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IMF Executive Board Concludes 2018 Article 1V Consultation with the Dominican
Republic

On April 11, 2018 the Executive Board of the International Monetary Fund (IMF) concluded the
Article IV consultation® with the Dominican Republic and considered and endorsed the staff
appraisal without a meeting.?

After three years of robust expansion, the economy moderated to close to its potential level.
Economic activity is estimated to have expanded by 4.6 percent in 2017, following above-
potential growth of 7.1 percent on average during 2014-16. The growth moderation was
concentrated in the first three quarters of 2017 and was driven by a cyclical correction in
domestic demand (especially investment), tighter financial conditions, uncertainty related to
legislative reforms and economic disruptions caused by the close passage of two category five
hurricanes in September 2017. More accomodative monetary policy and a rebound in activity
following the hurricanes then contributed to a strong recovery in the last quarter of the year.
Labor markets continued to improve with the recovery in employment and real wages over the
past two years, and unemployment fell further to 5.1 percent, near historical lows. Headline
inflation returned to the central bank’s 441 percent target band, and the external position
strengthened significantly.

The economic outlook remains positive. The monetary easing in mid-2017 is expected to
support a continued recovery in economic activity in 2018. Lower lending rates and stronger

L Under Article IV of the IMF's Articles of Agreement, the IMF holds bilateral discussions with members, usually
every year. A staff team visits the country, collects economic and financial information, and discusses with officials
the country's economic developments and policies. On return to headquarters, the staff prepares a report, which
forms the basis for discussion by the Executive Board.

2 The Executive Board takes decisions under its lapse-of-time procedure when the Board agrees that a proposal can
be considered without convening formal discussions.



credit growth following the easing, combined with higher real wages and employment, are
expected to continue to support domestic demand. Growth is expected to increase to 5.5 percent
in 2018 and then to moderate to its medium-term potential rate of around 5 percent. Inflation is
expected to remain within the central bank’s 4 +/- 1 percent target band, while the external
current account deficit will gradually widen to its historical levels with higher oil prices and
stronger domestic demand. However, risks around the outlook persist, with the main downside
risks stemming primarily from external factors, including higher world oil prices, tighter-than-
anticipated global financial conditions, and weaker-than projected external demand.

Executive Board Assessment

The timely policy response to the economic slowdown in early 2017 has put the economy
back on an even keel. Economic activity and its projected growth are reverting to potential,
inflation is within the central bank’s target, unemployment is near historical lows, and the
external current account deficit has narrowed. The overall economic outlook remains positive but
risks persist, with the main downside risks stemming from higher oil prices, weaker-than-
projected external demand, and tighter-than-anticipated global financial conditions. In this
context, the key challenge will be to build resilience to these risks by rebuilding policy buffers,
reinvigorating structural reforms, and further reducing poverty and inequality.

Despite welcome efforts to bolster the revenue base, more meaningful action will be
required to strengthen the fiscal position. Favorable international financial conditions and
strong growth in recent years have kept fiscal vulnerabilities at bay, but public debt continued to
increase and the growing interest burden relative to a narrow revenue base is making debt less
affordable. Welcome reforms to improve the debt profile and address weaknesses in tax and
customs administration are yielding strong results, as evidenced by recent peso debt issuance in
the global markets, narrowing bond spreads and increases in the tax base. However, these are not
sufficient to offset structural spending pressures, especially in the face of tightening global
financing conditions and increasing oil prices. A meaningful fiscal adjustment will be needed to
rebuild the buffers and reverse the upward debt dynamic, but its design would need to be
particularly mindful of its impact on growth, poverty and inequality. The adjustment should
focus on widening the tax base (including through streamlining of tax incentives and
exemptions), simplifying the tax system, and rationalizing inefficient expenditures, while
prioritizing fiscal space towards increasing public investment and social spending to protect the
most vulnerable.



Strengthening the fiscal policy framework should support efforts to improve the fiscal
position. A medium-term fiscal framework, which would anchor fiscal policy decision-making
in longer-term debt sustainability objectives, would reduce policy uncertainty and strengthen its
credibility with the markets. Ongoing efforts to develop such a framework are welcome.
Reforms to enhance transparency in the public procurement processes, strengthen public
financial management practices and align public statistics with international norms will further
contribute to increase policy transparency and predictability, and should be supplemented by
wider coverage and timeliness of fiscal statistics.

The neutral monetary policy stance with a tightening bias is consistent with current
economic conditions. The neutral stance should help maintain output close to potential and
inflation within the central bank’s target, but tighter monetary policy may be required if inflation
rises faster than expected. The central bank’s inflation targeting framework has contributed
positively to price stability and would be further enhanced through greater exchange rate
flexibility, which would increase resilience to external shocks by providing an automatic
adjustment mechanism. The external position is moderately stronger than warranted by medium-
term fundamentals and desirable policy settings, but is expected to realign over the medium term
with the projected recovery in private domestic demand, especially as structural reforms to
improve the investment environment and social outcomes take hold. Its continued strength in the
near-term provides an important opportunity to continue building reserve buffers, which have
strengthened considerably since the 2003-04 financial crisis.

Perseverance with efforts to strengthen financial sector oversight will enable the financial
system to continue supporting strong and inclusive growth. Reforms put in place in the
fifteen years since the financial crisis have supported a recovery in the health of the financial
system, which compares favorably to regional peers. The ongoing emphasis on strengthening
oversight over systemic macro-financial risks will further contribute to financial stability,
especially as information on household and firm indebtedness is developed, and as the
macroprudential policy framework is finalized to enhance policy flexibility to respond to
systemic risks. Continued efforts to improve prudential regulation and supervision will
complement these reforms, with the objective of fully aligning the regulatory and supervisory
framework with international best practice. Remaining gaps in the supervisory periphery,
including the oversight of the largest nonbank institutions, should be filled. Finally, efforts to
strengthen the anti-money laundering framework are welcome, with its effective implementation
important to promoting integrity in the financial system.



Growth- and socially-oriented structural reforms will be important to enhancing the
economy’s growth potential and addressing remaining social challenges. The authorities’
ongoing reforms to strengthen the doing-business environment and improve outcomes in health,
education and infrastructure, as well as to advance the reform agenda for the electricity sector,
are welcome and will help to boost the economy’s growth potential. The challenge will be to
complement these efforts with concrete and immediate policy actions to sustainably reform the
electricity sector, and with more ambitious reforms to reduce high transportation costs, simplify
the tax system and strengthen the institutional environment. Reforms to widen the coverage of
social security and ensure an adequate retirement income will be important to strengthen social
outcomes. A stronger fiscal position would also contribute to improved social outcomes by
easing pressures on financial resources and interest rates, and providing space to refocus
spending towards social safety nets and infrastructure.



Table 1. Dominican Republic: Selected Economic Indicators
(Percent change from previous period; unless otherwise indicated)

Population (millions, 2017 estimate) 1017 GDP per capita 2017 (U.S. dollars) 7,376
Quota 477.40 millions SDRs / 0.10% of total Poverty (2016, share of population) 30.5
Main export product tourism, textiles, gold Extreme poverty (2016, % of pop.) 6.5
Key export markets .S, and Canada Adult literacy rate (percent, 2014) a1

Projection
2014 2015 2016 207 2018 2019 2020 2021 2022 2023

(Annual percentage change, unless otherwise stated)

OQutput
Real GDP 1.6 7.0 6.6 4.6 3.3 5.0 5.0 2.0 5.0 5.0
Contributions to growth
Consumption 3.2 4.2 37 33 34 33 34 36 37 3.7
Investment 3.8 3.6 2.7 -0.6 1.8 2.0 1.9 1.7 1.8 1.8
Met exports 0.6 -2.7 0.2 1.9 0.3 -0.3 -04 -0.3 -0.5 -0.5
Nominal GDP (RD§ billion) 2,841 3,068 3288 3562 3942 47282 4674 5101 5,568 6,079
MNominal GDP (US$ billion) B63.3 68.1 71.6 74.9
Gross national saving (percent of GDP) 20.6 216 219 226 236 235 236 236 23.7 23.8
Output gap (in percent of potential output) -0.4 0.6 1.2 0.1 01 -0 -0.1 -0.1 0.0 0.0
Unemployment

Unemployment rate (in percent; period average) 6.4 5.9 5.5 5.4 5.1 5.1 5.1 5.1 5.1 5.1
Prices

Consumer price inflation (end of period) 1.6 23 1.7 42 37 38 40 4.0 4.0 3.9

Consumer price inflation (period average) 3.0 0.8 1.6 3.3 4.4 3.5 40 4.0 4.0 4.0
Exchange rate

Exchange rate (RD$/USS - period average) 1/ 43.6 451 461 47.6

Exchange rate (RD$/USS - eop) 1/ 44.4 457 467 485

Real effective exchange rate (eop, - depreciation) 1/ -21 23 -0.8 -2.3

Government finances (in percent of GDP)

Consolidated public sector debt 2/ 47.2 47.3 50.0 52.7 526 537 544 553 56.3 57.3

Consolidated public sector balance 3/ -44 -1.6 -4 -4.6 -43 44 -4.4 -4.5 -4.7 -4.8

Consolidated primary public sector balance -0.7 2.2 0.0 -0.3 0.3 0.3 0.5 0.5 0.5 0.5

Central government balance -2.6 0.1 -2.8 -3.2 -28 3.0 -3.1 -3.3 -3.5 -3.6
Revenues and grants 14.8 17.5 14.8 151 151 150 151 15.0 15.0 15.0
Primary spending, o.w. 14.9 14.8 14.7 15.3 1435 144 143 14.3 143 143

Transfers to electricity sector 1.4 0.8 0.6 0.5 0.6 0.4 0.3 0.3 0.3 0.2

Interest expenditure 2.5 26 29 3.1 34 3.6 3.8 4.0 4.2 4.3

Rest of NFPS -0.4 -0.3 0.0 -0.2 -0.2 -0.2 -0.2 -0.2 -0.2 -0.2
Financial sector (Annual percentage change; unless otherwise stated)

Broad money (M3) 9.3 121 9.8 a.7 10.6 8.6 9.1 9.1 9.1 a1

Credit to the private sector 19.5 12.7 121 101 121 9.6 9.1 9.1 9.1 8.1

Palicy interest rate 1/ 6.3 5.0 5.5 53

Average deposit rate (1-year; in percent) 1/ 6.4 6.4 6.7 6.0

Average lending rate (1-year; in percent) 1/ 13.9 14.9 15.1 14.1

Balance of payments (in percent of GDP)

Current account -3.3 -1.8 -1.1 -0.2 1.0 -14 -1.7 -2.0 -2.3 -2.6
Goods, net -11.3 -108 -105 -101 -107 -108 -107  -108 -10.9 -11.1
Services, net 6.3 6.4 6.9 7.0 71 T4 74 T4 74 73
Income, net 1.7 2.7 2.5 2.8 2.6 19 16 14 13 12

Capital account 4/ 0.0 31 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0

Financial account -4.8 -11 -2.2 -1.2 1.0 -4 1.7 -2.0 -2.3 -2.6
Foreign direct investment, net -3.4 -3.2 -3.4 -4.8 -33 33 -3.3 -3.3 -3.3 -3.3
Portfolio investment, net -2.3 -5.1 -24 -2.3 -25  -1.9 -1.7 -1.7 -1.3 -1.4
Financial derivatives, net 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Other investment, net 0.6 6.6 2.5 4.9 3.9 3.0 2.8 24 1.8 16
Reserves,net 1.8 0.3 0.6 11 1.0 0.8 07 0.6 0.6 0.6

NIR (in millions of U.5. dollars) 4361 5152 6047 6780 7428 5028 5578 9128 9678 10,178

MIR in months of imparts 2.6 3.0 34 3.5 36 37 38 3.8 38 3.8

MIR in months of imparts (excluding free trade zone imports) 5/ 31 3.5 41 4z 43 44 44 44 44 44

Total external debt (in percent of GDP) 40,0 37.3 37.9 36.8 366 372 374 37.7 38.0 38.3

of which: Public sector 26.6 249 258 259 26,3 27.2 28.0 28.7 29.6 304

Sources: Country authorities; World Bank: and Fund staff calculations and estimates.

1/ Latest available.

2/ Historical debt numbers are statt estimates. The debt stock at end-2017 includes a downward stock adjustment of US3324 milion (0.5 percent of GDP) in

external debt, reflecting the central bank's repurchase of its Brady bonds. External debt is expected to be revised down in the future to exclude some non-debt

obligations of the central bank (of 0.4 percent of GDP in 2017).

3/ The consolidated public sector includes the central government, some decentralized entities, the electricity holding company, and the central bank.
4/ For 2015 includes the grant-element of a debt buyback operation with PDVSA of 3.1 percent of GDP,
5/ In relation to imports of goods and nonfactor services of the following year, excluding maquila.
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STAFF REPORT FOR THE 2018 ARTICLE IV CONSULTATION
KEY ISSUES

Context. 2018 will mark 15 years since the start of the 2003-04 financial crisis.
Reforms put in place following the crisis have contributed to strong economic
performance over the past decade and a restoration of external stability. The economy
is now growing close to potential, inflation is within the central bank'’s target range,
unemployment is near historical lows, and the external current account deficit has
narrowed. The economic outlook remains positive with broadly neutral monetary and
fiscal policy expected to keep economic activity on trend and inflation within the
target band over the medium term. However, risks around the outlook persist, with
the main downside risks stemming primarily from external factors. In this context, the
key challenge will be to build resilience to these risks by strengthening domestic
fundamentals. Progress will be essential to increase potential growth and further
reduce poverty and inequality.

Policy advice. The consultation focused on priorities to build macroeconomic buffers,
strengthen policy frameworks, and improve structural competitiveness.

o Fiscal policy. Fiscal consolidation—underpinned by the adoption of a credible
medium-term fiscal anchor and designed to support growth and reduce
inequality—is needed to put public debt on a firm downward path.

* Monetary policy. The current neutral monetary policy stance with a tightening
bias is appropriate. The effectiveness of monetary policy would be enhanced by
allowing for greater exchange rate flexibility. Reserve adequacy should continue to
be strengthened.

» Financial regulation and supervision. A stronger focus on systemic risk
assessment and completion of the macroprudential policy framework would
support financial stability. Fully aligning the prudential framework for supervision
and regulation with international best practice, strengthening supervision of large
non-bank financial institutions, and effective implementation of the new AML/CFT
legal framework would help fill gaps in the prudential framework.

e Structural reform. Sustaining strong competitiveness and growth will require
completing long outstanding reforms in the electricity sector, improving the
investment environment, simplifying the tax system, and strengthening social
policies.
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Approved By Discussions took place in Santo Domingo during January 29—
February 10, 2018. The mission comprised A. Cebotari (head),

Patricia Alonso-Gamo  j Arze del Granado, K. Beaton, B. Sutton (all WHD), L. Cortavarria

(WHD) and Yan Sun (MCM), and H. He (ICD). X. Tang (SPR) and K. Honjo (RES) provided

(SPR) analytical inputs. Ms. Alonso-Gamo (WHD) participated in policy
discussions. Mr. Fuentes (OED) accompanied and assisted the
mission. The mission met with President Danilo Medina Sanchez,
the Governor of the Central Bank Héctor Valdez Albizu, Minister of
Finance Donald Guerrero Ortiz, and Minister of Economy, Planning
and Development Isidoro Santana, among other officials and
members of the private sector.
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DOMINICAN REPUBLIC

CONTEXT: 15 YEARS AFTER THE FINANCIAL CRISIS

1. The Dominican economy has undergone an impressive transformation since the
2003-04 financial crisis. The collapse of the second-largest bank in 2003 triggered a large external
devaluation, stagflation, a sharp increase in poverty, loss of all official reserves and a setback in the
fiscal position as depositors were bailed out. Post-crisis reforms—many under IMF programs during
2004-12—strengthened the policy framework and
macroeconomic outcomes. Economic activity has

Dominican Republic: 15 Years After the Financial Crisis

ndex, 2001=100

subsequently been robust, averaging 5.7 percent 240 Bl e
over 2005-17, supported by the external and later an | 205
internal devaluation (through both wage restraint 170

and productivity growth). Per capita income has
more than doubled, inflation has stabilized within
the central banks’ target range, and reserves have
gradually been built up. This progress has been
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. . . . Note: Latest available data for GDP per capita and risk premium corresponds to 2017, poverty
premium, which is below the emerging market rate, ULC and giniindex corresponds to 2016
average.
2. The social cost of the crisis has been long-lasting, however, with poverty only recently

declining to pre-crisis levels. The economic recession and income effects of the external and
internal devaluation deteriorated social outcomes, as social safety nets were underdeveloped and
unable to provide needed support at the time. Poverty increased to 50 percent of the population,
while extreme poverty doubled, and unemployment and inequality increased. Despite strong GDP
growth since the crisis, poverty and inequality have fallen only slowly. More rapid progress has been
made in the last few years, supported by recent increases in real labor income, especially of the
poorest deciles, as well as higher spending on education and healthcare, which have been important
complements to the earlier post-crisis reforms to strengthen social safety nets. Nevertheless,
inequality remains close to the regional average in the broader Latin American and Caribbean region,
a region characterized by one of the highest levels of income inequality globally (see Selected Issues
Paper).

3. The 2018 Article 1V discussions took place against the backdrop of slowing, but still
healthy, economic momentum. The economy is growing close to potential, inflation is within the
central bank’s target, unemployment is near historical lows, and the external current account deficit
has narrowed. Reforms since the 2017 Article IV consultation have focused on revamping the legal
framework for anti-money laundering and combatting the financing of terrorism (AML/CFT),
concluding the Electricity Pact negotiations, and strengthening revenue mobilization and public
financial management. A number of challenges remain to be addressed, however, to promote
stronger, more sustainable and inclusive growth. These include strengthening the fiscal position,
addressing long-standing weaknesses in the electricity sector, bolstering productivity through
structural reforms, and further improving inequality and poverty outcomes.

4 INTERNATIONAL MONETARY FUND
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S RECENT DEVELOPMENTS

4. After three years of robust expansion, the economy decelerated to close to its potential
level in 2017. The economy is estimated to have expanded by 4.6 percent in 2017, following above-
potential growth averaging 7.1 percent during 2014-16. Momentum was slowed in part by a cyclical
correction in domestic demand, especially investment, reflected in a slowdown in credit, imports and
downward pressure on bank lending rates. Tighter financial conditions at end-2016, heightened risk
aversion triggered by uncertainty related to the new anti-money laundering (AML/CFT) legislation,

and economic disruptions caused by close passage

of two category five hurricanes in September 2017 Contributions to Growth of Real GDP

(YoY percentage points)

also contributed to the slowdown.’ S‘trong external mmFinal consumption == Total investment =mNet exports —Real GDP

. . . 15 15
demand, especially for tourism, partially offset slower
growth in domestic demand. More accomodative 10 10

monetary policy and a rebound in activity following
the hurricane-related disruptions then contributed to
a strong recovery in the last quarter of the year.
Labor markets continued to improve, with the
recovery in employment and real wages of the past 5
two years and the further fall in unemployment to

2007 2009 2011 2013 2015 2017

Source: BCRD and staff calculation.

5.1 percent, near historical lows.

