P i = 12y
(24 (7"?,( r9

ECONOMIC BASIS FOR FY-1986 ESF SUPPORT

" CONCEPTS P!PER

USAID/DOMINICAN REPUBLIC

Octobar 3, 1985
Santo Domingo, D.N.

70



SUMMARY

TABLE OF CONTENTS

A, Introduction T et e e et es e et st an et eac0nateresens ceeoraa
B. Background ............. . . oo ceeeaes ceeesananse .o
1. The Nature of the Economic Crisis: Magrnitude and Causes .
2. The Stabilization Measuvres of January 1985 ceeresnseis
3. Debt Rescheduling in 1985 ...........cen..... Cenaans oo
a. Paris Clud t.uiieuiieveneennennnnonnnnnns teveesecanan
b. Commercial Bank Debt ,........ovvenvnn.. Ceveesesana
4, The Performance of the Dominican Economy cresenann Cesens
a. Production ......iiiiiiiiiii et
b. External Sector ..uuuiiviieeerirriirrneninennnnnnnn,
c. Prices ................ Sessecensan Ceie et Tenean
d. Exchange Rate ,.... Sheeittecatr ettt ne ceseeea .
e. Public Finances ........ovivevninnn.. et est et
£. Savings and Investment ........ Cestersaans ceceatannes
g. Monetary Policy .u.iivierirnnenrrnnennnennnn. cesaes .
h. Social Cost of the Econcmic Crisis ......... cersaaaa
C. Perspectives and Problems ........c..c.... Ceresssnacnee .
1. Scenario of the Dominican Economy to 1990 . . .
2, Developmental ConsStraints ....veeveveveeevenennn.. cieraee
a. Exchange Rate Practices ......... e renretenans coe
b.  Import Tariffs/CuStoms ...vveeeeeevoneeeevennnnnnn..
c. Industrial Incentives/Foreign Investment ........ e
d.  Export Restricts/Price Controls ...... cerees cee
e. Paragtatal Subsidies ......veiivvvnnnvenrnnnnnnnnn. .
£. Money and Credit ...... e s eesearaseransens teseneanna
2. Public Finance ....evevevivencennnennnn. teseenacns .
3. Political Constraints ............. cheean ceenns cevas
D. Mission Policy Dialogue Agenda and ESF Objectives ........... .

1.

Basic Gnals

(AT S0 o)

[« )}

10
10
12
12
14
15
16

18

18
30

31
31
31
33
33
35
35

36

37

38


http:SUMMA.RY

2. ESF Conditionality: Structure, Goals, and Benchmarks ...

a. Conditions Precedent/Specific Benchmarks .,..........
b. Covenants/Specific Renchmarks ....... Cesesrenennens .
c, PL-480 Ticle I Covenants ,..... cerenen Certereacsnne -
d.  Susmary Conclusion .......... PN Cereenan ceeenon
3. Transfer Modality and Local Currency Programming ........
a, ESF/PL-480 ........ Cecssssanssana Ceecsssanreaens ceeas
b. Local Currency Programming .....eeeeeeeeseceneonnnss
TABLES:
TABLE I Consumer Price IndeX ...veeeverecnsnconcecnness
TABLE II Minimum Wage and Purchasing Power .............
TABLE III GDP (1981-1990) tiiiiirernnennenernnanoveennnns
TABLE IV Exports by Principal Product Ceeeseresetnseaaas
TABLE V EXport Projections ...vveeeeesionannnnn Ceeveses
TABLE VI BOP (1981~1984) .. ..ivivierneernnnnnn cererenans
TABLE VII BOP (1985-1990) .....vvveirnvennnnnnn N .o
TABLE VIII Medium~ and Long-Term Loan Disbursements -......
TABLE IX Debt Amortizations (1985-1990) .......veveeuven
TABLE X Basic Imndicators (1981-1990) ......cevvveeence.
TABLE XI Illustrative Local Currency Allocation ........

ii

38

38
39
42
42

43

43
44

12
18
23
24
25
26
27
28
29
30
47



SUMMARY

This document presents thu economic basis for FY-1986 ESF support to the
Dominican Republic. ‘It summarizes tihe stabilization measures cof January 1985
and examines how the economy has reacted to these reforms.

Based on the initial adjustments taken this year and the apparently
strong demand for credits in snpport of export projects, a scenario is
constructed for the 1985 to 1990 period in which non—traditional exports grow
in absolute and relative importance, thus permitting the nation to enter the
next decade with a strong, efficlent export base. This export orieuntation is
considered fundamental to achieving economic recovery from the current
economic crisis, while moving the Dominican Republic toward broad-based,
self-sustajning growth and development.

This scenario implies a substantial medium—term cost in terms of slow
growth, monetary rescraint and further painful adjustments to achieve a market
oriented, export l=d strategy for growth and development. The role of USAID
and other USG programs will be of great importance in encouraging this
strategy. Development Assistance, ESF program, and PL-480 Title I can
alleviate tue suffering implicit in making structural changes.

ESF balance of payments (BOP) support will make a major contribution to
cutting current account deficits. This program is especially important in
FY-1986, in which a target amount of US$60 million is programmed in the
scenario. However, even with this support, other BOP assistance must be found
to sustain the scenario. From 1987 to 1990, annual amounts of US$50 million
are introduced in the simulation of the Dominican econonmy. Fulfillment of the
scenarin's objectives may permit phasing out ESF by 1990,

ESF is essential not only to the BOP assistance, but also through
jnvestments financed by counterpart local currency and through conditionality
designed to encourage the export led strategy. In FY-1986, continuation of
the past year and new year conditionality is recommended to eucourage private
gector investment through the credit creation, tax modifications, export
restricticn liberalizationm, agricultural pricing reforms and government land
access, and through support to she financial stabilization policy. Future
condj.tionality is recommended to prepare a basis for reorganizing public
enterprisec, simplifying onerous customs procedures, permitting a better
utilization of public lands, modifying the import substitution law and
encouraging private savings.



SUMMARY i1

stabilization program without being so contractionary as to prevent investment
needed for achieving recovery. The other implies encouragement of further
needed reforms, many of which mean painful ad justments, while no: provoking
widespread dissatisfaction and social disruption. This requires a timely and
careful programming of reforms which, whenever possible, should attempt to
ameliorate their most negative social impacts.

Next year, 1986, will be crucial for the Dominican Republic. National
elections are scheduled for May. The GODR's economic policies and the
country's economic Prospects will be the campaign's central theme. A
Successful political transition to a new government in August 1986 will
reinforce the country's steady progress toward Sustaining an open economy
based on a solid democracy. Failure of the electoral process, possibly
accompanied by political and civil Instability, clearly will worsen the
cutlook. Despite the serious problems the country faces, there exists now
genuine opportunity for the Dominican Republic to increase employment,
investment, productivity, and foreign exchange earnings. U.s. assistance
should help the country take advantage of that opportunity,
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ECONOMIC BASIS FOR FY-1986 ESF SUPPORT

A. Introduction

. This report presents the economic basis for the FY-1986 ESF PAAD. The
report briefly analyzes Dominican economic performance with emphasis on the
first half of 1985. Projections are then made of major macroeconomic
variables through 1990, with special attention to oproblems and impediments to
growth and development. Finally, the U.S. Mission program will support a
course of action which permits the lowering of the barriers which impede the
achievement of a healthy Dominican economy. These actions will be encouraged
by conditionality, some accompanying the ESF program and others associated
with PL-480 food assistance. This report stresses ESF conditionality. Local
currency generated by U.S. BOP assistance is singled out as playing an
lmportant role in stimulating economic recovery and developing diversified
export-led economic growth.

B. Background

1. The Nature of the Economic Crisis: Its Magnitude and Underlying
Causes .

As with most oil importing development economies, the Dominican
Republic has suffered a serlous long-term decline in its terms of trade as a
result of the 1973 and 1979 oil shocks and the steady decline in global
commodity prices, especially for sugar. Nevertheless, Dominican economic
problems have originated, in part, from policy decisions dating back to 1965,
Traditionally an agrarian society, the Dominican Republic only began to
develop domestic industrial capacity under the Balaguer administration, with
the 1968 enactment of the Industrial Incentives and Protection Law (Law 299),
which stimulated development of an Import Substitution Industry (ISI).

Between 1968 and 1974, the Dominican economy experieunced rapid
economic growth with an average annual GDP growth of 11%. High industrial
investment coincided with expanding world trade and high prices for
traditional agricultural exports. As more ISIs were estahlished, additijonal
white-collar jobs were created, a middle class began to emerge, and the demand
for middle-class consumer products increased, leading to more foreign
imports. Demand for foreign exchange increased more rapidly than traditional
exports (sugar and coffee) could supply, and the parallel exchange market
began to show a 10% premium for U.S. dollars.

The drastic increase of oil prices in 1974 further increased the
demand for foreign exchange. Fortunately, rising world sugar and coffee



prices, new gold exports, and a drawdown on foreign exchange reserves provided
sufficient foreign exchange to maintain a precarious external balance with an
average: 204 parallel market premium. EHowever, because of a relatively small
domestic market, opportunities for ISI investment began to decline. Reduced
industrial investment brought the average GDP growth rate down to 5%.
Throughout the period, however, external debts were low and the debt service
ratio did not exceed 11%. Public sector deficits rarely exceeded 0.5% of GDP,
and there were even some years of budget surpluses. Nevertheless, the economy
contained two basic weaknesses: agricultural output, under the burlen of
price controls, stagnated to less than 2% a year growth, and national
unemployment exceeded 20%, even with annual GDP growth of over 10%.

When oil prices doubled in 1979 and sugar prices dropped in 1981,
the Dominican economy went into a tail sgin. Externally, trade imbalances
became increasingly severe, and internally, .the country was unable to adjust
spending to income. Rising public spending was not supported by an adequate
revenue base. Public sector defircits mounted rapidly. A major contributing
factor to the government's fiscal deficit problem were the losses incurred by
public sector enterprises. Much of the deficit was financed with expensive
short—term external borrowing. By 1984, the country's external debt burden
reached $3 billion. Structural imbalances in the private sector
ilmport-substitution industries further inhibited export growth needed to
generate more foreign exchange. Price controls, inappropriate and unrealistic
exchange rates, import-substitution and anti-export trade policies, and other
structural inefficiencies also exacerbated the problem. As a result, by the
end of 1984, the parallel market exchange rate increased from a 20% premium to
200%, real GDP growth declined to less than 2%, and official inflation reached
more than 25%,

Since the initiation of the import substitution policies, the
policy environment in the Dominican Republic could be classified as one which
lmposed severe restrictions on the long term prospects for growth and
development. Scarce foreign exchange has been allocated to inefficient uses,
many of which are import substitution industries producing €or the local
market behind the walls of tariffs and restriction of outside competition.
Agricultural prices have been maintained attificially low, impeding local
production while encouraging consumption, and frequently requiring imports to
fill the deficit between consumption and domestic production. Electricity
production by the parastatal CDE was subsidized through cheap petroleum
lmports at the official exchange rate. The electric company had few
incentives to maintain a healthy financial performance, failing to enforce
normal collection procedures. Government subsidies and poor financial
performance also characterize other public sector enterprises. Tax procedures
present severe disincentives to increased production and iavestment by the
private sector. The tax system is highly complex, and the time~consuming
procedures needed to get imported inputs out of customs, for instance,
constitute an importart barrier against expanded production.



