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CDE Dominican Electricity Corporation (Corporación Dominicana de 

Electricidad)
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CPI Consumer price index 
CRI Cash recovery index 
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EC European Commission 
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FDI Foreign direct investment 
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LAC Latin America and the Caribbean 
MFA Multi-Fibre Agreement 
MFN Most favored nation 
NGO Non-governmental organization 
OC Coordinating Organism (Organismo Coordinador)
ODA Official development assistance 
OLS Ordinary least squares 
ONAPI Oficina Nacional de la Propiedad Industrial
PRA Programa para la Reducción de Apagones
SIE Electricity Superintendency (Superintendencia de Electricidad)
SITC Standard International Trade Classification 
SMART Software for Market Analysis and Restrictions on Trade 
SPS Sanitary and phyto-sanitary 
TFP Total factor productivity 
TRAINS Trade Analysis Information System 
UNCOMTRADE United Nations Commission for Trade and Development  
UNCTAD United Nations Conference on Trade and Development 
USAID United States Agency for International Development 
WDI World Development Indicators 
WITS World Integrated Trade Solutions 
WTO World Trade Organization 





DOMINICAN REPUBLIC COUNTRY ECONOMIC MEMORANDUM 

THE FOUNDATIONS OF GROWTH AND COMPETITIVENESS 

TABLE OF CONTENTS

FOREWORD………………………………………………………………………………………………. .i
ACKNOWLEDGEMENTS………………………………………………………………………………..iii
EXECUTIVE SUMMARY…………………………………………………………………………………v
SECTION I:  PAST GROWTH AND FUTURE CHALLENGES…………………………………………1
Chapter 1:  Past growth performance…………………………………………………………………….…3

I.  Aggregate Trends.......................................................................................................................3
II.  Sector Output............................................................................................................................4
III.  Macroeconomic Environment.................................................................................................5
IV.  Demand-Side Components .....................................................................................................8
V.  Challenges for the Future .........................................................................................................9

CHAPTER 2:  SOURCES OF GROWTH………………………………………………………………...13
I.  Sector Contribution to Growth ................................................................................................13
II.  Factor Decomposition ............................................................................................................15
III.  Demand-Side Growth Leaders..............................................................................................21
IV.  Structural Determinants of Growth.......................................................................................22
V.  Prospects for Growth..............................................................................................................32

SECTION II:  THE ROLE OF TRADE AND FACTOR INPUTS………………………………………..49
CHAPTER 3:  TRADE………………………………………………………………………………….. ..49

I.  Merchandise Trade ..................................................................................................................50
II.  Trade in Services: The Tourism Sector ..................................................................................76

CHAPTER 4:  LABOR AND HUMAN CAPITAL…………………………………………………….....85
I.  Employment Outcomes since the Mid-1990s..........................................................................86
II.  Determinants of Employment and Wages..............................................................................90
III.  Skills Matching and Unemployment.....................................................................................92
IV.  Is Dominican Labor Competitive?........................................................................................95
V.  Migration................................................................................................................................97
VI.  Labor Market Implications of the New Trade Environment.................................................99

CHAPTER 5:  THE ROLE OF CREDIT…………………………………………………………………107
I.  The Financial Sector ........................................................................................................…..107
II.  Access to Credit....................................................................................................................119

CHAPTER 6:  ELECTRICITY…………………………………………………………………………..133
I.  Sector Overview ....................................................................................................................133
II.  Prolonged Electricity Crisis..................................................................................................136
III.  Diagnosing the Problem......................................................................................................143

SECTION III:  ECONOMY-WIDE CONSTRAINTS TO GROWTH…………………………………..153
CHAPTER 7:  INSTITUTIONAL, REGULATORY AND FISCAL DISINCENTIVES……………….153

I.  Governance Institutions .........................................................................................................153
II.  Regulatory Environment ......................................................................................................160
III.  Fiscal Policy........................................................................................................................166
IV.  Growth Impact of the Investment Climate..........................................................................169
V.  Looking Ahead.....................................................................................................................171

CHAPTER 8:  VOLATILITY AND GROWTH…………………………………………………………175
I.  External Shocks and Policy-Induced Volatility.....................................................................177
II.  Trade Policy and Terms of Trade Shocks ............................................................................180
III.  Fiscal Volatility...................................................................................................................182



IV.  Debt Sustainability..............................................................................................................186
V.  Monetary and Exchange Rate Policies.................................................................................189
VI.  Natural Disasters.................................................................................................................190
VII.  Governance and Volatility.................................................................................................195

CHAPTER 9:  CRIME AND ITS IMPACT ON GROWTH…………………………………………….197
I.  Correlates and Determinants of Crime ..................................................................................197
II.  Costs Incurred by Individuals...............................................................................................200
III.  Firm Costs ...........................................................................................................................202

REFERENCES……………………………………………………………………………………………209

Tables
Table 1:  Preventive Measures Undertaken (% of firms) .............................................................. xxiii
Table 2:  Summary of Policy Recommendations ............................................................................xxv
Table 1.1:  Demand-Side Contributions to GDP (% of GDP).............................................................9
Table A1.1  Determinants of Private Investment 1965-2004 ............................................................11
Table 2.1:  GDP Growth by Sector, 1970-2004 (%) .........................................................................13
Table 2.2:  Growth Accounting (Annual Averages)..........................................................................16
Table 2.3:  Extended Growth Accounting .........................................................................................18
Table 2.4:  Extended Growth Accounting for FTZ Sector ................................................................19
Table 2.5:  Extended Growth Accounting for Rest of the Economy .................................................19
Table 2.6: Economic Growth Decomposition 1960-2003 (%) ..........................................................30
Table 2.7:  Estimates of Potential Growth.........................................................................................33
Table 2.8:  Forecast of Real FTZ Exports following MFA Phase-Out..............................................35
Table 2.9:  Forecast of Imports, Local Expenditures and Cash Flows following FTZ Phase-Out ....37
Table 2.10:  FTZ Firm Characteristics following the FTZ Phase-Out ..............................................37
Table A2.1:  Causality Tests between TFP Growth and Value-Added Growth 1975-2004..............40
Table A2.2:  Causality Tests between Private Investment and Value-Added Growth 1975-2004....40
Table A2.3:  Variable Definitions and Sources Used in Regression Analysis ..................................41
Table A2.4:  Country List..................................................................................................................42
Table A2.5:  Economic Growth Determinants Panel data, 75 countries, 1960-2003 ........................43
Table A2.6:  Alternative Estimations of Economic Growth Determinants .......................................44
Table A2.7:  Unit Root Tests.............................................................................................................46
Table A2.8:  Cointegration Model and Residual-Based Cointegration Tests....................................46
Table A2.9:  Estimated Error Correction Model for the FTZ Export Demand Function ..................46
Table A2.10:  Estimated Error Correction Model for the FTZ Import Demand Function ................47
Table 3.1:  US Imports Entering Under Special Programs (%).........................................................58
Table 3.2:  Import-Related Fiscal Revenue (%) ................................................................................62
Table 3.3:  Simulating US Tariff Reductions to Dominican Republic and Central America............70
Table 3.4:  Simulating the Impact of Dominican Tariff Reduction on US Imports ..........................71
Table A3.1:  Simulating the Global Impact of US Tariff Reduction under DR-CAFTA..................82
Table A3.2:  Effect of Removing Apparel Quotas ............................................................................83
Table 4.1:  Comparing 2004 Average Hourly Labor Costs in the Caribbean (US$).........................96
Table A4.1: Wages ..........................................................................................................................101
Table A4.2: Labor Force Participation ............................................................................................103
Table A4.3: Unemployment ............................................................................................................105
Table A4.4:  Hourly Manufacturing Wages (US$), 2002................................................................106
Table 5.1: Number of Firms in the Financial System by Type of Institution, 1990-2005...............110
Table 5.2:  Assets by Type of Institution (US$ millions, % of GDP) .............................................110
Table 5.3: Universal Bank Market Shares .......................................................................................111
Table 5.4:  Bank Lending by Economic Sector (%) ........................................................................112
Table 5.5:  Source of Credit by Firm Size and Sector (%) ..............................................................123
Table 5.6:  Use of Loans by Type of Lender ...................................................................................129



Table A6.1:  Electricity Tariffs across the LAC Region (2003)......................................................149
Table A6.2:  Self-Generation by Sector (2001)...............................................................................150
Table A6.3: Total Industrial Self-Generation by Sector (2001) ......................................................150
Table A6.4: Revealed Willingness-to-Pay and Conventional Electricity Market (2004)................151
Table 7.1:  Starting a Business ........................................................................................................163
Table 7.2:  Fiscal Policy Framework...............................................................................................168
Table A7.1:  Investment Climate Indices Dominican Republic, El Salvador, Guatemala, Honduras 
and Nicaragua ..................................................................................................................................173
Table A7.2: The Impact of Investment Climate Indices on Dominican Republic and Central 
American Firm Performance ...........................................................................................................174
Table 8.1:  Volatility of Growth in Latin America ..........................................................................176
Table 8.2:  Terms of Trade Volatility in Latin American................................................................180
Table 8.3:  Volatility of Government Expenditures ........................................................................182
Table 8.4:  Correlations between Structural Deficit and Cyclical Output .......................................183
Table 8.5:  Debt Determinants (% of GDP).....................................................................................187
Table 8.6:  Primary Surplus Required to Achieve Debt Target of 26 percent of GDP by 2011......187
Table 8.7:  Dynamic Public Debt Sustainability Simulation Values (%) ........................................188
Table 8.8:  Real Effective Exchange Rate Volatility.......................................................................190
Table 8.9:  Natural Disasters in the Dominican Republic from 1930 to 2005.................................191
Table 8.10:  Countries at Relatively High Economic Risk from Multiple (3 or more) Hazards .....192
Table 9.1:  Budget Shares Allocated to Justice Sector (%) .............................................................199
Table 9.2:  Crime Victimization Rates of Firms (%).......................................................................203
Table 9.3:  Preventive Measures Undertaken (% of firms) .............................................................205
Table 9.4:  Perceptions of Future Crime – Likely or Very Likely (% of firms) ..............................205

Figures
Figure 1:  Comparing Factors of Growth ...........................................................................................vi
Figure 2:  Structural Determinants of Growth (% of GDP growth) ................................................. vii
Figure 3:  Population and Employment Growth (%)..........................................................................ix
Figure 4:  Exports (US$ millions) .......................................................................................................x
Figure 5:  Unemployment (%)......................................................................................................... xiii
Figure 6:  Use of Remittances (%) ...................................................................................................xiv
Figure 7:  Obstacles to Investment (% of firms)...............................................................................xvi
Figure 8:  Comparing Revealed Willingness-to-Pay and Actual Tariffs (2004) ........................... xviii
Figure 9:  Sales Reported for Tax Purposes (% of total sales) ..........................................................xx
Figure 1.1:  GDP Growth ....................................................................................................................3
Figure 1.2:  Evolution of Prices 1983-2005.........................................................................................6
Figure 1.3:  Real Effective Exchange Rate and Exports......................................................................6
Figure 1.4:  Fiscal Deficit (% of GDP)................................................................................................7
Figure 1.5:  Current Account, FDI and International Reserves ...........................................................7
Figure 2.1:  Value-Added in Leading Industries (% of GDP) ...........................................................14
Figure 2.2:  GDP per Working-age Person and Total Factor Productivity........................................17
Figure 2.3:  Evolution of Trade Openness (%)..................................................................................30
Figure 2.4:  Policy Interactions..........................................................................................................31
Figure 3.1:  Imports by Origin, Exports by Destination ....................................................................50
Figure 3.2:  Leamer Structure of Trade Net Exports per Worker......................................................51
Figure 3.3:  Total Traditional Exports ...............................................................................................52
Figure 3.4:  Imports by Type of Good...............................................................................................53
Figure 3.5:  FTZ Firms and Employment ..........................................................................................53
Figure 3.6:  FTZ Exports and Export Growth ...................................................................................54
Figure 3.7:  FTZ Exports by Sector, 2004 .........................................................................................55
Figure 3.8:  Number of Apparel vs. Non-Apparel Firms in FTZs.....................................................55



Figure 3.9:  FDI and Total Investment in FTZs.................................................................................56
Figure 3.10:  Tariffs in the Dominican Republic...............................................................................60
Figure 3.11:  Weighted-Average Tariffs by Sector ...........................................................................60
Figure 3.12:  Tariff Escalation...........................................................................................................61
Figure 3.13:  Average Customs Dispatch Time for Containers.........................................................64
Figure 3.14:  Firms Preparing for DR-CAFTA (% of firms).............................................................69
Figure 3.15:  Dominican Share of US Apparel Market .....................................................................72
Figure 3.16:  US Apparel Market Share by Quota-Bound Countries ................................................73
Figure 3.17: Tourist Arrivals by Level and Growth Rate..................................................................78
Figure 3.18:  Effective Hotel Room Occupancy................................................................................79
Figure 4.1:  Labor Contribution to FTZ Growth ...............................................................................85
Figure 4.2:  Factor Contributions to Non-FTZ Growth .....................................................................86
Figure 4.3:  Employment Level by Sector 1996-2004.......................................................................87
Figure 4.4:  Employment by Firm Size, 2003 ...................................................................................88
Figure 4.5:  Tourism and Manufacturing Wages...............................................................................90
Figure 4.6:  Unemployment...............................................................................................................93
Figure 4.7:  Use of Remittances ........................................................................................................98
Figure 5.1:  Comparing Private Sector Credit in Latin America and the Dominican Republic ......108
Figure 5.2:  Evolution of Private Sector Credit to GDP 1971-2004 (% of GDP)............................109
Figure 5.3:  Banking Sector Deposits and Private Credit (constant 1999 prices)............................112
Figure 5.4:  Nominal Deposit and Lending Interest Rates and Spread (%).....................................113
Figure 5.5: Interbank Overnight Interest Rates (annualized, %) .....................................................114
Figure 5.6:  Real Deposit and Lending Interest Rates (annualized, %)...........................................114
Figure 5.7:  Dollar Share of Total Lending and Deposits (%).........................................................116
Figure 5.8: Non-Performing Loans and Provisions in Commercial Banks .....................................116
Figure 5.9:  Obstacles to Investment (% of firms)...........................................................................121
Figure 5.10:  Retained Earnings as Source of Working Capital (% of total financing)...................121
Figure 5.11:  Sources of Working Capital in the Dominican Republic (%) ....................................122
Figure 5.12:  Share of Firms With Credit Access (%).....................................................................122
Figure 5.13:  Distribution of Loans by Lender Type (% of total loans) ..........................................123
Figure 5.14:  Average Collateral Value (% of loan)........................................................................124
Figure 5.15:  Demand for Loans......................................................................................................125
Figure 5.16:  Comparing Loan Demand in the Dominican Republic to Other Countries ...............126
Figure 5.17:  Demand for Loans (% of households)........................................................................127
Figure 5.18:  Dominican Households that Received Loans (% of households) ..............................127
Figure 5.19:  Breakdown by Type of Lender (% of households) ....................................................128
Figure 5.20: Market Shares for Urban and Rural Borrowers ..........................................................130
Figure 5.21:  Incidence of Financial Savings Accounts ..................................................................131
Figure 6.1: Comparing Energy Intensity (2003)..............................................................................134
Figure 6.2: Comparing Per Capita Electricity Consumption (2003) ...............................................135
Figure 6.3: Population Access to Electricity/Per capita GDP..........................................................136
Figure 6.4: Power Service Interruption Measures ...........................................................................137
Figure 6.5:  Ranking Firms’ Largest Obstacle.................................................................................138
Figure 6.6:  Residential, Commercial and Industrial Electricity Tariffs  in Comparable Countries in 
the LAC Region (2003) ...................................................................................................................139
Figure 6.7:  Residential, Commercial and Industrial Electricity Tariffs in the LAC Region ..........139
Figure 6.8: Weighted Average Price of Electricity..........................................................................140
Figure 6.9:  Industrial Sector’s Self-Generation by Fuel Type (2001) ............................................141
Figure 6.10:  Regulated and Unregulated Electricity Sales .............................................................141
Figure 6.11:  Comparison of Revealed Willingness-to-Pay and Actual Tariffs (2004) ..................142
Figure 6.12: Cash Recovery Index (%) ...........................................................................................144
Figure A6.1: Final Energy Consumption 1998-2004 ......................................................................152



Figure A6.2:  Share of Total Electricity Consumption from Self-Generation Capacity..................152
Figure 7.1:  Bribes to Obtain Government Contracts (% of contract value) ...................................155
Figure 7.2: Bribes to Obtain Government Contracts by Firm Type (% of contract value) .............156
Figure 7.3:  Bribe Requests during Inspections (% of firms) ..........................................................156
Figure 7.4:  International Comparison of the Bribe Tax (% of annual sales) ..................................157
Figure 7.5:  The Bribe Tax by Firm Type (% of annual sales)........................................................158
Figure 7.6.  Governance Indicators 2005.........................................................................................159
Figure 7.7.  Comparing Governance Indicators among Competitors 2005 .....................................159
Figure 7.8:  Time Tax in the Dominican Republic and Central America (% of time) ....................161
Figure 7.9:  Number and Duration of Inspections ...........................................................................161
Figure 7.10:  Sales Reported for Tax Purposes (% of total sales) ...................................................162
Figure 7.11.  Procedures to Start a Business in the Dominican Republic .......................................163
Figure 7.12.  Evolution of Real Wages (Minimum and Average, RD$) .........................................165
Figure 7.13:  Costs Due to an Unfavorable Business Environment (% of annual sales).................170
Figure 7.14:  How Central American Firm Productivity Compares to the  Dominican Republic...171
Figure 7.15: Degree of Distrust in the Judiciary to Uphold Contractual and Property Rights ........172
Figure 8.1:  Determinants of Aggregate Volatility in the Caribbean...............................................177
Figure 8.2:  Per Capita GDP Growth and Inflation 1982-1992 .......................................................178
Figure 8.3:  Tourism Arrivals by Country of Origin (2005)............................................................181
Figure 8.4:  External and Domestic Public Sector Debt (% of GDP)..............................................186
Figure 8.5:  Dynamic Public Debt Sustainability ............................................................................188
Figure 8.6:  Broad Money, Inflation and Nominal Exchange Rate (1980-2004) ............................189
Figure 9.1:  Caribbean Homicides (per 100,000) ............................................................................198
Figure 9.2:  Dominican Homicide Trends (per 100,000) ................................................................198
Figure 9.3:  Share of Population Under Age 15 (%) .......................................................................199
Figure 9.4:  Principle Problems Plaguing the Dominican Republic ................................................201
Figure 9.5:  Perceptions of the Relative Severity of Problems Affecting the Neighborhood..........201
Figure 9.6:  Comparing Dominican Crime Rates with Central America (% of firms) ....................203
Figure 9.7:  Increasing Rates of Non-Employee Robbery by Sub-Sector (%) ................................204
Figure 9.8:  Implications of Increased Crime ..................................................................................207

Boxes
Box 3.1:  Trade Logistics………………………………………………………………...................63
Box 3.2:  Apparel Manufacturer Grupo M……………………………………………….................74
Box 4.1:  Employment and Pay Differences by Gender……………………………………………92 
Box 8.1:  Pro-Cyclical Fiscal Policy in LAC……………………………………………………...184 
Box 8.2:  Hazard Risk Management in the Case of Hurricane Georges…………………………..193 
Box 8.3:  Natural Disaster Response Cross-Border Coordination between Haiti  
and the Dominican Republic..……………………………………………………………………..194





i

FOREWORD

The Dominican Government is pleased to present, jointly with the World Bank, the Dominican 
Republic Country Economic Memorandum: The Foundations of Growth and Competitiveness.
This report, the result of extensive research on Dominican economic performance and its 
determinants, was carried out with careful methodological rigor by a highly qualified World Bank 
team.  The results of the study were discussed in detail with and enriched by key inputs from the 
government agencies involved in policymaking related to increasing competitiveness.  

Thanks to these research efforts and the productive and dynamic interactions between the 
Government and World Bank teams, the resulting report is rich in analytical content, with a well-
developed diagnostic of economic performance in which the determinants of growth and 
competitiveness are correctly identified.  It is important to clarify, however, that the conclusions 
presented in this report on past economic performance do not represent an official Government view 
but rather the opinions of a group of independent experts that comprised the World Bank team.    

The Dominican Government places the highest priority on improving the country’s competitive 
capacity with a view to guaranteeing sustainable growth in the future.  In order to achieve this goal, it 
is clearly necessary to mobilize multiple efforts within both the public and private sectors in a wide 
range of areas, leading to a better use of productive factors and available resources, better rates of 
return to private firms, higher economic value-added, and the creation of new sources of better-
quality jobs.  From this perspective, we are faced with the challenge of developing public policies that 
effectively meet the basic requirements to achieve these objectives. 

As a policy priority, the Government is promoting improvements in the following areas: institutions, 
infrastructure, macroeconomic management, and the quality of health and education.  In addition, it 
has launched efforts to strengthen economic efficiency by focusing attention on factors such as 
secondary and tertiary education and technical training, improving market efficiency, and facilitating 
modernization.  The emphasis on strengthening these pillars of competitiveness constitutes the right 
path to achieving sustainable economic growth as a necessary condition for improving social 
development. 

The fact that the average annual growth rate of income per capita over the past 35 years (5.6 percent) 
was more than double the rate of population growth (2.4 percent) indicates significant capacity for 
growth and illustrates the Dominican economy’s robust performance.  This implies that the conditions 
for achieving higher levels of development are largely present; the challenge is to maintain and 
strengthen them.  Achieving this in the coming years in the context of increased competitive pressures 
in the international arena represents an unprecedented and formidable challenge confronting the 
authorities, productive sectors, national and international organizations and even the most recognized 
experts.  We know, however, that addressing this challenge will be facilitated by developing the 
capacity for well-structured analyses that offer a realistic perspective of the processes involved and 
help elucidate the best public policies to reach the desired goals.   



ii

In this sense, the Dominican Government recognizes the report as a valuable contribution and useful 
reference in orienting decision-making toward sound economic management, greater competitiveness, 
and social development.  Moreover, we are grateful to the World Bank for its initiative in producing 
this report.
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DOMINICAN REPUBLIC COUNTRY ECONOMIC MEMORANDUM 

THE FOUNDATIONS OF GROWTH AND COMPETITIVENESS 

EXECUTIVE SUMMARY

I. Introduction  
1. The Dominican Republic presents a fascinating case for studying economic growth and its 
determinants, as strong growth outcomes over the past thirty-five years have been tempered by 
periodic crisis episodes.  Per capita incomes rose from US$335 in 1970 to US$2,107 in 2004 despite 
annual population growth averaging 2.4 percent over the period.  This increase implies annual per 
capita GDP growth averaging almost 5 percent, well above the Latin America and Caribbean regional 
average of 3.2 percent.  Three major economic crises occurred during the period: in the mid-1980s, 
1990, and 2003-2004.  Today, the Dominican Republic is a lower middle income country with many 
attributes of the world’s modern economies.  During the last three and a half decades, the structure of 
production shifted away from agriculture, driven by the decline of the sugar industry, and toward 
manufacturing – especially free trade zones (FTZs) – and construction.  Services have long held a 
majority share in total GDP, but the tourism sector has emerged as a substantial force, directly 
accounting for 7 percent of total economic output in 2004.   

2. The focus on external markets and the economy’s success at diversifying production 
activities to remain competitive in the face of shifting world demand suggests a resilient use of 
resource endowments and an effective channeling of investment to support new activities.  At the 
same time, however, the country continues to face fundamental development challenges ranging from 
endemic poverty to poor health outcomes and significant weaknesses in government and societal 
institutions.  The remarkable sustained growth performance since 1970 failed to achieve poverty 
reduction and welfare improvements to the degree anticipated.  Inequality remains high, which in turn 
is an impediment to sustainable growth in the long run.  A one percent increase in inequality reduces 
Dominican growth by an estimated 2 percent; the implied vicious cycle of poverty-constrained 
growth needs to be broken through improvements in education, infrastructure, health, credit access, 
and risk mitigation, inter alia (World Bank 2006a).  

3. This report provides a comprehensive treatment of economic growth in the Dominican 
Republic, with the objective of building on existing knowledge in order to enhance understanding of 
how the country arrived where it is today, what factors impeded or helped smooth the Dominican 
development path, and which policies can facilitate the journey ahead – a journey that strives to 
increase Dominican competitiveness in the context of a changing external trade environment in order 
to increase growth and incomes and reduce inequality.1

4. The report is divided into three thematic sections.  Section I provides a description of the 
economy’s growth trends over the past three decades (in Chapter 1), followed by a detailed analysis 
of the explanatory factors behind Dominican growth using econometric techniques and panel data to 
describe the Dominican experience within the global context (in Chapter 2).  The findings that 
emerge motivate the analysis in Section II in which the specific components of growth are examined: 
trade in Chapter 3, the factor inputs of labor (Chapter 4) and capital (Chapter 5), and a case study of 
the electricity sector in Chapter 6.  Section III of the report addresses constraints to growth that cut 

1  This report draws on the World Bank’s recently completed Review of Trade and Labor 
Competitiveness in the Dominican Republic (World Bank 2005a). 
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across the entire economy rather than being limited to specific sectors or production factors.  Chapter 
7 focuses on the institutional constraints such as the governance and regulatory environments.  This is 
followed by an examination of the sources of volatility affecting the Dominican Republic, and their 
implications for growth (Chapter 8).  And finally, Chapter 9 considers the role of crime on firm and 
household decisions, which ultimately affect growth outcomes.  

5. To analyze growth in the Dominican Republic, this report complements a growth accounting 
approach with cross-country analysis to assess the role of initial conditions, country-specific 
macroeconomic and regulatory policy frameworks, and institutional quality.  The results identify the 
structural policies and exogenous shocks that have most affected growth in the sample countries (the 
sample includes both developing and developed countries).  The findings are subsequently applied to 
the Dominican Republic to estimate the relative magnitudes of the identified growth determinants.  
We use these findings to examine more closely each specific explanatory factor – in Chapters 3 
through 9.   

II. Determinants of Past Growth 
6. What conclusions can we draw from the long periods of positive economic growth?  In other 
words, what are the explanatory factors behind the Dominican Republic’s strong growth performance, 
which deviated from most other countries in Latin America and the Caribbean over the past thirty-
five years?  From a growth accounting perspective (Chapter 2), long-run growth was largely fueled 
by capital accumulation and productivity gains, with employment growth playing a small role.  The 
experience of the FTZ sector is markedly different from the rest of the economy, however.  As shown 
in Figure 1, FTZ sector growth was driven by job creation in unskilled jobs and TFP growth, 
benefiting from the dynamism stemming from competition and integration with external markets.  
The domestic economy, by contrast, follows a traditional model of capital accumulation and import 
substitution, and thus is unable to compete globally.  This dualistic strategic approach yielded 
diverging outcomes at the sector level.  Whereas the FTZ-based export-promotion strategy was 
successful in increasing export volumes and outward orientation and spurring productivity gains, its 
role in generating overall GDP growth was more modest, due the small size of the sector and its 
limited backward linkages to the domestic economy.   

Figure 1:  Comparing Factors of Growth

Source:  World Bank staff estimates 
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7. The sectoral decomposition of growth shows that long-run GDP growth has been largely 
associated with significant output expansion in four main industries: FTZs, tourism, 
telecommunications and, up to the early 1990s, financial services.  Several other sectors experienced 
slightly more modest but still significant growth over the 1970-2004 period, including construction, 
transportation, commerce, utilities, and government services.  These patterns of sectoral performance 
illustrate that Dominican economic growth was diversified and at the same time followed two 
different strategic paths. 

8. From the perspective of growth’s structural determinants, the analysis elucidates the 
economy-wide structural policies, institutions and shocks that affected the economy’s growth path.  
Specifically, Dominican economic growth was propelled by improvements in infrastructure, trade 
openness, education and financial depth, and was stifled by high government burden, weak 
governance and to a lesser extent macroeconomic instability and financial crises (see Figure 2). 

Figure 2:  Structural Determinants of Growth (% of GDP growth) 
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9. But in considering the impact of these structural policies on the identified growth sectors, it is 
important to recognize that concurrent policies are affected by other variables, such that their impacts 
are not linearly additive.  Some policies interact positively, creating a larger combined effect than 
each effect singly, other policies interact negatively, while others may be co-dependent such that a 
single policy alone has only a negligible impact but in combination is important.  Regression results 
must therefore be interpreted carefully in order to draw useful lessons than can help shape a strategy 
for future Dominican growth.

10. This report covers key policy interactions, with a particular focus on governance.  
Specifically, a large government burden vis-à-vis regulatory and tax requirements encourages evasion 
and sole-source contracts that are facilitated by weak institutional arrangements and enforcement – 
both characteristics of the country’s poor governance environment.  Moreover, these effects are self-
perpetuating in that a lack of enforcement leads to higher tax rates and additional regulations in order 
to try to generate adequate government revenue and establish a sense of order and rule of law.  
Governance in the Dominican Republic also affects infrastructure provision, given frequently shifting 
government priorities (which in the past resulted in incomplete or under-funded projects) and the 
granting of contracts or construction approvals with inadequate environmental precautions and 
uncompetitive procurement practices.   
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11. Weak governance was a key factor in the 2003 banking crisis, as inadequate prudential 
regulations and oversight led to under-provisioning of non-performing loans, inter alia, and the 
resulting insolvencies were resolved through intervention by the Central Bank with little debate over 
whether and at what cost the government should assume these private sector debts.  The financial 
crisis generated extreme exchange rate volatility, in turn leading to very high rates of inflation and 
lower real incomes.  On the other hand, the effects of the financial crisis were mitigated by the degree 
of financial depth, which has been a positive force in Dominican economic growth, facilitating credit 
access for large firms, entrepreneurs and consumers.  The extent of trade openness – a contributor to 
growth through exports, technology adoption and FDI, which all promote total factor productivity – is 
dependent on the terms of trade, such that real exchange rate shocks affect export competitiveness, 
but also creates exchange rate pressures through the magnitude of trade transactions.  

12. Another factor not captured explicitly in the growth models but that is present in the 
Dominican economy is money laundering linked primarily but not exclusively to the drug trade.  The 
large unexplained residual in the sources of growth analysis may be capturing the effects of money 
laundering, among other determinants.  Money laundering interacts positively with weak governance 
and prudential regulations, likely contributing to output gains during the second half of the 1990s, but 
also contributing to the imbalances that came to light with the banking crisis.  Because money 
laundering by its nature is not easily quantified, however, we cannot analyze its direct impact on 
growth.  Other types of crime can be measured, however, through official statistics or more reliable 
victimization surveys.  The deteriorating crime situation cited by Dominican firms and households 
has substantial economic costs, through direct losses to merchandise, labor productivity and output, 
and indirectly through lower investment – both new investment and crowding out re-investment for 
upgrading or expansion. 

13. Within this complex and multi-dimensional policy environment, we revisit the four leading 
sectors – FTZs, tourism, telecoms and financial services – with a view to explaining the policy 
interactions at work.  In all four sectors, market-oriented reforms have been substantial, creating 
competitive environments where prices are largely determined by market forces and attracting 
significant investment – particularly from abroad.  The FTZ sector is emblematic, operating under a 
special legal and institutional framework that is effectively free from government burden.  A large 
portion of FDI was targeted to FTZs in recent years, and the sector has contributed substantially to the 
level of trade openness.

14. Although inter-sectoral linkages are important in some cases – such as for example tourism-
related demand for construction, transport and commerce services – they have been more limited than 
expected, in light of the observed aggregate growth rates.  The analysis in Chapter 3 illustrates that 
Dominican tourism is based on an enclave model, minimizing tourists’ interactions with the rest of 
the economy.  The FTZ sector also suffers from insufficient backward linkages with the domestic 
economy, due to its import-intensive nature driven by the structure of trade incentives.   Another 
explanation of the unequal distribution of growth gains is the fact that these four leading sectors are 
dominated by large firms, whereas two-thirds of all workers in the economy are employed in firms 
with fewer than 20 employees.   

15. Figure 3 below illustrates that aggregate employment kept pace with labor force growth – a 
substantial achievement in light of the high population growth rates of the 1960s and 1970s especially 
– but poverty reduction might have been greater had job creation been more evenly distributed: 
geographically, across sectors, and across skill levels.  For example, even though FTZ firms created 
thousands of jobs, employing lots of women in low-skilled work who might have otherwise been out 
of the labor force or engaged in even lower-paying activities, the spillovers to the rest of the economy 
would have been greater under higher investment in technology and skills to support higher value-
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added production and more linkages to small and medium enterprises.  Instead, growth has been 
largely pro-rich rather than pro-poor (World Bank 2006b).  Nevertheless, the diversified pattern of 
sector growth reflects at least some minimal spillover, translating into increases in education and 
household consumption made possible by increased incomes and which reinforce growth.

Figure 3:  Population and Employment Growth (%) 

Source: Labor Force Surveys 

16. To increase the competitiveness of the Dominican economy as a whole – not just limited to 
free trade zones and the tourism sector – a forward-looking growth strategy will need to promote 
backward linkages with the domestic economy.  Harnessing investment, both domestic and foreign, 
and reducing trade obstacles and distortions affecting non-FTZ firms would help to generate the TFP 
gains that so benefited FTZ value-added growth in the past.  And the negligible contribution of 
human capital accumulation to growth implies the need for a structural shift to higher value-added 
production which will require, inter alia, a more qualified labor force.   

17. Whereas increases in infrastructure, trade openness, education and financial depth contributed 
positively to Dominican growth in the past, the absolute provision levels of these variables falls short 
of those prevalent in developed countries, implying significant scope for catch-up through a 
supportive policy environment in each of these areas.  For example, raising educational attainment to 
secondary completion in particular would reduce poverty and inequality and contribute directly to 
growth through higher productivity.  The more skilled labor force that would result would improve 
the country’s competitiveness, thus stimulating trade.  The regression analysis also suggests that weak 
governance and a large government burden have severely slowed potential growth, necessitating 
extensive institutional reforms to improve government effectiveness and reduce corruption, thereby 
reducing efficiency losses and shifting resource allocations toward more productive – and 
competitively determined – uses.   

18. Finally, strengthening the government’s regulatory functions and macroeconomic policy 
setting, for example by reducing discretion, would mitigate the risk of future crises and reduce 
volatility, which has been harmful to growth in the past and especially harmful to the poor who lack 
the resources and coping mechanisms to ride out negative income shocks.  This combination of 
policies – increasing backward linkages, raising labor productivity and reducing volatility – will go a 
long way toward a more equitable distribution of income and lower poverty, thus laying the 
groundwork for moving beyond short-term economic recovery and toward sustainable growth in the 
long run.    
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19. These key policy areas interface directly with other variables identified in the growth analysis 
as essential for avoiding future crises and sustaining economic growth, particularly in the context of 
increasing trade liberalization under the Multi-Fibre Agreement phase-out and the forthcoming DR-
CAFTA.  The report examines each of these themes – namely trade, labor, the financial sector, 
electricity, governance and the regulatory environment, volatility and crime – with a view to 
understanding the underlying incentive structure, evaluating past responses to shocks, and assessing 
potential measures to deal with future pressures. 

III. Factor Contributions 

Merchandise Trade

20. The Dominican Republic – like much of Latin America – was particularly affected by the 
debt crisis in the early 1980s, and faced huge challenges associated with inward-looking development 
policies that generated inefficient industrial sectors unable to compete in external markets.  
Dominican policymakers addressed the challenges with a combination of orthodox and heterodox 
policies, especially with respect to trade.  On one hand, the Dominican Republic pursued a strategy of 
economic opening through export promotion, namely through preferential access to the US market 
under the Caribbean Basin Initiative and its successor Caribbean Basin Trade Partnership Act, and by 
establishing FTZs.  This was accompanied by measures to attract FDI, such as adopting legislation to 
ensure equal treatment of national and foreign investors.  This trade opening was accompanied by 
significant protection, however.  Some sectors remained very protected using high tariffs and non-
tariff barriers, particularly textiles and apparel, but also agriculture.  The resulting mix of orthodox 
and heterodox policies supported the emergence of a dual economy characterized by robust and 
sustained FTZ- and tourism-dominated export growth during most of the 1990s (see Figure 4). 

Figure 4:  Exports (US$ millions) 
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21. The export sector moved away from traditional exports (sugar, tobacco, coffee, cocoa, and 
minerals) to manufactures and tourism, driven by weak commodity prices and protection.  The 
economy became more open in terms of FDI to free trade zones, and increased tourism receipts and 
remittances (helping to finance imports).  But the strategy of FTZ-based export promotion and the all-
inclusive enclave tourism model effectively inhibited more efficient domestic production and the 
positive interaction between exports and domestic production, thereby reducing the potential growth 
pay-off from trade openness.  The concentration of exports to and imports from the US intensified 
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between 1990 and 2003, and is essentially driven by FTZs and preferential access.  The dominance of 
FTZ exports stems from the preferred treatment provided to FTZ exporters in terms of duty-free 
imported inputs, exemption from VAT and profit taxes, better infrastructure, and streamlined export 
procedures, which are complemented by preferential access to the US under the CBI/CBTPA.  This 
potential access to the US market provides an incentive to import US inputs in order to meet rules of 
origin, effectively minimizing the backward linkages to domestic production. 

22. The trade policy framework guiding Dominican trade is undergoing major changes following 
new international agreements and obligations.  DR-CAFTA is likely to increase Dominican exports to 
the US, on the order of at least 10-20 percent based on model simulations, with gains concentrated 
primarily in the FTZs.  These anticipated gains will offset the expected decline in apparel exports 
following the phase-out of the Multi-Fibre Agreement, the effects of which are already being felt by 
Dominican apparel manufacturers.  Whereas DR-CAFTA will reduce fiscal revenues from tariffs on 
imports (60 percent of which come from the US and Central America) and displace some domestic 
production in favor of increased imports from the US, at the same time it will benefit Dominican 
consumers of intermediate and final goods through lower prices and/or higher quality, and create 
market opportunities in new product lines.     

23. The forthcoming changes in trade policy – DR-CAFTA, the recent Multi-Fibre Agreement 
(MFA) phase-out, and FTZ export subsidy elimination – will alter the trade incentive structure, 
generating new winners and losers relative to the status quo.  There is a strong correlation between 
trade liberalization and growth, and recent lessons from international experience, and NAFTA in 
particular, illustrate the potentially large growth and welfare payoffs.  But a supportive investment 
climate and other trade-promoting measures will help to consolidate these potential gains.  The 
challenges for the future will be to: (i) harness the positive spillover effects through more backward 
linkages, stimulating ties to the domestic economy, (ii) resolve the disparate treatment of FTZ and 
non-FTZ exporters in such a way as to meet future WTO obligations and facilitate trade, (iii) foster 
innovation to retain competitiveness and expand market niches, such as through promoting private 
research and development, strengthening the national quality system, and increasing links between 
tertiary education institutions and the private sector, (iv) reduce trade transactions costs through more 
efficient logistics (i.e., port and customs reform), and (v) effectively implement the various trade 
accords and review trade policy vis-à-vis third-party countries (i.e., MFN tariffs). 

24. Reducing the disparity between FTZ and non-FTZ exporters is essential for stimulating the 
non-FTZ economy, and could be achieved through an effective duty drawback scheme (FTZs already 
benefit from this duty-free treatment).  Whereas this option would hurt fiscal revenues in the short 
run, the forthcoming DR-CAFTA will de facto extend duty-free treatment to all imports from the US 
and Central America, not just those entering FTZs.  A duty drawback scheme was approved in 1999, 
but this system is not yet effective, in part because it is very difficult to administer, particularly given 
the institutional weaknesses that inhibit monitoring and efficient customs operations.  Equalizing 
access to a functioning duty drawback scheme is not sufficient to meet WTO obligations, however, 
nor would it be sufficient to achieve the overarching objective to provide a level playing field.  FTZ 
firms benefit from other tax advantages in addition to duty-free imports, such as exemption from: the 
corporate income tax (equal to 1.5 percent of gross revenues or 30 percent of net profit); the 16 
percent value-added tax, ITBIS; and the 13 percent foreign exchange commission (revoked in July 
2006).   

25. One option that would level the playing field would be to open FTZs to all producers 
regardless of whether they are exporters by eliminating the minimum export requirement.  But the 
most effective method of eliminating forbidden export subsidies and creating stronger opportunities 
for backward linkages to the domestic economy is to ensure equal treatment of FTZ and non-FTZ 
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sectors by eradicating disparities in the administrative procedures and infrastructure access between 
FTZ and non-FTZ firms, extending the ITBIS to FTZs, and applying identical corporate tax rates 
across the economy.  The resulting change in incentive structure will need to be phased in gradually 
to avoid driving producers out of FTZs.  And given the importance of the sector and the desire to 
avoid unnecessary disruption, the authorities will need to consider any proposed tax changes within 
the broader context of comprehensive tax reform.     

Tourism

26. The Dominican tourism sector has been tremendously successful within the low-cost, all-
inclusive, sun, sea and sand tourism model, increasing its global market share very rapidly in the past 
twenty-five years to become a premiere Caribbean destination for air travelers.  Looking ahead, 
however, the sector’s future competitiveness faces many challenges.  Its specialization in low-cost 
services makes it vulnerable to exogenous shocks that affect pricing, such as exchange rate 
fluctuations.  The sector also is at risk of being displaced by trendy new destinations.  The sector’s 
concentration in large 400+ room resorts may lose customer appeal and could rely more on intimate 
accommodations with a higher quality of service; this alternative model involves higher value-added, 
demand for a more skilled labor force, and a larger contribution to economic growth.  But the difficult 
investment climate for small operators puts them at a disadvantage relative to the large hotel chains 
which can more easily cope with obstacles such as by negotiating special regulation and inspection 
procedures.  Also, poor regulation – especially in terms of environmental policies – may lead to 
irreversible degradation of the island’s natural resources, causing irreparable harm to the industry.   

27. In order to enhance its competitiveness, the tourism sector needs to diversify its product away 
from the all-inclusive packages controlled by tour operators which limit in-country spending and 
therefore the sector contribution to overall economic growth.  In addition, greater coordination of 
marketing campaigns – supported by a national strategy – could improve penetration into the North 
American and European markets, and could be facilitated by greater use of internet technology.  By 
differentiating the Dominican brand from other Caribbean destinations, such as for example 
increasing the focus on historical, cultural and eco-tourism, the sector will be better placed to 
withstand general changes in market sentiment.  These efforts should be complemented by measures 
to facilitate within-country transport – by road or air – as well as the development of the domestic 
tour operator market.

28. This approach constitutes a shift away from the enclave nature of resorts by increasing the 
linkages with surrounding communities and local culture, increasing growth feedback effects and 
ultimately generating more employment.  Small and medium-sized hotels are well-placed to 
contribute to the anti-enclave shift and spur this strategic focus, but currently struggle with the uneven 
playing field vis-à-vis larger hotels.  Finally, and perhaps most importantly, the application and 
enforcement of appropriate environmental policies are desperately needed to halt and hopefully 
reverse the degradation that has occurred to-date and which threatens the future sustainability of 
existing resorts.  There is an important role for establishing and monitoring quality standards, which 
can also be explicitly linked to environmental criteria.   

Labor

29. It is through the lens of job creation and labor market efficiency that we seek a better 
understanding of the role of sector policies in promoting economic development and welfare 
improvements in the Dominican Republic.  Employment outcomes reflect effective labor demand, 
that is, actual employer demand for workers from among a given pool of supplied labor.  The analysis 
in Chapter 4 identifies a long-term employment shift from agriculture and industry to services 



xiii

(primarily commerce, government and tourism), which was accompanied by rapid growth of informal 
employment, where own account workers have below average education and perform lower level 
occupations.  Despite increasing labor demand since 1996, real wages remained level and in fact 
declined after 2001.  Although educational attainment is increasing, labor demand continues to be 
concentrated in relatively low skills.  Positive returns to education imply effective wage signaling in 
the labor market despite minimum wage and other regulations.  The competitive FTZ and tourism 
sectors tend to pay less than most other sectors, explained in part by the large proportion of women 
employed therein.  Dominican labor as a whole is competitive relative to the Caribbean and Central 
American countries, both in terms of price and in terms of investors’ perceptions of availability, 
productivity and a flexible regulatory environment.   

30. Labor competitiveness also relates to the quality and magnitude of labor supply.  Job growth 
kept pace with labor force growth, generating a fairly steady rate of open unemployment (as shown in 
Figure 5).  The rising educational attainment of women led to an increase in female participation and 
a rise in female returns to education.  Nevertheless, the data provide evidence of some degree of 
education-occupation mismatch, for both men and women.  Additional skills mismatch is evidenced 
by the large number of discouraged workers – namely those available but not actively searching for 
work – and the long time it takes new entrants to find employment.  The resulting high rate of broad 
unemployment, which averaged 15 percent in the last decade, effectively limits overall economic 
growth by denying a large segment of the working age population the opportunity to generate output.   

Figure 5:  Unemployment (%) 
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31. The unemployment patterns observed in the Dominican Republic can be partially explained 
by unrealistic expectations on the part of job seekers, voluntary unemployment while workers queue 
for better work opportunities, poor education quality despite official credentials, and insufficient 
employer demand for higher skilled labor.  Inequitable access to schooling affects the long-term 
prospects for increasing labor quality and productivity across the labor market, confining Dominican 
labor to basic skills that do not meet the demands of skill-intensive new technologies, with the result 
of limiting future competitiveness in higher value-added activities and economic growth.  One 
strategy to stimulate economic growth would focus on mobilizing the higher labor productivity 
characteristic of small and medium-sized enterprises compared to micro-enterprises and large firms.  

32. Greater availability of skilled workers – through higher educational attainment and improved 
education quality – would create incentives for firms to invest in new technologies that are skill-
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intensive.  Existing gaps in secondary education have exacerbated inefficiency, inequity and poverty, 
and evidence from Latin America and the Caribbean region suggests that escaping poverty requires 
completing secondary education (World Bank 2006a).  Policies to increase education access could 
include conditional cash transfer or educational credit programs to keep children in school longer.  
Making education more relevant to global competition will require curriculum reform focusing on 
general problem-solving skills and team work, inter alia, and fostering linkages between educational 
institutions and the private sector.  Reducing mismatch could be achieved through programs to 
improve job search skills, and a greater use of internships and apprenticeships.  And for upgrading 
skills among the already employed, additional support to develop in-service training programs in 
technical areas or general business management could be channeled through INFOTEP. 

33. Dominican labor is likely to remain regionally competitive in low skill activities.  In-
migration of Haitian workers has had a positive effect on Dominican competitiveness, since Haitians 
mostly perform the low-end jobs that Dominicans view as undesirable.  Whereas Haitians were 
initially concentrated in agriculture jobs, there has been an increasing shift toward construction sector 
jobs.  Out-migration of Dominicans has a larger effect – about 2 million Dominican-born adults live 
outside the country, with a large percentage sending remittances to relatives and friends.  Remittances 
total over US$2 billion annually (12-14 percent of GDP), with some sixty percent used for daily 
consumption expenses (see Figure 6), helping to smooth income and boosting economic growth 
through aggregate demand.  About thirty percent of remittances – US$800 million – is productively 
invested or saved.  These productive uses of remittance resources provide a major benefit to the 
Dominican economy despite possible labor market distortions.  But existing inefficiencies in the 
remittance sending market limit the productive potential of these resources, through high fees as well 
as the prevalence of home delivery mechanisms that circumvent financial institutions.  Addressing 
these market inefficiencies could provide an important impetus to mobilizing savings and increasing 
credit access, particularly for lower income groups. 

Figure 6:  Use of Remittances (%) 
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Financial Sector

34. The high direct cost of the banking crisis and subsequent Central Bank bailout of three 
commercial banks – amounting to 21 percent of GDP – triggered the economic crisis in 2003, when 
GDP growth declined by 1.9 percent in real terms.  But growth rebounded quickly, suggesting only a 
short-run impact on the economy.  This conclusion ignores the potentially substantial long-run costs 
associated with high public debt and severe macroeconomic imbalances that led to a loss of 
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confidence.  On the other hand, the Central Bank’s decision to intervene avoided bank runs and 
contagion to the entire banking system.  Nevertheless, by assuming the liabilities of the intervened 
banks (including off-balance sheet deposits), the Central Bank’s intervention actually increased the 
resolution costs substantially, thereby increasing the risk of macroeconomic instability which in turn 
harms growth.  Because part of the liquidity support was not sterilized, the resulting monetary 
expansion fueled inflation and currency depreciation.   

35. Support from international financial institutions on policy reform focused on prudent 
monetary and fiscal policies, and the Paris Club debt rescheduling agreement provided positive 
signaling that helped restore confidence in the economy.  This policy shift coincided with the 
inauguration of the Fernandez administration, bringing with it a degree of speculative optimism that 
contributed to the recovery, as the peso stabilized and regained value, inflationary pressures subsided 
and interest rates declined.  Despite the rapid stabilization and recovery from the crisis, substantial 
risks remain, including the weakening of the Central Bank balance sheet which continues to generate 
large quasi-fiscal deficits on account of interest payments on its large debt. 

36. Whereas the monetary and fiscal costs of the crisis have been partially contained under the 
first phase response to the crisis, progress on the huge agenda of regulatory reform that constitutes the 
second phase of crisis response has been slow.  Fundamental institutional changes to strengthen the 
financial system are required to reduce opportunities for fraud and collusion through non-transparent 
oversight and pervasive related-party lending, and eliminating political interference in supervisory 
functions.  Priority reforms that were targeted to be implemented under the 2002 Monetary and 
Financial Law include term limits (albeit renewable) for monetary board members including the 
Central Bank governor and superintendent of banks, improved transparency of the monetary and 
financial accounts of the Central Bank and Superintendency of Banks, full implementation of the 
Basle Accord and other international prudential norms, and implementation of consolidated 
supervision of financial entities.

37. Some progress in these areas has been made, but the authorities need to redouble their efforts 
in order to avoid future shocks to the financial sector that could have systemic effects.  The following 
complementary measures are urgently needed in the short term: a risk-oriented supervisor approach of 
the Superintendency of Banks; enhanced credit risk examination procedures; recapitalization of banks 
and increased provisioning for non-performing loans; liquidity management, both in domestic and 
foreign currencies; development of interbank money markets; improved institutional capacity of the 
other Superintendencies (Securities, Insurance and Pension); modernization of the payments and 
securities settlement systems; improvement of the legal and institutional framework and judicial 
enforcement; and the development of regulations to implement recently passed laws. 

38. Several of these areas are being addressed with technical assistance from the World Bank, 
IMF and IADB, including strengthening the Superintendency of Banks and improving prudential 
regulations and supervision under two broad modules: the introduction of a new supervisory focus, 
including enhanced on-site and off-site supervision, and improved management of the 
Superintendency of Banks’ human and technological capabilities. 

39. The steady increase in credit to the private sector over the past thirty-five years helped 
facilitate investment during a time of sustained economic growth – consistent with the assertion that 
financial sector development has been an important contributor to past growth.  But after 2000, credit 
to the economy continued to increase despite the economic slowdown, signaling financial sector 
imbalances.  The 2003 banking crisis clearly illustrates that despite solid foundations of growth, 
institutional weaknesses – in this case weak supervision and lack of transparency – overwhelm the 
positive impact of these foundations.  In other words, the potential growth gains from increasing 
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financial depth (proxied by private sector credit) cannot be realized in the context of an under-
developed financial system that is characterized by weak regulation and prudential supervision, and a 
cloudy jurisdictional environment that reflects poor governance.   

Credit Markets

40. The Investment Climate Survey conducted in the fourth quarter of 2005 found that about 50 
percent of firms were credit constrained due to high interest rates, while 33 percent cited collateral 
requirements as a particularly large obstacle (see Figure 7).2  And because a majority of Dominican 
firms rely on retained earnings to finance working capital, recession-induced production losses can 
have long-term effects on the health of firms by crowding out future investment.  Micro and small 
firms are more vulnerable to negative shocks due to their greater reliance on retained earnings, 
jeopardizing future job creation in this dynamic segment of the economy.  Firm borrowing is 
primarily from commercial banks – providing another rationale for strengthening bank regulations.  
Over two-thirds of outstanding loans required collateral, for which borrowers tended to use buildings, 
although micro firms also relied on third-party guarantees due to their low fixed assets.   

Figure 7:  Obstacles to Investment (% of firms) 
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2  Carried out by the World Bank, this Investment Climate Survey covered a sample of 180 
manufacturing firms and 70 commerce sector firms, stratified by firm size (nearly half of firms were 
microenterprises, one-fourth were small, 15 percent were medium-sized firms and almost 10 percent were 
large).  The sample was also divided between Santo Domingo and Santiago (about three-fifths of the 
observations based on firms in Santo Domingo).  Commerce sector firms ranged from grocery stores to 
pharmacies to bookstores to jewelers.  With respect to manufacturing, the survey focused on five sub-sectors: 
food and beverage manufacturers, apparel, chemical products, glass and cement, and metal and machine 
manufacturers.  The questionnaire is based on the World Bank’s core survey, allowing comparisons with survey 
results in other countries, but was adapted to the specific circumstances of the Dominican Republic in order to 
capture accurately the obstacles relevant to Dominican firms. 
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41. By increasing credit access, firms could more effectively take advantage of investment 
opportunities, translating into an important pay-off for growth.  Guzmán and Ortíz (2005) show that 
SMEs with better access to financing – as well as those with higher capacity and greater participation 
in business associations, inter alia – post higher returns.  Although this could be explained by the fact 
that more productive firms have access to credit, it is also the case that increased credit leads to better 
firm performance; the causality goes in both directions.  Credit availability is an important factor in 
promoting firms’ expansion by financing a period of learning-by-doing among new firms during 
which they discover their optimal structure and size.  Given the higher efficiency and productivity 
observed in SMEs of smaller size – that is, those with 11-50 employees – effective growth-promoting 
measures should focus on removing obstacles to credit access that are particularly binding for this 
target firm population. 

42. With respect to household credit demand measured in the Living Standards Survey
(ENCOVI), Dominican households presented a strong demand for loans in 2003: 71 percent of 
surveyed households expressed a potential demand for loans, 22 percent received loans, and 49 
percent had an unmet demand (either rejected or did not apply because of collateral requirements or 
interest rates).  Households in the bottom quintile have a higher level of unmet demand relative to 
others, partly attributed to their lack of collateral.  As in other countries in the Latin America region, 
most households borrowed from only one type of lender rather than obtaining credit from multiple 
sources.  About 84 percent of households that received loans in 2003 had outstanding debt balances at 
the time of the interview in 2004, which may indicate that loans had maturities longer than one year 
or that households were experiencing difficulties in repaying their loans. Loan proceeds were mainly 
used for household activities, but a substantial share reported borrowing to pay other debts.  The ratio 
of outstanding loan debt to annual household income averaged 58 percent; with such high levels of 
debt-to-income, Dominican households in 2004 may have experienced difficulties in servicing those 
loans, especially in a high interest rate environment. 

43. Because the household survey was carried out in the midst of the economic crisis, it was able 
to capture borrowing behavior related to the crisis.  The results suggest that credit markets may have 
played a role in dampening the effects of the crisis, and possibly smoothing consumption.  In addition 
to loans, about 6 percent of Dominican households also had credit card debt.  In the area of financial 
assets, this chapter finds that almost 30 percent of households had financial assets, a much higher 
proportion compared to other developing countries. 

44. The observed patterns of household credit demand suggest that collateral requirements are a 
key deterrent to applying for loans, implying a need for creative definitions of assets such as through 
leveraging remittance income.  The high level of Dominican indebtedness and the fact that 14 percent 
of loans are being used to pay other debts imply a need for financial literacy programs to educate 
potential borrowers about managing debt repayment and overhang, inter alia.   

Electricity Sector

45. The country’s prolonged electricity crisis and ineffective remedial measures have led to a 
vicious cycle of regular blackouts, high operating costs of the electricity distribution companies 
(EDEs), large losses including electricity theft through illegal connections, high retail tariffs to cover 
these inefficiencies, low bill collection rates, a significant fiscal burden through direct and indirect 
(mostly untargeted) subsidies, and very high consumer outlays for alternative self-generated 
electricity.  The resulting incentive framework does not induce consumers to pay.  But consumers’ 
willingness to pay for reliable electricity service through self-generation suggests that the electricity 
sector is not effectively capturing this demand, creating efficiency losses.  Figure 8 illustrates that at 
every level of consumption, consumers spend more for reliable electricity supply (including self-
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generation) than that charged by the EDEs.  Total costs of the electricity crisis in 2005 exceeded 
US$1 billion – 5 percent of GDP – comprising US$550 million in government subsidies to the 
electricity sector, US$400 million to install and maintain the commercial and industrial sectors’ self-
generation capacity, and at least another US$150-200 million for residential self-generation capacity.  
This outlay represents a very high economic cost, through raising production costs directly and 
indirectly due to the lack of reliable service and the resulting self-generation requirements, ultimately 
dissuading investment and reducing competitiveness.  The fact that four-fifths of firms cite electricity 
as a major obstacle – and half of firms cite it as the greatest obstacle – implies that the electricity 
crisis has had an enormous impact on the economy.  

Figure 8:  Comparing Revealed Willingness-to-Pay and Actual Tariffs (2004) 
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46. Weak institutional capacity and oversight are the chief culprits behind the crisis, providing 
another example of the high costs of weak governance.  The sector’s convoluted path from poor-
performing public utilities to privatization to implicit subsidies and then re-nationalization did not 
resolve issues of poor service quality, which continue to be exacerbated by illegal connections and 
non-payment, all at a persistent exorbitant cost to the government and consumers.  The lack of 
transparency, public accountability, and a broader political consensus on reform decisions and 
inadequate political will to push for a resolution have delayed or blocked reform.   

47. The EDEs’ current strategy to reduce losses focuses on: (a) rationing energy supply to 
provide more to circuits with lower losses, (b) replacing and installing new meters, (c) capturing as 
clients users who are currently tapping illegally into the system, (d) inspecting meters etc. for 
tampering, (e) investigating sophisticated electronic fraud by large users, and (f) correcting technical 
anomalies in equipment.  But anemic efforts on the ground have led to only modest improvement in 
the Cash Recovery Index (CRI), far short of the government’s targets.  Whereas pursuing non-payers 
among the large commercial consumers would have a large impact on both costs and as a signal that 
non-payment will no longer be tolerated, very limited progress has been made to-date. 

48. Additional planned measures include: (a) installing online electronic meters for large clients 
to monitor consumption continuously and detect anomalies promptly; (b) making residential bill 
payment easier by increasing the number and hours of payment centers; (c) re-contracting the 
technical-commercial service field teams that were used by EdeNorte and EdeSur before 
nationalization to check and repair meters and perform disconnection and connection of service; and 
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(d) implementing a pilot program to redesign low-voltage distribution installations to make illegal 
connections and meter tampering more difficult.  An effective communications campaign to educate 
the public about the reform strategy, engage communities in constructive dialogue and create 
consensus on the reform process could help generate popular support for tough measures. 

49. Whereas the introduction of new management to EdeNorte and EdeSur is cause for optimism, 
stalled implementation of key measures to restore financial solvency in the short run and advance the 
overall sector reform generate concerns.  These include maintaining a financially viable tariff with 
targeted subsidies to protect poor consumers, and a fair tariff indexation formula that adjusts for 
inflation and fuel price and exchange rate fluctuations.  In fact, tariffs were frozen in January 2006 
despite exchange rate and oil price pressures that under the indexation formula should have resulted 
in a 5 percent tariff increase in February 2006.  And while the authorities are reluctant to raise tariffs 
when service improves given already high tariffs, delays in indexing the tariff will result in even 
higher sector subsidies, thereby further crowding out other priority public expenditures. 

50. Because the current system is under-funded, vital repairs needed to raise the distribution 
system to a reasonable level of service cannot be undertaken without increased cash-flow.  On the 
other hand, without service improvements and reductions in blackouts, consumers are unwilling to 
pay current – much less higher – tariffs.  In the long run, financial sustainability will require raising 
bill collection rates to the point at which the distribution and generation companies have sufficient 
income to conduct necessary repairs and improvements, and provide reliable, uninterrupted service to 
consumers.

51. Looking ahead, the long-term financial sustainability of the electricity sector will necessitate 
solid progress on the above-described reform program, but additional reforms as well.  International 
experience indicates that this process takes many years, because of the need to develop new 
institutions and fundamentally change the way in which the government deals with the sector.  To 
complement the restructuring efforts of 1997-2002 (with the unbundling and privatization of most of 
CDE, the introduction of the Electricity Law, and the creation of the Electricity Superintendency, the 
Comisión Nacional de Energía, and the Coordinating Organism), it is essential that the government: 
(a) upgrade and clarify the roles of the sector’s institutions; (b) separate its own conflicting roles as 
policymaker and shareholder; (c) evaluate options for private sector participation in the nationalized 
EDEs; (d) extend and improve service to the rural and urban poor, and make the Programa para la 
Reducción de Apagones (PRA) more financially sustainable; (e) strengthen the transmission network; 
and (f) increase environmental protection.

IV. Economy-Wide Constraints 
Institutions

52. Highly industrialized countries are characterized by “a strong state that can support a formal 
legal system that complements existing norms and a state that itself respects the law and refrains from 
arbitrary actions” (p.  4 of World Bank 2002a).  The preceding assessment of the institutional 
environment in the Dominican Republic lies far from this benchmark.  Firms expressed fairly low 
confidence in the judiciary to uphold contractual and property rights in business disputes (that is, 39 
percent distrust the judiciary).   

53. Low levels of trust in the judiciary or in the interpretation and enforcement of regulations 
were reported by firms interviewed in the Investment Climate Survey, and the two are positively 
correlated.  This pervasive lack of confidence in government institutions – which are justified on the 
basis of inappropriate actions by government officials, such as soliciting bribes or through 
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discretionary regulation enforcement – leads to an unwillingness to comply with regulations or laws, 
ultimately undermining the government’s effectiveness further, in an ongoing vicious cycle.  Weak 
governance interacts with key policy variables in ways that may harm growth, such as through sole-
source procurement contracts and poor regulatory and tax compliance.  For example, Dominican 
firms underreport sales by about half, although larger firms have higher reporting rates (see Figure 9).  
The resulting inefficiencies, low tax collection and inadequate or low quality infrastructure in turn 
lead to higher tax rates, additional regulations and further evasion, compounding the weak 
institutional environment.  

Figure 9:  Sales Reported for Tax Purposes (% of total sales) 
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54. Changing the governance culture is a formidable challenge, particularly because it pervades 
the daily operations of firms; tax evasion and bribes are common, and state capture by business and 
family elites is evident in many aspects of public decision-making.  In order to change a system based 
on personal connections, or clientelism, it is essential to professionalize government personnel and 
establish clear, enforceable rules and procedures.  For example, public investment decisions should be 
consistent with a nationally agreed budget envelope as well as the country’s development priorities.  
This requires strengthening the government’s planning capacity, and introducing budgetary 
procedures and controls for ensuring that spending aligns with budget allocations.  The government 
has recently adopted a public sector financial management system to improve budget controls, but the 
system has not been fully integrated into most government agencies.  Better budget execution should 
be accompanied by efforts to improve tax collection, with the objective of reducing tax rates through 
higher compliance and a broader tax base.  Improving public resource management could also be 
achieved through creating an asset registry and developing an inventory of civil servants to eliminate 
ghost workers and double dipping.  Procurement procedures are another area in which reform could 
have large economic pay-offs.  

55. One approach to improving governance is to increase the role of civil society as watch dog.  
The recently passed Access to Information Law creates the opportunity to develop these citizen 
oversight capacities, but additional efforts to implement the law are needed.  Effective 
implementation should be based on a supply and demand assessment – i.e., an assessment of 
information supplied by the government, and information demanded by users.  The latter may require 
assistance in identifying potential uses and thus fostering demand.   
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56. Specific measures that would reduce the regulatory burden on firms include: revising 
inspection procedures to reduce the time burden on firms; further streamlining business start-up 
procedures; reducing export requirements and increasing access to one-stop windows; easing land 
titling and registration processes; increasing incentives for better quality control and reliable supply of 
domestic inputs through an improved business climate; strengthening contract enforcement such as 
through streamlining judicial procedures; and automating customs operations to accelerate customs 
clearance times and reduce opportunities for corruption. 