CPI Inflation and Inflation Target

5. Headline inflation returned to its target (12 month percent change) o

L. . . . . 12 arget range 12
band. Rising international oil prices and weather- —Headline inflation
related shocks to domestic food production pushed 9 Terget mie et 9
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energy and food inflation higher, lifting headline
inflation firmly into the midpoint of the central
bank’s 4+1 percent target range. Core inflation 3
slowly accelerated as pass-through effects from the
earlier decline in oil prices and other external factors
continued to subside, but remains below the central 3 -

2009 2010 2011 2012 2013 2014 2015 2016 2017 2018
bank’s target range.? Source: BCRD.

3

6. Weaker-than-expected growth and inflation in early 2017 provided space for more
accommodative monetary policy. In July 2017, the central bank partially reversed the tightening
cycle it began in late 2016, lowering the policy rate by 50 basis points (to 54 percent) and reserve
requirements by 2.2 percentage points (to 12.1 percent). The easing of monetary policy was

' The introduction of the new AML/CFT law was associated with heightened uncertainty with respect to firms’ financial
reporting and tax obligations given the criminalization of tax evasion in the context of an economy characterized by a
sizeable informal sector.

2 Staff estimates (based on the IMF's FPAS model) that the lower oil prices and weaker world demand reduced core
inflation by 1.25 percentage points on average during 2015-17.
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immediately passed through to deposit and lending rates, which fell by significantly more than the
policy rate, due to the additional liquidity injection from the reduction in reserve requirements. The
reduction in interest rates and easing of lending conditions contributed to a rebound in credit
demand and growth, which had decelerated in the first half of 2017 following the earlier tightening
of financial conditions and moderation in domestic demand. Overall, credit to the private sector grew
10.1 percent in 2017, down from 12.1 percent in 2016.

Interest Rates and Reserve Requirements Demand for Credit and Lending Criteria
(in percent; interest rates: 15-day moving average) (balance of opinion)
10 Reserve requirements (right axis) 20 80
9 =—=Deposit rate, weighted average 9
——Monetary Policy rate M 60
8 == «Lending rate, weighted average (right axis) - 18
40
7
]
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3
> 40 B Demand for Credit
) 60 M Lending criteria
- AR -~ R -~ = ) - o m %
Q0 QQQ Q9909 Q0gQg Q9999 Qg Qg
0 - 10 M M T T T T O H D D O OO e S S
o - - - - - S o oocoooooocboo oo o o o
. : ; . : : : ] 1 : NONR N NN NN NN NN NN NN NN
s sz 3 © 5 3z 3 I 5 s 3 U <
4« < 5 0o f < 7 0 | < = o = Source: BCRD. Positive values indicate a rise in the demand for credit and a
Source: BCRD. tightening of credit conditions.
7. The external current account deficit reached the lowest level in a decade in 2017.

Weaker domestic demand held back imports, while strong external demand and further real
exchange rate depreciation (2.3 percent in 2017), partly driven by the rebuilding of reserves, boosted
exports. Strong inflows of remittances, linked to positive developments in the U.S. labor market and
uncertainty about U.S. immigration policy, also contributed to the narrowing of the current account
deficit. Since the deficit peaked at 7.5 percent of GDP in 2011, higher private savings have accounted
for about 3% of the subsequent reduction, with the remainder due primarily to lower investment. The
current account deficit remained more than adequately financed by foreign direct investment (FDI),
with reserves coverage strengthening to 3.5 months of imports in 2017 (or 4.2 months excluding
imports from the free trade zones).

Dominican Republic: Nominal and Real Effective Savings and Investment Balance
Exchange Rate (in percent of GDP)
(Index 2010M1=100, +appreciation) I Private Savings Public Savings
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Sources: INS and Fund staff calculations. Sources: BCRD and IMF staff calculations.

8. The consolidated fiscal deficit widened to 4.6 percent of GDP in 2017, despite efforts to
curb tax evasion. Guided by a new strategic plan to reform tax and customs administration, efforts
initiated in 2017 to reduce tax evasion and close loopholes have started to yield results, boosting

6 INTERNATIONAL MONETARY FUND
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structural revenues by an estimated 0.4 percent
of GDP. However, spending pressures from

Public Sector Consolidated Deficits and Debt*
(percent of GDP)

higher payrolls for education, health, police, and |10 Quasi-fiscal 7 | 60

. 50.0
defense, reconstruction after floods and 9 NS 473 L 50
==Py blic sector debt (RHS),

hurricanes, higher spending on the coal plant g
and an increasing interest bill (0.9 percent of §
GDP) more than offset the positive impact of ‘3‘
these efforts on the overall balance. Public debt 2
continued to increase, reaching an estimated 2,

52.7 percent of GDP at end-2017, a 2008 2009 2010 2011 2012 2013 2014 2015 2016 2017
10 percentage point increase over the paSt Source public sector debt: Fund staff estimates.

. . . * The 2015 deficit reflects a 3% of GDP in imputed grant from restructuring.
5 years despite above-potential growth during
this period.
9. The monetary easing in mid-2017 is expected to support a continued recovery in

economic activity in 2018. Lower lending rates and stronger credit growth following the easing,
combined with higher real wages and employment, as well as robust FDI, are expected to continue to
support domestic demand. Growth is expected to increase to 5.5 percent in 2018 and then to
moderate to its medium-term potential rate of around 5 percent, closing the positive output gap.

10. Inflation is expected to remain within the central bank’s 411 percent target range.
Higher oil prices in 2018 may briefly push total inflation to around the upper band of the central
bank’s target range, but as these pressures wane, total inflation is expected to moderate to within
the target band, converging to the midpoint by 2019. Core inflation is expected to gradually rise to
around 4 percent with firming domestic demand and pass-through effects of higher commodity
prices.

Real GDP: Actual, Potential and Output Gap Headline CPl Decomposition
(Billions of 2007 R$) (12 month percent change)
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11. The outlook for the balance of payments is favorable. While the external position is
moderately stronger than warranted by medium-term fundamentals and desirable policy settings
(Annex |), the current account deficit is expected to gradually realign with the estimated norm over
the medium term. The increase in the deficit is expected to be largely driven by the projected
recovery in private domestic demand and associated imports, rising interest payments on
government external debt, and a decline in

remittances (as a share of GDP). Internal 'i’f;':jj:jfj';j“pfpub'ic Current Account

appreciation, fueled by the ongoing recovery inreal | s Goods (excluding oil), net mmGil, net

wages and recent monetary easing, will support the | -222‘:;22159&01779‘ ot —curer SR
recovery in domestic demand and contribute to the 15

realignment. A continued recovery in global growth 5 II IIII....... 11111
should support exports. FDI, particularly into the 5 11111
tourism sector, is expected to continue to more 15

than adequately finance the current account deficit, 25

helping to strengthen reserve coverage to 35

3.8 months of imports (4.4 months excluding
imports from the free trade zones) over the medium

term.

12. Risks to the outlook are moderate and broadly balanced:

e External Risks. The main downside risks stem from higher-than-expected world oil prices, and
weaker-than-projected external demand (Annex I1).3 Other downside risks include possible
weather events and energy supply disruptions, particularly if an embargo on Venezuela cuts
access of offshore oil sales to private agents. The main upside risks are symmetric to the
downside ones, and stem from lower oil prices and stronger external demand, especially from
the United States. To the extent that tighter global financial conditions—a high likelihood risk at
the global level—is associated with stronger growth in the United States, it is expected to have a
net positive effect on growth in the Dominican Republic through trade channels, although the
effect on the fiscal position will be negative. On balance, while the probability of these risks vary,
staff sees the upside risks to growth broadly equal to the downside risks in terms of their impact
on the growth outlook.

o Domestic Risks. The main source of two-sided uncertainty stems from the strength of
momentum in domestic demand in 2018, given the inflexion point induced by the monetary
easing in mid-2017. On the downside, delays in structural reforms, including governance, could
hurt confidence and affect growth prospects.*

3 Simulations based on the WHDMOD module of the IMF’s Flexible System of Global Models (FSGM) suggest that (i) a
20 percent increase in oil prices would be expected to reduce growth by up to 1.6 percentage points per year; and

(i) a 1 percentage point negative U.S. demand shock is estimated to weaken domestic growth by 0.4 percentage
points through a decline in exports and remittances. Simulations were done by Keiko Honjo (RES).

4 On the governance side, the regional corruption probe involving bribes paid by the Brazilian construction company
Odebrecht to win procurement contracts prompted a strong social response in the Dominican Republic, and the
judiciary is pursuing charges against officials allegedly involved.
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Real GDP Growth Real GDP Growth: Impact of an Increase in
(in‘getesnk yoarovel-yean) International Oil Prices and a Decrease in U.S. Growth
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2014Q1 2015Q1 2016Q1 2017Q1 2018Q1 2019Q1 2020Q1 2021Q1 202104 Flexible System of Global Models (FSGM) by Keiko Honjo (RES).

Authorities’ Views:

The authorities broadly shared staff's outlook for growth and inflation. They also agreed with
staff's perception of the main risks to the outlook, but saw stronger upside risks to growth,
particularly related to impact of the the mid-2017 monetary easing on domestic demand. They noted
that they are closely monitoring developments and stand ready to adjust policy to respond to
emerging risks. They remain focused on building buffers to support Dominican Republic's capacity to
absorb and respond to risks to economic and financial stability.

POLICY DISCUSSIONS: REINVIGORATING REFORMS TO
SUPPORT RESILIENCE AND INCLUSIVE GROWTH

Discussions focused on policy support for sustained and inclusive growth. In the short-term, growth is
likely to maintain its momentum, with activity close to potential, and will not require policy support. To
build resilience against downswings or tighter global financial conditions, staff recommended that
policy buffers be strengthened. This will require a correction of fiscal imbalances while minimizing
growth and distributional effects, a continued buildup in reserves, and gradual movement toward more
exchange rate flexibility. Over the medium term, structural reform, particularly of the electricity sector
and to strengthen the investment environment, will be needed to sustain high growth. Strengthening
social policies will also be important to make growth more inclusive, and reduce poverty and income
inequality.

A. Fiscal Policy: Building Buffers and Reducing Medium-Term Risks

13. While fiscal policy is expected to remain neutral over the medium term, pressures will
gradually build and erode space for more productive spending. The 2018 budget does not
envisage significant policy changes but relies on ongoing tax administration reforms to increase tax
collections by 0.5 percent of GDP. Under staff's baseline scenario—which includes a more
conservative 0.3 percent yield and unbudgeted spending on coal plants of 0.3 percent of GDP)—the
consolidated overall public deficit will narrow to 4.3 percent of GDP in 2018, and possibly further if
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the tax administration measures yield stronger-than-expected results. However, over the medium
term, the consolidated deficit is expected to gradually widen to 4'2-43/4 percent of GDP. Public debt
would continue to rise, reaching 575 percent of GDP by 2023, contributing to a higher interest
burden.

14. The risks that could affect the baseline fiscal outlook, while two sided, have a notable
negative skew. On the upside, commitment to maintaining fiscal discipline and progress in
improving the debt profile is paying off in terms of lower borrowing costs: the country’s EMBIG
spreads fell below the emerging markets and regional averages, and the authorities issued their first
local currency bonds in global markets in early 2018, one of the few cases on non-investment grade
countries in the region to do so. On the downside: (i) tighter than anticipated international financial

conditions would still put further pressure on the EMBIG Spreads

debt service burden, which — at an interest to . e

revenue ratio of around 21 percent for the 1600 m= Dominican Republic
nonfinancial public sector- is already among the e :;:E.:..wmim R
highest in the world; (ii) higher-than-projected oil 1000

prices would further widen the deficit of the :gz

electricity sector; (iii) fiscal space to absorb shocks is 400

limited by a large share of nondiscretionary 200

spending and already compressed public investment; ’ T 3885882 Y0 ¥Lecre
and (iv) a dollarized public balance sheet is exposed SE mimhi_ Ehekbebhiakiziaias

to notable foreign exchange risks (Annex Ill).?

15. A meaningful fiscal consolidation is needed to ensure that public debt remains
sustainable. Staff supports the authorities’ ongoing tax administration reforms, which are increasing
the efficiency of tax collections, improving compliance and broadening the tax base, but these
reforms are likely to fall short of what is needed to entrench sustainability. Staff estimates that an
adjustment of about 3 percent of GDP in the overall Consolidated Public Sector Overall Balance

deficit during 2018-20 would lower debt to around -1.8
45 percent of GDP over the next five years.® This S
scenario assumes that the authorities succeed in 0

increasing revenue collection by an additional g " ublic Debt

0.2 percent of GDP in 2018, as in the budget, with = fistorical = Adjustment scenario. 8 Baseline
the rest of the adjustment evenly spread over

2019-20 (1.4 percent of GDP in each year), given the I I I IIII I II I IIII | | | II|m
neutral cyclical position and the need to articulated 0 III
a comprehensive and well-calibrated adjustment EE8 8885z ¢5¢: 8¢
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> The authorities do not expect a notable impact on the corporate environment from the US tax reform (since taxation
is unlikely to be an important factor in the decision to invest in the Dominican Republic), therefore fiscal risks from
competitiveness pressures are small.

6 This medium-term debt anchor and modalities to achieve it were discussed in detail in Annex V of the 2017 Article
IV staff report.
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strategy.” Developing such a strategy during 2018 would ensure its readiness ahead of the 2019
budget, while saving any windfall revenues meanwhile would allow an accelerated reduction in debt.

16. The composition of the fiscal adjustment and the savings it generates should aim to
minimize its growth and social impact. The adjustment could have a negative effect on the level of
economic activity and could increase inequality unless the composition of the adjustment and the
use of the savings from a lower interest bill are calibrated to offset these. The adjustment should
focus on reducing generalized subsidies on electricity, which are regressive, rationalizing CIT
incentives (which do not affect inequality), scaling back the least progressive exemptions from VAT,
and reducing the high PIT threshold (under which only the top income decile of the population

contributes) (Box 1, and Selected Issues A Expected yield (% of GDP)
ey Fiscal measures

Paper). The negative distributional effects 2018 1/ 2019 2020|  Total
i . Reduced VAT (other indirect) and property
of the consolidation could be further tax exemptions to regional levels 02 06 06 14
offset with an increase in targeted Reducing CIT exemptions 0.0 02 02 03
. . PIT: not adjusting tax rate benchmark for
transfers, while the negative growth inflation in 2018 and reducing PIT 0.0 01 01 03

effects with a scaling up of infrastructure  |allowance to two minimum salaries

investment, both financed with the Eliminating electricity subsidies and 0.0 05 05 1.0
improving spending efficiency
. Total 0.2 14 14 3.0
(e5t|mated at 0.5-0.8 percent of GDP over 1/ Measures in the tax reform package included in the 2018 budget

the medium term).

savings from the lower interest bill

Authorities’ Views:

The authorities saw tackling tax evasion as the main priority to strengthen the fiscal position,
before assessing the need for further consolidation effort. Given wide-spread fraud and evasion,
they saw significant scope to strengthen collections through tax and customs administration efforts,
as evidenced by the underlying increase in collections of some 0.4 percent of GDP in 2017, despite
the economic slowdown. They were also confident that with collections likely to increase by another
0.5 percent of GDP in 2018, due to measures included in the 2018 National Budget, along with
continued restraint in spending, the fiscal accounts will improve.

B. Strengthening the Fiscal Policy Framework

17. Public financial management continues to be strengthened, supporting better
governance and transparency. Coverage of the treasury single account has been broadened, which
will support better cash management, spending controls, and will lower borrowing costs. A single
public portal has been introduced for all government procurement processes, significantly improving
their transparency and helping to support efficiency and value for money in government spending.
The authorities are also taking steps to strengthen financial reporting by public institutions and are
preparing to launch internal audits for these institutions. Continued progress in these areas will be

7 Staff's adjustment scenario also assumes that the interest savings generated by the consolidation (up to % points of
GDP over the medium-term) are used for higher infrastructure and social spending. Such a scenario is broadly
equivalent to a consolidation effort of 2'2-23%4 percent of GDP, with the ensuing fall in the interest bill securing the
same 3 percentage points of GDP improvement in the overall deficit.
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Box 1. Distributional Effects of Fiscal Consolidation 1/

Against the backdrop of high poverty and inequality, the fiscal consolidation needed to ensure debt
sustainability should be carefully designed to minimize its negative growth and distributional effects. This
box considers the long-run growth and distributional effects of alternative revenue-mobilization strategies
to generate an increase in revenues of about 2 percent of GDP as part of an overall consolidation package of
3 percent of GDP.

The dynamic effect of revenue mobilization on macroeconomic aggregates and the income distribution
depends on the specific tax measure. Results from a heterogenous agents general equilibrium model
(developed in Peralta-Alva, Tavares, Tam, and Tang (2018)) show that different taxes have different trade-
offs between growth and equity: VAT

taxes have a relatively limited cost in terms | Comparative Impact of Tax Increases
. . . ( t cha )
of growth and overall income inequality, percent change)
while labor income taxes (PIT) are the 05
most detrimental and corporate income . — _ _
taxes have the smallest social effect but a “ =
strong effect on growth. However, in the 05
Dominican Republic, the effect of PIT on
growth and inequality is likely to be muted | "° mVAT
by the strong progressivity of the tax. cr
) . . 13 PIT
Given these dynamic effects in the context
of the existing tax system in the 20
Dominican Republic a revenue GDP Consumption Investment  UrbanGini RuralGini  NationalGini
mobilization package that increases VAT, Note: The effect on macrovariables of raising 0.5% of GDP in revenues from VAT,
. CIT, and PIT separately (through base broadening by 5.6, 18.8, and 23.2 percent
CIT and PIT receipts by 1.5, 0.25 and respectively).
0.25 percent of GDP, respectively, could be

considered. Such a package would be estimated to reduce output by close to 1 percent (a fiscal multiplier of
close to 0.5).

The detrimental growth and social effects of the revenue mobilization should be offset with a combination
of higher infrastructure investment and targeted transfers. Staff estimates that a fiscal adjustment of

3 percent of GDP over 2018-20 would reduce the interest bill by 0.5 to 0.8 percent of GDP over the medium
term. This space should be used to both boost infrastructure investment and social spending. Simulations
with the dynamic model suggest that

investment spending is an efficient Growth and Distributional Effects of Fiscal Consolidation
instrument to boost growth to offset the (% change from baseline, long term effect)

demand drag from the adjustment, but it W Baseline 1/ ’

does not contribute to a redistribution of 15 st o 02T orenn

income. Social transfers, on the other 4 W Infrastructure and social transfers offset (0.25% of GDP each)
hand, may not contribute to better growth os

outcomes (at least this longer-term effect . -

is not captured by the model at hand), but 0 [ ]
are very potent at reducing inequality. 05 I

Therefore, a combination of infrastructure -1

investment (0.25 percent of GDP) and 15

higher targeted transfers to rural area or Total Output Total Income Gini
equivalent spending on health/education Note: The effect on macrovariables of raising 2% of GDP in revenues (1.5% of

e GDP from VAT, 0.25% from CIT, 0.25% from PIT), through base broadeningby
(0'25 percent of GDP)' within the envelope 16.7, 9.4, 11.5 percent, respectively. 1/ Baseline assumes mobilized revenue is

of the estimated fiscal resources freed up used in non-productive current spending.
by the adjustment would provide the
optimum offset to the growth and social effects of the adjustment (gray scenario in the figure).

1/ See Selected Issues Paper for additional details.