In August 1982, the new Jorge Blanco government proposed a
broad~based financial and economic reform program, and requested IMF support
through a three—year Extended Fund Facility (EFF) arrangement. In January
1983, this was formally approved by the IMF for an amount equivalent to SDR
371.25 million (about US$450 million at the time) for the three-year period,
1983~1985. The EFF program established targets or limits on net domestic
assets, domestic credit, international reserves, reduction of external payment
arrears, foreign loan disbursements and import payment transfers. On the
strength of this IMF agreement, negotiations were begun with foreign
commercial banks to reschedule up to US$600 million in short~ and medium~term
commercial credits. This was concluded in late 1983 with an agreement that
required a GODR down~payment of 5%, with amortization to be made in 17
quarterly installments starting January 1985,

The GODR met the performance criteria of the IMF-EFF agreement
through September 1983, but by the end of the year, it was substantially out
of compliance, due to excessive fiscal deficits. Subsequent EFF negotiationg
with the IMF for the second year program were not successful, and negotiations
were suspended in May 1984 and subsequently terminated in July. The principal
obstacle was the GODR's reluctance to carry out a schedule for completing
transfers of all import payments, including petroleum, to a parallel market
rate of exchange with an appropriate pass~through to consumers. The GODR
political. judgment was that continued rapid price increases rould incite
further violence like the rioting of April 1984, which resulted in more than
60 deaths. In subsequent discussions about a possible one~year Stand-By
Arrangement, the GODR agreed to proceed with the transfer of petroleum imports
to an appropriate intermediate exchange rate, but by then there was
disagreement on other GODR subsidy policies,

In August 1984, the GODR issued an Economic Policy Statement
outlining a set of Policy Reform and comprehensive adjustment measures through
1985. While not concluding any formal agreement, the IMF accepted chis
statement as "a transitional program ~eading into a comprehensive Stand-By
arrangement”, and negotiations were revived. The GODR moved petroleum imports
to ar intermediate exchange rate and raised petroleum product prices by an
average of 70%. With this change, most import transactions were to be made at
rates greater than the official parity. Exceptions remained, including public
debt, private debts registered prior to April 17, 1984, some basic foods and
medicine, and petroleum imports destined for use by the Dominican Electricity
Corporation (CDE). The GODR also announced its intention to unify the
exchange rate at "a realistic level by the end of 1985", and to take various
measures to reduce public sector deficits, limit money supply, and maintain
less than 10% a year inflation.



2. The Stabilization Measures of Jaauary 1985

The exchange rate was unified on January 23, 1985. After that
date, virtually all foreign exchange transactions have been at floating prices
determined by free market forces outside the direzt influence of the monetary

authorities.
Agreement its
included:

Subsequently, the GODR announced in the April 15 IMF Stand-By
intention to implement a series of complementary measures, which

In order to offset Central Bank operating losges ard to
compensate the public sector for the cost of the unification,
a temporary exchange tax of 36% on traditional exports and
some services and 5% on non-traditional exports (excluding
tourism) was initiated. The tax was not subject to
legislative approval. Its proceeds are depoeited in the
Central Bank in an account earmarked only for compensations to
CDE, Central Bank, and the central government.

The combined net credit of the Central Bank and the Banco de
Reservas to the public sector (estimated at RD$1,802 million
on December 31, 1984) cannot exceed RD$1,902 million on June
30, 1985, RD$1,852 milllon on September 30, 1985, and RD$1,802
on December 31, 1985. ' This implies a one-year freeze on the
full year credit expansion to the public sector.

The Central Bank would eliminate arrears consisting of unpaid
lettecrs of credit for which deposits of abou: RD$35 million
were received.

Net foreign assets of the Central Bank which were negative
US$335.9 milllon on December 31, 1984 would be no more than
negative US$300 million on June 30, 1985, and would not to
exceed negative US$279 million on September 30, 1985 and
negative US$227 on December 31, 1985. No new arrears on
external debt service are permitted in 1985.

Ceilings were placed on disbursements of non~concessional
external public and publicly guaranteed debt (excluding
restructuring and refinancing), calling for net repayments of
US$19.3 million during 1985 of debt having a maturity of one
year or less. The gross disbursements of non~concessional
debt maturing in less than one year cannot exceed US$90.7
million. Disbursements in 1985 are limited to US$198.5
million for this type of debt having maturities from one to
twelve years of which US$64.2 million is the ceiling on
disbursements for non~concessional debt maturing in one to
five years.



On the basis of the commitments, the GODR and the IMF were able to
successfully conclude negotiations for a one-year Stand-by agreement. On
February 28, 1985, a Letrer of Intent was signed between the two parties which
makes reference to the following:

== The net financing requirements of the public sector should
decrease from 7.5% of GDP in 1984 to 4.9% in 1985.

—= The budget presented to the Congress for 1985 contained tax
increases which were rejected.

== Public enterprises would cover their current costs and
gradually make an adequate return on investment.

- The electricity company would lower generation costs from
US$0.08 per KWH in 1984 to US$0.037 in 1987 by substituting
coal for oil in thermal electric generation and by using
hydropower. A monthly increase of 2% in rates for users of
more than 300 KWH is to be applied until the deficit is
eliminated. The increase in revenue from rate increases
should be RD$125 million in 1985 while the export taxes should
cover the remaining deficit of RD$225 million.

—— The government would intensify its efforts to lmprove the
operations of the Price Stabilization Institute (INESPRE),
reducing its deficit to RD$67 million in 1985.

-= Wage restraint would be maintained, however, some ad justments
will be made and certain subsidies on basic food items will be
maintained.

—— Nominal interest deposit rates would be set at between 9 1/2
to 18% per annum for financial institutions subject to
regulation.

The IMF Board of Directors subsequently approved the terms outlined
above for a one year Stand-by for SDR 78.5 commencing on April 15, 1985. Ir
April, the first of four tranches was approved and all the targets specified
for June 30, 1985 have been satisfied or exceeded, thereby permitting the
continuation of the Stand-by.

As the GODR began to intensify its structural ad justment efforts,
the Mission supported the GODR stabilization efforts by providing an FY-1984
Supplemental ESF contribution of $50 million, on December 26, 1984, on the
promise chat the GODR would unify the exchange rate and would uadertake
additional weasures, including: petroleum price; electricity rates; and CODR
budgetary ad justments, liberalization of interest rates, stabilization of
reserve deficits, and the issuvance of stabilization bonds. An additional
disbursement of the FY-1985 ESF contribution of $45 million took place in



April 1985, as the GODR met and exceeded the above conditions and were
undertaking negotiations for the Paris Club and commerciil debt rescheduling.

3. Debt Reschedulings in 1985

Subsequent to the IMF agreement, there were two important debt
reschedulings involving bilateral obligations at the Paris Club and commercial
bank debt. Both of these agreements resulted in chort-term relief of pressing
arrears and burdensome interest and principal pa-aents.

a. - Paris Club

At the Paris Club meetings, '.eld in May 20-21, 1985, overdue
principal and interest as well as payments .ue through April 1, 1986, were
rescheduled. The rescheduling applies to .ebt rontracted prior to June 30,
1984, and excludes nations to whom princi-.al and interest falling due in the
reorganization peri,d, including arrears are less than SDR 1 million. The
servicing of the cuvered debt divides i‘ into two groups, that which was in
arrears as of Decrmber 31, 1984, and t!at falling due from January 1, 1985
through April 1, 1986.

The terms of payment for the unpaid principal and interest as
of December 31, 1984 are as follows: :

13.5% to be paid on December 31, 1985 (US$ 23.3 million)
11.5%Z to be paiu on December 31, 1986 (US$ 19.8 wmillion)
18.75% to be pa‘d on December 31, 1987 (US$ 32,32 million)
18.75% to be pzid on December 31, 1988 (Us$ 32.32 million)
18.75% to be piid on December 31, 1989 (US$ 32.32 million)
18.75% to be waid on December 31, 1990 (US$ 32.32 million)

SUB~TOT AL US$172.4 million

Payments of principal and interest coming due from January 1,
1985 to April 30, 1986 will be paid as follows:

2.5% to be paid on June 30, 1986 (US$ 3.175 million)
2,5% to be paid on June 30, 1987 (US$ 3.175 million)
2,5% tc be paid on June 30, 1988 (US$ 3,175 million)
2.5% to be paid on June 30, 1989 (US$ 3.175 million)
9% <0 be paid on Feb. 15, 1991 (US$ 11.43 wmillion)
9% to be paid on Aug. 15, 1991 (US$ 11.43 million)
942 to be raid on Feb. 15, 1992 (US$ 11.43 million)
9% to be paid on Aug. 15, 1992 (US$ 11.43 wmillion)
9%  to be paid on Feb. 15, 1993 (US$ 11.43 million)
9. to be paid on Aug. 15, 1993 (US$ 11.43 million)
"®% to be paid on Feb. 15, 1994 (US$ 11.43 wmillion)
)%  to be paid on Aug. 15, 1994 (US$ 11.43 million)
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9% to be paid on Feb. 15, 1995 (US$ 11.43 million)
9% to be paid on Aug. 15, 1995 (Us$ 11.43 million)

SUB~TOTAL US$127.0 million
GRAND TOTAL US$299.4 million

The debt relief obtained by the Paris Club rescheduling is
estimated at approximately US$240 million in 1985 and US$60 million in 1986.

b. Commercial Bank Debt

In late 1983, based on the EFF agreement, the GODR negotiated
a repayment schedule of US$454 million of medium— and short-term debt to
commercial banks. However, a continuing shortage of foreign exchange forced
the GODR to seek a second renegotiation in 1985. Total commercial bank
arrears at the end of 1984 amounted to $79.9 million which was projected to
increase to $291.9 million at the end of 1985. Completion of negotiations
with an 87-bank consortium concluded June 21, 1985 an agreement in principle
to rescheduling of US$786.9 million, including debt service and amortization
through 1989,

The total rescheduled debt will now be paid in 13 years, with
a grace period of 4 years. Interest rate has been established as 3 months
U.S. dollar LIBOR plus 1 and 3/8%. The interest and amortization payment
schedule is as follows:

1, For 1984/1985 included debt: 2.0% and 4.0% for the years
1988 and 1989, and 11.75% thereafter.

2, For 1986 included debt: 2 and 4% for the first two years
starting 1989, and 13.42% thereafter.

3. For 1987 included dcbt: 2 and 4% for the years 1990 and
1991 respectively, and 15.65% thereafter.

4, For 1988 included debt: 2 and 4% for the years 1991 and
1992 respectively, and 18.8% thereafter.

5. For 1989 included debt: 2 and 4% for the years 1992 and
1993 respectively, and 23.5% thereafter.

Interest will be paid in quarterly installments commencing
three months following the first conversion date for debt converted under the
refinancing agreement. Estimated interest payments will be $32.1 million,
$52.0 willion, and $67.7 million for the years 1986, 1987, and 1988,
respectively.



Amortization will be in 41 consecutive quarterly installments
commencing January 1, 1988. Estimated payments will be $5.8 million, $6.8
million, and $18.5 million for the years 1988, 1989, and 1990, respectively.

Certain conditions set for refinancing include: (a) approval
by National Congress of the Agreement, (bh) 1985 IMF Stand~by agreement being
in effect and all drawings that could have been made under the said agreement
having been made, (c) all interest on included debt to be current, (d) all
letters of credit affected by the May 10, 1984 Monetary Board resolution have
been paid, and (e) no defaul:s under existing public sector loan agreements.

The stabilization/economic adjustment package consisting of
“he IMF Stand-by and the two debt reschedulings represents a major step
forward after fourteen months of difficult GODR actions, domestic uncertainty
and instability, and very tought negotiations. The GODR, the IMF, the
commercial bank, and the U.S. government worked together tc achieve this
result which averted a much wmore serlous financial crisis and laid the
foundation for che approach advocated in this paper.

4, The Performance of the Dominir.a Economy in 1985

Based on the June-August 1985 IMF review of Dominican economic _
performance, the GODR not only undertook the specific measures to which they
had agreed, but their overall performance exceeded all expectations of USAID,
the IMF, and the commercial banks. For example, net domestic assets declined,
fiscal revenues increased, expenditures decreased, the peso maintained its
value, the money supply remained generally constant, and commercial bank
credits to the public sector remained steady, but increased to the private
sector. As a result of the GODR's impressive performance, the IMF staff will
recommend disbursement of the third quarter tranche.

