable to
capitalize the popularity of Mr. Lacalle Pou, who would probably be its strongest candidate, and must
now watch the electoral race from the sidelines. In the Partido Nacional, the coalition’s senior partner
in voting intention, the two candidates bound to compete for the candidacy are Mr. Alvaro Delgado
and Mrs. Laura Raffo. The first is closely tied to Mr. Lacalle Pou’s tenure, being the Secretary of the
Presidency, while the latter stands slightly further away from the current administration and can
present a slightly more critical view from inside the coalition. As the current scenario stands, Mr.
Delgado is expected to edge Mrs. Raffo in the race for the candidacy of the Partido Nacional.
However, presenting two candidates to the primary elections inside the coalition could cause some
competitiveness issues relative to the rest of the members of the coalition, which would probably
present only one candidate. In the FA, Mr. Yamandu Orsi and Mrs. Carolina Cosse look to be the
strongest candidates ahead of the preselection. Both are currently majors in Canelones and
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Montevideo, respectively. The former is expected to count on the support of the MPP (Movimiento
de Participaciéon Popular), while the latter is expected to enjoy the support of the Communist Party.
While the political platform of the FA still must be discussed, Mr. Orsi currently seems like the
strongest candidate head of Mrs. Cosse. With a slightly weaker administration, currently, the FA looks
like a slight favorite to take the next electoral bout in 2024. This comes on the back of the robust
voter base the FA has and due to the fact that the government coalition has lost some public image.
In addition, Cabildo Abierto, a current member of the coalition, has voiced their discontent with the
government and might consider running outside the coalition in the next elections, which could turn
it into a pivotal party to secure a legislative majority beyond the elections.

A possible FA victory should test the mettle of the institutional framework established by the
current administration, which still must solidify. The improving perspectives behind Uruguay in
recent years have come due to the clear framework established by the new administration and the
institutional order it created. The BCU’s transparency and shift in the monetary policy management
must be highlighted and have been instrumental to the administration’s successful tenure. In addition,
the fiscal rule created by this government has also been another of the pillars sustaining Uruguay’s
improving metrics. The issue is that this newly instituted framework is still young and could be
relatively easy to overturn. The BCU'’s shift did not stem from a change in its charter but from the
public officials placed by the new administration. And the fiscal rule has only been used to shore up
one budget (2020-25). So, the FA could be able to root out the instated law to a relatively small (but
not irrelevant) political cost. The BCU also lacks the institutional mandate to sustain its current modus
operandi in the face of a hostile administration. Suppose the fiscal rule survives one more tenure. In
that case, the political cost of dissolving it turns almost unacceptable, which is also true (albeit slightly
less so) for the BCU and would solidify the administration’s reforms as structural.

All in all, after our latest round of talks, we believe there is value in the LCD securities, with
nominals slightly edging linkers based on better compression prospects. With inflation
expectations converging, the BCU maintaining the real rate near the 3% mark, and a stable FX, we
believe the UYU-denominated securities could be a better play for 2023. With nominals standing near
the 10% mark, a stable FX during the year would maximize the space’s carry. Looking at
compression, with linkers standing near the 3% mark, it isn’t easy to envisage a scenario where the
real rate goes well beyond that mark, with the BCU intending to keep it near that level. This should
dampen the compression prospects for the linkers curve. On the other hand, even as the real rate is
expected to remain flat, the nominal rate is expected to drop, with the BCU following the decrease
in inflation expectations with key rate reductions. In this context, rate drops should trigger further
compression in the nominal space, compounding with a juicy carry.

15-Mar-23



[ I:OJ

Strategy - Uruguay

TPCG Analysts & Staff

Research

Juan Manuel Pazos
Paula La Greca
Federico Martin

Santiago Resico

Chief Economist

Corporate Research Analyst

Strategist

LATAM Strategist

jmpazos@tpcgco.com
plagreca@tpcgco.com
famartin@tpcgco.com

sresico@tpcgco.com

+54 11 4898-6606
+54 11 4898-6638
+54 11 4898-6633
+54 11 4898-6615

Sales & Trading

Juan Manuel Truppia
Juan Martin Longhi

Lucia Rodriguez Pardina
Agustina Guadalupe

Maria Pilar Hurtado

Juan Ignacio Vergara
Santiago Baibiene

Pedro Nollmann

Maria Ruiz de Castroviejo Salas
Victoria Faynbloch

Felipe Freire

Homero Fernandez Bianco

Andres Robertson

Head of Sales & Trading
S&T Director
S&T Director
Sales

Sales

Sales

Sales

Sales

Sales

Desk Analyst
Trader
Trader

Trader

jmtruppia@tpcgco.com
jlonghi@tpcgco.com
Irodriguezpardina@tpcgco.com
aguadalupe@tpcgco.com
mhurtado@tpcgco.com
jivergara@tpcgco.com
sbaibiene@tpcgco.com
pnollmann@tpcgco.com
mruizdecastroviejo@tpcgco.com
vfaynbloch@tpcgco.com
ffreire@tpcgco.com
hfbianco@tpcgco.com

arobertson@tpcgco.com

+54 11 4898-6659
+54 11 4898-6656
+54 11 4898-6614
+54 11 4898-6682
+54 11 4898-6616
+54 11 4898-1936
+54 11 4898-6648
+54 11 4898-6617
+54 11 4898-6643
+54 11 4898-6635
+54 11 4898-1921
+54 11 4898-6667
+54 11 4898-6693