12 INTERNATIONAL MONETARY FUND



DOMINICAN REPUBLIC

important to further strengthen transparency and governance over public accounts. Finally, efforts to
strengthen tax transparency have yielded positive results, with a fast-track assessment by the Global
Forum in mid-2017 achieving a provisional “largely compliant” rating in recognition of considerable
progress made to implement the Exchange of Information on Request standard.

18. The fiscal framework should be strengthened to support policy sustainability. A
medium-term fiscal anchor would be an important tool to enhance policy predictability, credibility
and sustainability, and a good guide for annual policy decision-making.® Additional reforms that
would strengthen the fiscal framework include widening the scope and the availability of fiscal
statistics for all levels of government, and the introduction of a framework for Public-Private
Partnerships to minimize fiscal risks from such arrangements (which are already being rolled out).
These elements of prudent fiscal management could usefully be entrenched within fiscal
responsibility legislation or as principles within the upcoming Fiscal Pact, with a view to
institutionalizing the reforms.

Authorities’ Views:

The authorities agreed with the need to strengthen the fiscal framework and pointed out that
many reforms are already underway. They are currently developing a medium-term fiscal
framework that would be anchored in sustainability objectives and strategic guidance to maintain
fiscal discipline, which they expect to finalize before end-April 2018. They are also preparing a fiscal
risk management report, which will focus initially on macroeconomic risks, contingent liabilities from
disasters and pensions and is also expected to be finalized this year. Finally, the planned move
towards the 2014 Government Finance Statistics Manual by March 2018, with IMF technical
assistance, will help align fiscal statistics reporting with international best practice.

C. Monetary Policy: Strengthen the Monetary Policy Framework and
Reserve Adequacy

19. The neutral monetary policy stance with a tightening bias is appropriate.’ The monetary
easing in mid-2017 was a timely response to the weaker outlook for growth and inflation at that
time, in the context of the inflation-targeting monetary policy framework.” The easing realigned the
real policy interest rate with the estimated neutral rate and prevented a procyclical tightening of
monetary conditions. With output projected to converge to its potential and inflation expected to
remain within the central bank’s target range, staff supported maintaining the neutral monetary
policy stance until there are clear signs that activity and inflation are firming. Staff agreed with the

8 For a more in-depth discussion of fiscal framework reforms see Annex V of the 2017 Article IV staff report.

9 Tightening bias refers hereinafter to the readiness to increase interest rates if likely upside pressures on inflation
materialize.

19 1n the short term, the impact on activity is expected to have partly come from the reduction in reserve
requirements. The reduction applied to all new deposits, and to existing deposits to the extent that the funds freed up
from the reduction of their reserves at the central bank were directed to lending in targeted economic sectors (later
expanded to all sectors) at below market interest rates.
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authorities’ tightening bias given that the projected pick-up in inflation will bring inflation close to
the upper band of the authorities’ target range and noted that if internal or external inflationary
pressures pick-up tighter monetary policy may be required. This argument is reinforced by the
anticipated normalization of U.S. interest rates and related prospective U.S. dollar strengthening,
which could put depreciation pressure on the peso and fuel inflation.

20. Reserve adequacy has improved with the strengthening of the external position, but
there is scope to further enhance buffers. Good progress has been made to rebuild reserve buffers
since these were completely depleted after the 2003-04 banking crisis, with a notable improvement
in reserve adequacy in 2017 despite the reduction in the reserve requirement ratio."" However,
coverage remains below the Fund'’s reserve adequacy metric, at an estimated 67 percent of the
metric for 2017 (Annex 1).'> With the current account deficit projected to remain low in the near term
and financing expected to remain ample, staff saw it as a good opportunity to further strengthen
reserve adequacy toward the Fund’s metric.

Dominican Republic: Gross International Reserves

Million US$ Dominican Republic: Reserve Adequacy Indicators
(Million US$)

(relative to benchmark metrics)
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Sources: BCRD; IMF staff calculations.

21. Introducing more flexibility in the exchange rate would support external stability. Staff
continues to view additional exchange rate flexibility under the crawl-like arrangement as beneficial
to the economy's ability to absorb external shocks and to strengthening the credibility and
effectiveness of inflation targeting. However, in the context of an external position that is moderately
stronger than fundamentals in the near term and of the need to continue to accumulate reserve
buffers, the authorities have space to continue to focus on building their reserves, while developing
capacity to enhance flexibility in the exchange rate. Staff welcomed the authorities’ plans to
introduce a foreign exchange trading platform, which will increase transparency of the market,
enhance liquidity and price discovery, and support enhanced exchange rate flexibility. The original
timeline for the introduction of the platform has been postponed to ensure that the ultimate

" The reduction in reserve requirements reduced commercial banks' reserves at the central bank.

12 The staff assessment uses the reserve adequacy benchmark applicable to fixed exchange rate regimes given that
the country’s crawl-like arrangement was considered “fixed” in the derivation of the metric. Under the benchmark for
flexible exchange rate regimes the authorities would be above 100% of the metric.
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platform is compatible with the central bank’s systems, but the authorities expect to proceed with a
new request for proposals in the first half of 2018. The planned foreign exchange trading platform
presents an opportunity to strengthen intervention policies aimed at curbing excessive volatility.
Staff welcomed the authorities’ ongoing efforts to develop a derivatives market for foreign exchange
to strengthen the economy’s capacity to manage exchange rate risks.

22. Further strengthening the monetary policy framework would support overall public
debt management. The 2003-04 financial crisis continues to weigh on the monetary policy
framework, as the central bank manages a large share of public debt stemming from the
recapitalization of commercial banks and with the large interest costs contributing to a quasi-fiscal
deficit of 1.2 percent of GDP in 2017. The mission welcomed the authorities’ plans to finalize the new
agreement on the recapitalization of the central bank. In this context, the improved coordination
between the monetary and fiscal authorities is important to support overall public debt
management.

Authorities’ Views:

The authorities agreed that the neutral policy stance with a tightening bias is appropriate and
noted that they stand ready to tighten monetary policy if projected inflation picks up faster
than anticipated. They agreed that favorable external conditions present an opportunity to further
strengthen reserve adequacy and highlighted the progress they have made in rebuilding reserve
buffers since the 2003-04 crisis. Furthermore, ongoing reforms to continue the move towards a more
flexible exchange rate, including the planned introduction of an electronic foreign exchange platform
market, will support the economy’s ability to absorb external shocks. An updated agreement to
recapitalize the central bank is expected to be concluded in the following months.

D. Financial Supervision and Regulation: Enhancing Financial Stability
Fifteen Years After the Financial Crisis

23. The financial sector has emerged stronger and better supervised than before the
2003-04 financial crisis (see Selected Issues Paper). Significant restructuring and recapitalization
since the crisis has contributed to a healthy consolidation of the previously fragmented financial
sector, with 58 entities remaining out of the 141 that existed in 2003. Banking sector assets declined
during the crisis and, at about 46 percent of GDP in 2017, remain below pre-crisis levels (about

52 percent of GDP). Private pension funds have grown rapidly in importance since their introduction
in 2001, now holding assets of another 17 percent of GDP. The strengthening of banking supervision
and prudential regulations, and monitoring by the Monetary Board (MB) of relevant financial sector
developments have also enhanced bank soundness indicators: when compared against its regional
peers, the Dominican Republic stands high on all key bank soundness indicators, including solvency,
asset quality, and profitability.
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Dominican Republic: Financial Soundness Indicators in Regional Perspective 1/
Domini
Costa Rica omlm'can Guatemala Honduras *  Nicaragua Panama * El Salvador CAPDR 2/ LAS 3/
Republic **

Regulatory Capital to Risk-

. 16.3 16.4 16.0 13.8 14.0 15.7 16.7 15.6 16.3
Weighted Assets
Capital to Assets Ratio 9.6 10.3 7.2 10.8 74 114 13.3 10.0 11.4
Nonperforming Loans (NPLs) to

. 19 17 2.6 25 1.1 3.2 1.9 2.1 33
Total Loans Ratio
Provisions to Nonperforming
. 1441 177.7 57.3 137.3 220.1 364 na. 128.8 137.1

Loans Ratio
Return on Assets 0.6 2.0 1.5 20 3.1 15 0.9 1.7 1.8
Return on Equity 4.1 19.9 15.8 19.3 274 13.5 6.8 15.3 16.1
Sources: FSI database -IMF; and Superintendencia de Bancos of Dominican Republic. For the Dominican Republic, FSI coverage includes commerical banks.
1/ As of September 2017, unless noted otherwise. * As of June 2017, ** as of December 2017.
2/ Comprises Costa Rica, Guatemala, El Salvador, Honduras, Dominican Republic, Nicaragua, and Panama.
3/ Comprises Brazil, Chile, Colombia, Mexico and Peru.

24. Macro-financial vulnerabilities appear limited. Although credit growth picked up in the
latter half of 2017, the credit gap remains moderate. Aggregate asset quality indicators suggest that
credit dynamics continue to evolve in line with fundamentals. Non-performing loans increased by
about 0.2 percentage points from a year earlier given the deceleration in economic activity in
mid-2017, but at 1.9 percent for commercial banks, remain relatively low and appear overall
adequately provisioned. Financial institutions’ profitability remains dependent on high financial
spreads and fee-based income. Capital adequacy of commercial banks improved further to

18.2 percent (well above the 10 percent regulatory requirement), largely reflecting capitalization of
retained earnings.

Dominican Republic: Credit to the Private Sector Dominican Republic: Credit Cycle VS. Business Cycle
(in percent of GDP) (in percent)
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25. Nonetheless, some pockets of vulnerability remain. Lack of adequate data on borrowers’
financials to assess repayment capacity remains a structural weakness and will need to be addressed
within a progressive, but clear timetable. In the meantime, close monitoring of credit quality will be
key to ensure that the recent adjustment in credit risk assessment guidelines™ and the release of

13 These adjustments widen acceptable collateral, minimize downgrading of refinanced but performing loans, and
liberalize loan provisions in cases of credit rating improvements.
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reserve requirements, initially through targeted lending and at below market rates, do not create
risks with respect to asset quality. Other pockets of vulnerability that would need to be monitored
include: (i) the health of nonbank financial institutions, which have grown rapidly but are so far
outside the supervisory perimeter; (ii) credit risk from dollar loans to unhedged borrowers, which
account for one fifth of total loans; (iii) exposure to state risk; a medium-term strategy is needed to
gradually deconcentrate such exposure by allowing a broader range of investment instruments,
including abroad; (iv) low productivity of banks and their high structural dependence on fee-based
income and high spreads, and (v) potential operational risk as regards cross-business activities by
financial groups.

26. Ongoing efforts to continue improving prudential supervision and regulation should
help to address these risks, but should be complemented with additional efforts. The
authorities are considering regulatory changes to liquidity, leverage and market risk management
requirements in 2018 to better align them to international practice. They should also prepare for the
eventual adoption of International Financial Reporting Standards (IFRS) 9 through a carefully timed
and planned strategy that takes into account the impact on banks. The existing supervisory and
regulatory framework may also need to be enhanced to inter alia strengthen assessment of
intercompany activities, give supervisors adequate powers to require higher capitalization for
individual banks, and align the banking law more fully to international standards, following lessons
learned in the consolidation process since the 2003-04 crisis. Ongoing efforts to address weaknesses
in the oversight of the largest nonbank institutions (some of which are now comparable in asset size
to banks), including a new draft law to enhance nonbank supervision and regulation, are welcome
but should ensure that the effective supervision of core banks is not affected.

27. Systemic risk oversight is also being strengthened and macroprudential policies should
be developed in tandem. The central bank has set up a committee responsible for financial stability
and macroprudential policy, which will include a representative from the Superintendency of Banks.
The committee is now formally responsible for systemic risk assessment and financial stability, and is
working to strengthen systemic oversight and develop macroprudential policy instruments to fulfill
its mandate. To fully operationalize macroprudential policy, consideration is being given to broaden
the Monetary Board's powers for macroprudential policy — staff supported efforts in this direction. In
tandem, progress has been made to strengthen systemic risk assessment, which would be further
enhanced through publication of a financial stability report, which would in turn enhance
transparency and accountability of the authorities’ ongoing efforts to strengthen financial resilience.
Addressing data gaps with respect to sectoral risks will be also be critical to strengthening systemic
risk assessment and would enhance lenders’ ability to assess borrower credit risk, thereby
contributing to financial stability ex ante.

28. An AML/CFT law finalized in 2017 will help strengthen technical compliance with
international standards. Staff welcomed steps taken to strengthen the AML/CFT legal framework
and encouraged the authorities to continue to focus decisively on its effective implementation,
including to support their anti-corruption efforts. The Dominican Republic is currently undergoing an
assessment of its compliance with the 2012 FATF standard, which will be concluded in mid-2018.
Advancing further on effective implementation of international AML/CFT standards will be essential
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to continued mitigation of risks stemming from the withdrawal of correspondent banking
relationships.™

Authorities’ Views:

The authorities welcomed staff’s feedback on progress made to strengthen financial stability
since the financial crisis and the in-depth retrospective. They concurred with the assessment of
remaining risks and priorities and the need for future reforms, and indicated their commitment to
developing an overall strategy and agenda to further build on achievements made since the financial
crisis. They emphasized their commitment to strengthening systemic risks assessment and to
finalizing their macroprudential policy framework and toolkit. With respect to the new AML/CFT
framework, the authorities indicated their commitment to effective implementation and considered
that the new law would also prevent tax avoidance and help to transition the informal sector into the
formal economy.

E. Structural Reforms to Strengthen Productivity and Potential Growth

29. The government continues to prioritize growth- and socially-oriented structural
reforms, but challenges remain. Competitiveness gains from the post-crisis internal devaluation
may be eroding with the recent slowdown in productivity and the needed adjustment in real wages
following the rise in the minimum wage. At the same time, structural factors continue to weigh on
the country’s medium-term growth prospects.

e The main structural impediments to growth come from poor electricity supply, still weak
educational outcomes, high transportation costs, relatively weak institutions, and a complex tax
system. In addition, better social outcomes are held back by relatively low coverage of social

insurance schemes and limited fiscal T g T T

space. pverage 2
201317

e The authorities have made significant Domestic sconomy
efforts to improve outcomes in education
(where spending has doubled to 4 Agricuturs
percent of GDP in recent years),
healthcare and infrastructure; an
Electricity Pact has been broadly agreed
between major social partners; and the o :
doing-business environment is being " pubic sdminsaton
reformed with impetus from the newly e D . T ' ® 3 0 3 ®

relaunched Competitiveness Council. In

nchedes mining. free trade zone and local manufacturing activity.

addition to strengthening competitiveness, the increases in education and health spending will
help to reduce income inequality and poverty given their progressive nature.

14 Thus far, financial institutions in the Dominican Republic have maintained stable access to correspondent banking
relationships.

18 INTERNATIONAL MONETARY FUND



30.

DOMINICAN REPUBLIC

Sustaining high and inclusive growth will hinge on continued reforms to enhance

productivity and social inclusion. Staff estimates suggest that addressing the economy’s key
structural impediments could raise growth by one percentage point over the medium term, which
would also support a further catchup in incomes and poverty reduction (Annex IV). The main
priorities include:

Reforming the Electricity Sector. Decades-long weaknesses in the electricity sector continue to
be a drag on economic activity. Electricity shortages average four hours per day, which is highly
disruptive to activity and imposes heavy costs. A draft Electricity Pact was agreed by social
partners at end-2017 after three years of negotiations, but remains to be fully finalized (Annex V).
The draft Pact includes broad policy objectives (reducing losses in the sector, reforming its
governance structure, allowing for a larger role for the private sector), but its success will hinge
on the political will to follow up with concrete and immediate policy actions to achieve these
objectives.

Improving the Investment Environment...

o

...by facilitating doing-business and trade. The authorities’ efforts are currently focused on
reducing the time for setting up companies and introducing a single window for exporters’
procedural requirements, with the National Competitiveness Council working to identify
remaining challenges.

...by reducing barriers to competition, especially in the transport sector. Port transportation
costs are among the highest in the region due to oligopoly power, which in turn pushes up
costs throughout the economy. While institutional and legal reforms have recently been
implemented, reform success will hinge on forceful implementation of anti-competition
practices.

... by modernizing labor market legislation. Discussions have been recently relaunched to
update the 1992 Labor Code, with the main reforms aimed to make working hours more
flexible and to streamline the dispute system. Discussions to reform severance pay, however,
are likely to delay agreement on the broader reform given the need to balance
unemployment protection considerations against the drag of high labor costs on hiring and
formalization of the economy.

...by strengthening institutions and

governance. Perceptions of weak public
institutions and governance stand out st abor requtons
as the main impediments for doing Poor work ethic innationa abor orce
business and are receiving heightened fecessoinancng
attention by the civil society. Recent

Dominican Republic: Most Problematic Factors for Doing Business

Inefficient government bureaucracy

CAPDR (average,
excluding Dominican
Republic)

Tax rates

Poor public health M Dominican Republic

reforms to simplify trade procedures infaton
and improve transparency in the public Foreioncuency reauiions
. 0 5 10 15 20

procu rement processes WI” Strengthen Source: Global Competitiveness Report, World Economic Forum. From the list of factors,

. . respondents to the World Economic Forum's Executive Opinion Survey were asked to select the
governance N the pU bI IC SeCtO r, but five most problematic factors for doing business in their country and to rank them between 1

. (most problematic) and 5. The score corresponds to the responses weighted according to their

there is scope for further reforms. rankings
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* Creating a Growth- and Investment-Friendly Fiscal Environment...

o ..by simplifying the tax system. The tax system is inefficient, with a low revenue yield and a
high cost of compliance. This is due to (i) a complicated system of tax exemptions/incentives,
which is hard to administer, costly (6.2 percent of GDP in 2017) and inequitable as it benefits
the better off; and (ii) the patchwork of modifications since the 2012 tax reforms make
compliance difficult, especially for medium and small enterprises. Simplification would help
reduce compliance costs, increase the efficiency of tax administration reforms and improve
competitiveness, while also reducing the informal sector and helping to broaden the tax
base.

o ... by creating space for infrastructure and social investment. Outcomes in education,
healthcare and access to social security are still weak, and hinder progress in reducing
inequality and poverty. The doubling of spending on education in recent years was an
important step forward, but further spending would be needed to improve the quality of
these services. Similarly, the quality of the capital stock remains somewhat below peers, and
further infrastructure investment could significantly boost longer-term growth and social
outcomes.

e Finalizing Social Security Reform. With the social security reform of 2003 not fully
implemented, access to pension, healthcare, and disability insurance is limited to formal
enterprises, leaving about half of the workforce without social safety nets. The pension system is
particularly vulnerable due to low contributory compliance and a relatively low pensionable age.
Unless reforms are implemented, only 30 percent of the labor force is expected to receive
contributory pensions (among the lowest ratios in Latin America) and at a very low replacement
rate (of about 20 percent of average wage), suggesting a potentially high contingent liability for
the government. Legislation to finalize the social security reforms is currently under discussion,
and should address the issue of pension adequacy while the population is relatively young.