Volatility

57. The Dominican economy is characterized by relatively volatile growth stemming from 
internal macroeconomic policy shocks, external and internal real and financial shocks, and natural 
disasters.  Terms of trade volatility in the 1990s exceeded LAC averages, and pro-cyclical fiscal 
policy has generated severe, persistent volatility in fiscal outcomes, exacerbated by tax system 
deficiencies and oil price-driven increases in the government’s subsidy of the electricity sector in 
particular.  Despite recent spikes in government debt, the dynamic profile is positive, with the 
debt/GDP ratio likely to fall below 30 percent within five years.  The high exchange rate volatility 
and inflationary episodes are closely tied to past recessions, and the country’s vulnerability to natural 
disasters implies continued volatility in the future.     

58. Over the course of the past thirty-five years, macroeconomic policies have exacerbated 
volatility during crisis periods, thereby intensifying rather than mitigating the impact on economic 
growth.  The economy’s diversification towards import-intensive manufactures and away from 
agriculture-based exports reduced vulnerability to terms of trade shocks.  But the current trade 
structure remains vulnerable due to high concentration in trading partners – dominated by the US – 
and in export product type.  Two mechanisms typically used to reduce the impact of aggregate risk 
stemming from terms of trade volatility are export diversification and stabilization funds.

59. Because export concentration can arise from distortionary trade incentives, removing policies 
such as trade barriers or overvalued exchange rates generally will lead to diversification.  The policy 
bias in favor of FTZ exports coupled with preferential access to the US facilitated the emergence of 
apparel exports to the US as the dominant export.  Removing the export support policies benefiting 
FTZs by 2010 and the implementation of DR-CAFTA provide opportunities for export 
diversification, but will depend on commensurate reforms.  The Dominican experience with the 
electricity sector’s Tariff Stabilization Fund, which was designed to reduce the impact of high oil 
prices and exchange rate movements, has been only partly successful, smoothing electricity tariff 
adjustments over some period, but ultimately failing to sustain the subsidized electricity tariffs. 

60. To address the problems associated with highly volatile and pro-cyclical fiscal policy, the tax 
system should rely on relatively few taxes levied on broad-based aggregates such as total spending or 
income, rather than on taxes levied on volatile variables like exports of primary commodities and 
import duties (Gavin and Hausmann 1999).  Shifting to counter-cyclical fiscal policy not only 
requires a strong institutional environment and transparent budgetary procedures to withstand 
political pressures – for example through a fiscal responsibility law – but also the development of 
stronger external financial links and deeper domestic financial markets.  Effective implementation of 
precautionary targets and contingent fiscal rules that create fiscal space for bad times by accumulating 
resources during good times are necessary.  Effective management of the public sector’s external 
borrowing could go a long way toward reducing fiscal vulnerability to financial shocks and, hence, 
fiscal and aggregate volatility (World Bank 2000a).  By reducing reliance on external financing, 
strengthening domestic capital markets and developing a market for public debt, the authorities would 
improve the structure of public debt and reduce vulnerabilities.  With respect to monetary and 
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exchange rate policies, more transparent signaling and better liquidity management would increase 
credibility and reduce volatility.  

61. Volatility stemming from natural disasters is particularly challenging to address given that the 
Dominican Republic is among the world’s most vulnerable countries to natural disasters.  Risk 
management capacity and disaster mitigation capability are extremely low, limited to actions 
immediately before, during or shortly after a disaster in order to avoid loss of life and reduce 
economic damage (World Bank 2002b).  Whereas these are important functions, effective disaster 
management must take a longer-term perspective; each natural disaster leaves in its wake evidence of 
how planning and investment decisions contribute to vulnerability and the consequent risk of further 
disasters.  In order to reduce vulnerability to natural disasters, progress in the following areas is 
essential.

Institutional strengthening: Important factors in disaster mitigation include strengthening 
local and national disaster management groups, training disaster management officials, 
support for institutionalizing and enforcing building codes and land use planning, and 
developing internal competencies to identify and mitigate risks.  

Risk identification: A thorough understanding of existing vulnerabilities, including their 
location and severity, is critical for developing and prioritizing investment programs in risk 
management.  A broad range of activities contributes to the identification and understanding 
of natural hazard risks, including hazard data collection and mapping, technical studies and 
participatory workshops, vulnerability assessments, risk assessments and post-disaster 
assessments. 

Risk reduction: Risk reduction activities are designed to mitigate damage from hazard events.  
Activities addressing existing vulnerabilities can take the form of retrofitting, strengthening 
and relocation.  Activities to reduce future vulnerabilities would typically include the 
development and enforcement of building standards, environmental protection measures, land 
use planning that recognizes hazard zones, and resource management practices. 

Risk transfer: It is not always possible to eliminate completely the vulnerability of key assets.  
In many cases, there may be critical components of a nation's infrastructure that remain at 
risk.  Insurance mechanisms are used to transfer risks that cannot be mitigated through 
structural or ex-ante damage reduction measures, and against events that have the potential to 
cause large economic losses. These include standard insurance and reinsurance contracts, as 
well as the creation of contingency funds to build economic and fiscal resilience in the face of 
natural hazards. 

62. Weak institutions and poor governance play a central role in the economy’s vulnerability to 
internal and external shocks.  In fact, poor governance exacerbates volatility, as illustrated by past 
wrong-footed macroeconomic policy responses to negative shocks that in turn intensified rather than 
mitigated the impact of shocks.  And poor governance can itself be a cause of volatility, as was the 
case with the 2003 banking crisis in which weak prudential regulations facilitated excessive lending 
to related parties and inadequate provisioning for non-performing loans, which ultimately erupted in 
the bank failures.  The challenge of maintaining robust growth and at the same time modernizing 
public institutions to strengthen governance in an environment of vested interests is daunting.  But the 
future soundness and stability of the Dominican economy depends on it. 



xxiii

Crime

63. Dominican crime rates have increased markedly since the post-2000 economic slowdown and 
particularly in conjunction with the 2003-2004 crisis.  Survey data indicates that both firms and 
households perceive an increase in crime, and experienced higher victimization rates in the year 
preceding the survey – that is, in 2004.  Many factors contribute to rising crime rates.  The Dominican 
Republic’s geographic location has made it increasingly popular for drug transshipments, which has 
in turn exacerbated the drug problem within the country itself.  The relatively young population and 
high youth unemployment rates are key explanatory factors of crime, based on international evidence, 
as are urbanization, poverty, inequality, and low educational attainment. 

64. Household and firm surveys on crime incidence, perceived risks and responses illustrate the 
extent to which crime affects economic growth.  It raises the cost of doing business through: 
(i) avoidance expenditures such as security systems and/or security personnel; (ii) lost sales, 
merchandise losses or property damage due to theft and fraud; (iii) lost output (for firms) or income 
(for households) from reduced working hours or the temporary absence of victims of crime; (iv) firm 
shutdown or relocation to safer areas or countries; and (v) diminished household welfare due to self-
imposed limits on activities.  According to the 2005 Investment Climate Survey, two-fifths of firms 
installed security equipment, 39 percent hired security personnel, and 72 percent took at least one 
preventive action (see Table 1).  Also important are the dynamic negative effects of crime on long-run 
GDP growth.  Potential new investors – domestic and foreign – will seek alternative locations if the 
perceived risk of losses is high, thus reducing FDI and potentially spurring capital flight.  Human 
capital losses can arise from increased out-migration due to perceived personal insecurity, as well as 
from crime-related injury or murder.   Crime-related spending diverts resources from more productive 
uses: at the government level, high spending on police may crowd out social spending, while at the 
individual level, household spending on protection or health services resulting from crime-related 
injuries may displace spending on school fees, for example (World Bank 2004a). 

Table 1:  Preventive Measures Undertaken (% of firms) 

  Commerce 
Food and 
Beverage Apparel 

Chemical 
Products 

Metal
Products 

Glass
Cement Total 

Install security equipment 29 40 38 56 43 46 40 
Hire security personnel 17 47 27 68 45 59 39 
Close before dark 47 24 32 5 31 31 32 
Install security software 21 31 18 50 30 23 27 
Other actions 4 15 18 5 5 15 10 
Took at least 1 action 71 73 65 82 78 74 72 
Source: Investment Climate Survey 2005 

65. The pessimism expressed by firms regarding future crime trends leads to even greater private 
prevention efforts and spending.  A third of surveyed firms – and nearly half of those in the 
commerce sector – indicated that without improvements in the crime situation, shut-down was 
possible or highly possible within the next three years.  The implied short time horizon for which 
operational decisions are made has very negative consequences for growth, given that investment in 
upgrading operations or expanding production through hiring are unlikely.  Addressing this difficult 
and deteriorating environment is particularly challenging given police ineffectiveness, low 
institutional credibility, and reliance on informal protection measures that further undermine already 
weak governance.

66. A strategy for reducing crime should consider both the negative determinants of crime related 
to deterrence (e.g., higher prosecution rates raise the opportunity cost of crime), and the positive 
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determinants of crime such as higher per capita incomes and lower youth unemployment.  Measures 
that promote sustained, diversified and broad-based economic growth will help change the existing 
crime-facilitating environment by reducing the incentives for crime through higher labor income, for 
example.  It will be important to consider policies and interventions that specifically target 
marginalized youth.  Additional analysis – in particular of the police and the judicial system – is 
needed to understand the binding constraints behind low quality service.  Possible areas of reform that 
would improve police effectiveness and raise the public’s confidence include improving police 
accountability, strengthening police relations with the community, and modernizing police and court 
procedures.  A forthcoming World Bank study on crime in the Caribbean region will look more 
closely at the specific institutional, economic and societal factors contributing to crime in the 
Dominican Republic, and will provide more specific recommendations in this area, with particular 
focus on youth.    
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Table 2:  Summary of Policy Recommendations 
PRIORITY RECOMMENDED

POLICY ACTIONS
MEDIUM-TERM

REFORM AGENDA

TRADE
POLICY

draft and issue implementation regulations 
necessary for DR-CAFTA; upgrade 
government functions necessary for 
implementing DR-CAFTA, in particular 
customs procedures (see below), rules of 
origin monitoring, standards upgrading and 
enforcement (including SPS), and 
procurement policies; 
implement an effective duty drawback system 
for both FTZ and non-FTZ producers; 
improve trade logistics by: (a) reducing the 
share of containers physically inspected, (b) 
improving port services, separating the port 
authority’s regulatory function from its 
operation of ports, (c) strengthening customs 
procedures through automated and integrated 
information systems, and (d) upgrading 
security to comply with international norms 
and US requirements. 

eliminate disparities in administrative 
procedures and infrastructure access between 
FTZ and non-FTZ firms and foster backward 
linkages by:   

introducing a low uniform MFN import 
duty applicable to all DR producers 
(FTZ and non-FTZ) without minimum 
export requirements; 
gradually increasing corporate tax rate 
on FTZ firms and extending the ITBIS 
to FTZs to ensure equal treatment in 
compliance with WTO rules; 
expanding the cluster concept to 
increase market information flows and 
supply-demand matching at the local 
and within-sector levels. 

foster co-production in the economically 
depressed border areas near Haiti (i.e., 
providing inputs into Haitian manufacturing); 
foster continued innovation to retain 
competitiveness and expand market niches, 
such as through promoting private R&D; 
restore the port authority’s financial solvency 
through reductions in personnel, and increase 
expenditure on capital investment and 
maintenance of infrastructure including port 
access and sanitation; 
develop the export services market, 
particularly the areas of trade logistics (e.g., 
hub ports) and distribution and packaging 
functions. 

LABOR-
RELATED
POLICIES

raise educational quality through curriculum 
reform to strengthen general problem solving, 
teamwork, technical and language skills;  
improve access to secondary education by 
addressing inequities (e.g., conditional cash 
transfer or educational credit programs); 
improve alignment of labor demand and 
supply by fostering partnerships between 
private sector and educational institutions; 
resolve the overlap of the cesantía and social 
security regulation. 

strengthen labor oversight in compliance with 
DR-CAFTA; 
promote employment services activities to 
improve job search and matching, increase 
the use of internships and apprenticeships 
during formal education, and establish pre-
service training programs targeted to less 
educated workers; 
promote university-firm linkages to stimulate 
innovation; 
invest in INFOTEP’s capacity to upgrade 
skills in key industries with unmet demand 
and design training programs and/or technical 
assistance in business management areas; 
introduce optional alternative protections for 
informal workers including voluntary 
insurance mechanisms. 
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Table 2:  Summary of Policy Recommendations (continued) 
PRIORITY RECOMMENDED

POLICY ACTIONS
MEDIUM-TERM

REFORM AGENDA

CREDIT
MARKETS

Strengthen banking supervision through:  
developing regulations to implement recently 
passed laws;  
improving transparency of the monetary and 
financial accounts of the Central Bank and 
Superintendency of Banks; 
consolidated supervision of financial entities;  
a risk-oriented supervisor approach of the 
Superintendency of Banks; 
enhanced credit risk examination procedures;  
recapitalization of banks and increased 
provisioning for non-performing loans; 
liquidity management, both in domestic and 
foreign currencies;  
implementing Basle Accord and other 
international standards to enhance capital and 
liquidity requirements for banks; 

reduce inefficiencies in remittance sending 
processes and leverage remittances for use as  
collateral. 

development of inter-bank money markets and 
modernization of the payments and securities 
settlement systems; 
introduce deposit insurance; 
improve institutional capacity of the other 
Superintendencies (Securities, Insurance and 
Pension); vest all key powers in a single 
supervisory agency; legal protection for 
supervisors in the exercise of their functions;  
reform loan classification and provisioning 
norms;  
facilitate risk diversification through capital 
market development; 
develop a strategy for easing credit constraints 
particularly to SMEs; 
provide financial literacy programs to educate 
potential borrowers about managing debt 
repayment and overhang. 

ELECTRICITY
ration energy supply to provide more to 
circuits with lower losses; 
pursue the large non-paying commercial 
consumers; 
implement government agreement with 
EdeSur, EdeNorte and EdeEste on plans to 
raise the CRI and contain costs; 
implement tariff indexation formula and revise 
tariff structure to improve targeting; 
replace and install new meters; re-contract 
technical-commercial service field teams to 
check and repair meters and perform 
disconnection and connection of service; 
implement program to redesign low-voltage 
distribution installations making illegal 
connections and meter tampering more 
difficult; make residential bill payment easier 
by increasing number and hours of payment 
centers; 
validate and record arrears in the system, 
particularly between government, EDEs, and 
generation companies; 
conduct a communications campaign about 
the reform strategy. 

upgrade and clarify roles of sector’s 
institutions; separate government’s 
conflicting roles as policymaker and 
shareholder;  
evaluate options for private sector 
participation in the nationalized EDEs; 
extend and improve service to the rural and 
urban poor, and make the PRA more 
financially sustainable;  
strengthen the transmission network;  
increase environmental protection. 
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Table 2:  Summary of Policy Recommendations (continued) 
PRIORITY RECOMMENDED

POLICY ACTIONS
MEDIUM-TERM

REFORM AGENDA

INSTITUTIONS 
AND
REGULATIONS

improve governance and increase regulatory 
effectiveness across the various government 
functions (e.g., banking supervision, 
electricity sector regulation, and customs 
operations—see above); 
strengthen public financial management 
systems and procurement procedures; create 
an asset registry; develop an inventory of civil 
servants to increase control over personnel 
costs;
increase public access to information. 

streamline business start-up procedures; 
reduce export requirements and increase 
access to one-stop windows; 
ease land titling and registration processes, 
potentially through updating and automating 
the land registry; 
increase incentives for better quality control 
and reliable supply of domestic inputs through 
an improved business climate; 
strengthen contract enforcement such as 
through streamlining judicial procedures. 

VOLATILITY
maintain sound macroeconomic framework 
and improve macroeconomic management 
through more efficient tax collection and 
fiscal spending controls; 
diversify trade to mitigate terms of trade 
shocks;
reduce monetary policy volatility through 
clear and transparent exchange rate/monetary 
rules, and by balancing flexibility against 
credibility. 

reduce fiscal volatility by shifting to counter-
cyclical fiscal policy using precautionary 
targets and contingent rules, tax base 
diversification, and public debt management; 
reduce natural disaster risks through building 
standards, environmental protection measures, 
land use planning that recognizes hazard 
zones, resource management practices and 
strengthening sea defenses; 
promote the development of the insurance 
industry;  
create national catastrophe funds and/or 
external reserve build-up;  
design and launch information campaigns;  
develop internal competencies to identify and 
mitigate natural disaster risks through hazard 
data collection and mapping, technical studies 
and participatory workshops, vulnerability 
assessments, risk assessments and post-
disaster assessments. 

CRIME promote sustained, diversified and broad-
based economic growth to reduce the factors 
contributing to crime – notably through 
interventions to address youth unemployment 
and youth at risk; 
carry out a comprehensive institutional 
analysis of the police and justice systems. 

improve police accountability; 
strengthen police relations with communities; 
modernize police and court procedures. 
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DOMINICAN REPUBLIC COUNTRY ECONOMIC MEMORANDUM 

THE FOUNDATIONS OF GROWTH AND COMPETITIVENESS 

SECTION I:  PAST GROWTH AND FUTURE CHALLENGES 

1. The Dominican Republic presents a fascinating case for studying economic growth and its 
determinants, given its strong growth performance over a sustained period of time, countered by 
several economic crises.  Per capita incomes rose from US$335 in 1970 to US$2,100 in 2004 despite 
annual population growth averaging 2.4 percent over the period.  This increase implies annual per 
capita GDP growth averaging almost 5 percent, well above the Latin America and Caribbean regional 
average of 3.2 percent.  Today, the Dominican Republic is a lower middle income country with many 
attributes of the world’s modern economies.  At the same time, however, the country continues to 
face fundamental development challenges ranging from endemic poverty to poor health outcomes and 
significant weaknesses in government and societal institutions.  The remarkable sustained growth 
performance since 1970 failed to achieve poverty reduction and welfare improvements to the degree 
anticipated.  Inequality remains high, which in turn is an impediment to sustainable growth in the 
long run.   

2. This report provides a comprehensive treatment of economic growth in the Dominican 
Republic, with the objective of building on existing knowledge in order to enhance understanding of 
how the country arrived where it is today, what factors impeded or helped smooth the Dominican 
development path, and which policies can facilitate the journey ahead – a journey that strives to 
increase Dominican competitiveness in the context of a changing external trade environment in order 
to increase growth and incomes.3  The report is divided into three thematic sections.  Section I 
provides a description of the economy’s growth trends over the past three decades (in Chapter 1), 
followed by a detailed analysis of the explanatory factors behind Dominican growth using 
econometric techniques and panel data to describe the Dominican experience within the global 
context (in Chapter 2).  The findings that emerge motivate the analysis in Section II in which the 
specific components of growth are examined: trade in Chapter 3, the factor inputs of labor (Chapter 4) 
and capital (Chapter 5), and a case study of the electricity sector in Chapter 6.  Section III of the 
report addresses constraints to growth that cut across the entire economy rather than being limited to 
specific sectors or production factors.  Chapter 7 focuses on institutional constraints such as the 
governance and regulatory environments.  This is followed by an examination of the sources of 
volatility affecting the Dominican Republic, and their implications for growth (Chapter 8).  And 
finally, Chapter 9 considers the role of crime on firm and household decisions, which ultimately 
affect growth outcomes.  

3  This report draws on the World Bank’s recently completed Review of Trade and Labor 
Competitiveness in the Dominican Republic (World Bank 2005a). 
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CHAPTER 1:  PAST GROWTH PERFORMANCE 

Three and half decades of sustained and robust economic growth in the Dominican 
Republic failed to achieve significant poverty reduction and welfare improvement.  During 
this period, the structure of production shifted away from agriculture and toward 
manufacturing – especially FTZs – and construction, as well as an emerging role for 
tourism within the services sector.  The observed output expansion was accompanied by a 
substantial increase in private investment, financed by both domestic and foreign saving.  
The facilitating macroeconomic environment and structural policies were not sufficient to 
guarantee growth, however, as the economy remains vulnerable to recurrent shocks driven 
by institutional weaknesses. 

I.  Aggregate Trends
3. Over the course of the last three and a half decades, the Dominican Republic experienced two 
golden decades of growth in the 1970s and the 1990s, tempered by three crisis episodes – in the mid-
1980s, 1990, and 2003-2004.  As a result, the country was one of the fastest growing economies in 
Latin America.  Annual GDP growth averaged 7 percent in the 1970s and 6 percent in the 1990s, 
compared to only 3.5 percent in the 1980s and relative stagnation during 2000-2004 (see Figure 1.1).    

Figure 1.1:  GDP Growth 
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4. Despite this remarkable sustained growth performance, poverty reduction has fallen short of 
its potential.  The Dominican per capita income level of US$2,100 in 20044 should translate into 
better human development indicators than those actually realized; the country ranks 98th of 177 
countries in the UNDP’s Human Development Index, which is below its rank in terms of per capita 
income (UNDP 2005).  Although there has been significant improvement with respect to school 
enrolment and literacy rates during the past several decades, the gaps vis-à-vis countries with similar 
income levels are large.  According to the World Bank’s recently completed Poverty Assessment 
(World Bank 2006b), poverty rates remained flat between 1997 and 2002, suggesting that aggregate 
income growth did not trickle down to the poor.  Income inequality actually increased between 1997 
and 2000, as income gains were concentrated in the richest deciles; the jump in the Gini coefficient 

4  Note that GDP per capita peaked around US$2,500 in 2001 and 2002. 
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from 0.52 to 0.54 during this period was subsequently erased, however.  The 2003-2004 crisis led to a 
sharp increase in poverty, as the headcount rose by 14-16 percentage points between 2002 and 2004 
(an increase of 1.3 to 1.5 million people), while an additional 6-7 percent of Dominicans fell into 
extreme poverty.5

5. Although the 2003-2004 crisis caused a slight decline in inequality, as higher income groups 
incurred larger losses than those at the bottom of the income distribution, inequality nevertheless 
remains high.  This, in turn, is an impediment to sustainable growth in the long run, just as low 
growth is an obstacle to poverty reduction.  The result is a downward self-reinforcing spiral of sub-
optimal growth and high poverty and inequality (World Bank 2006a).  This vicious cycle is observed 
throughout the Latin America and Caribbean region; cross-country evidence indicates that a one 
percent increase in inequality reduces Dominican growth by an estimated 2 percent.  One reason for 
this poverty-low growth trap is the low degree of intergenerational mobility observed in the LAC 
region (e.g., parents and children tend to have similar rates of education).  Another key explanatory 
factor is the high degree of volatility experienced in the region; negative shocks bump large segments 
of the population into poverty (World Bank 2006a). 

6. GDP is an imperfect measure of how the Dominican economy has evolved over time, given 
that it does not fully capture the informal sector.  And although national accounts data is based on 
extensive surveys and regular population censuses, the national accounts’ base year for the structure 
of the economy is 1970, which is a poor reflection of the sectoral composition of the Dominican 
economy today, as shown in the next section.6  An alternative measure of the economy’s size that 
accounts for population growth is GDP per working-age population (i.e., ages 15-64).  In contrast to 
GDP per capita, this variable is relatively insensitive to important changes in demographic factors that 
have occurred during the period under consideration: population growth rates declined from about 3.2 
percent in the 1960s to less than 1.8 in the 1990s.  GDP per working-age population also smoothes 
the impact of transient phenomena in the labor market.   

7. Figure 1.1 illustrates that, while less dramatic than real GDP growth, GDP per working-age 
population still posted strong growth in the 1970s and the 1990s.  The 1960s and the 1980s, on the 
other hand, were marked by instability and protracted slow growth.  The 2000-2004 period exhibited 
an acute slowdown, as annual growth averaged only 1.6 percent during the period.  Many plausible 
factors explain this fundamental shift, and will be examined throughout the rest of this report.  
Preliminary data for 2005 (using the new 1991 base year) indicate that the economy rebounded 
strongly, posting GDP growth over 9 percent.   

II.  Sector Output 
8. Decomposing Dominican value-added by sector indicates that, like many developing 
countries, the structure of Dominican output changed gradually throughout the 1970-2004 period.  
The Dominican economy has become less and less dependent on agriculture, as the industrial sector 
emerged in its place.  The share of resource-based activities, which include agriculture, fishing, sugar 
processing and mining, has declined steadily from around 30 percent of GDP in 1970 to less than 15 
percent in the early 2000s. Agriculture accounts for most of the decline, in particular sugar-linked 
activities which declined from about 5 percent of GDP in the early 1970s to less than 1 percent in 
2004.  Industry – defined to include manufacturing (excluding sugar), free trade zones (FTZs), 
electricity, gas, water, and construction – expanded from around 18 percent of GDP in 1970 to around 

5  The Poverty Assessment (World Bank 2006b) provides several poverty measures based on different 
data sources and methodologies.  For a comprehensive treatment of poverty themes including an analysis of the 
poverty impact of economic growth, see World Bank (2006a) and World Bank (2006b). 
6  The Central Bank’s national accounts data are being revised to a new base year of 1991. 
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30 percent in the early 2000s, largely as a result of the expansion of construction and manufacturing.  
The construction sector exhibited dynamic growth, doubling its share in GDP from around 6 percent 
during the early 1970s to 12 percent in the late 1990s.  And within manufacturing, FTZs account for a 
substantial part of the increase in value added, as their share in GDP grew from zero in 1970 to 6.5 
percent in the 2000s.7

9. According to the national accounts data, services – defined to include commerce, 
transportation, telecommunications, hotels, bars and restaurants, financial services, housing, and 
government services – comprise the largest fraction of economic activity, accounting for around 55 
percent of total GDP.  This share has remained relatively steady, although within the services 
category, key sub-sectors have experienced very strong growth.  Tourism, for example, was 
negligible in the 1970s, accounting for less than 1 percent of total economic output, but by the mid-
1990s the sub-sector accounted for 6-7 percent of GDP.  A detailed discussion of the sectoral 
determinants of economic growth is presented in Chapter 2.   

III.  Macroeconomic Environment 
10. Growth outcomes are dependent upon the macroeconomic setting, and the transmission 
channels of policies to growth are many.  An economy with sound macroeconomic balances and 
effective policy management attracts investment, particularly foreign investment, although this also 
depends on prices, including the price of traded goods through the exchange rate.  Stable economic 
performance and moderate inflation, interest rates and public debt levels comprise some of the factors 
considered by potential investors.  Trade and fiscal incentives also affect economic growth – 
particularly in light of the dynamic FTZ and tourism sectors – and trade outcomes in turn have a 
direct impact on the current account balance, international reserves (which in turn relates to monetary 
policy), and the fiscal balance through trade tax revenues.   

11. Poor macroeconomic policies can hurt growth by increasing volatility and undermining 
investor confidence.  A detailed account of the macroeconomic policy stance and its contribution to 
volatility, which can be found in Chapter 8, suggests that the Dominican economy suffered through 
some periods of ineffective macroeconomic policies.  But by the 1990s, macroeconomic aggregates 
had largely stabilized – with the exception of the recent crisis.   

12. Prices.  Inflation was high and volatile throughout the 1980s except in 1983 and 1986, the 
years bracketing the 1984-1985 recession (as shown in Figure 1.2).  Inflation spiked again during the 
1990 recession, reaching 80 percent at a time when the economy contracted by 5.5 percent.  But price 
stability emerged thereafter, and annual inflation remained in the single digits through most of the 
1990s and into the early 2000s.  The 2003 banking crisis and bailout-induced influx of liquidity and 
loss of confidence gave way to large CPI and exchange rate fluctuations, however, as annualized 
inflation jumped to 43 percent in 2003 (see Figure 1.2) and 29 percent in 2004.8  Short-term interest 
rates (0-90 day placements), by contrast, were relatively high during the 1990s, hovering between 20 
and 30 percent, implying real interest rates between 12 and 27 percent.   Interest rates climbed in 
2003 and 2004 in conjunction with the banking crisis, reaching 30 percent (albeit nominal or even 
negative in real terms).  At the same time, long-term credit effectively dried up, creating a severe 
credit crunch for an already struggling private sector.

7  Note that the Central Bank national accounts data measures value-added in FTZs as labor 
compensation only; for the purposes of this analysis, however, we adjust the FTZ share of GDP to include 
actual value-added.  As a result, the contribution of FTZs to GDP during 2000-2004 rises from 3 percent to 6 
percent.  
8  Twelve-month inflation averages were 27 percent in 2003 and 51 percent in 2004. 
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Figure 1.2:  Evolution of Prices 1983-2005 
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13. Prior to 1985, the Dominican peso was pegged to the US dollar, at which point monetary 
policy shifted to a managed floating exchange rate regime within a framework of limited central bank 
autonomy.  The stable nominal exchange rate through the 1990s, as shown in Figure 1.2, gave way to 
a sharp depreciation in 2003 and 2004 due to the banking crisis and resulting loss of confidence.  The 
demand for foreign currency put tremendous pressure on the exchange rate, and the peso depreciated 
by 100 percent between February 2003 and February 2004.  The real exchange rate exhibited the 
opposite trend, namely a decade of substantial appreciation, followed by sudden depreciation in 2003 
and recovery thereafter (see Figure 1.3).  Although the peso was actually overvalued prior to the 
crisis, exports nevertheless grew, driven in part by the import-intensive FTZ sector and increasing 
global demand for tourism services.  And whereas the depreciation in 2003 did not benefit local 
production or consumption due to higher import prices, it increased export competitiveness and thus 
export demand.       

Figure 1.3:  Real Effective Exchange Rate and Exports 
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14. Fiscal and current accounts.  Tariff and other trade taxes have been an important source of 
budget revenue, averaging 6 percent of GDP in the late 1990s.  Recent and forthcoming trade 
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liberalization have caused and will cause a decline in tariff revenues, exacerbating the government’s 
already weakened fiscal position following the banking crisis, slack economic growth during 2000-
2004, external shocks such as high world oil prices, and mounting debt burden.  The modest fiscal 
deficits of the late 1990s through 2002 – which averaged around 2 percent of GDP – gave way to a 
doubling of the central government deficit in 2003.  And the quasi-fiscal deficit which had been 
negligible ballooned in 2003 and 2004 following the issuance of Central Bank debt to finance the 
banking sector bail-out (see Figure 1.4).  The subsequent gradual improvement in the central 
government balance was the result of spending restraint and tax increases (these policy changes will 
be discussed in detail in Chapters 7 and 8).

Figure 1.4:  Fiscal Deficit (% of GDP) 
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15. With respect to external balances, the Dominican Republic has run current account deficits 
for the last thirty years, owing to large trade deficits.  In fact, 2003 was the first year to post a positive 
current account balance, driven by the import compression associated with the economic recession 
and peso depreciation (see Figure 1.5).  Capital flight further weakened the peso (as mentioned 
above) and helped deplete international reserves.  The current account deficit was financed mainly by 
inflows of foreign investment, particularly to the telecommunications, electricity and tourism sectors.  
Prior to the current macroeconomic crisis, large investment inflows had led to an increase of 
international reserves, albeit from low levels, but these were lost in 2002 and 2003 in an effort to 
defend the exchange rate (as depicted in Figure 1.5).  Once the Central Bank allowed the peso to 
depreciate, international reserves were restored, almost reaching pre-crisis peak levels by end-2005. 

Figure 1.5:  Current Account, FDI and International Reserves 
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16. Public debt.  The banking and electricity crises and the deterioration in market sentiment in 
2003 and 2004 resulted in negative real economic growth and significant pressures on the fiscal and 
external accounts, as illustrated above.  Total public debt as a percentage of GDP more than doubled 
from 27 percent at end-2002 to 56 percent at end-2003, and government debt service requirements 
rose from modest levels of 4 percent of total expenditure in 2001 and 2002, to 9 percent in 2003 and 
2004.  Facing severe liquidity constraints and struggling to meet debt servicing payments on 
sovereign bonds, the government sought relief from the Paris and London Clubs in 2004 and again in 
2005, and successfully restructured two sovereign bonds through a voluntary restructuring.  Despite 
this relief, arrears to electricity sector and other suppliers continued to accumulate.  This tenuous debt 
position may discourage investment in the near term, thereby diminishing economic growth and 
competitiveness.  On the other hand, the recent deterioration in debt stock and debt service indicators 
is likely to be readily reversed, as discussed in the debt sustainability analysis in Chapter 8. 

17. This analysis illustrates how the relatively sound growth-supporting macroeconomic 
aggregates throughout the 1990s gave way to serious macroeconomic imbalances and negative 
growth in 2003.  The banking crisis magnified the already weakened fiscal position, causing sharply 
higher public spending, capital flight, high inflation, a significant depreciation of the peso, and a 
doubling of public debt – in short, creating a difficult macroeconomic environment unlikely to foster 
investor confidence and growth in the short run.  The Dominican economy has thus been unable to 
maintain uninterrupted growth, but rather is subject to repeated crises.   

IV.  Demand-Side Components 
18. Decomposing historical GDP by its demand-side components shows that net exports have 
remained fairly constant as a share of GDP, as have public consumption and public investment.  But 
capital accumulation on the part of the private sector increased steadily over the past thirty-five years, 
rising from 13 percent of GDP in the 1970s to nearly 23 percent during 2000-2004 (see Table 1.1).  
Total investment in the Dominican economy is relatively high by regional standards: Solimano and 
Soto (2005) document that only Chile and the Dominican Republic had investment rates above 20 
percent of GDP in the 1970-2003 period, compared to the Latin American average of 15 percent of 
GDP, which barely covers the depreciation of the capital stock.9  Whereas public investment 
remained steady throughout the period, Panzer and Soto (2001) argue that private investment grew in 
response to macroeconomic stabilization, less crowding out by public investment, and declining 
capital costs.  FDI is an additional candidate to explain higher private investment, but from an 
econometric point of view the effect is not significant.  Moreover, given that a large proportion of 
FDI went to the FTZ sector (over 90 percent in 2002 and 2003), trade’s role as productivity driver 
was limited to FTZs and therefore had a relatively modest impact on overall GDP (as will be shown 
in Chapter 2).  This interpretation is supported by the observation that export growth was 
accompanied by comparable import growth (hence constant net exports as a share of GDP), due to the 
fact that FTZ exports are import-intensive. 

9  With an average capital to GDP ratio of 2.2 and a depreciation rate of 5 percent, the depreciation of 
capital would account for 11 percent of GDP. 
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Table 1.1:  Demand-Side Contributions to GDP (% of GDP) 
 Exports Imports Consumption Gross fixed capital formation 
     Total Public Private Total Public Private 
1970-2004 30.3% 36.8% 82.5% 7.1% 75.4% 23.3% 6.2% 16.9% 

1970s 19.1% 24.8% 85.5% 7.0% 78.4% 19.1% 6.4% 12.6% 
1980s 24.2% 31.9% 85.1% 7.6% 77.5% 22.0% 6.0% 16.0% 
1990s 39.6% 46.2% 80.4% 6.6% 73.8% 25.8% 6.7% 19.1% 
2000s 46.1% 51.8% 75.1% 7.2% 67.9% 29.3% 5.1% 22.7% 

  Source: World Bank staff estimates 

19. Investment growth was financed by increases in both foreign and domestic saving.  Foreign 
saving has been substantial, with sustained resource balances between 5 and 10 percent of GDP 
(through 2002).  Gross domestic saving played a relatively larger role, however, expanding from 15 
percent of GDP in the 1970s to over 25 percent in the 1990s; these savings were supported by large 
remittance inflows into the Dominican economy, which increased from US$300 million per year at 
the beginning of 1990s to current inflows over US$2 billion annually.  Remittances affect saving and 
investment through several channels: (i) by directly raising incomes in recipient families, although 
this most likely has a small effect since most remittances are devoted to consumption (discussed 
further in Chapter 4); (ii) by financing school attendance and health services, representing human 
capital investment (for which there is some evidence, as documented in the recent Poverty 
Assessment (World Bank 2006b)); (iii) by improving external creditworthiness through a steady 
stream of foreign exchange earnings; and (iv) through currency appreciation and real exchange rate 
misalignments, which negatively affect capital accumulation and economic growth.  Econometric 
tests on the determinants of private investment show that remittances contribute positively to private 
investment, controlling for other factors such as potential crowding out, the income effect of GDP 
growth, and the cost of capital (see Annex 1 for details).  These regression results imply that the 
increase in remittances observed between the early 1990s and the 2000-2004 period from 7.5 percent 
to 9.5 percent of GDP induced an expansion in private investment equivalent to 2.5 percentage points 
of GDP. 

V.  Challenges for the Future 
20. The Dominican Republic’s robust and sustained growth performance over three and a half 
decades is challenged by vulnerability to recurrent shocks that are exacerbated and often driven by the 
country’s institutional weaknesses.  Structural weaknesses in the banking and electricity sectors were 
the cause of recent crises whose effects were felt far and wide as the economy went into recession and 
fiscal deficit and public debt skyrocketed.  Macroeconomic management that led to an over-valued 
peso prior to the crisis – thus diminishing Dominican competitiveness – exhibited further weaknesses 
when severe macro imbalances emerged in 2003 and 2004 and consumer and investor confidence 
plummeted.  Additional domestic pressures include increased scrutiny and skepticism of government 
transparency and accountability, while government and economic agents continue to operate 
“business as usual” in terms of non-transparent procurement practices and sole-source contracting 
based on personal ties.  And weaknesses in the legal and regulatory frameworks hamper the business 
climate, as investor perception of the quality of Dominican institutions diverts potential interest. 

21. Although the Dominican economy has exhibited a certain adeptness in adjusting to the 
evolving global trade environment in the past – as evidenced by the dynamic performance of the FTZ 
sector – the prospects for continued competitiveness are not bright if supporting reforms are not 
undertaken.  Exports stagnated even before the economic crisis of 2003, but external pressures from 
major changes in the global trade environment will severely challenge Dominican competitiveness in 
the coming years.  The Multi-Fibre Agreement phase-out in January 2005 has already translated into 
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diminished US demand for Dominican apparel due to competition from China.  The forthcoming DR-
CAFTA has the potential to generate new trade opportunities if Dominican producers can create new 
niche markets, but the trade liberalization associated with the free trade agreement has somewhat one-
sided benefits vis-à-vis existing trade given that the Dominican Republic already receives preferential 
access to the US.  Finally, the direct and indirect advantages accorded to FTZ producers constitute 
export support policies that will no longer be permitted by the WTO beginning in 2010; the required 
leveling of the playing field will potentially diminish FTZ competitiveness by removing some or all 
of the existing advantages.

22. This report aims to shed light on the factors contributing to past growth in order to contribute 
to the country’s growth strategy for the future.  Economic growth is a valid goal in and of itself, but 
primarily as a means to raise living standards and reduce poverty in the Dominican Republic.  These 
welfare-improving externalities are not automatic, however, as reflected by the mediocre 
improvements in human development indicators in the past three decades despite tremendous growth.  
Whereas the preceding analysis identifies the sectors and demand-side factors that contributed to 
economic output, it does not offer any explanations as to what drives growth in the Dominican 
Republic, which will be crucial to defining a strategy for the way forward.  The remainder of this 
report is devoted to understanding these growth determinants.
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Annex 1 

Determinants of Private Investment 

To quantify the contribution of remittances to capital formation, we estimate the following model for 
the ratio of private investment to GDP using two-stage, least-squares techniques: 
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where Privinv is private investment, Pubinv is public investment, Growth is the growth rate of GDP, 
Rprice is the relative price of capital goods to wages, and remit is total remittances as a share of GDP.  
To avoid simultaneity biases we instrument public investment and relative prices using lags of the 
regressors and lags of other macroeconomic variables such as inflation. 

The results reported in Table A1.1 indicate coefficients with the expected signs, significant at 95 
percent confidence level, and of similar magnitude to those obtained by Panzer and Soto (2001).  
Specifically, the negative coefficient for public investment suggests that there is crowding out of 
private investment.  But given that public investment has maintained a very stable share of GDP over 
the last three decades, it does not explain the observed expansion in private investment.  Economic 
growth has had a strongly positive impact while the relative cost of capital has a negative effect.  The 
main determinant, however, is remittance inflows, with a large positive coefficient value of 8.12.   

Table A1.1  Determinants of Private Investment 1965-2004  
Dependent Variable: Log (Private Investment as a Share of GDP) 

0 1 2 3 4 R2 DW 

Parameter -3.30 -0.39 3.16 -0.16 8.12 0.55 1.56 

Std. deviation 0.44 0.13 1.63 0.06 1.34   
  Source: World Bank staff estimates 
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CHAPTER 2:  SOURCES OF GROWTH 

Past Dominican economic growth was very diversified, led by the FTZ, tourism, telecoms 
and financial sectors.  Robust long-run growth was tempered by several crises, but these 
were short-lived as a result of the economy’s diversification.  Long-run growth was largely 
fueled by capital accumulation in the non-FTZ sector, and by labor and TFP growth in the 
FTZ sector.  Although the FTZ-based export-promotion strategy was successful in 
increasing export volumes, outward orientation, FDI flows and productivity growth, its role 
in generating overall GDP growth was curtailed by the small size of the sector and more 
importantly by the limited backward linkages with the domestic economy.  The challenge 
for the future is to harness the dynamism of the FTZ sector to spur productivity growth in 
the economy as a whole and increase the country’s competitiveness.   

I.  Sector Contribution to Growth 
23. As the sectoral decomposition of GDP in Chapter 1 indicates, services comprise the largest 
component of total output, followed by industry.  Analyzing the contribution of each sector to GDP 
growth yields similar findings, namely that between 1970 and 2004, the service sector made the 
largest contribution, generating over half of the annual average 4.9 percent growth observed during 
the period (see Table 2.1), followed by industry (of which FTZs are a major component), which 
contributed nearly a third of total GDP growth.  Resource-based activities, the remaining sector, 
played a minor role, in particular since 1985. 

Table 2.1:  GDP Growth by Sector, 1970-2004 (%) 

24. But it is the evolution of specific industries within these three main sectors that tell the story 
of the Dominican Republic’s growth performance.  Some industries have made small but steady 
contributions to growth – for example, government services, housing, and basic services such as 
electricity and gas – while others follow the business cycle (mainly commerce and transportation).  
Four industries in particular have demonstrated very dynamic growth paths, as depicted in Figure 2.1: 
FTZs, tourism, telecommunications and the financial sector.  
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Figure 2.1:  Value-Added in Leading Industries (% of GDP) 
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i. FTZs.  The value-added generated by FTZs expanded by an average 12 percent per year 
between 1975 and 2004, growing from a negligible share of GDP in the mid-1980s to around 
8 percent of GDP by 1993.  The analysis in Chapter 3 describes the emergence of the FTZ 
sector, which grew from 29 firms in 3 industrial parks in 1975 to 299 firms in 19 parks in 
1989, to 569 firms in 58 parks in 2004.  Although the number of firms continued to increase 
after 2000 – albeit at a much slower rate – FTZ exports and employment actually fell (except 
in 2004 following the peso depreciation) and value-added contracted as a result of declining 
competitiveness. 

ii. Tourism.  A second industry that exhibited very large growth rates is tourism, defined in the 
narrow sense of hotels, bars and restaurants.  During 1970-2004, tourism value-added grew 
by an average 14 percent per year in real terms, effectively catching up to the FTZ sector to 
match its size relative to GDP.  Contrary to FTZs’ recent loss in competitiveness, the tourism 
industry increased its share in the world market, becoming a premiere Caribbean destination 
for tourists traveling by air (see Chapter 3 for a detailed analysis).  Between 2000 and 2004, 
tourism services averaged annual growth over 6 percent while the rest of the economy 
stagnated; tourism benefited from the peso depreciation that harmed other sectors of the 
economy, thereby mitigating the aggregate impact of the 2003-2004 economic crisis.   

iii. Telecommunications.  In the 1970-2004 period, telecommunications value-added grew by an 
average 14 percent per year (comparable to Chile’s telecoms growth of 12.5 percent in 1985-
2000).  These strong results stem in part from the deregulation of this sector in most 
developing and developed countries which transformed inefficient public monopolies into 
efficient privately-held firms with expanded coverage and scope and quality of services 
(representing static productivity gains).  Moreover, rapid technological advances led to 
substantial cost reductions (representing dynamic productivity gains).   

iv. Financial Sector.  The financial sector experienced particularly strong growth during the 
1985-1990 period, when value-added expanded by 13 percent per year.  But the industry lost 
momentum thereafter, with growth lagging the rest of the economy, even before the 2003 
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banking crisis.  This asymmetric behavior vis-à-vis the rest of the economy points to 
structural weaknesses in the sector, a conjecture borne out by the 2003 crisis.  This hypothesis 
is explored quantitatively below. 

25. The first three leading industries correspond to areas in which market-oriented reforms have 
been substantial, and reflect competitive environments where prices are largely determined by market 
forces and with minimal government intervention, allowing for positive and appropriable returns to 
private investment.  This is illustrated particularly well by the FTZ sector which operates under a 
special legal and institutional environment akin to free trade (discussed further in Chapter 3).  
Moreover, these sectors have attracted substantial FDI, which proves central to growth. 

II.  Factor Decomposition 
A.  Standard Growth Accounting 

26. In order to understand the robust and sustained economic growth observed in the Dominican 
Republic over the past three and a half decades, it is essential to examine the contribution of factor 
inputs and productivity increases.  Using growth accounting techniques based on Solow (1956) and 
subsequent extensions by Mankiw et al. (1992) and Hall and Jones (1998), the following analysis 
considers the extent to which labor, capital and human capital accumulation determine growth 
outcomes, and what portion can be explained by changes in the efficiency with which these factors 
are used.  Note that this section analyzes changes in GDP per working-age person with respect to 
changes in hours per working-age person, the capital-output ratio, and total factor productivity (TFP). 

27. Computing the sources of growth using a simple two-factor Cobb-Douglas production 
function, the analysis shows that over the 1970-2004 period, long-run growth was largely fueled by 
productivity gains and capital accumulation, with employment playing a secondary – almost 
negligible – role (results are summarized in Table 2.2; see Annex 2.1 for a technical description of the 
model and parameter choices).10  These high correlations suggest that it was not the changes in inputs 
that were mainly responsible for the evolution of the Dominican Republican economy, but rather the 
efficiency with which these factors were used.11

28. The high growth episodes during the 1970s and 1990s exhibit contrasting dynamics.  In the 
first half of the 1970s TFP was the main source of the extraordinary growth of GDP per working-age 
person, while in the second half of that decade TFP gains were null and growth was largely the result 
of high investment rates.  Similarly, in the second half of the 1990s TFP was primarily responsible for 
sustained growth, while in the first half of that decade TFP growth was negative and most of the 
expansion in GDP per working-age person was due to expansions in employment and capital.  The 
1980s, by contrast, were largely a lost decade vis-à-vis economic growth, despite the recovery in 
employment after 1985, with mediocre and even negative productivity growth. 

29. It is notable that in every period in which TFP growth was low or negative, the economy 
stagnated regardless of investment efforts.  Between 1975 and 1994 there was considerable physical 
capital accumulation averaging 6.5 percent per year, and yet economic growth faltered and GDP per-
working age person grew at only 0.6 percent per year during that period.  The conclusion that TFP is 

10  The analysis uses five-year averages to minimize transient fluctuations irrelevant to long-run trends. 
11  The measure of TFP used in this analysis, based on Prescott (1998), is richer than traditional measures; 
in addition to the impact of technological advances, it assumes that productivity also depends on the framework 
in which economic agents make decisions to work, invest, and consume. Consequently, TFP can be affected by 
macro and microeconomic policies, transient phenomena such as a hurricane, and temporary fluctuations in 
terms of trade or workers remittance flows. 
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a growth-driver differs from Lizardo and Guzmán (2003), whose analysis finds a much smaller – and 
often negative – role for TFP growth and a very important role of capital accumulation (which they 
credit with explaining 80 percent of GDP growth).  These differences essentially stem from their 
choice of capital share equal to two-thirds of value-added, double our assumption (see Soto 2006 for a 
detailed comparison).   

Table 2.2:  Growth Accounting (Annual Averages) 

Observed change in 
value-added per 

working age person 

Contribution of 
changes in effective 

employment per 
working age person 

Contribution of 
changes in capital-

output ratio 

Contribution of 
changes in TFP 

1970-2004 1.9% 0.1% 0.8% 1.0%
1970-1974 4.9% 0.4% -0.4% 4.9% 
1975-1979 0.7% -0.4% 1.6% -0.5% 
1980-1984 -0.7% -0.6% 1.6% -1.7% 
1985-1989 2.2% 1.5% 0.0% 0.7% 
1990-1994 1.3% 2.0% 0.3% -0.9% 
1995-1999 3.9% -0.3% -1.6% 5.8% 
2000-2004 0.4% -0.3% 1.3% -0.6% 

   Source: World Bank staff estimates 

30. The results of this growth accounting exercise – namely that TFP growth was the strongest 
determinant of GDP growth, followed closely by capital accumulation – are reflected in Figure 2.2 
below, in which both the level and cyclical components of TFP and GDP per working-age person 
closely track each other (with correlations of 0.94 and 0.92, respectively).12  These results are 
consistent with the experience of other Latin American economies, particularly in the 1990s.  
Solimano and Soto (2005) rank Latin American countries according to annual GDP and TFP growth 
during 1960-2003; of the 12 economies studied, only Chile and the Dominican Republic managed to 
grow systematically after the debt crisis of the early 1980s, due to high TFP growth supported by 
important economic reforms.  In Chile, for example, reforms included trade liberalization, market 
deregulation, financial sector restructuring, and implementation of macroeconomic stabilization 
measures (Central Bank independence and balanced fiscal budgets).13  And in the Dominican 
Republic, similar reforms were initiated in 1990 under the New Economic Program, relations with 
external creditors were normalized, and measures taken in the late 1990s tackled public enterprise 
reforms.  

12  GDP per working age person is obtained by removing the long-run trends using Hodrick and Prescott’s 
filter.
13  See Corbo and Tessada (2002) for a summary. 
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Figure 2.2:  GDP per Working-age Person and Total Factor Productivity 
Levels Growth 
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31. Incorporating Human Capital.  Extending the growth accounting exercise to include human 
capital (for example based on Mankiw et al. 1992 and Hall and Jones 1998) is challenging due to the 
difficulty of measuring the stock of human capital; as a result, proxies are used.  Mankiw et al. (1992) 
assume that the aggregate level of human capital in the economy can be captured by the ratio of 
average to minimum wages; unfortunately, the data on minimum and average wages in the 
Dominican Republic are not available for the entire economy but only for some sectors of the 
economy and for a short period of time.14  Hall and Jones (1998), on the other hand, use a function of 
the returns to education based on Mincer equations as a proxy for human capital, but data difficulties 
over the desired time period include both availability and quality issues.  As a result, this analysis 
relies on the methodology employed in Loayza et al. (2005), which estimates human capital as a 
weighted average of the population shares with various education levels, with weights equal to the 
social returns to schooling at each educational level.15, 16

32. As seen in Table 2.3, including human capital in the growth decomposition does not 
significantly affect the contribution of capital to growth, but it does lower the contributions of labor 
and TFP (consistent with the findings in Loayza et al. 2005).  For the 1970-2004 period, the 
contribution of human capital to growth was quite stable at around 0.4 percentage points per year, 
consistent with the steady increases in Dominican educational attainment.  Despite these differences, 
the main story remains unchanged: fluctuations in output per working-age person were due mainly to 
changes in TFP and capital accumulation rather than changes in the labor and human capital.   

14  Lizardo and Guzmán (2003) use the minimum wage in the sugar industry for the 1960-1985 period and 
the minimum wage in the public sector thereafter, but this approach is limited given that both sectors have been 
traditionally protected and thus are not representative of the entire economy. 
15  The correlation between human capital measured by Loayza et al. (2005) and Lizardo and Guzmán 
(2003) is 95 percent for the 1960-2004 period. 
16  Following Bernanke and Gürkaynak (2001), we set  equal to 0.30, but varying this parameter in the 
0.1 to 0.5 range does not affect the qualitative results. 
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Table 2.3:  Extended Growth Accounting 

Observed change 
in value-added 

per working age 
person 

Contribution of 
changes in 
effective 

employment per 
working age 

person 

Contribution of 
changes in 

capital-output 
ratio 

Contribution of 
changes human 

capital per 
working age 

person 

Contribution of 
changes in TFP 

1970-2004 1.9% 0.1% 0.8% 0.4% 0.6%
1970-1974 4.9% 0.2% -0.4% 0.3% 4.8% 
1975-1979 0.7% -0.2% 1.6% 0.3% -1.0% 
1980-1984 -0.7% -0.3% 1.6% 0.5% -2.4% 
1985-1989 2.2% 0.8% 0.0% 0.5% 0.9% 
1990-1994 1.3% 1.1% 0.3% 0.3% -0.3% 
1995-1999 3.9% -0.1% -1.6% 0.3% 5.4% 
2000-2004 0.4% -0.2% 1.3% 0.3% -1.0% 

   Source: World Bank staff estimates 

B.  Comparing the FTZ and Non-FTZ Sectors 

33. Given the links between productivity growth and trade established in the literature, it is 
interesting to consider the role of productivity within the traded and non-traded sectors.  
Disaggregating the economy into the FTZ and non-FTZ sectors, the analysis quantifies sources of 
growth for these two sub-sectors.  Note that this analysis refers to aggregate VA rather than per-
person value-added, as above.17  Given that input shares of value-added for the FTZ sector are 
unlikely to be equivalent to those in the rest of the economy, we estimate these parameters using a 
cointegration-error correction model (see Soto 2006 for details; parameters are estimated using data 
for the 1975-2004 period; data from the 1970-1974 period were not representative because most FTZ 
firms were recent start-ups).  The estimated capital share of 0.44 in FTZs is slightly larger than the 
0.35 share in the rest of the economy, which is surprising in light of claims that FTZ firms are labor-
intensive.  On the other hand, FTZs have attracted substantial FDI, and the concentration of low-
skilled labor in FTZs means that labor compensation accounts for a small fraction of value-added (see 
Chapter 4 for additional discussion).  The coefficient on human capital in FTZs is 0.11, smaller than 
the value used for the analysis of the entire economy.  These parameters are used to compute TFP in 
the FTZ sector (results are reported in Table 2.4), whereas TFP for the non-FTZ sector is computed 
using the parameterization of the whole economy (results are reported in Table 2.5).18

17  Data on employment, exports, and physical investment (area of buildings) in FTZs comes from 
CNZFE (2005).  The latter is used for estimating the capital stock under the following assumptions: (a) the 
stock of capital in 1984 was US$238 million in 1984 (Dahuarjre 1989), (b) the average value of a square foot of 
construction and machinery in FTZs was US$80.3 in 1984 and has remained approximately constant (consistent 
with 1999 investment costs in Panzer and Soto 2001), and (c) depreciation rates were fixed at 4.6 percent per 
year, equal to those in the rest of the economy.  Value added in FTZs is assumed to correspond to 30 percent of 
exports (based on Panzer and Soto 2001); setting value added as a fixed share of exports does not change the 
qualitative results, given that growth accounting uses rates of growth.  An alternative source would be to use the 
value added imputed in the national accounts, but this imputed value only covers wages and thus is not a good 
proxy.  For the rest of the economy, the series were built by subtracting value added generated in FTZs from 
total GDP and employment in FTZs from total employment. 
18  The small share of FTZ value-added in total GDP – averaging 2 percent for the 1975-2004 period – 
suggests that this approach is not distortionary. 
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Table 2.4:  Extended Growth Accounting for FTZ Sector 

Observed change 
in value-added 

Contribution of 
changes in 
effective 

employment 

Contribution of 
changes in capital

Contribution of 
changes human 

capital 

Contribution of 
changes in TFP 

1975-2004 11.0% 5.2% 2.3% 0.1% 3.4%
1975-1979 14.5% 7.9% -1.2% 0.1% 7.7% 
1980-1984 11.4% 4.0% -0.8% 0.1% 8.0% 
1985-1989 26.2% 12.4% 7.6% 0.1% 6.0% 
1990-1994 13.0% 2.7% -1.6% 0.1% 11.8% 
1995-1999 6.2% 1.2% -1.4% 0.1% 6.3% 
2000-2004 3.4% -0.3% 1.7% 0.1% -4.9% 

   Source: World Bank staff estimates 

Table 2.5:  Extended Growth Accounting for Rest of the Economy 

Observed change 
in value-added 

Contribution of 
changes in 
effective 

employment 

Contribution of 
changes in capital

Contribution of 
changes human 

capital 

Contribution of 
changes in TFP 

1975-2004 3.7% 0.9% 1.9% 0.3% 0.6%
1975-1979 3.5% 0.8% 2.4% 0.2% 0.1% 
1980-1984 1.9% 0.7% 1.8% 0.3% -0.9% 
1985-1989 3.3% 0.9% 1.3% 0.3% 0.8% 
1990-1994 2.4% 1.3% 1.4% 0.2% -0.4% 
1995-1999 5.9% 0.6% 1.1% 0.2% 4.0% 
2000-2004 2.4% 0.5% 1.5% 0.2% 0.2% 

   Source: World Bank staff estimates 

34. Comparing the FTZ and non-FTZ growth accounting results points to striking differences in 
the evolution of value-added in FTZs and the rest of the economy and the role of factor inputs and 
TFP, both aggregated over the entire period and within specific sub-periods.  For example, FTZ 
value-added experienced very high growth averaging 11 percent per year during 1975-2004, 
compared to a more modest 3.7 percent annual growth in the rest of the economy.  This outstanding 
FTZ sector performance – in which value-added increased by 27 times in the last 20 years – is not 
merely the result of FTZs’ start-up status, reflecting the development of new markets, but also of 
continuous high growth throughout the 1970s, 1980s and the first half of the 1990s, falling to still 
strong but only single digit growth rates in the late 1990s and slowing further post-2000.   

35. These divergent growth paths are not driven by different patterns of human capital 
accumulation. In both the FTZ and non-FTZ sectors, human capital accumulation is stable throughout 
the period and of similar magnitude.  Employment, on the other hand, plays a very different role in 
FTZs relative to the rest of the economy.  In both sectors, employment growth explains the largest 
portion of overall growth, but the magnitudes differ.19  Job creation in the FTZs was significant, 
particularly in the 1970s and 1980s, explaining one-half of total value-added growth in FTZs.  In the 
rest of the economy, by contrast, whereas job growth still explained one-fourth of total value-added 
growth, employment expanded by only 0.9 percent per year, well below the rates of population and 

19  Whereas this appears to contradict the previous findings, recall that the dependent variable in Tables 
2.1 and 2.2 is GDP per working-age person, implying that the results are not strictly comparable to those in 
Tables 2.4 and 2.5. 
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labor force growth.  As a result, unemployment rates have remained fairly flat despite strong GDP 
performance over a sustained period.20  The capacity of FTZs to generate employment seems to have 
reached a peak in 2000 when FTZ employment was 200,000, but has declined steadily thereafter by 
an average 0.2 percent per year (despite an increase in 2004).  This decline may be the result of 
diminishing competitiveness in light of changing market conditions, as suggested by the shutdown of 
around 40 textile factories since 2000, and others are expected to follow as a result of the Multi-Fibre 
Agreement phase-out.  An alternative explanation is that firms have become more labor efficient – 
perhaps due to a combination of rising wages and the declining cost of capital – and are substituting 
capital or technology for labor.   

36. The main difference between FTZ and non-FTZ sector growth is explained by differences in 
capital accumulation and TFP growth.  Although capital accumulation contributed about 2 percent on 
average over the entire 1975-2004 period for both sectors, the deviations in sub-periods are 
substantial.  Whereas the process has been smooth and continuous in the non-FTZ economy, capital 
accumulation in FTZs demonstrated sharp intraperiod fluctuations.  With respect to productivity 
changes, TFP growth during 1975-2004 was five times higher in FTZs compared to the rest of the 
economy.  This high rate of TFP growth – averaging 3.4 percent per year for 30 years – is 
exceptionally high by international standards, and signals a very dynamic process of investment and 
technical renovation within the FTZ sector.  But this dynamism lost momentum in recent years, as 
productivity began to decline in 2000.  In the non-FTZ sector, productivity growth averaged a much 
smaller 0.6 percent per year, effectively explaining only 16 percent of non-FTZ growth.  It was only 
in the 1995-1999 sub-period that TFP played a significant role in leading economic growth in both 
the FTZ and non-FTZ economies. 

37. The preceding growth accounting exercise provides evidence that job creation – particularly 
low-skilled jobs – has played the largest role in generating Dominican GDP growth since 1975, but 
the role of productivity growth and capital accumulation vary between the FTZ and non-FTZ sectors 
of the economy, the former demonstrating dynamism regarding technology adoption and innovation, 
the latter relying on more traditional physical capital investments.  Whereas the analysis demonstrates 
that trade and TFP growth are positively correlated, the overall impact of this productivity dynamism 
is constrained by the small size of the FTZ sector.  Recall that FTZs represent only about 6 percent of 
GDP, and that manufacturing sector growth – of which FTZs are a subset – contributes less than a 
fifth of total GDP growth. 

38. This conclusion implies that the Dominican Republic’s FTZ-based export-promotion strategy 
was successful in increasing export volumes and outward orientation, while its role in generating 
overall GDP growth was somewhat more modest.  This suggests that the anticipated growth gains 
from trade (i.e., dynamic increasing returns) did not materialize at the economy-wide level but rather 
were restricted to the enclave FTZ sector.  The resulting dualistic economic structure, in which most 
foreign direct investment (outside of tourism and telecoms) flows into the FTZs, is therefore likely to 
have constrained growth potential.  Taking a detailed look at sectoral growth during the boom period 
of 1995-1999 (Table 2.1) – in which export growth suggests that FTZs led growth – indicates that 
FTZs did not lead economic growth, but in fact construction and commerce activities and to a lesser 
extent communications were experiencing relative booms, and manufacturing sector growth was near 
its long-term trend.       

20  The correlation between changes in the unemployment rate and GDP cycles in the 1975-2004 period is 
-0.01. 
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III.  Demand-Side Growth Leaders 
39. The preceding analysis substantiates the claim that factor accumulation and total factor 
productivity are correlated with growth, but it does not describe which factors affect this 
accumulation or the dynamics of the accumulation process.  Moreover, the growth accounting 
technique is limited in its ability to determine the direction of causality.  But by using causality tests, 
we can infer the causality between investment and economic growth.  More specifically, does 
investment lead or follow changes in value added?  This question gets to the heart of the debate on the 
role of policies in inducing or hampering economic growth.  Until the 1990s it was widely accepted 
that investment played a leading role in development, with the resulting capital accumulation 
generating GDP and total factor productivity growth.21  But recent research suggests that the causality 
goes in the opposite direction, namely that unrealized TFP gains lead to output growth which 
generates investment and human capital growth (Easterly and Levine 2001; Blomstrom et al. 1996; 
Bils and Klenow 2000).  

40. In the Dominican economy, Granger tests that assess the causality between TFP and value-
added growth in the 1975-2004 period indicate that in free trade zones, TFP growth Granger-causes 
the growth in value added, while there is no causality between the two variables in the rest of the 
economy (results are reported in Annex 2, Table A2.1).  Additional tests show that in FTZs, private 
investment Granger-causes value-added growth, while in the rest of the economy value-added growth 
Granger-causes investment (see Table A2.2).  These results imply very different growth processes in 
the two sectors, suggesting structural differences that may be linked to the ways in which investment 
is financed.  In the non-FTZ economy where access to funds is costly due to high domestic interest 
rates, investment is mostly financed out of retained profits, such that value-added growth is a 
prerequisite for investment.  But in FTZs, much investment is financed by FDI or in external capital 
markets with lower associated capital costs, implying no need to wait for profit accumulation in order 
to invest, once there is an opportunity for future profits (i.e., once unrealized TFP gains have been 
identified).

41. On the other hand, these differences in causality may reflect differences in the impact of TFP 
on capital accumulation in FTZs and the rest of the economy.  It could be that the goods produced in 
FTZs are better suited to technological changes than those in the rest of the economy and, 
consequently, lead the private sector to adopt new technologies faster than in the non-FTZ economy.  
As will be discussed in Chapter 3, the trade orientation of the FTZ sector provided opportunities for 
technology adoption, in contrast to the relatively closed and protected non-FTZ economy. 

