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I. STRATEGIC CONTEXT

A. Country Context

1. Uruguay is a small, high income country that has made marked progress in achieving
macroeconomic stability, growth and shared prosperity. Supported by favorable external
environment, good governance and strong macroeconomic management, Uruguay’s economic
performance has been strong and the country achieved high income status in 2013." It has made
remarkable progress in fighting poverty and boosting shared prosperity, with the per capita
income of the bottom 40 percent of the income distribution growing at an annual rate of 4.9
percent growth during 2006-2012 well above the 2.4 percent increase in total per capita income.

2. Uruguay is highly exposed to weather related shocks. The importance of agriculture for
the economy and strong reliance on hydropower of its energy matrix makes the economy
vulnerable to weather variations. In particular, droughts have a strong direct negative impact on
GDP growth, electricity production, and fiscal and trade balances. Although hydropower is a
cheap and clean energy source, energy production and costs are negatively impacted in drought
years. In such times, electricity costs increase significantly due to the need to switch to more
expensive energy sources (mainly thermal, which relies mostly on oil imports, or electricity
imports). Higher electricity generation costs affect GDP growth performance and impact the
financial balances of the state-owned electricity company, the Electricity Transmission and
Electric Power Plants National Administration (Administracion Nacional de Usinas vy
Trasmisiones Eléectricas, UTE) and the consolidated public sector. Higher oil imports needed to
generate thermal energy also deteriorate Uruguay’s trade balance.

3. Droughts have sizeable negative impact on Uruguay’s fiscal position. Increased
electricity generation and/or electricity import costs affect the balances of UTE. Due to the
importance of UTE in the consolidated public sector, fiscal deficits are negatively affected in
drought years (see Figure 1: Energy Generation Costs, UTE’s and Fiscal Balances, 2003-13). In
2012, for example, the fiscal deficit increased to 2.8 percent of GDP up from 0.9 in 2011, partly
on account of a drought-related deterioration in the financial balance of UTE.?

4.  The Government of Uruguay (GoU) has developed a comprehensive risk management
strategy to mitigate the negative effects of droughts. This strategy combines structural policies
to reduce weather related risks through the diversification of the energy matrix, which is
expected to make it more resilient to weather and oil price shocks, and a financial risk
management strategy which attenuates the effects of droughts on UTE and on the public sector
finances. As risk retention (self-insurance) instruments, UTE and GoU have built reserve funds
for the purpose of offsetting unexpected additional costs generated by weather shocks of
moderate-to-high frequency and low-to-moderate impact. In particular, the GoU established the
Energy Stabilization Fund (FEE) which builds buffers in periods of favorable weather conditions
and finances additional electricity costs in drought periods, playing a fiscal stabilization role. In

! As of 1 July 2014, high-income economies are defined as those with a GNI per capita (Atlas method) of $12,746 or
more. Uruguay achieved a GNI per capita of US$15,180 in 2013, having the second highest income per capita in
Latin America and the Caribbean, after Chile.

2 For more details on the fiscal impacts of droughts, see the Uruguay: Mitigating Fiscal Risks - Public Expenditure
Review (2013).



addition, the GoU has contracted a weather and oil price insurance to transfer risks of low
probability but high impact events.

Figure 1: Energy Generation Costs, UTE’s and Fiscal Balances, 2003-13
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5.  The proposed operation supports GoU’s risk mitigation strategy. Efficient risk
mitigation strategies imply appropriate levels of risk coverage through an integrated approach. In
particular, this operation covers an intermediate layer of risks which correspond to events of
moderate probability and moderate costs impact that currently are not covered by the instruments
mentioned above.

6. The proposed operation has substantial value added. First, it represents an innovative
approach to using Investment Project Financing. Using this instrument in a fully contingent basis
IS expected to be an attractive option to many countries that have hydro dominated energy
systems. Second, the proposed operation fills a risk coverage gap and enables a better integration
and optimization of the GoU’s risk management strategy. Third, the operation offers the
possibility to contribute to the enhancement of the institutional framework of the FEE and
reinforces the transparency of its operations. Last but not least, the operation would provide
additional protection in a critical transitional period. Uruguay’s energy sector is evolving
towards a more diversified and efficient electricity matrix through a number of projects
developing alternative energy sources. While the implementation of these projects is on track and
is expected to be completed by the end of 2016, implementation delays are plausible®. Therefore,
droughts will still have strong and negative impacts and the enhancement of risk mitigation
instruments will provide safety if potential delays materialize.

® For example, plans to increase wind generated electricity capacity are very ambitious as the GoU’s aims at
increasing the share of wind energy from 2 percent to 30 percent by 2016. Even if timely implemented, integrating
such a high level of wind-power penetration into the country's electric grid is challenging. This level of wind power
absorption has only been achieved on a consistent level in Denmark which has decades of experiencing wind power
management (30 percent average in 2013).



B. Sectoral and Institutional Context

7. Uruguay has substantial hydropower to meet a large portion of its energy needs at
low costs, although the hydro-based electricity production is volatile. Over the last 8 years,
hydropower represented between 43 to 81 percent of the electricity mix, varying with the
weather conditions. Supply has historically been complemented by thermal electricity and
electricity imports to meet demand. Non-conventional renewable sources (biomass and wind) are
also increasing their participation. The country has reached its hydroelectric potential which
today represents close to 75 percent of the electricity mix. However, the hydrology of the river
basins that connect to the hydroelectric system is highly variable and impacts directly the cost of
producing electricity. At the same time, Uruguay has at this point no proven reserves of oil,
natural gas, or coal.

8.  The cost of electricity production varies significantly with rainfall. It increases on
average by approximately 75US$/MWh between a rainy and dry year due to the shift to
substantially more expensive sources such as thermal energy and electricity imports.

9. To avert transferring the high volatility of electricity generation costs to electricity
tariffs that negatively affect households and firms, the GoU has adopted stabilization
mechanisms. Electricity tariffs are defined taking into account medium-term electricity
generation costs. Tariff readjustments take into account the evolution of costs in relation with
expected inflation, the price of Brent, the expected exchange rate vis-a-vis the USD, and UTE
operating costs.* Before the establishment of the FEE, deviations from average cost were mainly
absorbed through lower UTE profits or transfers from the Ministry of Economy and Finance
(MEF) to UTE. Consequently, additional costs were reflected in UTE’s financial balances and in
the consolidated public sector.

10. On the structural front, public and private investments in the energy sector are
expected to increase the contribution of other renewable sources, improving efficiency, and
moving to cheaper alternative sources. By 2017, authorities expect a more balanced electricity
matrix, reflected in a lower proportion in hydropower, less expensive, more efficient thermal
generation plants, and non-conventional renewable sources (wind and biomass). Cost differences
between rainy and dry years is expected to drop from 75US$ per MW/h in 2011 to an estimated
25US$ per MW/h (see Annex 6). However, some implementation challenges—such as attaining
the planned integration rate of intermittent sources of energy in the transmission grid or slow
investment executions— could delay the transition toward the new energy matrix.

11. Meanwhile, as the electricity matrix is being diversified, the GoU has put in place a
financial risk mitigation strategy including risk retention and risk transfer instruments to
mitigate the effects of drought on electricity generation costs. As part of its risk retention
mechanisms, UTE maintains around US$80 million in cash to face weather shocks that have
short duration, are frequent but of limited impacts (see Figure 2). The FEE is a central part of this
strategy. Favorable weather conditions in 2013-14 facilitated the building up of a sizeable
amount of funds at the FEE (around US$310 mi). Finally, following the combination of severe
drought and high oil prices that resulted in a substantial increase in electricity generation costs in

* Tariffs are proposed by UTE, the Energy and Water Services Regulation Unit (Unidad Reguladora de Servicios de
Energia y Agua - URSEA) analyses the proposal and transmits its assessment to the executive branch that determines
the tariffs



2012, as part of its risk transfer strategy, UTE purchased a weather-oil price insurance that
protects its financial position in the case of low probability but of extreme and high cost droughts
(see Box 1 for more details).> In this manner, the FEE also contributes to stabilize electricity
tariffs in the face of climatic events, enabling a more predictable tariff environment for
households and firms without affecting the long term fiscal position.

Box 1. Weather and Qil Price Insurance Transaction Intermediated by World Bank Treasury

Financing Objective: The Treasury has intermediated a Weather and Qil Price Insurance to help protect UTE
against higher cost energy production associated to droughts. This operation provides cost certainty to the
electricity company, protects consumers from the risk of high and volatile electricity costs, and provides public
budget stability.

Value Added: The involvement of the World Bank has been crucial to strengthen market confidence in the
transaction, crowd-in market participants and provide technical support to UTE with respect to the level of
coverage needed and how to deploy market solutions with other financial approaches such as a stabilization
fund and contingent loans

Risk coverage: The Treasury intermediate insurance was the largest transaction in the weather risk
management market and has provided a customized solution for UTE providing coverage for three semesters
from January 1% 2014 to June 30™ 2015, for a cumulative level of USD450 million. The size of the payout
depends on the severity of drought and oil price levels.

Source: World Bank’s Treasury website.

Figure 2: Layered Financial Risk Management Strategy of UTE
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12. The FEE was established in 2010 as a sole-purpose fund “to reduce the negative
impact of hydropower deficits on the financial situation of UTE and on the consolidated
public sector accounts”. Decree 442 of December 2011 and Decree 305 of October 2014, define
the roles of each stakeholder, clear rules for contributions and uses, and conservative and
transparent investment policies. These rules and policies make the FEE a sound stabilization
instrument, tailored for the mitigation of risks faced by UTE (see Box 2).

® The weather-oil insurance covers the period January 2014 to June 2015
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13. Still there is room for further improvements to the FEE’s institutional framework, its
integration with the overall fiscal framework, and with risk management strategy.
According to the Decree 442/011 and its amendment through Decree 305/014, an administrative
trust fund agreement is expected to define institutional arrangements governing the FEE and the
roles and responsibilities of the stakeholders. In this regard, with Bank’s support, the GoU is
following international best practices in setting up this administrative trust agreement.

Box 2. The Energy Stabilization Fund: Rules of contributions, uses, and maximum level.

The FEE has well defined and transparent rules of contributions and use of funds, and a ceiling for the
accumulated funds that ensures its stabilization role. It is tailored to the specific characteristics of the relation
between weather conditions and UTE’s balances.

Decree 442 of 2011 and its amendment Decree 305/014, approved in October 2014, establish clearly, using
objective criteria based on hydrological conditions, the situations in which UTE needs to allocate funds to FEE
and the situations in which UTE can access the FEE funds. The two decrees also establish: a) a minimum level
of annual contributions in order to reduce the probability that the FEE’s funds are exhausted; b) a ceiling for
the accumulated funds, to avoid excessive accumulation of funds. In 2011, the ceiling was set at 4 billion
indexed units (the value in pesos of an indexed unit is published by the National Institute of Statistics), the
equivalent of US$480 million. Once the FEE accumulated funds reach this ceiling, UTE does not have to make
additional contributions. The amendment to Decree 442/011 approved in October 2014, introduces the
Targeted Level of Coverage by the Fund (Valor Objetivo de Cobertura del Fondo, VOCF) which is a
dynamically optimized ceiling that corresponds to a targeted risk coverage level of the FEE. In particular, the
VOCEF is the level of the FEE funds necessary to cover additional costs of electricity generation in excess of the
average generation costs in 85 percent of the simulations. The VOCF is set taking into consideration the
structure of the energy matrix and the costs of alternative sources of energy. The VOCF is used to calculate the
annual contributions from UTE. Finally, the size of the FEE is bounded between 0 and the VOCF, which
means that when funds are completely exhausted, the FEE no longer can fulfill its function, while the ceiling
level is indicative of the GoU’s targeted risk level coverage of this risk retention instrument. Finally, Decree
442/011 and its amendment through Decree 305/014 mandates that the FEE’s assets are managed by the
Central Bank in an account separate from the country’s international reserves, but following similar investment
guidelines.

Source: World Bank staff.

C. Higher Level Objectives to which the Project Contributes

14. The proposed project supports the GoU’s objective to smooth the impact of
hydropower volatility and associated electricity generation costs on public sector accounts
during a period in which the energy matrix is evolving. The proposed operation will enhance
the role played by the FEE as follows. First, by providing contingent financing to the FEE in
case the funds available in the FEE fall below a minimum level or for additional risk coverage
(above the 85-percent-threshold reflected in the Targeted Level of Fund Coverage (VOCF), the
operation reduces the opportunity costs (fiscal and financial) of the GoU’s drought-related risk
mitigation policies. Second, it will support Uruguay’s institutions in implementing a risk
mitigation framework necessary in a period in which the energy matrix becomes more resilient to
the weather cycle.

15. Moreover, this operation aims at improving the efficiency of risk mitigation by
further integrating risk mitigation tools, achieving an appropriate balance between risk
retention and risk transferring. The proposed project supports a sophisticated risk
management strategy, which is expected to further protect GoU’s fiscal position from weather
related shocks. The Bank has been promoting a three-layer approach for financing risk: the high
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frequency and low severity losses should be retained as any risk transfer strategy is very
expensive; the second layer can be partially retained and mitigated using contingent loan
instruments, which are less expensive than traditional risk transfer ones, and finally, the third
layer -related to low probability but carrying catastrophe losses- should be fully transferred. This
approach is the one pursued by UTE and the GoU: the cash obtained by normal operations and
FEE provides resources for first-layer losses, the proposed contingent loan will serve the middle
layer of possible losses while the current weather-oil price insurance covers the top layer of
losses.

16. Consistent with the World Bank Country Partnership Strategy for the period 2010-
15°, the proposed operation is expected to contribute positively to the World Bank Group
(WBG) two strategic goals of reducing poverty and boosting shared prosperity. The CPS is
focused on four pillars: (i) Reducing Macroeconomic Vulnerability & Strengthening Public
Sector Administration; (ii) Competitiveness & Infrastructure; (iii) Agriculture, Climate Change,
and Environment; and (iv) Increasing Social Inclusion & Equity. Comprised in the first pillar,
this operation supports GoU’s risk mitigating strategy and complements two ongoing DPL-
DDOs operations that have been providing precautionary financing to the GoU in the context of
a still uncertain global economic scenario. Consistent with this approach, this operation provides
contingent financing at a time when the energy matrix is still vulnerable. As this operation
enhances the functioning of the FEE, it helps to obviate electricity tariff increases or government
expenditure cuts that might affect the poor. In particular, tariff stability benefits
disproportionately the poor as they allocate a larger share of their budgets to electricity.
Moreover, as this operation supports tariff stability which in turn favors more efficient
consumption and long term investment decisions, it contributes to better growth prospects.