Authorities’ Views:

The authorities emphasized their commitment to structural reforms to support a continuation
of the positive economic performance experienced since the financial crisis. They remain firmly
focused on finalizing the Electricity Pact and reforming the electricity sector. They also underscored
the importance of the actions to improve the doing business environment, facilitate exports, upgrade
the country’s infrastructure in the face of fiscal constraints, pursue better outcomes in education and
health through teacher training and continued upgrades of schools and hospitals. They also noted
the climate change preparedness efforts, including through reforestation programs. The authorities
also agreed with the need to undertake reform of the labor code and the social security system, but
recognized that achieving agreement among the social partners may delay the reforms.
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W STAFF APPRAISAL

31. The timely policy response to the economic slowdown in early 2017 has put the
economy back on an even keel. Economic activity and its projected growth are reverting to
potential, inflation is within the central bank’s target, unemployment is near historical lows, and the
external current account deficit has narrowed. The overall economic outlook remains positive but
risks persist, with the main downside risks stemming from higher oil prices, weaker-than-projected
external demand, and tighter-than-anticipated global financial conditions. In this context, the key
challenge will be to build resilience to these risks by rebuilding policy buffers, reinvigorating
structural reforms, and further reducing poverty and inequality.

32. Despite welcome efforts to bolster the revenue base, more meaningful action will be
required to strengthen the fiscal position. Favorable international financial conditions and strong
growth in recent years have kept fiscal vulnerabilities at bay, but public debt continued to increase
and the growing interest burden relative to a narrow revenue base is making debt less affordable.
Welcome reforms to improve the debt profile and address weaknesses in tax and customs
administration are yielding strong results, as evidenced by recent peso debt issuance in the global
markets, narrowing bond spreads and increases in the tax base. However, these are not sufficient to
offset structural spending pressures, especially in the face of tightening global financing conditions
and increasing oil prices. A meaningful fiscal adjustment will be needed to rebuild the buffers and
reverse the upward debt dynamic, but its design would need to be particularly mindful of its impact
on growth, poverty and inequality. The adjustment should focus on widening the tax base (including
through streamlining of tax incentives and exemptions), simplifying the tax system, and rationalizing
inefficient expenditures, while prioritizing fiscal space towards increasing public investment and
social spending to protect the most vulnerable.

33. Strengthening the fiscal policy framework should support efforts to improve the fiscal
position. A medium-term fiscal framework, which would anchor fiscal policy decision-making in
longer-term debt sustainability objectives, would reduce policy uncertainty and strengthen its
credibility with the markets. Ongoing efforts to develop such a framework are welcome. Reforms to
enhance transparency in the public procurement processes, strengthen public financial management
practices and align public statistics with international norms will further contribute to increase policy
transparency and predictability, and should be supplemented by wider coverage and timeliness of
fiscal statistics.

34. The neutral monetary policy stance with a tightening bias is consistent with current
economic conditions. The neutral stance should help maintain output close to potential and
inflation within the central bank’s target, but tighter monetary policy may be required if inflation rises
faster than expected. The central bank’s inflation targeting framework has contributed positively to
price stability and would be further enhanced through greater exchange rate flexibility, which would
increase resilience to external shocks by providing an automatic adjustment mechanism. The external
position is moderately stronger than warranted by medium-term fundamentals and desirable policy
settings, but is expected to realign over the medium term with the projected recovery in private
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domestic demand, especially as structural reforms to improve the investment environment and social
outcomes take hold. Its continued strength in the near-term provides an important opportunity to
continue building reserve buffers, which have strengthened considerably since the 2003-04 financial
crisis.

35. Perseverance with efforts to strengthen financial sector oversight will enable the
financial system to continue supporting strong and inclusive growth. Reforms put in place in the
fifteen years since the financial crisis have supported a recovery in the health of the financial system,
which compares favorably to regional peers. The ongoing emphasis on strengthening oversight over
systemic macro-financial risks will further contribute to financial stability, especially as information on
household and firm indebtedness is developed, and as the macroprudential policy framework is
finalized to enhance policy flexibility to respond to systemic risks. Continued efforts to improve
prudential regulation and supervision will complement these reforms, with the objective of fully
aligning the regulatory and supervisory framework with international best practice. Remaining gaps
in the supervisory periphery, including the oversight of the largest nonbank institutions, should be
filled. Finally, efforts to strengthen the anti-money laundering framework are welcome, with its
effective implementation important to promoting integrity in the financial system.

36. Growth- and socially-oriented structural reforms will be important to enhancing the
economy’s growth potential and addressing remaining social challenges. The authorities’
ongoing reforms to strengthen the doing-business environment and improve outcomes in health,
education and infrastructure, as well as to advance the reform agenda for the electricity sector, are
welcome and will help to boost the economy’s growth potential. The challenge will be to
complement these efforts with concrete and immediate policy actions to sustainably reform the
electricity sector, and with more ambitious reforms to reduce high transportation costs, simplify the
tax system and strengthen the institutional environment. Reforms to widen the coverage of social
security and ensure an adequate retirement income will be important to strengthen social outcomes.
A stronger fiscal position would also contribute to improved social outcomes by easing pressures on
financial resources and interest rates, and providing space to refocus spending towards social safety
nets and infrastructure.

37. It is recommended that the next Article IV consultation take place on the standard
12-month cycle.
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Figure 1. Dominican Republic: Real Sector Indicators

Strong growth since the 2003-04 financial crisis, especially above-
potential growth of 7.1 percent during 2014-16, has resulted in
substantial gains in per capita income.
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On the demand side, the slowdown in early 2017 was driven largely
by private investment, which has already shown signs of recovery by
early 2018.

Real GDP: Contributions to Growth
(Percent)
12 I Priv. Cons

= Pub. Cons. [—Priv. Invest. o 12

. Pub. Invest Met Exports Total
8 8
4 4
-4 1 1 1 1 1 1 L 1 1 1 1 1 -4
2011 2013 2015 2017 2019 2021 2023
Sources: BCRD and IMF staff calculations.
... including imported energy and food prices.
Tradable and Non-tradable Inflation
(12 month percent changes)
8 . Tradables 8
7 I Mon-tradables 7
6 Headline 6
5 5
4 4
3 3
2 2
1 1
o o
-1 -1

2012 2016 2017

Source: BCRD.

2013 2014 2015

The ongoing cyclical slowdown was magnified by several factors in
2017, including close passage of two hurricanes in September,
recovery from which supported growth at end-2017 along with
policy easing
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Weaker demand in early 2017 held back core inflation, with an
end-year pickup in headline inflation driven largely by supply-push
factors...
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Inflation expectations remain relatively well anchored near the
mid-point of the central bank’s target band.
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04 financial crisis, especially during 2014-15...

Social Indicators'
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labor costs and higher growth.
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Poverty and inequality have gradually improved since the 2003-
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Figure 2. Dominican Republic: Social and Labor Market Indicators

.. but remain close to the average for Latin and Central America,

which is one of the most unequal regions in the world.
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More recently, however, the recover in real wages and the faster

wage growth in the lower income deciles, contributed to the
reductions in poverty and inequality.
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The quality of jobs has improved, as indicated by increasing share

of formal sector employment.
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Figure 3. Dominican Republic: Fiscal Developments

The central government’s balance deteriorated somewhat
in 2017, due to higher primary and interest spending

Central Government: Components of Overall Balance
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This imparted a moderate fiscal impulse in 2017.
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Large deficits pushed public debt up despite strong growth,
but debt management improved, with the share of
external debt declining over time.
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This contributed to some widening of the consolidated
deficit, while central bank's quasi-fiscal deficits remained
broadly stable
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Despite reforms, the tax base remains among the smallest
in the world, while interest to revenue ratios and effective
interest rates remain among the highest.
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The increase in consolidated debt is due to the
nonfinancial public sector, whereas he quasi-fiscal debt
stock remained broadly stable as a share of GDP.
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The recent reduction in the current account deficit was
primarily due to lower international oil prices.
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FDI and government borrowing continue to exceed
external financing needs...
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External debt is relatively low and concentrated in public
sector debt...
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Figure 4. Dominican Republic: External Stability

The exchange rate has continued to depreciate gradually.
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...contributing to a gradual build-up of reserves,
particularly since the financial crisis.
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...with a large portion of external liabilities comprised on
non-debt creating FDI inflows.
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Figure 5. Dominican Republic: Monetary Developments

Monetary conditions loosened in the second half of 2017...
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Lending rates fell by significantly more than the policy rate

as the liquidity freed up by the reduction in reserve

requirements was initially directed to targeted sectors, and

at below market interest rates.
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...but continues to put pressure on the stock of central
bank securities outstanding.
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The quasi-fiscal deficit has remained relatively stable...
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Dollarization has stabilized.
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Financial development (as measured by the credit to GDP
ratio) is below peer countries...
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Households are gradually gaining access to finance, but
access for corporates remains below pre-crisis levels.
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...with the deceleration in credit growth mitigated by

banks' increased reliance on foreign funding.
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Figure 7. Dominican Republic: Financial Soundness Indicators

Banks’ assets continue to be concentrated in loans, but
bonds have contributed notably to asset growth in recent
years.
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Sources: SIB and Fund staff calculations.

Banks’ liquidity is heavily concentrated in reserves at the
central bank.
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Capital adequacy is well above the regulatory minimum.
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Sources: SIB and Fund staff calculations.

Banks continue to rely primarily on domestic deposits for
funding, although securities have recently played an
increasingly important role.
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Sources: SIB and Fund staff calculations.
Profitability and asset quality remains strong, but both are
trending downward with the deceleration in economic
activity.
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Banks' interest margins have been trending downward.
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Table 1. Dominican Republic: Selected Economic Indicators
(Percent change from previous period; unless otherwise indicated)

Population (millions, 2017 estimate) 1017 GDP per capita 2017 (U.S. dollars) 7,376
Quota 477.40 millions SDRs / 0.10% of total Poverty (2016, share of population) 30.5
Main export product tourism, textiles, gold Extreme poverty (2016, % of pop.) 6.5
Key export markets U.5. and Canada Adult literacy rate (percent, 2014) 91

Projection
2014 2015 20016 2017 2018 2019 2020 2021 2022 2023

(Annual percentage change, unless otherwise stated)

Qutput
Real GDP 7.6 7.0 6.6 4.6 5.5 5.0 5.0 5.0 5.0 5.0
Contributions to growth
Consumption 3.2 4.2 3.7 3.3 3.4 3.3 3.4 3.6 3.7 3.7
Investment 3.8 5.6 2.7 -0.6 1.8 2.0 1.9 1.7 1.8 1.8
MNet expaorts 0.6 -2.7 0.2 1.9 0.3 -0.3 -0.4 -0.3 -0.5 -0.5
Mominal GDP (RD$ billion) 2,841 3,068 3,298 3562 3,842 4282 4674 5101 5,568 6,079
MNominal GDP (US$ billion) 63.3 68.1 7.6 74.9
Gross national saving (percent of GDP) 20.6 21.6 21.9 22.6 236 2353 236 236 23.7 23.8
CQutput gap (in percent of potential output) -04 0.6 1.2 0.1 01 -01 -0.1 -0.1 0.0 0.0
Unemployment

Unemployment rate (in percent; period average) 6.4 5.9 5.5 54 5.1 51 5.1 5.1 5.1 5.1
Prices

Consumer price inflation (end of period) 16 2.3 1.7 4.2 3.7 3.8 4.0 4.0 4.0 3.9

Consumer price inflation (period average) 3.0 0.8 1.6 33 44 35 4.0 4.0 4.0 4.0
Exchange rate

Exchange rate (RD$/US$ - period average) 1/ 436 451 46.1 47.6

Exchange rate (RD$/US$ - eop) 1/ 44.4 45.7 46,7 485

Real effective exchange rate (eop, - depreciation) 1/ -2.1 2.3 -0.8 -2.3

Government finances (in percent of GDP)

Consolidated public sector debt 2/ 47.2 47.3 50.0 52.7 52.6 537 544 53.3 56.3 57.3

Consolidated public sector balance 3/ -4.4 -1.6 -4.1 -4.6 -43 -44 -4.4 -4.5 -4.7 -4.8

Consolidated primary public sector balance -0.7 2.2 0.0 -0.3 0.3 0.3 0.5 0.5 0.5 0.5
Central government balance -2.6 01 -2.8 -3.2 -2.8  -30 -3.1 -3.3 -3.5 -3.6

Revenues and grants 14.8 17.5 14.8 151 151 150 151 15.0 15.0 15.0

Primary spending, o.u. 14.9 14.8 147 153 145 144 143 143 14.3 143

Transfers to electricity sector 14 0.8 0.6 0.5 0.6 04 03 03 03 0.2

Interest expenditure 2.5 2.6 2.9 3.1 34 36 3.8 4.0 4.2 43

Rest of NFPS -0.4 -0.3 0.0 -0.2 -0.2 -0.2 -0.2 -0.2 -0.2 -0.2
Financial sector (Annual percentage change; unless otherwise stated)

Broad money (M3) 9.3 121 9.8 9.7 10.6 8.6 9.1 9.1 9.1 9.1

Credit to the private sector 18.5 127 121 101 121 96 9.1 9.1 9.1 9.1

Policy interest rate 1/ 6.3 5.0 5.5 5.3

Average deposit rate (1-year; in percent) 1/ 6.4 6.4 6.7 6.0

Average lending rate (1-year; in percent) 1/ 13.9 14.9 15.1 141

Balance of payments (in percent of GDP)

Current account -3.3 -1.9 -1 -0.2 1.0 14 -1.7 -2.0 -2.3 -2.6
Goods, net -11.3 -108  -105 104 -10.7 108 -10.7  -10.8 -10.9 -1
Services, net 6.3 6.4 6.9 7.0 7.1 T4 7.4 7.4 7.4 7.3
Income, net 1.7 2.7 2.5 2.8 2.6 18 1.6 14 1.3 1.2

Capital account 4/ 0.0 3.1 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0

Financial account -4.8 -1.1 -2.2 -1.2 1.0 14 -1.7 -2.0 -2.3 -2.6
Foreign direct investment, net -3.4 -3.2 -34 -4.8 -3.3 33 -3.3 -3.3 -3.3 -3.3
Portfolio investment, net -2.3 -5.1 2.4 -2.3 -25  -19 -1.7 -1.7 -1.3 -1.4
Financial derivatives, net 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Other investment, net 0.6 6.6 2.5 4.9 3.9 3.0 2.8 2.4 1.8 16
Reserves,net 1.8 0.3 0.6 11 1.0 0.8 0.7 0.6 0.6 0.6

MIR (in millions of U.S. dollars) 4361 5152 6,047 6780 7428 8028 8578 9,128 9,678 10,178

NIR in months of imports 2.6 3.0 34 35 36 37 3.8 3.8 3.8 3.8

NIR in months of imports (excluding free trade zone imports) 5/ 3.1 3.5 41 4.2 43 4.4 4.4 4.4 4.4 4.4

Total external debt (in percent of GDP) 40.0 37.3 37.9 36.8 366 372 374 37.7 38.0 333
of which: Public sector 26.6 24.9 25.8 25.9 26,3 27.2 28.0 28.7 29.6 304

Sources: Country authorities; World Bank; and Fund staff calculations and estimates.

1/ Latest available.

2/ Historical debt numbers are staff estimates. The debt stock at end-2017 includes a downward stock adjustment of US$324 million (0.5 percent of GDP) in
external debt, reflecting the central bank's repurchase of its Brady bonds.

3/ The consolidated public sector includes the central government, some decentralized entities, the electricity holding company, and the central bank.

4/ For 2015 includes the grant-element of a debt buyback operation with PDVSA of 3.1 percent of GDP.

5/ In relation to imports of goods and nonfactor services of the following year, excluding maquila.
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Table 2. Dominican Republic: Public Sector Accounts
(In percent of GDP)

Projection
2014 2015 2016 2017 2018 2019 2020 2021 2022 2023
" Budget
A. Central Government
Total revenue and grants 14.8 17.5 14.8 15.1 15.6 15.1 15.0 15.1 15.0 15.0 15.0
Total revenue 14.7 14.4 14.8 15.1 15.5 15.0 15.0 15.0 15.0 15.0 14.9
Tax revenues 13.8 13.5 13.7 14.0 14.6 14.0 14.0 14.1 14.0 14.0 14.0
Income and property 1/ 5.1 4.6 4.8 5.1 5.1 4.8 48 49 49 4.8 4.8
VAT 4.6 4.8 4.8 4.8 5.1 49 49 49 49 49 49
Excises 32 3.1 31 32 33 33 33 33 32 32 32
International trade 0.9 1.0 1.0 1.0 1.1 1.0 1.0 1.0 1.0 1.0 1.0
Nontax revenue 0.7 0.9 1.0 1.0 0.9 1.0 1.0 1.0 1.0 1.0 1.0
Grants 0.1 3.1 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Primary expenditure 14.9 14.8 14.7 15.3 14.3 14.5 14.4 14.3 14.3 14.3 14.3
Wages and salaries 2/ 4.5 5.0 4.6 4.7 4.4 4.4 4.4 4.4 4.4 4.4 4.4
Goods and services 17 1.6 14 19 2.3 22 2.2 2.2 2.2 2.2 22
Transfers 6.0 4.8 5.4 5.0 4.8 49 4.7 4.6 46 46 4.5
Electricity transfers 14 0.8 0.6 0.5 0.4 0.6 0.4 03 0.3 0.3 0.2
Other 46 4.0 4.8 4.5 4.4 43 43 43 43 43 43
Capital expenditure 29 34 32 36 2.7 3.0 30 3.0 30 3.0 3.0
Statistical discrepancy -0.1 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Primary balance -0.1 2.8 0.1 -0.1 1.3 0.5 0.6 0.7 0.7 0.7 0.7
Interest 2.5 2.6 2.9 3.1 3.4 3.4 3.6 3.8 4.0 4.2 4.3
Foreign 0.9 1.1 13 13 1.5 1.5 16 17 18 1.9 2.0
Domestic 3/ 1.6 1.5 1.6 17 1.9 1.9 2.0 2.1 2.2 23 23
o/w: interest for central bank recapitalization 4/ 0.7 0.7 0.7 0.7 0.7 0.7 0.7 0.7 0.7 0.7 0.7
Overall balance -2.6 0.1 -2.8 -3.2 -2.2 -2.8  -3.0 -3.1 -3.3 -3.5 -3.6

B. Rest of the Non-Financial Public Sector 5/

Overall balance rest of NFPS -0.4 -0.3 0.0 -0.2 -0.2 -0.2 -0.2 -0.2 -0.2 -0.2
C. Non-Financial Public Sector (A+B)

Overall balance NFPS -3.0 -0.2 -2.8 -3.4 -3.0 -3.2 -3.2 -3.4 -3.7 -3.7
Primary balance -0.5 24 0.1 -03 0.4 0.4 0.6 0.6 0.6 0.5
Interest 25 2.6 29 3.1 34 36 3.8 4.0 42 43

D. Central Bank

Quasi-fiscal balance of the central bank -1.5 -14 -1.3 -1.2 -1.3 -1.2 -1.2 -1.1 -1.1 -1.0
Primary balance 0.5 0.5 0.6 0.7 0.6 0.6 0.6 0.7 0.7 0.7
Interest 1.9 1.9 1.9 1.9 1.9 1.8 1.8 1.8 1.8 1.7

E. Consolidated Public Sector (C+D)

Consolidated public sector balance -4.4 -1.6 -4.1 -4.6 -4.3 -4.4 -4.4 -4.5 -4.7 -4.8
Primary balance -0.7 2.2 0.0 -0.3 0.3 0.3 0.5 0.5 0.5 0.5
Interest 37 38 4.1 43 4.5 4.8 4.9 5.1 53 53

Memorandum items:

Consolidated public sector debt 6/ 47.2 473 50.0 52.7 52.6 53.7 54.4 55.3 56.3 57.3
Non-financial public sector 338 332 35.0 379 36.9 379 3838 39.9 412 42.6
Central Bank 7/ 134 14.2 15.0 14.8 157 158 15.6 154 15.1 147

Structural balance 8/ -4.1 -4.0 -39 -4.4 -4.0 -4.1 -4.0 -4.2 -4.4 -4.4
Cyclically-adjusted revenue (excl. one-off revenue) 14.4 14.4 14.3 147 147 147 14.7 147 147 14.7
Cyclically-adjusted expenditure -185  -184 -18.3 -19.0 -187 -187 -187  -189 -19.0  -19.1

Central government primary spending excl. energy st~ 13.5 14.0 141 14.8 13.9 14.0 14.0 14.0 14.0 14.0

Central government overall spending 17.4 17.4 17.6 183 17.9 18.1 18.1 183 185 18.5

Overall balance of the electricity sector -23 -1.5 -1.5 -1.5 -1.3 -1.0 -0.9 -0.9 -0.9 -0.9

Nominal GDP (DR$ billion) 2,841 3,068 3,298 3,562 3,867 3,942 4282 4674 5101 5568 6,079

Sources: Country authorities and Fund staff calculations and estimates.