42. The dual nature of the Dominican economy, in the sense that free trade zones operate in a 
different legal and institutional environment than the rest of the economy, has generated these 
disparate growth results.  Contrary to the rest of the economy, TFP growth in FTZs has been high 
and, up to the 2000s, relatively immune to business, economic, and political cycles, while TFP in the 
rest of the economy experienced marked fluctuations and grew at lower rates.  Since labor and 
entrepreneurs are not restricted in moving between FTZs and the rest of the economy, the 
performance gaps between FTZs and the rest of the economy must depend on different institutional 
and policy arrangements that lead entrepreneurs in FTZs to invest and acquire more productive 
technologies and inhibit the same dynamic behavior in the rest of the economy. 

21  Ocampo (2003) synthesizes this traditional view on the causality between investment, productivity and 
growth. 
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IV.  Structural Determinants of Growth 
43. The empirical evidence on the direction of causality suggests that institutional factors and 
policies affect FTZs differently compared to the rest of the economy.  But this is not sufficient to 
explain the Dominican Republic’s sustained growth performance over the past thirty-five years – 
recall from Table 2.1 that FTZs (the dominant component of the manufacturing sector) explain less 
than one-fifth of historical GDP growth.  Other industries have also made dynamic contributions to 
overall economic growth.  To understand the underlying factors driving these outcomes, we look 
beyond the sectoral classification to consider economy-wide factors that impact all sectors, albeit 
sometimes in different ways.  In this section we use cross-country analysis to estimate the extent to 
which institutions, policies and shocks affect GDP growth in the Dominican Republic in comparison 
to other economies.  Estimating the growth impact of these different factors – in particular policies – 
is not straightforward (see Easterly 2001; Rodrik 2005).  The following analysis, based on the 
approach developed by Loayza and Soto (2002), Loayza and Soto (2005) and Soto (2005), aims at 
unveiling the factors that determine the evolution of TFP, capital accumulation and value-added more 
broadly. 

44. Economists’ efforts to understand the mechanics of economic growth are reflected in a vast 
and rich empirical literature that correlates observed patterns of economic growth to a variety of 
macroeconomic, social, and institutional variables.  In general, this literature tends to conclude that 
(i) country-specific characteristics influence long-run growth, and (ii) there is a positive association 
between market-oriented reforms and higher economic growth.22  Cross-country evidence reveals that 
poor countries tend to grow faster than rich economies if policies and institutions are held constant, 
reflecting a pattern of conditional convergence.23  However, richer countries usually have better 
policies and institutions (which explain their being rich) and this weakens the convergence tendency 
in an absolute or non-conditional sense.  In addition, for a given initial per capita GDP, growth tends 
to be fostered by higher starting levels of education and health, lower fertility, better maintenance of 
the rule of law, smaller government consumption, greater openness to international trade, lower 
inflation, and better terms of trade.  Growth is also affected by transient phenomena, such as the 
world business cycle, albeit not in a permanent manner. 

45. The existing literature has two important limitations, however.  Firstly, the literature 
overemphasizes outcome indicators and not policy variables, since data on outcomes is more readily 
available for a range of countries and over long time periods, and policy outcomes are easier to 
measure compared to quantifying the typically heterogeneous policies that generate such outcomes 
(Loayza and Soto 2005).  Secondly, the literature’s focus on interpreting growth regressions places a 
greater emphasis on statistical rather than economic significance (see Brock and Durlauf 2002 for a 
discussion).  The resulting policy recommendations are quite general and typically do not consider 
alternative policy trajectories.  

A.  Cross-Country Growth Model 

46. The analysis that follows draws on this vast literature on growth determinants to study the 
case of the Dominican Republic using data for a large sample of developing and developed 
economies, and considers structural and social characteristics, policies, external shocks, and initial 
conditions.  Examining the long-run determinants of growth, the regressions control for transient 
phenomena and consider comprehensive indicators of policies and policy-related variables (although 

22  See Williamson (1995), Sachs and Warner (1995), and Rodrik (1996) for essays on market-oriented 
reform. 
23  See Loayza and Soto (2002) for a summary and evaluation of empirical findings in the growth 
literature. 



23

policy implications are restricted to those areas in which policies are easily linked to outcome 
indicators).

47. The model estimates changes in output per capita as a function of lagged output per capita, 
the output gap from trend output, a vector of growth determinants (listed below), dummies for period-
specific effects (to control for international conditions that change over time and affect the growth 
performance of all countries in the sample), dummies for unobserved country-specific factors, and the 
residual (see Soto 2006 for details).  Including the output gap as an explanatory variable allows us to 
control for business cycle movements and, thus, to differentiate between catch-up growth and 
business cycles. 

48. In this regression analysis, we consider the variables that have received the most attention in 
the academic literature and in policy circles.  These variables can be categorized into five main 
groups.24

i. Transitional convergence assumes that the growth rate depends on the initial position of the 
economy, captured here by the initial level of GDP per capita.25  As mentioned above, this 
hypothesis maintains that, ceteris paribus, poor countries grow faster than rich ones because of 
decreasing returns to factors of production.  

ii. Cyclical reversion assumes that annual economic performance is affected by longer-term 
business cycles.  Whereas breaking the sample into 5-year time periods allows us to disentangle 
transient phenomena at the world level from country-level growth trajectories, at these short 
frequencies, cyclical effects are bound to play a role.  We account for cyclical reversion by 
including the output gap at the start of each period.26  And by controlling for the initial output 
gap, we avoid overestimating the speed of transitional convergence (discussed below).27

iii. Structural policies in terms of public policies and institutions are assumed to influence long-run 
growth.  While theoretical work typically examines one or a combination of a few policies, 
empirical work tends to consider a wide array of policy and institutional determinants of 
growth.28  In this analysis, therefore, we select explanatory variables from the major categories of 
public policies that are not stabilization policies (the next group).  Although the distinction 
between structural and stabilization policies is somewhat arbitrary, it helps to separate policies by 
their objectives in addressing long-run growth or cyclical fluctuations. 

a. Human capital complements other growth factors such as physical capital and natural 
resources (Barro 2001), or determines the rate of technological innovations in countries that 
produce technology, and facilitates technological absorption in countries that imitate it 
(Borensztein et al. 1998).  Following Barro and Lee (1994), we use the rate of gross 
secondary school enrollment as a proxy for policies promoting education and human 

24  Table A2.3 in Annex 2 contains definitions and data sources for each variable. 
25  See Barro and Sala-i-Martín (1995) and Turnovsky (2002). 
26  An alternative indicator of cyclical phenomena would be the unemployment rate, since it measures the 
degree of factor utilization, but data is unavailable for most developing economies and when available, usually 
unreliable.  Test regressions using unemployment rates instead did not yield robust results, and the 
representativity of the country sample was severely hampered due to data limitations, since several developing 
economies had to be dropped, effectively overemphasizing developed economies where data is more available. 
27  The output gap is obtained as the difference between (the log of) potential and actual GDP around the 
start of the period using the Baxter-King filter to obtain an estimate of potential (trend) output for each country 
in the sample.  There are several procedures that separate permanent from transitory changes, and Guay and St. 
Amant (1997) argue for the use of the Baxter-King filter for business cycle-related series. 
28  See Barro (1991) Levine, Loayza, and Beck (2000), and Dollar and Kraay (2001a and b). 
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capital.29  Although it would be better to use quality-adjusted data on educational 
achievement, data is not available for a large sample of countries and is incomplete for 
recent years. 

b. Well-functioning financial systems, as captured by a measure of financial depth, promote 
long-run growth by: facilitating the exchange of goods and services, acting as 
intermediaries between buyers and sellers; facilitating the trading, hedging, and pooling of 
risk; helping identify profitable investment projects and mobilizing savings toward them; 
and helping monitor firm managers and exerting corporate controls, thus reducing the 
principal-agent problems that lead to inefficient investment.30, 31  This analysis relies on the 
level of domestic credit allocated by private commercial banks to the private sector, as a 
ratio of GDP, to indicate financial depth.32

c. International trade openness is an important structural policy indicator, given that trade 
affects economic growth through numerous channels, including: higher specialization and 
therefore gains in TFP by allowing countries to exploit their comparative advantage; 
expanded potential markets, allowing domestic firms to take advantage of economies of 
scale, thus increasing their TFP; diffusion of technological innovations and improved 
managerial practices through stronger interactions with foreign firms and markets; reduced 
anti-competitive practices among domestic firms; fewer incentives for unproductive rent-
seeking activities; and higher investment and sustained gains in factor productivity (Frenkel 
and Romer, 1999).  Trade openness also facilitates industrial transformation, changes in the 
structure of employment, and a decline in poverty (Dollar and Kraay 2001b), even after 
controlling for other determinants of growth.  On the other hand, Bolaky and Freund (2004) 
find evidence that the growth gains from increased trade do not materialize in heavily 
regulated industries.  As a measure of openness, we use structure-adjusted trade intensity 
(SATI), which is the ratio of imports plus exports to GDP (in real terms) corrected for 
certain country characteristics that determine trade levels, such as size (both area and 
population) and transport costs.33  This indicator proxies for the level of trade explained by 
trade policy, allowing for comparisons across countries with different structural 
characteristics.34  One problem with this approach is that the results are only reliable to the 
extent that the model used to form the counterfactual incorporates all the relevant 
determinants of trade.  But using the simpler ratio of real imports plus real exports to real 
GDP did not provide better empirical results.  

d. Although the government can play a beneficial role for the economy, alternatively the 
government burden can be heavy if it imposes high taxes, uses this revenue to maintain 
ineffective public programs and a bloated bureaucracy, distorts markets incentives, and/or 
interferes negatively in the economy by assuming roles best left to the private sector 

29  This variable is used as a proxy for human capital in Barro (1991), Mankiw, Romer, and Weil (1992), 
and Easterly et al. (1993).  Tertiary education data – another potentially important indicator – is unavailable for 
several developing economies. 
30  See Levine (1997) for a review of the theoretical foundations for the role of financial development and 
a summary of the available macro and micro empirical evidence. 
31  Although it would be useful to distinguish among types of financial markets (e.g., bank, stock, bond, 
and insurance markets), there is no consensus on what constitutes an “optimal” market structure.  Indeed, the 
literature does not find solid evidence that one outperforms the rest (see Demirguc-Kunt and Levine 2001). 
32  Other measures of financial market depth and activity such as liquid liabilities and M2 as a share of 
GDP proved to be less robust. 
33  Two alternative indicators sometimes used are the comparison of domestic and border prices of similar 
products and the black market premium on foreign exchange.  The major disadvantage of these measures is that 
they require data that is not readily available in developing countries. 
34  Frenkel and Rose (1999) extend this simple statistic to derive SATI from a gravity model, in which 
trade measures can be systematically weighted against structural factors. 



25

(World Bank 1995a).  Following Loayza and Soto (2002), we use the ratio of government 
consumption to GDP as a proxy for the government burden. 

e. The importance of productive public services in generating long-run growth has been 
highlighted in the analytical work of Barro (1990) and Barro and Sala-i-Martin (1992), 
among others, and supported in the empirical literature (e.g., Calderón and Servén 2004). 
Infrastructure can affect growth by entering directly as inputs in the productive process, 
by improving total factor productivity, and by complementing private investment.  
Developing countries, on average, have a very poor record in building and maintaining 
infrastructure.  And demand for public infrastructure services can be greatly distorted by 
cross-subsidies and artificially low prices that bear little relation to costs (World Bank 
1994a).  Typical infrastructure measures include kilometers of roads, kilometers of railway 
lines, number of telephones, electricity generating capacity, access to potable water and 
sewer services, irrigation, and waste disposal (see Canning 1998).  Given the prolonged 
electricity crisis in the Dominican Republic, indicators of electricity generation would have 
better captured the impact on Dominican growth.  Unfortunately, data constraints require us 
to use the number of main telephone lines per capita as a proxy for infrastructure.35

f. Following the seminal work of Mauro (1995) and Knack and Keefer (1995), governance
has received increasing attention as a determinant of economic growth.36  Without effective 
governance, it is difficult to create or maintain a policy environment conducive to 
economic growth (Kaufman et al. 1999).  The governance theme comprises several aspects 
of the institutional quality of government, including respect for civil and political rights, 
bureaucratic efficiency, absence of corruption, contract enforcement, and prevalence of law 
and order.  It is also difficult to measure, being an intangible asset consisting of multiple 
components (e.g., transparency, honesty, accountability) that affect the quality of 
governance in complex ways.  To address these challenges, we rely on perceptions-based 
indicators from a survey of businessmen and economic and political consultants who deal 
with various government branches on a daily basis.  Specifically, we use indicators on the 
prevalence of law and order, quality of the bureaucracy, absence of corruption, and 
accountability of public officials reported by Political Risk Services in their International 
Country Risk Guide (ICRG).  This measure suffers from two main shortcomings, however: 
(i) ratings are subjective, and may be influenced by an expert's knowledge of recent 
economic performance, and (ii) these measures represent conditions facing foreign or large 
investors, not necessarily those confronting most domestic investors.  The Dominican 
Republic score of 0.36 ranks 34th out of the 75 countries in the sample in 2000-2003; 
Canada holds the top rank (3.47), while the Congo Democratic Republic falls last (-3.38).  
It is important to acknowledge that subjective risk evaluations remain only partial 
indicators of the institutional environment that can affect economic performance.37

35  Although mobile phones are increasingly important, data is limited in terms of country coverage and 
also because it refers to subscribed mobile phones, not necessarily to operating mobile phone lines.  Moreover, 
even though mobile phone penetration is extremely high in the Dominican Republic, this proxy would overstate 
the quality of and access to all types of infrastructure.  Other indicators, such as the length of railway lines and 
generating capacity, tend to be colinear and did not provide additional insights from an empirical point of view.  
We also tested public investment as a share of GDP for the 1970-2003 period and found a positive but 
statistically insignificant coefficient. 
36  See, for instance, Barro (1996) and Kaufman, Kraay, and Zoido-Lobatón (1999). 
37  As an alternative, Clague et al. (1999) suggest using the proportion of M2 within the banking system, 
an objective measure not subject to contamination by the expectations of surveyed country experts, and which is 
meant to capture the fact that individuals will hold a larger proportion of their financial assets in the form of 
currency in environments where third party enforcement of contracts is unreliable.  Money lent to financial 
institutions (i.e., bank deposits) is less safe where contracts cannot be relied upon.  The indicator’s main 
limitation is that, at best, it only measures the tradeoff between holding assets in currency or bank deposits.  
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iv. Stabilization policies are important determinants of growth, affecting not only cyclical 
fluctuations but also long-run growth.  And the regression’s fit and forecasting power increases 
significantly over horizons that are relevant to economic policy (say, 5 to 10 years).  Fiscal, 
monetary, and financial policies that contribute to macroeconomic stability and avoid crises are 
important for long-run growth; by reducing uncertainty, they encourage firm investment, reduce 
societal disputes for the distribution of ex-post rents, and allow economic agents to concentrate 
on productive activities rather than on managing risk. 

a. Inflation is a good summary measure of the quality of fiscal and monetary policies, and is 
positively correlated with other indicators of poor macroeconomic policies such as fiscal 
deficits and the black-market premium on foreign exchange.38  Exchange rate movements 
could also be included in growth regressions to proxy for macroeconomic instability.  As an 
alternative indicator, we use the period-average coefficient of variation of the nominal 
exchange rate, computed using monthly data for each year. 

b. An indicator that reflects external imbalances and the risk of balance-of-payments 
crises is the degree of real exchange rate overvaluation, which captures the impact of 
monetary and exchange-rate policies that distort the allocation of resources between the 
exporting and domestic sectors.  This misallocation leads to large external imbalances, 
whose correction is frequently accompanied by balance-of-payments crises and followed 
by sharp recessions.  But because the equilibrium exchange rate is unobservable and there 
is substantial disagreement over how to estimate equilibrium values (see Elbadawi and Soto 
2005 and Hinkle and Montiel 1999), we choose not to include it as an explanatory variable.  

c. Systemic banking crises affect long-run growth, given the deleterious effect of financial 
turmoil on economic activity.  Moreover, systemic financial crises indicate that either the 
regulatory framework is not appropriate or monetary policy is inadequate.39 Cerra and 
Saxena (2005) provide evidence that these shocks may be asymmetric: the decline in GDP 
during recessions may not be offset by a recovery of the same magnitude during booms.40

Systemic financial crises can be detected in a number of ways (e.g., large fluctuations in 
domestic credit, bank runs in otherwise healthy institutions, or massive accumulation of 
poor-performing loans); we rely on the Caprio and Klingebiel (2003) measure of the 
fraction of years that a country undergoes a systemic banking crisis in the corresponding 
period.

v. External conditions can have significant short-term and long-term effects on a country’s 
economic growth.  This analysis accounts for external conditions through three variables: terms 
of trade shocks affecting each country individually, period-specific shifts affecting all countries 
in the sample, and unrequited foreign transfers.  Terms of trade shocks capture changes in both 
the international demand for a country’s exports and the cost of production and consumption 
inputs.41  The period-specific shifts (or time “dummy” variables) summarize the prevalent global 
conditions at a given period of time and reflect worldwide recessions and booms, changes in the 
allocation and cost of international capital flows, and technological innovations.  Unrequited 
foreign transfers are usually unreturned monetary transfers made by foreign governments (in the 
form of development assistance or official development aid, ODA) or by nationals working 

Moreover, other elements affect this decision (such as inflation, for example), rendering its comparability across 
countries dubious. 
38  Inflation is used to proxy for macroeconomic stability in many cross-country growth studies, including 
Fischer (1993), Easterly, Loayza, and Montiel (1997) and Bekaert, Harvey, and Lundblad (2001). 
39  Banking crises may be the product of an inadequate regulatory framework for financial transactions, 
which leads to over-lending and unsustainable consumption booms.  They can also result from monetary and 
fiscal policies that unduly burden creditors and financial institutions. 
40  The authors use a panel of 192 countries over the 1960-2000 period to support this claim empirically. 
41  Terms of trade shocks are an important variable in several empirical studies on growth, such as 
Easterly et al. (1993), Fischer (1993), Barro and Sala-i-Martin (1995), and Easterly, Loayza and Montiel (1997). 
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abroad (in the form of remittances) that allow a country to sustain higher consumption levels than 
it would otherwise achieve. 

B.  Sample and Estimation Methodology 

49. Testing the significance of the above-described explanatory variables, we estimate per capita 
GDP growth rates using panel (i.e., cross-country, time-series) data for 75 countries representing all 
major world regions (Table A2.4 in Annex 2 contains a complete list of countries in the sample).  The 
regression analysis is conducted using 5-year period averages spanning the period from 1960 to 2003, 
with a total of 628 observations. 

50. The growth regression to be estimated poses the following technical challenges: the equation 
is a lagged-dependent-variable model and therefore dynamic; it includes an unobserved country-
specific effect that cannot be accounted for by regular methods (i.e., the “within” estimator) given the 
dynamic nature of the model; and among the set of explanatory variables, some are likely to be jointly 
endogenously determined with the growth rate.  While the Generalized Method of Moments (GMM) 
estimator deals with these three issues, it is severely hampered by the fact that the estimator tends to 
be not robust, in particular in small samples in the time dimension.42  Moreover, GMM estimation is 
highly sensitive to the choice of convergence algorithms, initial values, and other technicalities of the 
estimation procedure. Alvarez and Arellano (2004) demonstrate that the maximum likelihood-based, 
random effects instrumental variable estimator is superior since it imposes a smaller number of 
orthogonality conditions.43  We therefore employ this approach in our growth estimation, using as 
instruments lagged values of the right-hand side variables as well as several additional indicators 
(e.g., lagged values of energy generating capacities, foreign direct investment as a share of GDP, 
growth in private credit, TFP, etc.).  The specification tests (Haussman and serial-correlation tests) 
support the estimation of the model using the random effects-instrumental variables estimator (see 
Soto 2006 for details).44

C.  Estimation Results 

51. The regression results, reported in Table A2.5, provide support for transitional convergence 
for the countries in the sample, given the negative and statistically significant coefficient on the initial 
level of GDP per capita.  The implied speed of convergence is 1.3 percent per year, with a 
corresponding half-life of about 50 years (this is the time it takes for half the income difference 
between two growing countries to disappear solely due to convergence).45  The regression also finds 
evidence of cyclical reversion, namely that the economies in the sample follow a trend-reverting 
process (indicated by the negative and significant coefficient on the initial output gap).  That is, if an 
economy is undergoing a recession at the start of the period, it is expected that its growth rate will be 
higher than otherwise in the following years so as to close the output gap (independently of 
transitional convergence).  The cyclical reversion effect is sizable and much larger than that estimated 

42  GMM estimators were introduced by Holtz-Eakin, Newey, and Rosen (1990) and popularized by 
Arellano and Bond (1991) and Arellano and Bover (1995).  This methodology has been applied to empirical 
growth models in, for instance, Caselli, Esquivel, and Lefort (1995) and Loayza and Soto (2002). 
43  The number of orthogonality conditions for the GMM estimators grows at a rate of T*(T 1)/2,
whereas the number of score equations for the heteroskedastic likelihood estimators grows at a rate of T. 
44  For comparison purposes, we also test a simple pooled OLS estimator and the within groups (fixed 
effects) estimator, but the results are very similar. 
45  The annual speed of convergence is given by the formula (-1/5)*ln(1+5 ), where  is the estimated 
coefficient on initial GDP per capita.  The half-life in years is given by ln(2)/annual speed of convergence. This 
estimate for the speed of convergence is almost identical to that estimated in the early cross-country growth 
regressions (e.g., Barro 1991) and in panel-data regressions by Loayza and Soto (2002) and Loayza et al. 
(2005). 



28

by Loayza et al. (2005).46  According to the point estimate, if the initial output gap is at the median 
for all countries (i.e., 3 percent below potential output), the economy is expected to grow about 1.7 
percentage points faster in the following years.  

52. All variables related to structural policies present coefficients with expected signs and 
statistical significance.  As found in much of the endogenous growth literature, economic growth in 
this panel increases with improvements in education, financial depth, trade openness, and public 
infrastructure, and decreases when governments apply an excessive burden on the private sector.  The 
magnitudes of the coefficients are broadly consistent with the literature, in particular those found by 
Loayza et al. (2005).  With respect to stabilization policies, the estimated coefficients on these 
variables also carry the expected signs and statistical significance; economic growth decreases when 
governments do not carry out policies conducive to macroeconomic stability or in the presence of 
financial crises.  Higher inflation reduces economic growth, as do systemic banking crises, the latter 
effect being particularly large (i.e., countries that experience a continuous banking crisis over a five-
year period experience slower annual growth by almost 1 percentage point). 

53. With respect to external conditions, negative terms-of-trade shocks slow economic growth 
(consistent with Easterly et al. 1993, inter alia).  In terms of period shifts, only the first half of the 
1980s experienced a negative trend (most likely capturing the debt crisis), in contrast to Loayza et al. 
(2005) who find a general deterioration in world growth conditions throughout the entire period.47

Finally, the regression results indicate that remittances do not have a statistically significant impact on 
economic growth, which may be due to sample composition given that remittances have become 
important only recently and are significant only in some developing countries (World Bank 2006c; 
Ratha 2005).48

54. Sensitivity Analysis.  In order to be sure that the econometric results are not driven by the 
choice of variables or by sample structures in terms of either country composition or time periods, we 
perform three robustness tests.   

1. We substitute several of the regressors to assess whether the results are due to the choice of 
variables.  Specifically, we substitute the stock of liquid liabilities for private credit, the 
volume of foreign trade (as a share of GDP) in lieu of the SATI measure of trade, and  the 
coefficient of variation of the nominal exchange rate for inflation rates.  We also split 
unrequited foreign transfers between worker remittances and official development 
assistance. It can be seen in Table A2.6 in Annex 2 that, although there is deterioration in 
the significance of the estimators for these variables, the size and significance of the 
estimators of the other variables remains roughly equivalent, implying that the results are 
robust in this dimension. Note, however, that the size of the coefficient for transitional 
convergence diminishes somewhat, and eliminating ODA from foreign transfers does not 
generate a significant parameter, although it acquires the expected positive sign. 

46  Several reasons explain the different results of this paper and those by Loayza et al. (2005).  First, the 
sample of countries is slightly larger in this paper (76 countries instead of 70).  Second, the time horizon in this 
paper is longer (it includes the 2000-2003 period).  Third, the dependent variable in this paper is real per-capita 
GDP growth, while Loayza et al. use per-capita GDP at PPP prices. Fourth, right hand side variables are slightly 
different and not necessarily equally measured. Fifth, the econometric estimation technique is not the same. 
47  This evidence contradicts Easterly’s (2001) conclusion that worldwide factors are partly responsible 
for the stagnation of developing countries in the last two decades despite of policy reforms. 
48  Life cycle theory would suggest that remittances should not affect per-capita GDP growth if they are 
perceived as transitory shocks (consumption smoothing).  However, their magnitude and persistence suggest 
that most likely a large fraction of them are of a permanent nature.  
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2. After dropping the initial 15 years of the time span where data quality is arguably poorer, 
especially for many developing economies, the general results remain similar, suggesting 
that the estimation is not sensitive to data composition. 

3. Restricting the sample to developing economies only by removing the 18 OECD economies 
in the sample serves two purposes. First, it allows us to test whether the results are driven 
by these countries which, in principle, should serve mainly as a control group for the 
estimation. Second, it allows for a possibly better estimation of the coefficient on 
unrequited foreign transfers, considering that developed economies do not receive 
development assistance nor significant transfers from nationals working abroad.  The 
revised regression results do not change in a significant manner for most parameters, with 
the exception of the transitional convergence coefficient which increases markedly, 
consistent with the conditional convergence hypothesis (i.e., removing OECD economies 
from the estimation would allow a faster estimated speed of convergence among the 
remaining poor countries). 

D.  Implications for the Dominican Republic 

55. Applying the above panel regression results to the Dominican Republic enables us to measure 
the relative contribution of each explanatory variable to the growth path in each time period.  The 
resulting growth decomposition using the estimated parameters in Table A2.5 and the actual values of 
each fundamental variable are reported in Table 2.6.  Although a cross-country model is not expected 
to be representative of a single economy, using the model as a counterfactual benchmark allows us to 
compare the performance of the Dominican Republic with that of an “average economy” facing 
similar shocks and initial conditions.49

56. These results suggest that economic growth in the Dominican Republic has been lower than 
the model-predicted rate of growth in most periods, particularly during the long 1975-1994 period.  
On the other hand, in two periods (1970-1974 and 1995-1999) the economy grew at a faster pace than 
that predicted by the model.  Broadly speaking, the growth decomposition points to an increasing 
contribution of secondary education, financial depth, and infrastructure to economic growth. While 
the expansion in secondary education contributed more to economic growth in the 1960s and 1970s, 
infrastructure contributed considerably more in the post-1985 period.  Inflation, albeit less severe than 
in most Latin American economies, has been a steady drag on Dominican economic growth.  Annual 
inflation increased from around 3 percent in the 1960s to around 40-50 percent in the late 1980s 
through 1991.  Stabilization measures returned inflation to single digits in the 1992-2002 period, but 
the 2003 crisis was accompanied by very high inflation levels (recall from Chapter 1 that inflation 
reached 27 percent in 2003).  According to the estimated coefficients, inflation rates of 50 percent – 
the level observed in 2004 – would reduce GDP growth by one half of a percentage point.50

57. Government burden, captured by the share of government consumption in GDP, has had a 
significant and sustained negative impact on growth, reducing predicted growth by about 75 percent 
since 1985 (see Table 2.6).  Foreign trade, on the other hand, has been a positive source of economic 
growth, explaining about 60 percent of predicted growth since 1985.  Increases in trade openness – 
based on the SATI measure – have been significant throughout the period, with the exception of 
1975-1979 (see Figure 2.3).  This is broadly consistent with the dynamic role played by FTZs in 
attracting FDI and generating TFP growth, although its overall impact on aggregate growth is stymied 

49  Econometric growth models based on observed cross-country panel data are at best an approximation 
of the true model governing economic growth.  As such, important variables are most likely omitted (e.g., 
quality of institutions, corruption, etc.), leading to a less than perfect fit of the model to the data. 
50  Note that the impact of price instability would have been larger if the 2000-20003 period in the 
regression were extended to include 2004. 
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by limited backward linkages.  As discussed in Chapter 3, the country’s entrance into preferential 
trade agreements with the US spurred FTZ exports, and the FTZs effectively segmented the export 
and import competing sectors in the Dominican economy.  Whereas foreign trade allowed FTZs to 
create a market niche and embark on investment that led to TFP-based growth, the import substitution 
sectors continued to enjoy significant trade protection and non-FTZ exports declined in real terms.  

Table 2.6: Economic Growth Decomposition 1960-2003 (%) 

1 Initial conditions comprise the effects of output gaps, transitional convergence, and country fixed effects. 
Source: World Bank staff estimates 

Figure 2.3:  Evolution of Trade Openness (%) 
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         Source: Elbadawi and Soto (2005) 

58. Transitory negative effects from large international and domestic financial crises were 
observed in the 1980-84 and 2000-2003 periods.  Although the 1980-1984 LAC debt crisis shock 
accounted for a large fraction of the underperformance of the Dominican economy with respect to the 
model’s prediction, the domestic banking crisis in 2003 is unable to explain the differences between 
predicted and actual growth rates.  This result is surprising, given the high cost of the banking sector 

1960-64 1965-69 1970-74 1975-79 1980-84 1985-89 1990-94 1995-99 2000-03
Initial conditions1 1.37 -2.28 0.88 -0.90 -1.28 -1.86 -2.40 -2.13 -1.31 
Price instability -0.02 0.00 -0.07 -0.08 -0.09 -0.21 -0.17 -0.05 -0.10 
Education 0.86 1.10 1.34 1.57 1.64 1.73 1.62 1.68 1.80 
Financial depth 0.96 1.08 1.28 1.40 1.44 1.40 1.32 1.40 1.48 
Government burden -3.98 -3.97 -3.37 -2.52 -3.23 -2.73 -2.18 -2.86 -3.16 
Governance -0.16 -0.16 -0.16 -0.16 -0.16 -0.07 -0.00 0.06 0.13 
Financial crises 0.00 0.00 0.00 0.00 -0.50 0.00 0.00 0.00 -0.31 
Terms of trade 
fluctuations 

0.18 -0.09 0.00 0.00 -0.00 0.00 0.00 -0.01 -0.17 

Trade openness 2.15 2.13 1.84 1.91 1.86 2.05 2.16 2.25 2.23 
Infrastructure 2.31 2.24 2.18 2.49 2.16 2.77 3.26 3.50 3.55 
Period Shift 0.00 0.00 0.00 0.00 -0.97 0.00 0.00 0.00 0.00 

         
Predicted Growth 3.66 0.04 3.91 3.70 0.87 3.07 3.56 3.84 4.15 
Actual Growth 3.97 0.09 8.29 1.83 0.58 1.33 0.23 5.24 2.33 
Unexplained 
Residual 

0.31 0.05 4.37 -1.87 -0.29 -1.74 -3.33 1.40 -1.82 
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bailout; the regression estimate therefore implies that other factors – omitted from the econometric 
analysis – must explain the inability of the Dominican economy to grow faster.  It could also be 
affected by the regression’s truncated 2000-2003 period which does not capture the full impact of the 
banking and economic crises in 2004.  

59. In considering the impact of structural policies on growth, however, it is important to 
recognize that concurrent policies are affected by other variables, such that their impacts are not 
linearly additive.  Some policies interact positively, creating a larger combined effect than each effect 
singly, other policies interact negatively, while others may be co-dependent such that a single policy 
alone has only a negligible impact but in combination is important.  Figure 2.4 illustrates some of the 
linkages at work in the Dominican Republic.  Regression results must therefore be interpreted 
carefully in order to draw useful lessons than can help shape a strategy for future Dominican growth.   

Figure 2.4:  Policy Interactions 

60. Consider, for example, the role of governance.  Specifically, a large government burden vis-
à-vis regulatory and tax requirements encourages evasion and sole-source contracts that are facilitated 
by weak institutional arrangements and enforcement – both characteristics of the country’s poor 
governance environment.  Moreover, these effects are self-perpetuating in that a lack of enforcement 
leads to higher tax rates and additional regulations in order to try to generate adequate government 
revenue and establish a sense of order and rule of law.  Governance in the Dominican Republic also 
affects infrastructure provision, given frequently shifting government priorities (which in the past 
resulted in incomplete or under-funded projects) and the granting of contracts or construction 
approvals with inadequate environmental precautions and uncompetitive procurement practices.   

61. Weak governance was a key factor in the 2003 banking crisis (as discussed in Chapter 5), 
which generated extreme exchange rate volatility, in turn leading to very high rates of inflation and 
lower real incomes.  On the other hand, the effects of the financial crisis were mitigated by the 
relatively high degree of financial depth, which has been a positive force in Dominican economic 
growth, facilitating credit access for large firms, entrepreneurs and consumers.  The extent of trade 
openness – a contributor to growth through exports, technology adoption and FDI, which all promote 
total factor productivity – is dependent on the terms of trade, such that real exchange rate shocks 
affect export competitiveness, but also creates exchange rate pressures through the magnitude of trade 
transactions.
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62. Another factor not captured explicitly in the growth models but that is present in the 
Dominican economy is money laundering linked primarily but not exclusively to the drug trade.  The 
large unexplained residual in the sources of growth analysis may be capturing this effect, among other 
determinants.  Money laundering interacts positively with weak governance and prudential 
regulations, thus producing output gains during the second half of the 1990s, but contributing to the 
imbalances that came to light with the banking crisis.  Because money laundering by its nature is not 
easily quantified, however, it is not possible to analyze its direct impact on growth.   

V.  Prospects for Growth 
63. The results of the preceding analysis in terms of the quantitative contributions of various 
factors to past growth can inform our expectations of the future path of the Dominican economy and 
identify policy-sensitive variables that could shape a future growth strategy.  In this section we use 
the above-derived results to identify those areas in which reforms, to the extent that they affect the 
outcome variables used in the econometric model, are able to foster and sustain growth in the future.  
Potential growth refers to the long run but there are short-term impacts of ongoing policies that are 
also important to study.  As discussed in Chapter 3, the external policy environment is undergoing 
major changes that will affect Dominican trade and economic growth.  On January 1, 2005, the Multi-
Fibre Agreement (MFA) – which maintained quotas on apparel imports into the US from competitor 
countries such as China – was phased out, generating increased competition for Dominican apparel 
producers.  And the export support policies granted to FTZ producers such as multiple tax exemptions 
will no longer be permitted by the WTO beginning in 2010.  The analysis below estimates the impact 
of these policy reforms on Dominican growth prospects.   

A.  Potential Long-Term Growth 

64. Assuming that additional reforms and better policies could improve the economic 
environment and working conditions of the Dominican economy, we can estimate the potential 
impact of reforms by applying the regression coefficients from Table A2.5 to potential rather than 
actual indicator values.  Several variables in the econometric model can be directly affected by 
economic policies, such as inflation rates, government consumption, credit to the private sector, trade 
openness, infrastructure, secondary education, and governance.

65. Growth-promoting policy reforms are reflected in the variables’ sample averages for 
developed countries, such that potential Dominican growth is approximated by closing the gap 
between actual Dominican policies and the OECD countries’ benchmark.  This high case scenario can 
be contrasted with a low case scenario in which the sample average for developing countries is used 
as a lower bound benchmark.  Table 2.7 reports the variable values for the Dominican economy and 
the sample averages for the OECD economies and the developing economies in the most recent 2000-
2003 period.  The average OECD economy sets a very high standard for comparison, representing an 
upper bound for the potential benefits of reform.  The average developing economy, on the other 
hand, sets a rather low reference point with respect to actual Dominican performance, but this gap 
serves as a proxy for the benefits that the Dominican Republic has already derived from policies and 
reforms in the past. 
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Table 2.7:  Estimates of Potential Growth 

  Average level in: Potential growth gain 
from achieving level of:

Dominican 
Republic 

OECD 
Countries 

Developing 
Countries 

OECD 
Countries 

Developing 
Countries 

Infrastructure 235 551.8 119.3 0.60% -0.40% 
Education 59.5 109.8 36 0.30% -0.20% 
Government burden 8.5 19.3 13.9 -1.20% -0.70% 
Governance 0.36 2.7 -0.24 0.80% -0.20% 
Financial depth 31.2 119.7 43 0.60% 0.10% 
Price instability 0.12 0.02 0.14 0.10% 0.00% 
Trade openness 80 81.3 73.1 0.00% 0.00% 
Trade openness excl. FTZs 35 81.3 73.1 0.40% 0.40% 
Potential growth from reforms       3.20% 0.90% 
Current benefit from good policies       -1.20% -1.50% 
  Source: World Bank staff estimates     

66. The Dominican Republic compares quite favorably to developing countries in terms of 
infrastructure.  As mentioned above, investments in these areas were key contributors to economic 
growth in the past and are reflected in these indicator values.  The impact of having a better 
infrastructure than the average developing country is annual long-run economic growth that is 0.4 
percentage points higher (computed using the estimated elasticity of growth to infrastructure and the 
difference in infrastructure levels).  Although infrastructure provision and quality is relatively high in 
the Dominican Republic, it is less than half the average level prevailing in OECD economies.  If 
Dominican infrastructure could catch up to OECD levels, predicted growth rates would be 0.6 
percentage points higher, although we would expect a much larger impact if measures of electricity 
capacity were used, given the additional costs incurred by firms for alternative self-generation 
mechanisms (discussed in Chapter 6).  Experience from South Korea and to a lesser extent Chile 
suggests that rapid improvements in infrastructure could result from private sector provision (directly 
or via franchising).  Secondary education is also much higher in the Dominican Republic compared to 
the average developing economy, translating into higher growth of around 0.2 percentage points per 
year.  But the large performance gap with developed countries suggests that further reforms could 
increase growth by 0.3 percentage points.  This estimate provides empirical support for the general 
view that education reforms – although expensive – yield significant benefits in the long run. 

67. The Dominican Republic scores higher than the average developing economy regarding 
governance, implying that observed levels of political stability in the Dominican Republic reduce 
investment risk and lead to growth rates that are 0.2 percentage points higher.  But the enormous gap 
with developed countries implies that institutional reforms to reduce corruption and improve the 
accountability of the public sector could yield additional growth of around 0.8 percentage points per 
year.  

68. With respect to financial depth, although there has been tremendous progress over time, 
which contributed to GDP growth, the actual level of financial depth measured by credit to the private 
sector lags behind the sample average for developing economies.  Low levels of credit to the private 
sector imply that the financial sector is not mobilizing enough resources for private investment at 
reasonable costs, thereby limiting long-term growth.  As discussed in Chapter 5, nominal interest 
rates in the banking sector exceeded 20 percent in the 1995-2004 period.  Although current levels are 
contaminated by the 2003-2004 financial turmoil, there is nevertheless ample room for reforms that 
could potentially yield additional GDP growth of around 0.6 percentage points.  Countries at a similar 
stage of development as the Dominican Republic typically have financial sectors that mobilize 



34

resources for private investment at a much lower cost; in Chile, for example, private credit to the 
private sector is around 80 percent of GDP with real interest rates comparable to those in developed 
countries.

69. One area in which reforms could yield sizable gains is foreign trade.  Although current trade 
openness in the Dominican Republic is relatively high when FTZs are included, this represents a 
somewhat distorted view since FTZs do not actually interact with the rest of the economy nor operate 
under the same conditions, implying that estimated gains to trade openness would overstate the 
Dominican reality.  If FTZs are excluded from the openness measure, however, the model estimates 
that trade protection is significant.  Trade reforms – in the form of lower tariffs and less 
discrimination – could potentially yield 0.4 percentage points of additional economic growth. 

70. Taken together, the Dominican Republic’s current policies have already generated growth 
that is 1.5 percentage points higher than the average developing economies in the sample.   But 
further policy reforms could have a cumulative potential impact of an additional 3.2 percent long-run 
growth.51  Therefore, the prospects for long-term growth will also depend on the complementary 
policy agenda related to existing constraints to growth (examined in subsequent chapters). 

B.  Short-Term Growth Prospects 

71. This section of the analysis focuses on the sustainability of FTZs and the likely growth 
impact of two significant short-term shocks to the FTZ sector: the phase-out of the Multi-Fibre 
Agreement and the elimination of FTZ tax exemptions.  We estimate the impact on export volumes 
using different scenarios (ranging from pessimistic to optimistic) as a form of sensitivity analysis.  

72. Multi-Fibre Agreement Phase-Out.  Forecasting the impact of the MFA phase-out poses the 
following analytical challenges.  Although the phase-out was a 4-stage process, the number of 
product categories released from quota during the first three stages was small.52  Furthermore, textiles 
are traded in world markets, implying that a thorough analysis requires time series information on the 
Dominican Republic’s competition strategies and responses, which would be difficult to obtain and 
exceeds the scope of this work.53  And finally, the heterogeneity of individual firm responses to this 
shock is difficult to assess using aggregate data, since many relevant factors are excluded from the 
model, for example risk aversion, access to financial services, and business contacts.  Because of 
severe data limitations, we employ a simple yet practical partial equilibrium approach based on 
estimating an aggregate export function of FTZs and simulating the impact of the MFA phase-out by 
varying the expected evolution of the determinants of FTZ export demand based on different 
scenarios.54

73. Most theoretical models involve demand functions that depend positively on a scale variable 
(typically income) and negatively on a relative price for the good.  Since over three-fourths of FTZ 

51  This aggregation provides an indicative magnitude, but implicitly assumes that policy reform impacts 
are linearly additive.  But reforms cannot be undertaken simultaneously nor do they yield benefits at the same 
time; some reforms are cheaper or easier to implement, such as trade reforms, while others take time and 
involve substantial effort, such as anti-corruption policies. 
52  For example, of the 218 categories to be released from quota for import into the US and EU, none were 
released in Stage 1 (1995), only 14 in Stage 2 (1998), 27 in Stage 3 (2002), and the remaining 167 categories 
released in January 2005.  Moreover, the Stage 4 categories included the most sensitive products, i.e., those 
critical to the survival of national (US and EU) industries.  Chapter 3 contains further discussion. 
53  If the data were available, gravity models can be used as suggested by Ernst et al. (2005). 
54  This methodology is a partial equilibrium analysis in that it assumes that other players in the market – 
namely competitors of Dominican exporters, and importers from third party countries – remain idle. 
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exports go to the US, it is reasonable to use US real GDP as a scale variable.  The relative price is 
more difficult to identify because exports comprise many goods, with prices that evolve in dissimilar 
fashion. At the country level, a reasonable representative of the average relative price is the real 
exchange rate (defined as the price of traded versus non-traded goods).55

74. To assess the impact of the MFA phase-out we estimate the export demand function for FTZs 
using a cointegration-error correction model (described in Annex 2.2).  Combining the regression 
results with the structure of current FTZ exports and assumptions on the evolution of US GDP and 
the real exchange rate yields estimates of the impact on FTZ exports.  The analysis in Chapter 3 
indicates that Dominican apparel exporters have benefited from export prices that are 15 percent 
higher because of the MFA quotas.  For the most likely scenario, therefore, we assume that 
Dominican apparel export prices will fall by 15 percent following the MFA phase-out, implying that 
the weighted average price of all exports would fall by 7.5 percent (since textiles are roughly one half 
of total FTZ exports according to CNZFE 2005).  We also assume that US GDP will expand by about 
3 percent per year between 2005 and 2010 (IMF 2005). 

75. The model predicts 2004 export volumes that are close to actual exports, a confirmation of 
the model’s forecasting abilities over the medium term (forecasts based on simple econometric 
models tend to deteriorate in quality over long time horizons).  The results reported in Table 2.8 show 
that, under the basecase scenario, the MFA phase-out has a negative but transitory impact on exports.  
The negative impact due to the price change in 2005 and 2006 is compensated by the expansion in 
demand in conjunction with the relatively rapid expansion of US incomes.  This simulation assumes 
that FTZ firms are able to adjust and compete efficiently in the market.  If, instead, firms cannot 
adjust quickly (or at the extreme go out of business), exports would decline further.  Although some 
scaling back of textile operations was observed in the second half of 2005, there are other indications 
that positive adjustment to new competition is taking place, namely that two-fifths of new investment 
in 2004 (US$700 millions) went into the apparel sector.  

Table 2.8:  Forecast of Real FTZ Exports following MFA Phase-Out 
(in 2004 US$ millions) 

Basecase
Scenario 

Pessimistic 
Scenario 

Optimistic 
Scenario 

Actual 2004 4,497 4,497 4,497 
Predicted 2004 4,426 4,426 4,426 

2005 4,191 3,882 4,350 
2006 4,313 3,839 4,478 
2007 4,439 3,796 4,608 
2008 4,569 3,754 4,743 
2009 4,703 3,712 4,882 
2010 4,840 3,671 5,024 

  Source: World Bank staff estimates 

76. In order to test the sensitivity of these results to our assumptions, we consider a pessimistic 
scenario in which the negative price shock is 15 percent rather than 7.5 percent, and US income 
grows at a much slower 1 percent per year.  Under this scenario – reported in Table 2.8 – the decline 
in exports is much larger in 2005 and 2006 and the expansion of the US economy is unable to 
compensate the negative effect of the price decline, such that export volumes do not recover their 
2004 level during the subsequent five years.  Under an optimistic scenario, on the other hand, we 

55  An alternative would be to use the ratio of export prices to domestic wages, but the data is not 
available for the 1975-2003 period. 
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assume that the negative price shock is only 5 percent and US income grows by 3 percent, which 
yields very different results, namely that FTZ exports decline very marginally in 2005, recover these 
losses fully in 2006, and continue to expand throughout the forecasting period. 

77. FTZ Phase-Out.  The second shock that will affect the FTZ sector is the leveling of the 
playing field vis-à-vis producers in the rest of the economy, which is assumed to involve eliminating 
the preferential tax treatment and differences in the business environment that have been in place 
since 1990.  We focus on two aspects of these assumed forthcoming policy changes, namely that FTZ 
firms will be required to pay import tariffs, and will no longer be exempt from profits taxes.  
Forecasting FTZ firms’ response to higher income and trade taxes is complicated because the actual 
impact of both policies depends on the specific circumstances in which each firm operates (e.g., type 
of product, demand elasticity, technology mix, etc.).  In addition, the response of individual 
entrepreneurs to a changing environment is difficult to predict because it depends on unobservable 
factors that cannot be modeled using aggregate data.  For example, different degrees of risk aversion 
may lead one owner to exit the market while an otherwise identical but less risk averse owner may 
choose to invest and become more aggressive in the market. 

78. Being limited to aggregate data, we devise a simple methodology that provides orders of 
magnitude of the impact of these policy changes.  The forecast requires determining the tariff level to 
be applied to FTZ imports as well as the response of firms to higher prices; this allows us to compute 
cash-flows which indicate which firms are more directly affected by the effective tax increases.  
Using time series data for real exports, imports, and local expenditures for 55 FTZs for 2003 and 
2004 (CNZFE 2004, 2005), we compute cash-flows defined as exports minus imports and local 
expenditures.  Determining the average tariff rate to be levied on FTZ imports is not straightforward 
because current tariffs range from 3 to 20 percent; we use the median tariff, equal to 14 percent.56  In 
order to obtain the change in imports as a result of changes in the effective price paid by producers, 
we need the elasticity of imports to sales, which is estimated using a model similar to that for FTZ 
export demand (see Annex 2.3 for details). 

79. The estimated imports-to-sales elasticity is used to compute the level of imports consistent 
with the forecast level of exports in the 2005-2010 period for the basecase scenario in Table 2.8.  It is 
important to note that although exports would decline by 5 percent in 2005, according to the model, 
imports would only decline by 3 percent, given the estimated elasticity of 0.64.  As a result, cash-
flows will decline. Local expenditures (which correspond to energy costs, water, and 
telecommunications) are assumed to be a fixed proportion of production, in this case equal to 19.4 
percent of exports, the average value for 1980-2004.  

80. The forecast of FTZ imports and cash-flow following an increase in the tariff from zero to 14 
percent, reported in Table 2.9, indicates an initial drop of nearly US$120 million in imports, but a 
subsequent increase in imports in conjunction with the expected increase in exports.  Cash-flows 
decline markedly in the first year after the reform, reflecting the combined effect of rising import 
taxes and declining exports, and continue to decline in subsequent years as a result of higher import 
costs.  The last column presents cash-flows after profit taxes. This calculation is merely indicative, 
however, since profit taxes are not calculated on cash-flows but rather on actual profits net of 
additional costs such as depreciation, financial costs, etc. 

56  The median tariff will fall to near zero following the implementation of DR-CAFTA, however. 
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Table 2.9:  Forecast of Imports, Local Expenditures and Cash Flows  
following FTZ Phase-Out (in 2004 US$ millions) 

Imports Local
Expenditures Cash-Flow Cash-Flow after 

Income Taxes 
Actual 2004 2,676 870 870 870 

Predicted 2004 2,719 870 886 886 
2005 2,601 826 396 297 
2006 2,750 850 327 245 
2007 2,906 875 252 189 
2008 3,071 900 171 128 
2009 3,245 926 83 62 
2010 3,428 953 -13 0 

  Source: World Bank staff estimates 

81. Repeating this forecasting exercise with more modest assumptions on the import tariff yields 
more modest cash-flow declines.  In other words, if we assume that import tariffs rise to 7 percent – 
in light of DR-CAFTA implementation but also recognizing that not all imports come from DR-
CAFTA countries – then estimated cash-flows are about US$200 million higher per year between 
2005 and 2010 compared to those reported above.  

82. Forecasting the evolution of the aggregated FTZ sector masks the heterogeneity of individual 
firm responses to shocks.  Following the MFA and FTZ phase-outs, some firms may exit the market, 
while others may find new business areas, invest in more efficient technologies or switch to serving 
the domestic market.  But this analysis using aggregate data on 55 FTZs comprising 546 firms 
illustrates how cash-flows will change and what type of firms will be most affected.57  The 
shortcoming of this approach is that we rely on the simplifying assumption that there are no 
differences across firms in the different FTZs and the sample of 55 FTZs adequately represents the 
composition of all firms, which may not be true.  Prior to the policy shocks, some 93 of the 546 FTZ 
firms had negative cash-flows in 2003 and 2004, possibly reflecting financial trouble or not-yet-
mature new venture status.  After the policy shocks – namely the MFA phase-out, increase in FTZ 
tariff and profit taxes – we find that an additional 57 firms switched from positive to negative cash-
flows.  As shown in Table 2.10, the FTZ firms forecasted to switch from positive to negative cash-
flows are less productive, have fewer employees, and export less that those firms where cash flows 
remain positive.  On the other hand, the negatively affected firms are much larger than those firms in 
FTZs with already negative cash-flows in 2003 and 2004, in terms of exports, employees, and 
productivity. 

Table 2.10:  FTZ Firm Characteristics following the FTZ Phase-Out 
(in 2004 US$) 

Number 
of firms 

Average Labor 
Productivity 

2004 US$ millions 

Average 
Employees 
per Firm 

Exports
2004 US$ millions 

Positive cash flows 396 24.4 790 6,910 
Negative cash flows 150 6.2 152 1,990 

Firms affected by reforms 57 15.5 472 5,870 
Source: World Bank staff estimates 

57  Note that of the 60 FTZs that exist in the Dominican Republic, we dropped five from the analysis 
because they had zero exports in both 2003 and 2004. 
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Annex 2 

Annex 2.1:  Growth Accounting Methodology and Data 

We use a simple, aggregate Cobb-Douglas production function: 
1
tttt LKAY

where Yt is output (value added), Kt is capital, Lt is labor, and At is total factor productivity (TFP). To 
compute TFP rewrite equation (1) as: 

1
tt

t
t LK

Y
A

To calculate At, given series for Yt and Lt, we need to choose a value for  and generate series for Kt.
National income accounts indicate that the share of labor compensation in GDP valued at factor 
prices (GDP at market prices minus indirect taxes) is small relative to, say, that in the United States. 
Lizardo and Guzmán (2003), for example, report this share – which corresponds to 1-  in the 
production function – to be 0.65 in the Dominican Republic. Using national accounts and my 
estimation of the capital stock described below, we estimated the cointegrating model of equation (1) 
and estimated 1-  to be 0.55 (see Soto 2006 for the details of the estimation). 

However, for the computation of TFP we choose a higher value of the labor share for growth 
accounting of 0.65 – corresponding to 1- =0.35 – for two reasons. First, measured labor 
compensation in developing countries fails to account for the income of most self-employed and 
family workers, who make up a large fraction of the labor force. Their income is customarily assigned 
to capital. Gollin (2002) shows that for countries where there is sufficient data to adjust for this 
mismeasurement, the resulting labor shares tend to be close to the value in the United States, 0.70. 
Based on household data for Mexico, García-Verdú (2005) found that the labor share in national 
income is 0.60 and not 0.35 as reported by national accounts. Second, a high capital share implies 
implausibly high rates of return on capital.58

To calculate a capital stock series, we cumulate investment, It , using: 

ttt IKK 11

for some chosen depreciation rate  and an initial condition on capital. Based on information by 
ECLAC (2004) and Hofman (2000) we use a depreciation rate  of 4.6 percent59 and, for the initial 
condition on capital, we assume the capital-output ratio to be 2 in 1950.60 This latter assumption is 
inconsequential since the initial value is mostly depreciated by 1970, the starting point of our 
analysis. Given the choice of  and generated series for Kt, we can calculate TFP series. 

58  With 1- =0.65 as suggested by national accounts and a capital/GDP ratio of 2 (the mean for the 1960-
2004 period), the real interest rate should be above 25 percent per year. 
59  Based on data from Hofman (2000) this value was estimated assuming that 35 percent of investment is 
in machinery and 65 percent in buildings. Average life periods were assumed at 25 and 50 years, respectively.  
This value matches that by Lizardo and Guzmán (2003). 
60  The average capital-labor ratio for the 1960-2004 period is 2.00 when using a starting point of 2 for the 
capital-GDP ratio in 1950. When using 2.5 as the starting value, this average ratio increases to 2.04, while it 
declines to 1.96 when using 1.5 as a starting value. 
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A convenient decomposition of the sources of growth obtains if taking natural logarithms of the 
production function and rearranging terms 
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where Nt is the number of hours available for work by working-age persons. We use this expression 
to decompose the change in real GDP over the period t to t + s as
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The first term on the right-hand side of this equation is the contribution to growth of TFP changes, the 
second is the contribution of changes in the capital-output ratio, and the third is the contribution of 
changes in hours worked per working-age person.61 On a balanced growth path, output per worker 
and capital per worker grow at the same rate, and the capital-output ratio and hours worked per 
working-age person are constant. On such a path, the growth accounting would attribute all growth to 
changes in TFP. In the growth accounting, therefore, the second two terms measure the contributions 
of deviations from balanced-growth behavior: changes in the investment rate and changes in work 
effort.

61  Since data on total hours worked are not available, we use as an approximation the effective 
employment (1-μ)Lt where μ is the unemployment rate (tasa de desempleo ampliado).  Since data from the 
Central Bank (2005) was incomplete, linear interpolation was used for 1985, 1989, and 1991. 
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Table A2.1:  Causality Tests between TFP Growth and Value-Added Growth, 1975-2004 

Null hypothesis Free trade zones Rest of the economy 

Value-added growth does not cause TFP growth 1.98 1.87 
TFP growth does not cause value-added growth 10.24** 0.22 

Note: Granger (1969) causality tests are run under the null hypothesis of no-causality so as to avoid spurious correlations;  
** rejects the null hypothesis at 99% confidence level. 
Source: World Bank staff estimates 

Table A2.2:  Causality Tests between Private Investment and Value-Added Growth 
1975-2004 

Null hypothesis Free trade zones Rest of the economy 

Value-added growth does not cause private investment 1.50 4.06** 
Private investment does not cause value-added growth 2.90* 0.18 

Note: *, ** rejects the null hypothesis at 95%, 99% confidence levels. 
Source: World Bank staff estimates 



41

Table A2.3:  Variable Definitions and Sources Used in Regression Analysis 
Variable Definition and construction Source 

Real per capita GDP  
(in 1990 US$) 

Ratio of total real GDP to total 
population. GDP is in US$ 1990 prices 85 
PPP-adjusted US$.  

Authors' construction based 
on World Bank data. 

Initial output gap Difference between the log of actual GDP 
and trend GDP around the start of the 
period. 

From Loayza and Soto 
(2002) updated. 

Gross secondary-school enrollment Ratio of total secondary enrollment, 
regardless of age, to the population of the 
age group that officially corresponds to 
that level of education. 

Elbadawi and Soto (2005) 

Domestic credit to the private sector Ratio to GDP of the stock of claims on 
the private sector by deposit money banks 
and other financial institutions. 

Elbadawi and Soto (2005) 

Openness  
(% of GDP) 

Residual of a regression of the log of the 
ratio of exports and imports to GDP (in 
1995 US$), on the logs of area and 
population, as well as dummies for oil-
exporting and landlocked countries. 

Elbadawi and Soto (2005) 

Government consumption  
(% GDP) 

Ratio of government consumption to 
GDP 

World Bank (2002c). 

Main telephone lines  
(per 1,000 workers) 

Telephone mainlines are telephone lines 
connecting a customer's equipment to the 
public switched telephone network 

Calderón and Servén (2004)

Governance (index) First principal component of four 
indicators: prevalence of law and order, 
quality of bureaucracy, absence of 
corruption, and public accountability. 

International Country Risk 
Guide (ICRG) 

Inflation Measured by changes in the consumer 
price index. 

IFS (2005) 

Systemic banking crises Number of years in which a country 
underwent a systemic banking crisis, as a 
fraction of the number of years in the 
corresponding period. 

Elbadawi and Soto (2005) 

Terms-of-trade shocks Log difference of the terms of trade.  
Terms of trade are defined as customary. 

Elbadawi and Soto (2005) 

Period-specific shift Time dummy variable. Authors’ construction. 



42

Table A2.4:  Country List 
Algeria Ghana Panama 
Argentina Greece Papua New Guinea 
Australia Guinea Paraguay 
Austria Honduras Peru 
Bangladesh India Philippines 
Belgium Indonesia Portugal 
Bolivia Iran, I.R. of Senegal 
Botswana Ireland Sierra Leone 
Brazil Israel Singapore 
Burkina Faso Italy South Africa 
Canada Jamaica Spain 
Chile Japan Sri Lanka 
Cameroon Kenya Sweden 
Colombia Korea Switzerland 
Congo, Dem. Rep. of Madagascar Syrian Arab Republic 
Congo, Republic of Malawi Thailand 
Costa Rica Malaysia Togo 
Côte d'Ivoire Mexico Trinidad and Tobago 
Denmark Morocco Tunisia 
Dominican Republic Netherlands Turkey 
Ecuador New Zealand United Kingdom 
Egypt Nicaragua United States 
El Salvador Niger Uruguay 
Finland Nigeria Venezuela, Rep. Bol. 
France Norway Zambia 
Gambia, The Pakistan Zimbabwe 
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 Table A2.5:  Economic Growth Determinants 
Panel data, 75 countries, 1960-2003 

Pooled OLS 
estimator 

Within 
Group 

estimator 

Random 
Effects

IV estimator 
Transitional Convergence    

 Initial GDP (in logs) -1.13 (0.21)** -2.07 
(0.27)** 

-1.30 
(0.22)** 

Cyclical Reversion    

 Initial output gap (log of actual GDP to trend GDP) -0.56 (0.10)** -0.54 
(0.09)** 

-0.55 
(0.09)** 

Structural policies and institutions

 Education (Secondary enrollment, in logs) 0.73 (0.21)** -0.34 (0.33) 0.44 (0.25)* 

 Financial depth (Private credit as % of GDO, in logs) 0.50 (0.17)** 0.14 (0.23) 0.43 (0.19)* 

 Trade openness (Structure adjusted trade volume, in logs) 0.22 (0.17) 1.53 
(0.36)** 

0.51 (0.22)** 

 Government burden (Gov’t consumption as % GDP, logs) -1.13 (0.33)** -1.86 
(0.47)** 

-1.48 
(0.37)** 

 Infrastructure (Phones per capita, in logs) 0.46 (0.17)** 0.02 (0.26) 0.65 (0.19)** 

 Governance (1st component of ICRG indices) 0.29 (0.09)** 0.18 (0.16) 0.36 (0.11)** 

Stabilization policies    

 Price instability (log 1+inflation rate) -0.86 (0.31)** -1.00 
(0.31)** 

-0.81 
(0.29)** 

 Financial crises (systemic banking crises, 0-1 range) -1.16 (0.39)** -1.20 
(0.36)** 

-1.25 
(0.35)** 

External conditions    

 Terms of trade fluctuations (growth of terms of trade index) 0.02 (0.02) 0.02 (0.01) 0.03 (0.01)* 

 Unrequited foreign remittances (% of GDP, in logs) -0.86 (2.12) 1.62 (2.27) 0.26 (2.10) 

 Shift 1960-1964 0.98 (0.52) -2.43 
(0.72)** 

0.60 (0.49) 

 Shift 1965-1969 0.58 (0.49) -2.22 
(0.62)** 

0.28 (0.45) 

 Shift 1970-1974 0.89 (0.46) -1.28 
(0.53)* 

0.64 (0.42) 

 Shift 1975-1979 0.20 (0.40) -0.92 
(0.39)* 

0.10 (0.35) 

 Shift 1980-1984 -0.98 (0.39)* -1.29 
(0.34)** 

-0.97 
(0.33)** 

 Shift 1985-1989 0.05 (0.39) 0.32 (0.34) 0.00 (0.33) 

 Shift 1990-1994 0.06 (0.40) 0.55 (0.38) -0.05 (0.35) 

 Shift 1995-1999 -0.21 (0.43) 0.69 (0.44) -0.34 (0.38) 

Intercept 6.19 (1.61)** 11.71 
(2.27)* 

7.87 (1.78)** 

DW 1.50 2.08 1.86 

Note: * ,** significant at 5%, 1% respectively. 
Source: World Bank staff estimates 



44

Table A2.6:  Alternative Estimations of Economic Growth Determinants  

Full sample 
Random 
Effects

estimator 
1960-2003 

Restricted
sample 

Random 
Effects

estimator 
1975-2003 

Developing 
countries 
Random 
Effects

estimator 
1960-2003 

Transitional Convergence    
 Initial GDP (in logs) -0.67 (0.19)** -1.22 (0.25)** -1.73 (0.29)** 
Cyclical Reversion    
 Initial output gap (log of actual GDP to trend GDP) 0.60 (0.08)** 0.62 (0.11)** 0.56 (0.10)** 
Structural policies and institutions
 Education (Secondary enrollment, in logs) 0.83 (0.23)** 0.76 (0.35)** 0.50 (0.29)* 
 Financial depth (Private credit as % of GDO, in logs) - 0.24 (0.23) 0.38 (0.24) 
 Financial depth (Liabilities as % of GDO, in logs) 0.37 (0.25) - - 
 Trade openness (Structure adjusted trade volume, in logs) - 0.48 (0.28)* 0.61 (0.28)** 
 Trade openness (Trade volume, in logs) 0.37 (0.25) -- - 
 Government burden (Gov’t consumption as % GDP, logs) -1.17 (0.35)** -1.56 (0.45)** -1.62 (0.43)** 
 Infrastructure (Phones per capita, in logs) - 0.63 (0.24)** 0.98 (0.23)** 
 Infrastructure (Electricity capacity generation, in logs) -0.25 (0.58) - - 
 Governance (1st component of ICRG indices) 0.47 (0.11)** 0.45 (0.13)** 0.44 (0.15)** 
Stabilization policies    
 Price instability (log 1+inflation rate) - -0.62 (0.31)* -0.83 (0.33)** 
 Exchange rate instability (coeff. of var. of nominal rate) -9.30 (1.84)** - - 
 Financial crises (systemic banking crises, 0-1 range) -1.35 (0.32)** -1.20 (0.36)** -1.05 (0.42)** 
External conditions    
 Terms of trade fluctuations (growth of terms of trade index) 0.03 (0.01)* 0.02 (0.02) 0.03 (0.02) 
 Workers remittances (% of GDP, in logs) 8.00 (4.91) - - 
 ODA (% of GDP, in logs) -0.45 (2.11) - - 
 All foreign remittances (% of GDP, in logs) - 2.25 (2.25) 0.73 (2.35) 
 Shift 1960-1964 0.59 (0.46) - 0.42 (0.64) 
 Shift 1965-1969 0.53 (0.44) - 0.07 (0.57) 
 Shift 1970-1974 0.59 (0.41) - 0.84 (0.54) 
 Shift 1970-1979 0.14 (0.39) 0.25 (0.35) 0.28 (0.45) 
 Shift 1980-1984 -0.92 (0.32)** -0.92 (0.33)** -1.05 (0.42)** 
 Shift 1985-1989 0.03 (0.30) -0.06 (0.33) 0.12 (0.42) 
 Shift 1990-1994 -0.10 (0.31) -0.11 (0.35) -0.64 (0.45) 
 Shift 1995-1999 -0.31 (0.32) -0.43 (0.39) -0.79 (0.50)* 
Intercept 5.71 (1.57)** 6.93 (2.07)** 9.77 (2.22)** 
Note: * ,** significant at 5%, 1% respectively. 
Source: World Bank staff estimates 
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Annex 2.2:  Estimating FTZ Export Demand 

In order to compute the export demand function for the FTZs, we ran a cointegration-error correction 
model of the form: 

ttt

tttttt

LogYLogRER
LogYLogRERYRERExpExp

*
2423

*
1211

*
111 loglogloglog

The expression in brackets corresponds to the last period's deviation of real exports (Exp) from their 
long-term determinants (foreign demand, Y*, and the real exchange rate, RER). Suppose, for example, 
that we start from an initial condition of low exports relative to the equilibrium level (i.e., the error-
correction term is negative positive) then, the self-correcting mechanism immediately calls for a 
future expansion in exports. This effect is captured by the error-correction term and, hence,  is the 
fraction of this deviation which is adjusted in the current period. A value of  equal to one indicates 
prompt adjustment in just one period; the smaller the value of , the slower the adjustment is. 
Parameters i captures the short-run or impact effect of the two determinants on exports, while 
parameters  and  capture their long-run effect. The latter set of parameters is used when forecasting 
FTZs exports. 