However, as may be expected, the overall economic performance of
the Dominican Republic reflects the contractionary impact of the financial
stabilization program. Although data are still incomplete, some indicators
show how the economy has responded to exchange rate unification and
complementary measures. This secticn examines briefly several of these
indicators.

a, Production

Production fell during the first half of 1985. For the first
six months of the year, the Central Bank estimated a change in GDP as -1,9%,
while during the same period of the previous year, GDP increased by about
0.8%. The principal sectors contributing to the fall in production during the
first six months of 1985 are: (1) agriculture/animal products, (2)
manufacturing, and (3) construction whose growth rates were estima-ed at,
respectively, ~4.5%, ~3.4%, and -8.5%. )

Crop production fell -4.4% due to drought. Especially
noteworthy is a —-16.0% loss in rice production following a -3% reduction in



the same period a year earlier. Rice also suffered from increased production
costs, credit restrictions, and delays in payments from INESPRE. Sugar cane,
constituting 30% of productioa within the agricultural tector, declined by
9.9%, due to the unfavorable world sugar prices and generally poor marketing
prospects. If sugar were excluded, agricultural production would have
registered a 1.8% reduction. Some sugar land nas been converted to other
crops and this trend is expected to continue.

Animal products component cegistered a decrease of 5.3%Z in the
first half of 1985. This 1is primarily due to poultry, milk, and egg
production which declined, respectively, by 3.27%, 18.7%, and 4.9%. Due to
price controls, these activities are no longer profitable, with producer
prices currently below production costs for both chickens and milk, Cattle
production increased by 5.4% as expectations continue of gaining entry to the
U.S. market. Swine production increased by 35% following 187% last year.

Manufacturing activities, which decreased by 3.1% in the first
Semester, were affected primarily by declines in the production of sugar
milis, rum, cement, milk, and soya oll. Paint production increased by 45.7%
mainly due to speculation of higher prices.

The fall in construction activity by 8.5% is consonant with a
stabilization policy of establishing realistic interest rates. It 1is
lnteresting to note that public construction appears to be greater in the
first half of 1985 than in the same period of 1984 due to the continuation of
public housing projects, social infrastructure, and the Duarte Highway
construction.

Electricity figures show increased consumption of 5.07 in the
first half of 1985 in relation to the same period a year earlier. This
apparent increment may be more closely connected to the meterling of
consumption by public institutions than an actual increase iu usage. Given
the magnitude of electricity price increases and the general performance of
the economy, a real increase ia electric consumption 1s quite unlikely,

For the whole year, official Central®Bank estimates project a
decrease in real GDP of about ~0.7%. In this paper a growth rate of 0% is
utilized, which is derived from the earlier Central Bank figures and updated
based on recent rains which the Mission believes will increase overall
agricultural production in 1985.

b. External Sector

During the first six months of 1985, foreign exchange receipts
for commodity exports have fallen by 18.1% (from US$509.2 million to US$417.2
million) relative to the same period of 1984, The overall decrease in oxport
revenues in the January to June period was expected, and the decrease of
US$92.0 million in export receipts is partially explained by a drop in raw
sugar sales of US$47.6 million. The poor performance of sugar is due to a 29%
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cut in U.S. quota and to lower prices. Other traditional exports,
particularly tobacco and gold, also showed general declines in export receipts.

For tha year 1985, exports are estimated at US$733 million, a
decrease of 11%Z from the preliminary figure of US$872.9 million for 1984,
This is considered a conservative estimation for 1985, and could be surpassed
if the export increases registered in April and May continue in the las: seven
months of the year.

Imports, on the other hand, decreased by only US$23.3 million
in the first six months of 1985. This is primarily due to lower petroleum
imports as a result of domestic price increases. The Institute for Price
Stabilization (INESPRE) has also reduced its food lmports. For the year 1985,
lmports are projected to decrease by about 4%.

Important debt reiief has been obtained in 1985, principally
through the Paris Club and commercial bank renegotiations follouing the
approval of a Stand~by agreemeat by the IMF. The ESF support has also been
very important. While there is relief for 1985 and the pressure on the
foreign exchange side has been alleviated somewhat for 1986, continued Paris
Club renegotiations may be necessary along with other forms of future debt
relief until exports show significant increases. The sooner exports increase,
the better will be the prospects for a normalizaticn of the external sector
and, in turn, for reassuming a path of growth and development.

c. Prices

As can be seen by examining Table I, the consumer price index
has shown strong increases in 1984 and the first six months of 1985. During
1985, strong price rises accompanied the unification of the exchange rste and
the adjustment of prices for goods and services. After the initial impact of
the w«asures, the rate of increase declined sharply in March and April, but
increased again during the months of May and June based on expectations of
crop reduction due to drought. Now that the drought is over, the CPI is
expected to continue at the rate observed in March and April (about a 1.35%
moathly increase) for the rest of 1985. The December 1985 CPI would be at
310.21, representing a point to point (December 1984 to December 1985)
inflation rate of 26.9%. 1If the rate is calculated by the more commonly used
twelve month averages for 1984 and 1985, the 1985 CPI would be 287.74%, giving
an inflation rate of 36.8%. '



TABLE I

Consumer Price Index in the Dominican Republic

11

(BASE: 1976 -~ 1977 = 100)
Inflation (%)

Year/Month CPI Annual Monthly
1978 107.11 7.11
1979 116.93 9.17
1980 136.53 16.76
1981 146,81 7.53
1982 158,02 7.64
1983 168.97 6.93
1984 210.27 24,45
December 1983 173.53
January 1984 179.51 3.45
Februvary 1934 187.19 4,28
March 1984 185.75 ~0.77
April 1984 189.84 2,20
May 1984 197.68 4,13
June 1984 206,97 4,70
July 1984 211.55 2,21
August 1984 215.45 1.84
September 1984 224,61 4,25
October 1984 238.12 6.01
November 1984 242,08 1.66
December 1984 244,47 0.99
January 1985 259,21 6.03
February 1985 271.30 4,66
March 1985 274,58 1.21
April 1985 278.67 1.49
May 1985 286.06 2.65
June 1985 293,04 2.44

SOURCE:

Central Bank of the Dominican Republic.
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d. Exchange Rate

An official exchange rate of RD$1 = US$1 prevailed for many
years, but throughout the decade of the 1970s there existed a parallel market
in which a premium of 10% to 30% was paid for the dollar. With growing
balance of payments deficits in the 1980s, the peso came under increasing
pressure to devalue. In 1980, the premium remained near 25% but increased to
33% by January 1982, and reached 50% in October 1982. The buying rate for the
dollar was over RD$2 throughout 1984, occasionally reaching and surpassing
RD$3. In early 1985, all transactions were transferred to a freely operating
market where the purchasing price for the dollar initially was about RD$3.30
in the first quarter of the year. Toward the middle of 1985, the exchange
rate dropped slightly below RD$3 = US$1, reflecting several factors:

~~  Renewed optimism due to the success of the stabilization
policles (all the T™F June 1985 targets were met or
exceeded), and signs that the economic recession may have
passed its lowest point.

~— Capital inflows which may represent the return of funds
which previously left the economy. These are
hypothesized to come from Dominicans abroad, who are
investing in the country with the aim of eventually
returning.

—  Lower petroleum prices and prospects of continued
decreases,

-~ Successful rescheduling of the bilateral debt in the
Paris Club in May 1985 and the commercial bank debt in
June 1985.

While the above factors do not coustitute firm evidence that
the economic recession has bottomed out (and many severe problems remain), the
fall in the price of dollar relative to the peso does reaffirm a guarded
optimism that stabilization measures are succeeding, thus reducing inflation
and permitting an expansion of diversified export-led growth by non~
traditional prodvcts. Although much remains to be done, the initial signs are
encouraging for the establishment of an overall frzmework for economic growth
and recovery.

e. Public Finances

During the first semester of 1985, the net centcal government
surplus was RD$35.9 million (current revenues were RD$792.8 million and
current expenses were RD$756.9 million), compared to a deficit of RD$41.3
million during the same six month period a year earlier when current revenues
were RD$504.5 million and expenses RD$545.8 million. The increase in incomes
is principally due to increments in revenues on foreign trade, higher direct
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taxes and increased collection from indirect taxes, while increased expenses
reflected, among other payments, higher wages and salaries by RD$24.0 million
(due to the increased minimum salary and 2,775 more central government
employees), additional payments for non—~personal services of RD$30.6 million
(a large part is for electricity payments), RD$172.7 million for transfers to
public sector institutions (principally subsidies to INESPRE, CDE, and Molinos
Dominicanos), and RD$27.2 million more for interest payments on the foreign
debt.

The Jorge Blanco government has come under increasing pressure
to raise the wages and salaries of the public sector workforce. Although the
President consented, this was conditioned upon the legislative branch raising
revenues sufficient to cover the increases without deficit financing. The
Congress refused to pass the necessary revenue package, and the President
finally consented to a wage increase for the rest of 1985 (announced on July
8, 1985) to be financed from deposits of the State Mining Company, Rosario
Dominicana, in 1985. The continuation of the higher wages in subsequent years
was again conditioned upon financing through increased revenues.

Probably the most onerous drain on the public sector is the
deficit sustained by the public enterprises. The current deficit of the three
-major public enterprises (Dominican Electricity Corporation—CDE, Price
Stabilization Institute~—INESPRE, and State Sugar Company—~CEA) could exceed
RD$300 million in 1985. If the capital spending is included, the overall
deficit will exceed RD$700 millionm, requiring substantial subsidies. The
overall deficit 1s expected to be covered through transfers of about RD$750
million from the central government, of which RD$712 million is expected to be
covered by the temporary export surcharge.

Of the public enterprises, perhaps the one with the greatest
problems is the CDE. It was traditionally subsidized through its access to
petroleum imports at the official exchange rates plus transfers from the
central government. With the unificatjon of the exchange rate on January 23,
1985, tariffs were raised by approximately 50% and are projected to increase
by 2% monthly for users of more than 300 KWH until the deficits are
eliminated. In the meantime, CDE will receive 33.5% of the temporzry export
tax to cover its deficit. Between January and June 1985, this amounted to
RD$117.3 million.

It is important to note that CDE's problems run much deeper
than simply the sale of cheap electricity. Historically, its collection
procedur.s have been deficient and it has been discouraged from seeking more
efficient operations and cheaper sources of fuel by the assurance of ample
subsidies. In reference to collections, the difference between electricity
generated and billed has varied from ?1% to 27% during the decade of the
1970s. 1In the 1980s, this deteriorateda to 28.7% in 1981, to 33.7% in 1982, to
37.5% in 1983, and was 31.0% in 1984. Although normal transmission losses
might be expected to be about 15% in the Dominican Republic (compared to about
10% in the U.S.), the rest of the loss is largely related to unbilled
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consumption. This has been due to €ailures to bill some users (principally
from the public sector) and outright fraud for many residences, and commercial
and industrial establishments, which avoid the metering of part or all of
their consumption. During 1984 and the first part of 1985, the public sector
was required to pay for its electricity (although not necessarily on time) and
measures were taken to combat residential, industrial, and commercial fraud.
Although these results are reflected in the decline in unbilled electricity,
much remains to be done.

A related problem concerns delinquent accounts. Many users
pay late or not at all. In 1984, some 11.4% of the electricity billed was not
paid. This percentage increased to 20.0% during the first five months of
1985, but this increase may be due to later payments of the sharply increased
rates in effect this year. In combining losses with unpaid bills, only 57% of
distributed electricity was covered by payments during January to May 1985, as
compared to 59% during the same period in 1984. The collection procedures
appear to be improving gradually. USAID is currently providing assistance to
CDE and proposes to step up this support. CDE is also giving increased
attention to coal and the D.R.'s hydro-~electr’c possibilities, and recently
announced to the IMF that it expects to cut generating costs in half by 1987,
Although this may be a very optimistic goal, its pursuit is worthwhile.