1/ Includes social security contributions.

2/ The nominal decrease in wages and salaries in 2016 reflects a reclassification of certain items to transfers.

3/ Includes interest payments on Central Bank recapitalization bonds.

4/ The 2017 amount includes the accrued amount of recapitalization interest, whereas the cash amount was reallocated as approved in the revised 2017 budget.

5/ Includes the Dominican Corporation of State Electricity Companies (CDEEE).

6/ Historical debt numbers are staff estimates. The debt stock at end-2017 includes a downward stock adjustment of US$324 million (0.5 percent of GDP) in external
debt, reflecting the central bank’s repurchase of its Brady bonds.

7/ External debt is expected to be revised down in the future to exclude some non-debt obligations of the central bank (of 0.4 percent of GDP in 2017).

8/ Consolidated public sector structural balance; excludes one-off items and adjusts revenues and expenditures for the economic cycle.
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Table 3. Dominican Republic: Public Sector Accounts

(In billions of Dominican pesos)

Projection
2014 2013 2006 2017 2018 2019 2020 2021 2022 2023
Budget
A. Central Government

Total revenue and grants 4195 538.0 487.9 5387 6029 5944 6435 703.8 7669 8352 9100

Total revenue 417.4 4419 4869 5372 601.2 592.7 6416 701.8 7647 832.8 9074
Tax revenue 393.2 4142 4532 5004 5649 5529 6003 6367 7155 7794 848.8
Income and property 1/ 1448 1403 1580 1806 1961 1897 2063 2274 2475 2884 282.8
VAT 1304 1470 1582 1696 1963 1931 2098 229.0 2499 2728 297.8
Excises 0.9 952 1018 1151 1281 1285 14040 1523 1655 179.9 185.6
International trade 266 311 335 344 428 398 433 47.2 51.5 56.3 614
Montax revenue 212 275 337 36,7 363 399 41.3 45,1 49,2 33.7 387

Grants 21 96.2 1.0 15 16 1.7 1.8 2.0 2.2 24 26

Primary expenditure 423.2 453.4 4856 543.6 552.8 573.0 618.1 669.9 729.6 7949 B866.6
Wages and salaries 2/ 1278 153.0 1509 1660 1709 1748 1899 2073 2262 2469 269.6
Goods and services 474 483 473 693 874 874 95.0 1036 1131 123.5 1348
Transfers 169.7 1476 1785 1773 1866 1528 2033 2169 2347 2543 275.8

Electricity transfers 40.2 246 20.8 176  17.0 231 18.0 15.8 15.2 14.7 14.2
Other 1294 1230 1587 1587 16%6 1696 1843 2011 2185 239.6 261.6

Capital expenditure 81.5 1046 1056 1300 1083 1164 1283 1403 153.6 1681 1841

Statistical discrepancy -3.5 -1a 08 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0

Primary balance -3.8 846 2.4 -50 501 214 254 339 373 403 435

Interest 70.0 80.1 956 108.7 1333 1333 1555 177.2 203.7 2345 260.2
Foreign 2534 328 413 471 58.9 589 68.7 79.5 92,7 1081 1214
Domestic 3/ 446 472 543 616 744 744 86.8 97.7 1110 1284 138.8

o/w: interest for central bank recapitalization 4/ 19.2  21.2 228 253 276 276 30,0 327 35.7 39.0 42,6

Overall balance -73.8 45 -93.2 -113.7 -83.2 -111.9 -130.1 -143.3 -166.4 -194.2 -216.8

B. Rest of the Non-Financial Public Sector 5/
Overall balance rest of NFPS -10.8  -10.4 04 -6.1 .. 64 71 -7.8 -8.5 9.3  -108
C. Non-Financial Public Sector (A+B)

Overall balance NFPS -845 6.0 -928 -119.8 .. -118.2 -137.2 -151.1 -174.9 -203.5 -2275
Primary Balance -145 744 28 -111 .. 151 183 281 28.8 31.0 327
Interest 700 8041 956 1087 ... 1333 1555 1772 2037 2345 260.2

D. Central Bank

Quasi-fiscal balance of the central bank -41.2 -43.0 439 444 .. -50.3 -52.0 -54.0 -56.4 -60.1 -63.5
Primary balance 126 157 185 247 .. 22.8 26.1 30.2 34.8 38.3 41.8
Interest 545 58.8 62.5 691 .. 73.2 781 4.3 91.3 98.4 1053

E. Consolidated Public Sector (C+D)

Consolidated public sector balance -125.8 -49.0 -136.8 -164.2 ... -168.6 -189.2 -205.1 -231.3 -263.6 -291.1
Primary balance -20.0 687 -5 -11.7 .. 10.3 144 23.7 28.0 303 319
Interest 1057 117.7 1353 1524 .. 1789 2036 22838 259.2 2939 3230

Memorandum items:

Consolidated public sector debt 6/ 1,341 1452 1,651 1,876 .. 2074 2200 2544 2821 3136 3484
Non-financial public sector 960 1,017 1,156 1,350 .. 1454 1622 1815 2035 2294 2588
Central Bank 7/ 380 433 495 526 620 677 730 787 g4z 895

Structural balance 8/ -116.3 -123.5 -1286.3 -1554 ... -156.8 -1752 -189.0 -2127 -2425 -2873
Cyclically-adjusted revenue (excl. one-off revenue) 409.8 4424 4726 3221 .. 579 627 687 750 817 891
Cyclically-adjusted expenditure -526.1 -565.0 -602.0 -677.5 .. (735) (803) (876) (962) (1,060) (1,159)

Central government primary spending excl. energy subsidies 383.0 4289 4648 5260 .. 549.8 599.0 6542 7144 780.2 8524

Central government overall spending 4933 5335 35812 6323 .. 706.3 7736 847.2 9333 10294 11268

Overall balance of the electricity sector -66.0 -46.1 -482 -332 . -521  -447  -442  -467  -48.6  -54.2

Sources: Country authorities and Fund staff calculations and estimates.

1/ Includes social security contributions.

2/ The nominal decrease in wages and salaries in 2016 reflects a reclassification of certain items to transfers.
3/ Includes interest payments on Central Bank recapitalization bonds.

4/ The 2017 amount includes the accrued amount of recapitalization interest, whereas the cash amount was reallocated as approved in the revised

2017 budget.

5/ Includes the Dominican Corporation of State Electricity Companies (CDEEE).
6/ Historical debt numbers are staff estimates. The debt stock at end-2017 includes a downward stock adjustment of US$324 million (0.5 percent of GDP)
in external debt, reflecting the central bank's repurchase of its Brady bands.
7/ External debt is expected to be revised down in the future to exclude some non-debt obligations of the central bank (of 0.4 percent of GDP in 2017).
8/ Consolidated public sector structural balance; excludes one-off items and adjusts revenues and expenditures for the economic cycle.
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Table 4. Dominican Republic: Balance of Payments
(In millions of U.S. dollars; unless otherwise indicated)
Projection
2014 2015 2016 2017 2018 2019 2020 2021 2022 2023
(in millions of U.S. dollars)
Current account -2170  -1280  -813 -164 -837  -1207 -1494 -1852 -2256 -2752
Goods, net -7374  -7465 -7558 -7579 -8638 -9104 -9604 -10188 -10904 -11737
Exports, f.0.b. 9899 9442 9840 10121 10760 11312 11939 12599 13279 13992
Imports, f.o.b. 17273 16907 17398 17700 19398 20416 21542 22787 24183 25729
Services, net 4084 4368 4940 5282 5733 6254 6650 7026 7372 7683
Income, net 1120 1817 1806 2132 2067 1643 1460 1310 1276 1302
Capital account 1/ 2 2089 2 0 0 0 0 0 0 0
Financial account -3109 -741  -1561 -877 -837  -1207 -1494 -1851 -2256 -2752
Foreign direct investment, net -2209  -2205 -2407 -3570 -2646 -2783 -2941 -3107 -3283 -3470
Portfolio investment, net -1482  -3458 -1729 -1702 -2011 -1569 -1563 -1559  -1344  -1477
Financial derivatives, net 0 0 0 0 0 0 0 0 0 0
Other investment, net 386 4515 1795 3664 3170 2546 2459 2265 1820 1695
Reserve assets, net 195 407 780 731 650 600 550 550 550 500
Net errors and omissions -941  -1550  -750 -712 0 0 0 0 0 0
(in percent of GDP)
Current account -33 -1.9 -1.1 -0.2 -1.0 -14 -1.7 -2.0 -23 -2.6
Goods, net -11.3 -10.9 -105 -10.1 -10.7 -10.8 -10.7 -10.8 -10.9 -11.1
Exports, f.0.b. 15.2 13.8 13.7 135 134 134 13.4 133 13.3 13.3
of which: Gold 2.4 1.8 2.2 1.9 1.9 1.7 1.7 1.6 1.6 1.5
of which: Other 12.8 12.0 11.5 11.5 11.5 11.7 11.7 11.7 11.7 11.7
Imports, f.o.b. 26.4 24.8 243 23.6 24.1 24.1 241 241 24.2 244
of which: Oil 5.9 3.7 3.2 3.8 44 4.1 3.9 3.8 3.7 37
of which: Other 20.5 211 21.0 19.8 19.7 20.0 20.2 204 20.5 20.7
Services, net 6.3 6.4 6.9 7.0 71 7.4 74 74 74 73
of which: Travel, net 8.0 8.3 8.7 8.9 9.0 9.3 9.4 9.4 9.4 9.4
Income, net 1.7 2.7 2.5 2.8 2.6 1.9 1.6 14 1.3 1.2
Primary income, net -5.0 -4.3 -4.5 -4.7 -4.7 -5.0 -5.0 -5.1 -5.1 0.0
Of which: Direct investment -5.0 -4.3 -4.5 -4.7 -4.7 -5.0 -5.0 -5.1 -5.1 0.0
Secondary income, net 6.7 7.0 7.1 75 7.3 6.9 6.6 6.5 6.4 0.0
Of which: Workers' remittances 6.4 6.7 6.7 73 71 6.8 6.5 6.5 6.4 0.0
Capital account 1/ 0.0 3.1 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Financial account -4.8 -1.1 -2.2 -1.2 -1.0 -14 -1.7 -2.0 -23 -2.6
Foreign direct investment, net -34 -3.2 -34 -4.8 -33 -33 -33 -33 -33 -33
Portfolio investment, net -2.3 -5.1 24 -23 -2.5 -1.9 -1.7 -1.7 -13 -1.4
Financial derivatives, net 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Other investment, net 0.6 6.6 2.5 4.9 39 3.0 2.8 24 1.8 1.6
Reserves, net 0.3 0.6 1.1 1.0 0.8 0.7 0.6 0.6 0.6 0.5
Net errors and omissions -1.4 -23 -1.0 -0.9 0.0 0.0 0.0 0.0 0.0 0.0
Overall balance -14 -23 -1.0 -0.9 0.0 0.0 0.0 0.0 0.0 0.0
Memorandum items:
Export of goods and services (annual percent change) 6.8 0.2 6.9 4.2 74 6.4 5.9 5.7 5.5 5.3
Imports of goods and services (annual percent change) 35 -0.8 34 2.1 9.4 5.4 5.6 5.9 6.2 6.4
QOil trade balance (percent of GDP) -5.9 -3.7 -3.2 -3.8 -4.4 -4.1 -39 -3.8 -3.7 -37
Gross international reserves (in millions of U.S. dollars) 4862 5266 6047 6781 7428 8028 8578 9128 9678 10178
Net international reserves (in millions of U.S. dollars) 4361 5152 6047 6780 7428 8028 8578 9128 9678 10178
Net international reserves (in months of prospective imports 2.6 3.0 34 35 36 37 3.8 338 38 38
External debt (in percent of GDP) 41.7 39.2 39.7 36.8 36.6 37.2 374 37.7 37.9 383
Sources: Country authorities and Fund staff calculations and estimates.
1/ For 2015 includes the grant-element of a debt buyback operation with PDVSA of 3.1 percent of GDP.
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Table 5. Dominican Republic: Income Statement of the Central Bank
(In billions of Dominican pesos; unless otherwise indicated)

Projection
2014 2015 2016 2017 2018 2019 2020 2021 2022 2023
Revenues 21.2 23.0 26.2 33.9 32.5 36.9 41.9 47.7 52.2 57.0
Interest 21.0 23.0 26.0 335 323 36.6 41.6 474 51.8 56.6
International reserves 0.9 1.2 2.1 34 3.8 57 7.8 10.5 11.6 12.7
BCRD recapitalization 1/ 19.2 21.2 22.8 25.3 27.6 30.0 32.7 35.7 39.0 42.6
Other 0.9 0.6 1.2 4.8 0.9 0.9 1.0 1.1 1.2 1.3
Other revenues 0.2 0.0 0.2 0.4 0.3 0.3 0.3 0.3 04 04
Expenditures 62.4 66.0 70.2 78.3 82.9 88.9 959 1041 1123 120.6
Administrative 7.0 6.8 7.1 7.8 8.6 9.3 10.2 111 121 13.2
Interest 54.9 58.8 62.5 69.1 73.2 78.1 84.3 91.3 984 1053
Securities 52.0 56.2 60.8 66.3 70.1 74.8 80.6 87.3 94.0 100.6
Other 2.9 2.6 1.7 2.8 3.1 34 37 4.0 4.4 4.8
Other expenditures 2/ 0.6 0.4 0.6 1.5 1.1 1.5 1.5 1.7 1.8 2.0
Quasi-fiscal balance -41.2 -430 -439 -444 -503 -52.0 -54.0 -56.4 -60.1 -63.5
(in percent of GDP)
Revenues 0.7 0.7 0.8 1.0 0.8 0.9 0.9 0.9 0.9 0.9
Interest 0.7 0.7 0.8 0.9 0.8 0.9 0.9 0.9 0.9 0.9
International reserves 0.0 0.0 0.1 0.1 0.1 0.1 0.2 0.2 0.2 0.2
BCRD recapitalization 0.7 0.7 0.7 0.7 0.7 0.7 0.7 0.7 0.7 0.7
Other 0.0 0.0 0.0 0.1 0.0 0.0 0.0 0.0 0.0 0.0
Other revenues 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Expenditures 2.2 2.2 2.1 2.2 2.1 2.1 2.1 2.0 2.0 2.0
Administrative 0.2 0.2 0.2 0.2 0.2 0.2 0.2 0.2 0.2 0.2
Interest 1.9 1.9 1.9 1.9 1.9 1.8 1.8 1.8 1.8 1.7
Securities 1.8 1.8 1.8 1.9 1.8 17 17 1.7 1.7 1.7
Other 0.1 0.1 0.1 0.1 0.1 0.1 0.1 0.1 0.1 0.1
Other expenditures 2/ 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Quasi-fiscal balance -1.5 -1.4 -1.3 -1.2 -1.3 -1.2 -1.2 -1.1 -1.1 -1.0
Memo items:
BCRD securities outstanding 3/ 3423 4037 4530 501.2 5886 6446 6967 7523 806.5 858.6
In percent of GDP 12.0 13.2 13.7 14.1 14.9 15.0 14.9 14.7 14.5 14.1

Sources: Country authorities; and Fund staff calculations and estimates.
1/ Includes both interest on recapitalization bonds and direct transfers.
2/ Includes the cost of issuing money bills.

but unpaid interest.

3/ Stock at end of period. Equivalent to the par value, minus the net discount/premium at which paper was sold, plus accrued
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Table 6. Dominican Republic: Summary Accounts of the Banking System

(In billions of Dominican pesos; unless otherwise indicated)

Projection
2014 2015 2016 2017 2018 2019 2020 2021 2022 2023
I. Central Bank 1/
Net foreign assets 175.4 218.2 266.3 3146 356.3 3989 441.2 4859 533.1 579.9
(in millions of US$) 2/ 3,968 4,799 5713 6529 7,169 7,769 8319 8869 9419 9919
Net domestic assets -70.7  -106.7 -148.3 -181.1 -211.7 -241.7 -269.7 -298.7 -328.8 -356.8
Nonfinancial public sector (net) 3/ -14 -1.0 -3.0 -23 -2.3 -23 -2.3 -2.3 -2.3 1.8
Financial institutions (net) -432.4  -4803  -569.5 -6279 -682.0 -7460 -811.3 -8788 -951.5 -10264
Nonfinancial private sector (certificates) -120.5 -144.4 -1475 -162.2 -189.3 -207.3 -2240 -2419 -2594 -276.1
Other items (net) 483.6 519.0 571.8 6113 6619 713.9 7679 8243 8844 9479
Currency issue 104.7 111.5 118.0 1335 1447 157.2 171.5 187.2 2043 223.1
Il. Deposit Money Banks
Net foreign assets -11.1 -49.3 -58.0 -51.3 -50.9 -59.9 -67.5 -74.2 -81.9 -91.5
(in millions of US$) 2/ -252 -1,085 -1,243  -1,064 -1,024 -1,166 -1,274 -1,355 -1,447 -1,565
Net domestic assets 883.4 1032.1 1140.4 1236.9 1363.3 14855 1623.5 1772.5 1935.5 2115.4
Net claims on central bank 285.1 298.8 3463 3735 3819 415.9 452.8 492.9 5355 5808
Net credit to the nonfinancial public sector 69.8 1291 139.7 151.0 81.4 13 -37.2 -944  -1985 -318.9
Central government 68.2 95.2 100.1 93.7 28.2 -47.5 -83.7 -137.7 -2366 -350.8
Rest of NFPS 1.6 339 39.6 57.3 53.3 489 46.5 433 38.1 31.9
Credit to the private sector 706.9 796.8 893.7 9841 1104.1 12104 13211 14419 15738 17183
In pesos 555.3 622.1 701.6 786.4 8823 967.3 1055.7 11523 1257.6 1373.1
In foreign currency 151.6 1747 1922 1977 2218 2432 265.4 289.7 3162 3452
Capital and accumulated surplus -150.9  -1684  -192.2 -2126 -233.2 -253.1 -2755 -2999 -326.5 -355.7
Other items (net) -27.5 -24.1 -47.1  -59.2 29.1 110.9 162.3 232.0 3513 4908
Liabilities to the private sector 872.2 982.7 1082.5 1185.6 1312.4 1425.6 1556.0 1698.3 1853.6 2023.9
In pesos 652.6 732.9 8104 8928 9883 1073.6 1171.7 12789 13959 1524.1
In foreign currency 219.6 249.8 2721 2928 3241 352.1 3842 4194 4577  499.8
11l. Banking System 4/
Net foreign assets 164.3 168.9 208.3 263.4 3054 339.0 373.7 411.7 451.2 488.4
(in millions of US$) 2/ 3,717 3,714 4,469 5465 6,145 6,603 7,046 7,515 7972 8354
Net domestic assets 1,057.8 1,224.5 1,330.5 1,436.4 1,600.7 1,735.9 1,885.3 2,047.3 2,220.7 2,410.9
Nonfinancial public sector 3/ 68.4 128.1 136.7 1487 79.1 -0.9 -39.5 -96.6  -200.8 -321.2
Credit to the private sector 712.5 802.7 899.8 9904 11104 12167 1327.3 14482 1580.1 1724.6
Other items (net) 276.9 2937 2940 2973 4112 520.1 597.5 695.7 8415 10074
M3 973.9 1,091.5 1,197.9 1,313.8 1,452.6 1,578.3 1,722.2 1,879.3 2,050.4 2,237.6
Currency in circulation 82.5 89.4 944 1024 110.2 119.7 130.7 142.6 155.7 170.0
Deposits 605.8 688.5 756.9 8311 920.0 999.4 1090.8 1190.6 12994 1418.8
Central bank certificates held outside commercial | 19.1 194 21.0 25.7 30.0 329 356 384 41.2 43.8
Commercial bank certificates held by the public 266.4 294.3 3256 3545 3924 4262 465.2 507.8 5542 605.1
(Annual percentage change; unless otherwise stated)

Memorandum items:
Credit to the private sector 19.5 127 121 10.1 12.1 9.6 9.1 9.1 9.1 9.1
Currency issue 1.7 6.5 5.8 13.2 9.3 8.6 9.1 9.2 9.1 9.2
Deposits and commercial bank certificates 8.6 127 10.1 9.5 10.7 8.6 9.1 9.2 9.1 9.2
Broad money (M3) 9.3 121 9.8 9.7 10.6 8.6 9.1 9.1 9.1 9.1
M3 Velocity (ratio of GDP to M3) 2.9 2.8 2.8 2.7 2.7 2.7 2.7 2.7 2.7 2.7

Source: Country authorities; and Fund staff calculations and estimates.
1/ The central bank's balance sheet is adjusted to incorporate the reserve liability that emerges from the IMF budgetary support under the 2009

SBA.
2/ On a residency basis.