Il. PROJECT DEVELOPMENT OBJECTIVES

A. PDO

17. The Project Development Objective of the proposed operation is to enhance the GoU’s
efforts to mitigate the effect of adverse weather conditions on its public sector accounts and to
enhance the efficiency of its risk management framework used to mitigate these risks.

18. This innovative IPF-Contingent Financing fills a gap in the GoU’s risk management
strategy and is expected to generate fiscal savings as it offers a more cost effective risk
mitigation tool. There are no contingent financing instruments for weather effects of moderate
impact and probability in private credit markets. Alternative options are pre-financing, standard
credit operations or weather insurance, all of them imperfect substitutes to contingent financing
and substantially more costly. In this regard, this IPF-Contingent Financing is instrumental to the
GoU’s objective to cover intermediate layers of risks in a cost effective manner.

19. The operation also contributes to improving the governance of the FEE. The Decree
422/011 that regulates the operating rules of the FEE instructed the establishment of a trust to
manage the funds accumulated in the FEE. During the preparation of this operation, the Bank
assisted authorities in the design of the administrative trust fund agreement following
international best practices of institutional frameworks for stabilization funds. These practices

® Report No. 55863-UY, discussed by the Executive Directors on October 14, 2010.
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include clear definition of roles and responsibilities of management, transparent transactions,
investments and use of resources, regular reporting and the presentation of operating budgets.
Thus the operation supports the institutional enhancement of the FEE ensuring adherence to
these principles.

B. Project Beneficiaries

20. The beneficiaries of the proposed operation can be grouped at two levels: direct
beneficiaries are the GoU and UTE whose financial positions will be protected by the leverage
provided by this contingent financing which will enhance FEE’s ability to fulfill its stabilization
role; indirect beneficiaries are households and firms who would take consumption and
investment decisions in a more predictable electricity tariff environment. Figure 3 shows the first
round impact (incidence) effect of a hypothetical 20 percent increase in electricity tariffs on real
per capital incomes by deciles, which is regressive as it reduces the income of the poorest 20
percent by 9 percent, and by 5 percent the income of the richest 20 percent of the population.’

Figure 3: The estimated effect of a 20 percent increase in electricity tariffs on real per
capita incomes by percentiles
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C. PDO Level Results Indicators

21. Progress towards the achievement of the PDOs will be measured by the following
indicators(see Annex 1 for quantified benchmarks):

Indicator 1: Additional financing needs from the central Government to cover Additional Cost
of Electricity Generation in drought events of moderate probability-moderate impact (Additional
Costs of Electricity Generation in drought events minus FEE”s available funds (including the
contingent financing).

Indicator 2: Share of the Additional Cost of Electricity Generation in drought events of
moderate probability-moderate impact that is covered by the FEE’s Targeted Level of Coverage
by the Fund (VOCF).

" The analysis assumes that in the short run there are no substitution effects, as households are unable to adapt their
consumption behavior and preferences and that the price increase directly impacts their budget.
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22. The first indicator measures the GoU Financial Risk Management Strategy’s ability
to mitigate the effect of weather shocks on public finances. The complete package of
instruments (including the contingent financing) are expected to cover additional costs of
electricity generation as much as possible in case of a droughts depending on the severity of such
droughts. Therefore, the lower this indicator is (low additional financing) the stronger FEE’s
ability to shield public accounts from weather conditions

23. The second indicator measures the efficiency or accuracy of the FEE’s Targeted Level
of Coverage by the Fund (VOCF) in covering the risks for which it was created. This
indicator will help to monitor if the VOCF provides an adequate level of risk coverage given the
evolution of the risk profile. As the energy matrix evolves, the necessary resources to cover the
same level of risks are expected to be adjusted periodically. The annual recalibration of the
VOCF is expected to enhance the efficiency of the FEE as it will prevent the excessive
accumulation of resources while ensuring an adequate level of risk coverage. Therefore, the
success of the project will be reflected in keeping the risk coverage at the targeted level.

24. The proposed operation also aims to improve the governance and transparency of the
FEE. In line with best practices of stabilization funds the proposed project will ensure in
addition to transparent rules of contribution and use and good integration with the country’s
overall fiscal framework, clear and publicly accessible investment policies, accountable and
professional management, operating budgets, thus supporting the institutional enhancement of
the FEE with the indicator reflecting the progress on the institutional soundness of the FEE.®

I1l. PROJECT DESCRIPTION

25. The proposed operation will provide contingent financing through CONAFIN AFISA
as trustee of the FEE to capitalize the FEE so as to enable the FEE to provide additional
resources needed by UTE to face unexpected costs of electricity generation in adverse
weather conditions. The National Development Corporation (CND), an autonomous entity that
is not part of the consolidated non-financial public sector, will make the proceeds of the Loan
available through a subsidiary agreement to CONAFIN AFISA (as trustee of the FEE) for further
transfers to UTE, which when realized will be accounted for in UTE’s budget management
system for regular spending. The loan will have a sovereign guarantee from the Oriental
Republic of Uruguay. The contingent financing will be triggered by:

i. According to the rules of use of the FEE funds set in the Decree 422/011 and its
amendment through Decree 305/014. This ensures that funds are transferred to UTE
only when the expected hydropower generation is lower than 90 percent of the expected
hydropower generation as a result of adverse weather conditions; and

ii. Once the FEE’s own funds fall to or below a minimum level set at US$50 million. This
will ensure that UTE will use first resources accumulated in the FEE to finance the
increased electricity generation costs associated to the adverse weather conditions.

26. The project also contributes to further strengthening of the governance and efficiency
of the FEE, as it requires that during implementation:

& Annex 5 on the FEE provides information on best practices for stabilization funds.
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e The trustee CONAFIN AFISA (i) submits to the MEF for its review and no objection
an annual operating budget relating to the operating expenses that CONAFIN AFISA
expects to be incurred in the following calendar year in managing the FEE; and (ii)
makes the operating budget publicly available on CND’s website.

e CONAFIN AFISA prepares and provides to the World Bank, on a quarterly basis: i) a
report on the balance of the FEE’s funds as of the end of the corresponding quarter
(FEE Balance Report) and make it publicly available on CND’s website; and ii) a
report on the use of the FEE’s funds and the investments of the FEE’s funds (including
returns and losses from investments) for the same quarter of the FEE Balance Report.

e CONAFIN AFISA prepares (in accordance with the methodology set forth in Article 2
of Decree 442/011) and submits to the Bank, a report assessing the Targeted Level of
the Fund’s Coverage (VOCF) for the purposes set forth in Article 3 of Decree 442/011.

e CONAFIN AFISA ensures that the FEE maintains at all times, throughout the
implementation of the Project, a minimum balance equivalent to $500,000 to cover the
costs relating to the management of FEE’s funds.

A. Project Components

27. The operation has one component: Mitigation of the effects of adverse weather
conditions by enhancing FEE’s ability to cushion the impact on public sector accounts. This
consists of provision of contingent financing to CND that will on-lend the proceeds to the FEE
through the trustee CONAFIN AFISA to capitalize the FEE to mitigate the effects of adverse
weather conditions when disbursement conditions have been met. This project will contribute to
reducing the probability of Government having to transfer resources to UTE and the amount of
these additional transfers needed by UTE to face drought related unexpected costs of electricity
generation.

B. Project Costs and Financing
. Project cost IBRD Financing . .
Project Components (millions US$) (US$ millions) % Financing
1. Leveraging the FEE resources 200 200 100
Total Project Costs 200 200 100
C. Lessons Learned and Reflected in the Project Design

28. As this innovative IPF operation has a one-hundred-percent contingent component, it
is similar with other Bank instruments that provide contingent financing, and thus lessons
have been drawn from these operations to inform the project design. Firstly, the operational
structure needs to be sufficiently flexible and simple to provide timely support, which is
instrumental to the client risk management strategy. Secondly, contingent financing is a cost
effective tool for risk mitigation. Indeed, the two existing Uruguay DDOs enhance the risk
management strategy, providing contingent financing to the Government in the event of adverse
global economic shocks. Thirdly, disaster risks should be proactively managed rather than
treated as an exogenous shock to development. In this regard, this operation contributes to a pro-
active risk management strategy, providing rapid and flexible financing. Ex-ante risk financing
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instruments helps limiting the interruption of ongoing investments in the event of disruptive
events.

29. World Bank technical documents show that contingent financing is the most adequate
option to mitigate medium probability moderate impact events, which is consistent with the
World Bank’s approach to risk mitigation. In the publication “Building Resilience-
Integrating Climate and Disaster Risk into Development” ® the World Bank proposes a series of
instruments to support financial protection, which are tailored for national and often regional
needs and varying disaster risk profiles. It recommends that for low-severity, high-frequency
events, risk retention, in the form of budget reserves and contingent credit should be used as it is
the most appropriate solution. In particular for Uruguay the Public Expenditure Review (2013),
recommended the use of contingent financing to deal with the impact of weather-related events
on public sector accounts.

30. Large-scale and decentralized renewable energy operations face particular
implementation challenges. These are associated with market dispersion, the large number of
stakeholders involved, and the integration of intermittent sources of energy in the transmission
grid. As a result, delays in the implementation and full operation of these projects are likely,
thus, the proposed operation will provide further protection to public finances during this
transformational phase of the energy matrix.

IV. IMPLEMENTATION

A. Institutional and Implementation Arrangements

31. The proposed operation will be implemented over a three-year period, and the overall
coordination and implementation will be the responsibility of the National Development
Corporation (CND), CONAFIN AFISA, and the Ministry of Economy and Finance. The
proposed operation will rely on implementation arrangements between CND and its 100 percent
controlled company CONAFIN AFISA (Figure 4).

32. Given that the FEE is not an independent legal entity, an Administrative Trust Fund
will be established, with CND acting as the Trustor, CONAFIN AFISA as the Trustee, and
UTE as the beneficiary. The CND will make the proceeds of the Loan available to CONAFIN
AFISA, acting as trustee of the FEE pursuant to the provisions of the Administrative Trust
Agreement, under the subsidiary agreement between CND and CONAFIN AFISA, for further
transfers to UTE, which when realized will be accounted for in UTE’s budget management
system for regular spending. The conditions will include inter alia: (a) the provisions of the
Administrative Trust Agreement; (b) the provisions of Article V of the General Conditions; (c)
the obligations of CONAFIN AFISA set forth in the provisions of Schedule 2 of the Loan
Agreement; and (d) the obligation of CONAFIN AFISA to carry out the Project in accordance
with the World Bank’s Anti-Corruption Guidelines.

33. The CND will ensure that CONAFIN AFISA has the necessary resources to carry out
the Project. CONAFIN AFISA will enter into an asset management contract with BCU to define
the investment of the FEE’s funds and will ensure that the FEE maintains, throughout the

® http://www.gfdrr.org/sites/gfdrr/files/publication/WBG_2013_Building_Resilience_Full_Report-English.pdf
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implementation of the Project, a minimum balance equivalent to $500,000 to cover for the costs
relating to the management of FEE’s funds.

Figure 4: Institutional arrangements
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Financial creditor

L

C.N.D.
Trustor/
Implementing Agency/
Financial Creditor

Oriental Republic of
Uruguay
Guarantor/

Ministry of Economy and
Finance: General
Revenues

Energy Stabilization Trust
Financial Assets

CONAFIN AFISA Trustee

Central Bank of
Uruguay
Financial Adviser

UT.E.
Beneficiary

34. The CND will be responsible for fiduciary, management, and monitoring and
evaluation tasks. The CND will be responsible for monitoring the conditions for disbursements
and of requesting the disbursement of the contingent financing if the disbursement conditions are
met and will be responsible for disbursing to the Energy Stabilization Fund, as part of the on-
lending operation. The Trustor will monitor compliance with the rules of disbursement and will
be responsible for certifying that the conditions are met and for informing the World Bank once
the conditions for disbursement have been met. The Trust Fund will be funded with internal
government resources provided by Rentas Generales, funds contributed by UTE, and external
financing.

35. Upon the Bank’s request the Borrower will provide an audit of the deposit account
and a written confirmation that the amount of the disbursement has been credited to the
account of the Energy Stabilization Fund managed by the Trustee CONAFIN AFISA.

B. Results Monitoring and Evaluation

36. Given the strong technical content of the operation, several quantitative indicators
have been identified. The project will be closely monitored by the technical staff of the MEF
and UTE and the Bank’s task team. The contingent nature of the operation enables a permanent
follow-up of disbursement conditions that eventually trigger the operation. Financial reporting
will be produced on a monthly basis and an annual assessment of the main parameters of the
FEE will facilitate monitoring activities.

C. Sustainability

37. The project is sustainable for a number of reasons. The legal framework of the FEE
ensures its continuous operation and adherence to the rules of accumulation and use. The
administrative trust agreement will further strengthen the governance and transparency of the
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FEE. The regular updating of the key parameters of the FEE accumulation and withdrawal rules
fostered by the intense policy discussions during the preparation of the project ensures its
financial sustainability. The team undertook an Economic and Financial analysis that shows that
the FEE is financially sustainable which means that the rules of accumulation ensure the targeted
risk coverage. In the medium run, the high quality design of the FEE and the expected reduction
of electricity generation costs associated to the improved energy matrix ensure the achievement
of a steady state level for the resources accumulated by the FEE.

V. KEY RISKS

Overall Risk Rating and Explanation of Key Risks

38. The overall risk to the development results associated with this proposed operation is
moderate. The most relevant risks relate to macroeconomic developments and sector strategies
and policies:

() Macroeconomic. Uruguay is highly integrated and exposed to the regional and global
economy, and the country is vulnerable to drought shocks. Government’s macroeconomic
policies enabled the country to build resilience against these shocks, but remaining risks are still
considerable. In particular, risks affecting the electricity generation costs not related to drought,
such as increases in oil prices can affect UTE finances and may limit its ability to contribute to
the FEE. However, the clear rules of use and contributions to the FEE that guarantees positive
flows being allocated to it in good weather conditions and the contingent financing provided by
this proposed operation are expected to ensure the necessary funding for the FEE’s to exert is
stabilization role. In summary, risks stemming from the Government’s macroeconomic policy or
macroeconomic shocks are considered moderate.

(i)  Sector strategies and policies. The sectors that contribute most decisively to the
achievement of the PDOs of this operation are Fiscal Management and the Energy sector. In
both cases, strategies and policies are sound in terms of their technical dimensions, are quite
stable and predictable, and are fully aligned with Uruguay’s development strategy. The
governance framework in the two sectors is well defined and the coordination between Finance
and Energy is strong. Nevertheless, there are risks associated with the implementation of the
Energy Sector strategy. In particular the shift to a more diversified energy matrix that could
affect the PDOs of this project. In particular, delays in the completion of investment projects
could translate in higher impacts of weather related shocks on GoU’s fiscal position. In summary
risks associated to sector policies are deemed as moderate.