The Institute for Price Stabilization (INFSPRE) has also
required exteusive subsidies, both through direct budgetary support and
through imports at subsidized exchange rates. As may be expected, INESPRE has
contributed to low agricultural production since it 1ig basically a
monopsonistic buyer of certain crops. At the same time, there is a larger
demand for some subsidized grains than is supplied by local producers. This
has often forced imports, sometimes at world market prices implicitly
subsidized by "official” exchange rates and, at other times, by PL-480
assistance. Net subsidies to INESPRE in 1985 are projected at RD$35 million
in 1985.

The State Sugar Corporation (CEA) has required an RD$68.2
million transfer in 1985, and has undertaken an advance sale of a portion of
next year's crop, receiving another RD$42.5 million. Thus, CEA's general
deficit is being financed through the roll-over of current capital, overall
domestic price increases, advance sales, and transfer payments.

' The Corporation of State Enterprises (CORDE) projects a small
1985 surplus; however, the per‘ormance of various companies within the CORDE
is extremely unbalanced. 1In athieving an overall surplus, the relatively more
efficient companies, such as thLe tobacco companies, must subsidize the more
inefficient, such as the cement company.

£. Savings and Investment

There is little concrete information concerning the
performance of savings and investment during the first part of 1985, Public
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investment could increase strongly if investments in the pipeline for external
financing are undertaken. On June 30, 1984, undisbursed, but contracted,
external debt reached US$738 million, up by 16% from the US$635 million figure
of a year earlier. However, an increased utilization of these funds would
necessitate a more receptive attitude by Congress to approve additional
external financing. Such an attitude appears unlikely 28 Congress has refused
to ratify several {important credits.

On the private side, there appears to be ample interest in
expanding investments. The unification of the exchange rate makes investments
in export industries look especlally attractive. Nevertheless, domestic
credit is severely restricted due to the stablilization measures. This
widespread problem applies to both credit to support working capital as well
as financing for investment projects.

The liberalization of interest rates early in 1985 has
contributed to a better balance between savings deposits and loans; the
maximum interest payable to savers of 18%, while still negative when compared
to short-term inflation, provides a better incentive to save. Since the
projected average inflation rate for the second half of 1985 is 1.35% per
month, the annual rate of inflation beginning on July 1, 1985 would be 17.4%,
converting a nominal interest rate of 18% to a real rate of 0.6%, a small but
positive rate. The going loan rate of 24% ~ 26% is sufficiently high to
discourage low return investmencs.

In addition to the formal financing ianstitutions, there are
numerous small financial intermediaries which capture savings and make lcans
at much higher interest rates. The fact that these institutions are engaged
1n extremely short~term, high risk money lending activities is evidence that
the 24%~267% nominal rate is sufficient for longer term capital investment.

2. Monetary Policy

In the past, monmetary policy in the Dominican Republic has
been erratic, varying from expansionary to extremely tight. Periods of tight
money often accompanied attempts to obtain support from the IMF or to remain
in compliance with IMF~supported programs. Since January 1985, monetary
policy could be characterized as extremely tight. This is principally due to
the restriction on the expansion of net domestic assets by the Central Bank.
These must show no increase over the 12 months of 1985, However, this
restriction does not prevent the purchase of foreign currency needed to meet
external obligations. While the purchase of foreign exchange would not, in
itself, violate the Stand-by agreement, it would have undesirable inflationary
consequences if accompanied by expansion of the money supply. Central Bank
authorities shuw considerable concern about the possilility of having to
purchase large amounts of foreign exchange in the open market to pay
obligations coming due at the end of 1985. These purchases could drive up the
exchange rate, thus contracting imports and, in turn, production. Offsetting
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factors could be the coantiaued inflow of what appear to be strong capital
flows from abroad and a drop in oil prices.

h, Social Cost of the Economic Crisis

Although there 1s no one indicator of the suffering associated
with an economic crisis of the magnitude faced by the Dominican Republic, an
idea of its impact on lower income people may be seen by comparing the minimunm
wage with the consumer price index. Of course, this indicator does not take
into consideration the effects of the crisis on those who are not subject to
minimum wage legislation, in particular the unemployed, underemployed, and
employed in what has come to be known as the informal sector. The national
CPI :.as used as a deflator of the minimum wage even though it would have been
better to use the CPI adjusted for low income earners. The adjusted CPI would
have yielded slightly higher increments in living costs for the lowest income
groups and, therefore, would also show a more marked deterioration in the
purchasing power of the minimum wage.

In Table II, it can be seen that the purchasing power of the
minimum wage has demonstrated a decline from the base years of 1976/1977 to
1985. The largest drops correspond to the 1980s, especially in 1982 and
1983. While a minimum wage increase in 1984 lmproved purchasing power in that
year relative to the year before, the country is projected to lose additional
purchasing power in 1985. The latter projection takes into consideration the
assumption of a RD$250 minimum monthly wage from July to December 1985, and
the continuation of the observed inflatior rates in March and April for the
rest of the year.

Fven though the estimates contained in Table II are subject to
large errors, a ecline in the purchasing power by low income earners of
anywhere near 20% is indeed a serious matter. This figure 1s indicative not
only of suffering but also of a social situation which could be disruptive
unless the introduction of new stabilization measures is carefully planned to
avoid an undue burden on low income groups. While the low purchasing power
resulting from the impacts of the measures taken in January 1985 appears to
have been alleviated by the wage increase of July (see footnote 5, Table II),
an increase in the projected rat= of inflation could easily lower the
purchasing power again.

Unemployment is also a serious problem with open unemployment
naving been estimated at 24.8% in November 1984. This is the tighest
percentage registered since 1969, when it reached 27.7%. In 1983, open
unemployment was estimated at 21.7% of the labor force. Of an increase in the
labor force of 87,000 persons in 1984, the National Survey of Family Incomes
and Expenditures estimates that only 7,600 found full time work.
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TABLE I1

DOMINICAN REPUBLIC: The Minimum Wage in the National District
and Its Purchasing Power, 1976 to 1985

Minimum Index (Minimun
Year Wage 1/ Index ~ CPI Wage/CPI) 2/
1976/1977 RD$ 95 100.0 100 100
1978 RD$ 95 100.0 107.11 93.4
1979 RD$115 121.1 116.93 103.5
1980 RD$125 131.6 136.53 96. 4
1981 RD$125 131.6 146,81 89.6
1982 RD$125 131.6 158,02 83.3
1983 RD$125 131.6 168.97 77.9
1984 RD$158 166.3 210.27 79.1
1985 RD$212 3/ 223,2 287.74 4/ 77.6 5/
l/ Weighted in years of new minimum wage laws.
2/ 1976/1977 = 100.
2/ Assumed to remain at RD$250 during the last half of 1985,
4/ Assumes the inflation rate during the months of May to December follows
the average of the March/April rates.
3/ At a minimum wage of RD$175 and CPI of 275.40 during the first half of

1985, the index would be 64.9, rising to 87.7 during the last half of
the year as the minimum wage is assumed to be RD$250 and the CPI 300.10.
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c. Perspectives and Prublems

1. Scenario of the Dominican Eccuomy to 1990

In order to provide an approximation of how the USAID/DR program
may contrjibute to an improvement in the economic performance of the Dominican
Republic, this section offers a scenario of a possible recovery from the
economic crisis. The scenario was developed by the U.S. Mission and AID/W
consultants in consultation with the Central Bank of the Dcminican Republic
and the International Monetary Fund (IMF). Most of the results are from
tentative IMF staff estimates with Mission modifications consisting of:

~~ A lower estimate of imports and GDP growth for 1985, with the
latter forecast being revised downward to 0%. 3/

~~ Changes in the amount of ESF sugport which, in turn, affects
transfers in the current accounts of the balance of payuments.
Other modifications are also made in USG projected assistance.

—  Some minor changes in selected items im the current and
capital accounts, as well as in the form of financing the
overall balance of payments deficit,

Keeping in mind the tentative nature of the scenario, it affords an
idea concerning what may be required to achieve economic recovery. The
scenario makes explicit assumptions concerning the necessary performance of
major macro—economic variables to attain an improvement. Even then, certain
major problems remain, especially in the external sector and more specifically
with the need to find additional external financing or to give an even greater
stimulus to exports than that outlined in the scenario.

The most important assumptions embodied in the scenario presented
in Tables IITI to X for the years 1985 to 1990 are (all these assumptions
affect the general macroeconomic simulation of Table VIiI):

~— Real GDP will grow modestly during the rest of this decade.
It will remain stagnant in 1985, and then increase by 2.0% to
2.5% annually during 1986/1990. This is a result of the
adjustments needed to pass from an inefficient import
substitution orientation to an export led economy. Upon this
basis, much higher growth rates are expected in the next
decade (see Table IIIL).

a/ The latest Central Bank economic report based on January-June 1985 data
estimates GDP growth at -0.7%, primarily due to the drought during
May-July. However, heavy rains in August and September ameliorated this
situation somewhat, and USAID maintains no GDP growth for 1985,
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Exports are expected to increase by an annual average growth
rate of 4.47%Z from 1985 to 1990 with non~traditional exports
growing by 17.0%Z yearly (see Table V). Due to poor price
prospects and generally unfavorable marketing conditions,
traditional exports will lag far behind the non—traditional
commodities. Exchange receipts for traditional agricultural
exports will only increase by an average of 4.9% annually from
very depressed levels, reflecting only slight improvements of
generally low prices. Major mineral exports are expected to
suffer declines in their yearly average foreign exchange
revenues of 7.9% over the 1985 to 1990 period. No bauxite
sales are projected, and gold alloy exports are expected to
disappear. 1If current studies show that expanded gold mining
operations are commercially viable, this could greatly affecc
the export earnings of the mineral sector; at present, this
looks doubtful due to the $300 million capital investment ind
even more so when reserves of the State Mining Company we'e
used to pay for a wage increase of public employees, thus
reducing the possibility of cbtaining counterpart funds for
new investments.

Under these circumstances, non~traditional exports are
projected to increase their participation in total exort
sales from 14.7% in 1985 to 26.0% in 1990. It is imrortant to
ncten that, for purposes of the scenario, non—traditional
exports are defined as those which exclude the agri:ultural
and mineral exports listed in the first two commodity groups
of Tables IV and V. This definition is somewhat different
than that utilized by CEDOPEX, which includes certain
processed agricultural products and minerals as
"non~traditional” exports. These are considernd as
“traditional” in the scenario.

Imports are expected to remain depressed due to measures being
taken to improve the balance of payments. Table VI shows that
they declined, expressed at origin (FOB) as opposed to border
(CIF) prices, from US$1,451.7 million in 1981 to US$1,255.0
million in 1984, which represents a fall in relation to GDP
(using 1985 prices and an exchange rate of RD$3 = US$1) of
31.67% 1in 1981 to 25.1% in 1984 (see Table X). In subsequent
years. it is assumed that debt service rescheduling and a
gradual recuperation of exports will permit imports to rise
from a low point in 1985 of US$1,190 million (see Table VII)
or 21.3% of GDP (Table X) to US$1,556 million in 1990 which
represeunts 28.2% of GDP,

ESF support 1s projected at US$60 million in 1986 and US$50
aillion annually from 1987 through 1990. As can be seen in
Table VII, this is an important contribution to the balance of
payments,
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=~ An increase in the export of overall services, primarily of
tourism, by an average of 6.8% per year over the 1985 to 1990
period (see Table VII). As is well known, increased revenues
from tourism depend closely on the maintenance of political
stability. This is assumed in the current scenario.

~=  Disbursements of medium~ and long~term credits as shown in
Table VIII. This table projects AID (non~ESF funded
assistance since ESF funds are shown as grants in the current
account) and PL~480 loans. The San José petroleum credits are
assumed to continue to 1986.

~—~ Amortizations of medium~ and long~term credits are shown in
Table IX, New borrowings do not have a great impact on
amortizations since most are assumed to be accompanied by
grace pexlods,

~— The Central Bank is assumed to increase its gross reserves by
US$100 million per year from 1987 to 1990, permitting a
sounder financial position and a potential cushion against an
unforeseen problem.