We first test the order of integration of exports, US GDP (the scale variable) and the real exchange 
rate (the relative price), both for the level and first difference of the each series. Since unit root tests 
of the Dickey-Fuller family usually exhibit low power when testing the null of non-stationarity we 
also use the KPSS test proposed by Kiatkowsky et al. (1992) which assumes stationary under the null 
hypothesis.  We use an extension of the original augmented Dickey-Fuller tests proposed by Elliot et 
al. (1996) which has better statistical properties. The test is a simple modification of the ADF tests in 
which the data are detrended so that explanatory variables are “taken out” of the data prior to running 
the test regression. The following test is perform on the detrended series yd :

t
d

it
pi

p
d
t

d
t yyty 1

where the null hypothesis of non-stationarity is not rejected if the estimated  is smaller than the 
critical value.  The KPSS test, on the other hand, differs from the previous test in that the series is 
assumed to be stationary under the null. It is based on the residuals from the following OLS 
regression:

tt ty

The statistic is defined as 
t

fTtSLM 0
22 /)(  where f0 is the residual spectrum at frequency 

zero and where S(t) is a cumulative function of the sample residuals and corresponds to 

ttS )( .

Table A2.7 presents the results. It can be seen that the null hypothesis of non-stationary for the level 
of the series cannot be rejected when using the ERS test, while it is rejected when using the KPSS test 
in all cases except the real exchange rate. In addition, the first difference of the series is stationary in 
all cases. We therefore assume that the series are I(1) and proceed to run cointegration tests. 
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Table A2.7:  Unit Root Tests 

 Series Level First Difference 

 ERS test KPSS test ERS test KPSS test 

Null hypothesis Series has a unit 
root 

Series is 
stationary 

Series has a unit 
root 

Series is 
stationary 

Real Exports -1.51 0.18 -6.64 0.09 
US GDP -1.13 0.18 -4.63 0.10 
Real Exchange Rate -1.89 0.11 -5.10 0.10 
Critical value at 95% -3.19 0.12 -3.19 0.12 

Source: World Bank staff estimates 

Since series are I(1) we estimate a simple Engle and Granger (1987) linear cointegrating model of the 
form: 

ttt LogRERLogYcLogExp *

and test whether the residuals are stationary. Table A2.8 presents the results for both the model and 
the test on residuals. It can be seen that both ERS and KPSS tests reject non-stationarity, which 
indicates that there is a long-run relationship among the three variables.  

Table A2.8:  Cointegration Model and Residual-Based Cointegration Tests 
Estimated 

Coefficients
Standard 
deviation Tests on Residuals 

   ERS test KPSS test 

Income elasticity, -2.04 0.13 -5.53 0.17 
Price elasticity, -1.59 0.20 CV: -1.95 CV: 0.46 

Note: CV is critical value at 95% confidence level. 
Source: World Bank staff estimates 

The estimated parameters exhibit signs that are in line with theoretical priors. The income elasticity is 
similar in size to that found by Senhadji and Montenegro (1999) for the Dominican Republic (1.34), 
but the price elasticity is higher (-0.81).62 Santos-Paulino (2003) find an income elasticity of 2.5 but 
failed to find a significant price elasticity. The standard errors of the cointegration parameters are 
small indicating that the estimation is quite precise. 

Table A2.9:  Estimated Error Correction Model for the FTZ Export Demand Function 

1 2 3 4 R2

Parameter -1.59 2.04 10.91 -0.61 0.47 1.62 0.84 3.42 0.77 
Std. deviation 0.20 0.13 - 0.21 0.52 2.60 0.46 1.75 

 Source: World Bank staff estimates 

62  For a group of 55 countries in the 1960-1993 period Senhadji and Montenegro (1999) conclude that the 
average long-run income elasticity of the export function is 1.5 and the price elasticity is -1.  
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Annex 2.3:  Estimating FTZ Import Demand 

In order to obtain the change in import demand as a result of import price changes, we need the 
elasticity of imports to sales, which is estimated using a model similar to that for FTZ export demand, 
where derived demand for imports depends on a scale variable (exports) and a relative price (real 
exchange rate), as follows:  

t

tttttt LogExpsLogRERExpsRERIpsIps 1211111 loglogloglog

The econometric results presented in Table A2.10 suggest that the model cointegrates and is an 
adequate approximation to the data.  Elasticities have the expected signs and the adjustment 
parameter suggests prompt adjustment to deviations from equilibrium (65 percent of deviations are 
eliminated in one year).  The income elasticity is in line with estimates for the Dominican Republic 
and other 54 countries by Senhadji (1999). 

Table A2.10:  Estimated Error Correction Model for the FTZ Import Demand Function 

1 2 R2

Parameter -0.67 0.64 -4.65 -0.65 -0.69 1.53 0.77 
Std. deviation 0.09 0.05 - 0.48 0.37 1.24 

      Source: World Bank staff estimates 
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SECTION II:  THE ROLE OF TRADE AND FACTOR INPUTS 

83. The growth analysis in Section I considers the various factor components of economic 
production and estimates their contribution to long-run GDP growth over the past 35 years.  Trade has 
been a dominant theme in the Dominican economy, and will continue to be central to growth 
prospects as the country heads towards increased global integration, especially within the context of 
DR-CAFTA.  And the main factors of production standard in economic theory – labor, human capital, 
and physical capital – are examined in detail in Section II to enhance our understanding of their past 
and potential impact on growth. 

CHAPTER 3:  TRADE 

The Dominican Republic pursued a strategy of economic opening and export promotion 
through preferential access to the US market under the Caribbean Basin Initiative and by 
promoting FTZs.  The concentration of exports to and imports from the US intensified 
between 1990 and 2004, essentially driven by FTZs and preferential access.  The recent 
MFA phase-out and forthcoming DR-CAFTA will expose Dominican exporters to increased 
competition, however, implying that Dominican producers will need to take advantage of 
the opportunities associated with trade opening in order to remain competitive.  DR-
CAFTA is likely to increase Dominican exports to the US significantly, but the anticipated 
gains will be offset by declines in apparel exports.  To harness the potential gains, it will be 
necessary to increase backward linkages between the FTZs and domestic production, 
resolve the disparate treatment of FTZ and non-FTZ exporters to comply with WTO rules, 
facilitate innovation to retain competitiveness and expand market niches, and reduce trade 
transactions costs through more efficient trade logistics.  The Dominican tourism sector 
has been tremendously successful within the low-cost, all-inclusive sun, sea and sand 
tourism model, rapidly increasing its global market share in the past twenty-five years.  
Looking ahead, however, the sector’s future competitiveness faces many challenges, 
primarily due to its specialization in low-cost services, its enclave nature, and its 
environmentally unsustainable model, as poor regulation may lead to irreversible 
degradation of the island’s natural resources.  

84. The contribution of trade to GDP can be seen directly through value-added and employment 
creation, but the indirect contribution through productivity gains has a larger and more dynamic 
impact, due to the fact that more open economies attract increased investment and import more 
advanced technology and more competitive operational and management practices.  This general 
premise of the extensive growth literature is consistent with the Dominican experience: the findings 
in Chapter 2 indicate that trade openness has been a major contributor to growth – albeit not the main 
determinant of growth – and that productivity gains were fundamental in spurring FTZ-sector growth.  
But the non-FTZ or import substitution sectors grew only one-third as fast as the FTZ sector due to 
high rates of protection, less advantageous trade incentives, an unfavorable investment climate 
compared to FTZs, and a resulting inability to attract foreign investment, as the analysis that follows 
demonstrates.  The dual nature of the policy environment led to disparate growth outcomes in the 
FTZ and non-FTZ sectors, resulting in a smaller-than-expected contribution of trade to overall GDP 
growth.
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I.  Merchandise Trade 
A.  Trade Characteristics and Trends  

85. Trade Openness. Dominican trade increased markedly in volume terms during the 1990s: 
exports of goods and services more than doubled from US$4.1 billion in 1993 to US$9.4 billion in 
2004, and imports rose from US$5.5 billion to US$9.1 billion in the same period.  According to the 
SATI measure, trade openness increased steadily over the period (recall Figure 2.3).  Comparing the 
trade openness of the Dominican Republic with two of the region’s top performers, Mexico and Costa 
Rica, suggests that although the Dominican Republic and Costa Rica exhibited identical degrees of 
openness in the early 1990s, by the end of the decade Costa Rica’s trade to GDP ratio had soared to 
97 percent while the Dominican Republic’s trade share declined.  By contrast, Mexico – a larger and 
more closed economy – caught up with the Dominican Republic by the end of the 1990s, with help 
from NAFTA beginning in 1995.  At present, all Central American countries except Guatemala are 
more open to trade than the Dominican Republic.   

86. Direction of Trade.  Dominican trade is carried out primarily with a single partner, the US.  
Although the Dominican Republic is a signatory to a range of preferential trade agreements with the 
EU and with Caribbean and Central American neighbors, Dominican trade in 2004 was scarcely more 
diversified than in 1990: over 80 percent of Dominican Republic exports are destined for the US (see 
Figure 3.1).  Regional trade partners remain insignificant for Dominican exports, suggesting more of 
a political rather than economic rationale for these regional agreements.

Figure 3.1:  Imports by Origin, Exports by Destination 
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       Source: UNCOMTRADE-WITS 

87. The breakdown of imports by source country is similarly concentrated, with the Dominican 
Republic predominantly importing from the US and to a lesser extent other OECD countries.  A small 
shift nonetheless occurred in the 1990s when South and Central American countries increased their 
share in the Dominican import market by 1 percentage point each.  The new FTA with the US, 
however, may trigger some trade diversion away from South America and toward the US and Central 
America (discussed below).   
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88. Comparative Advantage.  Perennial reliance on US-based trade belies important demand 
shifts during the last two decades – namely in the composition of goods.  In order to understand the 
Dominican Republic’s trade performance, the analysis identifies the sectors and products in which 
Dominican producers have a comparative advantage by producing at a lower relative cost, and 
whether these have changed during the last decade.  Comparing net exports per worker in ten 
different product group categories provides an indication of Dominican comparative advantage.63

Figure 3.2 illustrates that trade reforms in the late 1980s and 1990s profoundly changed the 
Dominican Republic’s trade structure from a net exporter of tropical agriculture to a net exporter of 
labor-intensive products.  This shift in the productive structure towards labor-intensive products was 
accompanied by large and increasing net imports of petroleum and machinery, reflecting the 
investment required for new industries created primarily within FTZs. 

Figure 3.2:  Leamer Structure of Trade Net Exports per Worker (% of Total Net Exports) 
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89. Other than the increase in comparative advantage in labor-intensive products, Dominican 
producers of almost all other categories of products experienced a deterioration in comparative 
advantage, especially capital-intensive goods, chemicals, forest and animal products.  Disaggregating 
further indicates that weakening comparative advantage in capital-intensive goods was driven by a 
reversal in the small comparative advantage enjoyed by iron and steel products in the 1980s and early 
1990s.  The reduction in industrial protectionism in the late-1990s is an explanatory factor of the 
sector’s decline, which was concurrent with an increase in net imports of metal manufactures as FTZ 
investment boomed.   

90. Although the Dominican Republic’s terms of trade improved over the past two decades, 
“traditional” exports, which include tobacco, sugar, coffee, cocoa, fruits, and vegetables, declined in 
importance from 58 percent of total exports in the early 1980s to 21 percent a decade later, to barely 
13 percent by 2001, but rebounded to almost 19 percent in 2004 (see Figure 3.3).  Neveretheless, the 
Dominican Republic remains a net exporter of traditional exports.  In fact, in the middle of the 1990s 

63  Products in each category tend to be exported by countries with similar endowments in terms of labor, 
land, and natural resources, according to studies by Leamer (1984, 1995).  See Annex II of World Bank (2005a) 
for the list of the products included in each category using the Standard International Trade Classification 
(SITC). 



52

a surge in tobacco exports – much of which came from FTZ-based firms – led to an increase in the 
value of traditional exports.64

Figure 3.3:  Total Traditional Exports 
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91. Import Structure.  The comparative advantage indicators analyzed above reflect changes in 
the structure of imports; the most dramatic change was increased imports of machinery, petroleum 
and chemicals, which suggests that most imports were directed to the productive sector of the 
economy.  Classifying imports by type of consumption (final, capital, intermediate, and raw 
materials) reveals that during the 1990s there was indeed a substantial increase in imports of capital 
goods but there was a similar increase in imports of final goods as well, which averaged 20 percent 
growth per year.  Imports of intermediate goods and raw materials also grew, but at a somewhat 
slower rate of 12 percent on average per year (see Figure 3.4).  Note that by 2001, imports of final 
goods began to decline due to the economic slowdown despite considerable tariff reductions during 
that year.   

64  “Traditional” exports do not include the same set of products as the Leamer category tropical 
agriculture.   
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Figure 3.4:  Imports by Type of Good 
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92. Free Trade Zones.  The Dominican Republic – together with Mexico – was one of the 
pioneers in creating FTZs (or maquiladoras), which today have been embraced worldwide as a way 
to raise international competitiveness through establishing specialization in key industries.  Free trade 
zones promote trade by allowing producers to import inputs duty-free, and facilitate exports through 
access to better infrastructure and streamlined export and customs procedures, inter alia.  As early as 
1955, the Dominican Republic promoted the creation of FTZs (Law 4315), but it was not until the end 
of the 1980s and beginning of the 1990s that FTZs became the driving force behind the Dominican 
boom in apparel exports to the US.  Several enabling factors laid the groundwork for the take-off of 
FTZs: a stable macroeconomic environment, simplified institutional framework and requirements for 
FTZs (established in Law 8-90), the depreciation of the Dominican peso, and the promotion of FDI 
(Foreign Investment Law 16-95 of 1995).  As a result, between 1985 and 2004, the number of FTZ 
parks increased from 3 to 58, the number of firms jumped from 136 to 569, employment in FTZs 
grew more than six times from 31,000 to 190,000, and the value of exports increased twenty-fold 
from US$215 million to US$4.7 billion, accounting for about 80 percent of all goods exports and half 
of total goods and services exports (see Figures 3.5 and 3.6).   

Figure 3.5:  FTZ Firms and Employment 
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Figure 3.6:  FTZ Exports and Export Growth 
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93. The strategic objective of FTZs – namely to promote and diversify exports, generate foreign 
exchange and attract FDI – proved highly effective in the Dominican Republic, particularly because it 
did not undermine the highly protected import substitution sector or traditional exports.65  The 
conjunction of these policies resulted in a dual economy characterized by an inefficient industrial 
base oriented to the internal market and a declining export sector of traditional goods on the one hand, 
coupled with a booming export-oriented manufacturing sector in the FTZs.  Export creation was 
significant under the Dominican FTZ regime, as FTZ exports grew by an average 10 percent per year 
between 1993 and 2000 (measured in nominal US dollars).  But in 2001 and 2002, the sector declined 
by 5 percent each year (see Figure 3.6), implying declining competitiveness in the US market (nearly 
four-fifths of FTZ exports are destined to the US and another 15 percent go to Puerto Rico).  The 
depreciation in 2003 and 2004 restored external demand for FTZ output, evidenced through higher 
export volumes.   

94. Free trade zones also had an impact on export diversification, triggering the fundamental shift 
in Dominican comparative advantage from tropical agriculture to labor-intensive products (recall 
Figure 3.2), which are highly concentrated in the apparel and textile sector located primarily in FTZs.  
A trend of increasing concentration in apparel manufacturing transpired over the last two decades: in 
1981, FTZ apparel exports accounted for a third of total FTZ exports (Lizardo and Guzmán 2001), 
compared to almost half of FTZ exports in 2004 (see Figure 3.7).  

65  Mauritius (Subramanian and Roy 2003) and Indonesia and the Philippines (Jayanthakumaran 2003) 
also successfully used FTZs to promote exports by creating areas free of the distortions affecting the rest of 
these economies. 
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Figure 3.7:  FTZ Exports by Sector, 2004 
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95. Concurrent with the increasing relative importance of apparel manufacturing, FTZ production 
of other goods increased in absolute terms, and in fact represents a dynamic development of new 
market niches.  Several key non-apparel sectors in FTZs have attracted significant shares of 
investment, as reflected in the relative increase in the number of non-apparel FTZ firms since 1992 
(see Figure 3.8).  While nearly a third of total investment to-date has gone into textile and apparel 
firms, tobacco has attracted 18 percent of total investment, compared to 13 percent in 
pharmaceuticals, 10 percent in electronics, and 6 percent in footwear.  This development of new 
market niches also resulted in a shift toward a higher average technological content.  Measured by 
exports per worker, average FTZ labor productivity in non-apparel categories exceeds labor 
productivity in apparel, and this gap has widened over time. 

Figure 3.8:  Number of Apparel vs. Non-Apparel Firms in FTZs 
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96. Although new market niche development both at the economy-wide level and across products 
within FTZs has been important, the minimal diversification in destination market for FTZ exports 
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mentioned above was accompanied by a high concentration of FDI from the US.  As shown in Figure 
3.9, about four-fifths of FDI to FTZ firms comes from the US, although Dominican-sourced capital 
investment in FTZs accounts for a quarter of all new investment.  This predominance of the US as 
destination market and investor suggests that FDI in FTZs is aimed at exporting production back to 
the source country, namely the US.  This implies that FDI is primarily vertical in nature, thus 
enabling firms to exploit cost advantages – chiefly the sharply lower cost of Dominican labor 
compared to the US, and to a lesser degree by exploiting the geographical proximity to the US and 
Puerto Rico.    

Figure 3.9:  FDI and Total Investment in FTZs 
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97. The vertical nature of FDI – inherent to FTZs because of the duty-free treatment of imports of 
raw materials and other components – means that as exports increase, so do imports, as observed in 
the 1990s; the high import content of FTZ exports translates into modest net export growth, implying 
a very limited impact on the domestic economy with respect to value-added.  These minimal 
backward linkages translate into a relatively small FTZ contribution to growth despite a dominant 
contribution to export receipts: FTZ-sourced value-added comprises only about 6 percent of GDP.  
This conclusion is also supported by the determinants of growth analysis in Chapter 2 in which trade 
openness is shown to have contributed only marginally to growth.  Even the fiscal linkages are 
negligible, due to import duty exemptions and no corporate income tax or profit-sharing requirements 
(discussed in Chapter 7).  The limited integration of FTZs in the Dominican economy arises in part 
from the fact that FTZ firms are located in geographically separate and enclosed industrial parks.   

98. FTZ demand for local inputs is limited not only by FTZs’ enclave nature, but also by poor 
quality control, high prices relative to quality, and delivery delays by local firms (documented by 
Mortimore et al. 1995 quoted in Lizardo and Guzmán 2001).  This implies that there is substantial 
room for improving local managerial efficiency to reap greater benefits from backward linkages.  The 
lack of complementary incentives through duty drawback policies for domestic firms puts them at a 
competitive disadvantage, and thus discourages backward linkages and reduces the potential domestic 
impact.  To address these disincentives, Export Promotion Law 84-99 of 1999 established a duty 
drawback scheme for exporting firms outside FTZs, allowing non-FTZ firms to be reimbursed for 
tariffs and import-related taxes on inputs for the production of exported goods.  The duty drawback 
system is not yet functioning effectively, however, due to institutional weaknesses.  One policy 
measure that promotes backward linkages with the domestic industrial sector and domestic 
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consumption is the rule allowing FTZ firms to sell up to 20 percent of total output on the domestic 
market, subject to import duties associated with non-exported production. But this rule is not 
binding, given that only 2 percent of FTZ output is sold locally.   

99. In addition to foregone income from taxes and tariffs from FTZs, which constitutes a direct 
subsidy by the government, FTZ firms also benefit from extensive indirect subsidies in the form of 
public investment related to the industrial parks.  Although the Dominican law provides FTZ 
incentives similar to those in other countries in Central America and the Caribbean (see Madani 1998 
for a comparison), incentives place non-FTZ firms at a distinct disadvantage.  However, the preceding 
analysis illustrates the numerous positive effects of the flourishing FTZ sector: dynamic export 
growth, FDI inflows for firm and job creation, and increased competitiveness in niche markets, all 
consistent with the Chapter 2 conclusion on the centrality of productivity growth in explaining total 
value-added growth in FTZs.  Other significant spillover effects arise through utilities consumption, 
profits to domestic shareholders, job creation (explored in Chapter 4), on-the-job training and 
demonstration effects to domestic entrepreneurs, and higher public investment in infrastructure, 
resulting in increased provision of roads, ports (albeit of mediocre quality), and communications for 
the economy as a whole, all of which contribute to overall economic growth.

B.  Current Trade Policy 

100. The trade policy framework affecting Dominican trade has undergone significant change 
during the last twenty years.  Probably the most salient development was the creation of FTZs with 
the 1955 Law 4315, modified in 1990 by Law 8-90.  As illustrated above, free trade zones flourished 
by the end of the 1980s and helped to foster GDP growth through productivity gains, particularly 
during the 90s decade. 

101. Trade Accords.  Today, Dominican trade policy is reflected in a series of trade agreements 
with external partners, a key element of the country’s global integration strategy.   

102. The Dominican Republic joined the WTO in 1995, and is a party to three main preferential 
schemes which are unilateral in that they grant preferential access to Dominican goods without 
requiring reciprocal treatment.

1) The Cotonou Accord with the European Economic Community was recently renewed, 
and allows preferential access to Dominican goods without quantitative restrictions (these 
provisions are set to expire in 2007 and new negotiations are underway to define a new – 
reciprocal – European Partnership Agreement).  Goods must meet rules of origin 
requirements, which range from complete production within the Dominican Republic to 
sufficient transformation in the Dominican Republic and/or in conjunction with other 
signatories of the Cotonou Accord, the European Economic Community and South Africa 
(i.e., accumulation rules), and transshipment of goods is not allowed. 

2) The US and Puerto Rico grant preferential access to Caribbean-produced or transformed 
goods under the Caribbean Basin Trade Partnership Act (CBTPA) adopted in 2000, 
which was an extension of the Caribbean Basin Initiative (CBI) in effect since 1984.  The 
CBTPA grants better access – i.e., terms identical to those of NAFTA – for many products 
previously excluded from the CBI.  Textile and apparel products are subject to rules of origin 
criteria (some products are excluded altogether), and there are additional benefits (again 
consistent with NAFTA rules of origin) for shoes, tuna, petroleum products, and watches.  
Sufficient transformation – typically defined by a certain threshold domestic value-added – 
will qualify goods, and can be achieved with other partner countries through accumulation 
rules.  The positive impact of the CBTPA – relative to its predecessor CBI – is illustrated in 
Table 3.1: the share of exports from the Dominican Republic to the US entering under these 



58

programs increased significantly, from about 20 percent in 2000 to 60 percent in 2004.  
Central American exports to the US under preferential terms also increased markedly.  The 
fact that close to 90 percent of Dominican exports are destined for the United States suggests 
that the CBTPA significantly benefits Dominican exporters.  From the US perspective, by 
contrast, 1 percent of its total imports entered through CBI and CBTPA, while nearly 80 
percent of US imports do not enter under special programs.   

3) The third preferential trade arrangement benefiting the Dominican Republic – although more 
restrictive than the CBTPA or Cotonou agreements – is the Generalized System of 
Preferences granted by developed countries such as the US and EU to developing countries, 
including the Dominican Republic.  The objective of this accord is to promote economic 
development in the exporting country and at the same time provide less expensive goods to 
importers and consumers. 

Table 3.1:  US Imports Entering Under Special Programs (%) 
1997 1998 1999 2000 2001 2002 2003 2004 

By Country (% of source country exports to US entering under special programs:
Costa Rica 35 30 18 20 37 37 35 35 
Dominican Republic 29 30 20 21 57 65 60 60 
El Salvador 7 5 4 5 54 58 60 45 
Guatemala 16 15 14 12 30 38 38 39 
Honduras 13 11 8 10 54 61 66 42 
Nicaragua 33 17 11 11 25 32 33 67 
By Program (% of US imports):
No program claimed 76 76 79 80 79 78 79 79 
NAFTA 17 19 18 16 17 17 16 15 
CBI and CBTPA 0.4 0.4 0.3 0.2 0.7 0.9 0.8 1.0 
Memo items:
Total US imports 
 (US$ billion) 899 945 1,060 1,258 1,180 1,193 1,295 1,515
Source: U.S. Department of Commerce, U.S. Treasury, and U.S. International Trade Commission 

103. These preferential agreements are complemented by regional accords to increase trade with 
neighboring countries.  The policy decision to pursue greater regional integration gained momentum 
from competitive pressures following the 1994 signing of NAFTA, which gave Mexican textile and 
apparel exports a major advantage over Dominican products.  In 1998 the Dominican authorities 
signed a Free Trade Agreement with other Caribbean islands (CARICOM), and beginning in 
2001, the Dominican Republic negotiated a series of bilateral FTAs with Central American partners.  
A free trade agreement grants duty-free access to member countries’ exports, except for products on 
an agreed negative list that face Most Favored Nation (MFN) tariff rates.66  Certain products face 
interim MFN status, but these will be phased out once DR-CAFTA comes into effect and tariffs fall 
to zero.  The exclusion of transshipments is intended to guard against tariff evasion through false 
claims of origin (in other words, trade deflection).  Trade within the Central American and Caribbean 
common markets has grown, but its importance for the Dominican Republic remains relatively 
limited, representing only 3 percent of total imports.   

104. Given the preponderance of US-based trade – the Dominican Republic is currently the fourth 
largest US trading partner in Latin America (after Mexico, Brazil and Colombia) – most Dominican 

66  MFN status is conferred on all exporting countries not in alternative preferential arrangements with the 
importing country. 
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exports are governed by the US’s CBTPA, scheduled to expire in September 2008.  But the recently 
signed Central American Free Trade Agreement (DR-CAFTA) with the US is expected to go into 
effect by end-2006, creating the second largest US trading partner in Latin America.  Under DR-
CAFTA, preferences would no longer be granted unilaterally (and thus subject to potential policy 
reversals in response to political or other developments affecting the American policy landscape); the 
new FTA entails a longer-term relationship that offers a more stable set of negotiated rules that are 
expected to provide an attractive environment to investors and thus encourage foreign direct 
investment and exports.  Although the preferences granted to Dominican exports through DR-CAFTA 
would not substantially exceed those already granted through the CBTPA, the reciprocity of an FTA 
means that US goods would have duty-free access to the Dominican Republic, thus expanding the 
choices available to consumers but disrupting the protection currently enjoyed by domestic producers 
(the potential impact of DR-CAFTA is explored below). 

105. Tariff Structure and Trade Protection.  Dominican trade policy during most of the 1990s can 
be characterized as protectionist through reliance on high import taxes, as efforts to simplify the tariff 
structure and eliminate most import quotas and licenses failed to reduce significantly the protectionist 
bias of the Dominican economy.  High rates of protection are blamed for fostering economic 
inefficiency and a lack of dynamism in the domestic (non-FTZ) industrial and agriculture sectors, 
which led to their declining share of total economic output.  Up-to-date data are not available to 
estimate the effective rates of protection during the most recent period, and the Central Bank is in the 
process of revising the structure of its national accounts database.  The latest information available 
estimated protection rates between 123 and 188 percent in 1993 (ECLAC 2000), and between 60 and 
100 percent in the mid-1990s (World Bank 2000b), ranking the Dominican Republic among the most 
protectionist trade regimes in the region.  But both of these estimates rely on an input-output matrix 
dating to the early 1990s, which is an inappropriate base for calculating current protection rates, given 
that the structure of the Dominican economy has undergone fundamental changes.  The following 
analysis therefore focuses on other indicators to assess the extent of protection.   

106. The political pressures that kept domestic industry protected through high tariffs during the 
1990s gave way to a tariff reform in 2000 (Customs Law Reform 146-00), which resulted in a 
significant reduction of MFN tariffs from a weighted average 19.6 percent in 2000 to 9.3 percent in 
2001 (see Figure 3.10), below the regional average for Latin America.  The effective rate of 
protection is thus likely to have declined sharply from earlier estimates.  Although some tariff peaks 
were cut as part of the reform – reducing tariff dispersion from 10.2 to 7.9 percent – some highly 
protected goods remain.  For instance, tariff peaks of 30 percent apply to capital goods, 35 percent for 
consumer goods, and 40 percent for intermediate goods and raw materials.  



60

Figure 3.10:  Tariffs in the Dominican Republic 
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107. Looking at protection by sector, the 2000 tariff reform substantially reduced protection for 
agricultural and industrial products (by an average 8 and 10 percentage points respectively), but the 
largest drop – averaging almost 20 percentage points – occurred in textiles (see Figure 3.11).  By 
2004, the weighted average tariff on textiles and apparel had fallen further to 9.4 percent, while 
protection on agriculture products increased (to a weighted average tariff of 12.7 percent). 

Figure 3.11:  Weighted-Average Tariffs by Sector 
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108. In addition to reducing overall tariff rates, the 2000 reform smoothed the degree of tariff 
escalation, a protectionist measure under which processed commodities are levied more heavily than 
unprocessed goods.  Weighted-average tariffs for raw materials, capital goods and intermediate goods 
levels were set around 6 percent, compared to nearly 14 percent for final goods, although this 
represents a substantial reduction from 25 percent in 2000 (see Figure 3.12).  Most categories became 
relatively less protected between 2001 and 2004.  
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Figure 3.12:  Tariff Escalation 
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109. Although the 2000 tariff reform greatly reduced trade barriers, tariff protection remains, 
particularly for import-subsitution goods.  With respect to non-tariff barriers, the Dominican Republic 
compared favorably to (i.e., had fewer non-tariff barriers than) other countries in the region in the 
mid-1990s, especially Brazil, Venezuela, and Mexico, but was on par with Central America 
(Michalopoulos 1999).67  Thereafter, the Dominican Republic further decreased its non-tariff barriers 
via Decree No. 114-98, which eliminated most of these barriers.  Today, the Dominican Republic 
maintains import quotas on eight agriculture products: garlic, rice, sugar, poultry, onions, beans, 
powdered milk, and corn. 

110. The positive impact of these trade policy reforms has suffered major setbacks since 2000, 
primarily in response to the fiscal difficulties facing the country and the importance of trade revenues 
to the government’s overall fiscal position.  This led to backtracking on import liberalization through 
the introduction of several temporary trade-related taxes which together imposed a large burden on 
traders but at the same time helped maintain tax revenue flows, as illustrated in Table 3.2.  Revenues 
from all import-related taxes accounted for around 39 percent of total revenues until 2000, falling to 
32 percent in 2004 due to the drop in tariff revenue equivalent to 2.5 percent of GDP.  The new taxes 
included: (i) a commission on foreign exchange transactions, which ultimately generated more than 
tariff revenue,68 (ii) a supplemental import tax equivalent to 2 percent, and (iii) a 5 percent flat export 
tax (see Chapter 7 for details).     

67  Non-tariff measures include licensing, prohibition, quotas and administered prices. 
68  The foreign exchange commission was eliminated in July 2006 in conjunction with the forthcoming 
implementation of DR-CAFTA. 
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Table 3.2:  Import-Related Fiscal Revenue (%) 
1995 1996 1997 1998 1999 2000 2001 2002 2003 2004 

Share of Fiscal Revenue:
Tariffs 25 26 25 26 28 26 16 16 13 10
ITBIS on imports 8 8 9 9 9 9 10 10 9 9
Excise taxes on Imports 2 2 2 2 3 3 3 na na na
Foreign exchange comm. 0 0 0 0 2 7 5 4 4 12
Total import-related fiscal 
revenue 36 37 36 38 41 39 29 31 32 32
Total fiscal revenue 100 100 100 100 100 100 100 100 100 100 
Share of GDP:
Tariffs 4 4 4 4 4 4 3 3 2 2
Total import-related fiscal 
revenue 6 5 6 6 6 6 5 5 4 5
Source: Dominican Republic Central Bank  

111. Numerous factors beyond trade policy are important for trade outcomes and thus overall GDP 
growth as well.  These include the institutional and regulatory environment, non-tariff fiscal regime, 
and investment climate (addressed in Chapter 7).  Also relevant are trade transactions costs which are 
affected by trade logistics infrastructure and the availability and quality of trade-supporting services 
(see Box 3.1). 
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Box 3.1:  Trade Logistics 

Factors that affect the cost of trade directly include: transport and transaction costs, logistical requirements of 
loading and unloading ships, customs procedures, and the movement and distribution of goods between the 
domestic market and ports.  These trade logistics costs can be significant (Hummels (1999) estimates that a one-
day reduction in customs clearance is equivalent to a 0.5 percentage point cut in tariff rate), implying that trade 
facilitation is central to competitiveness.  A trade logistics audit was carried out by the World Bank in 2004 to 
assess existing trade infrastructure and that of potential competitors, customs operations, and the institutional 
setting, since cost, quality and time differences affect transactions costs and ultimately the final goods price to 
the consumer (Sgut 2004).   

Port operations.  The port system in the Dominican Republic consists of 8 main ports, but until 2004, nearly 
two-thirds of total trade tonnage and four-fifths of all containerized trade passed through Haina, located 20 km 
west of Santo Domingo, and about 11 percent of each was processed in Puerto Plata (on the north side of the 
island near Santiago).  The port system suffers from deficient infrastructure and equipment, poor operational 
management and security, and important institutional weaknesses, exacerbated by a lack of competition.  With 
respect to the land side of operations, service standards in the Dominican Republic are much lower than 
regional competitors.  A new, privately financed state-of-the-art deep water port at Caucedo, 30 km east of 
Santo Domingo, was inaugurated in January 2004, and is expected to attract about two-thirds of Haina’s 
existing business.  In addition to superior equipment and physical facilities capable of handling large volumes 
quickly, Caucedo has extensive storage capacity which eases the movement of goods through the port, and is 
developing facilities to provide logistics services for local and regional distribution. 

Ground transport.  Container cargo is transported inside the country (i.e., to and from ports) using trailers 
provided free of charge (for up to 5 days) by the shipping companies, but the resulting large stock of trailers 
maintained on site adds to excessive freight costs, and these trailer services are primarily provided by small, 
unionized firms of 1-5 trailers, implying few economies of scale and uncompetitive costs.   

Port security.  Security risks include merchandise losses and/or damage arising from inadequate security during 
the lengthy customs inspection process.  Most Dominican ports lack the security standards required by the 
International Maritime Organization and by the customs authorities of developed trade partners (i.e., the 
Container Security Initiative (CSI), the Business Anti-Smuggling Coalition (BASC), the Customs-Trade 
Partnership Against Terrorism, and the International Code for the Security of Ships and of Port Installations 
(ISPS)).  Exceptions are Caucedo and Haina69 which meet the CSI, BASC and ISPS standards, and La Romana 
which meets the ISPS Code.  Progress is needed in the areas of automated information sharing between customs 
authorities.  Not meeting these key new security certifications has high costs regarding lost competitiveness of 
the port and extra charges associated with inspection in a certified port.          

Customs.  Customs operations are very inefficient, and the legislation in place dates to 1953, although a new 
initiative to modernize the laws has recently gotten underway.  The main weakness is the high degree of 
discretion by customs functionaries – particularly collectors – who change rules and procedures at whim.  
Outdated reference lists that also do not reflect seasonality raise the risk of under-valuation, which arises in one-
in-five cases; to address this risk, bank guarantees or insurance are required to cover the potential difference 
plus fines.  Customs documentation requirements are excessive, typically duplicate information, remain in paper 
rather than electronic form, and include the bill of sale, manifest, bill of loading, customs declaration, and until 
recently, a consular certificate (a vestige from an earlier age that exists in only a few countries in the world).  
Moreover, the frequent absence of the bill of loading – which guarantees the integrity of the merchandise during 
transport – implies a laxity that is far from international standards. 

At present, 85-95 percent of imported and exported cargo is physically inspected, as is 100 percent of all 
documentation, levels far above international norms.  Exacerbating the inefficiencies is the involvement of 15 to 
20 individual agents – inspectors, dock workers and customs functionaries – increasing opportunities for 
discretion and corruption, and causing extensive delays due to poor coordination.  These long delays (illustrated 

69  Haina is in the final process of being CSI and BASC certified. 



64

in Figure 3.13) further add to already excessive freight charges through: (i) granting extra rent-free days for 
container use (estimated at about US$10 million per year); (ii) late penalties (estimated at US$7.5 million 
annually); and (iii) inventory costs (about US$180 million per year).  According to the 2005 Investment Climate
Survey for the Dominican Republic, the average customs dispatch time was 13 days, but the longest delays 
experienced by Dominican firms averaged 22 days. 

Figure 3.13:  Average Customs Dispatch Time for Containers (sample size in parentheses) 
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Competing regionally in trade logistics.  Recent global trends vis-à-vis increased ship capacities and the 
prevalence of containerized cargo requiring special infrastructure have led to a marked consolidation of east-
west shipping corridors and increased reliance on intermediate ports where cargo is unloaded and reloaded for 
regional distribution or subsequent shipment north or south.  Located in a region of high-density commercial 
cargo maritime traffic, and geographically very close to the US market, the Dominican Republic has excellent 
prospects for offering transshipment services to third countries.  Of the seven main regional ports around the 
Caribbean Basin, only Miami, Panama, Puerto Rico and Jamaica act as distribution ports or transshipment ports 
for cargo moving between Asia, Europe and the US.  With Caucedo, the Dominican Republic today has the 
potential to become an important provider of logistical services as a hub port.  The Dominican Republic is 
particularly well positioned to provide distribution services for European exports to the US which heretofore 
have used Miami as a base of distribution operations.  The Dominican Republic is also well placed for handling 
cargo destined to the Caribbean, and could potentially serve as an intermediate port for shipments traveling 
between the US and the east coast of South America, for example. 

Today, the trade logistics industry is not very developed in the Dominican Republic, due in large part to the 
ports and customs-related constraints described above.  Panama and Miami already have developed this 
industry, but the Dominican Republic could be competitive – owing to its location and low labor and land costs 
– particularly in an expanding regional market, and could in turn attract more trade into Dominican ports and 
create even more jobs.  But this will require key enabling elements: high quality infrastructure to move 
merchandise through ports quickly and securely (available at Caucedo but not elsewhere), efficient (i.e., cost 
effective and safe) transport of goods to and from logistics and/or distribution centers, a local market with 
necessary production and human resource capacity, transparent legislation, and adequate implementation 
capacity.

Source: World Bank (2005a) 

C.  Future Trade Policies 

112. DR-CAFTA.  In light of the trade performance over the last decade and the US role as the 
country’s prominent trade partner, the recently signed and yet to be implemented DR-CAFTA will 
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significantly affect trade outcomes by lowering the cost of US imports to Dominican consumers and 
at the same time raising export demand by US importers due to lower tariffs on Dominican exports.  
However, given that many Dominican exports already have duty-free access to the US market under 
the CBTPA, the magnitude of the net effect is unclear.  The analysis below estimates these potential 
effects.

113. The general provisions of DR-CAFTA are as follows:  
existing tariffs on US-Dominican trade will be cut according to a schedule of tariff reductions 
to be implemented over 10 years for non-agriculture products, and 15-20 years for certain 
agriculture products;
upon ratification of the agreement, four-fifths of US consumer and industrial exports to the 
Dominican Republic and Central America will enter duty-free, with the proportion rising to 
85 percent in 5 years, and 100 percent in 10 years other than the extended timeframe for 
agriculture;70

for the most sensitive products, tariffs will be phased out gradually through quotas limiting 
the duty-free entry by volume, with volume limits increasing over time and ultimately 
eliminated; 
Dominican and Central American exports to the US will continue to have preferential access 
(i.e., duty- and quota-free) subject to the same rules of origin in effect under the CBTPA, but 
on a permanent basis.  For most apparel categories, the rules of origin have been extended to 
include input fabrics from Mexico and Canada (up to certain quotas) in addition to the US 
and Central America; 
accumulation rules are expected to apply to co-production by Dominican and Haitian firms 
(this will require a separate agreement); 
the “short supply” waiver has been extended to a longer list of apparel products, and a 
minimum value-added cap for third-country (i.e., non-CAFTA) content was agreed;71

the Dominican Republic will open its services market to almost all services (subject to a 
small negative list), including telecoms, financial services, insurance, financial information 
and data processing, distribution, computer-related services, energy, transport and 
construction, inter alia.  Other provisions allow e-commerce and promote protection of digital 
products.

114. The trade opening defined in DR-CAFTA will potentially expand consumer choice and 
stimulate FDI, particularly in light of strengthened investor protections under the agreement, 
including an appropriate legal framework and transparent dispute settlement mechanisms that 
encourage trade-enhancing solutions on the basis of open, transparent and consultative processes.

115. The terms of DR-CAFTA are relatively lenient on Dominican agriculture producers, given 
that many of the current protective measures will remain in place for 15 years, with the most sensitive 
products retaining protection for 20 years.72  Sugar will be the only Dominican export to the US that 
faces a tariff.  The preferential quota on Dominican sugar exports to the US was raised by 10,000 
tons, and will rise by 10 percent per year.  Meanwhile, the Dominican Republic and Central American 
countries will eliminate their sugar tariffs within 15 years. 

70  Because tariffs on intermediate goods are scheduled to decline before those on final goods, the relative 
rate of protection of final goods will actually rise in the near term, albeit only temporarily. 
71  A short supply waiver allows non-member country imports of inputs to qualify as within-FTA content 
when the supply of the input – either domestically or in member countries – can be demonstrated to be 
inadequate. 
72  These include rice, chicken thighs, powdered milk, mozzarella cheese, and yogurt. 
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116. Sanitary and phyto-sanitary standards (SPS) were not subject to negotiation, since the 
relevant rights and obligations are already defined in the WTO’s Application of SPS Accord.  
Nevertheless, the new FTA moved forward the inspection and certification processes that will 
effectively open the US market to Dominican mangoes for the first time.  All parties agreed to the 
reinstated pre-inspection program for fruits and vegetables. 

117. The accord has many important new provisions that go beyond those established in the Chile 
and Singapore FTAs with the US, relating to trademark protection, intellectual property rights, 
government procurement, workers’ rights and environmental safeguards (for details, refer to World 
Bank 2005a).  All of these elements – essential for passage by the US Congress – will promote better 
relations with trading partners through greater confidence in the government and the economy, and 
increased FDI.  With respect to labor protections, much of the US political debate over FTAs, and 
globalization more generally, stems from a concern that foreign labor, which is cheaper than US 
labor, is inadequately protected by labor laws, implying that workers are exploited.  But the language 
of the labor provisions in the trade agreement is consistent with the principal ILO conventions, all of 
which have been adopted in the Dominican Republic.  The accord also commits its members to 
establish an intra-country cooperation program to strengthen and enforce labor laws.  Finally, the 
provisions relating to the environment recognize national environmental laws and the primacy of 
national authority within each country.  The mutual objective is environmental protection, and the 
accord envisages specific dispute settlement mechanisms and an emphasis on public participation and 
transparency. 

118. In order to implement DR-CAFTA effectively and derive the maximum gain from the accord, 
the authorities are in the process of issuing implementing regulations relating to key aspects of DR-
CAFTA (for a description of the requirements, see USAID 2005a, USAID 2005b), and are also 
drafting umbrella legislation to revise rules relating to procurement and intellectual property rights, 
inter alia.  Successful implementation of the trade agreement will also depend on government 
capacity, requiring upgrading of essential government functions such as customs procedures, rules of 
origin monitoring, better standards certification and enforcement (including SPS), and procurement 
policies.  In addition, strengthening government regulation of sectors not directly covered by DR-
CAFTA but indirectly affected through trade incentives – for example, the financial services and 
insurance industries – would complement trade reform and foster growth through improving the 
business climate and increasing firms’ operating efficiency.    

119. FTZ Export Support Policies.  By virtue of its membership in the WTO, the Dominican 
Republic will need to comply with the Agreement on Subsidies and Countervailing Measures which 
effectively rules out special treatment of exports as currently embodied in the fiscal and other 
advantages granted to FTZs in the Dominican Republic.  And although FTZs are not defined or 
referred to explicitly in the WTO agreement, it is possible that even measures like publicly provided 
infrastructure could be contested under the new rules (English and de Wulf 2002).  This equal 
treatment requirement will be fully binding in 2010 (although the phase-out schedule remains subject 
to re-negotiation under the WTO’s Doha Development Agenda), providing a multi-year timeframe for 
adjustment to compliance.   

120. This adjustment can take several forms.  At the policy level, tax laws could be revised to 
extend existing FTZ duty-free treatment of imported inputs to all producers regardless of whether 
products are sold on the domestic market or exported.  This would be identical to implementing an 
effective duty drawback scheme.  Another policy option would be to introduce a low uniform tariff on 
the economy as a whole, not just FTZ producers, which would simplify customs and other trade 
procedures and reduce distortions on domestic consumption and production.  Resistance to this policy 
option stems from the negative fiscal impact due to lower tariff revenues as well as pressure from 
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protected sectors.  But the policy may not be particularly costly with respect to tariff revenues once 
DR-CAFTA comes into effect, which itself is projected to reduce tariff revenue significantly, as 
shown in the simulation exercise below.73  By leveling the playing field, a low uniform tariff would 
reduce rent seeking and lead to more sustainable employment-generating growth that is more 
diversified in product and market.  In setting an appropriate uniform tariff level on third-party trade, 
the Dominican authorities would need to weigh the implied pattern of effective protection that would 
exist as a result of differences in the tariff treatment of DR-CAFTA members or other trade accords 
members compared to third party countries.  And in light of the fiscal constraints currently gripping 
the country and the expected decline in tariff revenue associated with DR-CAFTA, the choice of tariff 
level will need to be consistent with revenue requirements under a sustainable fiscal program.  

121. Introducing a low uniform tariff for third party trade is not sufficient to meet WTO 
obligations, however, nor would it achieve the overarching objective to provide a level playing field 
for FTZ and non-FTZ firms and create stronger opportunities for backward linkages to the domestic 
economy.  Because FTZ firms benefit from other tax advantages in addition to duty-free imports – 
namely exemption from the corporate tax, value-added tax, and the foreign exchange commission 
(revoked in July 2006) – WTO compliance will require ensuring equal treatment of FTZ and non-FTZ 
sectors by extending the ITBIS and corporate tax to FTZs, although any tax increases would need to 
be implemented gradually and should be part of a broader tax reform. 

122. Until the WTO rules take effect, however, Dominican firms can continue to take advantage of 
existing US import markets over the next four years, a not inconsiderable period of time.  Of course, 
the degree to which Dominican exporters can retain their competitive advantage without upgrading 
capital stock or training staff – investments that firms may be unwilling to make in light of investment 
return time horizons exceeding the interim period – is questionable.  Moreover, an uncertain future 
policy environment is likely to discourage investment in new firm start-ups, thereby exacerbating the 
sector’s ability to compete. 

123. There is limited evidence of adjustment by FTZ firms to-date, despite the knowledge of these 
forthcoming changes (Box 3.2 below presents an exception).  Not only would eliminating FTZ import 
tariff exemptions raise production costs sharply, but other factors will be relevant to future 
competitiveness.  For example, Dominican FTZ producers will face potentially major competition 
from regional FTZ producers in Haiti, Honduras and Nicaragua which will be exempt from the new 
WTO restrictions because they fall below the threshold per capita income criteria.  As a result, the 
Dominican Republic risks losing its US market share to poorer competitors in the region and 
elsewhere.  In fact, in Santiago – the country’s second largest city – the strategic plans for future 
competitiveness under consideration among firms and planners have already identified plans to shift 
production to border zones to take advantage of Haiti FTZ competitive advantages through co-
production arrangements.  But the recent experience of Grupo M, the Dominican apparel 
manufacturer that is pioneering this co-production approach with Haiti, created suspicion on the 
Haitian side rather than good will, and labor difficulties erupted, shuttering production for several 
weeks.  Nevertheless, the potential pay-off for Haiti through the creation of jobs is large.  It will 
however be crucial that future projects ensure the application of fair labor provisions consistent with 
Haitian law. 

124. Multi-Fibre Agreement Phase-Out.  The Multi-Fibre Agreement, dismantled on January 1, 
2005, allowed countries to impose quantitative restrictions on textile and apparel imports that 
threatened domestic industry.  Four WTO-members maintained quotas under the MFA: US, Canada, 

73  Recall from Figure 3.1 that imports from the US and Central America account for 60 percent of total 
imports.   
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EC and Norway.  The US – the world’s largest clothing importer – has relied heavily on this 
agreement to limit the inflow of goods from the world’s largest producers, most markedly China, and 
thereby maintain demand for developing country products including Dominican apparel exports, 
which in turn creates demand for US-produced production inputs such as textiles through trade 
diversion.74  The phase-out of the MFA occurred in four stages – in 1995, 1998, 2002 and 2005 – but 
the bulk of apparel imports to the US fall under stage 4.  As a result, Chinese apparel imports to the 
US increased by 60 percent in 2005 compared to the year before, replacing Dominican and other 
exporters’ products, as Dominican apparel exports to the US fell by 7 percent between 2004 and 
2005.  Although a Memorandum of Understanding between the US and China maintains less 
stringent quotas for a 3-year transitional period, the ultimate elimination of textile and apparel quotas 
will likely hurt Dominican apparel exporters severely, as the analysis below demonstrates.   

D.  Potential Impact of Future Trade Policies 

125. Given the trade performance over the last decade and the US role as the Dominican 
Republic’s most prominent trade partner, it is likely that the recently agreed DR-CAFTA will affect 
trade outcomes, but predicting the magnitude of this effect is methodologically challenging.  Opening 
the Dominican economy to US imports free of duties should raise import demand, potentially altering 
the structure of production, particularly for firms previously producing for the domestic market.  
Looking to the outcomes following NAFTA for potential lessons for the Dominican Republic, a 
World Bank analysis (World Bank 2003a) finds that NAFTA increased economic growth through 
larger trade flows, FDI and productivity gains.  The income gap between Mexico and the US and 
Canada narrowed but did not close, and demand for Mexican exports was an estimated 50 percent 
higher than pre-NAFTA demand, FDI experienced a 40 percent boost as a result of the agreement, 
and the speed of technology adoption was reduced by half.75  But trade liberalization in itself is not 
sufficient to guarantee that more trade and increased FDI will lead to productivity growth and 
technology transfer.  The 2002 World Bank flagship report on innovation asserts the centrality of 
education access and quality and innovation-supporting policies to enhance learning capacity in order 
to take full advantage of the potential gains to trade liberalization (World Bank 2002d). 

126. In principle, DR-CAFTA will solidify access of Dominican exports to the US market on a 
permanent basis rather than the temporary provisions of the CBTPA, thus reducing investors’ risk of 
adverse policy changes.  Net job creation also resulted from NAFTA, ultimately leading to lower 
poverty in Mexico.  But Mexico’s preferential market access to the US hurt competing firms in the 
Caribbean and elsewhere: according to an ILO report, preferential treatment received by Mexico’s 
textile sector together with the Mexican peso devaluation of 1994 contributed to the closure of 150 
companies and 123,000 job losses in the Caribbean apparel industry (Madani 1998).  DR-CAFTA 
should level the playing field for Mexican and Dominican producers, creating opportunities for 
Dominican entry or expansion in products in which Mexico has heretofore held a competitive 
advantage (consistent with the model’s predictions below). 

127. The perceptions of DR-CAFTA are largely positive among the private sector in the 
Dominican Republic.  According to an Investment Climate Survey carried out in 2005 in the 
Dominican Republic (see Chapter 5 for a description of the survey), 95 percent of interviewed firms 
were aware of DR-CAFTA, and 60 percent believed it would have a positive or neutral impact on 

74  The rules of origin defined under the CBTPA and the new DR-CAFTA permit imports of inputs from 
member countries to count in the accumulation rules determining domestic content, thus making US textiles 
more attractive by facilitating duty-free access of the finished product to the US.   
75  Several mitigating factors constrained Mexico’s performance, including the limiting rules of origin 
relating to textiles and apparel (also relevant for DR-CAFTA), and institutional, infrastructure and 
macroeconomic policy weaknesses (World Bank 2003a). 
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business.  Nearly 63 percent of manufacturing firms were actively taking steps to derive maximum 
benefit from the new trade agreement; large and medium-sized firms were most proactive, as were 
manufacturers of chemical and metal products (see Figure 3.14).  Measures taken include: introducing 
new technology (62 percent), expanding productive capacity (42 percent), hiring additional personnel 
(37 percent), identifying potential importers (45 percent), establishing ties with potential suppliers (67 
percent), and locating potential foreign investors (26 percent).  When asked to rate various obstacles 
for deriving the maximum benefits from DR-CAFTA, 19 percent cited the time required to adjust to 
new regulations as the principal obstacle, 14 percent cited customs clearance delays, 11 percent cited 
transport costs, and 8 percent cited each of the following as the main obstacle: labor regulations, 
information on foreign market opportunities, and access to distribution channels in foreign markets. 

Figure 3.14:  Firms Preparing for DR-CAFTA (% of firms) 

Source: Investment Climate Survey 2005 

128. Modeling the Impact of DR-CAFTA.  This analysis estimates the potential impact of the new 
trade policies using a partial equilibrium model of world trade flows and tariff revenues (non-
agriculture goods only) with annual data at the 6 digit level for 183 countries.  The SMART model 
uses observed trade flows and tariff rates as its starting point, with 2001 as the reference year.76  The 
model estimates the impact of tariff changes on trade volumes and tariff revenues, and calculates the 
extent of trade creation and trade diversion (see World Bank 2005a for a detailed description of the 
model).  The partial equilibrium approach suffers from important shortcomings, however: its static 
long-run perspective that ignores adjustment periods and second round effects (e.g., inter-industry 
effects and real exchange rate effects), and sensitivity to assumptions on elasticities.  Moreover, the 
model is limited by the fact that changes in only one country’s tariffs can be simulated at a time, 
which means that the bilateral nature of a free trade accord between two countries cannot be modeled 
by simultaneous tariff reductions.  We address this by separating the simulations into two stages, first 
considering the impact of reducing US tariffs on imports from the Dominican Republic and Central 
America, and subsequently considering the impact of reducing Dominican tariffs on imports from the 
US.  Another adjustment we make (representing a key improvement over past analysis) is to model 
the tariff reduction not from the MFN rate but rather from a weighted average tariff (per tariff line) 
that reflects the partial reliance on the CBTPA’s duty-free access to the US.  A major advantage of 

76  The SMART model – Software for Market Analysis and Restrictions on Trade – was originally 
developed to assist developing countries in the Uruguay Round of trade negotiations.  It has subsequently been 
fully integrated into a World Bank-UNCTAD project that uses UNCTAD’s TRAINS data on imports, tariffs, 
para-tariffs and non-tariff measures. 
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the SMART model is its very detailed basis, generating results at the tariff line or industry level, but 
with only limited data requirements.  

129. In the first stage of the simulation – in which the US reduces its tariffs to zero on imports 
from not only the Dominican Republic but also the Central American countries in DR-CAFTA (Costa 
Rica, El Salvador, Guatemala, Honduras and Nicaragua) – the resulting long-run trade creation 
amounts to some US$465 million in Dominican exports to the US, equivalent to a 20 percent increase 
over current export levels (results are reported in Table 3.3).77  All the other DR-CAFTA member 
countries are projected to benefit even more than the Dominican Republic in relative terms.  Note that 
the estimates from the zero-US tariff simulation represent an upper bound of potential gains, in light 
of the fact that even under the CBTPA, not all Dominican exports to the US meet the rules of origin 
criteria to qualify for preferential access, and as such are subject to MFN tariffs.  It is therefore 
unlikely that under DR-CAFTA exporters will comply fully with rules of origin requirements.  In 
order to address the likelihood of an interior solution, we conduct a second simulation in which we 
assume that effective tariffs – which already represent a trade-weighted average of the MFN and 
CBTPA tariffs – are cut in half.  The projected results, interpreted as a lower bound of potential trade 
gains, are reported in the right side columns of Table 3.3.  Taken together, therefore, Dominican 
exports are projected to grow by 10-20 percent as a result of lower US tariffs.78

Table 3.3:  Simulating US Tariff Reductions to Dominican Republic and Central America 

    Upper Bound  Lower Bound 

Exporter
Ex-ante 

Exports to 
US ($'000) 

Ex-post
Exports to 
US ($'000) 

Change In 
Exports to US 

($'000) 

Change In 
Exports to 

US (%) 

Ex-post
Exports to 
US ($'000) 

Change In 
Exports to 
US ($'000)

Change In 
Exports to 

US (%) 
Dominican Republic 2,350,537 2,815,664 465,127 19.8 2,582,814 232,277 9.9
Honduras 2,235,951 2,739,854 503,903 22.5 2,487,526 251,575 11.3
El Salvador 1,663,049 2,131,418 468,369 28.2 1,896,974 233,925 14.1
Guatemala 1,652,347 2,354,467 702,120 42.5 2,003,107 350,760 21.2
Costa Rica 731,454 915,247 183,793 25.1 823,234 91,780 12.5
Nicaragua 384,032 537,597 153,565 40.0 460,624 76,592 19.9
Total 9,017,370 11,494,247 2,476,877 27.5 10,254,279 1,236,909 13.7
Source: World Bank staff estimates  

130. This estimated trade creation in the Dominican Republic and Central America occurs at the 
expense of reduced exports to the US from Mexico (US$50-100 million), China (US$26-52 million), 
Hong Kong (US$18-36 million), Indonesia and Canada (S$12-24 million each), and many other 
countries to lesser degrees.  Table A3.1 in Annex 3 summarizes the impact for the top 25 exporters to 
the US.  Whereas the aggregate estimated trade creation in DR-CAFTA countries is large – ranging 
from US$1.2-2.5 billion – the impact on non-member countries is very diffuse.  The simulation 
indicates that much of the trade creation in the Dominican Republic is in the apparel sector; it is 
important to recognize, however, that this estimate does not account for the negative expected impact 
of the MFA phase-out in 2005 (which is not reflected in the trade statistics) and the associated jump 
in Chinese exports to the US.   

77  This simulation does not account for the potential growth in new product lines because estimations rely 
on elasticities and therefore require a base level of trade in each product line.  
78  These estimates do not account for the costs associated with complying with and administering rules of 
origin. 
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131. The second stage of the simulation – in which Dominican tariffs on imports from the US are 
eliminated – estimates long-run trade creation (that is, the increase in US imports that displaces 
demand for Dominican products) amounting to US$368 million (see Table 3.4).79  The majority of 
trade creation comes from vehicles, followed by chemicals.  Trade diversion (namely, the increase in 
imports from the US at the expense of lower imports from other countries) is projected at US$101 
million, a third of which is concentrated in vehicle imports.  The total estimated reduction in tariff 
revenue is equal to US$174 million, nearly two-fifths of current tariff revenues.  

Table 3.4:  Simulating the Impact of Dominican Tariff Reduction on US Imports 

Product Change in 
Revenue   ($'000)

Trade Diversion 
($'000) 

Trade Creation 
($'000) 

Trade 
Diversion 

(% total trade) 

Trade Creation 
(% total trade)

Agriculture -12,241 5,005 9,202 3% 6%
Processed food, vegetable oils -7,098 3,777 7,344 2% 4%
Mineral fuels -24,169 21,150 28,408 1% 2%
Chemicals -21,681 7,966 72,405 2% 16%
Wood and paper -11,028 6,976 27,029 2% 8%
Textiles -1,526 400 1,743 3% 12%
Apparel -5,716 5,180 20,322 3% 13%
Iron, steel, aluminum -13,355 8,207 18,755 2% 5%
Vehicles -70,202 37,056 154,613 3% 11%
Furniture -6,715 4,884 28,514 3% 19%
Total -173,731 100,601 368,335 2% 8%

Source: World Bank staff estimates  

132. Although the results of the two stages are not strictly additive, it is reasonable to assume that 
Dominican exports to the US are not substitutes for Dominican imports from the US, such that any 
netting out would be minor.  The scenario estimates are therefore at least indicative of the magnitudes 
of the total potential trade effects following the implementation of DR-CAFTA.  Summing the two 
results implies that the increase in Dominican net exports to the US could range from US$97 million 
(upper bound) to –US$136 million (lower bound).  It is important to note that these estimates are 
conservative in that they represent the ceteris paribus trade effects independent of potential expansion 
into new product markets, assume no complementary policy reforms to facilitate trade, and exclude 
the impact of lower input costs on the demand for Dominican exports since the model assumes all 
goods are final goods.   

133. MFA Quota Phase-Out and Impact on Dominican Apparel Sector.80  The textile and apparel 
sector has been an outstanding export performer, explained in large part by the nature of preferences 
vis-à-vis the US market.81  In the period since 1996, apparel exports from the Dominican Republic 
accounted for about 4 percent of total US apparel imports, and a fourth of all CBI apparel exports to 
the US.  The Dominican Republic relied more heavily on US preferences than its CBI neighbors, and 
particularly after the CBTPA became effective, with preference utilization rates close to 90 percent in 
2002 and 2003 and the weighted average tariff on Dominican apparel imports to the US falling from 7 
percent in the late 1990s to 2 percent in 2002 and 2003.  Taken together, this evidence indicates the 

79  Recall that most products scheduled for continued protection through gradual and delayed tariff 
reductions are agricultural goods, but the SMART model does not capture the effects of NTB which are 
important determinants of trade in these products.   
80  See World Bank (2005a) for a more detailed treatment of the textile and apparel sector. 
81  Ninety-nine percent of apparel exports are destined to the US market.   
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sophistication of the Dominican apparel sector and its ability to conform to rules of origin relative to 
other exporters in the region.   