VI. APPRAISAL SUMMARY

A. Economic and Financial Analysis

39. The main contribution of the proposed operation is that it complements the set of risk
management tools that the GoU has put in place in the last years to mitigate the impact of
weather-related shocks on public finances. This operation fills a risk coverage gap and enables
a better integration and optimization of its strategy. Moreover, the operation enhances the
institutional framework of the FEE and reinforces its transparency.
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40. To measure the value added of this project to the GoU’s risk management strategies,
two simulations (with and without the contingent financing project) are compared for two
different scenarios. The first simulation (Figure 5) looks at the expected additional financing
that the Government will need to finance the cost of supplying the demand with and without the
project, assuming that GoU’s investment plans to diversify the matrix will be completed as
contracted without delays (optimistic scenario). The second simulation (Figure 6) incorporates a
scenario in which there are delays in UTE’s plan to diversify the electricity matrix (realistic
scenario). As the following three years are critical for the transition of the energy matrix, it is
important to note that losses under the second scenario are substantially higher than in the
scenario of timely completion of the transition to the new electricity matrix. This second scenario
seems to be the more relevant one to assess the contribution of the project®®. Montecarlo
simulations have been performed to estimate the conditional expected losses in the 5 percent tail
of the distribution.

41. Results of the exercise show a substantial value added of the operation. The value
added of the projection is represented by the difference between conditional expected tail loses
(CETL) with the project (including cash, FEE, insurance and contingent loan) and the CETL
without the project (including cash, FEE and insurance). The contribution of the proposed
operation in is non negligible even in the more optimistic scenario where all installed wind
capacity is in place as planned by UTE. The project contribution is much higher in the realistic
scenario in which some of the investments will suffer delays. While the implementation of these
projects is on track and should be completed by the end of 2016, implementation delays are
probable. As a result, droughts are still expected to have strong and negative impacts, and
therefore the value added of the proposed operation in this critical transition period is even
higher. As expected, the decrease in risk occurs only in the first few years, as the contingent
credit line is for three years, and after that period the pattern of risk is similar in both scenarios
because the matrices under the two scenarios tend to converge beyond 2017.

42. The value added of this operation is expected to increase further when the climate
change impact is taken into account. A recent study by ECLAC (2010) highlights that the main
consequences of climate changes in Uruguay will be a greater frequency and intensity of extreme
events, resulting in longer periods of droughts and floods. Moreover, the Uruguay PER (2013)
points to a significant increase in rainfall volatility in the last decade.

43. Beyond the contribution described above, this operation is already contributing to the
enhancement of the institutional framework of the FEE and the overall risk management
strategy of authorities. The project preparation has expedited the setting-up of the trust fund
that will manage the FEE. Policy dialogue between authorities and the task team enabled the fine
tuning of the trust fund and the inclusion of clauses to ensure that it will be transparent,
consistent with best practices, and adapted to their circumstances. The knowledge interchange
between UTE’s and Bank staff enabled the enhancement of the overall financial risk
management strategy through the full integration of its component, the periodic assessment of
parameters of the FEE and the optimization of the risk management strategy.

10 See footnote 3.
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Figure 5: Conditional expected tail loss, wind Figure 6: Conditional expected tail loss,

capacity as planned delays in wind capacity installation
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Source: World Bank staff calculations using UTE SimSEE model. The shaded area indicates the lifetime of the
proposed project. // Note: The results of the financial risk analysis are preliminary, based on 1,000 simulations.

B. Technical analysis

44. The technical design of the proposed contingent financing is instrumental to the
simultaneous achievement of fiscal stabilization and weather-related risk management. By
adopting the same rules of accumulation and use of the FEE and covering risks beyond the risks
already covered by the FEE, it strengthens the stabilization role of the FEE. In addition, risk
management needs to be cost effective. The contingent nature of this operation gives it important
advantages compared with other risk mitigation options. The low cost of contingent financing
suggest that it is the most adequate instrument to address second layer risks.

C. Financial Management

45. A Financial Management (FM) Assessment of the arrangements for the proposed
Project was carried out in accordance with OP/BP 10.00 and in line with Bank specific
guidelines found that the FM arrangements for the proposed operation meet Bank
requirements and are acceptable to the Bank. (See Annex 3 for more details).

46. The CND and CONAFIN AFISA need to maintain financial management systems in
accordance with the provisions of Section 5.09 of World Bank’s General Conditions.
CONAFIN AFISA needs to prepare and furnish to the Bank interim unaudited financial reports
of the FEE for the Project. In addition, CONAFIN AFISA needs to have the consolidated
Financial Statements audited. As per the provisions of the Administrative Trust Agreement the
Financial Statements of the FEE will be audited each fiscal year and will be presented to the
World Bank as part of the Project implementation.

47. Disclosure of Audited Financial Statements. CND will disclose the Project audited
financial statements following its own standard procedures for disclosure of financial statements
of multilateral financed projects. Following the formal receipt of the audited financial statements,
the Bank will also make them available to the public in accordance with the World Bank Policy
on Access to Information.
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D. Procurement

48. The project implementation does not require any procurement arrangements as the
operation does not finance acquisition of goods, services, works, or infrastructure spending.
The disbursement category is the contingent capitalization of the FEE, considered the final
destination of the funds. However, World Bank’s Anti-corruption guidelines do apply and
governance arrangements need to be adequate at the final beneficiary of the loan proceeds.

49. The CND will implement the Project in accordance with the objectives of the Anti-
Corruption Guidelines (ACGs) applicable to this operation. In accordance with Uruguay’s
laws and regulations, investigations under the Project will be undertaken by GoU, including
investigations requested by the Bank. The GoU will keep the Bank abreast of investigations’
progress and findings, and the conclusion of investigations will be made public.

50. The GoU has confirmed that investigations will be coordinated with the Bank, on a
case-by case basis. The above-outlined arrangements are appropriate to ensure that the Project is
carried out in accordance with the ACGs, based on (a) GoU’s systems to handle fraud and
corruption risks under, and (b) the overall low fraud and corruption risk of the Project. Uruguay
has both a strong legal framework and high institutional capacity to address fraud and corruption
risks which is in compliance with international principles and procedures.

E. Social assessment (including Safeguards)

51. Given its nature and development objectives, this project does not have specific target
group beneficiaries. The potential positive benefits of stabilization are expected to be shared by
the entire population of the country. On the other hand, the operation is not likely to generate
adverse impacts on human populations and no safeguards are triggered as no physical
investments are anticipated under the Project; rather it will provide funding to the FEE. The
Indigenous Peoples Policy is not triggered because there are no Indigenous Peoples in the
project’s area of influence, and the Involuntary Resettlement Policy is not triggered because no
involuntary taking of land is expected.

52. However, the project will benefit disproportionately the poor as lower income
groups spend a larger share of their incomes on electricity and tariffs stability will prevent
relative higher losses to these groups. Figure 3 shows the effect of increases in energy tariffs
on the income of population’s percentiles. This Figure suggests that the bottom income groups
are the most affected by electricity tariff increases.

F. Environment (including Safeguards)

53. Given the project’s objectives, scope and design the project would not generate any
adverse environmental impacts. The project does not contemplate any physical investments
and consists of a single component that provides contingent funding to an Energy Stabilization
Fund. In the event the project disburses the funds will be transferred to the Energy Stabilization
Fund. The project has been rated as environmental risk Category C, a rating that has been
confirmed at Concept Stage, given that the project is not likely to generate adverse impacts on
environmentally important area.
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ANNEX 1: RESULTS FRAMEWORK AND MONITORING

Country: Uruguay

Project Name: Uruguay Drought Events’ Impact Mitigating Investment Project Financing (P149069)

Results Framework

Project Development Objectives

PDO Statement

The Program Development Objectives of the proposed operation are to enhance the GoU’s efforts to mitigate the effect of adverse
weather conditions on its public sector accounts and to improve the efficiency of its weather-related risk management framework.

These results are at |Project Level

Project Development Objective Indicators

Indicator Name

Baseline

End Target

Additional financing needs from the central government to cover Additional Cost of
Electricity Generation in drought events of moderate probability-moderate impact
(Additional Costs of Electricity Generation in drought events minus FEE”s available
funds (including the contingent financing). (Amount(US$ million))

500.00

200.00

Share of the Additional Cost of Electricity Generation in drought events of moderate
probability-moderate impact that is covered by the FEE’s Targeted Level of Coverage
by the Fund (VOCF). (Percentage)

85.00

95.00

16




Indicator Description

Project Development Objective Indicators

Indicator Name Description (indicator definition etc.) Frequenc | Data Source / Respon_5|b|I|ty for Data
y Methodology  |Collection

Additional financing Additional financing needs from the central Annual |UTE (data, CND will with UTE

needs of the central government to cover Additional Cost of Electricity SImMSEE support present a report

government associated to |Generation in drought in drought events of model), ADME, |annually.

drought moderate probability-moderate impact World Bank

Share of the Additional | The second indicator measures the level of risk Annual |UTE (SImSEE |CND, UTE

Cost of Electricity coverage that the Targeted Level of Fund Coverage model)

Generation in drought
events of moderate
probability-moderate
impact that is covered by
the FEE’s Targeted Level
of Coverage by the Fund
(VOCF).

(VOCEF) provides.
={1-[(VOCFt-VOCF)/VOCFt]}*100 / where
VOCFt is the Observed Level of Coverage by the
Fund and VOCEF is the Targeted Level of Coverage
by the Fund (VOCF).This indicator will help to
monitor if UTE makes sufficient contributions to
the FEE to achieve an adequate level of risk
coverage. As the energy matrix evolves, the
necessary resources to cover the same level of risks
are expected to be adjusted periodically. These
adjustments to the maximum level of contributions
are expected to enhance the efficiency of the FEE,
but they need to preserve an adequate level of risk
coverage. Therefore, the success of the project will
be reflected in keeping the risk coverage at the
targeted level defined by the GoU.
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ANNEX 2: DETAILED PROJECT DESCRIPTION
URUGUAY: Uruguay Drought Events’ Impact Mitigating Investment Project Financing

Background of the Energy Stabilization Fund (FEE)

1. The Energy Stabilization Fund (FEE) was created in 2010 (Law No. 18.719, article 773
of December 27, 2010) as a mechanism to help stabilize electricity tariffs in the face of weather
events, which affect significantly the cost of generating the electricity required to satisfy the
projected demand, reducing the negative impact of hydropower deficits on the financial
situation of the (UTE) and on public finances. It is a sole-purpose fund, established within the
National Development Commission (CND) which acts as the trustor. The Law 18.719 stipulates
that the fund can have funds of up to 4 billion unidades indexadas, inflation-indexed monetary
units which currently is the equivalent of US$480 million. However, the Decree 442/011
modified in October 2014 by Decree 305/014 establishes that the target level of the fund
coverage (TLFC, or Valor Objetivo de Cubertura de Fondo, VOCF) computed every year as the
difference between the Supplying Cost of the Demand that is not exceeded with probability of
85 percent, expressed in USD, and the Expected Value of such cost

2. The FEE’s operating regulations are stipulated by the Decree 442/011 and modified
by Decree 305/014 as presented below. If the quarterly hydropower generated is below an
inferior limit of 0.9 of a simulated long term historical average UTE can request the use of funds
from FEE (Article 4 of Decree 442/011) to compensate the difference between the 90 percent of
the estimated hydropower generation and the real hydropower generation. That difference is
valued quarterly at average cost of energy in situation of hydro deficit, calculated from the
statistical simulation done by ADME for the Seasonal Programming, expressed in USD/MWh
(Article 5 of Decree 305/014). When applicable, the quarterly calculations of transfers from the
FEE to UTE are made public on the website of the Electricity Market Administration
(Administracion de Mercado Eléctrico - ADME).

(@) Contributions and Uses of the Energy Stabilization Fund
The FEE’s operating regulations are included in the Decree 442/011 and Decree 305/014.
Q) UTE Contributions to the FEE:

3. In November of each year UTE makes the calculations for the period 1% of
December to 30th of November of the following year, using exclusively the simulation
models and the assumptions of the corresponding Seasonal Programming published by
ADME.

4, Contributions to the FEE made annually by UTE or by the Ministry of Economy
and Finance to the General Revenues through earmarked transfers are calculated as
follows: Contributions to the Energy Stabilization Fund are made annually by UTE or the
Ministry of Economy and Finance to the Treasury with dedicated funds and are calculated by
comparing the Real Hydropower Generation (GHR) for the quarter or year, as applicable, as
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reported by the Electric Market Administration (ADME), with the Expected Annual or Quarterly
Hydropower Generation (GHE), as follows:

5.

1. If the annual GHR, is greater than 65 percent and less than or equal to 100 percent
of the GHE,, the contribution will be 6.5 percent of Targeted Level of Coverage of the
Fund (TLCF) calculated for the year in USD.

2. If the annual GHR, is greater than 100 percent of the GHE,, the contribution will
be 8.5 percent of the Targeted Level of Coverage of the Fund (TLCF) calculated for the
year in USD.

3. If the quarterly GHR,, is greater than 115 percent of the quarterly GHE, there
will be a variable contribution in inflation-indexed monetary units calculated as follows:
(GHRy — GHE,*1.15)*CMEEG. The corresponding annual contribution will also be
made.

The annual total of the variable contribution to the Energy Stabilization Fund from

the above formula, plus the cost of energy provided (as defined/calculated under b. Uses of
Funds) will not exceed the Expected Cost of Forecast Energy (CEEP) forecast in the simulation
models using the assumptions of Seasonal Programming (SP) for the period December-
November, considering only the variable generation cost.

6.

The contributions established are made until the Energy Stabilization Fund reaches

the TLCF calculated for the year.

Figure A2.1 Rules for Annual Contributions of UTE to the FEE

While FEE <TLFC

|

If 1.15 * GHEy < GHRy

Contribution= (GHRQ — GHE = 1.15) * CMEE; +

The corresponding annual contribution

| If GHE,'< GHR, < 1.15 * GHE, |

No / \ Yes

|1t 0.65 « GHE, < GHR, < GHE, | Contribution = 0.085 * TLFC

No Yes

Contribution = 0.065 * TLFC
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Where

CADp = Expected cost of Supply Electricity Demand

CADq gs = CAD, that is not exceeded with a probablity of 85%, inUSD,
based on the simulations made for the SP

GHE g5 = The estimated GHE,corersponding to CAD g5

GHE, gs = The mean of GHysimulated, conditional on CADybeing within
+/—=5% of CADgs

TLFC = CADgs — CADg
GHR, = Annual Real Hydropower Generation
GHR, = Quaterly Real Hydropower Generation
GHE, = Expected Annual Hydropower Generation
GHE, = Expected Quaterly Hydropower Generation
CMEDH, = ((C;If; n 9) jn USD/MWh
Q—GHEqgs)
CMEE; = Is ratio of the expected annual electricity generation cost considering only the
variable costs and the electricity produced by the respective sources of electricity generation.