~—  IMF repurchases constitute an important drain from 1987 to
1990. Since all are "below the line", they are not depicted
as capltal flows.

~— The effects of the Paris Club and commercial debt celief are
shown in the next to last line. The relief becomes negative
in 1958 due to new interest and repayments of capital. This
net impact will even be more aegative in the next decade, as
amortization payments to commercial banks become greater.

Even with the debt relief of 1985, there are financing gaps in
every year from 1985 to 1990, except 1987. The Central Bank has expressed its
hope of receiving all of FY-1986 ESF support in November 1985, thus partially
alleviating the US$67 million gap this year (but aggravating next year's
problems). Another possibility of filling the gap may be through a
continuation of large capital inflows by a return of funds which previously
left the country.

The gaps from 1986 to 1990 can be covered by another Paris
Club rescheduling in 1986 and possibly in other years, new credits, lower
reserve accumulations from 1987 to 1990, aud possibly by lower imports. The
scenario poses a danger in that debt service will continue to be heavy through
the next decade, especially to the commercial banks.

Key to the success of the scenario is the increase in
non—traditional exports and service earnings from tourism development and free
trade zone expansion. They must continue to grow into the next decade at high



21

rates. If this does not occur, the external sector will show serious
disequilibria, which will affect gravily the natioun's productive abilities.

The scenario makes a fundamental assumption regarding USG
assistance—that 1is, any decrease in this assistance, not compensated by other
means, could have very serious consequences for the Dominican economy, as this
support permits needed imports during the transition period. Not only is the
magnitude of this assistance important, but the ability of US-sponsored
programs to increase exports 1s cruclal to the nation's recovery as presented
in the scenario. Since it is gemerally expected that traditional exports will
not show important gains, non-traditional exports are considered the wa jor
hope of generating growth in the rest of this decade and in the 1990s.
Specific support to non~traditional exports is embodied in the Mission's
private sector investment/export development program and its agricultural
diversification program.

The FY-1986 ESF support, estimated at US$60 millior, is

considered crucial since, without it, the financing gap would be projected at
US$145 million, an amount which would be difficult to finance withcut reducing

lmports to a level which might endanger the recovery plan. Tt is belleved
that the residual US$85 milljon gap could be finauced through additiomal Paris
Club relief, complemented by new credits. The GODR will be under severe
balance of payments pressure in 1986,

If the export led strategy is successful, ESF support could be
decreased and phased out in the early 1990s. A more rapld transition than
presented in this scenario would permit the phasing out to begin toward the
end of the 1980s, but this is not comnsidered likely.
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TABLE III

DOMINICAN REPUBLIC: Gross Domestic Product
1981 to 1990
(In RD$ Millions)

Current Constant Rate of Growth
Year Prices Prices (1970) Nominal Real
1981 7,210,2 3,019.8 8.7 4,0
1982 7,917.5 3,070.9 9.8 1.7
1983 8,772.6 3,192.5 10.8 3.9
1984 10,965.8 3,211.5 25.0 0.6
1985 15,000.0 3,211,5 36.8 0.0
1986 16,500.0 3,280.0 10.1 2.0
1987 18,300.,0 3,350.0 10.9 2.4
1988 20,100.0 3,420.0 9.9 2.1
1989 22,000.0 3,500.0 9.5 2.3
1990 24,100.0 3,590.0 9.3 2.5

SQURCE: GDP figures for 1981/1984 and growth rates for 1986/1990 are from
the Central Bank of the Dominican Republic.
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DOMINICAN REPUBLIC: Exports by Principal Products
1980 to 1984
(In US$ Millions)
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1980 1981 1982 1983 1984
Traditional Agric. Exports 498.9 753.6 487.2 460,3 525.9
Raw Sugar (290.2) (513.2) (265.5) (263.5) (275.5)
Refined Sugar & By—Products (40.5) (47.2) (43.1) (35.4) (48.1)
Unprocessed Coffee (51.8) (62.2) (90.6) (76.3) (95.1)
Processed Coffee (25.0) (13.6) (5.0) (0.1) ~
Raw Cocoa . (51.1) (44.8) (52.9) (55.5) (70.1)
Processed Cocoa (4.7) (5.3) (6.1) (5.4) (6.7)
Tobacco Leaf (34.8) (65.6) (21.4) (21.8) (24.2)
Tobacco Prodggts (0.8) (1.7) (2.6) (2.2) (6.2)
Ma jor Mineral Products 379.4 334.1 193.0 248.,0 240.3
Bauxite (18.5) (15.7) (5.2) ~ -
Ferronickel (101.3) (110.5) (24,2) (83.5) (108.5)
Gold Alloy (225.5) (186.4) (146.6) (149.5) (122.1)
Silver Alloy (34.0) (21.5) (17.0) (15.0) (9.7)
Other Exports (Non~Traditional) 83.7 100.3 87.3 76.9 105.5
TOTAL 1,188.0 767.5 785.2 871.7

Sos==

961.9

—=

=|=S=Samsoammo

SOURCE:

Central Bank of the Dominican Republic.
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TABLE V

Projections of Exports

by Principal Products, 1985 to 1990
(In US$ Millions)
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1985 1986 1987 1988 1989 1990
Traditional Agric. Exports  454,2 476.2 503.9 528.3 552.0 576.0
Raw Sugar (185.3) (193.5) (195.2) (196.1) (197.6) (199.7)
Refined Sugar &

By-Products (66.3) (72.9) (80.2) (88.2) (97.1) ""16.8)
Unprocessed Coffee (86.9) (92.7) (95.5) (101.4) (104.4) W1r7.6)
Processed Coffee (0.1) (0.1) (0.1) (0.1) (0.2) (0.2)
Raw Cocoa (64.6) (60.2) (67.8) (71.8) (76.0) (78.3)
Processed Cocoa (8.8) (12.0) (12.5) (13.0) (13.5) (14.0)
Tobacco Leaf (31.8) (32.8) (40,6) (45.2) (50.2) (55.4)
Tobacco Products (10.4) (12.0) (12.0) (12.5) (13.0) (14.0)

Major Mineral Products 214.1 222.0 225,7 229.6 136.2 142,2
Bauxite - - - - - -
Ferronickel (108.2) r112.6) (117.9) (123.4) (129.2) (135.2)
Gold Alloy (99.4) (102.4) (100.8) (99.2) -~ -
Silver Alloy (6.5) (7.0) (7.0) (7.0) (7.0) (7.0)

Other Exports
{Nou-Traditional) 115.0 134.6 157.4 184,2 215.5 252.1
TOTAL 783.2 832,7 386.9 942.2 903.7 970.2

SOURCE: Central Bank of the Dominican Republic and IMF.
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TABLE VI

DOMINICAN REPURBLIC: Balance of Payments
1981 to 1984
(In US$ Millions)

1981 1982 1983 1984

Current Account : ~405.9 ~442,0 ~421.1 ~219,2
Trade Balance (Goods) ~263.7 ~489.,7 ~497.0 ~-380.7

Exports, FOB (1188.0) (767.6) (785.2) (872.0)

Imports, FOB (-1451.7) (~-1257.3) (-1282.2) (-1252.7)
Services (Net) -335.2 -157.3 -139.1 -105.5

Interest Component (~304.9) (~285.5) (~-304.0) (~269.0)
Transfers (Net) 193.0 205.0 215.0 267.0
Capital Account 296,3 85.7 68.4 39.0
Direct Investment 79.7 ~1.4 22.0 68.0
Disbursements (Medium~/Long~Term) 320.2 355.8 248.7 324,0
Amortizations ~-156.6 -205.3 ~224.,6 ~290.0
Other 1/ 63.0 . —63.4 22,3 -13.0
Financing 109.6 356.3 352.7 130.2
Change in Central Bank Assets 2/ ~-8.3 111.1 ~31.9 -92.0
Change in Central Bank Liabilities3/ 117.9 245,2 90.1

Use of IMF Credit (-25.5) (48.6) (174.6)

Arrears (166.8) (119.9) (—67.4)

Other Liabilities (—23.4) (76.7) (-17.1)
Arrears Qutside Central Bank -~ ~ 142.6 220.2
Debt Relief ~ ~ 151.9 -~

Financing Gap - - - ~

SOURCE: Central Bank of the Dominican Republic.

l/ Includes SDR allocatior in 1981, short~term public and private capital
(net), gold revaluation and monetization, and errors and omissions (net)
through 1984,

Increase (=).

Decrease (-).

S~
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TABLE VII
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Balance of Payments Projections
1985 to 1990 1/
(In US$ Millions)

1985 5/ 1986 5/ 1987 1988 1989 1990
Current Account - 107 - 34 - 20 - 5 - . 86 - 80
Trade Balance (Goods) - 407 - 419 - 436 - 455 - 571 - 586
Exports, FOB ( 783) ( 833) ( 887) ( 942) ( 904) ( 970)
Imports, FOB (-1190) (-1252) (~1323) (-1397) (~1475) (-1556)
Services (Net) - 40 58 87 109 130 137
0f which Exports ( 560) ( 648) ( 690} ( 735 ( 783) ( 833)
0f which Interest (= 255) (- 239) (- 233) (= 237) (- 250) (~ 272)
Transfers (llet) 340 327 329 341 355 369
ESF Component ( 85 ( 60) ¢ 50) ( 50 ( 50) ( 50
Capital Account - 117 - 75 39 110 220 283
Direct Investment ( 42y ( 50) ( 60) ( 65) ( 70) ( 75)
Disbursements(Medium/Long=Term) ( 264) ( 258) ( 312) ( 324) ( 330) ( 352)
Amortizations (- 423) (- 383) (- 333) (- 279) (- 180) (~ 144)
Overall Balance - 224 - 109 19 105 134 203
Net Change Central Bank Assets 2/- 67 - 20 - 100 3/ - 100 3/ - 100 3/ - 100 :
IMF Resources (  29) (- 22) (- 49) (- 44) (- 64) (- 18)
0f which Purchases ( 61) ( 17)
0f which Repurchases (- 32) (- 39) (- 49) (- 44) (- 64) (= 48)
Arrears !{-Reduction) - 108 - 100
Financing Gap Before Debt Relief 4/ -399 - 229 - 381 5 34 103
Net Impact of 1985 Debt Relief 308 144 93 - 53 - 62 - 120
Financing Gap After Debt Relief 4/ - 91 - 85 12 - 48 - 28 - 17
SOURCE: Central Bank of the Dominican Republic, IMF, and AID.

1/ 1Includes estimations of debt relief in 1985.

2/ 1Increase (-).

3/ Assumes increase in gross reserves of US$100 million per annum.

4/ Surplus (+).