134. Dominican apparel exports to the US are about 30 percent cheaper on average than the 
weighted average unit price for US apparel imports from all countries; this reflects in part the lower 
tariff, but also the quality of the product within its product category.  The Dominican Republic thus 
produces lower than average quality apparel products, albeit higher quality compared to the rest of 
Central America and the Caribbean.  Prices experienced a steady decline since 1996, explained by 
increased competition through globalizing markets, and more significantly by the reduction in tariffs 
concomitant with the various preferential agreements between the US and its trading partners.  
Although the price to the importer and US consumer declined, part of the new profit margin arising 
from the reduction in tariffs may have been captured by exporters.  Regression analysis using the 
methodology developed by Özden and Sharma (2004) indicates that between 1996 and 2003, average 
export prices for Dominican producers rose 9 percent as a result of tariff preferences, while those for 
CBI countries rose 8 percent.  In both cases, exporters captured about two-thirds of the potential gain, 
or preference margin, measured by the difference between the MFN and actual tariffs, and importers 
captured a third of the benefit, through import prices averaging 5 percent lower for Dominican 
products and 4 percent lower for CBI products.  Ranked by country, this analysis finds that Honduras, 
the Dominican Republic and Costa Rica experienced the highest gains (around 9 percent for the 1992-
2002 period) compared to under 5 percent for El Salvador and Guatemala.   

135. The fact that apparel preferences granted to CBI countries have been used extensively by 
Dominican exporters suggests a heavy reliance on preferential access to the US market, which is 
predicated on the restricted competition from large producers like China under the MFA.  But 
Chinese apparel exports accounted for 14 percent of total US apparel imports in 2003, and this was 
prior to the final stage of the MFA phase-out in January 2005.  Figures 3.15 and 3.16 illustrate that 
Dominican apparel exporters sustained substantial losses in US market share between 1996 and 2003 
during the first three stages of quota phase-out, while (formerly) quota-bound countries increased 
their US market share significantly.  The main demand shock is yet to come, however, given that the 
product lines with the most binding quotas on US imports – accounting for 85 percent of total apparel 
imports – were left for the final round (i.e., stage 4) of eliminations on January 1, 2005.  About 90 
percent of Dominican apparel exports to the US fall into this category, with similar shares for CBI 
member countries.   

Figure 3.15:  Dominican Share of US Apparel Market 
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Figure 3.16:  US Apparel Market Share by Quota-Bound Countries 
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136. Given that Chinese apparel exports to the US are four times greater than Dominican 
Republic-sourced products, the potential for squeezing out Dominican and other CBI exports by 
undercutting prices is very real.  Dominican exporters have two advantages over China: a response 
time averaging 4 weeks compared to 10 weeks in China, and a zero import duty into the US (subject 
to rules of origin criteria) compared to an average 19 percent tariff for Chinese apparel (IADB 2004).  
Nevertheless, China greatly expanded its exports to the US following the various quota phase-outs in 
stages 1, 2 and 3, the latter increasing by US$1 billion between 2002 and 2003.  And given that stage 
4 product categories account for US$3.8 billion of China’s 2003 exports, the scale effect could render 
Dominican producers completely uncompetitive.  Another relevant factor is that both Dominican and 
Chinese apparel exports to the US are below average on the quality spectrum, implying they are in 
direct competition.   

137. In order to estimate the size of the stage 4 quota elimination – sometimes referred to as the 
“China effect” – we run a Fixed Effects Generalized Least Squares regression on the determinants of 
the relative differences in Dominican apparel export prices during 1996-2003, controlling for market 
power effects, and using year and 4-digit category fixed effects.  We also include a dummy variable 
for those products on which quotas remained as of stage 3, which enables us to compare the 
magnitude of price differences between the quota-constrained products and the product lines already 
liberalized in stages 1 and 2.82  The results – reported in Annex 3, Table A3.2 – indicate that 
Dominican exporters still capture two-thirds of the preference margin, but exporters of products still 
under quota controls gain even more, benefiting from prices that are 15 percent higher compared to 
already integrated product categories.  The implication of removing the quotas, therefore, is a price 
drop large enough to overwhelm existing profit margins, possibly driving many Dominican apparel 
manufacturers out of business.  As will be seen in Chapter 4, textile and apparel-related employment 
accounts for nearly 6 percent of the employed labor force, which means that up to 190,000 jobs are 
potentially at risk.  According to recent estimates by USAID and Nathan Associates (2004), the MFA 
phase-out could lead to direct job losses in the apparel sector on the order of 37,000, although these 
would be partially offset by the projected 23,000 apparel jobs created under DR-CAFTA.   

138. These estimates indicate that Dominican exporters will face major competition from outside 
the region.  And whereas many firms recognize the need to take steps to adjust to the new, post-MFA 

82  Note that the regression also includes variables to control for market size.  The quota-constrained 
dummy variable is calculated using the market shares of the top 16 apparel exporters to the US (for details, refer 
to Özden and Sharma 2004). 
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trade environment, there is little evidence of ongoing adjustment.  In fact, Dominican and other CBI 
exporters have been shifting production toward the affected product categories over the past several 
years.  Box 3.2 provides a case study of new investment into the apparel sector as a means to 
counteract the potential quota effect.  Looking ahead, Dominican apparel producers will need to 
respond flexibly by re-orienting production to higher value-added products and taking advantage of 
their geographical proximity to the US by providing special order and niche products that can be 
supplied quickly.   

Box 3.2: Apparel Manufacturer Grupo M

The Dominican pants manufacturer Grupo M is taking aggressive steps in face of imminent competition 
from China.  Under the Multi-Fibre Agreement, Chinese pants exports to the US were limited to 28 million 
pairs, less than 2 percent of the market.  Retailers anticipate that within 5 years, China could provide up to 
half of all pants to the US market.   

The company’s future competitive niche will be in delivering the latest fashions to US consumers faster than 
other producers.  To cut costs, Grupo M – with IFC support – has invested in a new free trade zone that 
straddles the Dominican Republic-Haiti border, the Codevi Industrial Park.  At present, two factories are in 
operation there, one of which assembles basic Levi’s-brand jeans – the labor-intensive part of production – 
which are subsequently sent to Santiago to be “finished” (i.e., washed and packaged).  The other factory, 
which produces Sara Lee T-shirts, illustrates Grupo M’s product shift from pants to knit shirt assembly.   

Challenges emerged in the early days of implementation, however.  Haiti and the Dominican Republic have 
a long and troubled history that has left deep mistrust between the two peoples. This historic mistrust 
aggravated problems of miscommunication and misunderstandings between the Dominican management, the 
Haitian authorities, and the Haitian workers, resulting in labor difficulties and delaying the planned 
expansion.  These problems were further complicated by the uprising in Haiti in 2003-2004 and the 
subsequent change in government. 

By mid-2004, and after several weeks during which the factories were shuttered, the Codevi factory reached 
an agreement with the workers' union.  By the end of 2005, total employment reached 1,300 workers, and is 
expected to reach 2,000 by end-2006.  A third factory is under construction, and prospects are promising for 
a preferential trade agreement between Haiti and the US, which would allow cumulation of Haitian value-
added with Dominican domestic content to qualify for duty-free entry under DR-CAFTA.   

Source: “Lapsing Apparel Quotas to Give China A Leg Up”, Wall Street Journal, June 17, 2004; interviews with Arturo 
Peguero, Daniel O’Neil. 

139. Implications for Growth.  The forthcoming trade policy changes associated with the MFA 
phase-out and DR-CAFTA and their impact on trade volumes has both direct and indirect 
implications for overall economic growth.  At the conservative upper bound (that is, assuming no 
expansion into new product lines), Dominican net export creation under DR-CAFTA will approach 
US$100 million, due to the offsetting increase in imports, but the gains will be partly offset by the 
quota phase-out. 

140. And if Dominican exporters do not adjust to meet the preferential access criteria and 
therefore continue to pay the MFN rate, exports will fall further.  The employment reallocation 
aspects of trade creation and diversion will translate into: (i) lower labor demand for domestically 
produced goods that will be replaced by cheaper US imports following DR-CAFTA; and 
(ii) additional FTZ job losses in the apparel sector, albeit offset in part by job creation to meet 
increased export demand by US importers.  But this pessimistic view understates the potential gains 
to trade liberalization as seen in Mexico, for example, where FDI and technology inflows led to 
strong productivity growth.  Moreover, there is a large agenda of policy options that are indirectly 
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trade-related but that could raise competitiveness and spur investment, thereby stimulating growth 
and improving trade performance, with or without DR-CAFTA. 

141. The net impact of the new trade environment on domestic producers and consumers is 
potentially large and will certainly be mixed, generating both winners (through lower prices) and 
losers (through lost business and jobs).  The authorities recognize that the changing global 
environment will challenge the country’s competitive position, requiring refinement of the existing 
development strategy that has been anchored in the external sector.  The very tangible risk of losing 
market share in manufacturing exports in the coming years highlights the need to initiate measures to 
mitigate the losses and at the same time facilitate adjustment in the domestic market to respond to the 
opportunities and challenges created by the new external environment. 

142. The future challenges will be to: (i) harness the positive spillover effects through more 
backward linkages, stimulating ties to the domestic economy, (ii) resolve the disparate treatment of 
FTZ and non-FTZ exporters in such a way as to meet future WTO obligations and encourage trade, 
(iii) facilitate innovation to retain competitiveness and expand market niches, such as through 
promoting private research and development, strengthening the national quality system, and 
increasing links between tertiary education institutions and the private sector, (iv) reduce trade 
transactions costs through more efficient logistics (i.e., port and customs reform), and (v) effectively 
implement the various trade accords and review trade policy vis-à-vis third-party countries (i.e., MFN 
tariffs).

143. The duty-free treatment of imports into FTZs is one method of rebating taxes on imported 
inputs for exported production.  This de facto duty drawback could be applied to the economy as a 
whole; whereas this option would hurt fiscal revenues in the short run, DR-CAFTA will de facto 
extend duty-free treatment to all imports from the US and Central America, not just those entering 
FTZs.  As mentioned above, a duty drawback scheme was approved in 1999, but this system is not 
yet effective, in part because it is very difficult to administer, particularly given the institutional 
weaknesses that inhibit monitoring and efficient customs operations.  Equalizing access to a 
functioning duty drawback scheme is not adequate to meet WTO obligations, however, nor would it 
be sufficient to achieve the overarching objective to provide a level playing field.  FTZ firms benefit 
from other tax advantages in addition to duty-free imports, namely exemption from: the corporate tax 
(equal to 1.5 percent of gross revenues or 30 percent of net profits); the 16 percent value-added tax 
ITBIS; and the 13 percent foreign exchange commission (revoked in July 2006).   

144. One option that would level the playing field would be to open FTZs to all producers 
regardless of whether they are exporters by eliminating the minimum export requirement.  But the 
most effective method of eliminating forbidden export subsidies and creating stronger opportunities 
for backward linkages to the domestic economy is to ensure equal treatment of FTZ and non-FTZ 
sectors by eradicating disparities in the administrative procedures and infrastructure access between 
FTZ and non-FTZ firms, extending the ITBIS to FTZs, and applying identical corporate tax rates 
across the economy.  The resulting change in incentive structure will need to be phased in gradually 
to avoid driving producers out of FTZs.  And given the importance of the sector and the desire to 
avoid unnecessary disruption, the authorities will need to consider any proposed tax changes within 
the broader context of comprehensive tax reform. 

145. Promoting backward linkages between FTZs and the domestic economy will be aided by 
leveling the playing field, but could also be facilitated by expanding the cluster concept – part of the 
government’s competitiveness strategy – under which sectoral clusters are created to bring together 
firms from along the production chain, government in its dual role as service provider and policy 
maker/regulator, and members of the community to develop a sectoral strategy by considering 
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existing constraints, exploring potential market opportunities, and identifying how to meet these 
challenges through detailed action plans that might include specific investments or policy 
recommendations.  This participatory approach ensures ownership and creates social capital through 
cooperation.  Progress has been made in the tourism sector and in some manufacturing sector clusters, 
but could benefit other sectors as well. 

146. From the perspective of designing an optimal trade policy, it is important to recognize that a 
free trade agreement represents only a second-best policy, due to inefficiencies arising from potential 
trade diversion (such as when producers rely on more expensive domestic or within-FTA inputs 
rather than cheaper third-party alternatives in order to meet the duty-free criteria), rules of origin, 
which are expensive to administer but necessary to avoid trade deflection, and tariff charges on non-
party countries and the resulting evasion efforts.  Free trade – or alternatively a low uniform tariff – is 
most efficient if free to all countries and therefore unilateral, as confirmed in the literature.83

147. Behind the border issues are also relevant for increasing Dominican competitiveness through 
lower trade transactions costs.  The authorities have recently launched several concurrent initiatives to 
address the various shortcomings plaguing the trade logistics environment, including drafting a 
national port strategy, creating port security plans to meet CSI, BASC and ISPS criteria, inter alia, 
and modernizing customs operations through automating transactions (the latter with technical and 
financial support from the Korean Government).  Elements of a port reform strategy should include 
revising APORDOM’s legal framework to limit its role to regulator rather than port operator, defining 
a national ports strategy that identifies necessary infrastructure investments and maintenance 
spending (including financing for improved port access and sanitation), upgrading security to comply 
with international norms and US requirements, and reviewing personnel requirements and financing 
needs and preparing plans to align both to APORDOM’s new streamlined role.  With respect to 
reducing corruption by minimizing discretion, ports and customs procedures could be modernized by 
introducing automated information systems for authorizations, information-sharing (e.g., shipment 
tracking), customs clearance (including a risk management system under which the number of 
physical inspections would be reduced but with no loss of effectiveness), and electronic payment of 
port fees and customs duties.  Progress in improving trade logistics efficiency will lay the 
groundwork for developing the export services market, potentially transforming Dominican ports into 
regional hubs where distribution and packaging services can compete with regional powerhouses 
Miami and Panama. 

II.  Trade in Services: The Tourism Sector 
A.  Sector Snapshot 

148. With respect to trade in services, the Dominican Republic is a major exporter of tourism 
services, given its emerging prominence as a tourist destination in the Caribbean.  The Dominican 
Republic received over 3.6 million visitors in 2005, equal to over 40 percent of its total population, 
and considerably more than any other Caribbean country.84  The island offers tourists the popular 
combination of sun, sea and sand – like other Caribbean islands – with abundant natural resources in 
terms of coastlines (more than 1,200 kilometers), beaches and climate.  The tourism sector accounts 
for about 7 percent of value-added, as represented by hotels, bars and restaurants, but tourism 

83  For example, a modeling exercise in Harrison, Rutherford and Tarr (2001) finds that regional FTAs – 
including the potential Free Trade of the Americas Agreement (FTAA) – yield only a fraction of the estimated 
total gains from global free trade. 
84  According to the World Travel and Tourism Council (2004), “stay-over” (i.e., non-cruise) tourist 
arrivals were next highest in Cancun (just over 2 million in 2003), followed by Cuba (1.7 million), the Bahamas 
(1.4 million), Jamaica (1.4 million) and Puerto Rico (1.3 million).   
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activities touch other sectors as well, from transportation and communications, to agricultural 
production, construction and water and energy consumption.  Therefore the total tourism contribution 
to GDP – i.e., direct and indirect – may be closer to the 22-25 percent range (World Trade and 
Tourism Council 2004; Lizardo and Guzmán 2001).  

149. Other contributions to the economy stem from foreign exchange inflows, job creation, and 
foreign direct investment.  The Central Bank’s balance of payments data indicates that total tourism 
receipts reached nearly US$3.2 billion in 2004, even outstripping remittance income.  Total 
employment – including directly and indirectly related activities – surpassed 180,000 workers in 
2004, or 6 percent of total employment (similar in magnitude to FTZ employment, and also with a 
high proportion of women – 50 percent in tourism).85  Developing areas for tourism requires 
extensive infrastructure services, from the basics of accessing remote coastal areas via roads and 
airports, to providing electricity, water, sanitation and telecoms services.  As public goods, these 
services are normally at least partly financed by the government, but much tourism construction in the 
Dominican Republic has involved privately financed water and sanitation facilities as well as an 
independent power generation plant.  Total capital investment has exceeded US$1 billion per year 
since 1999 (with the exception of a recession-induced dip to US$800 million in 2004; World Travel 
and Tourism Council 2004).  

150. With respect to FDI, the country has attracted investments by large foreign hotel chains, with 
a notable concentration in large Spanish-owned hotels.86  The steady shift towards all-inclusive 
resorts of more than 400 hotel rooms – helped in part by a favorable investment climate for large 
hotel operators – has fueled the Dominican Republic’s competitive advantage as a low-cost provider.  
Larger properties and the vertical integration implied by all-inclusive packages mean that profits can 
be smoothed along the value chain, so that low profit margins in one area can be off-set by large gains 
in another.  The period of rapid sector development in the 1980s and 1990s was facilitated by a weak 
institutional environment, ineffective government regulation, corrupt practices, and tax holidays 
(UNDP 2005).  In 2001, a new law (Law No. 158-01) was promulgated to encourage tourism 
development in areas not already developed by providing ten-year exemptions from the profit tax, 
municipal taxes, import taxes and the ITBIS on equipment, raw materials and furniture.  The impact 
of this law has been mixed, however, spurring investment but at the same time generating excess 
supply of hotel rooms (UNDP 2005). 

151. The fiscal imprint of tourists is quite low, despite the sector’s economic importance.  The 
main sources of revenue are the sale of tourist visas and a US$10 per passenger export tax.  Tourism 
revenues account for only 2-3 percent of total current revenues.  This small role in generating 
government revenues can be attributed to the many fiscal incentives provided to hotel operators, as 
well as the preponderance of pre-paid package tours booked by foreign tour operators, such that most 
of the associated taxes are paid in the country of origin.  

B.  Trends 

152. The tourism industry in the Dominican Republic has exploded in size since its modest 
beginnings in the 1970s and 1980s, a time when tourism in the rest of the Caribbean was much more 
developed.  The main coastal areas of tourism development are: Puerto Plata, Santo Domingo, 
Jarabacoa-Constanza, Barahona-Perdernales, Punta Cana-Bávaro, Monte Cristi, Samaná, Peravia, 
Nagua-Cabrera and Azua (in chronological order).  Tourist arrivals are dominated by air arrivals, 

85  Based on the Central Bank’s 2004 labor force survey data.  
86  For example, Spanish owners hold about 45 percent of the total rooms held by large hotel management 
groups (World Bank 2006d).  
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which have increased 12-fold since 1980, for an average annual growth of 11 percent.  About 40 
percent of all tourists arrive via the Punta Cana airport (based on 2005 data), followed in importance 
by Las Americas airport outside of Santo Domingo (26 percent) and Puerto Plata airport in the north 
(16 percent).  Although cruise ship arrivals have gained in importance since the mid-1990s, they 
remain a relatively minor share of total demand (as shown in Figure 3.17), and small compared to 
other Caribbean destinations.  The growth decomposition analysis in Chapter 2 indicates that the 
tourism sector has contributed about 11 percent of total GDP growth since 1980, and this share was 
higher in the 2000-2004 period, explaining 14 percent of total economic growth.   

Figure 3.17: Tourist Arrivals by Level and Growth Rate 
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153. The number of hotel rooms experienced similar growth rates, from a modest 5,000 rooms in 
1980 to 19,000 by 1990 (with the largest boom in the second half of the 1980s); today, the total 
number is nearly 60,000 rooms.  With occupancy rates maintaining a long-term trend around 70 
percent, the effective demand for hotel rooms has increased steadily (see Figure 3.18).  It is not 
surprising therefore that tourism receipts have risen dramatically in the past two decades, multiplying 
by 18 times between 1980 and 2004 (in US$ terms, based on Central Bank data).  Concurrent with 
these trends is a modest increase in average dollar spending per night (averaging 1.4 percent per year 
between 1993 and 2004), which translates into a 7 percent aggregate decline in real peso terms (or 0.7 
percent annual decline).  At the same time, the average length of stay is falling, suggesting that the 
main impetus for the sector’s growth has been meeting demand from more and more customers rather 
than higher per-tourist value-added.  Boosting the sector contribution to GDP growth further will 
require that tourists spend more money in the Dominican Republic, on a daily basis and/or through 
longer holiday stays.      
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Figure 3.18:  Effective Hotel Room Occupancy 
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C.  Constraints and Challenges 

154. Limited Contribution to GDP.  As mentioned above, the nature of tourism services available 
in the Dominican Republic has evolved over time, mainly characterized by a shift towards larger 
hotels (with over 400 rooms), all-inclusive packages booked by tour operators based in North 
America and Europe, and increased cruise ship business.  Moreover, the Dominican Republic 
competes on the basis of price, offering the cheapest total trip prices and thus operating on the 
smallest profit margins in the region (based on Howarth International, cited in UNDP 2005).  Taken 
together, these factors add up to a tourism model of low in-country spending, enclave resorts 
physically separated from and thus excluding of Dominicans, and larger and more concentrated 
environmental impacts.  The resulting economic contribution associated with this model falls short of 
its potential; despite the phenomenal sector growth performance over the past two decades, which 
enabled the Dominican Republic to increase its market share significantly, the backward linkages to 
the domestic economy are limited.  And the links that do exist tend to be low value-added, such as 
low-skill service jobs in hotels, transportation services, or small-scale local commerce.  Although 
nominally attracted by the cultural aspects of the country, tourists typically do not venture beyond 
resort boundaries, effectively restricting expenditures to the premises, and thus primarily profiting 
foreign tour operators and hotel owners, such that most of the money leaves the country.   

155. In the recent U.N. Human Development Report (2005), the analysis of the tourism sector 
identifies the following impediments or challenges to the sector and its prospects for the future: 
controlling market power of foreign tour operators; lack of diversification away from the traditional 
formula of sun, sea and sand and thus limited product differentiation with respect to other tourist 
destinations; predominance of large hotels, thereby limiting accommodation choice; the enclave 
nature of resorts which are separated from communities and local culture; little state regulation and 
standards certification and monitoring; damaging environmental impact (discussed below); few 
cultural activities and entertainment opportunities to complement the resort-based experience; 
minimal building of social capital; and a reliance on price-based competitiveness.   

156. The institutional environment affecting the tourism sector can be characterized by inadequate 
coordination among the various implicated government ministries on a unifying strategic vision for 
the sector and its implementation, the emergence of private sector associations to address weaknesses 
in public service provision, and an externally competitive industry that is inadequately diversified and 
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competitive within the country (Vial et al. 2002).  The Ministries of Tourism, Environment and 
Public Works all set policies that affect the sector, although their functions – strategic planning, 
standards setting, regulation, infrastructure provision and project financing – are poorly coordinated 
and implemented, and the sector suffers as a result.  Private sector business associations have the 
potential to stimulate demand through coordinating efforts of brand definition and marketing of 
specific sub-regions.  In the Dominican Republic, however, these groups typically focus on public 
service provision to compensate for the absence of the state.  In particular, in several regions the 
private sector has contracted water and waste water management systems that are operated 
collectively, thus ensuring adequate service and achieving economies of scale. 

157. The industry’s structure today limits the extent to which Dominican producers, tourism-
related employees, and service providers benefit; in fact, small hotel owners and ancillary tourism 
service providers – of both direct as well as complementary tourism activities such as those related to 
cultural entertainment and eco-tourism – are unable to compete, implying that this potentially 
important segment of the market will remain underdeveloped.  Unlike large hotel chains, the small 
and medium-sized hotels face a very restrictive investment climate.  The absence of effective 
marketing of non-traditional tourism vendors represents a weakness in both public and private sector 
oversight institutions (i.e., the ministries and the private sector associations).  This is exacerbated by 
sub-par technology use vis-à-vis the internet, since very successful marketing campaigns and 
consumer outreach can be done via the web, as seen elsewhere, which could attract wider audiences 
in North America and Europe and reduce commissions paid to booking agents (Vial et al. 2002).  
Another factor that limited domestic competition in the past is the cost of and access to financing, 
given the prevalence of high interest rates in the Dominican banking sector, much higher than the 
international interest rates available to foreign investors.  This affects not only new investment but 
also capital upgrading of existing smaller hotel properties.    

158. Volatility.  By specializing in low-cost all-inclusive tour-operator packages, the Dominican 
tourism industry is exposed to exogenous shocks that affect the cost of services, such as exchange rate 
movements or natural disasters.  Assuming a high price elasticity for tourism services, any shocks that 
harm Dominican competitiveness will cause a sharp drop in demand.  Maloney and Montes Rojas 
(2004) find contrary evidence of a low price elasticity in the Caribbean, however, implying less 
volatility in visitor volumes.  Because the Dominican economy is fairly well diversified across 
sectors, and much less reliant on tourism compared to most of the Caribbean region, exogenous 
shocks that affect tourist arrivals – such as hurricanes, or security concerns following September 11th

– have less serious or enduring impacts on Dominican economic performance compared to other 
Caribbean tourist destinations.  The resulting lower degree of volatility is reinforced by the diversity 
in tourists’ country of origin, suggesting a deep penetration of the global tourism market.  The 
relatively equal presence of North American and European tourists and the growing demand from 
Central and South America suggest an ability to hedge effectively against regional shocks.  Whereas 
other islands have strong demand from citizens of their former colonial powers, due largely to 
cultural affinity, the Dominican Republic appears to have bridged this divide.  In fact, in recent years, 
tourist arrivals during the low season have approached high season levels, driven by the growing 
European demand during their summer months – particularly July and August (demand from North 
Americans tends to peak from December through March, although July is also a popular month) and 
their longer average length of stay.  An important implication of this resilience is that the Dominican 
Republic is well-placed vis-à-vis competitors in the region, suggesting opportunities to increase its 
market share. 



81

D.  Welfare Impact 

159. The tremendous expansion of the tourism sector over the last 25 years generated significant 
positive development spillovers.  The sector has been an important source of job creation, particularly 
for women, providing employment opportunities in low-skill service jobs in remote rural localities.  
As noted above, tourism sector jobs represent about 6 percent of all jobs in the Dominican economy.  
Moreover the living standards of tourism sector workers are slightly above the average for workers in 
the rest of the economy (UNDP 2005).  Infrastructure investments in public services such as roads, 
water and sewage treatment, and electricity have benefited remote coastal areas, thus contributing to 
the economic development of geographically widespread regions.  These positive aspects are 
accompanied by major negative externalities such as an increasing sex worker trade, which includes 
the exploitation of children, inadequate housing for tourism workers who end up in squatter 
settlements at the resort edges, and higher infection rates of HIV/AIDS (see UNDP 2005 for a 
detailed treatment of these issues). 

160. Although the recent creation of the Ministry of the Environment and Natural Resources in 
2000 suggests a recognition of the centrality of environmental preservation, valuable in its own right 
as well as a source of economic growth, the ministry’s capacity to draft, implement and monitor 
regulations is weak, particularly in the face of well-established, well-connected property owners.  For 
example, the Ministry of Tourism has promoted development within the protected Bahía de las 
Águilas inside the Parque Nacional Jaragua in direct contradiction of legal environmental protections 
(www.DR1.com).  The Dominican tourism industry expanded and prospered within a relatively 
permissive regulatory environment, rendering the new application of laws difficult in an industry of 
formidable vested interests.  Environmentally harmful practices such as inadequate solid waste and 
waste water management, unsustainable water consumption, and degradation of “protected” nature 
reserves undermine the long-run sustainability of tourism in the Dominican Republic, as increasing 
demand for clean and environmentally friendly tourist destinations will lead to a deterioration in 
Dominican competitiveness. 

E.  Agenda for Enhancing Competitiveness 

67. In order to enhance its competitiveness, the tourism sector needs to diversify its product away 
from the all-inclusive packages controlled by foreign tour operators which limit in-country spending 
and therefore the sector contribution to overall economic growth.  In addition, greater coordination of 
marketing campaigns – supported by a national strategy – could improve penetration into the North 
American and European markets, and could be facilitated by greater use of internet technology 
(although this requires concurrent development of insurance products, inter alia).  By differentiating 
the Dominican brand from other Caribbean destinations, such as for example increasing the focus on 
historical, cultural and eco-tourism, the sector will be better placed to withstand general changes in 
market sentiment.  These efforts should be complemented by measures to facilitate within-country 
transport – by road or air – as well as the development of the domestic tour operator market.  This 
approach constitutes a shift away from the enclave nature of resorts by increasing the linkages with 
surrounding communities and local culture, increasing growth feedback effects and ultimately 
generating more employment.  Small and medium-sized hotels are well-placed to contribute to the 
anti-enclave shift and spur this strategic focus, but currently struggle with the uneven playing field 
vis-à-vis larger hotels.  Finally, and perhaps most importantly, the application and enforcement of 
appropriate environmental policies are desperately needed to freeze and hopefully reverse the 
degradation that has occurred to-date and which threatens the future sustainability of existing resorts.  
There is an important role for establishing and monitoring quality standards, which can also be 
explicitly linked to environmental criteria.   
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Annex 3 

Table A3.1:  Simulating the Global Impact of US Tariff Reduction under DR-CAFTA 
    Upper Bound  Lower Bound 

Country 
Ex-ante 

Exports to 
US ($'000) 

Ex-post
Exports to 
US ($'000)

Change In 
Exports to 
US ($'000)

Change In 
Exports to 

US (%) 

Ex-post
Exports to 
US ($'000) 

Change In 
Exports to 
US ($'000)

Change In 
Exports to 

US (%) 

China 19,768,154 19,716,100 -52,054 -0.3 19,742,268 -25,886 -0.1
Mexico 8,850,414 8,750,139 -100,275 -1.1 8,800,472 -49,810 -0.6
Canada 4,417,898 4,393,407 -24,491 -0.6 4,405,699 -12,199 -0.3
Hong Kong, China 3,874,880 3,838,684 -36,196 -0.9 3,856,852 -18,028 -0.5
Indonesia 3,377,578 3,352,996 -24,582 -0.7 3,365,269 -12,245 -0.4
Italy 3,114,977 3,100,377 -14,600 -0.5 3,107,694 -7,283 -0.2
India 2,865,260 2,844,039 -21,221 -0.7 2,854,698 -10,562 -0.4
Thailand 2,801,363 2,779,983 -21,380 -0.8 2,790,341 -10,646 -0.4
Korea, Rep. 2,726,780 2,706,027 -20,753 -0.8 2,716,453 -10,327 -0.4
Taiwan, China 2,394,242 2,374,748 -19,494 -0.8 2,384,537 -9,705 -0.4
Philippines 2,350,706 2,328,799 -21,907 -0.9 2,339,306 -10,911 -0.5

Dominican Republic 2,350,537 2,815,664 465,127 19.8 2,582,814 232,277 9.9
Honduras 2,235,951 2,739,854 503,903 22.5 2,487,526 251,575 11.3
Bangladesh 2,224,204 2,204,920 -19,284 -0.9 2,214,595 -9,609 -0.4
Pakistan 1,861,869 1,841,905 -19,964 -1.1 1,851,947 -9,922 -0.5
Sri Lanka 1,669,653 1,654,140 -15,513 -0.9 1,661,925 -7,728 -0.5
El Salvador 1,663,049 2,131,418 468,369 28.2 1,896,974 233,925 14.1
Brazil 1,654,488 1,648,038 -6,450 -0.4 1,651,282 -3,202 -0.2
Guatemala 1,652,347 2,354,467 702,120 42.5 2,003,107 350,760 21.2
Turkey 1,589,153 1,566,664 -22,489 -1.4 1,555,648 -11,120 -0.7
Australia 1,167,230 1,162,409 -4,821 -0.4 1,161,594 -2,401 -0.2
Macao 1,110,654 1,095,677 -14,977 -1.3 1,103,201 -7,453 -0.7
Cambodia 965,246 952,708 -12,538 -1.3 959,006 -6,240 -0.6
Malaysia 854,535 844,174 -10,361 -1.2 849,314 -5,161 -0.6
Costa Rica 731,454 915,247 183,793 25.1 823,234 91,780 12.5

Source: World Bank staff estimates   
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Table A3.2:  Effect of Removing Apparel Quotas 
Regression: Feasible Generalized Least Squares with product group and 
year fixed effects. 

Dependent variable: Log of relative export prices from Dominican 
Republic, HS categories 61 and 62. 

Data: Dominican apparel export prices 1996-2003 at the HS 8-digit level; 
4-digit product categories for the fixed effects. 
  Coef. Std. Err. t 
Preference margin         0.660          0.117          5.620  
Log of export value         0.081          0.011          7.730  
Log of total US imports        (0.032)         0.011         (3.000) 
Quota dummy         0.148          0.028          5.290  
Constant        (0.077)         0.329         (0.234) 
Observations  1112    

Source: World Bank staff calculations 
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CHAPTER 4:  LABOR AND HUMAN CAPITAL 

Job creation accompanied the strong GDP growth performance of the past decades, but the 
labor contribution to growth was concentrated in low-productivity activities rather than 
high value-added employment.  Despite increasing educational attainment, labor demand 
continues to be concentrated in relatively low skills.  The Dominican labor market functions 
relatively free of distortions: positive returns to education imply effective wage signaling 
despite minimum wage and other regulations, and Dominican labor is competitive relative 
to the Caribbean and most Central American countries, in terms of both price and 
investors’ perceptions.  Unemployment has been persistent, however, driven in part by 
increased female labor force participation, but also by large numbers of discouraged 
workers, a degree of voluntary unemployment, poor education quality, and insufficient 
employer demand for higher skilled labor.  The combined effect limits future 
competitiveness and economic growth prospects by confining Dominican labor to basic 
skills that do not meet the demands of skill-intensive new technologies that would help 
Dominican exporters compete globally.   

161. The trade patterns discussed in the preceding chapter provide an indication of which sectors 
are the primary drivers of exports and imports, and illustrate that trade has played an increasing role 
in overall economic production, with both exports and imports making progressively larger 
contributions from the 1970s to 2000 and beyond.  Moreover, the cross-country regressions presented 
in Chapter 2 indicate that trade openness played a key role in the Dominican growth story, although 
the direct contribution of FTZs to growth was modest.  

162. These mixed results are due in part to the dualistic trade policy environment which constrains 
the backward linkages between FTZs and other sectors of the economy.  There are nevertheless 
important trade-to-growth feedback effects from job creation – particularly the case in the FTZ sector 
– and increased aggregate demand through wage earnings.  The growth accounting exercise in 
Chapter 2 (recall Table 2.4) illustrates that of all factor inputs, labor expansion was responsible for 
nearly half of total value-added growth in the FTZs observed over the 1975-2004 period, especially in 
the early sub-periods when the FTZ sector was taking off (see Figure 4.1).  Unskilled labor played a 
key role in the non-FTZ sector as well, accounting for a quarter of non-FTZ growth (see Figure 4.2).  
The rising educational attainment observed over the past three decades had negligible effect on FTZ 
growth, as these jobs are primarily semi-skilled or unskilled, and only modest effect on the rest of the 
economy, contributing about 8 percent of total non-FTZ growth between 1975 and 2004.   

Figure 4.1:  Labor Contribution to FTZ Growth

Source: World Bank staff estimates 
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163. The analysis that follows examines the patterns and characteristics of employment, with a 
view to understanding labor demand and the potential transmission of sectoral incentives to 
employment creation.  The key questions this analysis seeks to answer are:  

What education and skills profiles are in demand by employers and are they available in the 
Dominican labor market today?   
Is the labor market sufficiently flexible to facilitate skills provision and matching between 
employers and job seekers? 
How does the underutilization of labor resources constrain overall growth? 
Are Dominican labor costs internationally competitive?   

Figure 4.2:  Factor Contributions to Non-FTZ Growth     
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    Source: World Bank staff estimates 

I.  Employment Outcomes since the Mid-1990s87

164. The shifts in economic production since the reforms of the early 1990s are reflected in the 
changing employment patterns observed over the past decade.  The total employed workforce in the 
Dominican Republic today exceeds 3.2 million workers.  Declining shares of agriculture and 
industrial manufacturing employment throughout the 1990s were accommodated by a shift toward 
services.  Figure 4.3 illustrates that the commerce sector is by far the largest employer (accounting for 
one-fifth of total employment), but agriculture and manufacturing remain important employers 
despite their declining shares.  Disaggregating services further, the largest employment gains since 
1996 occurred in commerce, general government and other services, and to a lesser degree in tourism 

87  The analysis in this chapter relies on the Central Bank’s labor force surveys (Encuesta de Panel de 
Fuerza de Trabajo), conducted twice a year using a census-based sample of over 5,000 households.  Unless 
otherwise noted, statistics refer to the April 2003 labor force survey.  There was a change in the survey 
methodology in 1996, such that earlier survey results are not strictly comparable with those of 1996 and 
beyond.  Changes to the questionnaire occur regularly in response to emerging trends in the labor market, but 
comparability is maintained for the post-1996 period.  Finally, the sample was adjusted in October 2003 to 
reflect the 2002 census results, leading to a much larger sample of 9,500 households that is regionally 
representative.  The regression analyses rely on the April 2003 survey data rather than more recent surveys in 
order to isolate the effects of the employment shock stemming from the macroeconomic crisis that emerged in 
mid-2003. 
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(i.e., hotels, bars and restaurants), transportation and construction.88  The construction sector grew 
more or less in line with overall employment growth, maintaining a flat share in total employment.   
165. The decline in agricultural employment reflects the shift away from traditional crop 
production, driven in part by changing international food prices and preferential market access.  
Recall from the sector decomposition of growth in Chapter 2 that agriculture contributed 8 percent of 
total GDP growth between 1970 and 2004.  The recent stagnation in industrial manufacturing 
employment is more surprising, however, given the important expansion of FTZ exports during the 
1995-1999 period (over a third of industrial manufacturing jobs are in FTZs); whereas manufacturing 
contributed 26 percent and 38 percent of total GDP growth in the late 1980s and early 1990s 
respectively, its contribution fell to 17 percent in 1995-1999 and only 3 percent in 2000-2004.  This 
relative stagnation during the FTZ boom period of the late 1990s can be explained by productivity 
increases in addition to job creation, as exports per worker increased by 35 percent over 7 years 
(averaging 4.4 percent growth per year between 1996 and 2003, measured in US$ terms).   

166. It is notable that the contraction in FTZ exports in 2001 and 2002 was accompanied by job 
shedding (about 24,000 jobs lost) while worker productivity remained steady, suggesting that FTZ 
employers can adjust employment levels in response to changing demand.89  In the economy as a 
whole, labor productivity (measured by real GDP/worker) increased by a more modest but still robust 
17 percent between 1996 and 2003 (averaging 2.3 percent per year), suggesting that FTZs are more 
dynamic and increasing in labor efficiency compared to the rest of the economy.  This conclusion is 
consistent with the finding in Chapter 2 that TFP growth explained 31 percent of total FTZ value-
added growth during 1975-2004, and accounted for all of the sector’s growth during 1995-1999, 
while TFP accounted for two-thirds of total non-FTZ value-added growth during 1995-1999.  The 
FTZ contribution to total labor demand has been moderate since the early 1990s: FTZs created 54,000 
jobs between 1991 and 2004, while aggregate employment grew by nearly a million during the same 
period.  Aggregate employment grew by a robust 4.6 percent per year between 1996 and 2002, 
marginally outpacing the expansion of the labor market.  Employment contracted by 7 percent in 
2003 during the crisis, but started to recover in 2004, when over 100,000 jobs were created.   

Figure 4.3:  Employment Level by Sector 1996-2004 
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88  Other services include non-government health care providers and teachers, and providers of household 
and other personal services.   
89  The FTZ sector added 19,000 jobs in 2003 and 2004. 



88

167. The shift towards service jobs and the service sectors’ determinant (i.e., 50 percent) 
contribution to overall output are mirrored in the concurrent increase in informal sector employment: 
those reporting to be “own account” workers represent about two-fifths of total employment.  
Between 1996 and 2002 private sector firms added 290,000 jobs, but the informal sector experienced 
an even greater boom, generating 380,000 jobs, equivalent to 5.6 percent annual average informal job 
growth.  Although some 26,000 own-account workers are professionals employed primarily in the 
financial and personal services industries (April 2003 data), 90 percent of non-professional own 
account workers (excluding the agriculture sector) are employed in the services sector (37 percent in 
wholesale and retail trade, 17 percent in transportation and communications, and 16 percent in 
construction inter alia).  Private sector employment also grew significantly, and faster than average, 
during the 1996-2002 period.  The sectoral distribution of private employees is much more 
concentrated in manufacturing, which accounted for nearly a third of total private employees in 2003.  
However, wholesale and retail trade are also significant employers within this category.     

168. By 2003, the smallest firms (1-4 workers) accounted for more than half of total employment 
(see Figure 4.4).  Moreover, the share of employment in own account firms rose from 40 percent in 
April 2000 to 44 percent in April 2003 (not including domestic household workers).  Several studies 
by FondoMicro indicate the large and growing importance of small and micro enterprises in the 
Dominican Republic.  One recent study carried out by FondoMicro (Trejos and Mora 2003) attributes 
the sector’s expansion to households’ efforts to escape poverty through informal activities, the links 
between the exploding tourism sector and local small-scale service providers, and the availability of 
remittances to finance start-up costs for new ventures.90  This employment shift toward micro firms 
has a mixed impact on growth, boosting national output for workers who would otherwise remain 
outside the labor force, but also limiting output potential due to micro firms’ typically lower 
productivity resulting from constrained access to credit, technology and economies of scale.  Guzmán 
and Ortíz (2005) provide evidence that many small and medium enterprises – which have higher labor 
productivity compared to both micro and large firms – expanded over time from micro (i.e., 10 or 
fewer employees) beginnings, implying that micro enterprises reduce poverty not only directly, but 
also indirectly through dynamic job creation over time. 

Figure 4.4:  Employment by Firm Size, 2003 
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90  Remittances increased from US$1.1 billion in 1997 to US$2.2 billion in 2004. 
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169. During the more recent 2000-2003 period, which encompassed periods of minimal economic 
growth but preceded the economic downturn, own account workers increased their ranks by nearly 
175,000, primarily at the cost of private sector jobs, which experienced a negative outflow of 109,000 
posts.91  The informalization of the labor market is also reflected in the prevalence and type of 
contracts.  Only 43 percent of employed respondents reported having signed a contract (April 2003).92

And nearly two-fifths reported working in unlicensed firms in 2003, up from 37 percent in 2000.  

170. In order to understand the links between long-run economic growth and employment 
creation, it is important to consider not only which sectors have created jobs but also the nature and 
skill levels associated with these new jobs.  With respect to occupation, own account workers tend to 
be employed in the lower skills occupations of sales and production activities (respectively 
accounting for 46 and 37 percent of non-agriculture self-employment in April 2003), implying that 
the recent increase in informal employment reflects an overall downward shift in worker productivity.  
Private employees, in comparison, display relatively higher concentrations of professional and 
managerial level workers as well as clerks, although production and service activities remain 
important.  This contrasts sharply with the occupational distribution in the public sector: some 55 
percent of government workers hold professional, technical or managerial positions, compared to 34 
percent in the public enterprise sector, and a mere 5 percent among own account workers.   

171. The educational attainment patterns of different categories of workers also provide insight 
into the structure of the Dominican labor market.  With respect to aggregate labor demand, nearly 
one-tenth of employed workers have no education, half have a primary education, and another quarter 
have a secondary education.  Government and public enterprises have the highest demand for 
university graduates, whereas private employees have a higher concentration of secondary school 
graduates, and own account workers fall at the bottom of the education spectrum – three-fourths have 
a primary education or less (World Bank 2005a).  These results suggest that workers with secondary 
and post-secondary education prefer jobs in the public sector, while those with a secondary or 
advanced primary (i.e., grades 5-8) education find more demand for their skills and therefore job 
opportunities in the private sector.  But non-professional own account workers are the least well 
equipped in view of employers, pushing them toward self-employment in the informal sector. 

172. Labor demand – measured by average hours worked – rose from 43 hours per week in 1996 
to 45 in 1999, and subsequently declined to less than 42 in 2002 and 2003, translating into a 
stagnation in aggregate hours worked after 2000.  This pattern is mirrored by real wage movements, 
as the average real hourly wage rose 9 percent between 1996 and 1999, subsequently fell by 6 percent 
in the period to 2002, and by a further 13 percent in 2003 and 22 percent in 2004, driven by high 
inflation resulting from the peso depreciation.  Both measures point to a serious weakening of labor 
demand since 2000. 

173. Two sectors that have been important to the recent growth story – tourism and textile 
manufacturing – provide interesting case studies.  The tourism sector, which accounts for about 6 
percent of total employment and a similar share of GDP, experienced strong employment growth that 
averaged 7 percent annually between 1996 and 2002.93  The crisis of 2003 caused a modest 1 percent 
decline in tourism jobs, which rebounded by nearly 6 percent in 2004 following the depreciation.  
Meanwhile real sector wages rose 40 percent in 1997 and 1998, and declined thereafter, falling below 

91  Using the ILO definition of employed as age 15 and over. 
92  The Central Bank has begun to collect data on the type of contracts (i.e., indefinite, term, or by-the 
task) workers sign, but this data are not currently available. 
93  Tourism includes hotels, bars and restaurants, and excludes tourism-related activities such as 
transportation, crafts, and other tourism-linked services. 
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1996 levels by 2002 (as shown in Figure 4.5)94; this decline is mirrored in the overall decline in the 
international price of tourism services (denominated in US$), indicating increased competitiveness.  
Real manufacturing wages, including textiles, remained higher in the period of slowdown (2000-
2002) compared to the mid-1990s, implying a deterioration in competitiveness during this critical 
period (see Figure 4.5).  Textile employment in FTZs, which accounts for more than two-thirds of 
total FTZ employment, grew by a modest 1.6 percent per year between 1996 and 2002, in net terms 
adding only 11,000 of the 790,000 jobs added to the economy during that period, compared to 
tourism, which created over 58,000 new jobs in the same period.   

174. Although the textiles and tourism sectors have contributed to job growth and rising export 
receipts in the past decade, the contribution to value-added is limited by the preponderance of low-
skill jobs, reflected in (i) educational profiles that tend to cluster around the primary level and 
(ii) below average wages.  But this implied modest growth impact does not capture extensive indirect 
linkages – such as tourism-related demand for transportation and communications services 
(accounting for 30 percent of total sector demand, according to Lizardo and Guzmán 2001) or retail 
trade – which generate a large number of jobs (albeit primarily in the informal sector at lower skill 
levels) and significant value added. 

Figure 4.5:  Tourism and Manufacturing Wages 
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II.  Determinants of Employment and Wages 
175. The preceding section examines the recent evolution of the characteristics of employment in 
the Dominican Republic, contributing to our understanding of which sectors exhibit economic 
dynamism, and how the sector and work status profiles of workers have changed over time in 
response to domestic market demands and external competition.  The analysis in this section shifts the 
focus from time trends to a specific snapshot of the micro-determinants of employment and wages.  
Using the pre-crisis April 2003 labor force survey data, regression analysis allows estimations of the 
various characteristics of labor demand and the magnitude of their contributions, controlling for other 
factors.  If we believe that wages are market-determined despite the existence of minimum wages and 
other legislated labor costs, as suggested by downward real wage flexibility and not fully binding 
minimum wages, then actual wages provide a signal of labor productivity and quality.  By estimating 

94  Wage data for 2003 is calculated as the average of the April and October 2003 survey results. 
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the determinants of wages using Mincer-type earnings regressions (using the log hourly wage as the 
dependent variable), it is possible to identify which worker characteristics are de facto in demand and 
the magnitude of their relative influence on wages.  The regressions include individual, household 
and regional characteristics, because the labor supply decision of individuals depends not only on 
their training and areas of interest, but also on the availability and proximity of certain types of jobs, 
as well as the needs of the household.  Using a Heckman correction to control for potential selection 
bias did not significantly alter the results (except where noted below).   

176. As shown in Table A4.1, the returns to education are positive and increasing, and larger for 
women in the private sector compared to the public sector, which is consistent with the expected 
wage compression typical of government pay policies.  The large increments between the returns to 
each educational category suggest that wages are an efficient signal of quality.  Even vocational 
training has a positive and relatively larger pay-off than general secondary education.95  Some sectors 
exhibit different pay patterns: mining and construction pay higher wages, while manufacturing, 
tourism and wholesale and retail trade pay relatively lower salaries, although all sectors pay better 
than agriculture jobs (the reference sector in the regression).  The wage regression results in Table 
A4.1 point to several areas in which earnings gaps emerge, indicating potential segmentation in the 
Dominican labor market.96  These include pay differences between public and private sector workers, 
between urban and rural areas, between own account workers and other categories of employees, 
between FTZ and non-FTZ firms, and between men and women (see Box 4.1). 

177. By disaggregating the regressions between the public and private sectors, we can decompose 
the relative impacts of worker and household characteristics in the separate sectors.  Regression 5 
indicates a negative public sector wage premium equivalent to 11 percent (see Table A4.1), and in the 
Heckman corrected regression (not shown), male public enterprise workers earn 30 percent more than 
civil servants with the same characteristics.  Rural workers in each sub-category earn about 20 
percent less than their urban counterparts (the gap is larger with the Heckman correction).  We find a 
Santo Domingo-specific effect (i.e., higher wages in the capital city) equal to a 7 percent wage 
premium in the pooled regression.   

178. Recall the preceding discussion of the emergence of the informal sector and own account 
workers.  Regression analysis helps us understand the degree to which this represents a story of 
dynamic job creation of well-paying jobs, or rather an impoverishment and marginalization of a 
growing share of the labor market.  The results in Table A4.1 indicate that wages of non-professional 
own account female workers are about 20 percent higher than similar workers in the formal private 
sector (the wage gap is insignificant for men).  The regression results do not indicate a significant 
wage difference between employees of licensed and non-licensed firms.  Finally, firm size is 
determinant, as smaller firms (here defined as those with less than 11 employees) pay relatively lower 
salaries.  Considered together, these results – especially the lack of a negative informal sector wage 
effect – do not imply this is the sector of last resort for marginal workers who cannot find 
employment elsewhere, although this is certainly the case for some workers.  Even for these workers, 
however, the prospect of informal employment is likely to represent a net welfare gain by providing 
remunerative opportunities to workers who would otherwise exit the labor force.   

95  Between 2000 and 2003, the magnitude of the positive returns to experience and education actually 
declined slightly, which could be the result of increased supply of workers in the labor market, especially at the 
higher skill levels.   
96  Earnings gaps are not sufficient evidence of labor market segmentation through rigidities precluding 
wage equalization; other factors affect labor supply decisions that ultimately influence wages. 
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179. Linking employment and wage trends in the period between 2000 and early 2003, the 
economy and job creation slowed during this period (prior to the crisis), and the data show a larger 
deterioration in own account wages compared to the rest of the economy between April 2000 and 
April 2003, reflecting the informal sector’s reactive and flexible role in the face of stagnant or 
declining labor demand.  The resulting negative earnings impact of this growing segment of the labor 
force certainly contributed to the slowdown in overall GDP growth.  There was also a relative 
deterioration in wages in small firms during this period.   

180. With respect to the FTZ sector, the regression results (with Heckman correction) indicate that 
FTZ workers earn markedly less than their non-FTZ counterparts (16 percent less for men, 21 percent 
less for women), which supports the data on the average wage gap among manufacturing workers: 
RD$21/hour in FTZs (22 percent above the minimum wage) compared to RD$34/hour outside FTZs.  
With respect to hours worked, however, FTZ workers average 5 percent more hours per week.  Taken 
together, these results suggest that FTZ firms managed to remain competitive prior to the crisis by 
controlling labor costs and expanding output through longer work hours.

III.  Skills Matching and Unemployment 
181. The term “matching” refers to the process of bringing together job seekers and employers – in 
other words, matching supply and demand – and a shortfall in demand results in unemployment.  The 
Dominican authorities use two definitions of unemployment: open unemployment (abierta), which 

Box 4.1:  Employment and Pay Differences by Gender 

The data show large discrepancies in the sector and education distributions of men and women: a higher 
proportion of women work in government, tourism and the domestic service fields compared to men, while 
agriculture, construction and transportation jobs are dominated by men.  With respect to education, working 
men on average have less education than working women (driven in part by lower labor force participation 
by women with little or no education).  But there is a higher share of university-educated women (28 
percent of all employed women) than men (14 percent of men), and in fact a higher number of educated 
women working compared to men.  Women make up nearly half of all government employees, and just over 
half of those work in professional and technical occupations.   

Regression analysis that controls for sector, work status and education indicates an 18 percent negative 
wage premium for women (see regression 5 in Table A4.1).  In comparative terms, however, this 18 percent 
effective wage gap is an improvement over the 22 percent gap prevailing in 2000, and is in fact smaller than 
that in the US and most developed and developing economies.  The regression analysis also indicates that 
rural women fare worse than rural men compared to their urban counterparts, and women in tourism-sector 
jobs also fare worse (men in tourism jobs actually fare better than many other sectors, suggesting that men 
and women perform different types of jobs).  But the positive informal:formal wage gap for women is large.  
In FTZs, women account for almost three-fifths of employment, which helps explain why FTZ wages are so 
much lower than in manufacturing firms outside the FTZs (through both the negative female wage premium 
and the negative FTZ wage effect).   

Despite persistent wage discrimination, the increase in employed women has poverty-reducing effects by 
increasing household income in both two-earner and female-headed households (which experience higher 
rates of poverty). And although female returns to education are markedly lower than men’s in the public 
sector (surprising given that we expect greater equality and less discretion in the government’s pay policies; 
see Table A4.1), private sector returns to education are very similar for men and women and represent a 
narrowing of the differences compared to 2000.  This result implies that women have indeed made progress 
regarding increased labor market opportunities, although the high rate of skilled female unemployment 
suggests still inadequate opportunities to absorb the influx of skills.
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requires job search and is consistent with the ILO definition; and broad unemployment (ampliada),
which includes discouraged workers who have effectively exited the labor force.97  The aggregate 
unemployment data reflect the broader definition (and thus include both abierta and ampliada), but 
the gap between the two is very large, averaging 10 percentage points (see Figure 4.6).  By 2004, the 
open unemployment rate reached 5.4 percent, compared to a broad unemployment rate of 18.4 
percent.

Figure 4.6:  Unemployment 
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182. The persistence of high broad unemployment despite very high sustained annual GDP growth 
is largely explained by the influx of workers into the labor market, especially women.  The 
Dominican labor force grew by 3 percent annually between 1996 and 2002, while the female labor 
force grew markedly faster, averaging 5 percent annual growth during this period (World Bank 2005a 
contains a detailed analysis of labor force participation trends and characteristics).98  This trend is 
supported by regression findings that women’s probability of being economically active increases 
with education (see Table A4.2), female returns to education at almost all education levels rose 
between 2000 and 2003, and educational attainment among both men and women has been steadily 
increasing since the 1950s (see World Bank 2006b and 2005a for more details on education 
outcomes).   

183. Skills mismatch also contributes to unemployment, and is the combined result of supply-side 
and demand-side shortcomings.  Discouraged workers tend to have lower educational attainment 
compared to the openly unemployed, and are also slightly younger than the openly unemployed, and 
significantly younger than the average employed person, reflecting a high rate of youth 
unemployment that is double the national rate (i.e., 12 percent open unemployment for ages 15-24, 
and 31 percent broad unemployment in April 2003).  The high share of new entrants among the 
unemployed – 27 percent of the open unemployed and 44 percent of discouraged workers – suggests 

97  The recent Poverty Assessment (World Bank 2006b) uses the broad definition of unemployment. 
98  Between 1996 and 2003, female employment rose by 40 percent, compared to only 16 percent for men.  
Most of these new jobs were in the service sector (including the civil service) as well as commerce (i.e., 
wholesale and retail trade), financial services and tourism. Although the number of women managers more 
than doubled, the overall occupational distribution for women remains highly concentrated in services, sales and 
clerk positions (World Bank 2005a). 
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that labor demand has not kept pace with labor force growth.  The fact that discouraged workers tend 
to be young and less educated may imply mismatch between expectations of school leavers and the 
realities of the job market, a supply-side explanation.   

184. Alternatively, it may indicate a mismatch between skills of school leavers and those sought 
by employers, a demand-side explanation.  Disaggregating the unemployed by gender and education 
level reveals that for men, unemployment rates are highest for those with a vocational degree (18 
percent) and those with a post-university education (10 percent).  And these results are supported by 
Probit regression findings that vocational graduates are the most likely education group to be 
unemployed, followed by university graduates (results are reported in Table A4.3, regression 1).99

Mismatch does not necessarily result in unemployment, however, but can instead be manifested as 
underemployment.  For example, occupation-education mismatch is observed among university 
graduates as well as those at the low end of the skill spectrum, many of whom are pushed into 
informal self-employment.  Moreover, there is some evidence that women are concentrated in lower-
skill occupations despite higher education compared to men (21 percent of employed women with at 
least a university education work as clerks compared to only 10 percent of men).  A national survey 
of 740 employers sheds light on the extent of skills mismatch: the 2003 Encuesta Nacional de 
Demanda de Capacitación found that firms primarily sought workers with relatively low 
qualifications.  This was particularly true for FTZ firms (78 percent of expected new hires would be 
sewing machine operators), but also true in the tourism and financial sectors.100  Sectors in which 
employers found it most difficult to find qualified workers included construction, manufacturing, 
financial services and insurance.  More than half of employers reported difficulty in finding 
employees with the desired skills, especially in the fields of management and administration.  
Employers identified particular shortcomings in languages, experience and basic education.   

185. Employers’ disproportionate demand for low skills in the near term partly reflects the 
production structure of the Dominican economy and the trade incentives for FTZs in particular, but is 
also attributable to the scarcity of high quality labor stemming from the low level and quality of 
education in the Dominican Republic.  Although access to primary education and primary completion 
rates increased markedly over the last decade (primary net enrollment rose from 74 to 94 percent 
between 1994 and 2002, and completion rates for eight years of basic education rose from 35 percent 
in 1998 to 53 percent in 2002), there are major weaknesses at the secondary and tertiary levels (for a 
more detailed discussion, see World Bank 2005a).  A lack of communication between educators and 
employers exacerbates skills mismatch in the labor market.  The public higher education system 
appears to prepare students for the small traditional “white collar” industries of business, finance and 
law, in addition to education, while little effort is devoted to developing human resources for 
information and communication technology (ICT), higher value-added manufacturing, or tourism.101

But where the public education system has failed, the private market has stepped in: there are 
hundreds of small IT institutes and language schools scattered across the country, so that even small 
towns of only 8,000 inhabitants have at least one, if not both.  However, the observed low levels of 
educational attainment at the secondary and tertiary levels and low education quality restrict the 
prospects that graduates can be productive participants in the global knowledge-based economy in the 

99  This result suggests inadequate demand for graduates of vocational training programs, although this is 
inconsistent with the relatively higher returns to earnings of vocational graduates compared to secondary school 
graduates. 
100  Among hotels, bars and restaurants, employers reported that 61 percent of new hires would be 
bartenders, waiters or cooks.  Among financial sector firms, 71 percent of new hires would be tellers.   
101  More technical training is delegated to the Instituto Nacional de Formación Técnica (INFOTEP); for a 
detailed description, see World Bank 2005a. 



95

near term, confining most workers to relatively low value-added jobs in agriculture, construction, 
assembly-type manufacturing, and services related to the tourism industry. 
186. Persistent unemployment in the Dominican Republic may have other explanations as well.  
Two variables correlated with unemployment include single marital status for men and men receiving 
remittances from abroad; both groups are more likely to be unemployed, suggesting that 
unemployment may be voluntary in some cases.  Members of households that receive remittances 
from abroad are also less likely to enter the labor force; this is true for both men and women, although 
the effect is larger for men.  This evidence implies a downside to Dominican out-migration, namely 
that the resulting remittances distort labor incentives.  On the other hand, the remittance-
unemployment causality may work in the opposite direction if, for example, workers who are 
unemployed are more likely to solicit and receive income support from family members abroad based 
on need.  Because we cannot determine the direction of causality, we consider other factors that may 
shed light on the voluntary nature of unemployment.  To wit, regression analysis finds that being a 
dependent of the household head – either a child (over age 14) or other non-spouse family member – 
increases men’s probability of being unemployed by 3-4 percent (regressions 1 and 3 in Table A4.4), 
implying a degree of voluntary unemployment among men, but not women.  

187. Whatever the causes of unemployment – both broad and open – and underemployment, the 
implied underutilization of labor resources limits growth.  This fundamental and rather obvious 
conclusion is borne out by the growth accounting exercise in Chapter 2, which implies that an 
increase in employment per working age population (i.e., a decline in unemployment) will boost 
growth by an average of 5 percent (using the long-run regression coefficient value).

188. Impact of the Crisis.  The 2003 banking crisis and economic slowdown led to an immediate 
increase in broad unemployment, as workers were laid off and the labor force expanded at more the 
double the rate of the working age population.  That is, declining incomes stimulated an influx into 
the labor force, especially among women (the active female population grew by nearly 9 percent 
between 2003 and 2004).  But the shortage of jobs meant a significant increase in the unemployment 
pool, which grew by 90,000.  The data suggest that a majority of these were new entrants rather than 
laid off workers, and were essentially discouraged workers (given that open unemployment actually 
declined).  Most of the contraction in labor demand occurred in the financial sector – where about 
8,000 jobs were lost as a direct result of the bank failures – followed by the construction and 
telecoms/transport sectors, each losing 7,000 jobs.  But the peso depreciation helped export sectors, 
which posted substantial job growth – notably in agriculture, manufacturing (FTZ employment 
increased by 13,000), and tourism.102  This mixed picture of churning as embodied in job creation and 
destruction illustrates the dynamism of the Dominican economy and the short-lived impact of the 
crisis on overall GDP growth.

IV.  Is Dominican Labor Competitive? 
189. The competitiveness of Dominican labor relates not only to quality in terms of skills but also 
to cost.  The Dominican Republic’s strong trade performance and sustained economic growth during 
the mid- to late-1990s provides evidence that the economy was competitive as a result of trade 
preferences by producing goods and services at a price and quality level in demand by the US.  The 
weakening trade performance since 2000 raises questions about continued competitiveness in a 
dynamic global trade environment driven by rapidly shifting demand, and in the future by new trade 
agreements at the bilateral, regional, hemispherical and global levels.  The preceding analysis of labor 
demand helps to unravel the role of labor in the production structure of the Dominican economy.  The 
influx of women into the labor market may have put some downward pressure on wages; this effect 

102  Services and commerce also expanded employment.  
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was reinforced by the significant wage discrimination against women despite higher average 
education levels.  On the other hand, real wages have declined only since 1999, and most sharply in 
response to the recent peso depreciation, implying that economy-wide pressures such as declining 
domestic and export demand rather than added labor supply pushed real wages down. 

190. A foreign investors’ perception survey carried out in mid-2004 concluded that compared to 
other potential investment destinations in the Caribbean, Dominican labor was a primary attraction 
due to relatively low wages, high productivity, general availability of both unskilled and skilled labor, 
and a flexible regulatory environment (Foreign Investment Advisory Service 2004).  On average, 
Dominican labor is cheaper than in the rest of the Caribbean region, substantially cheaper than in 
Barbados, Grenada, Jamaica and Trinidad and Tobago (see Table 4.1).  Comparative wage data from 
the ILO (summarized in Annex 4, Table A4.4) indicates that the average manufacturing wage in the 
Dominican Republic, at US$1.58 per hour, exceeds wages in El Salvador (US$1.06), Guatemala 
(US$1.19), and Nicaragua (US$1.27), but is competitive with respect to Costa Rica and Mexico as 
well as more developed countries with higher per capita incomes. 

Table 4.1:  Comparing 2004 Average Hourly Labor Costs in the Caribbean (US$) 
 Barbados Dominican 

Republic 
Grenada Jamaica Trinidad & 

Tobago
Professional $30.00 $14.30 $63.70 $23.10 $32.40 
Skilled $12.00 $4.47 $10.30 $8.96 $13.50 
Unskilled $4.66 $1.47 $4.65 $4.53 $2.88 
Source: Foreign Investment Advisory Service (2004) 

191. Despite this positive external perception, Dominican labor is subject to legislation that 
reduces competitiveness through higher labor costs.  Formal sector employers must pay social 
security taxes, payroll taxes to INFOTEP, a Christmas bonus (salario doble), and severance packages 
(cesantía), and are also bound by sector-specific minimum wages (see World Bank 2005a for a 
discussion).  In the absence of concrete evidence, the impact of these regulations can be inferred by 
the size and recent growth of informal sector employment, as high formal sector labor costs reduce 
labor demand and drive more and more workers into informal self-employment.  The effect is likely 
to be exacerbated by recent increases in payroll tax rates to finance the new social security system.  
The degree to which labor regulation imposes a burden on employers depends on the extent of 
regulation enforcement, however; less than 20 percent of workers entitled to a cesantía upon 
termination actually received payment in 2003, suggesting that labor market protection fails most 
workers and that labor legislation is not a binding constraint on employers.   