3/ Excludes transfers related to central bank recapitalization.
4/ Includes the central bank, Banco de Reservas, and all other deposit-taking institutions. Excludes other financial institutions.
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Table 7. Financial Soundness Indicators
(In percent; unless otherwise indicated)

2009 2010 2011 2012 2013 2014 2015 2016 2017
I. Financial System
Capital adequacy
Leverage ratio 11.5 11.4 1.7 11.8 11.5 11.3 11.2 11.3 11.6
Regulatory capital to risk-weighted assets 1/ 174 16.1 173 18.2 16.7 16.1 16.0 17.2 18.2
Asset quality
NPLs to total loans 4.1 3.0 2.9 34 2.2 1.5 1.7 1.7 1.9
Loan provisions to NPLs 1115 130.6 122.0 105.9 149.1 210.3 168.2 1720 1654
NPLs net of provisions to net worth -2.4 -4.7 -3.0 -1.0 -5.5 -8.6 -6.4 -6.6 -6.4
Fixed and net foreclosed assets to net worth 38.5 355 36.8 34.2 324 29.4 29.8 27.7 25.1
Earnings and efficiency
Return on average assets 2.4 2.6 2.4 2.2 2.3 2.3 2.3 2.2 1.9
Return on average equity 219 20.3 19.9 18.8 20.6 19.9 20.1 19.0 16.7
Gross operating income to average assets 11.9 10.1 10.5 11.6 10.9 10.3 10.0 10.0 11.1
Financial margin to average assets 6.5 6.5 6.4 6.7 6.8 6.4 6.1 5.8 6.1
Operating expenses to net financial margin 89.2 84.9 89.6 89.6 86.2 90.0 93.2 93.6 89.9
Liquidity
Liquid funds to deposits 259 24.3 24.6 235 233 25.0 234 23.6 20.1
Liquid funds to total assets 21.3 19.9 19.9 19.0 18.7 19.7 18.4 18.4 15.8
Il. Commercial Banks
Capital adequacy
Leverage ratio 9.1 9.3 9.7 10.0 9.7 9.5 9.8 10.0 103
Regulatory capital to risk-weighted assets 1/ 13.8 129 14.6 15.8 14.8 14.0 144 15.6 164
Asset quality
NPLs to total loans 4.0 29 2.6 3.2 1.9 13 15 1.5 17
Loan provisions to NPLs 114.8 135.8 129.2 108.3 169.8  228.6 181.8 186.7 177.7
NPLs net of provisions to net worth -3.8 -6.6 -4.4 -1.5 -8.3 -10.9 -8.0 -8.0 -1.7
Fixed and net foreclosed assets to net worth 51.3 46.1 46.1 417 39.0 35.2 344 315 283
Earnings and efficiency
Return on average assets 2.3 2.6 2.4 2.2 2.3 2.3 2.3 2.2 2.0
Return on average equity 28.3 253 289 24.4 22.6 24.6 239 24.0 19.9
Gross operating income to average assets 11.2 9.6 10.0 11.0 10.5 10.0 9.7 9.7 11.7
Financial margin to average assets 6.1 6.2 6.2 6.5 6.6 6.2 6.0 5.6 6.6
Operating expenses to net financial margin 91.1 85.7 90.5 90.8 86.4 90.4 93.9 94.2 90.5
Liquidity
Liquid funds to deposits 28.0 26.2 26.3 25.1 25.0 26.7 24.7 24.9 21.0
Liquid funds to total assets 237 22.1 21.7 20.8 20.3 21.3 19.6 19.6 16.7

Source: Country authorities. Includes all deposit-taking institutions (banks, credit cooperatives, savings and loans institutions).
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Table 8. Financial Soundness Indicators: Heatmap
2016Q1 2016Q2 2016Q3 2016Q4 2017Q1 2017Q2 2017Q3 2017Q4
Credit cycle L L L L L L L L
Change in credit / GDP ratio (pp, annual) 1.9 1.5 1.0 1.1 1.1 1.3 0.6 04
Growth of credit / GDP (%, annual) 7.7 6.0 4.1 43 41 5.2 24 1.5
Credit-to-GDP gap (st. dev) 0.3 -0.1 -0.2 0.3 -1.2 -1.1 -1.8 -1.1
Balance Sheet Soundness M M M M M M M M
Balance Sheet Structural Risk M M M M M M M M
Deposit-to-loan ratio 87.7 88.9 85.8 84.1 854 82.8 84.1 83.9
FX liabilities % (of total liabilities) 30.6 29.6 295 31.6 31.2 28.5 279 29.9
FX loans % (of total loans) 217 21.0 20.6 214 22.2 219 20.5 20.0
Balance Sheet Buffers L L L L L L L M
Leverage L L L L L L L L
Leverage ratio (%) 11.4 11.2 11.5 113 11.6 11.5 11.6 11.6
Profitability L L L L L L L L
ROA 2.2 2.3 2.3 2.2 2.1 2.0 2.0 2.0
ROE 19.6 20.1 20.0 19.0 18.2 174 171 16.7
Asset quality M M M L M M v [
NPL ratio 1.7 1.7 1.8 1.7 2.0 2.0 2.1 2.1
NPL ratio change (%, annual) 12.5 6.0 6.6 04 134 15.2 16.6 24.9
Sources: National authorities and Fund staff calculations.
Below lower threshold Medium vulnerability
Between lower and upper threshold Low vulnerability
Above upper threshold
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Annex |. External Sector Assessment

The external position of the Dominican Republic is moderately stronger than fundamentals and desired
policy settings, but is expected to gradually realign with fundamentals over the medium term as private
demand recovers. Reserve adequacy has continued to strengthen and exceeds traditional metrics, but
remains below the Fund's risk-weighted adequacy metric. The expected strength of the external position
in the near term should further strengthen reserve adequacy.

A. Background
Current Account

1. The external current account deficit continued to narrow in 2017, reaching a historical
low of 0.2 percent of GDP. This marks a significant narrowing in the deficit since the most recent

peak of 7.5 percent of GDP in 2011. The decline is — -

. . . Dominican Republic: Current Account
largely attributed to lower global commodity prices, (in percent of GDP)
but strong external demand for the Dominican *
Republic’s tourism services also boosted the services
balance, while weaker domestic demand held-back " II
imports, particularly of goods. More recently, strong
inflows in remittances, linked to positive developments

25

: - 5 ] s
in the U.S. labor market and uncertainties related to L1 ul ] I
. . . . -25 0ods (excluding oil), ne il, ne
U.S. immigration policy (where about three-quarters of e e iy e
. . . . . _35 econdary Income, ne =—Current accounf
remittances originate) have also contributed, boosting Ss¥ggTLgs8ge- Moo en
SESSSRERSE8RSRRRRREEER
the income balance despite increased interest Sources: BCRD and Fund staff calculations.

payments on the government'’s external debt.

2. Over the medium term, the current account deficit is expected to gradually widen -

reaching 2.6 percent of GDP by 2023. The increase is Remittance Receipts

expected to be largely driven by an increase in imports, (in percent of GDP; unless otherwise stated)
8.5

in Iine W|th the projected increase in global Commodity Bin percent of GDP  —year-over-year percent change (right axis)

8.0
prices and the expected recovery in private investment,

a further rise in interest payments on government
external debt, and a decline in remittances to historical
norms as uncertainty related to U.S. immigration policy
is resolved. On the export side, a decline in gold exports

7.5

7.0

6.5

6.0
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is expected to be largely offset by continued growth in ‘o
service exports, primarily driven by the vibrant tourism 8 8828888 8¢8 & g
sector. Sources: BCRD and Fund staff calculations.
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Real Exchange Rate

3. The real effective exchange rate (REER) continued its gradual depreciation in 2017,
despite the rapid narrowing of the current account deficit. After depreciating by 0.8 percent in
2016, the REER depreciated by 2.3 percent in 2017, with the REER mirroring developments in the
nominal effective exchange rate (NEER) and the U.S. dollar. Recent movements are consistent with
the crawl-like exchange rate regime — with the peso depreciating by 2V to 3 percent a year vis-a-vis
the U.S. dollar. The authorities took advantage of the temporary improvement in the external
position to further boost reserves given that reserves are still below the IMF's reserve adequacy
metric. This required a net purchase of foreign exchange in 2017, compared to historically two-sided
interventions oriented toward addressing short-term volatility in the exchange rate. As a result, the
exchange rate continued to depreciate despite underlying appreciation pressures from the strength
of the external position. The central bank’s foreign currency purchases continued to be sterilized.

Dominican Republic: Nominal and Real Effective Exchange Rate Dominican Republic: Exchange rate
(Index 2010M1=100, +appreciation) (Pesos per U.S. dollar)
49 14
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Sources: INS and Fund staff calculations. Sources: BCRD; and IMF staff estimates.
Net Foreign Exchange Purchases by the BCRD Index of Exchange Market Appreciation (+)/Depreciation (-)Pressure
(millions of US$) (8-week moving average)
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Sources: BCRD and IMF staff calculations. Excludes transactions related to the Sources: BCRD and IMF staff calculations. Index of exchange market pressures is measured as the sum of
central government. weekly FX purchases and movements in the exchange rate, standardized over 2011-2017.
Capital and Financial Flows
4. The financing structure of the current account deficit is supportive of external stability.

The deficit has been adequately financed by FDI, with these inflows expected to continue. These
inflows remained robust in 2017, at 4.8 percent of GDP (compared to 3.4 percent in 2016). However,
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the increase in 2017 was primarily driven by the sale of a Dominican company to a foreign investor,
and FDI is expected to revert to decline to 3.3 percent of GDP in 2018. FDI inflows are well diversified
across sectors and by country of origin. Portfolio and other capital inflows have played a more
limited role given the Dominican Republic’s weak financial integration. These flows are primarily
concentrated in government borrowing. The government is taking steps to gradually reduce its
reliance on external foreign-currency denominated debt and the associated risks. Nevertheless, these
flows are expected to remain important over the medium term as the cost of external finance
remains attractive relative to domestic debt, with Dominican Republic’s risk premium on international
markets below that of its emerging market and regional peers. Risks are also mitigated to some
extent by the concentration of external public debt in debt from official creditors.

Foreign Direct Investment Foreign Direct Investment
(by sector, in percent of total January-September2017) (by country of origin; in percent of total January-September2017)
B Tourism = Spain
Commerce
B Telecommunications United States
Electricity
B Finance M Canada 31%
% Zonas Francas
n Mining Mexico
% Real estate
. Other
Transportation
Sources: BCRD and Fund staff calculations. Sources: BCRD and Fund staff calculations.
External Balance Sheets
. . 7 . ooy .
5. Dominican Republic’s external liabilities are expected to have fallen in 2017 after a

long period of accumulation. The Dominican Republic’'s net international investment position (NIIP)
is a net liability position - net liabilities are expected to have fallen slightly to 60 percent of GDP in
2017, above their ten-year average of about 50 percent as the accumulation of reserve assets helped
to offset a continued increase in liabilities, 1P Composition, by Instrument
particularly related to FDI. The downward trend is | 44in percent of GDP)

expected to continue in the near term as the 20

current account deficit remains more than o Eiiiiiiiiiiiiiii
adequately financed by FDI, with liabilities HH
]

-20

reaching 53 percent of GDP by 2023.
Vulnerabilities from the slow build-up of liabilities
in recent years, despite the slight decline in 2017,

-40
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are also mitigated by the concentration of A S s Sroileoties
[ Debt assets 3 Debt liabilities
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comprises about 60 percent of total liabilities and
has driven the deterioration in the NIIP over time.

Source: IMF Balance of Pavments Statistics. IMF World Economic Outlook
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6. External debt is projected to have fallen to 37 percent of GDP in 2017. The fall in
external debt is primarily related to a reduction in foreign liabilities by banks and the non-financial
private sector. Private external debt, including FDI-debt liabilities, is now estimated at a relatively low
11 percent of GDP in 2017, down from 14 percent in 2016. Public external debt accounts for about
70 percent of external debt (at an estimated 26 percent of GDP in 2017). The composition and
maturity of gross public external debt has improved in recent years, reflecting favorable external
financing conditions and the authorities’ efforts to lengthen the maturity structure of the external
debt (see Annex IlI).

7. Gross external debt is projected to remain relatively stable over the medium term.
Gross external debt is projected to rise only slightly to about 38 percent of GDP, with rising public
external debt largely offset by a fall in external private debt. The external debt sustainability analysis
indicates that the medium-term debt profile is resilient to several shocks (Figure 1), with the most
important risk related to a depreciation, which would raise the external debt ratio significantly.

B. Assessment

8. The external position is moderately stronger than warranted by fundamentals and
desirable policy settings, but is expected to rebalance over the medium term as private
demand strengthens with supportive monetary and incomes policies.

EBA-Lite Assessment Results
Current CA Projected/
Account (CA)  Cyclically- REER Gap
Norm Adjusted
EBA-Lite
Macroeconomic Balance
Unadjusted -2.7% -0.3% -12.6%
Adjusted for temporary factors -2.7% -0.8% -10.1%
External Sustainability
Stablize net IIP at 2017 level (-60% of GDP) -3.3% -2.6% -3.3%
Stabilize net IIP at 50% of GDP within 10 years -2.0% -2.6% 3.2%
Equilibrium REER NA NA -7.6%
Average -2.7% -1.6% -6.1%

o Estimates from the current account approach are consistent with a current account gap of
2 percent of GDP and a REER undervaluation of 10 percent.! The approach has been adjusted to
reflect a temporary boost in remittances by about 0.5 percentage points of GDP driven by
uncertainty related to U.S. immigration policy. Without this adjustment, the estimated

T An exchange rate elasticity of 20 percent is assumed in the calculations, consistent with export and import
elasticities of -0.71 and 0.92 under the IMF's EBA-lite approach
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undervaluation is 12.6 percent. In addition to this temporary factor pulling the current account
deficit down, the gap has been driven by the residual rather than deviations from desirable
policies on a net basis. However, fiscal policy is weaker than desirable policy settings given the
need for a fiscal adjustment of about 3 percentage points of GDP, while private credit-to-GDP is
lower than desirable to support financial deepening.

e The external sustainability approach estimates that the external position is broadly consistent
with fundamentals and desirable policy settings if the Dominican Republic’s NIIP position is
stabilized at its 2017 level. This implies an lIP-stabilizing current account deficit of 3.3 percent of
GDP, which is S“ghtly higher than the projected Current Account Balance: EBA-Lite Current Account Model
current account deficit over the medium term, 1 percentereon

6.0%

and REER undervaluation of by 3.3 percent. In so | TSCANom-2017 - --:CAfited  —CA
contrast, reducing the NIIP to 50 percent of 20%
GDP over ten years, in line with the average ZZj
level over the previous decade and staff's 0%
projection for a gradual decline in the NIIP -6.0%
deficit, would imply an lIP-stabilizing current 1221
account deficit of 2.0 percent of GDP, and 2o

WOLI|d Suggest that the exchange rate |S 1995 1997 1999 2001 2003 2005 2007 2009 2011 2013 2015 2017

overvalued by about 3 percent.

Sources: BCRD and Fund staff calculations.

e The REER approach estimates undervaluation of the REER by 7.6 percent, with the gap driven by
the residual rather than policy gaps.

EBA-Lite Current Account Panel Regression
Percent of GDP Percent of GDP
(a) Actual current account -0.2% (9) Fitted current account -2.9%
(b) Temporary factors 0.5%
(c) Cyclically adjusted current account -0.8%
(d) Current account norm = (g) - (i) -2.7% (h) Residual (a) - (9) 2.7%
(e) Adjusted current account gap = (c)-(d ) 2.0% (i) Policy gap = () + (k) + (I) + (m) -0.1%
(f) Real exchange rate elasticity -20% () Fiscal policy -0.7%
(k) Change in GIR 0.2%
Real exchange rate gap CA approach = (e)/(f) -10.1% () Private credit to GDP 0.4%
Real exchange rate gap CA approach excluding temporary factors -12.6% (m) Capital control 0.0%
Source: IMF staff calculations.

9. Despite its current strength, the external position is expected to realign with
fundamentals over the medium term. The recent monetary easing and the internal appreciation
are expected to support a recovery in private demand, particularly in investment, widening the
savings/investment gap toward fundamentals. There is no fiscal space to support the realignment
given the need for fiscal consolidation, but structural reforms to bolster structural competitiveness
are expected to help mobilize private investment.
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C. Other Competitiveness Indicators

10. Other price-based and market-share indicators are also supportive of the Dominican
Republic’'s competitiveness in its main exports. The price competitiveness of the Dominican
Republic’s tourism product relative to other tourism-dependent economies in the Caribbean and to
Mexico, one of its main competitors (given the similarity of tourism products) has contributed to the
strong performance of the tourism sector and boosted its market share in tourism and services. This
price competitiveness is reflected in the lower cost of a one-week vacation to the Dominican
Republic based on the Week at the Beach Index (W@1B).? The Dominican Republic has also been
able to maintain its market share in world exports of goods. Compared to its CAPDR neighbors, with
which the Dominican Republic competes, ey 016 iy 017 We S et
particularly for goods produced and exported

from the zonas francas, the Dominican Republic | _
has been able to penetrate more export markets | ..
than all countries, except for Costa Rica, and E
exports more than the regional average number | *
of products. This performance is consistent with | *
the quality of exports (based on the IMF's
export quality index), which is above all
countries in the region except for Costa Rica
and Guatemala, likely consistent with the fact
that Costa Rica produces more complex goods.