5/ These figures are based on the Mission estimates of BOP, reported in Santo Domingo
10884, and therefore differ siightly from the Central Bank BOP data.
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TABLE VIII

DOMINICAN REPUBLIC: Disbursements of Medium—
and Long~Term Loans, 1986 to 1990
(In US$ Millions)

1985 1986 1987 1988 1989 1990
Bilateral 126.0 132.1 96.5 98.0 99,5 101.1
U.S.
DA Loans 10.0 27.0 35.0 35.0 35.0 35,0
PL~480 38.0 30.0 30.0 30.0 30.0 30.0
San José
México 27.0 20.1
Venezuela 26.0 29.9
Other 30.0 27.1 31.5 33.0 34,5 36.1
Multilateral 93.0 100.6 192.0 203.0 209.0 214.0
IDB 75.0 60.0 145.0 150.0 150.0 150.0
IBRD 15.0 34,0 40.0 45.0 50.0 55.0
FAO 3.0 6.6 7.0 8.0 9.0 9.0
Suppliers' Credits 40.0 23.0 23.0 23.0 22.0 37.0
TOTAL 264.0 257.7 311.5 324.0 330.5 352.1

SOURCE: MMF (preliminary figures) and AID projections.
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TABLE I1X

DOMINICAN REPUBLIC: Amortizations of Medium~
and Long-Term Debt, 1985 to 1990 1/
(In US$ Millions)

1985 1986 1987 1988 1989 1990
Bilateral 160 147 120 78 63 53
Commercial Banks 212 181 151 127 36 4
Multilateral 23 28 29 37 40 46
Other 28 14 10 10 9 9
Amortization New Borrowings O 13 23 27 32 32

TOTAL 423 383 333 279 180 144

SOURCE: IMF (preliminary figures)

1/ Before debt velief in 1985,



TABLE X

DOMINICAN REPUBLIC: Basic Indicators

of the Scenario
1981 to 1990

(Percentages)

Debt Service Imports
Year Exports GDP
1981 31.6
1982 26.2
1983 25.8
1984 25.1
1985 34,3 21.8
1986 39.0 23.7
1987 30.0 24.6
1988 33.9 25.9
1989 29,2 27.0
1990 29.7 28.2

29
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2, Developmental Constraints

This section of the paper discusses development constraints in
seven broad policy areas. For each policy area, principal constraints are
described, together with a summary of actions recently taken. UNeeded actions
that remain to be taken are analyzed, and priorities for inclusion in AID's
policy dialogue agenda are identified.

a. Exchange Rate Yractices

Since exchange rate unification during January 1985, the main
remaining multiple exchange rate practices are exchange taxes of 36% on
traditional exports and soume services, 5% on non—-traditional exports, and a
tax of 18% plus surtax of 2% on repatriatiom of earnings from foreign
investments. The somewhac arbitrary imposition of these exchange rate taxes
creates uncertainity iz the business community, contributes to a lack of
confidence in equitable government administracion, creates economic
distortions, and fosters inefficiency.

Removal of the exchange taxes should be a priority concern of
the GODR. Removal should be phased according to determinations of the effect
of these taxes on the international competitiveness of the country's exports,
as well as overall fiscal requirements.

Revenue losses of some RD$15 million annually that would
result from removal of the 5% exchange tax on non—-traditional exports is
minimal compared to the potential incentive impact that removal would have on
the expansion of such exports. Even though the 5% tax may not have unduly
affected profitabillity of existing enterprises during 1985, projections of its
impact in future years have likely deterred the implementation of new
projects, sinu:e it significantly lowers expected rates of return.

The GODR has an understanding with the IMF on the magnitude
and timing of reductions of the 36% exchange tax on traditional exports, as
public sector fiscal circumstances lmprove, Moreover, to the extent that the
temporary application of these taxes to traditional exports, such as sugar,
encourage diversification into more efficient non~traditional agricultural
activities, complete removal of these taxes during 1986 may not be warranted,
despite the fact that the Dominican Republic has a clear competitive advantage
in the prcduction of these crops were international markets not distorted by
unrealistically high price support programs and quota systems practiced by the
major industrial country purchasers.

The taxes and surtaxes on repatriation of dividends deter
foreign investment in the Dominican Republic, as compared to countries not
lmposing such taxes. Since legislation is required for removal, however, it
is not very likely that serious consideration for removal is feasible at this
time. The 1issue is an element of the U.S. country team's ongoing policy
dialogue agenda, and will be included in the Economic Policy Analysis and
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Training Project's program of analyses of needed reforms in the tax and
1ndustrial incentives systems.

b. Import Tariff Structure and Customs Administration

Import prohibitions and quantity restrictiouns, together with a
system of high tariffs, have provided monopolistic protection to many
inefficlent import substitution industries., This has resulted in high prices
for domestically produced consumer goods and the local laputs of exports. The
tariff system 1s complex to administer, as it 1is based on a large number of
cumulative laws dealing with specific and ad~valorem tariffs modified by
special industrial incentive exonerations, draw-back schemes, and the like.
The complexity of the set of laws that define the tariff structure is a major
administrative problem at the Customs Offices, and results in arbitrary
application of customs administration. The major tariff laws are: Main
Tariff Law 170, Law 173, Law 361, Law 136, Law 346, Law 597, Law 48, Law 71,
and Law 211.

Due to the complexity of the tariff structure, the process of
customs classification, valuation, and assessment is often arbitrary. The
tariff and customs regime should be comsolidated into a single law, with a
view to rationalizing the tariff structure and streamlining customs
procedures, Past attempts to rationalize the import tariff structure and
customs procedures by comprehensive legislation have failed.

To the extent that tariff rationalization and customs
procedures can be accomplished by 1ssuing appropriate regulations, pending
comprehensive reform through legislation, such regulations should be issued.
Some import prohibitions and quantity restrictions could be removed this way,
and guidelines to reduce customs cfficial's discretion in the way the existing
laws are applied can be developed and eanforced. A ma jor goal should be to
reduce the high level and variability in protection of inefficient productive
activity.

A maxlmum ad-valorem duty of, say, 50%, could replace import
quantity restrictions and higher existing tariffs. Moreover, a minimum
ad~valorem tariff should be applied to all imports except the import content

of exports. Specific duties could then be removed.

The complexity of the overall tariff and customs reform effort
probably precludes substantive action until after the 1986 elections, at which
time action should be considered in the context of comprehensive tax reform
and over-haul of industrial incentives practices.

c. Industrial Incentives and Foreign Investment Regulations

The Industrial Incentives Law 299 grants large tax and tariff
exonerations on the imported raw materials and intermediate inputs of import
substitution activities. This has stimulated the use of imported inputs and
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discouraged the use of domestic inputs. The Law also grants long-~term income
tax exonerations which are almost always automatically extended upon their
expiration. A major effect of Law 299 has been to make high cost import
substitution activities relatively more profitable than export activities,
while, at the same time, significantly eroding the country's tax base,

The administration unsuccessfully sought legislation for a
reduction of 50% in exemptions irom taxes under Law 299 during November 1984,
The purpose of the legislation, however, was to raise needed tax revenues.
The original discretionary character of granting exonerations to qualified
companies has been criticized. This criticism was addressed in June 1983 by
Law 145, that modified Law 299 by extending to all manufacturers within an
industry the maximum level of import duty exoneration.

Except for the provisions relating to Category "A" Free Zone
Operations, Law 299 should be modified substantially to reduce the benefits
and exonerations exztended to import substitution activities. Such
modification will require legislative action. However, discretionary
decisions on the extension of income tax exonerations after expiry of original
contracts should generally not be considered in the future. The issue of
industrilal incentives is an appropriate topic for study in the Economic
Analysis and Training Project, and should be evaluated in conjunction with tax
and customs reform.

Under the Foreign Investment Law 861, foreign investors that
registered investments in order to access foreign exchange at the official
rate, were excluded from several key activities, reserved for national
enterprises. Moreover, the law allowed annual repatriation of a maximum 25%
of the registered investment amount and a maximum of 20% repatriation of
capital gains. In May 1984, the Monetary Board approved resolutions requiring
all foreign investors desiring access to foreign exchange to register. The
extent to which registered investments are now governed by Law 861 and other
regulations is not clear with respect to activities actually available to
foreign investors, qualification for certain incentives, restric<lons on
remittances, and limits on local borrowing. The entire Law 861 should be
carefully reviewed, particularly in relationship to the overall motivation for
foreign investment and the need to increase non~traditional exports.

The main objective of the GODR, however, should be to
implement policies to increase all investments, domestic and foreign.
Policies that are good for local investors are good policies for foreign
investors. In this context, there does not seem to be any particular
rationale for either special incentives or restrictive regulations that either
benefit or limit foreign investors vis-a~vis local iavestors. The emphasis
should be on creating an appropriate macro—economic environment that
encourages private initiative and entrepreneurship.
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d. Export Restrictions and Product Price Controls

In addition to import quantity restrictions and prohibitions,
first imposed on a large scale in 1979, export quantity restrictions and
prohibitions are often imposed on products in short supply, or those subject
to price controls. Export restrictions of this kind strongly discourage the
development of non~traditional exports, particularly agricultural crops,
including products not usually targeted for restriction, since objective rules
for designating particular products for restriction have not been promulgated.

Removal of export quant.ty restrictions and prohibitions,
together with official commitment not to impose them in the future, would
remove a significaut disincentive to agricultural diversification into
non~traditional export crops. An appropriate intermediate action would be to
clarify the rules regulating designation of products to be restricted, how the
quantity and dJuration of restrictions are arrived at, and publication of the
rules for qualifying products for export licensing.

The Office of Price Control publishes a list of product price
controls affeciing basic commodities, such as vegetab.e oil, sugar, salt,
tomato paste, rice, flour, pasta, milk, bread, chicken, cooking gas, kerosene,
eggs, beans, chocolate, coffee, sardines, butter, crackers, soap, toilet
paper, tooth paste, and others. Although enforcement is perceived to be lax
at the retail lewvel, these controls are a disincentive to local production.
Moreover, even efficient producers are deterred from marketing abroad, as
export prohibiticas are often imposed for commodities in scarce supply. Price
controls are often a principal reason for scarcity.

A schedule for ‘'emoval of price controls should be developed
and implemented. An intermediate step could be removal of price controls on
PL~480 commodities and products made with these commodities. This could be CP
to programming FY-~1986 PL—~480 imports.

A commitment to eliminate the Office of Price Control may be
approprizte conditionality for future PL~480 or ESF programs. PL~480
condjtionality related to removal of product price controls could be combined
with conditionality seeking removal of export prohibitions through the ESF
cash transfer program.

e. Parastatal Subsidies

The combined overall deficit of the principal public
enterprises this year may exceed RD$700 million. The CDE, INESPRE, CEA, and
CORDE must improve their operational efficiencies and reduce subsidies and
transfers from the central government.

CDE is implementing programs to improve efficiency and reduce
cost in the following areas: (1) generation and distribution losses, and (2)
lowering generation costs by substituting coal for oil and more use of



hydro—power. In addition, the tariff structure has been substantially
ad justed so that, together with improved collection and efficiency, CDE may
<liminate the need for subsidies by the end of 1987.

CEA is implementing a program to modernize its sugar mills,
its transportation system, and administration. The company 1s seeking ways to
diversify out of sugar and into more profitable uses of some of its large land
holdings. It has proposed to do this through joint ventures with private
sector shareholders, whereby CEA land would be leasad to the joint venture
companies. The issue of management participation is unclear.

The principal issue with CEA is whether the joint venture
leasing program now being implemented is the best way to exploit CEA lands as
a means to diversifying out of sugar. The diversification program might
proceed more rapidly and efficiently if leasing or sale of sugar lands were
offered to the private sector without the requirements of a joint venture with
CEA. This can be a policy level decision within CEA, as there are no legal
requirements for joint ventures with CEA, Nevertheless, the existing systen
is a positive first step toward divestiture, and is efficient compared to
continued use of CEA lands for sugar productionm. Simplified procedures for
obtaining access to land should be developed, and the availability of these
lands should be aggressively promoted and advertised, including a decision to
permit the leasing of lands without CEA's direct participation.

INESPRE has raised prices on some products, and stopped
selling others in order to limit its losses this year. Substantial problems
remain, especially with respect to such commodities as rice. Originally
structured as a price stabilization entity under AID auspices, INESPRE now
effectively controls the purchase, processing, and final use and sale of basic
commodities, such as rice. It ig unlikely that the GODR and INESPRE will
accede to complete privatization of INESPRE's food distribution programs.
However, the reduction of INESPRE's role in these activities may be obtainable
through the leverage of PL~480.

INESPRE should give up its monopsony purchasing practices at
the farm-gate. This would save on transportation costs and reduce grain
losses. Farmers should be free to sell to whoever they choose, and not be
required to sell only to INESPRE or specified millers. The monopsonistic
power confered on INESPRE and the regional millers creates a high potential to
depress prices and reduce incentives to produce. In the short run,
monopsonistic bias of this kind penalizes everyone, as scarce foreign exchange
is used to import commodities that can be efficiently produced at home.