192. Labor costs declined as a result of the currency depreciation in 2003, significantly lowering 
the US$-price of labor.  But the depreciation was also transmitted into high inflation, which on the 
one hand lowers real wages, but on the other hand increases the demand for wage increases.  The 
relative lack of union representation and collective bargaining has meant that employers have 
adjusted nominal wages slowly, in the absence of effective pressure for cost of living increases.  In 
October 2004, Congress approved a 30 percent increase in most minimum wages and in mid-2005, 
government wages were raised by 30 percent as well.  The projected jump in payroll taxes resulting 
from the new social security system may drive more workers into the informal sector and lower the 
real wages of formal employees (since employers generally pass on labor taxes through lower 
wages).103  This outcome would contradict the policy objective of raising labor demand in the formal 
sector with the resultant higher wages being passed on to workers to create a net welfare gain.   

103  Significant evasion of payroll taxes in the early phases of social security implementation, namely the 
pension contribution, is already emerging as a problem. 
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V.  Migration 
193. Two additional factors affect the competitiveness of Dominican labor: Haitian immigration 
and Dominican emigration.  With respect to Haitian immigration, the relatively porous border 
between the two countries provides an alternative to those seeking escape from the dire economic 
circumstances and high unemployment in Haiti.  Unofficial estimates place the Haitian population in 
the Dominican Republic between 500,000 and one million.  But according to the 2002 Census, about 
63,000 Haitian live in the Dominican Republic, and the 2004 labor force survey data puts the number 
at 113,000, suggesting significant underreporting.  A survey of 3,000 Haitian households in the 
Dominican Republic conducted by the International Organization for Migration and FLACSO (the 
Latin American Faculty of Social Sciences) in 2002 provides information on the characteristics of 
Haitian immigrants, who are mostly male (76 percent), young (four-fifths under age 40) and low-
skilled.104  Whereas most are employed in agricultural activities – namely sugar but increasingly other 
farm activities – nearly 40 percent work in construction jobs.  In recent years, increasing numbers of 
Haitian women are migrating to the Dominican Republic, reflected in the diversification into service 
activities such as street vending, tourism and domestic help.   

194. The impact of migration on host-country growth is likely to be positive, according to Borjas 
(2001), with larger gains in countries where the migrant and native population education profiles and 
other productivity factors are most different.  This appears to be the case in the Dominican Republic, 
where Haitians are less educated than Dominicans – particularly in the construction sector, in which 
high labor demand for certain niche jobs not attractive to Dominicans are filled by Haitians, but with 
no evidence of downward pressure on construction wages or urban wages at large.  On the other hand, 
the availability of cheap105 unskilled Haitian labor appears to have depressed rural agricultural 
earnings (World Bank 2006b).  

195. Whereas in-migration potentially improves the competitiveness of Dominican output, out-
migration could have the opposite effect if very large in magnitude and accompanied by significant 
remittances.  In theory, a large outflow of highly skilled workers could lead to brain drain, lowering 
overall domestic labor productivity and output.  And a large inflow of remittances could increase the 
reservation wage (and voluntary unemployment).  Most out-migration has been to the US (New York 
has a particularly large Dominican community), with annual official flows fluctuating between 
18,000 and 27,000 in recent years, which in effect reduces working age population growth in the 
Dominican Republic by an average 9-13 percent annually.106  A 2004 survey of 3,000 households in 
the Dominican Republic and 800 Dominican households in the US carried out by Bendixen and 
Associates found that an estimated 2 million Dominican-born adults live and work outside of the 
Dominican Republic: 56 percent in the US, 21 percent in Europe (11 percent in Spain), and 20 
percent in Puerto Rico (Multilateral Investment Fund 2004).   

196. The decision to migrate depends on individual circumstances and relative opportunities at 
home and abroad.  Some people emigrate for tertiary education with the intention of returning to the 
Dominican Republic upon graduation, while others seek better work opportunities.  A higher 

104  International Organization for Migration and Facultad Latino Americana de Ciencias Sociales (2004).  
105  Our own analysis estimates a large wage gap between Haitian migrants and non-Haitians: Haitians in 
the agriculture sector on average earn 23 percent (hourly wage) to 29 percent (monthly wage) less than non-
Haitians.  These wage gaps are even larger in the commerce and construction sectors (up to 50 percent in the 
latter).  Regression analysis indicates that the unexplained wage gap between Haitian and non-Haitians, 
controlling for education and sector, inter alia, amounts to 33 percent for men (the effect is not significant for 
women). 
106  The data, based on US immigration data, excludes undocumented workers but includes previously 
undocumented workers who become legal (see Thomas-Hope 2004). 
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percentage of migrants to the US have less than a primary education (17 percent of migrants 
compared to 9 percent of non-migrants), and similar shares of migrants and non-migrants have a 
secondary education, implying no evidence of brain drain.  In terms of economic impact, although 
growth regressions do not find a statistical link between remittances and growth, this is most likely an 
artifact of data quality and availability.  The Bendixen survey finds that 38 percent of Dominican 
adults regularly receive remittances, in aggregate totaling US$2.7 billion (14 percent of GDP) or 
US$1,400 per person annually, nearly half of per capita income.107  Some sixty percent of remittance 
income is used for daily consumption expenses, boosting economic growth through aggregate 
demand, while over 30 percent – US$800 million – is productively invested (including human capital 
investments) or saved, as illustrated in Figure 4.7.108  These productive uses of remittance resources 
provide a major benefit to the Dominican economy despite possible labor market distortions. 

Figure 4.7:  Use of Remittances
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197. But there is scope for making remittance resources even more productive, namely by 
reducing sending costs and promoting and facilitating spending in areas with higher economic 
returns.  International remittance flows are currently receiving much attention in the economics 
literature, both in terms of magnitude and cost structure, stimulated in part by the under-realized 
development potential of remittances.  Because remittances to the Dominican Republic tend to be sent 
in increments up to US$200, the flat fees charged by money transfer companies imply transaction 
costs ranging from 4-20 percent on a US$50-equivalent peso transfer, and 2-8 percent on a US$150-
equivalent peso transfer (the costs are 5 to 15 percentage points higher for dollar-denominated 
transfers; Suki 2004).  The Dominican cost structure is higher than many neighboring countries for 
two reasons: most transfers are via cash delivery to the home; and competition in the market is very 
limited.  Remittance senders and especially receivers remain largely unbanked, and this low level of 
financial intermediation constrains recipient options such as accessing credit through using 
remittances as collateral, an effective investment incentive used in other countries.  Potential new 
competitors that could offer innovative products to increase financial intermediation are constrained 
by existing market capture.  Moreover, the increased regulatory burden imposed by US federal and 
state authorities post-September 11th raises operating costs further.   

107  Note that this estimate of remittances exceeds the US$2.2 billion reported by the Central Bank for 
2004. 
108  The Bendixen survey finds that 70 percent of remittance-receiving Dominicans have annual household 
income under US$3,500, implying that remittances are a major income source for the poor (Multilateral 
Investment Fund 2004).  
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198. Addressing the current market inefficiencies could provide an important impetus to 
mobilizing savings and increasing credit access, particularly for lower income groups.  Suki (2004) 
identifies the following strategies crucial for opening the Dominican money transfer market: 
“(i) expanded connectivity for businesses marginal to existing electronic networks; (ii) improved 
financial literacy education, better marketing and public information; (iii) enabling community-
oriented financial institutions to participate in the remittance market; and (iv) providing incentives to 
commercial banks to leverage existing products and technologies for remittance receivers.”  

VI.  Labor Market Implications of the New Trade Environment 
199. In light of the education and skill deficiencies of Dominican workers discussed above, 
coupled with constraints that limit labor demand for higher skilled workers, the challenge of 
competing successfully in the new trade environment is significant.  Education is critical for 
technological advances and competitiveness, and research shows that higher stocks of human capital 
enhance the knowledge transfer benefits of foreign direct investment and trade liberalization.  The 
government can foster innovation to retain competitiveness and expand market niches through 
promoting privately financed research and development, re-orienting curricula towards productive 
and competitive sectors, and increasing university-firm linkages (World Bank 2002d).     

200. Although foreign investors cite Dominican labor as competitive in terms of cost, Dominican 
workers possess essentially basic skills, posing little quality advantage over most competitors.  
Moreover, the average skills profile falls short of the demands of higher value-added service and 
manufacturing industries that pay higher wages.  Greater availability of skilled workers would create 
incentives for firms to invest in new technologies that are skill-intensive, but filling this supply gap 
would necessitate better skills and extensive educational improvements, including achieving full 
access to education at the secondary level.  Even the adoption and diffusion of existing technologies 
typically requires at least some secondary education (independent of the educational requirements to 
adapt and create new technologies).  Existing gaps in secondary education have exacerbated 
inefficiency and inequity, as increasing numbers of talented, poor students are unable to access public 
higher education while tertiary students are drawn from a narrower and more affluent talent pool.109

Evidence from Latin America and the Caribbean region indicates that poverty is generated by 
deficiencies in workers’ productive endowments – especially education – within the context of low 
levels of overall productivity within their local economies, and that escaping poverty requires 
completing secondary education (World Bank 2006a).  Poor families typically lack the necessary 
assets such as human capital and public infrastructure to take advantage of growth opportunities.  
Policies to address these inequities and raise education outcomes could include conditional cash 
transfer or educational credit programs to keep children in school longer.  This could be coupled with 
efforts to increase local productivity and labor mobility through improved communications flows 
between underserved areas and the large cities (World Bank 2006a).

201. Like many other Latin American countries with low education levels, the Dominican 
Republic is trapped in technological stagnation and low demand for education, despite positive and 
increasing returns to education.  At current levels of skill and education, the Dominican labor force is 
ill-prepared to benefit from foreign direct investment and technological transfer that would increase 
the country’s international competitiveness.  Whether supply-driven or demand-driven or both, skills 
mismatch would benefit from a better alignment of labor demand and supply fostered by closer 
partnerships between the private sector and educational institutions.  This could be facilitated through 
the increased use of internships and apprenticeships during formal education, for example, as well as 
through pre-service training programs targeted to those with less than a secondary education.  

109  See World Bank (2006b) for a discussion. 
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Developing the employment services market (led by the private sector) to improve the job search 
skills of new labor force entrants would also improve job matching, leading to more efficient labor 
market outcomes.

202. Increased labor demand arising from new market opportunities and foreign investment 
inflows could stimulate individual, employer and government efforts to increase skills and improve 
matching.  The shift toward higher value-added activities would propel growth through income and 
aggregate demand effects, and reduce unemployment directly through job creation and indirectly by 
better aligning expectations of job seekers and employers.  A dynamic labor market would also 
increase domestic work opportunities relative to jobs available abroad, causing more potential 
migrants to remain in the Dominican Republic. 

203. In order to meet the human capital requirements for supporting new export growth areas and 
developing new market niches, the current base of knowledge and training will need to be 
ameliorated.  Reforms within the formal education system – primarily at the secondary and tertiary 
levels – could focus on improving general problem-solving skills, collaboration and teamwork skills, 
languages and cross-cultural understanding.  With respect to technical skills, the following areas of 
expertise may be in increasing demand under the new trade policy framework: electronics, bio-
technology, supply chain management, chemistry relating to fertilizers and pesticides, information 
technology, and software development.  Promoting linkages between universities and the private 
sector can stimulate innovation as well as induce curriculum changes.  With respect to upgrading 
skills for those already active in the labor force, in-service training opportunities could be upgraded 
by investing in INFOTEP’s capacity to provide specialized training to key industries with unmet 
demand and design training programs and/or technical assistance in areas relating to business 
management.
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Annex 4 

Table A4.1: Wages 
Dependent variable: Ln hourly wage 
Sample: Employed workers age 15-64, non-zero wages 
  Men Women Men and Women 
  Public Private Public Private Pooled 
  (1) (2) (3) (4) (5) 
pre-primary 0.000 0.172 0.000 0.000 0.168 

(0.000) (0.304) (0.000) (0.000) (0.296) 
primary 1-4 0.293 0.155 -0.453 0.149 0.152 

(0.163) (0.042)** (0.206)* (0.099) (0.036)** 
primary 5-8 0.465 0.286 -0.176 0.269 0.281 

(0.161)** (0.042)** (0.197) (0.100)** (0.036)** 
secondary 0.938 0.522 0.125 0.530 0.541 

(0.166)** (0.046)** (0.207) (0.105)** (0.039)** 
vocational 1.400 0.840 0.386 0.960 0.901 

(0.303)** (0.136)** (0.259) (0.200)** (0.092)** 
university 1.597 1.099 0.608 1.070 1.132 

(0.168)** (0.054)** (0.209)** (0.110)** (0.042)** 
post university 1.959 1.600 1.002 1.842 1.686 

(0.258)** (0.162)** (0.252)** (0.199)** (0.093)** 
potential experience 0.056 0.041 0.021 0.025 0.037 

(0.007)** (0.003)** (0.007)** (0.005)** (0.002)** 

potential experience2
-0.001 -0.001 -0.000 -0.000 -0.001 

(0.000)** (0.000)** (0.000)** (0.000)** (0.000)** 
tenure (years) -0.011 -0.012 0.013 0.001 -0.006 

(0.011) (0.007) (0.010) (0.012) (0.004) 

tenure2
0.001 0.001 -0.000 0.000 0.000 

(0.000) (0.000)* (0.000) (0.001) (0.000)** 
part-time 0.392 0.387 0.291 0.481 0.408 

(0.069)** (0.029)** (0.052)** (0.041)** (0.020)** 
mining 0.000 0.495 0.000 0.000 0.471 

(0.000) (0.198)* (0.000) (0.000) (0.192)* 
manufacturing 0.202 0.264 0.175 0.226 0.253 

(0.338) (0.044)** (0.486) (0.148) (0.037)** 
utilities 0.095 0.465 0.434 0.424 0.382 

(0.200) (0.156)** (0.311) (0.304) (0.091)** 
construction 0.151 0.628 0.000 0.705 0.623 

(0.602) (0.044)** (0.000) (0.265)** (0.041)** 
wholesale, retail trade 0.002 0.282 0.137 0.111 0.245 

(0.276) (0.038)** (0.316) (0.141) (0.032)** 
tourism 0.177 0.245 0.536 0.176 0.232 

(0.591) (0.061)** (0.382) (0.145) (0.043)** 
transportation, communications 0.048 0.434 0.261 0.383 0.419 

(0.218) (0.043)** (0.332) (0.194)* (0.038)** 
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Table A4.1: Wages (continued) 

 Men Women Men and Women 
 Public Private Public Private Pooled 
 (1) (2) (3) (4) (5) 
financial services 0.135 0.457 0.410 0.453 0.462 

(0.207) (0.059)** (0.314) (0.153)** (0.045)** 
community, social, personal services 0.101 0.368 0.297 0.105 0.252 

(0.203) (0.055)** (0.282) (0.144) (0.039)** 
HH services, extra-territorial 0.000 1.136 0.000 0.892 0.973 

(0.000) (0.694) (0.000) (0.436)* (0.334)** 
FTZ 0.000 0.000 0.215 0.000 -0.083 

(0.000) (0.000) (0.420) (0.000) (0.045) 
government employee -0.187 0.000 0.000 0.000 0.000 

(0.109) (0.000) (0.000) (0.000) (0.000) 
public enterprise employee 0.000 0.000 0.064 0.000 0.083 

(0.000) (0.000) (0.102) (0.000) (0.061) 
own account worker  -0.014  0.194   

 (0.036)  (0.061)**   
rural -0.233 -0.220 -0.262 -0.164 -0.206 

(0.064)** (0.027)** (0.066)** (0.051)** (0.021)** 
Santo Domingo 0.119 0.065 0.061 0.061 0.071 

(0.077) (0.031)* (0.073) (0.048) (0.022)** 
remittances 0.294 0.085 0.082 0.027 0.070 

(0.134)* (0.060) (0.097) (0.068) (0.038) 
licensed firm 0.047 0.031 0.510 0.086 0.018 

(0.209) (0.029) (0.252)* (0.053) (0.022) 
1-10 employees -0.937 -0.068 0.000 -0.239 -0.102 

(0.585) (0.034)* (0.000) (0.048)** (0.025)** 
public     -0.117 

    (0.036)** 
female     -0.203 

    (0.019)** 
Constant 1.655 1.969 1.961 2.004 2.040 

(0.303)** (0.067)** (0.434)** (0.180)** (0.052)** 
Observations 529 4081 470 1632 7038 
R-squared 0.5356 0.3269 0.4151 0.3108 0.3416 

Standard errors are in parentheses.      
   * significant at 5%; ** significant at 1%.     

Source: World Bank staff estimates 
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Table A4.2: Labor Force Participation 
Probit regression: Probability of participating in the labor force 
Sample: Men and women age 15-64; boys and girls age 10-14 
  Men Women Men Women Boys Girls 
  (1) (2) (3) (4) (5) (6) 
pre-primary -0.088 0.038 -0.048     

(0.167) (0.211) (0.169)     
primary 1-4 0.069 0.072 0.031 0.050 0.712 0.398 

(0.017)** (0.030)* (0.009)** (0.040) (0.841) (2.851) 
primary 5-8 0.016 0.078 0.025 0.064 0.844 0.189 

(0.019) (0.029)** (0.011)* (0.040) (0.712) (1.679) 
secondary 0.012 0.135 0.025 0.123    

(0.019) (0.030)** (0.011)* (0.043)**    
vocational 0.112 0.273  0.193    

(0.034)** (0.073)**  (0.108)    
university 0.028 0.370 0.040 0.405    

(0.021) (0.028)** (0.009)** (0.042)**    
post university 0.122 0.515 0.038 0.467    

(0.045)** (0.042)** (0.009)** (0.082)**    
age 0.059 0.070 0.013 0.050 0.126 0.031 

(0.002)** (0.003)** (0.003)** (0.006)** (0.102) (0.027) 

age2 -0.001 -0.001 -0.000 -0.001 -0.005 -0.001 
(0.000)** (0.000)** (0.000)** (0.000)** (0.004) (0.001) 

free union -0.002 -0.017 0.002 -0.002    
(0.019) (0.019) (0.008) (0.022)    

divorced -0.152 0.156      
(0.067)* (0.040)**      

separated -0.099 0.124      
(0.032)** (0.026)**      

widowed -0.076 0.140      
(0.071) (0.038)**      

single -0.147 0.034      
(0.021)** (0.026)      

dependency ratio -0.000 -0.000 -0.000 0.000 0.000 -0.000 
(0.000) (0.000) (0.000) (0.000) (0.000) (0.000) 

HH size -0.009 -0.006 -0.000 -0.008 -0.004 -0.001 
(0.003)** (0.005) (0.003) (0.008) (0.004) (0.001) 

woman present other than mother     0.007 0.001 
    (0.014) (0.004) 

woman present other than wife -0.061  -0.014     
(0.014)**  (0.011)     

woman present other than self  -0.010  -0.005    
 (0.019)  (0.028)    

presence of children under age 6 0.069 0.002 0.015 -0.029 0.035 0.005 
(0.012)** (0.016) (0.009) (0.024) (0.017)* (0.005) 

rural 0.013 -0.133 0.011 -0.154 0.035 0.004 
(0.011) (0.015)** (0.008) (0.021)** (0.015)* (0.004) 

share of public employment -0.129 0.357 -0.262 0.167 0.020 0.108 
(0.141) (0.196) (0.117)* (0.278) (0.137) (0.056) 
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Table A4.2: Labor Force Participation (continued) 
  Men Women Men Women Boys Girls 
  (1) (2) (3) (4) (5) (6) 
FTZ share employment -0.238 0.416 -0.350 0.353 -0.069 0.051 

(0.112)* (0.152)** (0.087)** (0.218) (0.117) (0.043) 
remittances -0.192 -0.133 -0.114 -0.009 0.021   

(0.034)** (0.023)** (0.035)** (0.045) (0.071)   
female headed HH, adult male present  0.006 -0.057 0.130 0.039 -0.001 

 (0.024) (0.021)** (0.037)** (0.037) (0.006) 
male headed HH 0.005 -0.092   0.022 0.000 

(0.012) (0.024)**   (0.018) (0.005) 
child of HH head     0.027 0.002 

    (0.013)* (0.004) 
spouse pre-primary    0.106    

   (0.301)    
spouse primary 1-4   -0.004 0.057    

  (0.014) (0.040)    
spouse primary 5-8   0.004 0.061    

  (0.013) (0.039)    
spouse secondary   -0.005 0.011    

  (0.016) (0.043)    
spouse vocational   -0.121 -0.111    

  (0.101) (0.111)    
spouse university   0.014 -0.013    

  (0.016) (0.049)    
spouse post university   -0.038 0.321    

 (0.070) (0.136)*    
spouse government employee   -0.009 -0.005    

  (0.021) (0.034)    
spouse PE employee    -0.040    

   (0.059)    
spouse self-employed (non-prof.)   -0.014 -0.059    

  (0.017) (0.023)*    
spouse unemployed abierta   -0.003 0.233    

  (0.029) (0.064)**    
spouse unemployed ampliada   0.019 0.061    

  (0.013) (0.069)    
spouse inactive   0.002 -0.001    

  (0.012) (0.041)    
spouse domestic service   -0.012 0.186    

  (0.021) (0.119)    
Observations 6656 6795 2845 3141 1265 1167 
Pseudo R sq 0.278 0.1558 0.2137 0.1214 0.0718 0.1436 

Standard errors are in parentheses. 
* significant at 5%; ** significant at 1%. 
Source: World Bank staff estimates 
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Table A4.3: Unemployment 
Probit regression: Probability of being openly unemployed (abierta) or discouraged (ampliada) 
Sample: Labor force age 15-64 
  Abierta Ampliada 
  Men Women Men Women 
  (1) (2) (3) (4) 
pre-primary    0.022 

   (0.280) 
primary 1-4 0.013 0.088 -0.010 -0.002 

(0.017) (0.068) (0.009) (0.035) 
primary 5-8 0.035 0.061 -0.003 0.002 

(0.017)* (0.054) (0.009) (0.034) 
secondary 0.036 0.108 -0.004 -0.004 

(0.018) (0.060) (0.009) (0.034) 
vocational 0.193 0.081 -0.020 0.021 

(0.085)* (0.108) (0.017) (0.076) 
university 0.048 0.085 -0.017 -0.089 

(0.024)* (0.056) (0.008)* (0.029)** 
post university 0.157 0.036    

(0.100) (0.101)    
age -0.002 -0.009 -0.002 -0.001 

(0.001) (0.003)** (0.001) (0.004) 

age2 0.000 0.000 0.000 -0.000 
(0.000) (0.000) (0.000)* (0.000) 

single 0.050 0.020 0.023 -0.024 
(0.015)** (0.023) (0.012) (0.028) 

free union 0.025 0.027 0.005 0.045 
(0.011)* (0.017) (0.009) (0.021)* 

divorced -0.020 0.045 0.027 -0.023 
(0.019) (0.037) (0.036) (0.037) 

separated 0.045 0.018 0.021 -0.035 
(0.023)* (0.023) (0.017) (0.026) 

widowed 0.027 -0.021 -0.019 -0.039 
(0.060) (0.029) (0.025) (0.036) 

dependency ratio -0.000 0.000 -0.000 0.000 
(0.000) (0.000) (0.000)* (0.000) 

HH size 0.002 0.005 0.001 -0.000 
(0.001) (0.003) (0.001) (0.004) 

spouse of HH head -0.002 -0.003 0.026 -0.009 
(0.016) (0.018) (0.021) (0.024) 

child of HH head 0.032 -0.000 0.027 0.030 
(0.013)* (0.017) (0.012)* (0.027) 

other relation to HH head 0.041 0.010 0.032 0.039 
(0.017)* (0.021) (0.016)* (0.032) 

Rural -0.030 -0.039 -0.012 0.027 
(0.006)** (0.010)** (0.005)* (0.017) 
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Table A4.3:  Unemployment (continued) 
 Abierta Ampliada 
 Men Women Men Women 
 (1) (2) (3) (4) 
Remittances 0.061 0.027 0.076 0.047 

(0.023)** (0.022) (0.024)** (0.030) 
first time job seeker   0.560 0.650 

  (0.039)** (0.024)** 
Observations 5114 2933 5413 3572 
LR chi-sq  216.32  167.98  784.76  971.17 
pseudo- R sq 0.1 0.096 0.315 0.28 

Standard errors are in parentheses.    
* significant at 5%; ** significant at 1%.    
Source: World Bank staff estimates    

Table A4.4:  Hourly Manufacturing Wages (US$), 2002 
  Wage/hour GNI/capita   Wage/hour GNI/capita 
Argentina $1.29 $4,220 Mauritius $1.10 $3,860
Bolivia  $0.79 $900 Mexico $1.88 $5,920
Brazil $1.33 $2,830 Nicaragua1 $1.27 $710
Canada $12.09 $22,390 Pakistan $0.27 $420
Chile $1.60 $4,250 Panama $1.80 $4,020
Colombia $0.64 $1,820 Paraguay $0.54 $1,170
Costa Rica $1.76 $4,070 Peru $1.00 $2,020
Dominican Republic $1.58 $2,380 Philippines $0.76 $1,030
Ecuador $1.27 $1,490 Poland $2.67 $4,570
El Salvador $1.06 $2,110 Singapore $9.46 $20,690
Guatemala $1.19 $1,760 Sri Lanka $0.33 $850
India $0.14 $470 Thailand $0.73 $2,000
Ireland $12.88 $23,030 Trinidad & Tobago $4.19 $6,750
Jordan $1.36 $1,760 Turkey $2.03 $2,490
Korea $8.15 $9,930 United Kingdom $17.77 $25,510
Malaysia $2.10 $3,540 United States $15.30 $35,400

1  Wage data is from 2001. 
Note: Wage data reported prior to 2002 is adjusted for inflation. 
Source: US Department of Commerce Import Administration, ILO, WDI, Dominican Republic Labor Force Survey 
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CHAPTER 5:  THE ROLE OF CREDIT 

Credit to the private sector has increased steadily over time, facilitating investment during 
a period of robust economic growth.  But credit to the economy continued to increase 
despite the post-2000 economic slowdown, signaling financial sector imbalances which, 
enabled by the poor regulatory and supervisory environment, led to the costly banking 
crisis in 2003.  The Central Bank’s intervention had high direct and indirect costs in terms 
of macroeconomic instability, recession and skyrocketing public debt.  The solid 
foundations of growth with respect to structural policies – including financial depth – 
proved insufficient to withstand the pressures of weak institutions and the political 
influence of connected elites.  The authorities have begun to address key challenges vis-à-
vis strengthening the regulatory environment and prudential supervision, but further and 
more rapid improvements are needed before a new crisis emerges.  With respect to demand 
for credit, over 40 percent of Dominican firms have access to credit, while those facing 
credit constraints cite high interest rates and collateral requirements as the main obstacles 
to borrowing.  Although Dominican households have relatively greater access to borrowing 
and higher prevalence of financial savings compared to many developing countries, half of 
Dominican households had unmet credit demand.  Households that experienced adverse 
effects had higher borrowing rates, suggesting that credit markets mitigated the effects of 
the economic crisis.   

204. The sources of growth analysis in Chapter 2 indicates that long-run growth was largely fueled 
by capital accumulation and productivity gains over the 1970-2004 period, and that investment in 
capital stock has explained over half of the output growth in the non-FTZ sector since 1975.  Within 
the more dynamic FTZ sector, although employment growth and TFP were the main determinants of 
growth, investment in FTZs – the majority financed externally – was substantial, averaging US$900 
million annually between 2000 and 2003.  With respect to structural policies, the panel regression on 
determinants of growth finds that financial depth was important in facilitating Dominican growth, 
explaining about 40 percent of GDP growth since 1985, but the banking crisis in 2003 – which cost 
an estimated 21 percent of GDP – did not have a large impact (in part due to the definition of the 
explanatory variable, and in part because the effects will register in the medium run).  The analysis 
that follows considers the supply of credit to the economy by looking at the financial sector and its 
role in facilitating or impeding economic growth.  We subsequently examine the demand for credit by 
households and firms, the characteristics of borrowers and of those denied access, and the various 
uses of credit.

I.  The Financial Sector 
205. The financial sector in the Dominican Republic is moderately well developed compared to 
other Latin American countries, and is dominated by the banking sector, given that the insurance and 
capital markets are in their infancies.  This analysis therefore focuses on the formal banking sector. 

A.  Linking Financial Development and Economic Growth 

206. There is a large economics literature on the links between financing and long-run economic 
growth (see for example Levine 1997; 2005).  From a theoretical perspective, financial institutions, 
instruments and markets help minimize information costs and transaction costs, thereby contributing 
to better resource allocation through investment and technological improvement, stimulating growth.  
The high fixed cost of evaluating firm performance, firm managers and overall economic conditions 
is conducted by financial intermediaries with a comparative advantage rather than by individual 
investors (see Allen 1990 for theoretical models that characterize these links).  Financial markets also 
contribute to growth through financial institutions that can more effectively monitor the use of capital 
by firms, generating improved corporate governance.  Moreover, financial institutions are likely to 
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diminish overall risk, by diversifying risk across alternative investments, and by reducing inter-
temporal risk, and liquidity risk. 

207. Empirical studies including firm-industry studies and cross-country research suggest not only 
a strong link between the level of financial sector development and long-term growth, but also that 
the direction of causality is from financial depth to economic growth (although there is some  counter 
evidence supporting this direction).110  Financial depth is typically measured by the ratio of a broad 
monetary aggregate such as M2 or M3 to GDP, but more recent empirical research suggests that the 
ratio of private sector credit to GDP is a better measure for analyzing the growth impact, since it 
excludes credit to the government and public enterprises. 

208. Credit to the private sector as a percentage of GDP has been slightly lower in the Dominican 
Republic compared to the Latin American average, with the exception of the period 2000-2004, when 
credit veered in opposing directions, declining throughout Latin America but rising in the Dominican 
Republic (as depicted in Figure 5.1).  The expansion of credit in the run-up to the 2003 banking crisis 
is striking given that it coincides with the economic slowdown, pointing to a misalignment of 
economic fundamentals.  Figure 5.2 provides a more detailed view of the evolution of credit to the 
private sector in the Dominican Republic, illustrating that private sector credit in the 1970s rose from 
about 20 to 30 percent of GDP, and it remained around that level until the crisis in 1990 and 1991, at 
which point it fell sharply to 21 percent of GDP.  As economic growth accelerated beginning in 1996, 
credit to the private sector rose at an even faster pace, reaching 42 percent of GDP in 2003 until the 
banking crisis, following which it plummeted to 28 percent of GDP. 

Figure 5.1:  Comparing Private Sector Credit in Latin America 
and the Dominican Republic (% of GDP) 
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110  On the other hand, Rousseau and Wachtel (2002) argue that the correlation is weaker than proposed in 
much of the literature when changes in time periods and variation in the sample of countries are included. 
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Figure 5.2:  Evolution of Private Sector Credit to GDP 1971-2004 (% of GDP) 
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B. The Banking Sector

209. The Dominican financial system is dominated by commercial banks.  The number of 
financial institutions expanded rapidly in the 1980s, taking advantage of available opportunities for 
regulatory arbitrage.  Special access to targeted credit and subsidies by the Central Bank favored the 
creation of development and mortgage banks, and a large number of finance companies (financieras)
were established, enabling specialized banks to diversify their portfolios.  Following the economic 
and financial crisis of 1990, a reform of the financial system liberalized interest rates, eliminating 
most subsidies and targeted credit policies, and unified reserve requirements.  In 1992, additional 
regulatory changes expanded the scope of bank activities and allowed for the creation of universal-
type banks.  This led to extensive consolidation, as different types of institutions merged.  Financial 
sector consolidation was also driven by bank failures during the early part of the decade, following 
the 1990 crisis.  Seven commercial banks accounting for about 14 percent of total commercial bank 
assets failed between 1989 and 1990 as a result of problems arising from lending concentration, 
lending to related parties, and poor risk management.  Further consolidation followed the 2003 
banking crisis, when three major banks were intervened and dissolved.111

210. The total number of regulated financial institutions declined from 464 to 163 between 1990 
and 2000 (see Table 5.1).  By end-2005, the number of entities in the financial system stood at 112, 
including 12 commercial banks (bancos múltiples), 18 savings and loans, 9 development banks, and 
44 finance companies.112  Commercial banks hold nearly four-fifths of total assets of the financial 
system, compared to 17 percent in savings and loans, and less than 3 percent in development banks 
(see Table 5.2). 

111  The banks that failed were Baninter, Bancrédito and Banco Mercantil. 
112  Commercial banks are “bancos universales” or “bancos múltiples” according to banking regulations in 
the Dominican Republic.  They are universal banks licensed to provide a wide array of banking services, 
including issuing checking accounts.  Development banks are private institutions (although one is partially 
owned by the government and the Banco de Reservas) that are specialized by sector and can accept savings and 
time deposits. 
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Table 5.1: Number of Firms in the Financial System by Type of Institution, 1990-2005 

Number of Institutions 1990 1996 1997 1999 2000 2005 

Commercial Banks 21 15 14 15 15 12 

Development Banks 36 15 14 15 15 9 

Mortgage Banks 13 2 1 1 1 1 

Savings and Loans 19 19 19 18 18 18 

Finance Companies 370 131 120 88 83 44 

Public Institutions 5 5 5 5 5 5 

Other financial companies .. 39 39 30 26 23 
Total 464 226 212 172 163 112 
Source: Superintendency of Banks 

211. The commercial banks segment of the financial sector is itself highly concentrated.  Today, 
the six largest banks – Banco de Reservas, Popular, BHD, Dominicano del Progreso, Republic Bank 
and Scotia Bank – control 92 percent of total bank assets, and the three largest banks account for 
70 percent of total assets (see Table 5.3).  The largest bank, state-owned Banco de Reservas, holds 
31 percent of total assets, and the second bank, Popular, holds 28 percent of total assets.  This 
concentration has increased over time as the industry consolidates, raising the risk of capture by 
narrow interests or business elites, symptomatic of the country’s weak governance.113  The Herfindahl 
Hirshman Index with respect to total assets increased from 1439 in 1998 to 1510 in 2000, and to 2029 
in 2005 (although this reflects less concentration than in many other Latin American neighbors).114

212. With the exception of Banco de Reservas, the commercial bank sector and the financial 
system are predominantly privately owned.  Foreign participation is limited to three banks and two 
development banks. 

Table 5.2:  Assets by Type of Institution (US$ millions, % of GDP) 
Institutions 2000 2002 2005 

 US$M %GDP US$M %GDP US$M %GDP 
Commercial Banks 7,949 40.8 9,186 48.4 10,194 34.6 
Development Banks 461 2.4 250 1.3 379 1.3 
Mortgage Banks 13 0.1 8 0.0 4 0.0 
Savings and Loans 1,727 8.9 1,860 9.8 2,246 7.6 
Financial Comp. 222 1.1 224 1.2 148 0.5 
Public Institutions 22 0.1 139 0.7 229 0.8 
Other Financial Companies 115 0.6 19 0.1 18 0.1 
Total Assets 10,507 54.0 11,686 61.5 13,217 44.8 

Note: Excludes Dominicano del Progreso. 
Source: Superintendency of Banks 

113  As will be seen below, related party lending was a key factor behind the banking crisis. 
114  The Herfindahl Hirshman Index is the sum of the squares of the respective percentage shares, and lies 
between 0 a 10,000.   
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Table 5.3: Universal Bank Market Shares 

As of December 2005     Total Assets  
     (RD$ millions)     Share (%) 

De Reservas 102,364 30.7 
Popular 93,151 28.0 
B.H.D. 38,548 11.6 
Dominicano del Progreso1 27,436 8.2 
Republic Bank 22,944 6.9 
Scotia Bank 20,857 6.3 
León 8,207 2.5 
Citibank 7,820 2.3 
Santa Cruz  5,228 1.6 
BDI 3,761 1.1 
Caribe Internacional 1,730 0.5 
Vimenca 1,184 0.4 
Total2 333,230 100.0 
1 Results as of November 2005. 
2 Includes Dominicano del Progreso November 2005 results. 
Source: Superintendency of Banks 

213. Banco de Reservas plays a special role in the financial system.  In addition to being a 
commercial bank, it acts as the financing agent of the government and holds the bulk of public sector 
deposits.  Under its special regulatory status, it is subject to less stringent requirements and greater 
regulatory forbearance.  In 2001, the Financial Sector Assessment Program, or FSAP (World Bank 
and IMF 2001), identified key regulatory, financial and prudential problems created by this special 
treatment because it does not correspond to a commercial bank owned by the government that 
competes with private banks.  Moreover, Banco de Reservas has sufficient market power to make or 
counteract monetary policy, and has indeed been used to this end in the past.  

214. With respect to asset growth over time, banking system deposits reached RD$269.3 billion by 
the end of 2005 (about US$7.7 billion), and overall credit issued by the banking system rose to 
RD$176.9 billion (US$ 5.1 billion), of which RD$152.4 billion (US$4.4 billion) was credit to the 
private sector.  As shown in Figure 5.3, bank credit to the private sector rose at a rapid pace between 
2000 and 2003 (in real terms), experienced a severe negative shock associated with the banking crisis 
and subsequent economic slowdown that contributed to defaults, but began to recover again in 2005.  
Deposits, on the other hand, were surprisingly resilient throughout the crisis – although there was a 
shift to US dollar deposits (discussed below).  This was mostly due to the very costly intervention of 
the Central Bank that prevented a widespread run on deposits. 
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Figure 5.3:  Banking Sector Deposits and Private Credit (constant 1999 prices) 
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215. Credit allocation of the banking sector, as reported by the Superintendencia de Bancos during 
the years 2001-2005, indicates a sharp decline in lending to the industrial sector in favor of increased 
credit to construction, retail and other services, the three of which account for 71 percent of total 
credit.  Credit to the public sector was also substantial, increasing in 2003 and 2004 in particular.  It 
should be noted that tourism receives little domestic financing, and is primarily supported by foreign 
investment. 

Table 5.4:  Bank Lending by Economic Sector (%) 
Sector 2001 2002 2003 2004 2005 

Agriculture 5.0 3..2 3.1 2.9 4.2
Mining 0.2 0.1 0.1 0.4 0.1
Industry 10.2 5.1 4.8 4.6 3.5
Utilities & transportation 2.7 2.4 1.8 1.4 1.1
Construction 9.5 18.9 17.0 15.7 17.4
Retail 25.6 33.1 39.3 35.9 29.9
Tourism 1.5 1.3 1.6 0.8 0.4
Financial Services 2.5 3.0 2.5 2.2 2
Other Services 19.2 19.2 15.1 18.7 24.1
Public Sector 8.9 8.9 12.4 15.0 12.9
Other 14.7 4.7 2.2 2.3 4.4
Total 100 100 100 100 100

Source: Superintendency of Banks 

216. High reserve requirements and excessive reserve levels impose a major burden on the 
financial system, reflected in the wide spread between lending and deposit rates equal to around 10 
percentage points, which inhibits financial intermediation, diminishes the competitiveness of the 
domestic banking sector and encourages the development of offshore markets (see Figure 5.4).  
Required reserves for commercial banks are set at 20 percent of their liabilities, including interbank 
operations.  The 2001 FSAP reported that banks also maintained an important amount of excess 
reserves as non-remunerated deposits in the Central Bank (World Bank and IMF 2001).  These were 
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maintained to offset temporary shocks in liquidity and because of the lack of short-term investment 
instruments.  Other financial entities such as development banks and finance companies are also 
required to hold reserves, although at different rates.  Savings and loans are not required to maintain 
reserves in the Central Bank, but are required to deposit up to 10 percent of their foreign currency 
liabilities with the public in the state-owned mortgage bank. 

Figure 5.4:  Nominal Deposit and Lending Interest Rates and Spread (%) 
(annual weighted average of commercial banks) 
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217. Interbank money markets for interest-based products are relatively underdeveloped in the 
Dominican Republic; the only existing market is for short-term funds.  Volumes in this market vary 
depending on liquidity conditions, although it is considered an illiquid market (the lack of an 
adequate legal basis for repo may be constraining the development of the collateralized interbank 
money market).  Open market operations are a recent addition to the Central Bank’s toolkit and 
remain very limited.  As a result, market participants tend to be on the same side of the market, that 
is, either liquid or illiquid.  The number of participants is also small, and only the largest banks 
participate (although Banco de Reservas does not).  Despite the limitations of these markets, 
overnight interbank rates can still provide advance warning of difficulties, even in the Dominican 
context of weak monetary institutions (Sánchez-Fung 2004).  The interbank money market is highly 
regulated by the Central Bank, and interbank operations are subject to reserve requirements, making 
them very costly.  The monthly average overnight interest rates shown in Figure 5.5 exhibit a steady 
rise from end-2001 onward, and a more accentuated increase between January 2003 and January 2004 
in conjunction with the Central Bank’s intervention (the spike in the second quarter of 2004 was the 
result of liquidity shortages, illustrating the effect of market concentration, since banks tend to be 
exposed to the same pressures).   
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Figure 5.5: Interbank Overnight Interest Rates (annualized, %) 
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218. Historically, the Dominican banking sector has been characterized by high interest rates and 
spreads around 10 percentage points (1,000 basis points).  This trend increased following the 2003 
crisis, when spreads jumped to 14 percentage points, but in 2005 returned to historical levels, as 
shown above in Figure 5.4.  These large financial margins reflect the prevalence of high costs coupled 
with low yielding required reserves rather than excessive bank profitability.  A simple model 
explaining these trends can be found in the FSAP (World Bank and IMF 2001), but further research is 
needed in this area.  For example, it may be that the presence of state-owned Banco de Reservas 
distorts the market, given that it is the largest bank in the financial system and competes on favorable 
terms.  And the active role of the Central Bank, which until recently set interest rates, explains the 
sustained negative real interest rates in 2004 as it assumed the financial cost of the bank bail-out (see 
Figure 5.6). 

Figure 5.6:  Real Deposit and Lending Interest Rates (annualized, %) 
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219. The financial sector outside the banking sector is not well developed (Guadamillas and 
Skamnelos 2004).  The Dominican securities market is in an early stage, playing a marginal role in 
providing long-term corporate capital.  Public sector securities are limited to bonds issued by the 
Central Bank.  Whereas the Stock Exchange of the Dominican Republic (Bolsa de Valores de la 
República Dominicana or BVRD) was established in the early 1990s, only short-term commercial 
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paper has been issued, with little if any secondary market activity.115  A new Securities Market Law 
(Ley de Mercado de Valores or LMV) came into force in 2003, providing a stronger regulatory 
framework and more transparency to the market and creating the Superintendencia de Valores de la 
República Dominicana (SIV).  The SIV is in its nascent stage of development with respect to 
institutional structure, internal capacity, and regulatory framework.  The recent creation of a private 
pension system is expected to contribute to capital market development.  The 2001 Social Security 
System Law (Ley del Sistema Dominicano de Seguridad Social or LSS) established a private pension 
fund system subject to regulation by a government agency, the Superintendency of Pensions 
(Superintendencia de Pensiones or SIPEN).  The system began operations in 2003, and provides for a 
mandatory defined benefit scheme to workers in the private sector, financed by employer and 
employee contributions (see World Bank 2005a for details).   

C.  System Vulnerability and the 2003 Banking Crisis 

220. The weaknesses and vulnerabilities of the Dominican financial system were identified and 
thoroughly documented in the FSAP (World Bank and IMF 2001), including insufficient 
capitalization and provisioning under Dominican regulations, which themselves fall short of 
international norms.  That assessment also recommended tightening these regulations to international 
standards and strengthening the regulatory framework and financial institutions such as the 
Superintendency of Banks. 

221. Inadequate financial supervision was apparent in the lack of monitoring of financial 
dollarization, a process that began at the inception of universal banks.116  Significant dollarization of 
financial assets and liabilities – albeit still relatively low in 2000 – was cause for concern because of 
the sector’s concentration in three banks and the fact that only half of foreign currency loans were 
made to foreign exchange generation firms.  During 1996-2000, the share of dollar assets to total 
assets increased from 10 to 23 percent, while dollar liabilities increased from 8 to 21 percent of total 
liabilities.  Five domestic private banks had much larger shares of dollar assets, however, ranging 
from 27 to 41 percent in 2000.  A similar dispersion existed in the ratio of dollar deposits to total 
liabilities: two large banks held shares of 26 and 33 percent, respectively.  The gradual dollarization 
trend has continued since 2000, with a sharp increase around the time of the banking crisis, as 
depositors switched from peso accounts to dollar accounts, and credit followed suit (see Figure 5.7).  
The ratio of dollarization fell significantly in the second half of 2004, in part because of the peso 
appreciation, and today hovers around 25 percent for both deposits and lending.  Moreover, the gap 
between dollarization in credit and deposits has disappeared and became negative by end-2005. 

115  Some commercial paper is issued by firms with no real sector activity, thus acting as a financial 
vehicle to capture resources (e.g., deposits) but not backed by real assets.  This practice involves significant 
risks and is not supervised by the Banking Superintendent. 
116  The degree of financial dollarization is actually higher in Central America than in the Dominican 
Republic, with the exception of Guatemala. 
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Figure 5.7:  Dollar Share of Total Lending and Deposits (%) 
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222. Official data from the Superintendency of Banks on non-performing loans do not appear to 
explain the banking crisis.  As the economy decelerated in the second half of 2002, the share of non-
performing loans almost doubled, but to a still modest rate of 4.7 percent of total loans in July 2002.  
This does not account for the large portfolio of off-book loans, however, which would have raised the 
share of non-performing loans significantly.  Provisions for non-performing loans were insufficient 
(even for the official reported loans) and remained flat, implying inadequate links with actual 
performance; provisioning started to rise only in October 2003, well into the financial crisis (see 
Figure 5.8).  These data were not a reliable indicator of financial sector health, primarily because the 
Dominican definition of non-performing loans includes past due amortization and interest payments 
(over 60 days) rather than the outstanding loan amount plus interest past due, another indication of 
insufficient provisioning (World Bank and IMF 2001). 

Figure 5.8: Non-Performing Loans and Provisions in Commercial Banks  
(% of total loans) 
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223. Pre-crisis efforts at reforming the framework of monetary, regulatory and prudential 
supervision rules were clearly inadequate.  The Monetary and Financial Law that was approved in 
November 2002 contained the following provisions, inter alia: (i) a two-year renewable term for 
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monetary board members including the governor of the Central Bank and superintendent of banks, (ii) 
open market operations and foreign currency intervention to be conducted through auctions, (iii) free 
convertibility and unification of exchange rate markets, (iv) improved transparency of the monetary 
and financial accounts of the Central Bank and Superintendency of Banks, (v) full implementation of 
the Basle Accord and other international prudential norms, and (vi) implementation of consolidated 
supervision of financial entities.  But the lack of implementing decrees prevented these reforms from 
becoming effective. 

224. In April 2003, the third largest commercial bank, Baninter, collapsed due to intensified 
liquidity withdrawals and the misappropriation of funds by the bank’s managers and owners, despite 
infusions by the Central Bank beginning in September 2002.  To avoid the contagion effects of a 
confidence crisis to the rest of the financial sector, the Central Bank intervened by guaranteeing all 
Baninter deposits.  In the months that followed, two medium-sized banks – Bancrédito and Banco 
Mercantil – experienced large deposit withdrawals and also received liquidity support from the 
Central Bank.  Some Baninter assets were acquired by Scotia Bank, Bancrédito was sold to a 
domestic bank, and the Central Bank took over part of Banco Mercantil’s related-party portfolio and 
the Republic Bank of Trinidad and Tobago acquired the rest. 

225. Whereas macroeconomic and structural imbalances contributed to the onset of the banking 
crisis (see Sánchez-Fung 2005), the Baninter collapse was the result of fraudulent banking practices  
such as related-party lending and inadequate due diligence117, as well as a weak banking supervision 
framework (Guzmán et al. 2005 provides a well documented and detailed account of the 2003 
banking crisis).  Since 1989, Baninter had operated a parallel bank by regularly issuing promissory 
notes to depositors (compromisos de pago) that were not registered in the final accounts of the bank.  
With official assets of RD$26 billion at end-2002, additional hidden assets of RD$55 billion made 
Baninter the largest bank in the country.  The direct cost of the bailout was RD$109 billion (Guzmán 
et al. 2005).118  The existence of fraud of this magnitude over an extended period confirms the 
severity of supervisory and regulatory weaknesses plaguing the financial system and its key 
institutions.

226. Audits commissioned by the Central Bank identified the misuse of pre-crisis liquidity support 
for increased loans to related parties and high-ranking company employees, and the repayment of 
related-party deposits including off-shore obligations, all in violation of the 2002 Monetary and 
Financial Law.119  Moreover, the audits concluded that the Central Bank’s interventions into the three 
failing banks lacked a sound legal basis and sufficient protection against additional losses to the 
Central Bank.  Specifically, the sources of the banks’ liquidity problems were inadequately verified 
and the use of Central Bank funds was inadequately monitored, the level of support to individual 
banks exceeded the ceilings defined by law, and bail-out funds were issued without collateral. 

227. In the aftermath of the 2003 crisis and in conjunction with support from the IMF Stand-By 
Arrangement and the World Bank’s Financial Sector Technical Assistance Loan, the authorities are 

117  Some 82 percent of all outstanding loans did not meet the minimum required approval procedures, the 
necessary collateral, or appropriate documentation indicating a commitment or intention to repay obligations. 
118  Gross direct bailout costs are measured as government and Central Bank outlays in terms of bond 
issuance and disbursements for liquidity support, payout of guarantees on deposits, costs of recapitalization, and 
purchase of non-performing loans, as suggested by Hoelscher and Quintyn (2003). 
119  Audits were carried out by DS Consulting (“Informe Especial de los Auditores Independientes sobre la 
Aplicación de Procedimientos Previamente Convenidos Aplicados a las Facilidades de Liquidez Otorgadas a 
Bancrédito, S.A.”, November 2003) and PKF (“Facilidades de Liquidez Otorgadas al Banco Intercontinental 
(Baninter)” and “Facilidades de Liquidez Otorgadas al Banco Mercantil”, August 2005). 
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implementing reforms in five broad areas: a) institutional arrangements, including the creation of an 
asset recovery unit at the Central Bank; b) legal and regulatory changes including a new law on bank 
resolution under systemic risk and upgrading prudential norms in line with international best practice; 
c) actions for the resolution of weak banks; d) rules for provision of emergency liquidity; and 
e) restructuring of public banks to ensure equal treatment with respect to private institutions.120

228. Despite some improvements in the prudential framework, the supervisory function remains 
weak and institutional capacity in most of the government agencies dealing with financial system 
supervision needs strengthening.  Banking sector supervision should be strengthened further by: 
vesting all key powers – including the powers to issue enforcement measures and impose penalties – 
in a single supervisory agency; conducting consolidated supervision of financial groups; providing 
legal protection for supervisors in the exercise of their functions; reorienting on-going supervision 
from compliance-checking to comprehensive risk-focused supervision; reforming loan classification 
and provisioning norms, after improving compliance with existing (but inadequate) risk-based loan 
loss provisions; and placing more emphasis on assessing banks’ management, governance and 
internal controls.  Several of these areas are being addressed by new legislation and technical 
assistance by the World Bank, IMF and IADB, including strengthening the Superintendency of Banks 
and improving prudential regulations and supervision under two broad modules: the introduction of a 
new supervisory focus, including enhanced on-site and off-site supervision, and improved 
management of the Superintendency of Banks’ human and technological capabilities. 

229. In the three years since the crisis, reform progress has been slow.  Fundamental institutional 
changes to strengthen the financial system are required to reduce opportunities for fraud and collusion 
through non-transparent oversight, pervasive related-parted lending, capture by business elites, and 
eliminating political interference in supervisory functions.  The authorities need to redouble their 
efforts in order to avoid future shocks to the financial sector that could have systemic effects.  But the 
political will necessary to make these changes is largely absent.  The broad reform areas listed above 
could be complemented by the following measures: a risk-oriented supervisor approach of the 
Superintendency of Banks; enhanced credit risk examination procedures; recapitalization of banks 
and increased provisioning for non-performing loans; liquidity management, both in domestic and 
foreign currencies; development of interbank money markets; improved institutional capacity of the 
other Superintendencies (Securities, Insurance and Pension); modernization of the payments and 
securities settlement systems; and improvement of the legal and institutional framework and judicial 
enforcement.  The FSAP (World Bank and IMF 2001) stressed the importance of developing and 
approving regulations to implement recently passed laws.   

D.  Implications for Growth 

230. The high direct cost of the banking crisis and bailout triggered the economic crisis in 2003, 
when GDP growth declined by 1.9 percent in real terms.  But growth rebounded to positive territory 
in 2004, and was a robust 9 percent in 2005, suggesting a minor impact on the economy.  This static 
view ignores the potentially substantial long-run costs, however.  The Central Bank’s decision to 
avoid contagion to the entire banking system by assuming the liabilities of the three intervened banks 
(including off-balance sheet deposits) actually increased the resolution costs substantially, thereby 
increasing the risk of macroeconomic instability which in turn harms growth (discussed in Chapter 8).  
Since part of the liquidity support was not sterilized, the resulting monetary expansion fueled inflation 
and currency depreciation, and the stock of public debt more than doubled – from 28 percent of GDP 
in 2002 to 58 percent of GDP in 2003.  Support from international financial institutions on policy 
reform (i.e., prudent monetary and fiscal policies) and the Paris Club debt rescheduling agreement 

120  See Morales and Schipke (2005) for a detailed discussion. 
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provided positive signaling that helped restore confidence in the economy.  This policy shift 
coincided with the inauguration of the Fernandez administration, bringing with it a degree of 
speculative optimism that contributed to the recovery, as the peso stabilized and regained value, 
inflationary pressures subsided and interest rates declined.  Despite the rapid stabilization and 
recovery from the crisis, substantial risks remain, including the weakening of the Central Bank 
balance sheet which continues to generate large quasi-fiscal deficits on account of interest payments 
on its large debt. 

231. The steady increase in credit to the private sector over the past thirty-five years helped 
facilitate investment during a time of sustained economic growth – consistent with the assertion that 
financial sector development has been an important contributor to past growth.  But after 2000, credit 
to the economy continued to increase despite the economic slowdown, signaling financial sector 
imbalances.  The 2003 banking crisis clearly illustrates that despite solid foundations of growth, 
institutional weaknesses – in this case weak supervision and lack of transparency – overwhelm the 
positive impact of these foundations.  In other words, the potential growth gains from increasing 
financial depth (proxied by private sector credit) cannot be realized in the context of an under-
developed financial system that is characterized by weak regulation and prudential supervision, and a 
cloudy jurisdictional environment that reflects poor governance.   

II.  Access to Credit 
232. The preceding section addresses credit supply in the Dominican economy in order to 
understand the role of credit in spurring or constraining growth.  Assuming these credit trends 
represent equilibrium levels where supply meets demand in the aggregate, it is important to consider 
the distribution of credit supply and demand among Dominican businesses and households.  This 
analysis seeks to answer the following questions:  

What types of firms or individuals borrow and what firms or individuals are excluded from 
the formal financial sector?   
Of these, which firms or individuals still seek credit from expensive informal sources?   
For what purposes do firms and households borrow?   
How much debt do firms and individuals carry, and at what cost? 

233. When access to finance is restricted, firms and households cannot take advantage of 
profitable investment opportunities, thus lowering economic growth. And in times of economic crisis, 
households need access to financial markets for coping with adverse events.  The analysis that 
follows considers the perspective of firms by assessing the opportunities and obstacles faced by firms 
seeking credit, the characteristics of firm credit, and an analysis of the uses of such credit.  Household 
demand for credit is subsequently examined, with a view to quantifying the degree to which 
individuals borrow to smooth consumption or finance investment.   

A.  Access to Credit by Firms  

234. An Investment Climate Survey was carried out by the World Bank in the 4th quarter of 2005, 
covering a sample of 180 manufacturing firms and 70 commerce sector firms.  The sample was 
stratified by firm size: nearly half of firms were microenterprises, one-fourth were small, 15 percent 
were medium-sized firms and almost 10 percent were large.121  The sample was also divided between 
Santo Domingo and Santiago, with about three-fifths of the observations based on firms in Santo 
Domingo.  Commerce sector firms ranged from grocery stores to pharmacies to bookstores to 
jewelers.  With respect to manufacturing, the survey focused on five sub-sectors: food and beverage 

121  Micro enterprises have 1-10 employees, small firms have 11-50 employees, medium firms have 51-
150 employees, and large firms have over 150 employees. 
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manufacturers (55 firms), apparel manufacturers (34 firms), chemical products producers (22 firms), 
glass and cement producers (27 firms) and metal and machine manufacturers (40 firms).122  The 
questionnaire is based on the World Bank’s core survey, allowing comparisons with survey results in 
other countries, but was adapted to the specific circumstances of the Dominican Republic in order to 
capture accurately the obstacles relevant to Dominican firms. 

235. With respect to perceived obstacles for investment, nearly half of all firms cited access to 
financing constraints as a major or very severe obstacle.  Some 48 percent of firms were impeded by 
the high cost of finance, and a third of firms were constrained due to collateral requirements (see 
Figure 5.9).  Whereas the ongoing electricity crisis is by far the largest impediment to investment, 
followed by corruption, crime and the uncertain macroeconomic and policy environment linked to the 
economic crisis, access to finance ranks high within the context of the everyday elements comprising 
the business climate (such as taxes, labor quality and regulations, the legal system, and customs 
regulations, inter alia).  These results are consistent with earlier surveys of SMEs in 2000; Guzmán 
and Ortíz (2005) conclude that financing problems were among the largest constraints faced by small 
firms, second to competition pressures and electricity problems.  And for firms with 50-99 workers 
(i.e., medium firms), access to finance was perceived to be the largest constraint. 

236. In light of the recent economic crisis, the survey sought to capture the degree to which firms’ 
credit worthiness had changed, and therefore the extent to which the crisis hurt firms’ profit streams 
and, indirectly, their access to credit.  Only 20 percent of firms reported a deterioration in credit 
worthiness between 2002 (i.e., before the crisis) and 2003, and even fewer – 12 percent – reported a 
deterioration between 2003 and 2004 (a surprising 33 percent of firms reported improved credit 
worthiness over the crisis period).  Large firms were more likely to report a decline between 2002 and 
2003, possibly reflecting the economic slowdown in the run-up to the crisis.  Comparing credit 
worthiness trends in the 2003-2004 period, medium-sized firms were most likely to report a 
deterioration (18 percent), followed by micro firms (14 percent) and small firms (11 percent).  
Differentiating among sectors, manufacturing firms suffered more than commercial firms in both 
periods, with metal product manufacturers suffering greater declines in credit worthiness during 
2003-2004 compared to other sub-sectors, and apparel manufacturers suffering more in the 2002-
2003 period, although metal product manufacturers followed closely in second place.   

237. In terms of financing sources, 58 percent of firms’ working capital is financed by retained 
earnings, 16 percent comes from supplier credit, and another 14 percent from bank credit (see Figure 
5.10 for a comparison with other countries).  This high reliance on retained earnings implies that 
recession-induced production losses can have long-term effects on the health of firms.  And because 
micro and small firms rely to an even greater degree on retained earnings, they are more vulnerable to 
negative shocks.  Large firms, by contrast, resort to bank financing compared to smaller firms (see 
Figure 5.11).    

122  Two additional manufacturing firms interviewed fell outside of these five sub-sectors. 
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Figure 5.9:  Obstacles to Investment (% of firms) 
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Figure 5.10:  Retained Earnings as Source of Working Capital (% of total financing) 

Note: Manufacturing firms only. 
Source: Investment Climate Surveys in various countries 
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Figure 5.11:  Sources of Working Capital in the Dominican Republic (%) 

Source: Investment Climate Survey 2005 

238. Some 42 percent of surveyed manufacturing firms in the Dominican Republic reported 
having access to credit, a smaller share than in neighboring countries in Central America – where the 
average is around 50 percent – and  considerably lower than the high-growth developing economies 
of Malaysia and Thailand (as shown in Figure 5.12).  Forty percent of these loans were less than a 
year old, another 25 percent were approved in 2004, and 18 percent in 2003, implying that only 18 
percent of loans had maturities of more than two years, and the great majority had maturities of a year 
or less.  Ninety-four percent of loans were peso-denominated.  Micro firms were least likely to have 
debt, but among those that did, four-fifths borrowed from formal financial institutions, suggesting that 
micro-finance programs are effectively reaching their target audience.  Access to credit is positively 
correlated with firm size, with large firms being most likely to borrow (Table 5.5 indicates that two-
thirds of large firms reported borrowing, exclusively from formal sources).  The data indicate that 
firms of all sizes and across all sectors relied primarily on formal financial sector credit.  The extent 
of credit access varies across sectors, with food and beverage manufacturers much more likely to 
borrow than any other sectors. 

Figure 5.12:  Share of Firms With Credit Access (%) 

Note: Manufacturing firms only. 
Source: Investment Climate Surveys in various countries 
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Table 5.5:  Source of Credit by Firm Size and Sector (%) 
Financial 

Institution
Informal 
Lender

Other 
Lender No Credit 

Micro 27 3 5 65 
Small 47 2 3 48 
Medium 51 6 0 43 
Large 67 0 0 33 
Food and Beverage 49 4 11 36 
Apparel and Shoes 35 0 3 62 
Chemical Products 36 0 0 64 
Metal Products 36 3 3 59 
Commerce 29 3 0 68 
Total 40 3 3 54 

Source: Investment Climate Survey 2005 

239. Considering the distribution of loans by type of lender, 69 percent of loans came from 
Dominican private commercial banks, and another 3 percent from foreign commercial banks (as 
shown in Figure 5.13).  Non-bank financial institutions such as savings and loans and finance 
companies were the source for 13 percent of total firm borrowing, money lenders accounted for 5 
percent, and development banks and government credit programs accounted for only 4 percent of the 
market (all measured in terms of number of loans).   

Figure 5.13:  Distribution of Loans by Lender Type (% of total loans) 
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240. Interest rates averaged 25 percent, although micro firms pay considerably more on average 
(29 percent) due to their higher risk profile, whereas large firms obtain much better loan terms (19 
percent interest on average).  Firms in the commerce sector pay relatively higher interest rates 
averaging 28 percent compared to manufacturing firms, which average under 25 percent (there is little 
dispersion across manufacturing sub-sectors).  More than two-thirds of outstanding loans required 
collateral, with credit to small and medium enterprises more dependent on collateral than large and 
micro firms (the latter being least dependent).  Collateral requirements affected relatively fewer 
commerce sector firms (62 percent) compared to manufacturers (70 percent).  Some two-thirds of 
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borrowers used buildings as collateral.  Other types of collateral differed across firms: large firms 
tend to rely on cash, while micro firms depend significantly on third-party guarantees and to a lesser 
extent personal assets and vehicles – a pattern reflecting their low fixed assets.  As a proportion of 
loan value, collateral averaged 122 percent for borrowers in the Dominican Republic, which is 
moderate compared to Honduras, Ecuador and Nicaragua, and comparable to El Salvador, Guatemala 
and Peru (see Figure 5.14). 

Figure 5.14:  Average Collateral Value (% of loan) 
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241. Of those firms reporting no loans, nearly half express no demand for credit, implying that 
access to financing is not an obstacle.  Few of the non-borrowers with a demand for credit were 
rejected; rather, the majority did not apply for loans, dissuaded in large measure by high interest rates 
(cited by 45 percent of non-borrowing credit seekers), and to a lesser extent collateral requirements 
and cumbersome procedures, the latter two reasons impeding only micro and to a lesser extent small 
firms (and were not cited as constraints by medium and large firms).  Differentiating the results by 
sector suggests that the high cost of finance is the largest obstacle for manufacturing firms, whereas 
collateral requirements were most onerous for commerce sector firms. 