Quiarterly variable transfers are made while:
4

(GHR, — GHE,, » 1.15) * CMEE

Q=1
+Cost of transmitted electricity

< CEEP

In the fiscal accounting the contributions from UTE to the FEE are recorded as expenditure
(“above the line” according to IMF methodology) in UTE’s books.

(i) Uses of the FEE funds by UTE

7. The use of funds is also determined by decree by the Executive power (it requires
the signature of the Ministry of Industry, Energy and Mining, Ministry of Economy and
Finance and the President of the Republic) and decided in collaboration with UTE. UTE

decides on the use of the Energy Stabilization Fund within 10 working days after the end of each
quarter, comparing the GHR, for the quarter with the Lower Hydropower Limit (LIH,).

Where
LIHy = 90% of GHE,

Maximum use of FEE funds = (LIH, — GHE,) x CMEDH,y, in USD

8. The valuation of the difference between the GHR, and the LIH, is done with
CMEDH, of the corresponding quarter (expressed in US dollars). The average cost of energy
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in hydro deficit situation is calculated in the statistical simulations done by ADME for the
Seasonal Programming and is expressed in USD/MWh.

9. The FEE can be funded with internal government resources provided by Rentas
Generales, funds contributed by UTE, and external financing. However, it is expected that
the Fund should function and be sustainable with the foreseen transfers made by UTE and
their extractions whenever there is less hydropower than expected. According to Article 3
of Decree 422/011 and its amendment through Decree 305/014 UTE transfers to FEE should be
made annually and the size of the transfers is associated to the generated hydropower. For
example, whenever the actual generated hydropower is above 65 percent the expected one and
below 100 percent the transfer is 6.5 percent of the TLCF in USD. When it is above 100 the
transfers are 8.5 percent of the TLCF.

10.  The FEE financial flows need to be regularly reported and FEE’s assets are to be
invested following the same investment policies used for the country’s international
reserves (Article 8 Decree 305/014). In December of each year UTE should submit a report to
the Ministry of Industry, Energy, and Mining on the results of the calculations and prepares, in
cooperation with the National Development Corporation, a report on the performance of the
Energy Stabilization Fund. That report is presented to the Ministry of Industry, Energy, and
Mining and the Ministry of Economy and Finance so that they can monitor the Energy
Stabilization Fund. The trustee CONAFIN AFISA with advise from the BCU will determine in
what assets that could constitute international reserves will the FEE funds be invested. The funds
will be deposited at the Central Bank of Uruguay (BCU) in order for this to purchase
international reserve type assets™.

Providing the FEE with sufficient resources to enhance its contribution to the integrated risk-
management strategy of GoU and ensuring additional coverage during a period of significant
changes in the energy matrix aimed at reducing these vulnerabilities.

11.  The upcoming years are critical for Uruguay from the point of view of its
vulnerability to weather events while it is undergoing a dramatic change of its energy
matrix to one more resilient to weather—related events and more cost-effective. As a result,
drought risks affecting electricity generation costs could impact UTE and GoU’s finances
substantially. The proposed operation will provide further protection during this transitional
period.

12. The proposed operation will provide contingent financing to the CND to capitalize the
FEE, through CONAFIN AFISA as trustee of the FEE, so as to enable the FEE to provide
additional resources needed by UTE to face adverse weather related unexpected electricity
generation costs. 1. The contingent financing will be triggered in case the withdrawal

1 The Energy Stabilization Fund is composed of external reserve assets, which are be obtained by the Central Bank
of Uruguay, in accordance with the terms and conditions agreed with the trustee. The central bank US$ Liquidity
fund has an investment horizon of 3 months, its benchmark is the index GOB1 (UST 0 - 3 months), and its eligible
assets are composed of US government bonds, other government bonds, agencies, supra-nationals with AA-
minimum credit rating. The duration of the fund cannot differ in more than 0.3 years with the BMK, spread duration
should be at most 0.35 years, and optionality should be at least -0.15, and currency deviation from US$ is not
permitted.
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conditions set forth in the loan agreement for the project have been met and will be used
according to the rules of use of the FEE funds stipulated in the Decree 422/11 and it amendment
through Decree 305/014, which ensures that funds can be transferred to UTE only in adverse
weather conditions. In addition, the contingent financing will be triggered once the FEE funds
fall below a minimum level set at US$50 million to ensure the that before disbursements are
triggered the funds accumulated in the FEE are used to avoid circumstances in which, despite
the fact that the first trigger is activated (adverse weather conditions), there is no need to
disburse as the FEE has sufficient funds to face the probable increased electricity generation
costs associated to the weather shock.

13. The project contributes to further strengthen governance and efficiency of the FEE
through other conditions necessary for disbursement. Under the project, the CND will cause
the trustee CONAFIN AFISA to prepare annual budgets of the operating costs CONAFIN
AFISA expects to incur in the following calendar year in relation to managing the FEE and
present these budgets not later than November 30" of each year during Project implementation to
the no objection of MEF to ensure transparency and that the FEE’s funds are used for the
designated purpose. Related to that, the FEE is also required to have at all times throughout the
implementation of the Project, a minimum balance of US$500 thousand to cover the costs
relating to the management of the FEE’s funds, kept in a dedicated account at BROU. Other
requirement agreed is that the CND will cause CONAFIN AFISA to prepare and provide to the
Bank no later than 30 days after the end of the respective quarter: a) quarterly reports on the
overall balance of the FEE’s funds as of the end of the corresponding quarter and make it
publicly available on the CND’s website; and b) a report on the use of the FEE’s funds
(including returns and losses from said investments) during the same quarter of the FEE Balance
Report*?. Finally, the sixth obligation is that, with support from UTE, and not later than April
30" of each year during Project implementation the CND shall cause CONAFIN AFISA to
prepare (in accordance with the methodology set forth in Article 2 of Decree 442/011 and its amendment
Decree 305/014) and submit to the Bank an annual report assessing the Targeted Level of Fund
Coverage of the FEE in order to ensure the regular updating of this ceiling and its optimization®.

Project Design
G. Project Components

14, There is only one component of the project: Leveraging the FEE ability to mitigate
the effects of adverse weather conditions by providing $200 million in contingent financing
to CND to capitalize the FEE, through provision of financing to CONAFIN AFISA as
trustee of the FEE. The component consists of the contingent financing provided to CND that
will on-lend the proceeds to the FEE through the trustee CONAFIN AFI S.A for the purposes set
in the Decree 442 and modified by Decree 305/014 in the event of adverse weather conditions.
This contingent financing will contribute to reducing the probability of Government having to

12 FEE funds are invested in similar portfolios in which International Reserves are invested.

3 During preparation, the Bank and UTE teams developed a dynamic risk management tool that enable the
calculation of ceilings that correspond to certain levels of risk coverage and take into consideration the evolution of
the energy matrix.
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transfer resources to UTE and the amount of these additional transfers needed by UTE to face
weather related unexpected costs of electricity generation.

15. The following disbursement conditions need to be met for the loan to be disbursed:

(i) the Real Quarterly Hydraulic Generation for a respective calendar quarter is equal to or
lower than 90% of the Expected Quarterly Hydraulic Generation, as evidenced by an
Hydraulic Report issued by UTE for this quarter; and

(ii) the above condition has been caused by a drought event as confirmed by a resolution
issued by UTE, issued and submitted to the Bank within 12 months from the end of the
quarter during which the condition (i) has occurred

(iii) FEE’s balance is less than the equivalent amount of fifty million Dollars ($50,000,000),
as evidenced by either: (a) A FEE Balance Report issued for the same quarter for which the
Hydraulic Report has been issued; or (b) a statement issued by CONFIN AFISA and
submitted to the Bank within 12 months from the end of the quarter during which the
condition referred to in (i) has occurred.

The following covenants are included in the Loan Agreement:

(i) The funds in the FEE are a minimum of US$500 thousand to cover the
administrative cost of the trustee.

(if) The annual budget of the operating costs of the trustee, CONAFIN AFISA are
allocated and presented for no objection to the MEF.

(iii)Presentation of the quarterly report on the overall position of FEE’s funds
invested by the Central Bank of Uruguay

(iv) The annual report assessing the value of the ceiling of the fund consistent with the
targeted risk coverage level of the FEE in order to ensure the regular updating of this
ceiling and its optimization(VOCR-Valor Objetivo de Cobertura de Riesgo) is
prepared and approved by April 30 of every year.
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ANNEX 3: IMPLEMENTATION ARRANGEMENTS
URUGUAY: Uruguay Drought Events’ Impact Mitigating Project

1. Project Institutional and Implementation Arrangements

1. The proposed operation will be implemented over a three-year period; overall
coordination and implementation will be the responsibility of the National Development
Corporation (CND) and the Ministry of Economy and Finance. The proposed operation will
rely on implementation arrangements between CND and its 100 percent controlled company
CONAFIN AFISA.

2. Given that the FEE does not have independent legal personality a Trust Fund will
be established, with CND acting as the Trustor and CONAFIN AFISA as the Trustee of the
FEE. The CND will make the proceeds of the Loan available to CONAFIN AFISA, as trustee of
the FEE pursuant to the provisions of the Administrative Trust Agreement, under the subsidiary
agreement between CND and CONAFIN AFISA under terms and conditions satisfactory to the
Bank.

3. The proposed Project will be implemented by CND and the subsidiary agreement by
CONAFIN AFISA, a subsidiary Company of CND, which is the Trustee of the Energy
Stabilization Fund (FEE). To facilitate the carrying out of the Project, CND will make the
proceeds of the Loan available to CONAFIN AFISA, as trustee of the FEE pursuant to the
provisions of the Administrative Trust Agreement, under a subsidiary agreement between the
CND and the CONAFIN AFISA under terms and conditions satisfactory to the Bank, which
shall include, inter alia: (a) the provisions of the Administrative Trust Agreement; (b) the
provisions of Article V of the General Conditions; (c) the provisions of Schedule 2 of this
Agreement; and (d) the obligation of CONAFIN AFISA to carry out the Project in accordance
with the World Bank Anti-Corruption Guidelines.

4, The CND will maintain CONAFIN AFISA with the necessary resources to carry out
the Project, and with a composition and terms of reference satisfactory to the Bank.

5. CONAFIN AFISA will enter into an asset management contract with BCU to
regulate the investment of the FEE’s funds, all under terms and conditions satisfactory to
the Bank.

6. Not later than 30th of November of each year during Project implementation, CND
will cause CONAFIN AFISA to: (i) submit to the MEF for its review and no objection an
annual operating budget relating to expenses that CONAFIN AFISA expects to be incurred in the
following calendar year in relation to managing the FEE; and (ii) make said budget publicly
available on CND’s website.

7. During Project implementation, CND will cause CONAFIN AFISA to prepare and
provide to the Bank, on a quarterly basis, not later than 30 days after the end of the
respective quarter: (i) a report on the balance of FEE’s funds as of the end of the corresponding
quarter (FEE Balance Report) and make it publicly available on CND’s website; and (ii) a report
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on the use of the FEE’s funds and the investments of the FEE’s funds (including returns and
losses from said investments) during the same quarter of the FEE Balance Report.

8. Not later than April 30th of each year during Project implementation, the CND will
cause CONAFIN AFISA to prepare (in accordance with the methodology set forth in Article 2 of
Decree 442/011 and its amendment Decree 305/014) and submit to the Bank, a report assessing
the Targeted Level of Fund’s Coverage for the purposes set forth in Article 3 of Decree
442/011.

9. The CND shall cause CONAFIN AFISA to ensure that the FEE maintains at all
times, throughout the implementation of the Project, a minimum balance equivalent to
$500,000 to cover the costs relating to the management of FEE's funds.

10. The CND will be responsible for fiduciary, management, and monitoring and
evaluation tasks. The CND will be responsible for monitoring the conditions for disbursements
and of requesting the disbursement of the contingent financing if the disbursement conditions are
met and will be responsible for disbursing to the Energy Stabilization Fund, as part of the on-
lending operation. The Trustor will monitor compliance with the rules of disbursement and will
be responsible for certifying that the conditions are met and for informing the World Bank once
the conditions for disbursement have been met. The Trust Fund will be funded with internal
government resources provided by Rentas Generales, funds contributed by UTE, and external
financing.

11. Upon the Bank’s request the Borrower will provide the Bank with an audit of the
deposit account and a written confirmation that the amount of the disbursement has been
credited to the account of the Energy Stabilization Fund managed by the Trustee CONAFIN
AFISA.

12. The previously mentioned tasks, roles and responsibilities of each stakeholder will
be further defined through inter-institutional agreements. Framework agreements including
all technical, economic, financial of the operation that parties need to take into account and
implement are under preparation.
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Figure A3.1. Institutional arrangements
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() Contributions from UTE through the General Revenues in accordance with Article 1 to 3
Decree 442/011 and Article 2 of Decree 305/014.

(i) Contributions from General Revenues to the Energy Stabilization Trust Fund, in
accordance with Art. 1 to 3 of Decree 442/011 and Article 2 of Decree 305/014.

(ili)  The Central Bank of Uruguay opens a special account in the name of CONAFIN AFISA
for the Trust Funds to be invested and as financial management advisor, provides information for
the various international reserve investment portfolios and advises CONAFIN AFISA on how to
invest the Trust Funds as stipulated in article 8 of Decree 442/011 and Article 4 of Decree
305/014.

(iv)  U.T.E. requests the release of funds from the Trust in the case that the conditions of the
use of funds as specified in Article 4 of Decree 442/011are met with the valuation calculated as
per Article 3 of Decree 305/014.

(v) Disbursement of the loan from the World Bank to C.N.D. in the case the defined
disbursement conditions are met.

(vi)  The loan proceeds are disbursed as per the Subsidiary Agreement between CND and
CONAFIN AFISA to the Energy Stabilization Trust Fund.

(vii) Repayment of the loan by CONAFIN AFISA to C.N.D. with Funds from the Energy
Stabilization Trust Fund (received from U.T.E. and/or General Revenues).

(viii) Loan repayment to the World Bank by C.N.D. with funds received from the Trust (as
loan payment by CONAFIN AFISA to C.N.D.).
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(ix)  Loan repayment to the World Bank with General Government funds if CND cannot repay
the loan in accordance with the sovereign guaranty.

13.  The flow of funds related to this operation are as follows
Figure A3.2. Flow of Funds

_$—> World Bank —> WB Operation
@ Loan proceeds Flow of Funds
Other
® ‘l’s ST ~ ™ Flow of Funds
C.N.D.
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(i) Contributions from UTE through the General Revenues in accordance with Article 1 to 3
Decree 442/011 and Article 2 of Decree 305/014.