INESPRE should eventually divest its rice mills. Control of
rice distribution aud pricing does n8t require milling and packaging. Millers
should be allowed to purchase rice at market prices, and be assured that their
sales will be at market prices. INESPRE subsidization of consumers, if any,
should be explicit and above board. A major goal should be reduction and
eventual removal of all INESPRE subsidy programs.
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PL-480 commodities, including rice, should be auctioned to the
private sector. Should INESPRE desire to intervene for purposes of price
stabilization or consumer subsidies, it should purchase or value products at
market clearing prices.

The CORDE companies were reorganized during 1984, and the
price structures of most companies were rationalized enough to eliminate
overall net losses for the holding company. Highly profitable enterprises,
such as the cigarette company, apparently make up for the losses of less
efficient enterprises, such as the cement company. Even though the CORDE
companies did not require net subsidies last year, and may not need any this
year, now may be an appropriate time to evaluate the benefits that would
accrue to the government were some or all of these companies to be divested.
A study of divestiture feasibility and strategy should be initiated this year,
which should include an evaluation of the sequencing and modalities of
divestiture by means of ranagement contracts, leasing arrangements, stock
sales, etc,

f. Money and Credit

Unification of the exchange rate was essential to the goal of
freeing up prices in order to facilitate more efficient use of resources and
improve international competitiveness. Complementary fiscal and monetary
policies have been implemented with a view to reducing the country's excess
imports, and to contain inflation by limiting growth in the money supply and
credit. The goal has been to obtain these objectives without unduly slowing
economic growth, targeted for 1985 at minimum GDP growth of 2%. During June
1984~June 1985, money supply increased at 39%, but this money growth occurred
before December 1984. There has been no growth since then. Commercial bank
credit to the private sector has increased at only about one-half the expected
rate during June 1984-June 1985. However, during the first six months of
1985, commercial bank credit to the private sector declined by 1%. Central
Bank data show that only agriculture and manufacturing sectors had slight
Increases in commercial bank credits. There ave been no credit increases to
commercial merchants and a 9.8% reduction to exporters during January~June
1985. Credit to manufacturers has been constrained to about 50% of the
expected levels. Unfortunately, average inflation is now expected to be some
50% greater than originally forecast, and no GDP growth rate is likely this
year,

g. Public Finance

The central government has had current account surpluses
before transfers to parastatals since 1982. The main constraint is the need
for iarge transfers to CDE, CEA, and INESPRE, which limits the amounts that
can be programmed for important central government investment projects,
Central government investment spending last year was less than 2% GDP, and 1is
unlikely to exceed 3% GDP this year.
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The tax base generates a relatively low level of revenues.
Tax revenues last year amounted to less than 10% of the GDP. Excluding the
export surcharges imposed at the time of exchange rate unification, tax
revenues this year may be less than 9% of GDP. (The export taxes are expected
to generate additional revenues equivalent to just under 5% of GDP.) A ma jor
problem with the tax system is "ts emphasis on taxing international
transactions, and relatively liy t taxation of domestic transactions.

The new sales tax is helping to change this emphasis but taxes
on international trade last year accounted for over 25% of total tax
revenues. Taxes on international trade are expected to amount to some 52% of
total tax revenues this year, largely due to the export taxes imposed in
January. Income taxes will account for 12% of total revenues thig year, and
taxes on goods and services 31%Z. Property taxes will generate only about 1%
of total tax revenues.

Comprehensive tax reform is urgently needed. Both the OAS and
the IMF have recently {past three years) conducted studies of the tax system,
with recommendations for tax reform. These studies could serve as a basis for
an up~to-date study of the tax system, with a view tc comprehensive tax reform
needed to enhance tax equity, broaden the tax base, and stimulate productive
activity. This study could be combined with evaluations of the tariff and
customs system and the industrial incentive laws.

The central government investment budget has been reduced to
very low levels in recent years. Timely funding has often not been available
for counterpart to externally financed development projects. The public
sector investment program should be updated and priorities set, in order to
assure that funding is provided to those projects with the highest impact on
the economic recovery and medium-term development prospects.

3. Political Constraints

Although the GODR should address urgently all of these development
constraints, current political situation before the 1986 election limits the
scope of reforms to thuse that do not require the ratification of the
Dominican Congress. The FY-1986 ESF conditionality will therefore concentrate
on policy reforms in exchange rate, export restrictions and price control,
money and credit to exports and agricultural production, and reduction of
subsidies. The ultimate goal of the FY-1986 ESF conditionality is to
eliminate all multiple exchange rate practices, to eliminate all export
restrictions and price controls, to make non-inflationary money and credit,
particularly working capital, available to exporters of non-traditional goods
and services, and to basic grain producers, and to eliminate public sector
subsidies. For 1986, however, the U.S. Mission proposes a conditionality
package (detailed in the following sections) that is in the realm of
practicality.

As for the politically sensitive constraints, however, USG is
laying a groundwork for future actions. To improve efficiency and
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productivity of CDE, we are undertaking a revenue collection assistance
project. USAID also has encouraged the STP to undertake a comprehensive study
analysis of CORDE's public enterprise system ranging from legal to management
efficiency problems. If the STP chooses not to undertake such a study for
political reasons, USAID is prepared to conduct its own study in order to
present to the new government updated facts information and alternatives.
With INESPRE, we are requiring a reduction of rice sutsidies through PL-480
conditionality and within the ESF program. A covenant will be sought to
encourage CEA to promote private sector leasing of State sugar lands.

Although problems associated with customs regulations and tax reform will need
the congressional action, the Mission is in the process of raising
consciousness of Dominican authorities of the serious impediments they are
creating for agribusiness developwent, export promotion and foreign
investment, through the agriculture policy and economic analysis projects.

D. Mission Policy Dialogue Agenda and ESF Objectives

1. Basic Goals

The overall policy dialogue agenda is structured around the
Mission's strategy to consolidate the benefits intended from the ongoing
economic stabilization program, encourage private sector investment and the
development of new exports, encourage agricultural diversification and
expansion, and assure supporting infrastructure for these activities. The
Mission will seek these goals through all aspects of the policy dialog.e
process, including routine day-to-day contacts, the programming of development
assistance and local currency resources from PL-480 and ESF, the timing and
conditionality of PL-480 and ESF resources, and direct policy actlon projects.

The proposed covenants directly parallel and complement the
recommended conditionality for tranched disbursement of the FY-1986 ESF
resources. These covenants seek to modify restrictions and prohibitions on
exports, reducing the number of products subject to export restriction. They
also seek to simplify generic export procedures and to establish simplified
conditions for facilitating private sector access and productive utilization
of State Sugar Company (CEA) lands.

Consistent with the U.S. Mission's policy concerns in such ireas as
private sector-led agricultural diversification and the development of more
efficient markets in the agricultural sector, AID also will seek to negotiate
covenants related to this year's programming of PL-480 Title I local currency
proceeds. We will seek the removal of all price controls and subsidies on
PL-480 commodities and their derivatives, request the distribution of EL-480
commodities through commercial channels beginning with implementation of an
auction system for sale of rice to private distributors, and support the
removal of regulations that restrict rice growers and millers in the
transportation or sale of rice.
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2, ESF Conditionality: Structure, Goals, and Benchmarks

The proposed conditionality for the FY-1986 ESF cash transfer is
designed to build on the policy actions to which the GODR agreed in the
December 1984 agreement. These indicate measures and actions essential to
achieve longer term goals, as well as adherence to the short-term financial
stabilization measures which have been implemented. The proposed 1986
conditionality consists of two Conditions Precedent, each respectively applied
to the first and second tranches of ESF disbursements, four ESF Covenants, and
three Covenants related to PL-480 Title 1I.

a, Conditions Precedent to Tranched ESF Disbursements

The program anticipates tranching $60 million of ESF resources
in two separate disbursements, with benchmark dates of December 15, 1985 and
March 15, 1986. There are strong indications, however, that this balance of
payments support may be needed much earlier than December 15. Accordingly,
the Mission Intends to negotiate a PAAD during wid-October, and be prepared to
disburse a $40 million first tranche in early November should circumstances
indicate a compelling need. Any disbursement, however, is dependent upon
compliance of the conditions precedent. A similar time-period flexioility is
intended for disbursement of the second tranche with $10 million, plus $10
million supplemental. Should the additional $10 million supplemental support
not be available at the time of a second disbursement, it is intended: that
this disbursement be made if and when such resources become available,
presuming the satisfactory GODR compliance with all conditions for a second
disbursement. (Immediately below are the proposed CPs, followed by Covenants
I through 1IV.)

A, CONDITION PRECEDENT TO FIRST DISBURSEMENT

~— $40 Million ESF
~—— Benchmark Date: December 15, 1985

The defacto removal, or an agreed upon effective firm date for the
removal, of the 5% exchange tax on non—traditional exports,

COVENANTS

(I) The GODR agrees to continue to adhere to the major previous
economic adjustment commitments contained in the FY- 1984/1985 ESF
agreement, e.g.:
(a) A single, unified market-determined =xchange rate system.
(b) 1Increased petroleum prices and electricity rates.

(c) Liberalized interest rates.

(d) Limited reserve deficiencies in the Reserve Bank.
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(e) GODR budgets prepared and presented in terms of the parallel
exchange rate.

(II) The GODR agrees to jointly program with AID the use of local
currency proceeds from both ESF and PL-480 Title I and make no
third party agreements or understandirgs which would restrict
either the use or disbursement of such local currencies without the
prior consultation and written concurrence of the Mission.

(II1) The GODR agrees to develop and publish objective regulations for
designating export products for restriction, providing the
justifications for determining the quantity and duration of the
export restrictions.

(IV) The GODR agrees to provide increased access to State Sugar Company
(CEA) lands, and to establish and promote the conditions and
procedures for facilitating productive private sector access to
these lands.

(V) GODR agrees to undertake a comprenensive study which will recommend
a national sugar policy and plan for diversification.

B. CONDITIONS PRECEDENT TO THE SECOND DISBURSEMENT

-- $10 Million ESF (and $10 Million Supplemental ESF when/if Available)
— Benchmark Date: WMarch 15, 1986

1. U.S. Mission determination that satisfactory progress has been made
relative to Covenants I through IV, and that Benchmark targets are being
achieved.

2, U.S. Mission determination that a significant reduction in the 36%
exchange tax-surcharge on traditional exports has been made.

c. PROPOSED COVENANTS TO THE FY-1986 PL-480 TITLE I AGREEMENT

1. The GODR will covenant to remove all price controls and subsidies

on commodities and their derivatives of the grade and quality imported through
the PL-480 Title I program.

2. The GODR will covenant to develop an auction system acceptable to
USAID for the direct sale of PL-480 Title I rice to private distributors.

3. The GODR will covenant to remove all regulations that restrict rice
growers and millers in any way relative to the transportation or sale of rice,
and will publicize the removal of these restrictions.

D. BENCHMARK TARGETS TO BE MET

(Relative to the Conditionms Precedent and the Covenants):
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Indicative Benchmark Targets to First Condition Precedent

Provided that the 5% exchange tax is removed by early 1986,
non-traditional exports will increase by 17% in 1986, compared
to 9% in 1985.

Indicative Benchmark Targets to Second Condition Precedent

Traditional exports will increase at an annual average of 4%
during 1985-1990, as compared to -3% during 1980-1984.

Provided that the reduction in the 36% exchange tax takes
place in early 1986 and is no less than 16 percentage points,
current account deficits will improve by more than US$70
million in 1986.

Benchmark Targets to ESF Covenants

a.

(1)
(2)

(3

(4)

Covenant I

GDP growth of no less than 0% in 1985 and 2% in 1986.

Annual inflation will decline to 15% in 1986, as compared
to 35% in 1985.

Overall balance of payments deficits will be reduced by
more than US$100 million in 1986 #rom the $224 million
deficit in 1985.

The consolidated public sector enterprise deficit will
decline by no less than 10% to RD$280 million in 1986, as
compared to RD$350 million in 1985.

Covenant II

(L

(2)

The total local currency proceeds under the FY-1986 ESF
will be deposited in special accounts in the Central
Bank, and agreement to the programming of these funds
will be completed by January 31, 1986.