Corporate Banking

José Ramos
Camila Martinez
Fernando Depierre
Sol Silvestrini

Nicolas Iglesias

Head of Corporate Banking

Corporate Sales
Corporate Sales
Corporate Sales

Corporate Sales

jramos@tpcgco.com
cmartinez@tpcgco.com
fdepierre@tpcgco.com
ssilvestrini@tpcgco.com

niglesias@tpcgco.com

+54 11 4898-6645
+54 11 4898-6621
+54 11 4898-6636
+54 11 4898-6641
+54 11 4898-6612

Capital Markets

Fernando Lanus

Nicolas Alperin

Head of Capital Markets

Investment Banking Analyst

flanus@tpcgco.com

nalperin@tpcgco.com

+54 11 4898-6632
+54 11 4898-6604

Asset Management

lleana Aiello

Claudio Achaerandio

Portfolio Manager

Portfolio Manager

iaiello@tpcgco.com

cachaerandio@tpcgco.com

+54 11 4898-6611

+54 11 4898-6618

15-Mar-23

[e)]



I Iq ,J Strategy - Uruguay

Important Disclaimer

The document, and the information, opinions, estimates and recommendations expressed herein, have been prepared by TPCG
Valores SAU to provide its customers with general information regarding the date of issue of the report and are subject to changes
without prior notice. TPCG Valores SAU is not liable for giving notice of such changes or for updating the contents hereof. The
document and its contents do not constitute an offer, invitation or solicitation to purchase or subscribe to any securities or other
instruments, or to undertake or divest investments. Neither shall the document nor its contents form the basis of any contract,
commitment or decision of any kind.

Investors who have access to the document should be aware that the securities, instruments or investments to which it refers may
not be appropriate for them due to their specific investment goals, financial positions or risk profiles, as these have not been taken
into account to prepare the report. Therefore, investors should make their own investment decisions considering the said
circumstances and obtain such specialized advice as may be necessary.

The contents of the document are based upon information available to the public that has been obtained from sources considered
to be reliable. However, such information has not been independently verified by TPCG Valores SAU, and therefore no warranty,
either express or implicit, is given regarding its accuracy, integrity or correctness. TPCG Valores SAU. accepts no liability of any
type for any direct or indirect losses arising from the use of the document or its contents. Investors should note that the past
performance of securities or instruments or the historical results of investments do not guarantee future performance. The market
prices of securities or instruments or the results of investments could fluctuate against the interests of investors. Investors should
be aware that they could even face a loss of their investment.

Transactions in futures, options and securities or high-yield securities can involve high risks and are not appropriate for every
investor. Indeed, in the case of some investments, the potential losses may exceed the amount of initial investment and, in such
circumstances; investors may be required to pay more money to support those losses. Thus, before undertaking any transaction
with these instruments, investors should be aware of their operation, as well as the rights, liabilities and risks implied by the same
and the underlying stocks. Investors should also be aware that secondary markets for the said instruments may be limited or even
not exist.

TPCG Valores SAU. and/or any of its affiliates, as well as their respective directors, executives and employees, may have a position
in any of the securities or instruments referred to, directly or indirectly, in the document, or in any other related thereto; they may
trade for their own account or for third-party account in those securities, provide consulting or other services to the issuer of the
aforementioned securities or instruments or to companies related thereto or to their shareholders, executives or employees, or
may have interests or perform transactions in those securities or instruments or related investments before or after the publication
of the report, to the extent permitted by the applicable law.

TPCG Valores SAU or any of its affiliates’ salespeople, traders and other professionals may provide oral or written market
Commentary or trading strategies to its clients that reflect opinions that are contrary to the opinions expressed herein. Furthermore,
TPCG Valores SAU, or any of its affiliates’ proprietary trading and investing businesses, may make investment decisions that are
inconsistent with the recommendations expressed herein.

No part of the document may be (i) copied, photocopied or duplicated by any other form or means (i) redistributed or (jii) quoted
without the prior written consent of TPCG Valores SAU. No part of the report may be copied, conveyed, distributed or furnished
to any person or entity in any country (or persons or entities in the same) in which its distribution is prohibited by law. Failure to
comply with these restrictions may breach the laws of the relevant jurisdiction.

For U.S. persons only:

This report is a product of TPCG, which is the employer of the research analyst(s) who has prepared the informative report. The
research analyst(s) preparing this report is/are resident(s) outside the United States (U.S.) and is/are not associated person(s) of
any U.S. regulated broker-dealer and therefore the analyst(s) is/are not subject to supervision by a U.S. broker-dealer and is/are
not required to satisfy the regulatory licensing requirements of FINRA or required to otherwise comply with U.S. rules or regulations.

This report is intended for distribution by TPCG only to U.S. Institutional Investors and Major U.S. Institutional Investors, as defined
by Rule 15a-6(b)(4) of the U.S. Securities and Exchange Act, 1934 (the Exchange Act) and interpretations thereof by the U.S.
Securities and Exchange Commission (SEC), in reliance on Rule 15a 6(a)(2). If the recipient of this report is not a a US Institutional
Investors nor a Major U.S. Institutional Investor, as specified above, then he should not act upon this report and return it to the
sender. Further, this report may not be copied, duplicated and/or transmitted to any U.S. person, which is not a U.S. Institutional
Investor, nor a Major U.S. Institutional Investor.

In order to comply with the US regulations, our transactions with US Institutional Investors and Major US Institutional Investors are
effected through the US-registered broker-dealer Marco Polo Securities Inc. (“Marco Polo”). Transactions in securities discussed
in this report should be effected through Marco Polo or another U.S. registered broker dealer.

15-Mar-23 7



	URUGUAY: Notes from our talks with officials and market participants