242. Implications for Growth.  The Investment Climate Survey results provide concrete evidence 
that firms’ operations are affected by access to finance, particularly in light of the high share of 
businesses – and especially micro and small firms – that rely on retained earnings rather than 
borrowing.  By increasing credit access, firms could more effectively take advantage of investment 
opportunities, translating into an important pay-off for growth.  Based on an SME firm survey carried 
out in 2000 by FondoMicro, Guzmán and Ortíz (2005) show that firms with better access to financing 
– as well as those with higher capacity and greater participation in business associations, inter alia – 
post higher returns.  Although this could be explained by the fact that more productive firms have 
access to credit, it is also the case that increased credit leads to better firm performance; in other 
words, the causality goes in both directions.  Guzmán and Ortíz (2005) also observe a positive 
correlation between credit access at the beginning of firms’ operations and ultimate firm size (that is, 
after firms have grown to maturity).  This finding implies that credit availability is an important factor 
in promoting firms’ expansion and therefore increased output.  One transmission mechanism posited 
is that credit access finances the period of learning-by-doing during which firms discover their 
optimal structure and size. 
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B.  Household Demand for Financial Services

243. Borrowing by individuals can increase welfare – for example when resources are spent on 
productive investments such as schooling, which contributes to growth by raising human capital, or 
on smoothing consumption, which may contribute to growth by spurring aggregate demand.  The 
decline in credit following the banking crisis described above suggests that households suffering from 
real income shocks may have been constrained in borrowing their way through the crisis, forced into 
dissaving which ultimately harms GDP growth.  We test this hypothesis using the 2004 Dominican 
Republic Living Standards Survey – Encuesta Nacional de Condiciones de Vida, or ENCOVI – 
which was conducted after the crisis during February-April 2004.123  The survey questions are 
backward looking only in a limited way, since the survey was not designed specifically to capture the 
effects of the crisis.  Nevertheless, the information provides insight into household borrowing 
behavior during the crisis period.  The analysis below describes the characteristics of credit users, 
household indebtedness levels, and the types of services and providers, both formal and informal.  
Formal lenders include banks, savings and loan associations, cooperatives, and NGOs.  Informal 
providers include moneylenders, friends and family, employers, casas comerciales, and other 
sources.124

244. Demand for Loans.  Most Dominican households express a demand for loans.  As shown in 
Figure 5.15, almost a quarter of all households requested loans from either formal or informal sources 
in 2003, of which 92 percent had their loan application accepted (or 22 percent of all households).  
Overall, about 29 percent of households indicate that they do not need loans, while 47 percent of 
households did not request loans because of collateral requirements, high interest rates or other 
factors.  As a result, the majority of household demand for loans was unmet either because of 
associated loan costs or because of lender rejection. 

Figure 5.15:  Demand for Loans 
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123  The survey was conducted by the Central Bank with support from the MECOVI program.  The total 
sample size in 2,308,899, distributed throughout the country.  This survey tracks incomes and consumption 
patterns, remittances received, indicators on living conditions and access to social programs, as well as a 
module on financial assets.  The main financial services captured in the survey are loans, credit cards, checking 
accounts, savings accounts, government bonds, and other financial assets held abroad. 
124 Casa comercial refers to a store that sells merchandise on credit. 
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245. Comparing loan demand among different individual characteristics – namely farmers, rural 
households and microentrepreneurs – the Dominican Republic exhibits greater loan demand than 
comparable populations in Mexico, Romania and Turkey (see Figure 5.16). 

Figure 5.16:  Comparing Loan Demand in the Dominican Republic 
to Other Countries (% of households) 
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246. More disadvantaged households tend to have a higher demand for loans.  The survey data 
shows that, compared to aggregate household demand of 71 percent, households whose household 
head is not working or has no education are more likely to demand loans (79 percent and 80 percent, 
respectively) compared to those with salaried employment (58 percent) or university degrees (56 
percent).  Households in the poorest quintile are more likely to demand loans than those in the top 
quintile, with loan demand rates of 85 percent and 53 percent respectively, and households that 
experienced an adverse event tend to demand more loans (see Figure 5.17).  Households that lost jobs 
or closed enterprises were slightly more likely to demand loans than households affected by other 
types of adverse events (83 percent versus 76 percent).  Finally, households in rural areas (77 percent) 
are more likely to report a demand for loans than those in Santo Domingo or other urban areas. 
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Figure 5.17:  Demand for Loans (% of households) 
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247. Received loans.  Both demand and supply factors influence whether households receive 
loans.  Moreover, households with a higher demand for loans but that are less credit worthy are less 
likely to receive loans, with the exception of those that experienced an adverse event.  Figure 5.18 
shows that only 16 percent of households in the bottom income quintile received loans compared to 
24 percent of households in the richest quintile.  Furthermore, about 29 percent of households with a 
university degree received loans, compared to only 14 percent of those without education.  Even 
though female- and male-headed households expressed a similar demand for loans (71 percent), more 
male-headed households received loans than their female-headed counterparts (23 percent versus 18 
percent).  About 20 percent of rural households received loans, compared to 22 percent of urban 
households.  Almost 30 percent of households that experienced an adverse event received loans, 
much higher than the 20 percent of those that were not subjected to an adverse event, suggesting that 
borrowing was an instrument available for coping with adverse events.   

Figure 5.18:  Dominican Households that Received Loans (% of households) 
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248. Households typically borrowed from one type of lender only, rather than obtaining loans 
from multiple creditor types.  The split between formal and informal lenders was equal, at 11 percent 
each (see Figure 5.19), while only a very small share of households (0.7 percent) borrowed from both 
formal and informal lenders, suggesting a potential segmentation in loan markets.  More households 
report having borrowed from banks (6 percent) than from savings associations or cooperatives (4 
percent) or NGOs (1 percent).  Among informal sources of loans, receiving loans from moneylenders 
(5 percent) is more common than borrowing from friends and family (3 percent), employers (2 
percent), or casas comerciales (2 percent).  Borrowers that rely on formal creditors are more likely to 
be microentrepreneurs, salaried non-farm workers, male, married or have a university degree.  Formal 
lenders served about 13 percent of urban households, compared to 8 percent of rural ones.  
Furthermore, a much higher share of households in the top income quintile (16 percent) had access to 
formal loans than those in the bottom income quintile (6 percent), suggesting that poorer households 
may have difficulties in complying with formal lenders’ requirements.125  Households that received 
remittances from within the country are less likely to borrow from formal lenders (6 percent) than 
households that did not receive remittances or that received remittances from abroad.  Informal 
lenders, by contrast, were slightly more likely to lend to the poorest households, although top quintile 
households as well as those with a university education still borrowed from informal credit sources.   

Figure 5.19:  Breakdown by Type of Lender (% of households) 
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249. Use of loan proceeds.  As shown in Table 5.6, Dominican households use loan proceeds 
mainly to finance household consumption (23 percent of loans received), implying that credit markets 
allow households to increase consumption and welfare, although the extent to which this type of 
borrowing is driven by the economic crisis is unclear.  Almost 20 percent of loans received in 2003 
were used to purchase household durables, another 12 percent were used for household acquisition or 
improvements, and 14 percent went to other household uses including education (education loans 
represent a very small share, however).  And about one in seven loans were used to re-pay other 
debts, which is at least partly attributable to the economic crisis.  Loans from formal lenders were 
more likely to be used for productive purposes in the farm sector or in microenterprises or for 
housing-related expenditures compared to informal lender loans.  Borrowers relied more on informal 

125  About 51 percent of households in the bottom income quintile do not apply for loans due to lacking 
collateral.  
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lender loans to finance household consumption, however.  This divergent trend is explained to some 
extent by the fact that less qualified borrowers for lower return uses (i.e., consumption) cannot access 
formal loans with their typically better terms; this unmet demand keeps the informal financial market 
alive and well, providing an important service that is much in demand across population groups.  
Taken together, these findings suggest that credit markets have indeed played a major role in 
dampening the effects of the crisis by facilitating consumption smoothing, thus disproving our initial 
hypothesis that the post-crisis decline in credit constrained household borrowing.   

Table 5.6:  Use of Loans by Type of Lender 

Productive 
Activities 

Housing 
Purchase or 

Improvement

Household 
Durables 

Household 
Consumption

Pay Other 
Debts

Other 
Household 

Uses
Formal lenders                        26                         17                         19                         12                         15                         11  

Informal lenders                        11                           8                         18                         33                         14                         16  

All lenders                        18                         12                         19                         23                         14                         14  
 Source: ENCOVI 2004 

250. Indebtedness Levels.  Only 18 percent of households reported having outstanding debt, 
similar to the number of households that received loans in 2003, implying either that households 
typically borrow for maturities over one year, or that households have encountered problems repaying 
their loans.  The breakdown by formal and informal lenders shows that 5 percent of households had 
debts with banks, 4 percent with savings associations/cooperatives or NGOs, and 9 percent from 
informal lenders.  Moreover, households in the bottom income quintile were more likely to have debts 
with informal lenders while households in the top income quintile were more likely to have debts 
from formal lenders (consistent with the borrowing trends described above).  Households’ largest 
median outstanding debts were with banks, while the smallest outstanding debts were with 
moneylenders; in fact, the median debt with formal lenders was 5 times larger than with informal 
lenders (RD$18,000 versus RD$3,600 in April 2004).  As a share of household income, Dominican 
households were highly indebted in 2004 – which may be attributed to the economic crisis – with 
outstanding loan debt averaging 58 percent of annual household income for the median household 
with debt.  This high debt ratio suggests that households may have difficulty servicing their loans, 
given that nearly 20 percent of annual household income would be absorbed by interest payments 
only (for an annual interest rate of 33 percent, the average in 2004). 

251. Credit Cards.  The ENCOVI survey includes two questions about credit cards: whether the 
household has outstanding credit card debt, and the total amount of such debt.  As a result, the data 
cannot measure the share of households that use credit cards without carrying debt balances.  Credit 
cards are an alternative mechanism for financing consumption loans but with low transaction costs for 
the lender.  And for the user, credit cards offer convenience in paying for products and services, as 
well as an easy – albeit expensive – way to finance consumption.  The ENCOVI data shows that 
about 6 percent of Dominican households reported outstanding credit card debt in 2004.  Similar to 
the use of formal loans, credit card debt is more prevalent among households in the top income 
quintile (13 percent of which report outstanding credit card balances), among Santo Domingo and 
other urban residents (respectively 10 percent and 8 percent), as well as among households whose 
heads are salaried workers (10 percent), have university degrees (24 percent), or are married (12 
percent).  Only a small percentage of households – 2.5 percent – combined loan debt with credit card 
debt, although the shares were higher among households whose head is a salaried worker or has a 
university degree (5 and 10 percent, respectively).  And about 6 percent of households in the top 
income quintile had both type of debts, implying that households with higher or more regular incomes 
enjoy better access to credit services. 
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252. Rural Credit Markets.  Looking specifically at rural credit markets, it is notable that a much 
smaller share of rural households has credit card debt or formal loan debt.  This may be partly driven 
by limited acceptance of credit cards by rural businesses, or the absence of formal lenders such as 
commercial banks.  Figure 5.20 decomposes total credit transactions and debt level by type of creditor 
(i.e., credit card, informal or formal lenders) and type of consumer (urban or rural).126  The results 
indicate that rural households rely more heavily on informal lenders and have relatively low incidence 
of credit card debt.  Urban households, by contrast, have greater recourse to formal credit and to a 
lesser extent credit card debt, but the respect to debt level, formal lender loans account for three-
fourths of total outstanding debt (banks were the largest credit provider, accounting for 22 percent of 
transactions and 60 percent of outstanding debt).  Among informal lenders, loans from money lenders 
and from friends and relatives accounted for 19 and 10 percent of transactions, respectively.   

Figure 5.20: Market Shares for Urban and Rural Borrowers 
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253. Use of Financial Savings.  A key issue in financial market development is the mobilization of 
savings.  At the aggregate level, total savings determines the supply of funds available for lending and 
investment. The links between savings and economic growth have been well documented at the 
macro level, as are the positive effects of savings mobilization on the long-term sustainability of 
financial institutions, especially those owned by its members.  At the micro level, individual 
entrepreneurs and firms may engage in savings for various reasons, including life-cycle 

126  Note that for households with credit card debt, such debt is counted as one transaction.  This may 
underestimate the share of credit cards in the total number of transactions.  
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considerations, the need to accumulate resources for investment, and medium-of-exchange purposes 
(e.g., checking accounts). 

254. Data on household use of financial assets indicates that 27 percent of Dominican households 
had some type of financial assets at the time of the survey: 24 percent had savings accounts, 5 percent 
had checking accounts, 2 percent reported having savings accounts abroad, and 0.6 percent held 
government bonds.  Consistent with the findings in credit markets, households in urban areas (32 
percent) and those in the top income quintile (52 percent) were more active participants in the 
financial savings market compared to rural households (16 percent) or those in the bottom income 
quintile (8 percent), as shown in Figure 5.21.  Households that lost jobs or closed a business were 
more likely to have savings accounts than households that underwent other types of adverse events 
(26 percent versus 19 percent).  Moreover, about 33 percent of those households also reported using 
their own savings to cope with the negative effects of the crisis, substantially more than households 
that experienced other types of adverse events (17 percent).  

255. Based on the preceding analysis of the ENCOVI results, poorer households and those 
experiencing adverse shocks were more likely to seek loans, suggesting that credit markets have 
helped dampen the effects of the crisis by facilitating consumption smoothing.  In light of the 
observed patterns of household credit demand and the degree to which certain groups are constrained, 
there is scope for increasing financial sector efficiency.  For example, collateral requirements are a 
key deterrent to applying for loans, implying a need for creative definitions of assets such as through 
leveraging remittance income.  The high level of Dominican indebtedness and the fact that 14 percent 
of loans are being used to pay other debts imply a need for financial literacy programs to educate 
potential borrowers about managing debt repayment and overhang, inter alia.  

Figure 5.21:  Incidence of Financial Savings Accounts 
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CHAPTER 6:  ELECTRICITY

The prolonged electricity crisis and ineffective remedial measures have led to a vicious 
cycle of regular blackouts, high operating costs of the EDEs, large losses including 
electricity theft through illegal connections, high retail tariffs to cover these inefficiencies, 
low bill collection rates, a significant fiscal burden through direct and indirect subsidies, 
and very high consumer outlays for alternative self-generated electricity.  In 2005, the total 
costs of the crisis exceeded US$1 billion.  This outlay represents a very high economic cost, 
through raising production costs directly and indirectly due to the lack of reliable service 
and the resulting self-generation requirements, ultimately dissuading investment and 
reducing competitiveness. The need for more transparency, public accountability, and a 
political consensus on reforms are critical to set the power sector on the road to recovery 
and avoid escalating costs to the government and consumers.   

I.  Sector Overview 
256. The efficiency and competitiveness of economic output depend on the quality and cost of 
production inputs.  Infrastructure and utility consumption represent important inputs, as demonstrated 
in Chapter 2 by the cross-country regression analysis in which infrastructure is a key determinant of 
GDP growth.  Recall that the estimates applied specifically to the Dominican Republic suggest that 
infrastructure explains a significant share of model-predicted economic growth since the mid-1980s.  
Although infrastructure includes many sub-categories, electricity represents a principal component in 
the Dominican Republic due to the existing production structure.  Moreover, Dominican 
competitiveness has been severely affected by the electricity crisis – and the associated high costs and 
poor service quality – that has plagued the country for many years.  For these reasons, electricity 
sector performance is fundamental to Dominican economic growth.  

257. Compared to other countries in Latin America, the Dominican Republic has relatively low 
per-capita energy use equal to 4.4 barrels of oil equivalent per inhabitant in 2003, albeit very close to 
the average for Central America and the Caribbean.127  The country is also significantly less energy 
intensive than many of its neighbors (as shown in Figure 6.1), despite rapid growth in energy demand 
in the 1990s and thereafter.  With limited domestic resources at its disposal such as hydropower 
(which accounts for only 3 percent of primary energy supply), the Dominican Republic is almost 
entirely dependent on imported fuels, mainly petroleum.  Diesel oil, fuel oil and kerosene account for 
over three-fourths of the country’s primary energy mix (Comisión Nacional de Energía 2003).  
Petroleum and oil product imports reached US$1.7 billion in 2004, equivalent to 31 percent of total 
imports and 9 percent of GDP.  And preliminary estimates for 2005 indicate that the import bill 
increased sharply to US$2.5 billion, driven by rising world oil prices and increased local demand.  
This level of exposure poses serious macroeconomic risks by putting pressure on both the current 
account and fiscal balances. 

127  The average consumption level for Costa Rica, El Salvador, Guatemala, Honduras, Jamaica, 
Nicaragua, Panama and the Dominican Republic is 4.3 barrels of oil equivalent per capita. 
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Figure 6.1: Comparing Energy Intensity (2003) 
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258. In terms of electricity consumption, the Dominican Republic is very close to the regional 
average, consuming 1,349 kWh per capita per annum in 2003 (see Figure 6.2).  But this far exceeds 
the 926 kWh average for countries with similar levels of GDP.  Electricity demand has grown 
significantly since the early 1990s – in conjunction with but far outstripping observed economic 
growth rates – and averaged 10 percent growth per year between 1992 and 2003 (Organismo 
Coodinador 2005, Olade 2004; see Figure A6.1 in Annex 6).  Total economy-wide expenditure on 
electricity was over US$1.2 billion in 2003.  Nevertheless, the country still lags regional comparators 
regarding access to electricity services (controlling for GDP per capita): only 67 percent of 
Dominicans have access to electricity (Olade 2004), compared to the regional average of 88 percent 
(see Figure 6.3).128

128  A straight line regression through the regional data indicates a predicted value of 80.7 percent for the 
Dominican Republic. 
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Figure 6.2: Comparing Per Capita Electricity Consumption (2003) 
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259. The power sector has been an extremely important source of foreign direct investment into 
the Dominican Republic, particularly following the privatization of the main generation facilities and 
the distribution companies in 1999 and the subsequent expansion in generation capacity.  Between 
1996 and 2000 the power sector accounted for over 28 percent of all FDI, and 37 percent of total FDI 
in 2001.  Other major reforms undertaken in the 1997-2002 period include the introduction of the 
Electricity Law in 2001 (and supporting regulations one year later), which improved the legal 
framework and established the regulatory agency – the Superintendencia de Electricidad (SIE) –  and 
the policy agency – the Comisión Nacional de Energía (CNE).  The Organismo Coordinador (OC) 
was created to coordinate dispatch.   

260. The reform program resulted in new generation facilities built and financed by the private 
sector, and investment in distribution by the privatized companies.  Some progress was also achieved 
in improving the sector’s operating efficiency.  However, the sector was still unable to achieve 
financial break-even due to a combination of rising oil prices, introduction of generalized subsidies 
and political interference.  In 2003, these unfavorable conditions led the government to repurchase 
Union Fenosa’s shares in the privatized distribution companies of EdeNorte and EdeSur.129  Since 
then, there has been a deterioration in the operating efficiency of these companies.       

129  The third distribution company, EdeEste, is privately held by Trade West Company (a US-based equity 
fund), with AES, the original buyer, as the operator.  The government through the Fondo Patrimonial de las 
Empresas Reformadas maintains a 50 percent ownership stake.  At the time of the privatization, the 
Corporación de Empresas Eléctricas Estatales (CDEEE) became the successor of the Corporación Dominicana 
de Electricidad (CDE), the vertically integrated state-owned monopoly.  CDEEE was then broken into a 
number of generation companies, with Ege Haina and Ege Itabo privatized, and three distribution companies 
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Figure 6.3: Population Access to Electricity/Per capita GDP 
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II.  Prolonged Electricity Crisis 
261. The electricity sector has been in a prolonged crisis since 2002, characterized by massive 
losses – both technical and commercial – and frequent blackouts of long duration.  The associated 
economic and social costs are staggering, incurred through various channels: high fiscal costs to the 
government and crowding-out public expenditures on other economic and social investments; service 
interruptions affecting industrial consumers through high production costs and uncertainty, thereby 
discouraging investment; high costs to industrial and residential consumers for both public and 
private power generation; reduced welfare of the population at large through frequent blackouts, 
increased crime and social instability, and disruption in basic public services, for example in 
hospitals, clinics and schools. 

A.  Rising Fiscal Costs and Crowding Out 

262. The government subsidizes electricity consumption directly through its Programa para la 
Reducción de Apagones (PRA) targeted to geographical areas populated by low-income consumers, 
and indirectly through residential electricity prices (i.e., retail tariffs) that do not fully reflect costs.  
The PRA provides virtually free130 electricity to slum neighborhoods at an annual cost of about 
US$100 million.  Residential consumers of less than 700 kWh/month – affecting over 80 percent of 
the population outside PRA areas – are charged at less than full-cost tariff through the Tariff 
Stabilization Fund (Fondo de Estabilización de la Tarifa, or FET) designed to reduce the impact of 
high oil prices.  The FET remained in the red until the end of 2004, with a cumulative financing 
shortfall over RD$2,000 million that was primarily financed by the distribution companies.  In 2005, 
the appreciation of the peso and the tariff freeze generated a small surplus in the FET.  But by early 
2006, further oil price increases and the peso depreciation again put pressure on the tariffs.  The 

(EdeNorte, EdeSur and EdeEste) also privatized.  CDEEE now controls all transmission facilities and the 
hydroelectricity plants, and inherited the power purchase agreements from the two major Independent Power 
Producers, i.e., Smith and Enron and Cogentrix, which were built in the 1990s.  
130  Consumers in the PRA areas are charged a flat rate proportional to their connected load, but the 
collection from these consumers has been very low since the program’s inception. 
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distribution companies are unable to cover their costs (i.e., break even) within this framework.  In 
2005, to help maintain a stable power supply meeting about 80 percent of demand, the government 
provided US$550 million in subsidy to the sector, exceeding total government expenditure on 
education.  This total government outlay was considerably more than the projected US$350 million 
allocated in the budget, due to higher oil prices and lower than expected efficiency within the 
distribution companies.  The estimated total subsidy requirements for 2006 are even higher – at 
around US$700 million – and thus will potentially crowd out key investments in health and 
education.

B.  High Tariffs despite Low Quality  

263. Under-investment, large technical losses, low bill collection, and inefficient operation of the 
distribution networks have led to frequent, often prolonged blackouts across the country – due to 
financial rather than technical causes – as well as poor service quality characterized by large voltage 
and frequency fluctuations.  Statistics collected by the SIE suggest that supply quality as measured by 
the SAIDI (System Average Interruption Duration Index) and the CAIDI (Consumer Average 
Interruption Duration Index) suffered a steady decline in 2002 and 2003, followed by inconsistent and 
somewhat volatile progress in the first half of 2004 (correlated with the Presidential elections in 
May).  But steady improvements in the latter part of 2004 gave way to stagnation in 2005 (albeit with 
lower volatility), as the sector’s problems did not abate (see Figure 6.4; note that a downward trend 
implies quality improvement). 

Figure 6.4: Power Service Interruption Measures 
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264. The deterioration in electricity supply quality has had profoundly negative economic 
consequences.  Poor quality power supplies deter both domestic and international investment, 
especially in sectors where reliable power is essential.  In the recent Investment Climate Survey, four-
fifths of all surveyed firms cited the electricity crisis as a major or very severe obstacle (recall Figure 
5.9), and half of firms cite it as the greatest obstacle, ranking far above the next largest concern, 
corruption (see Figure 6.5).  The cumulative dynamic effect on the economy is potentially large, 
given that these constraints are not new.  A 2001 FIAS survey found that three quarters of 
respondents cited electricity supply problems as a key obstacle to investment in the Dominican 
Republic (Foreign Investment Advisory Services 2002).   
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265. In contrast to other countries in the region, the Dominican policy of cross-subsidizing 
residential tariffs by disproportionate increases in commercial and industrial tariffs translates into 
higher rates for industrial consumers compared to residential consumers (see Figures 6.6 and 6.7).  
Indeed, industrial tariffs in 2003 were among the highest in the region (Table A6.1).131  This tariff 
structure is not only economically distortionary, since electricity can be supplied to large industrial 
consumers at much lower marginal costs than to residential consumers, but it also discourages 
investment and productivity in the commercial and industrial sectors. 

Figure 6.5:  Ranking Firms’ Largest Obstacle 
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131  And although residential tariffs appear relatively low by comparison to other regional neighbors, recall 
that tariffs are artificially low due to sectoral inefficiencies and the extensive government subsidy. 
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Figure 6.6:  Residential, Commercial and Industrial Electricity Tariffs  
in Comparable Countries in the LAC Region (2003) 

Source: OLADE (2004) 

Figure 6.7:  Residential, Commercial and Industrial Electricity Tariffs 
in the LAC Region (weighted average 2003) 
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266. Since the beginning of 2004, electricity tariffs have increased by over 50 percent in US dollar 
terms, reaching US¢19.3/kWh in May 2005, although the increase in peso terms was a more modest 
17 percent due to the peso appreciation (as shown in Figure 6.8).   

Figure 6.8: Weighted Average Price of Electricity  
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C.  Alternative Sources for Self-Generation  

267. The ongoing electricity crisis has led many consumers to seek alternative power sources to 
cope with poor quality and unreliable power.  One such coping mechanism is the purchase of self-
generation units such as small diesel generators, inverters, kerosene lamps (at the low end of demand) 
or large power generators (for large industrial consumers).  CNE estimates that in 2001, total capacity 
and consumption in the Dominican Republic’s self-generated electricity sector was quite substantial.  
Combined industrial, commercial, and residential self-generation installed capacity was an 
extraordinary 2,298 MW, equivalent to 71 percent of the 3,242MW total capacity of public utilities 
and accounting for 41 percent of total installed capacity.  And actual self-generation levels were equal 
to 2,715GWh, equivalent to 22 percent of the total electricity generated in the country in 2001 (see 
Table A6.2).  The costs associated with this self-generation capacity, which include equipment 
purchase, maintenance and fuel supply – are indicative of the high costs that blackouts impose on the 
economy.  

268. Industrial Sector.  About half of all Dominican businesses in the commercial and industrial 
sectors have back-up generation capacity, while the share in the industrial sector is a much higher 92 
percent (see Table A6.3 in Annex 6).  In fact, self-generated electricity accounts for nearly 60 percent 
of total industrial electricity consumption (illustrated in Figure A6.2; these findings are consistent 
with the results of the 2005 Investment Climate Survey).  Moreover, diesel-fired generators, the 
dominant alternative power source (as shown in Figure 6.9), are much less efficient and more 
polluting then larger power plants.  According to the CNE, in 2001 the average cost of industrial self-
generation was RD$3.84-4.00 per kWh (US$0.155-0.161 per kWh in constant 2005 US$), implying 
that the industrial and commercial sectors spent about US$386-400 million per year on self-
generation (in 2005 US$), although oil price increases since 2003 suggest much higher expenditures 
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today.132  Thermal efficiency of self-generation units are about 8 percent lower than large power 
plants, with a resulting higher use of fuel per unit of generation (Comisión Nacional de Energía 
2003).   

Figure 6.9:  Industrial Sector’s Self-Generation by Fuel Type (2001) 
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269. The electricity crisis led to a rapid increase in the volume of electricity traded in the 
unregulated market (i.e., through private contracts negotiated directly between producers and 
consumers, bypassing the distribution companies), which was also facilitated by the easing of barriers 
to participation in the market (see Figure 6.10). 

Figure 6.10:  Regulated and Unregulated Electricity Sales 
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270. Residential Sector.  Residential customers also incur high costs due to self-generation.  In 
addition to the costs of installing and running self-generation equipment to cope with blackouts, 
consumers also spend significant amounts on alternatives such as candles, kerosene lamps, batteries, 
inverters, as well as for repairs to electrical appliances and motors damaged by voltage surges, and for 

132  Industrial consumption of diesel fuel accounts for 30 percent of total diesel imports, and industrial 
consumption of fuel oil represents 20 percent of total fuel oil imports.  
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equipment to protect appliances against such surges.  In February and September 2004, surveys of 
residential customers’ actual expenditures were carried out by the National Rural Electric 
Cooperative Association (NRECA) to estimate consumers’ revealed willingness to pay for 
electricity.133  The survey finds that the majority of residential consumers devote 10-13 percent of 
their monthly incomes to maintain electricity supply, although top consumers spend on average 30 
percent (see Table A6.4).134  The highest unit costs accrue to consumers with the lowest and highest 
consumption levels (the majority of the latter have generators), and the gap between revealed 
willingness-to-pay and the actual utility tariff in Figure 6.11 reflects expenses that households incur to 
cope during blackouts.  Residential consumers of up to 50 kWh/month pay around US$0.30/kWh, 
consumers of more than 1,000 kWh/month pay US$0.32/kWh, but consumers in the 100-200 
kWh/month range pay only US$0.15/kWh (NRECA 2004).  Given an average monthly household 
expenditure of US$37 for self-generated electricity at the time of the survey, aggregate coping costs 
paid by the population are estimated to be US$37 million per month.135

Figure 6.11:  Comparison of Revealed Willingness-to-Pay and Actual Tariffs (2004) 
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271. Figure 6.10 implies another cost associated with unreliable electricity supply, namely 
foregone payments to public utility companies.  If public electricity supply could fully meet demand 
at this implied willingness-to-pay price, existing government subsidies (excluding the PRA) would be 
unnecessary.  Whereas the currently low rates of bill collection are typically explained by the cultura 
de no pago, these willingness-to-pay figures suggest otherwise: Dominicans are willing and able to 
pay for a service that satisfies their needs. 

133  These actual expenditures include not only purchases of electricity from the distribution companies, 
but also any replacement avoidance expenditures (such as for example, candles, fuel for kerosene lamps, fuel 
for small generators, inverters, etc.).   
134  These represent very high costs compared to elsewhere in the region.  In Argentina, for example, 
consumers in the poorest quintile of the population spent approximately 3.7 percent of monthly expenditures on 
energy in 1996, and comparable income groups in the US (those with annual income under US$10,000) spent 
8.4 percent of their income on electricity in 1997.   
135   Note that this estimate for expenditures is based on consumers’ revealed willingness to pay at a certain 
point in time.  As such, it cannot necessarily be used to interpolate annual expenditures, since monthly 
willingness to pay may vary (e.g., consumers may not be willing to sustain high expenditures over a long period 
of time).  Nevertheless, the data indicate a high propensity to pay for reliable electricity service. 



143

D.  Welfare Costs 

272. The preceding analysis quantifies the direct costs of publicly and privately provided 
electricity services, but there are other important associated costs which reduce the welfare of the 
population at large.  These include, for example, social instability arising from discontent during 
blackouts, and the high out-of-pocket expenses for maintaining even minimal electricity service.  
Extended blackouts have contributed to sharply higher crime rates, which in turn raise individual and 
firm expenditures for increased security measures (see Chapter 9 for a detailed analysis).  And 
perhaps most importantly, blackouts interrupt crucial social services in the areas of health and 
education.  Critically ill hospital patients depend on electricity-driven equipment, and not all hospitals 
have back-up generators, such that service interruptions compromise medical treatment.  And in the 
education sector, many schools operate at night – including secondary, vocational and literacy 
programs – implying effectively lower access to education due to blackouts.  Lower educational 
attainment and poor health keep workers out of the labor force or in lower skill occupations, thereby 
reducing the overall level of human capital and labor productivity in the economy.  

III.  Diagnosing the Problem 
A.  Distribution Losses and Bill Collection 

273. Distribution is the most dysfunctional element of the country’s power system, and has long 
been a problem.  Since the 1980s, consumers have been provided with poor service quality at 
relatively high prices, which has induced theft through illegal connections and non-payment of 
electricity bills, sometimes allegedly facilitated by the utility companies’ staff.  The recent Investment 
Climate Survey found that an estimated 34 percent total electricity consumption was not paid for.  
The problem is compounded by the distribution companies’ inability to identify and cut off illegal 
electricity connections.  Non-payment and illegal connections involve all categories of consumers: 
rich, poor, residential, and large industrial and commercial users.  But large consumers have a 
disproportionately negative impact on the financial performance of the distribution companies. 

274. The extent of losses is measured by the Cash Recovery Index (CRI), defined as the 
percentage of power purchases that are paid for by consumers.  The CRI is equal to: 

(Energy billed by EDEs) /   * (Consumer bills paid to EDEs) /  
(Energy purchased by EDEs)    (Total billing of consumers by the EDEs)  

International experience suggests that a well-managed EDE in a supportive environment posts 
(mainly technical) losses around 10 percent and a collection rate around 98 percent, yielding a CRI of 
88 percent.  At the time of the EDE privatization in 1999, the CRI in the Dominican electricity sector 
averaged a dismal 43 percent (annual average), but this was followed by substantial improvement, as 
the CRI for 2001-2002 rose to 61 percent (see Figure 6.12).136  But subsequent deterioration brought 
the CRI back down to 45 percent in 2004 – worse in the re-nationalized EdeNorte (35 percent) and 
EdeSur (46 percent) compared to EdeEste (51 percent).  The CRI saw very modest improvement in 
2005, reaching 54.8 percent at end-2005, but still fell short of government targets, indicating slow 
progress on the reforms.  At the current tariff level and operating cost structure, a CRI equal to 70 
percent would be needed in order to break even.  And if higher collection rates could be achieved, 
then tariffs could be lowered.

136  In 2002, EdeNorte and EdeSur achieved a Cash Recovery Index equivalent to 56 percent and 69 
percent respectively, compared to 39 percent and 48 percent in the previous year.   
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275. Operating costs for EdeNorte, and to a lesser extent EdeSur, are very high, having 
skyrocketed following re-nationalization.  Whereas operating costs are typically around 3US$/kWh 
for such companies, the average levels between March and May 2004 more than doubled to 6-
7US$/kWh (in contrast, the operating costs of EdeEste remained below 2US$/kWh).  A major 
element of this increase was the cancellation of outside contracts for commercial and technical 
services such as meter repair and disconnecting/connecting services and their replacement by hastily-
hired staff.  The distribution companies’ 2006 plans include measures to reduce their operating costs 
with a view of bringing them to reasonable levels within 18 months. 

Figure 6.12: Cash Recovery Index (%) 
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276. There are no quick fixes to such deep-rooted problems.  One factor in the EDEs’ favor, 
especially for EdeNorte and EdeSur, is their good information systems that can in theory pinpoint the 
specific distribution lines from which power is being stolen, as well as which customers are in default 
on their bills.  However, the system has not been properly maintained over the past few years, such 
that a major clean-up is now necessary.  The first major challenge, and top priority in the sector 
reform strategy developed by the government in 2005 and being updated in 2006, is to reduce losses 
and payment defaults by the largest consumers, including large industrialists and commercial users; 
this should have a quick and significant payoff as well as creating an important demonstration effect 
throughout the country, particularly as part of the government’s broader anti-corruption efforts. 

277. In 2005, the government changed the management of EdeNorte and EdeSur because of 
insufficient improvement in the Cash Recovery Index and inadequate control of operating costs.  The 
new managers, appointed on the basis of an international competitive selection process, began 
working in the fall of 2005, and a number of new Directors – from both within and outside the 
country – were recruited to complete the management team of the two distribution companies.  
Management’s salaries are partially linked to specific performance targets relating to the Cash 
Recovery Index and operating costs.  In EdeEste, a new management team was appointed in early 
2006, following worse-than-anticipated financial performance.  Whereas these new arrangements 
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have started to produce encouraging results, the challenges facing the distribution companies remain 
formidable. 

B.  Pricing Mechanisms 

278. Wholesale Electricity Prices.  Transactions among power generators, distributors (the EDEs) 
and unregulated consumers are cleared through the wholesale market.  Unregulated consumers 
(originally those with over 2 MW peak load, but now down to 0.8 MW) can contract their supplies at 
negotiated prices, and the EDEs may contract generators for up to 80 percent of their projected need, 
and must purchase the remainder from generators in the spot market.  The Organismo Coordinador
operates the spot market as a cost-based dispatch, with the spot price determined by the marginal 
dispatched unit.

279. Average spot prices for 2002 ranged from 4.1-6.6 US¢/kWh, depending on hydrological 
conditions and plant availability.  A capacity charge of around US$7/kWmonth remunerates 
generators for firm supply.  During the 2003 crisis, marginal costs skyrocketed to US¢46/kWh, due to 
the unavailability of generation facilities.  In these cases, when demand can no longer be met, the 
marginal cost reflects the high cost of alternative energy sources.  At this level, the EDEs avoid any 
purchases in the spot market and opt for disconnecting customers. 

280. Retail Prices.  Retail tariffs are based on voltage delivery levels using multi-block residential 
tariffs (0-200, 201-300, 301-700, 701-1,000, and over 1,000 kWh/month).  A formula to adjust retail 
tariffs automatically depends on variations in oil prices, inflation and exchange rate movements.  The 
Electricity Superintendency’s Resolution No. 14 dated February 28, 2005, and Resolution No. 23 
dated March 21, 2005, modified the tariff indexation formula to reflect cost variations better by 
shortening the period of exchange rate variation from two months to one, and introducing the price 
variation of a more representative basket of fuel for power generation. 

281. The government’s Tariff Stabilization Fund was designed to dampen the effect of fuel price 
and exchange rate fluctuations by financing the gap between calculated (i.e., indexed) and actual 
tariffs, but it has been heavily burdened in recent months, as mentioned above, incurring increasing 
debt with the EDEs.  For example, the indexed tariff in 2002 averaged 11.9 US¢/kWh, compared to 
the actual tariff of 10.9 US¢/kWh, and in 2003 the indexed and actual tariffs were 13.5 and 12.1 
US¢/kWh respectively (according to SIE statistics).  But in 2004 the price gap rose to 3 US¢/kWh, 
which translated into a budgetary commitment of US$14 million/month in the first half of 2004 
compared to only US$4 million/month in 2002.  During the first five months of 2004, the government 
paid some US$50 million from the FET to the EDEs, primarily to public EdeNorte and EdeSur.  
From November 2004 until the end of 2005, when the indexed tariff was below the actual tariff due to 
the peso appreciation, the FET was able to offset its debt completely vis-à-vis the distribution 
companies.  However, in November 2005 and again in January 2006, tariffs were raised from 
RD$5.83/kWh to RD$6.07/kWh (US¢18.11/kWh) and to RD$6.55/kWh (US¢19.77/kWh).  Prospects 
for 2006 are uncertain; oil price and exchange rate pressures since January should have translated into 
a nearly 5 percent tariff increase in February, but the tariff remains fixed at its January level.     

282. The tariff structure is in need of revision because it effectively subsidizes a large share of the 
population, the majority of whom are not poor.  A better targeted subsidy would limit this benefit to 
poor customers who consume up to 100 kWh/month.  The government has started to reduce these 
cross-subsidies gradually, and eventually intends to limit them to households with monthly 
consumption up to 200 kWh. 

283. In summary, electricity prices in the Dominican Republic are very high due to numerous 
factors: (i) reliance on imported oil, (ii) a weak institutional environment and lack of political will to 
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pursue large non-payers, (iii) high prices originally negotiated in outdated but still valid purchasing 
power agreements with the generators, (iv) high commercial risks facing generators such as non-
payment or delayed payment by the EDEs or the government, (v) low CRI, and (vi) high operating 
costs in the EDEs.  Re-establishing the financial equilibrium of the sector and increasing the EDEs’ 
efficiency will eventually lead to lower costs and tariffs.   

C.  Progama para la Reducción de Apagones (PRA) 

284. Under the PRA, the government subsidizes poor urban areas (barrios carenciados), which 
account for 10 to 15 percent of total consumption.  Approximately half a million families are covered 
(2.5-3 million people, or 40 percent of the population with electricity access).  The PRA was intended 
to:

provide consumers with 20 hours of service per day, at low fixed prices based on connected 
load (RD$100, RD$200 and RD$300 per month), with no price adjustments for fuel price 
increases, depreciation or inflation; 
facilitate bill payment through monthly payment booklets and convenient neighborhood 
payment locations; 
finance uncovered costs with government resources (75 percent) and by the EDEs (25 
percent);137 and 
encourage organized community participation to facilitate and improve relations between the 
EDEs and residents, thereby promoting bill collections.   

285. The PRA was an effort to regularize what had been a chaotic system characterized by 
electricity theft and intermittent service; in this respect, it has been only partially successful.  Created 
in mid-2001, the program was originally scheduled to last for two years, but it has not been politically 
feasible to terminate it.  The PRA was initially successful in addressing the social unrest caused by 
blackouts by limiting shortages to more tolerable durations, although electricity supply falls short of 
the 20-hour per day target, averaging 10-12 hours daily.  Its cost to the government has been in the 
range of US$5-15 million per month, provided “in kind” by not charging the EDEs for 75 percent of 
the energy from CDEEE’s hydroelectric plant.  The collection rate, only 4 percent in 2001, rose in 
late 2002 to 30 percent, before dropping back to around 10 percent for EdeEste and only 2-3 percent 
for EdeNorte and EdeSur, as service worsened. 

286. The PRA creates perverse incentives for both the EDEs and residents.  It provides an easy 
way for the EDEs to ignore a problem of large non-paying groups of consumers.  And for consumers, 
the lack of metering encourages energy waste, and the cheap service has attracted migration to PRA 
barrios.  In the medium term, the PRA should be replaced by the normalization of customers, meter 
installation, and the improvement of distribution networks.  Subsidies for the poorest customers will 
probably be needed indefinitely; accurate targeting is therefore important to avoid wasting resources. 

287. In order to tackle these fundamental problems, a thorough redesign of the PRA is necessary, 
and should include a plan and timetable for turning PRA consumers into regular EDE customers.  But 
given the political and social sensitivities related to the areas under the program, it will take time and 
extensive dialogue to find sustainable solutions. 

137  In practice, the government and the EDEs finance nearly all costs, since very little is recovered through 
bill collection. 



147

D.  Agenda for Reform 

288. Weak institutional capacity and oversight are the chief culprits behind the crisis, providing 
another example of the high cost of weak governance.  The sector’s path from public utilities to 
privatized distribution companies to re-nationalized companies did not resolve issues of poor service 
quality, which continue to be exacerbated by illegal connections and non-payment, all at a persistent 
exorbitant cost to the government and consumers.  The lack of transparency and public 
accountability, and inability to depoliticize the issue along with inadequate political will to push for a 
resolution have delayed or blocked reform.   

289. The EDEs’ strategy to reduce losses focuses on: (a) rationing energy supply to provide more 
to circuits with lower losses, (b) replacing and installing new meters, (c) capturing as clients users 
who are currently tapping illegally into the system, (d) inspecting meters, etc. for tampering, 
(e) investigating sophisticated electronic fraud by large users, and (f) correcting technical anomalies 
in equipment.  But anemic efforts on the ground have led to only modest improvement in the CRI, far 
short of the government’s targets.  Whereas pursuing non-payers among the large commercial 
consumers would be relatively easy and would have a large impact on both costs and as a signal that 
non-payment will no longer be tolerated, the authorities have failed even in this regard, suggesting 
complicity as a reason for weak progress and the lack of transparency. 

290. Special emphasis will be placed on the administration of large clients, including the 
installation of online electronic meters to monitor consumption continuously and detect anomalies 
promptly.  To improve collections, the EDEs plan to make bill payment easier by increasing the 
number and hours of payment centers.  The EDEs have allocated a combined total of about US$150 
million to this effort for 2005 and 2006, although preliminary estimates indicate that in 2005, only 
part of the allocated investment was undertaken, due to scarce funds in the latter part of the year.  
Additional measures include: (a) re-contracting the technical-commercial service field teams that 
were used by EdeNorte and EdeSur before nationalization to check and repair meters and perform 
disconnection and connection of service, and (b) implementing a pilot program to redesign low-
voltage distribution installations to make illegal connections and meter tampering more difficult.  The 
government, SIE and the EDEs have also launched a communications campaign to educate the public 
about the reform strategy and the linkage between bill payment and the quality and price of service 
(i.e., that shortages and high tariffs are the result of electricity theft).  An important element of this 
strategy will be to foster a constructive dialogue with communities and listen to their grievances and 
proposals.

291. From the regulatory point of view, the SIE and Protecom (the consumer protection arm of the 
regulator) have facilitated the work of the distribution companies by increasing the number of 
officials who have to be present when meter tampering or theft is detected.  Heretofore this has not 
been sufficient, however.  The government recently announced plans to criminalize electricity theft, 
and will establish special courts to adjudicate these cases.   

292. Whereas the introduction of new management to EdeNorte and EdeSur is cause for optimism, 
stalled implementation of key measures to restore financial solvency in the short run and advance the 
overall sector reform raises concerns.  These include: 

Managing power rationing, given that current production meets only 80 percent of actual 
demand.  This is being done primarily by limiting the number of hours that power is supplied 
to various circuits based on the extent to which users pay for the energy provided, so as to 
lower the financial losses of the sector. 
Validating and recording arrears in the system, particularly between the government, the 
EDEs, and the generation companies.  The partners agreed to a one-year moratorium on debt 
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(principal) repayment in 2005, so as to allow time for the government and the EDEs to begin 
accumulating the necessary resources for repayment.  The moratorium is being extended to 
2006.  Related to improving financial accountability, all government agencies should begin to 
budget for and pay their electricity bills on time. 
Agreeing with EdeSur, EdeNorte and EdeEste on plans to overcome the financial crisis by 
raising the CRI and containing costs.  All three EDEs prepared plans in 2005 and 2006, 
which are being updated and implemented, but with delay.  It will be crucial for the 
government to support, legally and politically, efforts by the EDEs to cut off power to 
customers (including large users) guilty of fraud or in default on payments. 
Maintaining a financially viable tariff with targeted subsidies to protect poor consumers, and 
a fair tariff indexation formula that adjusts for inflation and fuel price and exchange rate 
fluctuations.  In fact, tariffs were frozen in January 2006 despite exchange rate and oil price 
pressures that under the indexation formula should have resulted in a 5 percent tariff increase 
in February 2006.  And while the authorities are reluctant to raise tariffs when service 
improves, given already high tariffs, delays in indexing the tariff will result in even higher 
sector subsidies, thereby further crowding out other priority public expenditures.

293. Because the current system is under-funded, vital repairs needed to raise the distribution 
system to a reasonable level of service cannot be undertaken without increased cash-flow.  On the 
other hand, without service improvements and reductions in blackouts, consumers are unwilling to 
pay current – much less higher – tariffs.  In the long run, financial sustainability will require raising 
bill collection rates to the point at which the distribution and generation companies have sufficient 
income to conduct necessary repairs and improvements, and provide reliable, uninterrupted service to 
consumers.

294. Looking ahead, the long-term financial sustainability of the electricity sector will necessitate 
solid progress on the above-described reform program.  To complement the restructuring efforts of 
1997-2002 (with the unbundling and privatization of most of CDE, the introduction of the Electricity 
Law, and the creation of the Electricity Superintendency, the Comisión Nacional de Energía, and the 
Coordinating Organism), it is essential that the government: (a) upgrade and clarify the roles of the 
sector’s institutions; (b) separate its own conflicting roles as policymaker and shareholder; 
(c) evaluate options for private sector participation in the nationalized EDEs; (d) extend and improve 
service to the rural and urban poor, and make the Programa para la Reducción de Apagones (PRA) 
more financially sustainable; (e) strengthen the transmission network; and (f) increase environmental 
protection.
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Annex 6 

Table A6.1:  Electricity Tariffs across the LAC Region (2003) 
Electricity US¢/kWh 

Country Residential Commercial Industrial 
Argentina  4.14 4.44 2.08 
Barbados  18.8 19.95 19.65 
Bolivia  5.49 8.43 3.98 
Brazil 8.27 7.27 3.84 
Chile  8.56 8.21 5.56 
Colombia  7.7 9.24 7.17 
Costa Rica  6.19 8.58 5.96 
Cuba  14.26 10.45 8.35 
DR 9.53 10.6 10.82 
Ecuador  13.03 11.11 9.65 
El Salvador  12.85 11.89 12.1 
Grenada  22.1 23.4 18.8 
Guatemala  7.93 6.21 7.48 
Guyana  0 0 0 
Haiti  5.99 8.84 8.45 
Honduras  4.41 2.88 3.44 
Jamaica  17.44 15.03 11.55 
Mexico  8.09 13.95 6.95 
Nicaragua  13.47 16.24 12.61 
Panama  12.1 11.8 9.9 
Paraguay  5.6 5.97 3.76 
Peru  11.37 7.59 7.2 
Suriname  17.1 17.3 13.1 
Trinidad and Tobago 3.51 3.73 4.62 
Uruguay  10.55 7.03 3.89 
Venezuela  5.5 7.9 2.8 

Average 10.05 10.11 7.97 
Source: OLADE (2004) 
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Table A6.2:  Self-Generation by Sector (2001) 

Sector Total 
Capacity Energy

Average 
Self-

Generation 
Capacity 

Average 
Annual 

Hours of 
Usage

Capacity Energy 

  (MW) (GWH) (Kw) (hrs/year) % Total % Total 
Residential Urban 174 50 0.115 288 8.35% 1.86% 

Residential Rural 10 3 0.01 267 0.46% 0.10% 

Restaurants 85 41 59.8 489 4.08% 1.54% 

Hotels 22 129 1071 574 0.22% 3.63% 

Industrial 1603 1575 380 876 77.15% 58.69% 

Refining 
(Refidomsa) 4 21 4300 4980 0.21% 0.80% 

Mining 
(Falconbridge) 198 896 198000 4525 9.53% 33.38% 

Total Self-
Generation 2298 2715 n/a 1090 100% 100% 

Source: Comisión Nacional de Energía (2003) 

Table A6.3: Total Industrial Self-Generation by Sector (2001) 

Sector Installed Capacity Energy
Consumption 

 (KW) (KWH) 

Sugar Processing 27079 76361332 

Other Food Industry 445226 429265482 

Tobacco 6617 2335909 

Textiles and Leather 133876 76853070 

Paper and Printing 28099 27737120 

Chemicals and Plastics 37442 216963281 

Cement and Ceramics 97278 516689634 

Other Industries 251183 114482672 

Free-Trade Zones 576404 114360713 

Total 1603204 1575049214 

Source: Comisión Nacional de Energía (2003) 
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Table A6.4: Revealed Willingness-to-Pay and Conventional Electricity Market (2004) 

Range of 
Consumption 

Percentage of 
the Residential 

Population 

Average 
Revealed

WTP

General 
Monthly 
Expenses 

Monthly Revealed 
WTP as a % of 

Monthly Expenses 

Electric Bill as a 
% of Monthly 

Expenses 

(kWh/month) % (US$/kWh) (US$/month) % % 

1 <= 50 6% 0.3 144 6% 2% 

50 <= 100 5% 0.19 175 7% 3% 

100 <= 200 43% 0.15 243 10% 6% 

200 <= 300 18% 0.16 416 9% 5% 

300 <= 700 17% 0.21 731 13% 7% 

> 700 11% 0.32 1,768 30% 19% 

Total 100%     

Source: NRECA (2004) 
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Figure A6.1: Final Energy Consumption 1998-2004 
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Figure A6.2:  Share of Total Electricity Consumption from Self-Generation Capacity 
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SECTION III:  ECONOMY-WIDE CONSTRAINTS TO GROWTH 

295. The preceding section examines the contributing roles of trade, labor, credit, and electricity 
inputs to Dominican growth performance, the supply and demand factors associated with each, the 
related policy environment specific to each, and the resulting quality of inputs and output.  But this 
targeted approach does not capture cross-cutting issues that affect the economy as a whole and as 
such are germane to this growth analysis.  These include the institutional and regulatory environments 
relative to investment, addressed in Chapter 7, the effects of volatility on growth, addressed in 
Chapter 8, and the impact of crime on investment and production, addressed in Chapter 9. 

CHAPTER 7:  INSTITUTIONAL, REGULATORY AND FISCAL DISINCENTIVES 

Poor economic governance and weak institutions are costly to the Dominican economy by 
raising the cost of doing business, increasing the government burden at the same time as 
producing sub-optimal outcomes, creating a vicious cycle of weak enforcement/low 
compliance/poor service delivery/low confidence, and generating and exacerbating 
economic volatility.  Corruption is prevalent at both the local small-scale level – for 
example through payments for procuring government contracts – as well as at the national 
scale, as illustrated by the banking crisis.  Under continued resistance to public sector 
modernization and institutional reform, the Dominican economy will remain vulnerable to 
future shocks from which the poor in particular struggle to recover.   

296. Investors, producers and consumers in the Dominican Republic are all affected by the set of 
incentives and relative choices available to them.  With respect to trade, for example, importers base 
their decisions not only on the tariff and domestic consumer demand, but also on the ability to obtain 
the necessary documentation and clearances for import transactions, confidence in macroeconomic 
policy variables such as the exchange rate and inflation that affect profit margins, property rights 
protection, the environment for corruption, regulations that facilitate rather than hinder import 
activities, and a fair tax regime.  These themes ultimately affect the country’s competitiveness and its 
prospects for growth within the context of global integration.   

I.  Governance Institutions 
297. There is a growing literature on the links between growth and institutions.  Institutions that 
support markets and reinforce incentives for growth are wide-ranging.  They act through defining and 
enforcing contracts and property rights, supplying information to economic agents with respect to 
market conditions and quality of goods, and they promote competition (World Bank 2002a).  
Institutions – whether formal and public such as laws and the legal system to enforce them, or 
informal and private such as norms and implicit contracts for credit provision – can contribute 
positively to growth by increasing market efficiency, encouraging new entry and investment through 
reduced risk and lower transactions costs, and minimizing uncertainty.  And the absence of 
governance hurts growth through inefficient resource allocations, poor compliance with the rule of 
law, low tax revenue collection which leads to high distortionary taxes, and sub-optimal or harmful 
public investment projects due to inadequate government oversight – and often complicity.  The 
growth analysis in Chapter 2 concludes that poor governance acted as a major drag on Dominican 
economic growth.  This is consistent with the extensive evidence of a strong and positive relationship 
between per capita incomes and quality of governance (see Kaufmann and Kraay 2002).  And Rodrik 
et al. (2002) find that institutions relating to property rights and the rule of law are more important to 
growth than geography and integration into world markets.     
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298. Weak governance is the fundamental challenge facing the Dominican Republic today.  It 
comprises a lack of transparency, low confidence in public sector institutions, corruption, lack of 
respect for the rule of law, non-compliance with regulations, ineffective oversight, and high 
transaction costs.  These factors limit the economy's competitiveness in multiple ways.  For example, 
the uncertain policy environment and weak rule of law discourages investment, except by those who 
gain preferential treatment through sweetheart deals – often facilitated by bribes – that by definition 
misallocate gains into private hands rather than spreading the returns more equitably or benefiting the 
public treasury.  Corruption may result in the direct misappropriation of public resources, or lead to 
inefficient public expenditure by financing projects awarded to related parties rather than on the basis 
of competitive bidding.  These projects may themselves violate environmental legal protections, for 
example, causing degradation of national resources but also signaling to others that laws are not 
binding.  Weak enforcement and low confidence in the government dissuades tax payment, which 
generates inadequate tax revenue to finance government services.  Under-funding is exacerbated by 
public waste that is not controlled through effective public financial management tools.  And in order 
to make up the necessary revenue, ad hoc or temporary taxes are regularly introduced, further raising 
the cost of doing business and providing more incentives for evasion. 

299. This lack of oversight has many routes through which it reduces growth: directly, by 
increasing the government burden at the same time as producing sub-optimal outcomes; dynamically, 
by creating a vicious cycle of weak enforcement/low compliance/poor service delivery/low 
confidence; and indirectly, by generating or exacerbating economic volatility, which is itself harmful 
to growth (as discussed in Chapter 8).  The recent banking crisis and the ongoing electricity crisis are 
two examples in which weak governance resulted in massive losses and economic inefficiency.  
Recall from Chapter 5 that the banking crisis was the result of long-sustained fraud on a very large 
scale that was in effect facilitated by poor banking supervision.  The Central Bank intervention was 
costly and non-transparent, benefiting the perpetrators (or at least recipients of unpaid loans), with the 
government assuming all risks.  And the subsequent prosecution of the former owners who defrauded 
depositors and the government has been slow and ineffective, characterized by politically-motivated 
acquittals and relying on civil cases tried in US courts.  The electricity crisis, with its convoluted path 
from poor-performing public utilities to privatization to implicit subsidies and then re-nationalization, 
continues to be plagued by poor service quality but which is now exacerbated by illegal connections 
and non-payment, all at a continuing exorbitant cost to the government and consumers (discussed in 
Chapter 6).  In both of these examples, the lack of transparency and public accountability delayed or 
blocked reform until crisis levels were reached.

300. The Dominican Republic is still influenced by the remaining vestiges of its caudilist 
traditions, which have prevented the development of modern public institutions due to the vast 
powers vested in the Office of the President, with few checks and balances from other branches of 
government.  This modus operandi is exacerbated by the clientelism that pervades the economy and 
under which public contracts have often rewarded political allies and financial contributors, and some 
civil servants are employees of their benefactors rather than working for the public good.   

301. The government’s multiple responsibilities of service provision, regulation, social protection, 
promoting the public good, and fostering economic growth have been impeded by inefficiency, a lack 
of transparency and sometimes fraud in public institutions, and a highly centralized structure that 
accords a larger role to individuals than to institutions.  For example, a government agency may be 
very effective under the leadership of person X, but once there is a charge in leadership to person Y, 
all previous gains evaporate because they were achieved exclusively through the individual discretion 
of person X rather than with the involvement of lower level staff, or they were executed on an ad hoc 
basis rather than within a framework of institutional procedures.  The result is policy uncertainty for 
potential investors, extensive civil service turnover with changes in administrations (affecting even 
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the technical levels, and resulting in a loss of expertise and institutional knowledge), and lax 
accountability that leads to inefficiencies and misuse of public resources.  

302. The recent Investment Climate Survey in the Dominican Republic found that corruption is the 
second most important obstacle facing firm (after electricity), affecting 72 percent of firms (recall 
Figure 5.9).138  Although corruption is widely cited as a major or severe obstacle in other Latin 
American countries, the proportion of affected firms is higher in the Dominican Republic.  
Procurement bribes are a form of corruption that affects many private firms: 21 percent of surveyed 
firms reported paying bribes in order to be awarded government contracts.  This is the lowest share 
compared to the Central America, however.  Twenty-six percent of Costa Rican firms and 57 percent 
of Salvadoran firms report that procurement bribes are common.  On the other hand, Dominican firms 
pay bribes of larger magnitude compared to its Central American neighbors, averaging 15 percent of 
the contract value (see Figure 7.1).  Micro and large Dominican firms report paying the largest bribes 
to secure government contracts, and yet procurement bribes are less common among micro and large 
firms compared to small and medium sized firms (see Figure 7.2).  And manufacturing firms pay 
much larger bribes than commercial sector firms.    

Figure 7.1:  Bribes to Obtain Government Contracts (% of contract value) 
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138  For a description of the survey, refer to Chapter 5.  
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Figure 7.2: Bribes to Obtain Government Contracts by Firm Type (% of contract value) 
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303. The survey results also indicate a high incidence of government officials actively requesting 
bribes.  Disaggregated by service type, some 12 percent of firms applying for electricity connection 
within the past two years were requested to pay bribes, illustrating both the penetration of corruption 
as well as the challenge of restoring financial solvency to the electricity distribution companies.  Ten 
percent of firms applying for an operating license were asked for bribes, but only 2 percent of those 
applying for a telephone connection.  Not all government services are afflicted by this type of 
corruption, however, as bribe requests are uncommon in the context of water connections, 
construction permits, and import licenses (although these results may be distorted by the small sample 
size, given that very few firms applied for these services in the past two years).  Corruption is also 
present for certain types of government inspections.  For instance, almost half of the firms inspected 
by the police were asked to pay bribes.  The incidence of bribe requests is a more modest 16 percent 
for Social Security officials, 15 percent each for Internal Revenue and Health inspections, and 12 
percent for Customs officials (as depicted in Figure 7.3).   

Figure 7.3:  Bribe Requests during Inspections (% of firms) 
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304. Informal payments “to get things done” are another measure of corruption facing Dominican 
firms.  Asked whether informal payments to facilitate the issuance of permits, licenses, the payment 
of taxes, etc. were common in their sector and if so, at what costs, bribes paid by manufacturing firms 
averaged 2.3 percent of annual sales.139  This represents a higher cost for Dominican firms compared 
to El Salvador, Nicaragua and Honduras, but lower than in Ecuador and Guatemala (see Figure 7.4).  

Figure 7.4:  International Comparison of the Bribe Tax (% of annual sales) 
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305. The prevalence of the bribe tax is much lower among commerce sector firms, affecting only 
16 percent of firms in this sector, for an average value equivalent to 1.2 percent of annual sales, as 
shown in Figure 7.5 (although this still represents a burden, given that it is in addition to formal 
taxes).  Micro and small firms bear a higher burden of such informal payments than medium and 
large firms, and firms in Santo Domingo pay out a much higher proportion of their sales in informal 
payments to government officials than firms in Santiago (2.6 percent versus 1.2 percent).  

139  This is the average bribe paid to “get things done” across 179 firms, including those not claiming 
bribes.  The reported bribes range between 0 and 50 percent of total annual sales.  Considering only the 50 
manufacturing firms that reported non-zero bribes, the average bribe size rises to 8.2 percent of total annual 
sales.
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Figure 7.5:  The Bribe Tax by Firm Type (% of annual sales) 
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306. The Dominican Republic’s governance and institutional performance is sub-par, ranking 
below many of its regional competitors and the LAC average, but performing better than its lower 
middle income comparators (see Figure 7.6).  Based on the six perception-based governance 
indicators developed by Kaufmann et al. (2006) – voice and accountability, political stability, 
government performance, regulatory quality, the rule of law, and the control of corruption – the 
Dominican Republic’s institutional environment in 2005 scored far below Costa Rica’s, and generally 
below El Salvador’s (particularly with respect to regulatory quality, rule of law and corruption).  But 
the Dominican Republic ranks ahead of Guatemala, Honduras and Nicaragua (see Figure 7.7).  In all 
categories except political stability, Mexico is perceived to have a better institutional setting than the 
Dominican Republic.  China’s ranking is rather mixed: its political environment greatly limits voice 
and accountability, but at the same time it facilitates political stability, government effectiveness and 
the rule of law, all of which reflect growth-promoting institutions.  The Dominican experience of low 
government effectiveness and inadequate rule of law, by contrast, negatively reinforce growth by 
exposing the economy to recurrent crises (see Chapter 8).   
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Figure 7.6.  Governance Indicators 2005 
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Figure 7.7.  Comparing Governance Indicators among Competitors 2005 
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307. Firms’ productivity and ultimately their ability to compete are directly affected by the quality 
of institutions that intersect with commercial operations.  Consider, for example, the role of the 
judiciary in enforcing contracts.  A 2001 survey of 95 foreign and domestic investors operating in the 
Dominican Republic highlighted concerns about the quality of the judiciary in supporting and 
enforcing commercial legal agreements; although only a small percentage reported that the court 
system was a major obstacle to their operations, about half of respondents rated the courts ineffective 
in handling litigation and enforcing decisions (Foreign Investment Advisory Service 2002).  
According to the World Bank’s Doing Business comparative indicators on contract enforcement 
(World Bank 2006e), some twenty-nine procedures are required between the time a plaintiff files a 
lawsuit to the actual payment of the final settlement, with associated costs in court and attorney fees 
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equivalent to 35 percent of the debt value, and taking an average of 460 days to complete.  In this last 
regard, the Dominican Republic compares favorably with the LAC regional average (642 days). 

308. The Executive Opinion Survey conducted annually by the World Economic Forum to assess 
competitiveness in the global context reveals a below-average performance of the Dominican 
Republic’s institutions, ranking the country 93rd out of 125 countries in the 2006 survey, a marked 
improvement compared to 2005 when the country ranked 105th out of 117 countries (World 
Economic Forum 2006).140  Weak institutions will encourage foreign investors to look elsewhere, 
other things being equal (World Economic Forum 2006, Vial 2002).     

309. Other institutions, namely property rights, have implications for attracting investment and 
promoting technology and innovation.  Intellectual property provisions affecting foreign investors (as 
measured by the technology transfer index) compare well both regionally and globally (World 
Economic Forum 2005).  And under the forthcoming DR-CAFTA, the Dominican Republic agreed to 
provisions that will protect trademarks and intellectual property rights (discussed in Chapter 3).   