No less than 90% of all programmed ESF and PL-480 Title I
funds will be assigned to activities which will have a
direct or indirect impact on private sector development.
Special emphasis will be given to providing credit for
non-traditional export development and investment,
diversified agricultural development, and supporting
productive infrastructure.
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c. Covenant III

(1) Non-traditional exports should increase by 17% in 1986,
compared to 9% in 1985 (same as benchmark targets under
conditions precedent for first disbursement).

(2) The total number of commodities under export restriction
will not increase during 1986,

d. Covenant 1V
(1) By the end of 1986, approximately 15% of CEA land will be
under diversified production either in joint ventures or
direct lease arrangements to private sector entities,

either domestic or foreign.

(2) Of the 15%, no less tham 40% will be under direct lease
arrangements.

e. Covenant V

The National Sugar Policy and Diversification Plan will be
completed not later than June 1, 1986.

f. Summary Coneclusion

The Mission has informally discussed all of the above
conditionalities with the GODR. Generally speaking, we believe that the ESF
conditionalities are acceptable to the government, and that they
conscienciously will seek to implement the Conditions and Covenants.
Acceptance of the PL-480 Title I conditionality related to rice subsidies
will, nevertheless, require a major concession on the part of the GODR, and
some flexibility in negotiating this condition will be necessary.

3. Transfer Modality and Local Curreuncy Programming

In general, similar mechanisms and procedures as utilized in the
past in the transfer of dollar resources and programming of local currency
under both the ESF and PL-480 Title I programs will be employed in the FY 86
programs.

a. Transfer Modality

(1) ESF Program

As in the FY 84/85 program, the FY-1986 PAAD will require
the GODR to agree that the country will make available an equivalent amount of
dollars to the private sector for the importation of raw materials, spare
parts, machinery and equipment from the U.S. These dollars will be made
available over the course of one year from the date of the first disbursement
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of the grant to the Central Bank. Documentation will be required from the
GODR to verify that eligible imports for the private sector were actually
received. This verification takes the form of customs receipts, bills of
lading and other standard banking documents which identify the type of goods
imported, the source and origia and U.S. dollar value. The U.S. Mission has
been satisfied with these procedures in the past and will therefore employ
similar procedures in the FY-1986 program.

As 1a the past, a Memorandum of Understanding (MOU) will
be signed by the GODR and the Mission to define the basis for disbursement of
the ESF resources. This MOU will provide that the US Dollar grant funds will
be disbursed to the Central Bank in two tranches in GODR compliance of
covenants and conditions. As this is a cash transfer, the method of payment
for the ESF assistance is dollar payment through electronic fund transfer.

The cash transfer will also be conditioned upon the
provision of an equivalent amount of counterpart funds by the GODR. The GODR
will be required to provide and deposit the peso equivalent of the cash
transfer into a special account in the Central Bank no later than 30 days
after the dollar deposit is made. The amount of counterpart to be provided
will be calculated using the average market rate as determined by the Central
Bank for the previous thirty day period.

(2) PL-480

Before signing the Agreement, the GODR, through the
Technical Secretariat of the Presidency (STP), will open an irrevocable peso
denominated letter of credit (ILC) in an amount equivalent in value to the
U.S. dollar value of the Agreement. The ILC will be drawn on a local bank and
provide USAID with a guarantee that the timely deposit of LC occurs. Once the
Agreement is signed and ratified by the Dominican Congress, the commodities
will be allocated (possibly through auction) by STP to the lccal purchasers,
which, in turn, will open Letter of Credit (L/Cr) in favor of GODR for the
full purchase price of commodities, transportation, and insurance. When the
commodities arrive in the country, the purchasers will receive the goods and
the amount fixed in the L/Cr will be paid to the account of STP in the Reserve
Bank from which it will ultimately be transferred into the Special Account in
the Central Bank. Thus, the GODR's ILC serves principally as a formal
guarantee that timely deposit will be made into the Special Account in the
Central Bank. In the case that the sales proceeds from local purchasers are
not deposited, the amount of the GODR ILC will be paid into the Special
Account on the due date(s) set forth in the ILC.

b. Local Currency Programming

The counterpart funds under both ESF and PL-480 will be
programmed jointly by the GODR and the Mission. The National Planning Office
(ONAPLAN) will coordinate the GODR planning and programming of the specific
uses of the LC proceeds. Prior to the disbursement of the proceeds for



43

projects or activities, ONAPLAN will submit for U.S. Mission approval, a
description and detailed implementation plan for each project and/or activity.

The counterpart resources will be programmed in support of the
USG's strategy which is designed to achieve the objectives of economic
ad justment and stabilization, private sector investment and export promotion;
agriculture diversification; and development of supporting physical, social
and institutional infrastructure. Specific allocations will be the subject of
further negotiations. Illustrative allocations are as follows: '
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Illustrative Local Currency Allocation
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Millions of RD Pesos

Purpose ESF PL-480

I. Economic Stabilization 100 -

A, GODR Economic Analysis Efforts

B. Private Sector Working Capital

C. Small Farmer Agricultural Credit

D. Feasibility Studies
II. Investment Promotion/Export Development 50 40

A. Small Scale Business Credit

B. Agribusiness Credit

C. Export Credit

D. Export Market Promotion

E. Free Zone Expansion

F. Industrial Zones Rehabilitation
III. Agricultural Diversification ~ 20

A. Non~Traditional Agricultural Research

B. Technology Transfer Support

C. Agricultural Credit
Iv. Supporting Infrastructure 30 30

A, Public Works--Rural Roads & Irrigation

B. Commercial Agricultural Training

c Support to Agricultural Cooperatives

and Associlations

D. PVO Support

E. Institutional Development

F.  Resource Coordination/Planning

TOTAL 180%* 90*

*

The exchange rate of R.D. Pesos 3.00 to U.S. 1.00 dollars was used for
the calculation Illustrative allocation programs total amounts of local

currency for a year; however, actual disbursements may be on a

multi-year basis.
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Under the economic stabilization category, a local currency
resources will be to finance short-term credit requirements for the private
sector. The credit will be provided both through the FIDE mechanism in the
Central Bank and directly through private ccmmercial and development banks.
The credit will be made available for production credits, in particular short
term working capital for agro-industry and basic food production.

In the investment promotion and export development category,
credit will also be made available through a variety of sources (FIDE, Private
Banks, Financieras) for medium-term capital investment for non-traditional
agroindustry and small business development investment. Also, funds will be
prograumed for the construction and expansion of free trade zones and
industrial parks. These resources will finance feasibility studies,
construction, installation and/or improvements for sites and services.
Finally, private sector entities which are directly involved in investment
promotion and export development activities will be supported.

In the area of agricultural diversification LC resources will
support research and technology transfer in the production and cultivation of
non-traditional agricultural crops. Training for farmers and managers will be
provided through extension activities and more formal programs. Emphasis will
be placed on utilizing the private sector entities such as.farmer
assoclations, cooperatives, and educational institutions.

Under the supporting infrastructure category, local currency
resources will finance projects in the areas of productive infrastructure and
social and institutional development. This could include activities such as
improvements in roads, highways, ports and airpots; electrical plant
maintenance and rehahilitation; and irrigation and water systems improvement.

Program resources will also be used to finance projects and
activities of US and Dominican private voluntary organizations. Emphasis will
be given to those activities and projects which lead to self-sufficiency for
the PVO and its program or income-generating activities.

USAID/Dominican Republic
October 3, 1986 — ID 0475G



SUMMARY OF PROPOSED FY-1986 ESF
AND PL-480 TITLE I CONDITIONALITY

(Conditions Precedent and Covenants
To Be Included Within Agreement)

Al CONDITION PRECEDENT TO FIRST DISBURSEMENT

—- $40 Million ESF
== Benchmark Date: December 15, 1985

The defacto removal, or an agreed upon effective firm date for the

removal, of the 5% exchange tax on non-traditional exports.

COVENANTS

(D

(1)

(III)

(Iv)

The GODR agrees to continue to adhere to the ma jor previous
economic adjustment commitments contained in the FY-1984/1985 ESF
agreement, e.g.:

(a) A single, unified market-determined exchange rate system.
(b) Increased petroleum prices and electricity rates.

(c) Liberalized interest rates.

(d) Limited reserve deficiencies in the Reserve Bank.

(e) GODR budgets prepared and presented in terms of the parallel
exchange rate.

The GODR agrees to jointly program with AID the use of local
currency proceeds from both ESF and PL-480 Title I and make no
third prrty agreements or understandings which would restrict
either the use or disbursement of such local currencies without the
prior consultation and written concurrence of AID.

The GODR agrees to develop and publish objective regulations for
designating export products for restriction, providing the
justifications for determining the quantity and duration of the
export restrictions.

The GODR agrees to provide increased access to State Sugar Company
(CEA) lands, and to establish and promote the conditions and
procedures for facilitating productive private sector access to
these lands.

GODR agrees to undertake a comprehensive study which will recommend
a national sugar policy and plan for diversification.



B. CONDITIONS PRECEDENT TO THE SECOND DISBURSEMENT

-— $10 Million ESF (and $10 Million Supplemental ESF when/if Available)
—— Benchmark Date: March 15, 1986

1. USAID determination that satisfactory progress has been made
relative to Covenants I through IV, and that Benchmark targets are being
achiaved.

2. USAID determination that a significant reduction in the 36%
exchange tax-surcharge on traditional exports has been made.

C. PROPOSED COVENANTS TO THE FY-1986 PL-480 TITLE I AGREEMENT

1. The GODR will covenant to remove all price controls and subsidies
on commodities and their derivatives of the grade and quality imported through
the PL-480 Title I program.

2. The GODR will covenant to develop an auction system acceptable to
USAID for the direct sale of PL-480 Title I rice to private distributors,

3. The GODR will covenant to remove all regulations that restrict rice
growers and millers in any way relative to the transportation or sale of rice,
and will pnblicize the removal of these restrictions.

D. BENCHMARK TARGETS TO BE MET

(Relative to the Conditions Precedent and the Covenants):

1. Condition Precedent Benchmarks to First Disbursement

== Provided that the 5% exchange tax is removed by early 1986,
non-traditional exports will increase by 17% in 1986, compared
to 9% in 1985.

2. Conditions Precedent Benchmarks to Second Disbursement

== Traditional exports will increase at an annual average of 4%
during 1985-1990, as compared to -3% during 1980-1984.

—= Provided that the reduction in the 36% exchange tax takes
place in early 1986 and is no less than 16 percentage points,
current account deficits will improve by more than US$70
million in 1986.

3. ESF Covenant Benchmark Targets

a. Covenant I

(1) GDP growth of no less than 0% in 1985 and 2% in 1986.

g



(2)

3

(4)

(L)

(2)

Annual inflation will decline to 15% in 1986, as compared
to 35% in 1985.

Overall balance of payments deficits will be rewuced by
more than US$100 million in 1986 from the $224 million
deficit in 1985.

The consolidated public sector enterprise deficit will

decline by no less than 20% to RD$280 million in 1986, as
compared to RD$350 million in 1985.

Covenant II

The total local currency proceeds under the FY-1986 ESF
will be deposited in special accounts in the Central
Bank, and agreement to the programming of these funds
will be completed by January 31, 1986.

No less than 90% of all programmed ESF and PL-480 Title I
funds will be assigned to activities which will have a
direct or indirect impact on private sector development.
Special emphasis will be given to providing credit for
non—-traditional export development and investment,
diversified agricultural development, and supporting
productive infrascructure.

Covenant III

(1)

(2)

(1)

(2)

Non-traditional exports should increase by 17% in 1986,
compared to 9% in 1985 (same as benchmark targets under
conditions precedent for first disbursement).

The total number of commodities under export restriction
will not ‘ncrease during 1986.

Covenant IV

By the end of 1986, approximately 20% of CEA land will be
under diversified producticn either in joint ventures or
direct lease arrangements to private sector entities,
either domestic or foreign.

Of the 20%Z, no less than 40% will be under direct lease
arrangements.