120

x

Dominican Republic: Market Share in Tourism 1/ Dominican Republic: Selected Competitiveness Indicators
(in percent of regional total) (in percent of world total)

44 55 025 ~—Share in world business tourism = =+Share in world leisure tourism

40
36

-
5.0 Share in world exports of goods ——Share in world exports of services, »~
4

0.20 ’
45 4
32 la’\\-__—'~~\\ ‘__,—’
28 4.0 ~
24 35 0.15
20 30 L
16 0.10
12 —CAPDR 25
8 -=-Latin America (right axis) 20 0.05 —_—
4 ——Latin America and the Caribbean (right axis) 15
0 1.0 000
1995 1997 1999 2001 2003 2005 2007 2009 2011 2013 2015 2017 ) WO~ DO A MmMITIWOMN®OMO = MmO~
§aaasssccc8c888cc500000
Sources: World Travel and Tourism Council (WTCC) and Fund staff calculations. | | =« — — — « NN AANANAAANNNAAANNNCNQQA
travel & tourism council, UNCTADstat and Fund staff

1/ Tourism includes leisure and business tourism. Sources: World

2 One of Dominican Republic’'s competitor markets, Cuba, is not included in the W@1B index. See Laframboise,
Mwase, Park and Zhou (2014) for more detail on the compilation of the W@1B index.
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Dominican Republic: Number of Trading Partners and Quality and Complexity, 2016
Products (Index, DOM=100)
(2015 160 X .

3500 0 B Quality Complexity
o
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=
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8 2500 )
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‘5 . Honduras
T 2100 . Nicaragua 40
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£ .. 20
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Number of export partners P
. ) Sources: Atlas of Economic Complexity, IMF export quality index, and Fund staff estimates.

igu;ces' Would Integrated Trade Solution. Data for Honduras corresponds to Latest available data for export quality is in 2010. Export quality for Honduras corresponds to

14, 2014.

11. Perceptions from survey-based competitiveness indicators suggest that the Dominican
Republic may be less competitive than suggested by price-based indicators. In the World
Economic Forum’s (WEF) Global Competitiveness Index, for example, the Dominican Republic is
received a score of 3.87 (on a scale of 1 to 7 with 7 being the best) for 2017-18, a deterioration
compared to its 2016-17 score of 3.94. Breaking down the score into its subcomponents,
strengthening institutions, goods and labor market efficiency and health and education are critical to
strengthening the Dominican Republic's competitiveness. These priorities are mirrored in the most
problematic factors for Doing Business identified by the report, which also identifies the need to
strengthen governance as a top priority to strengthening the business environment. By contrast,
robust growth and the stable macroeconomic environment in recent years have contributed

positively to the economy’s external
competitiveness. Consistent with the WEF score,

Dominican Republic: Most Problematic Factors for Doing Business

Inefficient government bureaucracy

results from the World Bank’s Doing Business Restrctivelbor regulations

report for 2018 put the Dominican Republic's Poor vkt vt ororce — CAPDR (average,
distance to frontier (where the frontier is the best Ai‘g Republc
performance measured on a given indicator) at Poor publicheath ™ Dominican Republic

Inflation

60.93 out of 100 (the frontier), a slight
improvement from 58.41 in 2017. Results

Foreign currency regulations

0 5 10 15 20
. . H H Source: Global Competitiveness Report, World Economic Forum. From the list of factors,
Sug geSt that St rengthen | ng taX d | SCI p | | ne a nd respondents to the World Economic Forum's Executive Opinion Survey were asked to select the
. . . . . five most problematic factors for doing business in their country and to rank them between 1
INSO |Vency reg Imes wi ” be m pO rta nt tO m pI’OVG (most problematic) and 5. The score corresponds to the responses weighted according to their
rankings.

the business environment.
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Survey-Based Competitiveness Indicators

Dominican Republic: Global Competitiveness Index
(Index, from 1 to 7, where 1: worst and 7: best)

Starting a business

Pillar 1: Institutions

7
Dealing with Construction Pillar 12: Innovation Pillar 2: Infrastructure

Resolving Insolvency e 6

Pillar 11: Business
sophistication

Pillar 3: Macroeconomic
environment

Enforcing Contracts Getting Electricity

il 10: Vorket size Pillar 4: Health and primary

education
Trading Across Borders Registering Property
Pillar 9: Technological \ _ Pillar 5: Higher education and
readiness 9 training
Paying Taxes Getting Credit Pillar 8: Financial market Pillar 6: Goods market
development efficiency
Protecting Minority Investors Pillar 7: Labor market
efficiency
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Sources: World Bank Doing Business Index and Fund staff calculations. ) )
ources: World Bank Dolng Business Index and Fund statf calculations Sources: World Economic Forum and Fund Staff calculations.
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Sources: World Bank Doing Business Index and Fund staff calculations. Sources: World Economic Forum and Fund Staff calculations.

D. Reserve Adequacy Assessment

12. Reserve adequacy has continued to strengthen, but remains below the Fund’s reserve
adequacy metric. Despite the reduction in banks’ reserve requirements at the central bank in
August 2017, reserves continued to increase in 2017 in line with the narrowing of the current account
deficit in the context of accommodative external financing conditions. Coverage is above traditional
metrics (greater than 3 months of imports, 20 percent of broad money, and 100 percent of short-
term external debt (on a remaining maturity basis)). Coverage falls below the Fund's risk-based
reserve adequacy metric, which recommends coverage against medium and long-term external debt
in addition to short-term external debt, for fixed exchange rate regimes, at 67 percent of the metric
for 2017, compared to the suggested adequacy range of 100-150 percent.? However, based on the
Fund’s metric, introducing more flexibility into the exchange rate regime, would lower the need for
continued reserve accumulation — coverage under the benchmark for flexible exchange rate is above
100 percent of the metric. Over the medium term, reserve coverage is expected to continue to
strengthen, but to remain below the Fund'’s metric for fixed exchange rate regimes.

3 The assessment is based on the fixed exchange rate regime benchmark given that the country's crawl-like
arrangement was considered “fixed” in the derivation of the metric.
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Dominican Republic: Reserve Adequacy

Benchmark NIR coverage

Metric coverage 2016 2017 2022(p)
Months of imports of goods and services 3 months 3.4 3.5 3.8
Months of imports of goods and services

(excluding free trade zones) 3 months 4.1 4.2 4.4
Broad money (M3) 20% 23.2 24.5 26.3
Short-term debt on a remaining maturity basis 100% 137.8 147.7 202.6
IMF reserve adequacy metric' 100 - 150% 61.5 67.2 68.8

External debt, bn USD
(percent of NIR)

Net international reserves, bn USD

Additional reserves needed to reach
IMF reserve metric of 100, bn USD

284 27.6 37.9
470.1 407.5 391.2

6.0 6.8 9.7
3.8 33 4.4

Sources: National authorities and IMF staff calculations.

'Emerging market metric for fixed exchange rate countries: net reserves divided by the sum of

30% of short-term debt (remaining maturity basis), 10% of broad money (M3); 20% of I11P MLT

portfolio liabilities; and 10% of exports.
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Annex l. Figure 1. External Debt Sustainability: Bound Tests 1/ 2/
Baseline and historical scenarios Interest rate shock (in percent)
100 20 100
Gross financing need Baseline: 5.3
90 under baseline %0 .
i Scenario: 5.7
80 M / (right scale) 15 80
- / Historical: 4.5
70 . . 70
60 10 60
50 50 i-rate
shock
A
30 30 Baseline 40
20 0 20
2011 2013 2015 2017 2019 2021 2011 2013 2015 2017 2019 2021
Growth shock Non-interest current account shock
(in percent per year) (in percent of GDP)
100 100
90 Baseline: 5.0 90 Baseline: 0.4
Scenario: 3.7 Scenario: -0.9
80 80 T
Historical: 5.2 Historical:  -3.7
70 70
60 60
50 Growth 50 m
shock 40 CAshock =
40 M 40 ==
40
30 Baseline 30 Baseline 40
20 20
2011 2013 2015 2017 2019 2021 2011 2013 2015 2017 2019 2021
Combined shock 3/ Real depreciation shock 4/
100 100
90 90
80 80
70 70
60 60 57
50 Combine 50 30 % ———————————
dshock 45E'_ deprefiation
40 40
30 Baseline 30 Baseline
20 20
2011 2013 2015 2017 2019 2021 2011 2013 2015 2017 2019 2021
Sources: International Monetary Fund, Country desk data, and staff estimates.
1/ Shaded areas represent actual data. Individual shocks are permanent one-half standard
deviation shocks. Figures in the boxes represent average projections for the respective variables in
the baseline and scenario being presented. Ten-year historical average for the variable is also
shown.
2/ For historical scenarios, the historical averages are calculated over the ten-year period, and the
information is used to project debt dynamics five years ahead.
3/ Permanent 1/4 standard deviation shocks applied to real interest rate, growth rate, and current
accountbalance.
4/ One-time real depreciation of 30 percent occurs in 2017.
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Annex l. Figure 2. External Debt Sustainability Framework, 2011-2023

Actual Projections
2011 2012 2013 2014 2015 2016 2017 2018 2019 2020 2021 2022 2023 Debt-stabilizing
non-interest
current account 6/

Baseline: External debt 343 380 413 417 392 397 36.8 36.6 37.2 374 37.7 379 383 -3.3
Change in external debt 1.2 37 33 04 -26 0.5 -28  -02 0.6 0.2 0.2 0.3 0.4
Identified external debt-creating flows (4+8+9) 12 -01 00 -21 -31 -41 -63 -42 -36 -34 -31 -28 -25
Current account deficit, excluding interest payments 6.2 5.1 2.7 19 04 -04 -14  -06 -05 -03 0.0 0.2 0.6
Deficit in balance of goods and services 104 9.1 59 50 45 37 3.1 36 34 33 33 35 38
Exports 244 248 256 260 249 253 252 252 255 256 256 256 255
Imports 348 340 315 310 294 290 283 289 289 289 290 291 29.3
Net non-debt creating capital inflows (negative) -39 52 32 -34 32 -34 -48 -33 -33 -33 -33 -33 -33
Automatic debt dynamics 1/ -1.0 -0.1 06 -07 -03 -03 -0.1 -0.2 0.2 0.2 0.3 0.3 0.2
Contribution from nominal interest rate 13 15 14 14 14 16 1.6 1.7 19 2.0 2.0 2.0 2.1
Contribution from real GDP growth -10 -09 -18 -30 -28 -25 -7 19 17 -17 -18 -18 -18
Contribution from price and exchange rate changes 2/ -14  -0.6 0.9 0.9 1.0 0.6
Residual, incl. change in gross foreign assets (2-3) 3/ -0.1 38 33 2.5 06 46 34 4.0 4.1 36 33 3.1 29
External debt-to-exports ratio (in percent) 140.2 1529 1615 160.8 157.2 156.6 146.1 1451 1456 146.1 147.0 1483 1504
Gross external financing need (in billions of US dollars) 4/ 9.0 8.5 73 76 8.2 5.2 4.8 4.4 53 5.8 6.5 7.0 7.7
in percent of GDP 155 140 118 116 120 73 6.3 55 6.3 6.4 6.8 7.0 73

Scenario with key variables at their historical averages 5/ 39.0 395 39.6 394 390 383 374 -3.7

10-Year  10-Year
Historical Standard -75.09 -60.19 -52.35 -51.07 -48.07 -46.68 -45.23
Key Macroeconomic Assumptions Underlying Baseline Average Deviation

Real GDP growth (in percent) 3.1 2.8 4.7 7.6 7.0 6.6 5.2 2.5 4.6 5.5 5.0 5.0 5.0 5.0 5.0
GDP deflator in US dollars (change in percent) 44 18 -24 -22 -25 -15 14 38 0.1 16 0.2 0.7 0.7 0.6 0.6
Nominal external interest rate (in percent) 4.3 4.4 37 35 36 4.2 4.5 0.9 4.3 4.9 5.4 56 57 5.7 57
Growth of exports (US dollar terms, in percent) 15.6 6.3 5.3 6.8 0.2 6.9 8.9 17.7 4.2 7.4 6.4 5.9 5.7 5.5 53
Growth of imports (US dollar terms, in percent) 13.5 20 -5.1 35 -0.8 34 8.0 19.5 2.1 9.4 5.4 5.6 5.9 6.2 6.4
Current account balance, excluding interest payments -62 51 27 -19 -04 0.4 -37 2.7 14 0.6 0.5 03 00 -02 -06
Net non-debt creating capital inflows 39 5.2 32 34 32 34 4.0 0.9 4.8 33 33 33 33 33 33

1/ Derived as [r - g - r(1+g) + ea(1+n)]/(1+g+r+gr) times previous period debt stock, with r = nominal effective interest rate on external debt; r = change in domestic GDP deflator in US dollar terms, g = real GDP growth rate,
e = nominal appreciation (increase in dollar value of domestic currency), and a = share of domestic-currency denominated debt in total external debt.

2/ The contribution from price and exchange rate changes is defined as [-r(1+g) + ea(1+r)]/(1+g+r+gr) times previous period debt stock. r increases with an appreciating domestic currency (e > 0) and rising inflation (based on GDP deflator).

3/ For projection, line includes the impact of price and exchange rate changes.

4/ Defined as current account deficit, plus amortization on medium- and long-term debt, plus short-term debt at end of previous period.

5/ The key variables include real GDP growth; nominal interest rate; dollar deflator growth; and both non-interest current account and non-debt inflows in percent of GDP.

6/ Long-run, constant balance that stabilizes the debt ratio assuming that key variables (real GDP growth, nominal interest rate, dollar deflator growth, and non-debt inflows in percent of GDP) remain at their levels
of the last projection year.
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Annex Il. Risk Assessment Matrix and Past Fund Advice'

A. Risk Assessment Matrix

Weaker-than-expected
global growth

Tigher global financial
conditions

Higher energy prices

Policy and geopolitical
uncertanity

Slow implementation of
structural reforms

Higher-than-expected
growth in trading partners

Stronger-than-expected
response of domestic
demand to monetary easing

Lower energy prices

Medium

Downside risks

Medium
Weakening of exports, tourism receipts, and remittances;
weaker economic activity and fiscal receipts.

Against the backdrop of continued monetary policy
normalization, an abrupt change in global risk appetite could
lead to sudden sharp increases in global interest rates and
financial conditions, putting pressure on sovereign financing
costs, weakening the fiscal position with possible pressures on
the capital account and exchange rate. With low financial
integration, however, the impact on the Dominican Republic is
likely to be low, with the negative impact concentrated on the
fiscal accounts, while, to the extent that higher financial
conditions reflect improved global growth prospects, the
impact on economic activity, would be expected to be positive.

Medium
Oil supply may be tighter than expected under the baseline,
pushing prices up relative to current expectations. This would
reduce real income, decreasing demand and output and would
widen the external current account deficit. The fiscal deficit
would also be widen.

Two-sided risks to U.S. growth with uncertainties about the
positive short-term impact of the tax bill and the extent of
potential medium-term adjustment to offset its fiscal costs with
unclear implications for U.S. multinationals in the Dominican
Republic. Potential changes in U.S. imigration and trade policies
could slow remittance, trade and FDI inflows.

Medium

Slow structural reforms, especially in the fiscal and electricity
sectors and to strengthen governance, may hurt confidence,
increase the sovereign premium, affect fiscal sustainability and
growth prospects.

Upside risks
Medium

To the extent that tighter global financial conditions (high
probability) are due to higher growth in the U.S., the overall net
effect on economic activity in the Dominican Republic is
estimated to be positive.

Medium

The monetary easing in mid-2017 could contribute to a
stronger rebound in domestic demand than anticipated, in part
through the associated relaxation of lending conditions.

Medium

The production cuts by OPEC countries and other major
producers may not materailize, keeping prices lower than the
baseline. This would lead to a higher real income, boosting
demand and output.

Build external and fiscal buffers to safeguard
macroeconomic stability; advance structural reforms
to improve competitiveness.

Strengthen the fiscal position; shift to domestic
financing sources; continue building reserve buffers
and tighten monetary policy if needed.

Accelerate electricity sector reforms to limit the
negative impact on the fiscal position.

Advance structural reforms that would facilitate job
creation and increase income; more accelerated
fiscal consolidation may be required to create
needed space for social spending.

Revive the structural reform momentum, including in
the fiscal and electricity sectors.

Stand ready to tighten monetary policy if needed.

Tighten monetary policy if inflationary conditions
warrant. Monitor macrofinancial developments and
address associated risks with macroprudential
policy.

Use savings on transfers to electricity sector to
improve fiscal position. Accelerate electricity sector
reforms and lock in the lower subsidy levels.

" The Risk Assessment Matrix (RAM) shows events that could materially alter the baseline path (the scenario most likely to materialize in the view of IMF
staff). The relative likelihood is the staff's subjective assessment of the risks surrounding the baseline (“low” is meant to indicate a probability below 10
percent, "medium” a probability between 10 and 30 percent, and "high” a probability between 30 and 50 percent). The RAM reflects staff views on the
source of risks and overall level of concern as of the time of discussions with the authorities. Non-mutually exclusive risks may interact and materialize

jointly. “Short term” and “medium term” are meant to indicate that the risk could materialize within 1 year and 3 years, respectively.
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B. Past Fund Advice

Previous Fund advice focused on:

50

Fiscal consolidation, based on broadening the tax base through streamlining of tax incentives and
exemptions. The government has taken measures to safeguard the fiscal position in the face of
important spending pressures, and has focused the adjustment efforts on tackling tax evasion.
While these have yielded important results (estimated to increase revenues by some 0.7 percent
of GDP during 2017-18), the higher tax base in 2017 has been already offset by higher spending,
and the efforts would need to be supplemented by more significant adjustment.

The adoption of a credible medium-term fiscal anchor to put debt on a sustainable downward path.
In particular, staff recommended that a medium-term fiscal framework be adopted, anchored on
a medium-term debt-to-GDP ratio (e.g. 45 percent of GDP) and operationalized through a well-
designed fiscal rule. The authorities are developing such a medium-term fiscal framework that
would anchor fiscal policies in debt sustainability objectives, and are strengthening the public
financial management, fiscal risk analysis, and public statistics frameworks. Many of these
reforms are expected to come to fruition in 2018-19.

Transition towards a more flexible exchange rate. The authorities are in the process of acquiring a
foreign exchange trading platform, which will improve market infrastructure and facilitate
transition towards a more flexible exchange rate.

Continue building reserves. The authorities are taking advantage of the temporary strength in the
external position to continue building reserves, which remain for now below the Fund's reserve
adequacy metric, but above the traditional metrics.

Strengthen the macro-financial framework, especially to strengthen supervision and regulation of
nonbanks. Reforms to strengthen bank supervision and regulation continue; new AML/CFT
legislation has been introduced; and a new draft law to enhance supervision and regulation of
non-bank institutions is being discussed.