(if) Contributions from General Revenues to the Energy Stabilization Trust Fund, in accordance
with Art. 1 to 3 of Decree 442/011 and Acrticle 2 of Decree 305/014.

(iii)The Central Bank of Uruguay opens a special account in the name of CONAFIN AFISA for
the Trust Funds to be invested and as financial management advisor, provides information for
the various international reserve investment portfolios and advises CONAFIN AFISA on
how to invest the Trust Funds as stipulated in article 8 of Decree 442/011 and Article 4 of
Decree 305/014.

(iv)U.T.E. requests the release of funds from the Trust (within 10 working days following the
end of each quarter) in the case that the conditions of the use of funds as specified in Article
4 of Decree 442/011 are met with the valuation calculated as per Article 3 of Decree 305/014
for further transfer to UTE which when made will be accounted for in UTE’s budget
management system for regular spending

(v) Disbursement of the loan from the World Bank in USD to the a CND Designated Bank
Account at the Central Bank of Uruguay, in the case the defined disbursement conditions are
met and the funds of the Trust fall to or below $50 million, with the sovereign guarantee of
the Oriental Republic of Uruguay.

(vi)The loan proceeds in USD are disbursed as per the Subsidiary Agreement to the CONAFIN
AFISA Energy Stabilization Trust Fund Bank Account within the Central Bank of Uruguay.
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(vii)  Repayment of the loan by CONAFIN AFISA from the special account with the Central
Bank of Uruguay to C.N.D’s Central Bank of Uruguay Designated Account, with Funds from
the Energy Stabilization Trust Fund (received from U.T.E. and/or General Revenues).

(viii) Loan repayment to the World Bank by C.N.D. from its BCU Bank Account, with funds
received from the Trust (as loan payment by CONAFIN AFISA to C.N.D.)

(ix) Loan repayment to the World Bank by the Oriental Republic of Uruguay in accordance with
the terms of the guarantee agreement.

Project administration mechanisms

14. The proposed Project will be administered by CND and the CONAFIN AFISA, a
subsidiary Company of CND, which is the Trustee of the Energy Stabilization Fund (FEE).

15. The CND will be responsible for fiduciary, management, and monitoring and
evaluation tasks. The CND will be responsible for monitoring the conditions for disbursements
and of requesting the disbursement of the contingent financing if the disbursement conditions are
met and will be responsible for disbursing to the Energy Stabilization Fund, as part of the on-
lending operation. The Trustor will monitor compliance with the rules of disbursement and will
be responsible for certifying that the conditions are met and for informing the World Bank once
the conditions for disbursement have been met. The CND will also monitor compliance with
Bank safeguard and compiling information from. The Trust Fund will be funded with internal
government resources provided by Rentas Generales, funds contributed by UTE, and external
financing.

16. The previously mentioned tasks, roles and responsibilities of each stakeholder will be
further defined through inter-institutional agreements. Framework agreements including all
technical, economic, financial of the operation that parties need to take into account and
implement are under preparation.

2. Financial Management, Disbursements and Procurement
a) Financial Management

17. A Financial Management Assessment of the arrangements for the proposed Project
was carried out in accordance with OP.BP 10.00 and in line with Bank specific guidelines
found that the FM arrangements for the proposed operation meet Bank requirements and
are acceptable to the Bank. The assessment concluded that CND’ and CONAFIN AFISA
budgeting, accounting, internal control, funds flow, financial reporting and auditing
arrangements: (a) are capable of correctly and completely recording all transactions and balances
relating to the Project; (b) facilitate the preparation of regular, timely and reliable financial
statements; (c) safeguard the Project’s assets; and (d) are subject to auditing arrangements
acceptable to the Bank. No major FM risks were identified for the Project and no mitigation
measures were proposed. The proposed organizational arrangement for the project comprising
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CND’s and CONAFIN AFISA structure are considered satisfactory. FM key personal, which are
CND employees and its controlled company, CONAFIN AFISA, are considered competent and
adequately skilled.

18. The Financial Management (FM) implementation arrangements will be the same
operating at the company level at National Development Corporation (CND) and its 100
percent controlled company Corporacion Nacional Financiera Administradora de Fondos de
Inversion S.A. (CONAFIN AFISA), since the project comprises an operation with a
contingent payment upon meeting the defined disbursement conditions.

19. CONAFIN AFISA will maintain a financial management system in accordance with
the provisions of Section 5.09 of World Bank’s General Conditions.

20. CND has an Internal Audit Department (IAD) that will prepare an annual audit plan
and periodic progress reports. CND and CONAFIN AFISA annual financial statements are
audited by Crowe Howarth (Stavros, Moyal y Asociados) and Grant Thornton, respectively. The
consolidated financial statement of CND as an entity and the financial statement audit report of
CONAFIN AFISA will be furnished to the Bank, as soon as available, but in any case not later
than six months after the end of each audited year/period. The financial audit will be conducted
by the current private audit firms performing the year/period audits, as mentioned above or by
other independent auditor acceptable to the Bank. Since both entities are State Owned
Enterprises, the Uruguayan Supreme Audit Institution, (Tribunal de Cuentas de la Republica)
may perform the audits as well if time and capacity allows the inclusion of such entities in its
annual audit plan. In addition, the Bank will require this continuing audit of CND’s financial
statements, acceptable to the Bank and due no later than June 30 of each year after the date of
loan effectiveness. Last CND consolidated financial statements, as of December 31, 2013 had
qualified audit opinions. However, the financial statements were reviewed by financial
management and deemed acceptable with no accountability issues nor significant deficiencies
identified by the auditors.

21. CND and CONAFIN AFISA are successfully overseeing financial management
functions such as, accounting, reporting, internal control, and interaction with the Bank
and the external auditors on FM issues. CND and CONAFIN AFISA FM staff are qualified
and committed. The proposed organizational arrangement for the Project are the same currently
operating at each respective entity and are considered satisfactory.

22. Budgeting and counterpart funding arrangements. The Borrower’s proposed budgeting
arrangements comprise a specialized budgeting system (ADAPTIVE PLANNING) applied by
the Entity and a specific accounting and management information system (GIA), which is
currently used for accounting, billing, payments, and purchases.

23. Accounting and maintenance of accounting records. The accounting system in place for
CND and CONAFIN AFISA will be used to record Project transactions. The transactions will be
processed in the accounting and management system GIA. The chart of accounts will reflect the
Energy Stabilization Fund. The system is acceptable to the Bank.
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24. Internal controls and internal auditing. The Internal Audit Office (Auditoria Interna de la
Nacion) is responsible for internal audits of the Central Administration, decentralized entities
and state owned enterprises. It depends functionally and financially on the Ministry of Economy
and Finance. However, CND has an Internal Audit Department (IAD) that reports to the Board
of Directors. It has technical autonomy and access to financial records. The IAD periodically
prepares an annual audit plan and progress reports against the plan. The IAD uses International
Audit Standards equivalent to Organization of Supreme Audit Institutions (INTOSAI) standards.
The internal control procedures that have been incorporated into the Entity’s Operational Manual
and Procedures will hold for the new operation with some adjustments as needed. Moreover,
there is a department of internal audit in CND, which also audits affiliated companies such as
CONAFIN AFISA. This department is composed of very professional and competent internal
auditors. It reports directly to the Audit Committee and the Board of Directors, above the
management structure, which gives it independence. Audit Committee conveys the different
departments the audit observations and requests the corrective actions to addressed identified
weaknesses.

25. FEE Intermediate Unaudited Financial Reports. CND and CONAFIN AFISA will
prepare and furnish to the Bank as part of the Project Report and not later than 45 days after the
end of each calendar quarter, interim unaudited financial reports for the Project; that is, the FEE
intermediate unaudited financial reports, covering the quarter, in form and substance satisfactory
to the Bank.

26. Annual Financial Reporting. The Annual financial statements for the Project will be
prepared by the CND and CONAFIN AFISA following the IFRS (International Financial
Reporting Standards), which are used by Uruguay and are mandatory for CND and CONAFIN
AFISA’s Financial Statements.

27. Arrangements for External Audit. CND and CONAFIN AFISA will have their
respective consolidated Financial Statements audited in accordance with the provisions of
Section 5.09 (b) of the General Conditions. As per the provisions of the Administrative Trust
Agreement the Financial Statements of the FEE will be audited each fiscal year and this audit
will be presented to the World Bank as part of the Project implementation. Each audit of the
Financial Statements will cover the period of one fiscal year of the CND starting with the fiscal
year in which the loan has been declared effective. The Bank will require an audit of FEE’s
financial statements acceptable to the Bank and due no later than six months after the close of the
fiscal year, or June 30 of each year, if it takes place in December 31 of each year, after the date
of loan effectiveness. The Bank will require a continuing Entity audit of CND and CONAFIN
AFISA’s financial statements acceptable to the Bank and due no later than six months after the
close of the fiscal year of each Entity, or June 30 of each year, if it takes place in December 31 of
each year, after the date of loan effectiveness.

28. Disclosure of Audited Financial Statements. CND will disclose the Project audited
financial statements following its own standard procedures for disclosure of financial statements
of multilateral financed projects. Following the formal receipt of the audited financial statements,
the Bank will also make them available to the public in accordance with the World Bank Policy
on Access to Information.
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b) Disbursements Arrangements and Flow of Funds

29. The disbursement methods to be used under this operation to transfer the proceeds of
the World Bank Loan to CONAFIN AFISA, for further transfer to the FEE for its
capitalization once the defined disbursement conditions are met are Advance and
Reimbursement. The proceeds of the Loan will be disbursed in U.S. dollars in a CND
Designated Account denominated in U.S. dollars in Banco Central del Uruguay (BCU) in
Montevideo. Upon deposit by the Bank of the proceeds of the Loan, the Borrower (CND) will
notify, within 30 days, receipt of the funds and the transfer of an equivalent amount to the FEE
for further transfer to UTE (all these accounts will be at the Central Bank in USD) which if and
when transferred should be accounted for in UTE’s budget management system for regular
spending.

30. CND will manage the DA and will be also responsible for preparing the bank account
reconciliation on a monthly basis. Withdrawals from the Designated Account will be solely made
for payments of eligible expenditures. As eligible expenditures arise, funds will be deposited into
the DA.

31. The Eligible Expenditures that may be financed out of the proceeds of the Loan is the FEE
capitalization, and the percentage of expenditures to be financed for Eligible Expenditures is 100
percent as in the Table below:.

Category Amount of the Loan Percentage of Expenditures to be
Allocated financed
(expressed in USD) inclusive of Taxes
(1) FEE Capitalization 200,000,000 100%
TOTAL AMOUNT 200,000,000

32. No withdrawal shall be made from the Loan Account unless and until CND has provided
the Bank with satisfactory evidence that:

@) the Real Quarterly Hydraulic Generation for a respective calendar quarter is equal to or
lower than 90% of the Expected Quarterly Hydraulic Generation, as evidenced by an Hydraulic
Report issued by UTE for this quarter; The calculations will be done using exclusively the
simulation models and the assumptions of the corresponding Seasonal Planning published by the
Administracion de Mercado Electrico (ADME).and;

(b) the condition referred to in (a) above has been caused by a draught event as confirmed by
a resolution issued by UTE. Such resolution shall have been issued and submitted to the Bank
within 12 months from the end of the quarter during which the condition under sub-paragraph (a)
above has occurred; and

(c) FEE's balance is less than the equivalent amount of fifty million Dollars ($50,000,000),
as evidenced by either: (A) a FEE Balance Report issued for the same quarter for which the
Hydraulic Report under (a) has been issued; or (B) a statement issued by CONAFIN AFI S.A.
and submitted to the Bank within 12 months from the end of the quarter during which the
condition referred to in (a) above has occurred; and

(d) the Bank has received payment in full of the Front-end Fee
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The legal covenants require that the following documentation be presented within the specified
timeline:

(e) The CND will maintain CONAFIN AFISA with the necessary resources to carry out the
Project, and with a composition and terms of reference satisfactory to the Bank.

()] Not later than 30 days after the Effective Date the CND shall cause CONAFIN AFI S.A.
to enter into an asset management contract with BCU to regulate the investment of the FEE’s
funds, all under terms and conditions satisfactory to the Bank.

(9) Not later than November 30 of each year during Project implementation, CND shall
cause CONAFIN AFISA to: (i) submit to the MEF for its review and no objection an annual
operating budget relating to expenses that CONAFIN AFISA expects to be incurred in the
following calendar year in relation to managing the FEE; and (ii) make said budget publicly
available on CND’s website.

(h) During Project implementation, CND shall cause CONAFIN AFISA to prepare and
provide to the Bank, on a quarterly basis, not later than 30 days after the end of the respective
quarter: (i) a report on the balance of FEE’s funds as of the end of the corresponding quarter
(FEE Balance Report) and make it publicly available on CND’s website; and (ii) a report on the
use of the FEE’s funds and the investments of the FEE’s funds (including returns and losses from
said investments) during the same quarter of the FEE Balance Report.

Q) Not later than April 30 of each year during Project implementation, the Borrower shall
cause CONAFIN AFI S.A. to prepare (in accordance with the methodology set forth in Article 2
of Decree 442/011 and its amendment through Decree 305/014) and submit to the Bank, a report
assessing the Targeted Level of Fund’s Coverage for the purposes set forth in Article 3 of Decree
442/011.

() CND shall cause CONAFIN AFISA to ensure that the FEE maintains at all times,
throughout the implementation of the Project, a minimum balance equivalent to $500,000 to
cover the costs relating to the management of FEE’s funds.

33. The disbursements will be requested electronically by CONAFIN AFISA attaching the
documentation that demonstrate the fulfillment of the disbursement conditions.

¢) Procurement

34. The project implementation does not require any procurement arrangements as the
operation does not finance acquisition of goods, services, works, or infrastructure spending.
The disbursement category in this operation is the contingent capitalization, through the CND, of
the Energy Stabilization Fund, which is considered the final destination of the funds from the
point of view of the World Bank operation. However it is worth highlighting that Anti-corruption
guidelines do apply and it is important that the governance arrangements be adequate.

35. The Borrower is committed to implementing the Project in accordance with the objectives
of the Anti-Corruption Guidelines (ACGs) applicable to this operation. In accordance with
Uruguay’s laws and regulations, investigations under the Project will be undertaken by the
Government of the Oriental Republic of Uruguay (GoU), including investigations requested by
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the Bank. The GoU will keep the Bank abreast of investigations’ progress and findings, and the
conclusion of investigations will be made public.

36. The GoU has confirmed that investigations will be coordinated with the Bank, on a case-by
case basis. The above-outlined arrangements are appropriate to ensure that the Project is carried
out in accordance with the ACGs, based on (a) GoU’s systems to handle fraud and corruption
risks under, and (b) the overall low fraud and corruption risk of the Project in the Uruguayan
context. Uruguay has both a strong legal framework and high institutional capacity to address
fraud and corruption risks. This legal framework is in compliance with the principles and
procedures recognized at an international level.

Monitoring & Evaluation

37. The CND will monitor and evaluate the progress of the Project and prepare Project Reports
in accordance with the provisions of Section 5.08 of the General Conditions and on the basis of
indicators acceptable to the Bank. Each Project Report shall cover the period of one calendar
semester, and shall be furnished to the Bank not later than 45 days after the end of the period
covered by such report.

38. The report on the execution of the Project shall be furnished to the Bank not later than six
months after the closing of the Project.

39. The Project would also involve of other agencies:

@ Usinas and Transmisiones Eléctricas (UTE) is the beneficiary of the Trust Fund as per
Decree 442/011. UTE will be responsible for making the necessary calculations for the uses and
withdrawals from the Energy Stabilization Fund, as per Decree 442/011, using information
published by the Administracion del Mercado Electrico (ADME). UTE will transfer annually, if
conditions of contributions are met, the amount determined as per the rules of the Decree
442/011. It will also provide the information for the preparation of the Annual report on the
Targeted Value of Risk coverage of the Energy Stabilization Fund. UTE in collaboration with
CND will prepare an annual report on the evolution of the Energy Stabilization Fund.

(b) Ministry of Economy and Finance (MEF) will by ministerial resolutions need to approve
the borrowing or debt issuance by CONAFIN AFISA on behalf of the Trust Fund. It will also
give the no objection to the annual budget of the Trust. Any disbursement would require
ministerial resolution. In case there are no sufficient funds in the Trust Fund to service its debt
the MEF will transfer the necessary funds for debt repayment.

(©) CONAFIN AFISA as the Trustee of the FEE will be responsible for administering the
Trust Funds as stipulated in the Administrative Trust agreement expected to be signed by the end
of December. CONAFIN AFISA, as Trustee would be responsible for preparing an annual
budget for the Trust and present it for no objection to the MEF. It will also be responsible for
deciding, with the advice of the Central Bank of Uruguay, how the funds of the Trust Fund will
be invested in accordance with the stipulations of Decree 442/011 and its amendments. The

33



decree stipulates that investments are to be made in international reserve asset class instruments,
which are highly liquid and low-risk.

(d) The Central Bank of Uruguay (BCU) will be involved as financial management advisor,
providing information for the various international reserve investment portfolios and advising
CONAFIN AFISA on how to invest the Trust Funds, as stipulated in the Contract of Asset
Management to be signed between CONAFIN AFI S.A and the Central Bank of Uruguay. The
Funds are to be invested in international reserve assets class. The BCU will open an account in
the name of CONAFIN AFISA in which the Trust Funds will be deposited and will execute the
investment decisions of CONAFIN AFISA. The BCU will also be responsible for providing a
quarterly report on the portfolio composition, overall return on investment, and the costs
associated with investing the Trust Funds. The BCU will also be responsible for informing the
CONAFIN AFISA on the investment position monthly.
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ANNEX 4: IMPLEMENTATION SUPPORT PLAN
COUNTRY: Uruguay Drought Events’ Impact Mitigating Investment Project Financing

Strategy and Approach for Implementation Support

40. The strategy for Implementation Support Plan (ISP) by the Bank team reflects the nature of
the Project and its risk profile. The strategy aims at making ISP to the client more efficient while
remaining focused on implementation of the risk mitigation measures delineated in the SORT
assessment. The ISP will be implemented by the Bank team involved in the operation and taking
into account country level risks, legal framework and local context. It is also an indicative and
flexible instrument which will be revisited during Project implementation and as part of the
Implementation Supervision Report (ISR) reviews and adjusted based on what is happening on
the ground.

Overall Project Implementation.

41. Ensuring a satisfactory implementation of the Project during the first 12 months will be
critical. During that period the critical implementation areas are: risk assessment model and
governance. The World Bank strategy to support implementation will rely on regular monitoring,
interaction and advice to the CND. Even though CND has capable and experienced staff, hands-
on and constant collaboration and advice will be necessary to address any challenges associated
with the project.

The critical IPS areas as given the nature of the Project is:
@) Financial Management :

(ii) Closely supervise the Project’s financial management; and
(iii) Review any audits or FM reports in a timely manner.

(b) Legal: The Bank team will work closely with the PCU to help expedite the effectiveness
due diligence

(©) Monitoring and evaluation: The World Bank team will work closely with the PCU of
CND to advise and support the monitoring and evaluation efforts

Implementation Support Plan

42. The Bank team will undertake field visits on a regular basis and have discussions with the
PCU of CND, other stakeholders as well as the Project beneficiary. During Project
implementation it will have an active engagement with at least one supervision mission per year
(and more during the first year of implementation).

43. The team will also undertake regular and comprehensive fiduciary review, including

thorough reviews of financial management reports and review of audits. As needed, the team will
work together with the implementing agency to identify and address implementation challenges.
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44. Implementation support will be carried out at the following levels:

(@ Risk assessment: Technical staff will be located in the Buenos Aires and
Washington offices. Risk assessment support by the Bank will include close collaboration
between the World Bank team and UTE’s risk management department: (i) to improve
the risk management methodology used by UTE with the SimSEE model; (ii) to integrate
a financial module that would allow dynamic financial analysis and inform the risk
retention and risk transfer decisions.

(b) Governance and capacity building: Support will be coordinated from Buenos
Aires, with strong involvement of Washington-based staff to provide advice and support
in enhancing the governance of the FEE and that of the Trustee CONAFIN AFISA.

()  Fiduciary: The World Bank staff will provide advice and support to the PCU of the
CND and CONAFIN AFISA.

(d) Fiscal framework: The World Bank staff from Washington will provide advice and
support on how to better integrate the Energy Stabilization Fund supported through this
operation with the fiscal framework of the country, how to improve recording of FEE
transactions and FEE debt reporting.

45. The main focus of implementation support is summarized below.

Time Focus Skills Needed Resource Partner Role
Estimate
First  twelve | Risk assessment | Insurance $15,000
months methodology Specialist
12-48 months | Risk assessment Insurance $6,000
specialist
Financial FM specialist
management Operations
disbursement  and | officer
reporting
Task Leadership TTL $6,000
Other

Skills Mix Required

Skills Needed Number of Staff | Number of Trips Comments
Weeks
Insurance Specialist | 4 Field trips as required.

Task Team Leader Minimum two field trips

Legal Counsel Field trip as required

Fiscal specialist Field trip as required

NW W A~

Operations officer Field trips as required.
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ANNEX 5: URUGUAY’S ENERGY STABILIZATION FUND
l. URUGUAY’s FISCAL FRAMEWORK

46. In order to conduct a transparent, predictable and sustainable fiscal policy to set the stage for
private sector investment and economic growth, it is key to put in place a well-defined fiscal
framework. Fiscal responsibility laws, fiscal rules, escape clauses, and a medium-term
framework constitute the main elements of a fiscal framework in this respect.

47. Uruguay’s fiscal framework is structured in the form of a five-year budget which basically
coincides with a presidential term. There are mechanisms to review the budget priorities and to
adjust it for unforeseen circumstances within the framework given by the five-year budget.

48. Uruguay does not have a fiscal responsibility law and fiscal rules in place other than an
indicative quantitative rule on the debt regarding the debt to GDP ratio. The public sector budget
for the 2010-15 period and the budget updates for 2011 and 2012 included an objective to reduce
gross public debt to 40-45 percent of GDP by 2015. However, because Uruguay has contracted
debt for precautionary reasons, which has resulted in both an increase in gross debt as well as in
liquid assets, the authorities have shifted their focus from gross to net public debt over time
setting the objective for public debt net of liquid assets to 30 percent of GDP by 2015. At end-
2013, gross public debt stood at about 60 percent of GDP, while public debt net of liquid assets
declining to 23 percent of GDP.

49. In Uruguay, fiscal policy focuses on the consolidated public sector (CPS)14 instead of the
general government, given the important role of state-owned enterprises and the fact that they do
matter for aggregate demand and debt sustainability. Furthermore, many government decisions
are implemented by state owned enterprises. Hence, the focus on the CPS accounts is in line with
best practice.

50. At the same time, including all state-owned enterprise operations can blur Cyclical
Adjustment Balance (CAB) estimates, especially when they are prone to be subject to shocks
unrelated to the economic cycle. For instance, the financial position of the public company in
charge of importing and distributing fuel oil (ANCAP) can change significantly because oil
imports are lumpy, but with no effect on aggregate demand. Similarly, the operations of the
state-owned electricity company (UTE) are affected by variations in rainfall. Droughts forces
UTE to rely more on costly oil to produce electricity (i.e., the drought in 2008 and 2009 cost
UTE approximately 1.4 percent of GDP on an annual basis). In a sense, given the objective to
smooth electricity tariffs, UTE’s financial position depends on “rain-cycles” rather than GDP
cycles. There are probably other operations or developments in state-owned enterprises that
neither depend on the GDP cycle nor should be seen as discretionary fiscal policy or that do not
affect demand. For these reasons, in many countries, the CAB is estimated for the general
government.

“The CPS includes the Central Government-BPS, public enterprises (AFE, ANCAP, ANP ANTEL, ANV, OSE,
and UTE), the Central Bank of Uruguay, the Insurance State Bank (BSE), and the Intendancies.
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51. The CPS accounts are prepared on a cash basis, with the primary and global balances not
adjusted for the effects of the economic cycle, or one-off operations, except for those effects of
the weather cycle which result in contributions or uses to and from the Energy Stabilization Fund
(FEE). However, the Minister of Economy and Finance’s Annual Report (Informe Econdémico
Financiero) presents estimates and projections for 2005 onwards for the primary and global
balances adjusted for the economic and weather cycles and one-off operations, that is on a
structural basis, and for the global balance adjusted by the inflation component of the interest
rate, that is, the operational balance. These calculations seek to present more informed primary
and global results, ones which reflect the underlying stance of fiscal policy and one which is
adjusted to reflect the impact of the real interest rate on the public sector accounts.

1. RATIONALE FOR USING STABILIZATION FUNDS AND THE URUGUAY’s
ENERGY STABILIZATION FUND

52. Although a stabilization fund is used as a fiscal policy instrument, which if well-designed
contributes to the implementation of a transparent, predictable and sustainable fiscal policy, it is
not a necessary condition to adopt such a policy. Moreover, a stabilization fund cannot be used
as a substitute for an adequate fiscal framework. However, if a decision is made to establish a
stabilization fund it must be fully integrated into the fiscal framework by linking the rules of
accumulation and use of the fund to the fiscal rules, with the revenues accumulated in the Fund
and withdrawn from the Fund circulating through the fiscal budget.

53. Stabilization funds seek to help smooth public spending and contribute to short-term
macroeconomic stability. Financial assets accrued during boom conditions can be mobilized to
undertake acyclical or countercyclical fiscal policies in the contractionary phases of the
economic cycle. The stabilization objective can also have a bearing in government financial
investment decisions: assets in stabilization funds are typically held abroad to help
macroeconomic management by insulating the domestic economy and the banking system from
revenue volatility.

54. Moreover, having a stabilization fund has the advantage that in the event of a set in of an
economic slowdown, when the access to capital markets tend to become more expensive, the
country can use the assets accumulated in the Fund without having to go to these markets, which
has a favorable effect on interest rates both for public and private sector borrowing, contributing
to mitigate the effects of the cycle.

1.1 Main Elements of a Stabilization Fund

I1.1.1 Operational Objectives

55. While the broad policy objective of the fund is sufficient to motivate their set-up, it needs to
be supplemented with an operational objective to insert the Fund in the fiscal framework, and to
help derive an appropriate investment policy and asset allocation strategy. These include

funding, withdrawals, and spending rules. The operational objectives should be clearly defined
and consistent with the broad policy objective of the Fund.
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1.2 Rules of Accumulation and Use

56. The rules of accumulation and use determine the resources that will be deposited in the
Fund and the conditions under which resources may be withdrawn, respectively. These rules
should be linked either to the fiscal rule or to the economic cycle in the case of a stabilization
fund, so that the stabilization fund operates promptly, predictably and transparently. In this
respect, the rules of funding and withdrawal need to be defined in such a manner that the
contribution to and the disbursements from the Fund are triggered automatically regarding the
when and by how much of the contribution or disbursement, without a decision having to be
made by the managers of the Fund or by the fiscal authorities.

57. There is a variety of Funds’ deposit and withdrawal rules: (i) contingent rules that determine
the amount of resources that should be deposited in the fund or that can be withdrawn from it
depending on whether revenue or prices are higher or lower than given thresholds; (ii) Revenue-
share rules are the ones that link deposits to a Fund to a fixed share of revenues, regardless of
overall fiscal developments; and (iii) financing funds with net inflows into the Fund mirroring
the overall budget balance.

I1.3  Uruguay’s Energy Stabilization Fund (FEE)
11.3.1 Objectives of the FEE

58. The FEE is a fiscal instrument being used to reduce the impact of the weather cycle on the
conduct of fiscal policy and on the finances of UTE. The effects of the weather cycle on the
stance of fiscal policy are ameliorated, making it less procyclical to weather events, by saving
part of the improvement in UTE’s global result by depositing it in the FEE when the weather
cycle is favorable, and by using funds in the FEE so as not to have to cut investment and/or
increase borrowing by the full impact of the shock when the climate cycle is adverse. In this
manner, the FEE also contributes to stabilize electricity tariffs in the face of weather events.

11.3.2 Legal and institutional framework of the FEE

59. Law 18.719 of December 2010 created the FEE within the CND (Corporacién Nacional
para el Desarrollo) as a sole-purpose fund “to reduce the negative impact of hydropower deficits
on the financial situation of UTE and on the consolidated public sector accounts”. Decree 442 of
December 2011 established that the CND in its capacity as Trustor of the FEE is to enter into a
management trust fund contract with CONAFIN AFISA (Corporacién Nacional Financiera de
Fondos de Inversion) to act as trustee, with UTE being the beneficiary. The trust fund contract
has not been celebrated yet, and in the meantime the FEE funds are kept in a separate account of
the CND.

11.3.3 Maximum size of the FEE

60. Law 18.719 sets a maximum size for the FEE in terms of a number of Indexed Units which
at present is the equivalent of about USD 480 million. Once the maximum amount of funds in
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the FEE is reached the rules of contribution no longer apply. The original funding of the FEE
amounted to USD 150 million.