Reforms to address the long-standing weaknesses in the electricity sector, among other structural
reforms. Efforts in the electricity sector have focused on diversifying the energy matrix, reducing
electricity distribution losses, and concluding negotiations of the Electricity Pact, which could
help address the main challenges in the sector if followed up by required reforms.
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Annex lll. Debt Sustainability Analysis

Despite a moderate rising trajectory over the medium term, both public debt (52.7 percent of GDP as of
2017) and gross financing needs (8% percent of GDP) are sustainable, and remain within the debt
burden benchmarks under stress scenarios.” Efforts to improve the debt profile have yielded notable
results, but the debt profile still carries some vulnerabilities, especially due to a large share of debt held
by non-residents, pointing to rollover risk from potential shifts in market sentiment and a relatively
large share of foreign currency debt.

A. Realism of Baseline Scenario?

1. Debt. The debt-to-GDP ratio is projected to reach 56.3 percent in 2022—3.6 pp higher than
end-2017.3 Gross debt levels stabilized in 2015 due to a one-off Petroleos de Venezuela S.A. (PDVSA)
debt buy-back operation (which reduced debt by 3 percent of GDP), but continued to increase
despite strong growth and another debt repurchase operation in 2017.4 The upward debt dynamics
was driven by the real interest rate-growth differential and exchange rate depreciation. The same
factors maintain the upward trajectory going forward, while the primary balance (at a 0.2-0.6 percent
of GDP surplus) remains below levels needed to stabilize public debt (1 percent of GDP).

2. Growth. Historical growth forecasts have been lower than the actual growth outcomes, with
a median forecast error of 0.5 percentage points, which suggests a potentially better outlook for the
debt ratio than projected in the baseline scenario.

3. Fiscal Adjustment. Under the baseline EMBIG Spreads
scenario, without fiscal reforms, there is no e
1800
significant adjustment in the cyclically-adjusted 1600 St
primary balance over the forecast horizon. The DSA | 1%© = émerging Markets
. . . . . . 1200
template provides the distribution of projected fiscal |4,

adjustments across countries, and places the 800
Dominican Republic very close to the median based jﬁﬁ
on the expected evolution of the cyclically-adjusted 200
primary balance during the forecast horizon. From
2018 onward, the fiscal impulse converges to zero,

implying a broadly neutral fiscal policy.

Source: Bloomberg.

' Public debt numbers are staff estimates.
2 The MAC-DSA framework is described in http://www.imf.org/external/np/pp/eng/2013/050913.pdf.

3 Public debt is defined to cover all liabilities of the consolidated public sector (i.e. non-financial public sector plus the
quasi-fiscal debt of the central bank).

4 In the 2015 restructuring operation, the Dominican Republic bought back US$4 billion of its debt to Venezuela's
state-owned oil company PDVSA at a discount of about 52 percent. The operation was financed with a sovereign
bond placement of US$2.5 billion of 10-year and 30-year maturities, of which US$1.9 billion was used to buy back the
debt. In the 2017 operation, the external debt of the central bank was reduced by US$324 million (0.5 percent of GDP)
in 2017 due to the central bank’s repurchase of its Brady bonds.
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4. Sovereign Yields. Dominican Republic's foreign currency sovereign bonds currently have an
average credit spread of 276 basis points relative to U.S. Treasury Bonds, which compares favorably
to the average of other emerging market economies and Latin-American countries (with spreads of
308 and 420 basis points, respectively). Given upward projections for Libor rates over the medium
term, the effective nominal interest rate on Dominican Republic’s total debt is projected to increase
from 9.2 percent in 2017 to 11.0 percent in 2022. Moody's rating agency upgraded the Dominican
Republic's foreign and local currency credit rating to Ba3 in 2017, while Standard and Poor and Fitch
maintained it at BB-/B, and all credit rating agencies have a stable outlook.

5. Gross Financing Needs. Gross financing needs are below the upper early warning
benchmarks over the medium term (ranging from 8.8 percent of GDP in 2017 to 11.6 percent in
2022). They increase gradually over the medium term as the interest bill grows in line with the public
debt stock and world interest rates, and increase more significantly during 2022-24 with a
concentration of maturing central bank securities in those year. The authorities are aiming at
smoothing the path of amortizations by using instruments of different maturities to minimize
financing pressures in their medium-term schedule.

B. Debt Profile

6. Maturity, Currency Composition, and Rollover. The government’s debt management
strategy prioritizes issuances of longer-term and local currency debt with a view to minimizing public
debt vulnerabilities to financing and market risk. Thus: (i) the average maturity of debt has been
increased to around 9.2 years for the non-financial public sector from 7.0 years in 2013; (ii) the share
of foreign-currency denominated debt was reduced to 74 percent NFPS in 2017 (within the target of
77 +3 percent in the national debt strategy) and to 54 percent of total consolidated debt as of 2017;
(iii) the share held by non-residents fell to 52 percent of total consolidated debt, reducing rollover
risk from potential shifts in market sentiment; and (iv) the share of debt under a flexible rate has also
declined (with 18 percent of NFPS debt contracted at variable rates). In line with the authorities’
strategy to reduce foreign currency risk, the country issued its first local currency bond in the global
markets (equivalent to US$822 million, at 8.9 percent interest and 5-year maturity), one of the few
non-investment grade countries in the region to have done so.

C. Stochastic Simulations

7. Fan Charts. The fan charts illustrate the possible evolution of the debt ratio over the medium
term subject to shocks drawn from a symmetric (upside and downside risks are treated equally) and
an asymmetric distribution of risk (which assumes there are no positive shocks to the primary
balance). Under the symmetric scenario, there is a 90 percent probability that debt will remain below
70 percent of GDP benchmark for emerging economies over the medium term, while in the
asymmetric (worst-case) scenario, debt would remain below the 70 percent of GDP benchmark with
44 percent probability.
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D. Stress Tests

8. Real GDP growth shock. The DSA stress tests show that Dominican Republic's debt ratio is
more sensitive to (negative) changes in GDP growth than changes in other variables (primary
balance, real interest rates, and the exchange rate). A shock that reduces growth by 2.5 percentage
points (one standard deviation) would increase the debt ratio to 62 percent of GDP by the end of the
projection horizon (from 56.3 percent in the baseline) and gross financing needs to 13 percent (from
11.6 percent in baseline), both remaining within the sustainability benchmarks.

9. Combined shock. The combined shock incorporates the largest effect of four individual
shocks (growth, primary balance, exchange rate, and interest rate) producing the most extreme debt
trajectory. Under this scenario debt reaches about 67 percent by 2022 and gross financing needs rise
to about 14 percent of GDP in the medium term, again within the benchmarks.

10. Contingent liability shock. A contingent liability shock in 2017 equivalent to 2.9 percent of
GDP, along with the negative realizations of a growth and borrowing cost shock, would increase the
debt ratio to 64 percent of GDP in 2022 and gross financing needs to 13 percent of GDP, remaining
within the debt burden benchmark.®

> This shock is combined with real GDP negative growth shock (1 standard deviation for 2 years). Sovereign borrowing
costs are pushed up (25 basis points for each 1 percent of GDP worsening in the primary balance) while inflation
declines (0.25 percentage points per 1 percentage point decrease in GDP growth).
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Annex lll. Figure 1. Dominican Republic DSA Risk Assessment
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1/ The cell is highlighted in green if debt burden benchmark of 70% is not exceeded under the specific shock or baseline, yellow if exceeded under specific shock but not
baseline, red if benchmark is exceeded under baseline, white if stress test is not relevant.

2/ The cell is highlighted in green if gross financing needs benchmark of 15% is not exceeded under the specific shock or baseline, yellow if exceeded under specific shock but
not baseline, red if benchmark is exceeded under baseline, white if stress test is not relevant.

3/ The cell is highlighted in green if country value is less than the lower risk-assessment benchmark, red if country value exceeds the upper risk-assessment benchmark, yellow if
country value is between the lower and upper risk-assessment benchmarks. If data are unavailable or indicator is not relevant, cell is white.

Lower and upper risk-assessment benchmarks are:

200 and 600 basis points for bond spreads; 5 and 15 percent of GDP for external financing requirement; 0.5 and 1 percent for change in the share of short-term debt; 15 and 45
percent for the public debt held by non-residents; and 20 and 60 percent for the share of foreign-currency denominated debt.

4/ EMBIG, an average over the last 3 months, 01-Apr-17 through 30-Jun-17.

5/ External financing requirement is defined as the sum of current account deficit, amortization of medium and long-term total external debt, and short-term total external debt

at the end of previous period.
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Annex lll. Figure 2. Dominican Republic DSA Realism of Baseline Assumptions
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Annex lll. Figure 3. Dominican Republic Public Sector Debt Sustainability Analysis (DSA)
- Baseline Scenario
(in percent of GDP unless otherwise indicated)
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Source: IMF staff.

1/ Public sector is defined as general government.

2/ Based on available data.

3/ EMBIG.

4/ Defined as interest payments divided by debt stock (excluding guarantees) at the end of previous year.

5/ Derived as [(r - i(1+g) - g + ae(1+1)]/(1+g+m+gm)) times previous period debt ratio, with r = interest rate; T = growth rate of GDP deflator; g = real GDP growth rate;
a = share of foreign-currency denominated debt; and e = nominal exchange rate depreciation (measured by increase in local currency value of U.S. dollar).

6/ The real interest rate contribution is derived from the numerator in footnote 5 as r - 1t (1+g) and the real growth contribution as -g.

7/ The exchange rate contribution is derived from the numerator in footnote 5 as ae(1+r).

8/ Includes asset changes and interest revenues (if any). For projections, includes exchange rate changes during the projection period.

9/ Assumes that key variables (real GDP growth, real interest rate, and other identified debt-creating flows) remain at the level of the last projection year.
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Annex lll. Figure 4. Dominican Republic Public DSA - Composition of Public Debt and
Alternative Scenarios
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Annex IV. Growth Determinants

1. The Dominican Republic experienced robust growth over the period 2005-17. The
pronounced exchange rate depreciation and the period of contained real wage growth that followed
the 2003-04 financial crisis increased the country’'s competitiveness and labor productivity. Structural
reforms also contributed to the economic turnaround. Reforms focused on supporting growth
through strengthened capacity in the public sector, education reform, and scaled up infrastructure
spending. Due to growth convergence, countries that have a lower initial level of per capita income
tend to grow at a faster pace than those that have already a higher level. However, growth in the
Dominican Republic has been even higher than can be explained by its initial level of per capita
income. This higher growth can be partly explained by a panel data including 118 countries for the
period 2006-16 including other institutional factors, including, among others, trade integration,
public debt level, level of violent crime levels, human capital development, non-performing loans, the
business environment, as well as the impact of natural disasters, and shared characteristics across
Central America. The estimation used is based on a Cook distance (D) approach.’

Dominican Republic: Potential Growth Gains from Structural Reform

Actual and Precited Growth Per Capita in the lustrative Medium-Term Growth Gains
Dominican Republic, 2010-15 (percentage point per year; deviations from baseline)
(percent per year) 3 . . .
4 W Prediction based on relative income alone ® Deeper trade integration B Lower crime
o B Lower disaster damage M Greater human capital
35 Prediction based on more factors 25
: O Less debt @ Lower NPLs

3 W Actual & Greater ease of doing business

2.5
2
15
1
05 0.5
0 N 0

Sources: Fund staff estimates based on IMF 2017. Reinvigorating Growth in the PAN CRI DOM GTM SLV HND
Caribbean. Refer to this publication for further details on the estimation model and
data.

Sources: Subset of country results extracted from dataset used in
IMF 2017, Reinvigorating Growth in the Caribbean.

2. Sustaining high and inclusive growth will hinge on enhancing competitiveness. The
competitive advantage from the internal devaluation since the 2003-04 financial crisis may be
eroding with the recent slowdown in productivity and the increase in real wages due to the increase
in minimum wages. Weak structural dimensions that have yet to be addressed also continue to
weigh on the country’s longer-term prospects. The main drags on growth come from long-standing
bottlenecks in the electricity sector, a complex tax system, inadequate infrastructure and social
spending, relatively weak institutions and governance, and rigidities in labor and product markets. As
an illustration, the medium-term benefits of addressing structural challenges over the medium
term—including an improvement of the institutional variables from their current levels to a level of
the top fifth percentile of emerging and developing countries, a reduction in crime and disaster
damage by half from the current level, and a reduction in government debt to 40 percent of GDP—
could permanently raise GDP growth by one and a half percentage point per year.?

' For more details on the econometric approach, see “Reinvigorating Growth in the Caribbean,” IMF (2017).

2 The original estimation was modified so that the reported institutional variables improve to the top fifth percentile
of a subsample of emerging and developing economies.
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Annex V. The National Electricity Pact

1. Decades-long weaknesses in the electricity sector remain a major drag on the fiscal
position and economic growth. These weaknesses stem largely from the distribution and
transmission sectors, which are publicly owned, whereas electricity generation remains largely in
private hands. National distribution companies generate significant deficits, primarily due to large
distribution losses (among the highest in the region), below-cost tariffs and poor targeting of some

subsidies:

e The losses reflect a number of factors, including insufficient investments in the distribution grid,

governance weaknesses at state-
owned distribution companies, high
share of unbilled energy, as well as a
relatively unfavorable energy matrix,
with about half of total electricity
generated using fuel oil. Some
progress has been made in reducing
these losses over the past years
(about one percentage point per
year), but these remain high at close
to 30 percent in 2017, as investments
in the maintenance and the
upgrading of the grid have been
insufficient.

Electricity Losses in LAC:
Average Distribution Losses Over Last Five Years
(in percent of total production)
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Sources: IDB (2014) based on data from regulators, utility companies, ECLAC and US EIA.

e These weaknesses have resulted in large financial losses, with the deficits generated by the public
electricity sector estimated at 2'4—1"4 percent of GDP between 2013 and 2017. The deficits have
narrowed somewhat in recently years, largely reflecting the lower input cost of world oil prices

and lower distribution losses.

e The ensuing common blackouts to control the financial losses—with electricity shortages
estimated to average four hours per day'—adversely affect economic activity, disrupt production
processes, and generate additional costs for companies and households, as many have to install

their own electricity generators.

e The bulk of the electricity sector deficits have been financed by transfers from the central
government, to cover both the generalized subsidies and the investments in the sector. Part of
the deficit has historically been financed by arrears to private generators, although the
management of arrears has improved in recent years and these have been securitized on several
occasions, allowing generators to sell the underlying debt in the market, usually to banks.

T Asociacién Dominicana de la Industria Eléctrica (ADIE) (2017), “Costo del Apagdn para los usuarios del sistema

eléctrico. Informe Enero-Agosto 2017".

60 INTERNATIONAL MONETARY FUND




DOMINICAN REPUBLIC

2. Government efforts to reduce losses have continued through upgrades to the
distribution grid, but have recently focused on the expansion of the energy matrix. In
particular, the government has contracted the construction of two coal plants at Punta Catalina,
which will boost current generation capacity by about 20 percent and will allow a diversification of
the energy matrix away from heavy fuels, reducing the volatility of input prices and lowering costs in
times of high international oil prices. The construction of the plants since 2014 is estimated to cost
US$2 billion (2'2 percent of GDP), with the first plant expected to commence operations in the
second half of 2018. The government is also continuing efforts to expand the energy matrix towards
green energy (currently 2.4 percent of the matrix) and natural gas 18.8 percent).

3. To durably solve the structural challenges in the electricity sector, the National
Development Strategy (2014-2030) mandates agreement between social partners on an
Electricity Pact. The overall goal of this Pact is to achieve a consensus on the reforms needed to
ensure proper functioning of the sector. Negotiations between the social partners (the government,
representatives of the electricity sector and private sector more broadly, as well as civil society) have
continued for more than three years to reach consensus and the negotiations agreed on a draft Pact
in late 2017. As of February 2018, some stakeholders held back from signing the Pact over some
disagreement. Therefore, the Pact remains to be signed by President Medina.

4. Given the scope of the agreement, the Pact consists of a comprehensive set of reform
objectives, but its ultimate effectiveness will depend on the will to follow up with specific
reforms. Important elements of the Pact include the following:

e Opening up the distribution sector to private participation. While the government will maintain
monopoly in hydro-generation and transmission, the Pact opens up the possibility of allowing
private subcontracting in the distribution subsector. The Pact, however, does not clarify the role
of the state in the generation sector once the Punta Catalina plants come into operation, which
many market participants were anticipating. Separately, the authorities have expressed their
intention to allow private partnerships in the coal plants.

e Reforming the institutional governance in the sector, with the view to (i) ensure a clearer
separation of the policy-making, regulation and operational functions through the reassignment
of these functions across institutions; (ii) strengthen the governing boards of the public entities
in the sector; (iii) create two new public entities in charge of managing hydrogeneration and
transmission, where the state maintains monopoly.

e Ensuring a stable and effective regulatory framework for the electricity sector. The pact reaffirms
the objectives of the current legislation to ensure free and fair competition in the sector, and
mandates a study on improvements in the concessions framework for the sector. Transparency in
the sector will also be increased with the new requirement of timely publication of audited
financial statements by state enterprises, as well as full public dissemination of all regulations,
decisions, and financial data by all regulatory public institutions in the sector.

e Ensuring quality supply of electricity. The pact requires subsequent regulation on setting
standards for the supply for electricity, including street lighting; introducing accountability of the
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distribution company for meeting these standards; and strengthening consumer rights to
receiving needed electricity supply.

e Restoring financial viability of the electricity sector. The pact requires each enterprise to develop
and be accountable for a plan to increase operating efficiency and reduce losses, with
measurable targets to be monitored by the regulators. The pact targets a 15-percentage points
reduction in losses over 6 years across all distributors—more the double the annual reduction in
losses in recent years—which will require significant capital investment going forward, to be

financed by transfers from the central Electricity Sector Reform Schedule of

government (although the magnitude (Sls';;‘;i:;?f‘g’t;;’" RSN L)

of such investments remains 500 !"’ge's” 975

uncertain). Several multilateral 450 B o s /ﬂ 970

organizations, including the World 400 oo

Bank, International Development 350

Bank (IDB), The OPEC Fund for 200 %'O

International Development (OFID), 250 e

and the European Investment Bank 200 70

(EIB) are currently supporting CDEEE 150 945

and EDEs in the reduction of losses. 100 | 940
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e Pricing system reforms. The pact
mandates a decision on the long-

Source: Draft Pacto Nacional Para la Reforma del Sector Electrico, informacion CDEEE

term pricing policy to be made in the near-term, based on a detailed study. The policy— to be
implemented from 2022 onward—uwill determine the appropriate cost-recovery tariff (albeit
based on some pre-specified cost parameters, such at 15% distribution losses) and the level of
subsidies. In the interim, the current tariff—which has been frozen since 2011 and is estimated to
be notably below cost-recovery—will be adjusted for the cost of fuel (preventing a further
increase in subsidies with higher oil prices), but will also be reduced by the imputed effect of at
least 2 percentage points of reduction in losses (which could increase the subsidy given historical
record of loss reduction). Overall, unless significant investments are made to secure loss
reduction, tariffs appear likely to move further away from cost recovery by 2022.

5. The successful implementation of the Pact will hinge on strong follow-up with required
reforms to support the objectives of the Pact. Most reform elements in the Pact rely on further
supporting reforms and/or underlying technical analysis needed to guide these reforms. Therefore,
the government's decisive action in designing and implementing concrete reforms in all areas, as
well as ensuring timely studies, will be critical.
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