11.3.4 Rules of contribution of the FEE and limit on the size of contributions

61. The rules of contribution to the FEE by UTE, established by Decree 442 and modified by
Decree 305/014, result in the accumulation of funds in the FEE through two types of
contributions: (i) a fixed contribution, paid annually in December, which applies when the actual
annual hydroelectricity generated (GHRA) is greater than 65 percent and lower than 100 percent
of the annual expected hydroelectricity to be generated (GHEA), with the contribution
amounting to 6.5 percent of the Targeted Level of Fund Coverage (VOCF) when GHRA is > 65
percent but < or equal to 100 percent of GHEA, and 8.5 percent when GHRA is > than GHEA,
and (ii) a variable contribution, calculated quarterly but paid annually in December, which
applies when the quarterly GHRT is > than 115 percent the quarterly GHET. The annual variable
contribution plus the cost of the delivered hydroelectric power valued according to Article 5 of
Decree 442 may not exceed the expected cost of the energy projected by the model, which in
practice sets an upper limit to the variable contribution.

62. When the FEE reaches the VOCF as stipulated by Decree 305/014 the rules of contribution
no longer apply.

11.3.5 Returns from the investment of the funds in the FEE

63. Returns from the investment of the funds in the FEE, with the investment directives
established by Decree 442/011 and Decree 305/014, are capitalized and consequently, are
considered another source of funds for the FEE.

11.3.6 Rules of use of the FEE

64. The rules of use of the funds in the FEE by UTE, established by Decree 442/011 and Decree
305/014, allow for withdrawals on a quarterly basis when the GHRT is < than the Lower
Hydraulic Limit (LIHT) which is defined as 90 percent of the GHET, valued according to Article
3 of Decree 305/014. The actual use of funds is limited by the availability of funds in the FEE as
the FEE does not have the capacity to borrow.

I1l. BEST PRACTICES FOR FISCAL REPORTING OF STABILIZATION FUNDS?™

65. Stabilization funds are commonly established out of fiscal balances, and/or receipts resulting
from commodity exports and employ a set of investment strategies for their assets, which include
investments in foreign financial assets. A stabilization fund can be a useful fiscal policy tool
provided that it is well-integrated in a sound overall fiscal management framework. In particular,
stabilization funds can facilitate short-term fiscal stabilization, while aiming for achieving long-

15 This Section summarizes best practices for the operation of stabilization funds as identified from the experience of
Sovereign Funds around the world by organizations such as the International Monetary Fund (IMF), the World Bank
and the International Working Group on SWFs (IWG).
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term fiscal sustainability—for example, preparing for population aging or facilitating
intergenerational transfers.

1.1 Integration of a Stabilization Fund with the Fiscal Framework

66. A stabilization fund needs to be considered as a specific instrument that is part of the overall
fiscal policy management framework. International experience shows that sovereign funds
should not be conceived as the basis or the anchor for fiscal policy. The operational rules of a
Fund (i.e., for accumulation and use of funds) should not be confused with the numerical fiscal
rules, at least in the absence of binding borrowing constraints. Operational rules of sovereign
funds should rather reflect or be adapted to any quantitative fiscal rules, complementing their
application.

67. The Fund’s inflows and outflows need be integrated into the budget process, including
reporting. This means that all inflows into the Fund and all outflows out of the Fund circulate
through the budget, which is the instrument used to allocate resources according to the priorities
of the government. The Fund does not have the capacity to spend directly.

68. This is best achieved by having a financing fund, whereby overall surpluses are transferred
to the Fund and deficits are financed out of the Fund. This is the case also when the source of
funding is indebtedness. The financial statements of the Fund should be included in budget
documentation.

111.2  Public sector accounts
111.2.1 Fiscal indicator

69. The operations of a stabilization fund should be recorded in the fiscal accounts in such a
manner that they do not affect the fiscal indicator utilized to measure the stance of fiscal policy.
This is the case because contributions to and use of assets from the Fund constitute transactions
in financial assets, as defined by the International Monetary Fund’s Manual of Government
Finance Statistics (GFSM), and not fiscal operations, and consequently do not affect the primary
and global balances. To attain this result, operations in financial assets are registered below the
line, and symmetrically, i.e., contributions and uses registered in the same manner with opposite
signs. Contributions to the Fund would be recorded as a use of cash deposits and an
accumulation of deposits in the Fund, with no effect on the financing and the global result. Uses
of the resources in the Fund would be registered as an increase in cash deposits and a decrease in
the deposits in the Fund, with no effect on the financing and global result.

111.2.2 Rules of contribution and use
70. Rules of contribution to and rules on the use from a stabilization fund should not affect the
primary and global balances of a given fiscal operation, independently if the Fund is allowed to

borrow or not; and if there is a maximum size established for the Fund or a maximum amount of
borrowing permitted for the Fund.
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71. To attain this result, operations with the Fund are registered below the line and
symmetrically, with the stabilization fund being part of the Public Sector with its assets and
liabilities being recorded in the Balance Sheet of the Public Sector.

IV. THE ENERGY STABILIZATION FUND (FEE)
IV.1 Recording FEE operations and the fiscal indicator

72. Contributions to and uses from the FEE are registered as above the line operations, i.e. as
transactions in nonfinancial assets. Moreover, a contribution by UTE to the FEE circulates
through the Central Government (CG) accounts, grossing up revenues and expenditures, while
uses from the FEE are reflected only in UTE’s accounts as they do not circulate through the CG
accounts, with the transfer made directly from the FEE to UTE. The grossing up of the CG
revenues and expenditures complicates the comparison of their behavior from year to year, while
the non-symmetrical treatment of contributions and uses not only further complicates the
analysis, but cannot be made symmetric by registering the operations with the FEE below the
line.'

73. The rationale for registering the operations of the FEE above the line in the public sector
accounts stems from the fact that in this way the CPS accounts show less volatility as this
volatility results from weather-related events and not from the conduct of fiscal policy. By
adjusting the global balance of the CPS for a transitory event, it would reflect the underlying
structural stance of the fiscal policy in regards to the weather cycle. '

74. Contributions by UTE to the FEE triggered by the contribution rules are registered as a
transfer from UTE to the CG, i.e. as expenditure (fiscal transaction above the line), deteriorating
UTE’s current primary balance (CPB). In turn, the transfer of funds by UTE to the CG is
registered in the CG accounts as other revenues (fiscal transaction above the line), and the CG
transfer to the FEE is registered as current expenditure (fiscal transaction above the line). As a
result, the CG’s CPB and global balance are not affected. However, as revenues and
expenditures are grossed up by the amount of the transfer, the contribution affects the behavior
of revenues and expenditures of the CG. In all, the current primary and global balances of the
Consolidated Public Sector deteriorate when there is a contribution from UTE to the FEE.

75. In contrast, if the contribution would be registered below the line as a financial transaction,
with contributions not circulating through the CG accounts, UTE’s accounts would show a use of
cash deposits and an accumulation of deposits in the FEE, with no net effect on the financing and
on the global balance of UTE and of the CPS.

181t is to be noted that the Annual Economic and Financial Report (EFR) nets out UTE transfers to the FEE from the
central government revenues and expenditures when analyzing their performance.

17 Because of the maximum (US$ 500 million) and minimum (US$ 0) limits imposed on the size of the FEE, the
global result adjusted in this manner does not necessarily correct for the total impact of the weather cycle, with the
larger the size of the cycle (upwards or downwards), the larger the part of the weather cycle impact which is not
adjusted. In addition, part of the correction may stem from the price cycle of oil imports.
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76. The use of funds in the FEE does not circulate through the CG accounts, being registered as
revenue by UTE (fiscal transaction), improving the CPB and global balance of UTE, and the
current primary and global balance of the CPS.

77. In contrast, if the use would be registered below the line as a financial transaction, UTE’s
accounts would show an increase of cash deposits, and a use of the funds in the FEE, which net
out. As a result, the CPB and global balances of the CPS would not be affected by the use of
funds from the FEE.

78. Circulating UTE’s contributions to and uses from the FEE through the CG accounts requires
an adjustment in UTE’s and the CG’s below the line operations, so that UTE’s accounts show a
use of cash deposits and transfer of funds to the CG when it contributes to the FEE and an
accumulation of cash deposits and a transfer of funds from the CG when there is a use of the
FEE. For the CG’s accounts the adjustment would be with opposite sign. Consequently, is
preferable that contributions and uses do not circulate through the CG’s accounts even in the
case when the operations with the FEE are registered below the line and in a symmetric form.
This practice would be in line with the fact that it is UTE that makes the contributions and that it
is the entity entitled to use the funds in the FEE, and will be the beneficiary of the Trust which
will be created.

79. The non-symmetric registration of contributions and uses in the fiscal accounts, with
contributions circulating through the CG accounts while uses do not, results in an additional
element which impacts the behavior of the revenues and expenditures of the CG. Moreover, this
non-symmetric impact cannot be corrected by registering contributions and uses below the line,
because for contributions the accumulation of funds in the FEE would be registered in the CG
accounts while the use of funds in the FEE would be registered in UTE’s accounts.
Consequently, either both contributions and uses circulate through the CG accounts or neither
does. However, as discussed in paragraph 40 above, and for the sake of simplicity in the
registration of the operations, it is preferable that neither contributions nor uses circulate through
the CG accounts.

80. Presently, the FEE is not part of the assets of the Central Government or of UTE, being
registered as a separate account in the CND, which is not part of the CPS. Thus, the assets
accumulated and used by UTE are registered as expenditure and revenues as fiscal transactions
and not as financial transactions.

V. FURTHER IMPROVEMENTS

81. To further strengthen the functioning and recording of FEE transactions, the following
suggestions were presented:

I. Operations of the FEE could be recorder below the line in the consolidated public sector
accounts.

ii. Contributions by UTE to the FEE could go directly to the FEE without circulating
through the CG’s accounts.
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iii. Contributions to and uses of the FEE could be recorded below the line and in a symmetric
manner for fiscal accounting purposes.

v, FEE’s total borrowing could be registered in the FEE’s balance sheet, independently
whether the funds remain in the FEE or are transferred to UTE.

V. Fiscal accounting could incorporate the concepts of current primary balance and overall
balance adjusted by the operations with the FEE in the public enterprises accounts as well as for
the CPS accounts.

Vi, The FEE could be included as an extra budgetary in the public sector accounts as well as
in the public sector balance sheet.

Vil. FEE’s borrowing could be included in the gross public sector debt.
viii.  FEE’s assets could be included as liquid assets when calculating the net debt indicative
target.
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ANNEX 6: URUGUAY’S ELECTRICITY SECTOR
Electricity supply

82. The Uruguay electricity sector is characterized by a high reliance on hydropower. In the last
8 years (see Figure 1) hydropower represented between 43 to 81 percent of the electricity mix,
depending on water availability. Supply has historically been complemented by thermal
electricity and imports as needed. Non-conventional renewable sources (biomass and wind) have
been improving their participation. The country has no proven reserves of oil, natural gas, or coal
and has reached its hydroelectric potential which represent close to 75 percent of the electricity
mix, and the country has reached its hydroelectric potential from large power-plants.

Figure A6.1: Electricity supply in GWh and percentage, by source
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83. As for the installed capacity, thermal, biomass and wind had gained participation in the last
years as indicated in Figure 2, but hydro and thermal are still the main technologies.
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Figure A6.2: Installed capacity by technology in 2013
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1. Electricity demand

84. Uruguay has almost universal electricity coverage, with 98 percent of the population having
access to the national electricity grid (SIN).

85. Rapid and sustained growth has also resulted in increased energy demand. Between 2006
and 2013 electricity demand raised 26 percent and peak demand also increased near 30 percent
in the same period as indicated in figure 3 below.

Figure A6.3: Evolution of electricity demand in GWh and evolution of peak demand in
MW
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86. As to sector composition, the residential sector accounts for 88 percent of the 1.2 million
customers, and 40 percent of the electricity consumption as indicated in the Figure 4 below.
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Figure A6.4. Electricity demand by sector, in 2012.
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87. On the social side, 97 percent of poor households have access to the SIN and the richest
quintile consumes only about 30 percent more than the poorest quintile. The poorest decile
spends about 5.23 percent of their monthly household income on electricity, compared to 3
percent in the case of the richest decile, with the richest decile spending 3.6 times what the
poorest decile spends on electricity (ENGIH 2005-2006). The weighted average tariff is 12.27
cents per kWh, among the highest in Latin America.

II. Electricity costs
88. The cost of supplying electricity is directly related with the hydrology of the river basins
that connect to the hydroelectric system. In rainy years, the share of hydroelectricity is higher

and therefore the cost is lower. In dry years, the lack of water used to be compensated with
thermal generation and electricity imports.
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Figure A6.5: Evolution of Electricity Provision Costs (CAD) and of hydroelectricity in the
period 2006 — 2018
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89. In the past years, the average cost of producing electricity has increased up to 75US$/MWh
between a rainy (2007) and dry year (2008) due to the change in the electricity mix. In recent
years, the cost of imported electricity in dry years has been very high (with imports from
Argentina reaching an average price of 425US$/MWh in 2009 for example). In addition the cost
of producing electricity through thermal generation has also increased as Brent prices have
increased markedly during the latest commodity price boom. In 2012, a very dry year, the cost of
providing electricity was 63 percent higher than in 2011 and 2011 was 223 percent higher than
2010, a very wet year.

Table 1: Electricity provision costs (at generation stage)

Thousand of U$S 2006 2007 2008 2009 2010 2011 2012 2013
Fuel 192,456 163,786 694,286 452,150 145,888 621,767 1,014,797 544,619
Hydro energy from Salto {CTM) 19,185 51,867 12,927 121,787 48,717 21,212 79,944
Contracts * 174,956 69,391 220,309 427,659 (7,422) 163,240 369,008 165,672
Climate Assurance 50,300
Total 386,597 285,044 927,522 879,809 260,253 833,724 1,405,017 840,535
GWh of electricity provided 8,211 9,491 8,807 9,088 9,905 9,824 10,138 10,515
Implicit MWh average cost, in

Uss. 47.08 30.03 105.32 96.81 26.27 84.87 138.59 79.94

Source: UTE. * Contracts refer to electricity imports, electricity bought to private generators (wind and biomass)
and the O&M costs of thermal motors.

V. Electricity tariffs

90. Electricity tariffs are calculated, assuming an average hydrological year, to cover the
medium-term supply costs (investment, operation and maintenance) and ensure a return between
6 to 10 percent on assets. Tariff readjustments take into account the evolution of costs in relation
with expected inflation, the price of Brent, the expected exchange rate vis-a-vis the USD, and
salary increases. Tariffs are proposed by UTE, the regulator (the Energy and Water Services
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Regulation Unit, URSEA) analyses the proposal and shares its assessment with the executive
branch who determines the final tariffs.

91. This mechanism has an implicit policy of not transferring short run upstream costs
fluctuations into tariffs so as to attenuate drought’s impact to households and firms.

92. UTE works with 10 different tariffs categories, including tariffs schemes to promote energy

efficiency in non-peak hours. Figure 6 below shows the participation of each category in UTE’s
energy sales.

Figure A6.6: Energy sales in thousands of US$, per tariff category
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93. As regards tariffs evolution, between 2006 and 2013 weighted average tariffs grew 105
percent. Figure 7 shows the behavior in the last years.
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Figure A6.7: Weighted average of electricity sale price (all tariffs
categories) in cents of US$ per KWh
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V. Matrix diversification process

94. In order to address the hydro vulnerability of the electricity sector and following Uruguay
national long term energy policy, in the last years, the Government has been adopting policies to
foster renewables and diversify the electricity matrix. The Government electricity strategy aims
at increasing the contribution of other renewable sources, improving efficiency and reducing the
costs of alternative sources. In the next years, authorities expect to have a more balanced
electricity matrix, with a lower weight of hydropower and less expensive, more efficient thermal
generation plants.

95. The country has already made large investments in wind and in a regasification plant, while
also supporting the implementation of energy efficiency programs. The government has
developed and pursued major investment plans, with private sector investing significantly,
especially in the wind energy. Wind energy installed capacity is expected to rise to near 1570
MW by early 2017 from around 53.2 MW in early 2014. The government has also pursued the
installation of power plants based on biomass (forest and paper pulp plants residue). By 2018
biomass installed capacity will reach 204 MW.
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Figure A6.8: Foreseen participation of renewable energy in the
electricity mix (Share of the electricity generated)
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96. Wind investments are associated with multiple small and medium wind farms, developed by
private and public sponsors as indicated in table 2 below.

Table 2a: Wind farms under construction — Public sponsor

Generation capacity availability
(in MW) forseen for

Company Wind Park Department (10814 T35 | W16 | 716 | 117
UTE - Electrobras F. Mendoza Artilleros Flores 325 28] 325 32hE| 325
UTE - Electrobras B. Mendoza Artilleras Flares J28] 325 32E] 325
UTE JP. Terra Artigas 336 36| 36| 3WE[ FIE
UTE JP. Terra Artigas 36| 33E| 33E| 336
UTE Andresita Flores 25 25 25 25
UTE Andresita Flares 25 25 25
UTE Fampa Tacuarembd T 7 7
UTE Pampa Tacuarembd 70 70
UTE ‘Walentines Treinta ykres 35 35 35
UTE ‘Walentines Treinta ybres 35 35
UTE Colonia Arias Florida, Flores 36.5] 355 365
UTE Calonia Arias Flarida, Flares 35.6] 355 36E
UTE Arerungua Rivera 50
UTE Fenting - Palomas Salta 35 35 35
UTE Fenting - Falomas Salka 35 35 35
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Table 2b: Wind farms under construction — Private sponsors

Generation capacity availability
(in MW} forseen for
Company Wind Park Department (10814 715 | 116 | FH6 | 117
Fingano 5.8 Carapé [laldonado Al Al A0 A0
C.G. Libertador [ 58 [Jistok Libertadar | Maldnltuadn, Eil Eil
5.4 Lavalleja
Falmatir 5.0 Tacuarembd A0 ) ) A0 A0
Luz de Ria SA [Ensol 5.4.) Florida, Flares A0 Al Al A0 A0
Gieneracian Edlica Minas 4z 42 42 42 42
Aguas Leguas 5.8, Feraltal Tacuarembo Al Al A0 A0
Aiguas Leguas 5.0, Feraltall Tacuarembo ) ) A0 A0
Folesine 5.4, Florida | Florida ] a0 a0 a0 a0
Estrellada 5.8 flelowind Cerro Largo A0
IMoling de Rosas 5.8, Moling de Fosas 50 MW Maldonado a0 a0 a0
Cen. De Gen. B Artigas |4 vadar v Lawalleja 50| &0
[Mouk.ar]
Astidey Talas del Marciel | Flores ) ) A0 A0
Fi del Sur 5.4, Maldonado ] a0 a0 a0 a0
Wientos de Pastorale 5.8 | Wientos de Pastorale Flores 49.2] 437 492
Cobra Ing. Uy [Tulifos S.23: ) [Kigd [ e Tulifoy) San Jozé 43.6] 43.5| 485E| 4836
Wengano Carapé Il Maldonado 40 40 40
Compafia Darinel INC. S8, | Sierra de las animas Maldonado 25 25
Compafila Darinel INC. S8 | Sierra de las dnimas Maldonada 25
Cadonal Feraltall Flores a0 a0 a0 a0
Ladaner Cerro Lago A0
Luz de Mar Florida 18 18 18 18 18
Luz de Loma [Fortuny] Fintadall Florida 20 20 20 20 20
Imps=a Libertador 1y Il (Amplim 2y 2] | Lavalleja 14 14 14 14
Togely Company [spat) San Jozé 34 34 34 34 34
TOTAL Wind Capacity Additions into the system 350| 753.7] 1164| 1354 1565

Source: MIEM and UTE

97. Given the investments in renewable energy, the volatility in the cost of electricity
production is expected to decline markedly, as shown in Figure 9 below. The difference in cost
between a rainy and a dry year would drop from 75US$ per MW/h in 2011 to an estimated
25US$ per MW/h in 2017. Thus, the structural vulnerabilities of Uruguay’s electricity system
associated with the hydro dependence will start declining by 2015 when many wind farms should
start production. In addition, the regasification plant under construction will also contribute to
reduce the electricity cost by lowering the costs of the thermal energy.
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Figure A6.9: Foreseen electricity cost in thousands of US$
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VI.  Regulatory framework for the electricity sector

98. Uruguay’s electricity sector governance is considered sound. There is a clear separation of
roles with:

a) An independent regulatory body, the Energy and Water Services Regulation Unit
(URSEA);

b) A policy decision maker entity which also oversight service standards, the National
Energy Directorate, part of the Ministry of Energy within the Ministry of Industry, Energy, and
Mining (MIEM)

C) A planning and system operation entity, the Electricity Market Administration (ADME).
d) A major vertically integrated state-owned operator (UTE), responsible for 55.3 percent of
the country’s installed capacity, and other upstream operators including the Salto Grande
binational hydroelectric plant (35.1 percent), and private firms (12.6 percent) that respond for the
rest of the generation capacity.

99. Electricity transmission and distribution are handled by UTE. The state-owned ANCAP
has the monopoly on importing and marketing hydrocarbons and petroleum products, except for
gas; it is the main supplier of fuels to UTE. Trading on the wholesale electric market (MEM) is
done through contracts. Spot market transactions are also allowed.

100. Electricity tariffs are proposed by UTE to URSEA and approved by the executive
branch. They are calculated based on the basis of an average hydrological year, covering the
medium-term supply costs (investment, operation and maintenance, a return between 6 to 10
percent on assets). Transfers from FEE to UTE have a stabilization purposes and provide a
temporary mechanism to attenuate short run fluctuations in tariffs faced by households and firms.
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VIl. UTE

101.UTE is a state owned enterprise founded under the organic Law 15,031/80. It is a legal
entity created under domestic public law. Its annual budget is based on strategic planning and is
approved by the executive branch of the government. Its budget is part of the consolidated public
sector budget and its results impact public finances directly. UTE has a board of directors that

includes a representative from opposition parties. UTE publishes on-line audited accounts
annually.

102.UTE is a sound public company with average revenues capable of finance their costs as
indicated in the figure below.

Figure A6.10: Evolution of UTEs revenues and UTE’s electricity provision costs at
generation stage and other costs
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Source: UTE. * Contracts refer to electricity imports, electricity bought to private generators (wind and biomass),
the O&M costs of thermal motors and canon for Brazil interconnection.

103. Other indicator of UTE’s financial soundness is the amount of money transferred to the
Central Government.
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ANNEX 7: ECONOMIC ANALYSIS - FINANCIAL RISK ASSESSMENT
URUGUAY: Uruguay Drought Events’ Impact Mitigating Investment Project Financing

104. This Annex presents the methodology used to assess the financial risk that UTE faces
due to an increase in its cost of meeting the electricity demand CAD (Costo de
Abastecimiento de la Demanda). The variable of interest to be model is the “CAD deviation”,
DCAD, which is defined as the difference between the observed CAD and its annual expected
value:

DCAD! = CAD; - E(CAD,)
where “AD: is the CAD in year t*® and in simulation i, and E(CAD, ) is the expected value for
CAD for year t, calculated as the simple average of the simulated CADs for year t (Figure Al).

Figure A7.1: Simulated distribution of the deviations
of the cost of meeting electricity demand in 2015
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105. For risk analysis purposes only “losses” (positive deviations) are relevant, therefore the
conditional distribution of DCAD is used to assessing the risk of UTE (Figure A2)

8 It is incurred between the beginning of the year t and the beginning of the year t+1.
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Figure A7.2: Simulated Conditional Distribution of
DCAD2015
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106. The risk metric chosen to measure the risk of UTE is the Conditional Expected Tail Loss
(CETL), defined as the expected value of the Conditional CAD Deviation given that the DCAD
is greater than the Conditional Value at Risk:

CETL, = E(CDCAD, |CDCAD, >VaRCDCAD,)

where CDCAD, is the Conditional CAD Deviation in year t, and VaRCDCAD, is the Value at
Risk of the Conditional CAD Deviation, defined as the level of CDCAD that is exceed with a
given probability. All results presented here are based on a probability of 5 percent.

Figure A7.3 Methodology for the calculation of CETL
in 2015
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107.Following the same methodology, the CETL has been calculated for years 2015 to 2040.
The evolution of CETL is shown in Figure A.3: the blue line shows the CETL under a scenario
where all investments of UTE are finalized according to plan resulting in the expected change
in energy matrix, while the red line exhibits the CETL assuming that there are some delays in
projects (as described in Box A.1). It is worth noticing the marked reduction in risk in 2016 if
there is no major delays in the change of the energy matrix (blue line), and that this risk
reduction in risk is delayed until 2017 if the projects are not finalized as expected.

Box 1: Description of modeled scenarios of electricity matrix generation

Available MWh from date
Date without delays | with delays
May-2015 640 540
Nov-2015 1,400 640
Jan-2016 1,020
Nov-2016 1,400

108.Wind generated electricity: Under the optimistic scenario, the expected number of MWh
available by May 2015 is 640 and 1,400 by November 2015. The delays introduced in the second
scenario are between 6 months and one year. The patterns used under the two scenarios are as
follows:

109. Thermal electricity: Under the realistic scenario, the project using natural gas to generate
electricity is delayed by one year (from July 2016 to July 2016) and, therefore, the exclusion of
the Basic Heat Generator GO_PTI (Punta del Tigre Gas Oil) was also delayed one year.

110. Hydropower electricity: There are no differences between the scenarios used.
Residual Risk with current Risk Coverage Strategy

111. Currently, UTE uses three main instruments to cover its financial risk stemming from the
CAD Deviation from its expectation: Cash Reserves, the Energy Stabilization Fund (FEE) and
the Weather and Oil Price Insurance. The key assumptions used for assess the residual risk once
these instruments are included in the financial risk management strategy are the following:

a. Cash Reserve = 80 MUSD. If it is used in a given year, the amount necessary to return
the balance to 80 MUSD is included in the budget of the next year, and consequently the full
amount could be considered as available at the beginning of each year.

b. Energy Stabilization Fund. The rules of contributions and withdrawals of the FEE are
regulated by Decree 442/011. The formulae of the dynamic are exposed in the actuarial
Technical Note. It is assumed that at the beginning of 2015, the balance of the FEE is 350
MUSD.

C. Weather-Oil Price Insurance. UTE purchased a weather insurance to cover the risk of
high oil prices and insufficient rainfall, which ultimately would result in a reduction in the
Hydroelectric Generation. The parametric insurance is based on the Uruguay Potential
Hydropower Energy Index (UPHEI), estimated as the potential generation of energy (GWh) in
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the system during each Semester and it is calculated as a function of water inflow at three major
hydropower plants in Uruguay. This insurance expires in June 2015, and for the purposes of
modeling, it is assumed that it is not renewed.

112.Figure A.4 compares the financial risk as measured by CETL with and without the current
financial risk management instruments (Cash, FEE and Insurance). Panel (a) shows the case
under the planning of UTE and Panel (b) assumes delays in some of the projects.

Figure A7.4: Expected Conditional Tail Loss using current instruments
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Residual Risk with current Risk Coverage Strategy and the Contingent Loan

113.1In case that the Contingent Loan is in force from January 2015, this instrument should be
added to the current financial risk management strategy.

114. The main assumption on the loan characteristics are:

Amount: US$150m

Trigger: When FEE’s balance is less than US$50m

Grace period: 6 years

Amortization period: 20 years (annuity after grace period)

Interest rate: 3.8 percent

Front-end fee: one-time 0.25 percent on the amount of the loan

Commitment fee: 0.5 percent yearly spread in 2 payments

It is further assumed that the loan will form part of the FEE’s maximum limit, i.e. the
cash flows of the Contingent Loan will be included inside the FEE.

S@ o oo o
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Figure A7.5 Expected Conditional Tail Loss including the Contingent Loan
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Panel (a). Projects accomplished as UTE’s planning. Panel (b). Some projects are delayed as exposes in Box
Al

Note: The shaded area represents the implementation period of the proposed operation.

Please note that the CETL estimations are preliminary.

115.The proposed instrument is adding value by reducing the financial risk of UTE. The
decrease in risk is observed only in the first few years, because the contingent loan is available
only for three years, and after that period the pattern of risk transferring is similar to the one with
the current financial risk management strategy.

Probability of use of the contingent loan

116.For the period of time for which the contingent loan will be available (2015-2017) the
associated disbursement probabilities are as follows:

Year Change in electricity matrix Delays in planned change of
generation as planned electricity matrix generation

2015 7% 10%

2016 14% 21%

2017 19% 25%

Model/Software SImMSEE

117.The dynamic financial analysis performed uses outputs from the model/software SImSEE;
the model has the capability to optimize the cost of Uruguayan electricity production based on a
complete definition of the electricity matrix generation. The model is also able to produce time
series Monte Carlo simulations on many variables, but this analysis was made using the
following ones:

CAD_anual: Yearly Total demand cost

UPHEI_SEM: Semester Uruguay Potential Hydropower Energy Index
Brent: Brent Index

GHR_Anual: Annual Observed Hydroelectrical Generation
GHR_Trim: Quarterly Annual Observed Hydroelectical Generation

Pop o
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f. Cost_GestioL: Annual cost of manageable electricity sources
g. Energia_GestioL: Annual manageable electricity produced

118.The SIimSEE was developed by the “Universidad de la Republica Oriental del Uruguay”;
SImSEE is open software available at www.http://iie.fing.edu.uy/simsee/ .
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