II.  Regulatory Environment 
310. One particular aspect of the institutional setting that has direct implications for growth is the 
regulatory environment.  Whereas the regulatory function of the state is crucial for ensuring service 
delivery quality, equitable access, worker and consumer protections, sound financial practices and a 
healthy financial system, achieving the right mix of regulations – in other words, balancing protection 
and facilitation – poses a challenge.  Cross-country analysis by Bolaky and Freund (2004) finds a 
significant negative impact of regulation on economic growth.  And the regression results in Chapter 
2 find that a large government burden lowers GDP growth – by an estimated 75 percent in the case of 
the Dominican Republic (recall Table 2.6). 

A.  Perceptions of the Business Environment 

311. Regulations can be costly, both directly through fees and administrative requirements, and 
indirectly through evasion, corruption and/or the unproductive use of resources for lobbying efforts.  
Therefore, regulations that are onerous to producers act as a disincentive to entry or investment, in 
turn reducing economic growth.  A variety of questions in the Investment Climate Survey aim to 
measure firms’ perceptions of various aspects of the regulatory framework and the degree to which 
they impede firms’ competitiveness.  According to the results, Dominican firm managers spend about 
12 percent of their time dealing with red tape, comparable to the experience in Honduras and Costa 
Rica, and considerably less than the average time spent in Guatemala and Nicaragua (see Figure 7.8).  
This time tax is important not only as a direct burden on managers’ time, but also by increasing 
personal interaction with regulators, thus increasing the opportunities for corruption (borne out by 
correlation tests on the data).  It can also have an impact on the level of trust in government 
regulators.  For instance, nearly half of Dominican firms believed that government officials’ 
interpretations of regulations were unpredictable and thus subject to discretion (only Guatemalan 
firms expressed greater distrust).  

140  The institutions index is the weighted average of sub-indices on public institutions (which includes 
property rights, ethics and corruption, undue influence, government inefficiency, and security) and private 
institutions (which includes corporate ethics and accountability).  The overall Global Competitiveness Index 
ranking for the Dominican Republic was 83rd in 2006, compared to 91st in 2005. 
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Figure 7.8:  Time Tax in the Dominican Republic and Central America (% of time) 

8

12

12

12

15

16

0 5 10 15 20

El Salvador

Costa Rica

Dominican Republic

Honduras

Nicaragua

Guatemala

%

Source: Investment Climate Surveys in various countries 

312. Government inspections of firm premises, products, work conditions, sanitary and customs 
regulations, tax compliance, etc. constitute another mechanism of business regulation and a potential 
cost to the firm if they take too long, or lead to bribe extraction or payment of fines.  Some 43 percent 
of Dominican firms were inspected by Social Security in the year preceding the survey, 36 percent 
were inspected by the Labor Department, one-third had meetings and inspections with tax inspectors, 
and 28 percent of firms were visited by Health Department inspectors. Other inspections – such as 
those by the police, the Environmental department, Customs and the Office of Public Works – were 
borne by a substantially smaller fraction of firms (from 6 to 12 percent).  There was a wide dispersion 
in the number of annual visits and length of time involved in the various inspections (Figure 7.9 
summarizes the responses).  Police inspections were most common in terms of number of visits, but 
they were of shorter duration compared to customs inspections, which were much more onerous over 
the course of a year, on average consuming 49 hours per firm (these findings support the assertion 
that customs clearance procedures are time-consuming). 

Figure 7.9:  Number and Duration of Inspections 
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313. With respect to compliance with tax laws, Dominican firms reported a fairly high evasion rate 
compared to its regional neighbors: Dominican manufacturing firms report only about 55 percent of 
actual sales (compared to 66-77 percent in Central America), and 69 percent of employees are 
registered with the Social Security agency (comparable to Costa Rica but well below the 96 percent 
average in Chile).  Tax compliance rates vary substantially by industry (manufacturing firms pay 
more), firm size (smaller firms report less) and exporter status (exporters pay more) (see Figure 7.10). 

Figure 7.10:  Sales Reported for Tax Purposes (% of total sales) 
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B.  Regulatory Framework 

314. Another tool for assessing the regulatory framework in the Dominican Republic are the 
World Bank’s Doing Business Indicators, which analyze the regulatory requirements and procedures 
associated with firm entry, operation, and exit with a view to understanding whether the Dominican 
Republic offers investors an attractive environment vis-à-vis its competitors – relevant both for 
attracting foreign investment as well as the efficient provision of domestic inputs and services.  This 
benchmarking exercise follows the chronology of establishing, operating and closing a business.  
Once a firm is established, its productivity level is the result not only of firm-specific factors (e.g., 
quality of inputs, technology, management effectiveness) but also the broad regulatory environment 
in which it operates.

315. Entry costs.  This comparative exercise relies on the World Bank’s Doing Business 
indicators.  Table 7.1 below summarizes country performance with respect to the number of 
procedures needed to set up a new business and the time and money required to complete them.  With 
respect to procedural and time requirements, the Dominican Republic is at the regional average for 
Latin American and the Caribbean, but is less conducive to entry compared to South Asia and East 
Asia and the Pacific.  Although the number of entry procedures fell from 20 to 10 in the Dominican 
Republic in the past few years, the number of days remains high at 73 (illustrated in Figure 7.11), 
compared to 27 days in Mexico, 30 in Guatemala, and only 8 in Jamaica.  Efforts by the authorities – 
namely the National Competitiveness Council, DGII, ONAPI, and CEI-RD – resulted in two recent 
improvements adopted in July and August 2006 that will significantly reduce entry costs: the creation 
of a one-stop shop for starting a business (Decree 244/06), and the reduction in the contest period 
from 45 days to 5 days for obtaining a certificate of name registration (Decree 326/06).   
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Table 7.1:  Starting a Business 
Number of 
Procedures 

Number of 
Days 

Cost  
(% GNI per capita) 

East Asia & Pacific 8 46 43
Europe & Central Asia 9 32 14
Latin America & Caribbean 10 73 48
Middle East & North Africa 10 41 74
OECD: High income 6 17 5
South Asia  8 32 47
Sub-Saharan Africa 11 62 163 
Dominican Republic1 10 73 30
Costa Rica 11 77 23
El Salvador 10 26 76
Guatemala 13 30 52
Haiti 12 203 128 
Honduras 13 44 61
Jamaica 6 8 9
Mexico 8 27 14
Nicaragua  12 192 1,002 
1  Regulation changes approved in August 2006 are expected to reduce the number of days to 33 or less. 
Source: World Bank 2006e 

Figure 7.11.  Procedures to Start a Business in the Dominican Republic 
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316. Investment laws.  In 1995, the new Foreign Investment Law 16-95 eased foreign investment 
requirements by reducing red tape, allowing the equal treatment of foreign and national investors, and 
eliminating restrictions on profit repatriation, and effectively spurred an influx of foreign investment 
into the free trade zones (recall the discussion in Chapter 3).  
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317. Export requirements.  In addition to the export and import logistics requirements and 
bottlenecks discussed in Box 4.1, there are other administrative and financial costs incurred by 
Dominican producers, particularly those in the protected sector (i.e., outside the free trade zones).  
According to the Association of Dominican Exporters (ADOEXPO), exporters are required to obtain 
numerous documents – beginning with the commercial bill, sworn declaration of goods, certificate 
from the relevant ministry, CEDOPEX request for inspection, certificate of origin, various customs 
inspections forms depending on export destination, establishing an account at a commercial bank, and 
requesting the peso counterpart of foreign exchange from the Central Bank to be deposited into the 
exporter’s commercial bank account – belying burdensome administrative procedures at a substantial 
costs.  Previous efforts by the authorities to implement a one-stop window to streamline export 
procedures have not been very effective.  On this basis, the Dominican Republic is at a competitive 
disadvantage with respect to Central American competitors: ADOEXPO estimates that the numerous 
steps required of Dominican exporters add up to a full day and a cost of US$150 (excluding internal 
transport and freight costs), compared to the efficient one-stop windows and substantially lower fees 
in Costa Rica (10 minutes, US$21), El Salvador (5 minutes, US$15), Guatemala (30 minutes, 
US$16), Honduras (40 minutes, US$14), and Nicaragua (1 hour, US$14).  The regulatory framework 
for firms in the free trade zones is markedly simpler, since even customs clearance is handled within 
the zones and the various fees are waived.  To address these disincentives, Export Promotion Law 84-
99 of 1999 established a duty drawback scheme for exporting firms outside FTZs to eliminate the 
disparate treatment, but the system is not yet effective, in part because it is very difficult to 
administer, particularly given the institutional weaknesses that inhibit monitoring and efficient 
customs operations.  

318. Import requirements.  Importers also face considerable obstacles.  In addition to the port 
delays arising mostly from customs clearance (as documented in Box 3.1), a consular invoice from 
the Dominican consulate in the country of origin was required for all shipments valued over US$100 
(except for imports into the FTZs), or a US$400 fee was levied; this requirement was eliminated in 
July 2006. 

319. Land titling.  According to a 1998 investor roadmap study (The Services Group 1998) and the 
2001 FIAS survey (Foreign Investment Advisory Service 2002), land titling and registration 
requirements and related delays represent one of the greatest impediments for potential investors.  
Reforms are ongoing, but the challenges are many, given the out-of-date paper land registry, manual 
searches for title or zoning confirmation, average 8-month delay for property development approval, 
and up to 8 months to confirm a property’s zoning.  The impact of these delays goes beyond direct 
uses of land to indirect uses such as collateral for credit.  Although land courts are in place to resolve 
disputes, they are ineffective.  Weak land titling and registration systems are evidenced by the fact 
that up to a third of Dominican property lacks certain titles, giving rise to a significant informal real 
estate market (Foreign Investment Advisory Service 2002). 

320. Labor regulations.  Within the period of reforms initiated in the early 1990s, a labor code was 
passed into law in 1992 after considerable tripartite consultation.  The laws defined in this code are 
fairly comprehensive, covering working time requirements, maximum number of hours in a normal 
workweek, premium for overtime work, mandatory payment for annual leave and holidays, and 
minimum wage legislation (Secretaría de Estado de Trabajo 1999).  Minimum wages are set about 
every two years, and are defined for 16 different sectors.141  The degree of compliance with minimum 
wage laws is relevant, however, and the labor force survey data from April 2003 indicate that nearly 9 
percent of those reporting wages earn less than the agricultural minimum wage of RD$8/hour in 

141  For more detail, see World Bank 2005a. 
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effect (the economy-wide average wage was RD$32/hour).142  A recent study suggests that the impact 
of minimum wages in Latin America and the Caribbean is ambiguous, reducing labor demand and 
increasing unemployment and shifts into the informal sector, but potentially raising welfare through 
higher wages in the informal sector by providing a benchmark for wage setting (World Bank 2003c).   

321. Most other countries in Latin America and the Caribbean have multiple legal minimum 
wages.  The degree to which minimum wages affect wage levels in the rest of the economy varies 
from country to country.  In the Dominican Republic, minimum wages have risen in real terms since 
the early 1990s, although they fell in 2003 concurrent with the economic crisis and sharp rise in 
inflation (see Figure 7.12).  In the sectors for which it is possible to make the comparison – namely 
agriculture and industry – real average and minimum wage movements are closely correlated, both 
tracking inflation, but average wage fluctuations are much more volatile.   

Figure 7.12.  Evolution of Real Wages (Minimum and Average, RD$) 
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322. Because employers and potential investors care not only about labor cost but also labor 
quality, availability, and flexibility of hiring and firing, it is important to understand how Dominican 
labor compares internationally in these aspects.  A foreign investor’s perception survey carried out in 
2004 ranked the Dominican labor force as the most attractive in the Caribbean, ranking first with 
respect to availability of skills ranging from professional to unskilled, labor productivity, labor 
relations, and labor market flexibility (Foreign Investment Advisory Service 2004).   

323. Labor regulations that affect Dominican competitiveness by raising the cost of labor include 
social protections such as social security, emergency benefits (e.g., for family death, sick leave, 
maternity leave), accident insurance, and the training tax equivalent to 1.5 percent of payroll (1 
percent paid by the employer, 0.5 percent paid by employees) which goes to finance the government’s 
in-service training institute, INFOTEP.  A new social security system adopted in 2001 and in the 
process of being implemented comprises contributory pensions and health insurance, survivor 
benefits, disability, sick leave and maternity leave.  The pension system is based on individual 
savings accounts but also makes provision for a minimum pension, financed through solidarity 
contributions.  The health insurance program plans to cover medical costs, prescriptions (partial 

142  Note that this is a lower bound, since the minimum wage in other sectors is higher. 



166

coverage), sick pay, maternity leave, and infant and pre-school child benefits, with employers and 
employees splitting contributions 70 percent:30 percent, as is the case with the pension scheme 
(World Bank 2005a contains a detailed description of the program designs).  Once fully operational, 
total payroll charges for social security and related programs will amount to 22.7 percent in the 
Dominican Republic (excluding the cesantía)143; although this increase in labor costs will certainly 
hurt labor demand, this tax rate compares favorably to those prevailing in Central America, which 
range from 30.2 percent in El Salvador to 45.6 percent in Costa Rica (Centro Internacional para el 
Desarrollo Humano 2004).  Additional labor costs include: (i) the Christmas bonus (salario doble)
equal to an extra month’s pay; and (ii) optional benefits such as food support (received by about 10 
percent of workers April 2003), housing (1.4 percent) and transportation allowances (6 percent).  
Although these planned social insurance programs are comprehensive, they come at a substantial cost, 
which could push even more firms into the already large and growing informal sector (recall Chapter 
4).

324. Exit costs.  Another factor affecting investment decisions of both foreign and domestic 
investors concerns the time and costs associated with shutting down operations such as for example 
through bankruptcy, which in turn affects the productive use of capital.  Based on a survey of 
lawyers, accountants and judges involved in bankruptcy proceedings, the Doing Business indicators 
assess the effectiveness of bankruptcy laws and any bottlenecks emerging as a result of procedural 
requirements or the administration thereof (for more detail on methodology, see World Bank 2006e).  
The average Dominican business is estimated to require 3 and a half years to achieve insolvency, at a 
cost of 38 percent of the estate (considerably higher than most countries in the survey) and with a low 
estimated recovery rate of 7 cents on the dollar.  With respect to achieving the three goals of 
insolvency established in Hart (2000), the Dominican Republic ranks below average for the Latin 
America and Caribbean region, and on par with the regional averages for South Asia and Sub-
Saharan Africa. 

III.  Fiscal Policy 
325. The analysis that follows examines the non-tariff incentive regime in which Dominican 
producers operate, whether for export or the domestic market.  Both types of producers are subject to 
a range of taxes that reduce profit margins and thus diminish competitiveness.  Table 7.2 summarizes 
Dominican fiscal policy by industry. 

326. Corporate tax.  The corporate tax rate on firm profits net of expenses, depreciation and 
interest payments was recently raised from 25 to 30 percent on a temporary basis, scheduled to revert 
gradually to 25 percent by 2009 (lower rates apply to firms with annual sales under RD$6 million).  
Beginning in 2006, a monthly turnover tax was introduced to facilitate consistent revenue flows to the 
treasury, and essentially acts as a pre-payment of the profit tax.  Paid in twelve equal monthly 
installments that sum to the equivalent of 1.5 percent of assumed annual sales over RD$6 million on 
the basis of the previous year’s results144, the tax limits firms’ liquidity – particularly when sales fall 
short of preceding year levels and/or when sales are on the basis of credit rather than cash.  Moreover, 
the 1.5 percent tax effectively becomes a final tax in cases in which the corporate tax liability is 
less.145  The turnover tax design is distortionary on several fronts: the marginal tax rate imposes a 
relatively high cost for high-volume, low value-added firms; the demand for upstream products 
declines since each subsequent transaction is taxed, thus encouraging vertical integration rather than 

143  The cesantía is equivalent to one month’s salary per year of employment with a specific firm. 
144  Lower tax rates apply to smaller firms: 0.75 percent of sales up to RD$2 million, 1 percent for annual 
sales equivalent to RD$2-4 million, and 1.25 percent for annual sales equivalent to RD$4-6 million. 
145  For firms whose corporate tax liability exceeds the equivalent of 1.5 percent of gross sales, the 
monthly tax is calculated as 1/12 of the preceding year’s actual tax liability. 
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promoting intra-industry trade and specialization; and the tax imposes liquidity constraints 
particularly for long-term investments such as technology upgrades that become even more expensive 
because short-term sunk costs are not eligible for tax relief (Freund 2002).  On the other hand, the tax 
is simple to administer and reduces incentives for evasion, particularly since the tax is effectively 
passed on to consumers through higher prices. 

327. ITBIS.  A value-added tax on the transfer of industrialized goods and services (ITBIS) was 
introduced in 1983 and raised from 8 percent to 12 percent in 2001, and subsequently raised to 16 
percent in October 2004.  Exports are not subject to the ITBIS, nor is a long list of exceptions, 
whether imported or produced locally – including many agriculture products and inputs, books, 
petroleum products and medicine, as well as goods imported by public agencies and imported 
machinery and equipment into the FTZs (see Cury et al. 2004 for more detail).  Moreover, many 
small and micro firms are excluded from the ITBIS because they fall below the minimum level of 
gross sales equivalent to RD$2 million.  The ITBIS was extended to fertilizer and various consumer 
goods – including soap, tomato paste, detergent, matches, salt, vinegar, toothpaste, fish and cereals – 
on January 1, 2006.  The administration of the ITBIS collection suffers from deficiencies, including 
refund mechanisms – particularly relevant for exporters who are owed duty refunds on imported 
inputs but are not compensated in practice.  This not only violates the WTO equal treatment clause 
due to come into effect in 2010, but also puts exporters at a competitive disadvantage.  The duty-
drawback system (created under Law 84-99) was intended to refund ITBIS charges as well as duties 
and customs taxes on raw material imports used to produce exported goods (Freund 2002), but the 
system has not yet been implemented.   

328. Excise tax.  Selective taxes apply to particular consumption goods, primarily alcohol, 
tobacco, oil, cars, and jewelry, inter alia.  These excise taxes range from zero to 80 percent, with rates 
for alcohol and tobacco between 25 and 50 percent, and the highest rates applying to luxury vehicles 
(Cury et al.  2004).  Excise taxes apply to domestic consumption, whether goods are imported or 
produced locally.  For alcohol and tobacco products, for example, mark-ups of 20-30 percent are 
applied for calculating the tax burden, thereby equalizing the value on which the tax is paid to ensure 
equal treatment of imports and domestically produced goods, as required under WTO membership 
(Cury et al. 2004).  As part of the recent fiscal reform (Law 557-05), excise rates on alcohol and 
cigarettes were increased by 20 percent, rates on domestic electric appliances were raised from 
previously discounted rates of 20 or 26 percent to the uniform rate of 32.5 percent applied to similar 
products, and increases in existing excises on hydrocarbons (by 24-28 percent) were approved but 
have not yet been implemented. 

329. Non-tariff trade-related taxes.  Several trade-related taxes were introduced as temporary 
measures to mitigate declining fiscal revenues following the 2000 trade reform.  Until recently all 
foreign exchange purchases – primarily from the Central Bank – were subject to a 13 percent 
commission fee.  This foreign exchange commission (comisión cambiaria) was originally introduced 
in 1991 at a much lower 1.75 percent rate, and subsequently raised to 5 percent in 1999.  In August 
2002 the commission was effectively limited to import purchases, and the rate was raised to 10 
percent in October 2003 and to 13 percent in January 2005.  The foreign exchange commission was 
eliminated in July 2006 in anticipation of DR-CAFTA.146  Additional trade taxes include a 5 percent 
export tax on all exports outside of the FTZs, which was introduced in October 2003 for a temporary 
period ending July 6, 2004.  And finally, a supplemental 2 percent import duty was introduced in July 
2003 and expired on December 31, 2004.147  Taken altogether (Table 7.2 contains a summary), the 

146  The fiscal reform adopted in January 2006 waived the foreign exchange commission for those products 
facing new or higher taxes under the reform, and renamed it a temporary import tariff, maintained at 13 percent.  
147  FTZ imports were excluded. 
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tax regime affecting producers outside the free trade zones imposes a significant burden.  These taxes 
– cumulatively creating a large wedge – act as a non-tariff barrier to trade that hinders the capacity of 
Dominican firms to compete on the world stage.148

Table 7.2:  Fiscal Policy Framework 
  Industry FTZs Tourism  Telecoms Agriculture 

30% Corporate profit 
tax/ 1.5% Minimum 
tax on gross receipts 

30% Corporate 
profit tax/ 1.5% 
Minimum tax on 
gross receipts 

1.5% Minimum tax 
on gross receipts 

30% Corporate 
profit tax/ 1.5% 
Minimum tax on 
gross receipts 

Tax  

Regime 16% ITBIS, some 
exemptions  

16% ITBIS, 
some exemptions 

16% ITBIS, 
some exemptions 

16% ITBIS, 
some exemptions 

10% service tax 
(earmarked for 
labor)    

13% Foreign 
exchange 
commission on 
imports1 (revoked 
July 2006)  

13% Foreign 
exchange 
commission on 
imports1 (revoked 
July 2006) 

13% Foreign 
exchange 
commission on 
imports1 (revoked 
July 2006) 

 13% Foreign 
exchange 
commission on 
imports1 (revoked 
July 2006) 

5% Export tax 
(expired July 2004)  

5% Export tax 
(expired July 2004)

5% Export tax 
(expired July 2004) 

5% Export tax 
(expired July 2004)

2% Supplemental 
import tax (expired 
end-2004)  

2% Supplemental 
import tax (expired 
end-2004) 

2% Supplemental 
import tax (expired 
end-2004) 

2% Supplemental 
import tax (expired 
end-2004) 

    Some tax holidays     
1  Exceptions included those imports affected by new or higher taxes under the January 2006 fiscal reform. 
Source: World Bank (2000b), Cury et al.  (2004) 

330. Free-trade zones.  As the name implies, free trade zones – or zonas francas – do not fall 
under the above-described tax regime.  Created to promote the non-traditional (i.e., non-agriculture) 
export sector, FTZs attract investors by reducing the cost of imported inputs, facilitating production 
and exports through streamlined procedures including on-site customs clearance, and providing easier 
access to land, quality infrastructure and related services within the industrial parks.  As a result, FTZ 
companies – whether foreign or domestically owned – are insulated from the protectionist framework 
facing domestic producers.  Tax exemptions defined by Law 8-90 are as follows: corporate income 
tax; construction, loan agreement, real property recording and transfer taxes; company incorporation 
and capital increase taxes; municipal taxes; import duties and related taxes on raw materials, 
equipment, construction materials, parts for buildings, office equipment, etc. intended for 
construction, preparation or operation within the FTZs; export or re-export taxes; business tax on 
inventory or assets and the ITBIS; consular charges on imports; import duties on materials and 
equipment for housing or staff facilities, and transportation vehicles.  These fiscal incentives are 
available for 15 years, and 20 years in the border region FTZs near Haiti, although in practice, tax-
free treatment is extended automatically. 

331. Firms located within the FTZs are permitted to sell up to 20 percent of total production on the 
domestic market, but must pay the relevant import duties and other taxes on these sales.149  Law 8-90 

148  Traditionally defined non-tariff barriers in the sense of import quotas are also present in the Dominican 
Republic, providing protection for domestic producers of 8 agricultural products   
149  In 2002, only 2 percent of FTZ output was sold domestically.  New firms seeking entrance into the 
FTZs are required to export 95 percent of their total output in the first year, a new requirement not stipulated in 
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(passed in 1990) also tried to strengthen the links between domestic and FTZ firms by exempting 
from duties raw material imports by domestic firms which are transformed into inputs for FTZ 
producers (Lizardo and Guzmán 2001).  In reality, however, the extent of linkages remains low, as 
discussed in Chapter 3, in large measure because preferential access to US markets requires US-
sourced inputs, particularly for apparel exports.150  The tax-exempt status of FTZs in fact discourages 
backward linkages to the rest of the Dominican economy, thereby limiting the growth impact of 
FTZs.  For example, an FTZ firm desiring to expand its plant can get less expensive raw materials 
and better quality equipment from abroad rather than purchasing them domestically.  This is further 
exacerbated by the import-competing protection measures that keep domestic products uncompetitive.  
This combination of incentives reinforces the dual nature of the Dominican economy and inhibits 
greater linkages with the domestic economy that could otherwise transmit growth-promoting external 
demand impulses.   

IV.  Growth Impact of the Investment Climate 
332. The 2005 Investment Climate Survey allows us to estimate the impact of obstacles faced by 
private sector manufacturing firms in their day-to-day business, from which can be inferred the 
potential impact of those obstacles on future investment.  For example, aggregating the reported costs 
borne by firms associated with the unfavorable business climate – namely, utility service interruptions 
(e.g., electricity and water), bribes to “get things done”, losses during transport, security measures and 
crime – indicates that Dominican firms incurred losses equivalent to 18 percent of annual sales (as 
shown in Figure 7.13).  It is not surprising that the largest losses stem from unreliable electricity 
service (recall the discussion in Chapter 5), but crime prevention expenditures on security (analyzed 
further in Chapter 9) as well as bribes and transport problems are also costly.  These results suggest 
that Dominican businesses are at a distinct disadvantage compared to neighboring competitors; for 
example, the aggregated losses incurred by Salvadoran firms are equivalent to 10 percent of annual 
sales.

the law but rather imposed by the approving agency.  This in effect precludes existing domestic producers from 
obtaining the same fiscal advantages available to FTZ firms. 
150  Recall that rules of origin under DR-CAFTA will be expanded to include Canadian, Mexican and 
Central American inputs, although some limits will continue to apply to textile-related inputs. 
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Figure 7.13:  Costs Due to an Unfavorable Business Environment (% of annual sales) 
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333. Because the Investment Climate Survey provides data on many aspects of firm operations, 
resources and impediments, it is useful to aggregate the data into indices around the following 
specific themes: infrastructure, technology, access to finance, and governance and insecurity (see 
Annex 7, Table A7.1 for details).  These indices can be used to compare how the Dominican Republic 
ranks vis-à-vis its Central America competitors, and also as a way to estimate the impact of the 
investment climate on firm performance.  Using a methodology similar to that developed in World 
Bank (2005c), we estimate the relative importance of various investment climate factors on firm 
performance, and compare these effects to those encountered in Central America.  Various measures 
of firm performance can be considered, and for this exercise we rely on sales per worker as a 
productivity measure.151  The cross-country regression results indicate that 60-90 percent of the 
differences in firm performance across countries is attributable to investment climate factors, and the 
most important of these factors is infrastructure, followed by technology and access to finance.152  As 
illustrated in Figure 7.14, Dominican firms perform significantly worse than Salvadoran and 
Guatemalan firms, particularly with respect to infrastructure.  Dominican firm productivity is more or 
less on par with that of Honduran firms, and markedly higher than Nicaraguan firms.  These rather 
mixed results are somewhat surprising, given the Dominican Republic’s relatively stronger economic 
growth compared to its Central American competitors, suggesting that the investment climate has 
been a significant drag on growth and underscoring the urgent need to address these obstacles.   

151  Alternative measures include net employment growth, wages, and whether firms report profits. 
152  The pooled regression indicates that technology carries the most weight with respect to firm 
productivity, followed by access to finance and infrastructure.  Governance, by contrast, does not affect labor 
productivity significantly but is shown to have a statistically significant effect on profits, wages and 
employment growth (see Table A7.2). 
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Figure 7.14:  How Central American Firm Productivity Compares to the  
Dominican Republic 
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V.  Looking Ahead 
334. Highly industrialized countries are characterized by “a strong state that can support a formal 
legal system that complements existing norms and a state that itself respects the law and refrains from 
arbitrary actions” (p. 4 of World Bank 2002a).  The preceding assessment of the institutional 
environment in the Dominican Republic lies far from this benchmark.  Firms expressed fairly low 
confidence in the judiciary to uphold contractual and property rights in business disputes (that is, 39 
percent distrust the judiciary).  Figure 7.15 suggests that Dominican firms fall in the middle compared 
to regional neighbors; distrust of the legal system is markedly higher in Guatemala and Nicaragua, 
but considerably lower in El Salvador and Costa Rica.  Distrust of the judiciary is positively 
correlated with distrust of officials’ interpretations of regulations: the more firms distrust the courts, 
the more likely they are to distrust the government as well. 

335. The low levels of trust in the judiciary or in the interpretation and enforcement of regulations 
reported by firms indicate a pervasive lack of confidence in government institutions – which are 
justified on the basis of inappropriate actions by government officials, such as soliciting bribes or 
through discretionary regulation enforcement.  This in turn leads to an unwillingness to comply with 
regulations or laws, ultimately undermining the government’s effectiveness further, in an ongoing 
vicious cycle.  Weak governance interacts with key policy variables in ways that may harm growth 
(as discussed in Chapter 2), such as through sole-source procurement contracts and poor regulatory 
and tax compliance.  The resulting inefficiencies, low tax collection and inadequate or low quality 
infrastructure in turn lead to higher tax rates, additional regulations and further evasion, compounding 
the weak institutional environment.     
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Figure 7.15: Degree of Distrust in the Judiciary to Uphold Contractual and Property Rights 
(% of firms) 
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336. Changing the governance culture is a formidable challenge, particularly because it pervades 
the daily operations of firms; tax evasion and bribes are common, and state capture by business and 
family elites is evident in many aspects of public decision-making.  In order to change a system based 
on personal connections, or clientelism, it is essential to professionalize government personnel and 
establish clear, enforceable rules and procedures.  For example, public investment decisions should be 
consistent with a nationally agreed budget envelope as well as the country’s development priorities.  
This requires strengthening the government’s planning capacity, and introducing budgetary 
procedures and controls for ensuring that spending aligns with budget allocations.  The government 
has recently adopted a public sector financial management system to improve budget controls, but the 
system has not been fully integrated into most government agencies.  Better budget execution should 
be accompanied by efforts to improve tax collection, with the objective of reducing tax rates through 
higher compliance and a broader tax base.  Improving public resource management could also be 
achieved through creating an asset registry and developing an inventory of civil servants to eliminate 
ghost workers and double dipping.  Procurement procedures are another area in which reform could 
have large economic pay-offs.  The need for strengthening banking supervision and financial and 
operational controls in the electricity sector are discussed in detail in Chapters 5 and 6, respectively.

337. One approach to improving governance is to increase the role of civil society as watch dog.  
The recently passed Access to Information Law creates the opportunity to develop these citizen 
oversight capacities, but additional efforts to implement the law are needed.  Effective 
implementation should be based on a supply and demand assessment – i.e., an assessment of 
information supplied by the government, and information demanded by users.  The latter may require 
assistance in identifying potential uses and thus fostering demand.   

338. Specific measures that would reduce the regulatory burden on firms include: revising 
inspection procedures to reduce the time burden on firms; streamlining business start-up procedures; 
reducing export requirements and increasing access to one-stop windows; easing land titling and 
registration processes; increasing incentives for better quality control and reliable supply of domestic 
inputs through an improved business climate; strengthening contract enforcement such as through 
streamlining judicial procedures; and automating customs operations to accelerate customs clearance 
times and reduce opportunities for corruption. 
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Annex 7 

Table A7.1:  Investment Climate Indices 
Dominican Republic, El Salvador, Guatemala, Honduras and Nicaragua 

Dominican 
Republic 

El
Salvador 

Guatemala Honduras Nicaragua 

Average 
Central 
America 

(4 
countries) 

Governance & Insecurity      
Crime Losses (% of Sales) 0.4% 1.0% 1.4% 0.9% 0.9% 1.0% 
Judicial System Distrust (% of 
Firms) 32.9% 25.4% 48.4% 36.9% 42.3% 38.0% 
Undeclared Revenues (% of 
Sales) 50.1% 22.6% 23.0% 32.1% 35.1% 28.0% 
Bribes (% of Sales) 1.9% 1.7% 2.8% 1.8% 1.5% 1.9% 
Inspections (per 10 Workers) 17.3 4.3 3.3 5.9 12.3 6.4 
Governance & Insecurity Index -0.26 0.28 -0.13 0.01 -0.09 0.02 

     
Infrastructure      
Water Interruptions  (No. per 
year) 62.0% 42.2% 19.6% 13.2% 55.3% 33.0% 
Power Outages Losses (% of 
Sales) 5.2% 1.2% 2.2% 3.9% 4.8% 3.0% 
Email Use (% of Firms in 
sector/region) 39.1% 62.6% 64.7% 45.0% 33.9% 51.9% 
Transport Losses (% of Sales) 2.0% 1.6% 1.9% 1.6% 1.9% 1.8% 
Infrastructure Index -0.19 0.43 0.41 -0.16 -0.65 0.02 

     
Access To Finance      
Access To Overdraft (% of 
Firms) 37.7% 45.5% 51.6% 41.4% 27.0% 41.5% 
Bank Use for Invest.  (% of 
Firms) 7.5% 30.4% 24.8% 26.9% 16.3% 24.7% 
Banks for Working Cap. (% of 
Firms) 30.8% 45.5% 34.1% 37.7% 27.9% 36.5% 
Use of Supplier Credit (% of 
Firms) 41.8% 14.4% 19.6% 9.0% 5.4% 12.2% 
Access To Finance Index -0.17 0.26 0.12 0.04 -0.39 0.01 

     
Technology       
Email Use (% of Firms) 39.7% 63.5% 65.0% 45.4% 35.0% 52.5% 
Worker Training  (% of Firms) 51.4% 45.1% 54.2% 46.4% 36.4% 45.5% 
ISO Certification (% of Firms) 8.9% 6.1% 3.5% 5.7% 5.0% 5.1% 
R&D Activities (% of Firms) 15.8% 16.6% 35.7% 12.7% 13.0% 19.6% 
Technology Index -0.08 0.11 0.44 -0.15 -0.39 0.01 

Source: Investment Climate Surveys.  Samples are those used for regressions on labor productivity and international simulations.
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Table A7.2: The Impact of Investment Climate Indices on Dominican Republic and Central 
American Firm Performance 

Sales per 
Worker 

Firm 
Reported 
Profits Wage (Log) 

Net
Employment 

Growth 
Governance Index 0.099 0.063** 0.085* 0.051*** 
  (0.17) (0.04) (0.09) (0.01) 
Infrastructure Index 0.191*** -0.001 0.076 -0.019 
  (0.00) (0.98) (0.11) (0.22) 
Finance Index 0.198** 0.039 -0.027 0.005 
  (0.03) (0.10) (0.50) (0.70) 
Technology Index 0.274** 0.063** 0.180* 0.015 
  (0.01) (0.05) (0.05) (0.35) 

Two stage least squares estimates with robust standard errors. Robust p values in parentheses. * significant at 
10%; ** significant at 5%; *** significant at 1%. The governance and infrastructure indices are included as 
averages within the region-sector-size range of the firm. The finance and technology indices are measured at 
the firm level and are assumed to be endogenous. The specific list of instruments varies depending on the 
performance variable. The list includes the schooling of the general manager, dummies for firms that report 
being aware of the Caribbean Basin Initiative, or report having benefited from Free Trade Agreements signed 
by the country, dummies for firms that report having constructed a new building or bought land in the 
previous two years, dummies for firms that report owning real estate, the percentage of firms with loans and 
the average terms and interest rates in the same region-sector-size range, the average schooling of workers in 
the region-sector-size range, and region-sector-size range averages for the finance and technology indexes. 
The following variables are also included in the regressions but are not shown here: the log of firm 
employment, the age of the firm (in logs), the average level of education of the workforce (measured by the 
log of the average years of schooling, and omitted in the last column), a dummy variable for incorporated 
firms, a dummy for firms with externally audited financial statements, the share of imported inputs and 
dummy variables for exporters.  For more detail on the methodology, refer to World Bank (2005c). 
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CHAPTER 8:  VOLATILITY AND GROWTH 

The Dominican economy is characterized by relatively volatile growth stemming from 
internal macroeconomic policy shocks, external and internal real and financial shocks, and 
natural disasters.  Terms of trade volatility in the 1990s exceeded LAC averages, and pro-
cyclical fiscal policy has generated severe, persistent volatility in fiscal outcomes, 
exacerbated by tax system deficiencies and oil price-driven increases in the government’s 
subsidy of the electricity sector in particular.  Despite recent spikes in government debt, the 
dynamic profile is positive, with the debt/GDP ratio likely to fall below 40 percent within 
five years.  The high exchange rate volatility and inflationary episodes are closely tied to 
past recessions, and the country’s vulnerability to natural disasters implies continued 
volatility in the future.  Cutting across all these sources of volatility is the country’s weak 
institutional environment, which both creates and exacerbates volatility.     

339. The Dominican Republic is one of the most volatile economies in the Latin American and 
Caribbean region (Loayza et al. 2002), and experienced three periods of severe crisis over the past 
three and a half decades despite generally strong economic growth.  Volatility inhibits growth through 
discouraging investment or steering investment to sectors that offer higher short-term returns, which 
in turn contributes to volatility.  Macroeconomic volatility is especially harmful to the poor and may 
lead to irreversible human capital losses.  In a typical economic downturn, social expenditures to the 
poor are reduced by 2 percent for each 1 percent reduction in output (World Bank 2000a).  A 1995 
IADB study finds not only statistical evidence of a large negative effect of macroeconomic volatility 
on long-term growth in the region, but also a negative relationship between volatility and poverty, 
education, income distribution, and financial deepening (IADB 2005).     

340. International evidence suggests that FTAs may enhance stability.153  By contrast, 
macroeconomic volatility discourages foreign investment (Calderon, Loayza and Servén 2002) and 
deters foreign trade.154  For example, higher real exchange rate uncertainty increases the riskiness of 
foreign transactions, causing traders to demand higher profits in order to engage in trade, thus 
reducing the volume of trade (Brodsky 1984).  Macroeconomic volatility is therefore a potential 
obstacle for the country to reap the full benefits from trade integration under DR-CAFTA because 
those benefits accrue primarily through trade and investment flows (World Bank 2003a).   

341. The analysis in this chapter examines the sources of the three crisis episodes – namely 
whether they were due to internal or external vulnerabilities – and the government’s policy response 
and the extent to which this response was effective in restoring economic growth.  The economy’s 
vulnerability stems from several potential sources: high dependence on oil imports, weak banking 
regulation, increasing level of indebtedness, export concentration (such as the preponderance of FTZ 
apparel exports to the US), and natural disasters; each of these sources is examined through the lens 
of their potential impact on growth, with a view to identifying mitigation measures.   

342. As shown in Table 8.1, the Dominican Republic has experienced high income volatility 
compared to both the Caribbean regional average and the Latin American and Caribbean average, 
with the exception of the tumultuous 1980s.  And whereas the 1990s were typified by declining 
volatility for most regional neighbors (with the exception of Haiti), Dominican volatility actually 
increased.

153  World Bank (2003a) finds that annual GDP growth volatility is over 1 percent lower for those 
observations (country-years) corresponding to FTA membership. 
154  See for example Caballero and Corbo (1989), Arize et al. (2000) and Esquivel and Larraín (2002) on 
the negative impact of real exchange rate volatility on trade. 
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343. Volatility in the Dominican Republic stems from three sources: (i) internal macroeconomic 
policy shocks, (ii) internal exogenous shocks such as natural disasters, and (iii) external and internal 
real and financial shocks.  External shocks are experienced either through a terms of trade shock, the 
impact of which is determined not only by its magnitude but also its relative importance to the 
country as measured by degree of trade openness, or through shocks to international capital flows.  
Macroeconomic policy shocks partly reflect bad policy choices but to a greater extent represent 
policy responses to external shocks in the presence of weak insurance and financial markets and weak 
policy institutions which constrain flexibility in macroeconomic management (World Bank 2000a).   

Table 8.1:  Volatility of Growth in Latin America 
  GDP GNI 
Country 1970s 1980s 1990s 2000-04 1970s 1980s 1990s 2000-04 
Antigua and Barbuda 2.2% 3.5% 3.2% 1.4% 1.3% 4.9% 3.7% 1.4% 
Bahamas 13.1% 5.8% 2.7% 3.5% 22.3% 5.5% .. .. 
Barbados 4.1% 4.4% 3.9% 2.3% ..  3.2% 2.4% 
Belize 3.8% 6.1% 4.6% 3.7% .. 5.7% 4.6% 3.5% 
Dominica 21.4% 4.6% 1.6% 3.0% 20.9% 5.9% 3.1% 2.7% 
Dominican Republic 4.8% 2.9% 4.4% 3.1% 5.1% 3.2% 5.6% 3.2% 
Grenada 0.4% 3.5% 3.5% 5.1% 0.3% 4.1% 3.6% 4.4% 
Guyana 4.2% 4.9% 4.1% 1.5% 17.3% 13.4% 7.3% 1.4% 
Haiti 4.0% 2.9% 5.8% 1.8% 4.8% .. 1.2% 1.8% 
Jamaica 7.9% 4.2% 4.1% 0.6% .. .. .. .. 
St. Kitts and Nevis 1.3% 4.8% 2.3% 2.8% 1.3% 4.4% 2.8% 4.0% 
St. Lucia .. 10.5% 6.8% 3.1% .. .. .. .. 
St. Vincent and the 
Grenadines 11.3% 3.5% 3.0% 1.7% 6.9% 2.8% 3.7% 1.7% 
Suriname 7.3% 8.6% 3.6% 2.2% .. .. .. .. 
Trinidad and Tobago 3.1% 5.9% 2.8% 4.6% 6.0% 7.9% 5.9% 6.1% 
Caribbean median 4.2% 4.7% 3.6% 2.5% 6.0% 4.9% 3.7% 2.6% 
LAC median 4.1% 4.8% 3.2% 2.2% 3.9% 4.8% 3.4% 2.1% 
Source: WDI (2006)  

344. World Bank (2000a) estimates that excess volatility in the LAC region relative to a 
benchmark of East Asian countries was explained in equal parts by exogenous terms of trade shocks, 
insufficient financial integration and domestic financial market development, and volatility in 
macroeconomic policies (both fiscal and monetary).  Similar estimates for the Caribbean region – but 
which also accounted for natural disasters as a potential explanatory factor – yielded comparable 
results, as shown in Figure 8.1. 
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Figure 8.1:  Determinants of Aggregate Volatility in the Caribbean 
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I.  External Shocks and Policy-Induced Volatility155

345. Whereas the Dominican Republic exhibited strong growth over the last several decades, with 
particularly high levels of growth in the 1970s and 1990s, it also experienced several economic crises: 
in the mid 1980s, late 1980s to early 1990s, and the recent crisis in 2003-2004.  Although each of 
these crises was partly induced by an external shock, poor policy decisions also played a role. The 
discussion that follows recounts the external and internal determinant shocks and the authorities’ 
responses to these crises. 

346. During the period 1981-1986, the Dominican economy grew at a negative annualized real per 
capita growth rate of -0.2 percent (see Figure 8.2), compared to a median growth rate of 1.3 percent 
for the rest of the Caribbean (the LAC region averaged -1.25 percent annual growth).  World Bank 
(1984) estimates that terms of trade shocks during 1979-81 had a sizable adverse impact on growth 
and led to heavy foreign borrowing to finance current account deficits.  But after 1981, terms of trade 
shocks were relatively minor, as prices of traditional exports (sugar, tobacco, coffee, cocoa and 
ferronickel) moved in different, offsetting directions (McCarthy and Zanalda 1995).156  The poor 
macroeconomic performance during this period can be attributed to inconsistent economic policies as 
well as adverse external conditions.  For example, the one-to-one peso to US dollar peg was 
accompanied by large and persistent fiscal deficits that averaged 5 percent during 1981-1990.  These 
deficits were financed mainly by foreign borrowing in the early part of the decade, and later by 
monetization of the deficit, once access to external credit was cut off following defaults.  External 
debt rose dramatically from around 30 percent of GDP in 1980 to 93 percent of GDP by 1988.  The 
real exchange rate depreciated by 36 percent during 1981-1984, which led to high levels of inflation, 
raising the price of imports destined for internal production and reducing real incomes.   

155  The analysis in this section is drawn in part from Portalatín (2004) and IMF (1999).   
156  Terms of trade shocks are defined as the change in export prices times the share of exports in GDP, 
minus the change in import prices times the share of imports in GDP. 
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Figure 8.2:  Per Capita GDP Growth and Inflation 1982-1992 
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347. In April 1984 the authorities signed the first Stand-By Arrangement with the International 
Monetary Fund, which led to social unrest involving more than 30 deaths.  This agreement was not 
implemented effectively, but rather set off a wave of speculation and acquisition of dollars, reflecting 
a lack of confidence in the government to resolve the crisis.  As the country headed towards economic 
insolvency, a new Stand-By Arrangement was adopted in 1985 and consisted of liberalization of 
currency markets and prices, restrictions on public spending and financing deficits through monetary 
expansion, increases in indirect taxes (which hurt consumption), and the introduction of a VAT and 
an excise tax on combustibles.  These measures achieved a partial stabilization of the economy, as 
GDP growth returned to positive territory beginning in 1986.  And the abandonment of the currency 
peg helped increase competitiveness, facilitated the inflow of foreign capital, and increased the 
island’s popularity as an inexpensive tourist destination.

348. A second crisis emerged toward the end of the 1980s.  After achieving a growth rate of 8 
percent in 1987, growth fell to an average of -1.2 percent during 1988-1991 while inflation averaged 
45 percent.  The crisis was characterized by social unrest, monetary crisis which pressured the 
exchange rate – the peso depreciated by 148 percent during 1988-1991 – and a subsequent bank 
crisis.  Banks suffered from high risk loans, massive investments in illiquid assets, and a high 
concentration of loans to related companies, complicating recovery efforts.  Banks could not meet 
reserve requirements, leading to the state’s intervention in 1990 in many key banks including 
Universal Bank, Unibanco, and Del Caribe.157

349. With the signing of a second IMF Stand-By Arrangement in 1988, the Dominican Republic 
entered a new era of economic reforms aimed at creating a more dynamic economy.  But some of the 
old policies persisted, notably significant increases in public spending financed by monetary 
expansionism.  Inflation resulted, exacerbated by the Central Bank’s partial suspension of hard 
currency delivery for imports of consumption and primary products in the second half of 1990, which 
produced internal shortages.  External factors were even more damaging, as increased oil prices 

157  In November 1990, deposits were frozen in three banks and three financial intermediaries, and the 
banks were closed by decree for 60 days (World Bank 1994b).  
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brought on by the first Gulf War were not passed on to consumers, effectively exposing underlying 
weaknesses in the economy vis-à-vis high levels of government spending increasingly financed by 
monetary expansion instead of being grounded in an efficient tax system. 

350. In July 1991, the authorities announced a new 19-month IMF Stand-By Arrangement, which 
comprised measures to reprogram debt payments with the Paris Club and commercial creditors, 
thereby improving the balance of payments deficit, increase international reserves, reduce external 
debt through repurchases, reduce inflation, and stabilize the exchange rate.  Fiscal measures included 
a 15 percent commission on imports (formerly called the recargo cambiario) and extending the VAT 
on top of customs tariffs to generate resources for public salary increases.   

351. In contrast to the eighties decade, the 1990s were characterized by macroeconomic stability 
that was conducive to foreign investment, trade promotion and economic growth, as the Dominican 
Republic became one of the fastest growing economies in Latin America.  Many factors contributed 
to this growth, including extensive structural reforms in the early part of the decade and solid 
macroeconomic management through stable monetary policy characterized by price and exchange 
rate stability (recall Figure 1.2).  The reforms embodied in the government’s New Economic Program 
consisted of tariff reform (discussed in Chapter 2), tax, financial and labor reforms, gradual 
adjustments in the price of oil and oil derivatives, and interest rate liberalization, jointly creating the 
internal conditions for rapid and sustained economic growth and macroeconomic stability.   

352. Growth slowed in 2001 and beyond, in part owing to post-September 11th weakened US 
demand as well as declining export competitiveness (as discussed in Chapter 3).  This led the 
government to increase public spending, resulting in higher deficits primarily financed by foreign 
borrowing.  The economy deteriorated in 2003 with a massive banking crisis and the Central Bank’s 
intervention into three banks (discussed in Chapter 5).  At the same time, the country suffered a 
deepening of the long-standing energy sector crisis, with frequent blackouts and skyrocketing 
electricity costs, interrupting production and proving particularly burdensome to the private sector, as 
discussed in Chapter 6.  And the 2003 re-nationalization of two distribution companies widened the 
fiscal deficit further (recall Figure 1.4).   

353. The loss of confidence and flight to US dollars put tremendous pressure on the exchange rate, 
and the peso depreciated sharply starting in February 2003.  The Central Bank operated a dual 
exchange rate regime until March 2003.158  But during the period of foreign exchange management in 
the 1990s, the peso’s nominal stability led to a marked appreciation in real terms and the peso became 
overvalued (recall Figure 1.3).  The depreciation did not benefit local production or consumption due 
to higher import prices, but it increased export competitiveness, spurring export demand.   

354. The preceding account of the country’s ever-changing policy framework and variable policy 
responses illustrates how macroeconomic policies have exacerbated volatility during crisis periods, 
thereby intensifying rather than mitigating the impact on economic growth.  Recall from Figure 5.9 
that 60 percent of firms cited macroeconomic instability as a major or severe obstacle to investment 
in the recent Investment Climate Survey, illustrating the negative feedback effect on growth.  
Reducing this source of volatility will therefore require improved macroeconomic management and 
more transparent policies in order to maintain a sound macroeconomic framework even in the face of 
exogenous shocks. 

158  The November 2002 Monetary and Financial Law eliminated the dual foreign exchange market, 
introduced rules governing the participation of the Central Bank, and ensured the free convertibility of the peso. 
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II.  Trade Policy and Terms of Trade Shocks 
355. The Dominican Republic has experienced generally higher volatility in terms of trade shocks 
than the rest of Latin America, particularly in the 1990s (see Table 8.2).  However, terms of trade 
shocks by themselves do not seem to be a major factor behind growth performance in the Dominican 
Republic, as indicated by the sources of growth analysis in Chapter 2.  Rather, they expose weak 
underlying macroeconomic policies.  In the early 1980s, for example, positive price movements in 
some primary export commodities mitigated the effects of high oil prices, although the fiscal 
pressures and resulting deficit financing contributed to poor growth performance.  Similarly, the rapid 
increase in oil prices related to the first Gulf War exacerbated underlying macroeconomic policy 
weaknesses, including unsustainable fiscal policies.   

Table 8.2:  Terms of Trade Volatility in Latin American 
  1980s 1990s 2000-03 
Argentina 1.1% 0.8% 1.2% 
Bolivia 2.6% 1.6% 1.8% 
Brazil 1.1% 0.6% 1.1% 
Chile 1.2% 2.7% 1.4% 
Colombia 2.0% 1.0% 1.4% 
Costa Rica 4.1% 2.1% 1.4% 
Dominican Republic 2.6% 5.3% 1.3% 
Ecuador 2.9% 1.7% 3.2% 
El Salvador 7.4% 2.5% 0.5% 
Guatemala 4.9% 2.0% 0.3% 
Haiti 1.5% 1.0% 1.0% 
Honduras 4.8% 2.7% 3.3% 
Mexico 2.3% 0.9% 0.8% 
Nicaragua 4.7% 5.0% 1.1% 
Panama 2.2% 1.8% 0.9% 
Paraguay 2.2% 2.0% 1.0% 
Peru 1.8% 0.7% 1.1% 
Uruguay 2.6% 0.6% 1.0% 
Venezuela 3.5% 4.3% 6.7% 
LAC median 2.6% 1.8% 1.1% 
LAC average 2.9% 2.1% 1.6% 

Note:  Terms of trade shocks are defined as the change in export prices 
times the share of exports in GDP, minus the change in import prices times 
the share of imports in GDP. 
Source:  UNCTAD, WDI

356. The economic impact of terms of trade volatility is determined not only by its magnitude but 
also by the degree of trade openness, the structure of exports and imports and the flexibility with 
which they respond to external shocks.  The degree to which trade openness affects vulnerability to 
terms of trade fluctuations is, in turn, a function of the diversification of the economy and 
concentration of exports.  The evolution of Dominican trade policy – characterized by diversification 
towards import-intensive manufactures and away from agriculture-based exports – helped insulate the 
economy from terms of trade shocks.  Nevertheless, the economy’s trade structure is vulnerable to 
shocks owing to the high concentration of both exports and to a lesser extent imports, as demonstrated 
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in Chapter 3.159  The dual nature of the economy in which FTZ exports grew much faster than non-
FTZ exports resulted in a high level of dependence on the US, as four-fifths of merchandise exports 
are destined for the US market, the effect compounded by increasing preferential access (recall the 
discussion in Chapter 3).  These close trade links with the US are likely to increase with the 
implementation of DR-CAFTA (as estimated in Chapter 3), implying that the Dominican economy 
will remain sensitive to US demand.160

357. Tourism, which has contributed about 11 percent of GDP growth since 1980 according to the 
sectoral decomposition analysis in Chapter 2, is less concentrated than merchandise exports, with 
close to 47 percent of 2005 tourist arrivals from the US and Canada, and 45 percent from Europe (see 
Figure 8.3).  By specializing in low-cost, all-inclusive packages (as described in Chapter 3), the 
Dominican tourism industry is exposed to exogenous shocks affecting the price of services, such as 
exchange rate movements, or hurricanes and other types of natural disasters that are an ever-present 
risk.

Figure 8.3:  Tourism Arrivals by Country of Origin (2005) 

Other  8%

US  33%

Canada  14%

Europe  45%

Source: Dominican Republic Central Bank 

358. In order to mitigate the potentially negative impact of future terms of trade shocks, the 
Dominican productive sector should diversify exports by both product type and destination market.  
Removing the export support policies benefiting FTZs by 2010 and the implementation of DR-
CAFTA will provide opportunities for export diversification. 

159  Lederman and Maloney (2002) provide evidence that the concentration of export revenue is negatively 
correlated with growth. 
160  Using individual VARs (vector autoregressions) to estimate the impact of changes in growth rates in 
Central America and the Dominican Republic, Lederman et al. (2002) find that a one percentage point increase 
in real US GDP raises GDP growth rates in Costa Rica and Honduras by 0.8 percent, while the impact on 
Dominican growth is a slightly lower but still significant 0.4 percent. 
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III.  Fiscal Volatility  
359. As shown in Figure 8.1, fiscal policy volatility is an important determinant of GDP volatility 
in the Caribbean.  Table 8.3 below illustrates that fiscal policy in the Dominican Republic has been 
extremely volatile throughout the past three and a half decades.161  Indeed, the analysis above 
describes how the large fiscal deficits in the 1980s contributed to poor economic performance 
characterized by low growth, high inflation, and a rapid increase in debt.

360. Pro-Cyclical Fiscal Policy.  Weak institutions can exacerbate the impact of exogenous shocks 
and the resulting policy response.  For example, a large exogenous shock in the presence of weak 
insurance and financial markets may cause policy variables to be reactive and thus add to 
macroeconomic policy volatility.  Some degree of macroeconomic volatility may be desirable in 
response to exogenous shocks, such as increased government spending to alleviate the impact of the 
shock on target groups or the population as a whole.  Fiscal policy is optimally used as an “automatic 
stabilizer”, offsetting shocks by expanding aggregate demand in the face of contractionary 
disturbances, and reigning in spending in the case of expansionary disturbances.  In the Dominican 
Republic, however, fiscal policy has been predominantly pro-cyclical, deepening the business cycle 
by adding to the expansion during booms and contraction during recessions.  Policy risk is thus 
inadvertently added to economic risk, amplifying the effects of economic shocks.     

Table 8.3:  Volatility of Government Expenditures 
  Government Expenditure 
  1970s 1980s 1990s 2000-04 
Antigua and Barbuda 17.6% 7.9% 4.8% 13.4% 
Bahamas, The 5.6% 3.5% .. .. 
Barbados .. .. 20.9% 29.0% 
Belize .. 10.6% 8.9% 0.8% 
Dominica 10.4% 5.9% 4.5% 5.2% 
Dominican Republic 25.1% 13.3% 35.3% 26.3% 
Grenada 33.8% 11.0% 5.0% 10.0% 
Guatemala 5.9% 4.2% 4.5% 2.7% 
Guyana 18.5% 41.3% 13.9% 14.3% 
Haiti 8.8% 16.5% .. .. 
Jamaica .. .. .. .. 
St. Kitts and Nevis 11.6% 10.9% 6.4% 11.5% 
St. Lucia .. .. .. .. 
St. Vincent and the Grenadines .. .. 19.7% 6.2% 
Suriname .. .. 18.3% 27.2% 
Trinidad and Tobago 11.0% 8.8% 6.2% 10.7% 
Caribbean Median 11.6% 10.7% 8.9% 11.1% 
LAC median 8.8% 7.2% 5.8% 5.7% 
Source: WDI 

361. In the following analysis, we consider the fiscal stance of countries in the region by 
comparing the structural fiscal balance with the business cycle.  The structural balance is obtained 
using the Hodrick-Prescott (HP) filter.  The positive and significant correlations reported in Table 8.4 
indicate pro-cyclical fiscal policy in much of the Caribbean, including the Dominican Republic 
(World Bank 2003b).    

161  Note that fiscal policy volatility is measured by the volatility of real public consumption growth. 
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Table 8.4:  Correlations between Structural Deficit and Cyclical Output  
(adjusting tax revenues only) 

Country Correlation 

The Bahamas 43.5%** 
Belize 66.6%*** 
Barbados 44.5%* 
Dominican Republic 52.1%*** 
Grenada 1 63.4%* 
Haiti 71.6%** 
Jamaica -63.5%* 
St. Kitts and Nevis 2 67.9%** 
St. Lucia 1 -12.90% 
St. Vincent and the Grenadines 17.90% 
Trinidad and Tobago 54.1%** 
* indicates significance at 10%, ** at 5%, and *** at 1%. 
1 Elasticity of cyclical current revenue is considered since it is significant with 
respect to cyclical output. 
2  Elasticity of cyclical current revenue is considered over the period 1990-94 
since there is a structural break in the data in 1994. 

    Source: World Bank (2003b) 

362. Pro-cyclical fiscal policy reduces growth by undercutting government investment and 
inadequately spurring aggregate demand during economic downturns, which could lead to depletion 
of human and physical capital stocks, and through the sub-optimal allocation of resources during 
periods of potential savings (see Box 8.1).  Shifting to counter-cyclical fiscal policy not only requires 
a strong institutional environment and transparent budgetary procedures to withstand political 
pressures – for example through a fiscal responsibility law – but also the development of stronger 
external financial links and deeper domestic financial markets.  Effective implementation of 
precautionary targets and contingent fiscal rules that create fiscal space for bad times by accumulating 
resources during good times are necessary, as in the case of Chile’s stabilization fund.   
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Box 8.1:  Pro-Cyclical Fiscal Policy in LAC 
It is during booms that the seeds of crisis often are sown, although the 
crisis becomes evident only when the boom subsides.  
                                                                                                 Gavin et al. (1996) 

Gavin et al. (1996) find that Latin American countries on average practice a destabilizing pro-cyclical fiscal 
policy.  World Bank (2000a) similarly concludes that fiscal and monetary policies in the LAC region tend to 
be pro-cyclical, accounting for one-third of overall volatility.  Furthermore, pro-cyclical fiscal policies are 
found to increase income risk for the poor because economic crises impose a double burden on the poor, who 
suffer not only from declines in consumption but also reduced government spending on social programs 
(World Bank 2000a). 

There are many plausible reasons for maintaining pro-cyclical fiscal policy.  Political pressures for increased 
spending during booms and weak budgetary institutions weaken the hands of governments to save surpluses 
(Perry 2002).  In fact, during the 1990s, Domingo Cavallo, Finance Minister in Argentina cited political 
pressure to increase public expenditure as a reason not to pursue surpluses during the boom (Talvi and Vegh 
2000).  During contractions, limited access to international credit markets hinder governments’ ability to 
pursue a tax-smoothing approach, leading to fiscal policy tightening.  Tax structures that are heavily 
dependent on cyclically-sensitive income such as indirect taxes reduce fiscal revenue during downturns 
(Gavin and Perotti 1997).  And weak institutional structures can inhibit the generation of sufficiently large 
primary surpluses in good times, leading to unsustainable increases in spending during expansionary phases 
(Talvi and Vegh 2000).   

363. Tax System Weaknesses and Vulnerabilities.  Fiscal volatility in the Dominican Republic is 
also the result of low and volatile government revenues and highly discretionary expenditures which 
are vulnerable to political pressures.  Revenues are characterized by a historical dependence on 
international trade taxes and weak tax administration.  In 1981-1990, taxes on international trade 
represented more than one-third of central government revenues, implying that negative terms of 
trade shocks contribute to higher deficits.  On the expenditure side, public spending was inflated by 
sizeable losses of public enterprises, large increases in wages and employment, and excessive public 
investment programs (IMF 1999).  Furthermore, government procurement policies and public 
financial systems are highly inefficient, such that government contracts do not benefit from adequate 
competitive bidding or oversight, and actual budget expenditures may be far from budget allocations, 
introducing another source of economic inefficiency.162

364. Tax performance improved in the 1990s as tax reform in 1990-1992 addressed many of these 
shortcomings, gradually shifting the tax burden to broad-based income and value-added taxes and 
simplifying the overall system.  As a result, between 1991 and 1998, the share of trade taxes fell 
below 25 percent of total revenues.   Excise taxes were converted to a single value-added tax, the 
VAT was broadened, and current and capital expenditures were restrained.  Overall deficits fell to an 
average of 1 percent of GDP during 1991-1995, considerably lower than the deficit levels prevalent 
during the preceding decade.    

365. Continued modest fiscal deficits in the late 1990s through 2002 – which averaged around 2 
percent of GDP – gave way to a doubling of the central government deficit in 2003.  The new Central 
Bank debt following the banking crisis raised the quasi-fiscal deficit, resulting in a total public sector 
deficit equivalent to 7.4 percent of GDP in 2003 (recall Figure 1.4).  The worsening electricity crisis 
contributed to the government’s fiscal burden (as discussed in Chapter 6).  To deal with the emerging 
fiscal crisis, tax reform implemented on October 1, 2005, under the latest IMF Stand-By Arrangement 
increased the VAT from 12 to 16 percent, and in January 2006, additional fiscal reforms were 

162  For a detailed analysis, see World Bank (2005b). 
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adopted, including an extension of the VAT base to include formerly exempt products such as 
fertilizer and basic consumer goods like soap, tomato paste, detergent, matches, salt, vinegar, 
toothpaste, fish and cereals.  At the same time, tax rates were raised on diesel, premium gasoline, 
alcoholic beverages, cigarettes, vehicles, dryers and beaters.  Many challenges nevertheless remain, 
including the projected decline in tariff revenues associated with DR-CAFTA (as discussed in 
Chapter 3), the continued fiscal impact of the ongoing electricity crisis and high oil prices, and the 
fiscal costs of social security reform.   

366. In addition to increasing fiscal volatility, the Dominican tax system has been a direct 
constraint on growth through efficiency losses associated with high deficits and the resulting 
diversion of government spending to debt servicing, and sub-optimal resource allocations – 
particularly investment – associated with high discretionary spending.  To mitigate future problems 
associated with pro-cyclical fiscal policy, the tax system should place even greater emphasis on a 
small number of taxes levied on broad-based aggregates such as total spending or income, rather than 
on taxes levied on volatile variables like exports of primary commodities and import duties (Gavin 
and Hausmann 1999).   

367. Oil Price Effect on Fiscal Stance.  Fiscal balances are exposed to exogenous oil price shocks 
through the government’s gas and electricity subsidies.  Price controls on petroleum products have in 
the past exerted volatility on fiscal revenues because pump prices are seldom adjusted.  For example, 
retail fuel prices were left essentially unchanged between late 1990 and late 1996, during which oil 
prices rose significantly due to the Gulf War and the peso devaluation (IMF 1999).  Since December 
2000, gas prices are no longer controlled, so that prices at the pump reflect import costs without 
intervention or subsidy from the government.  However, the government continues to subsidize LPG, 
at a cost of 0.8 percent of GDP in 2004, and a projected 0.5 percent of GDP in 2005.  There are two 
other transmission routes by which the budget is affected by world oil prices: taxes on domestic gas 
consumption and the electricity sector subsidy.  With respect to taxes on gasoline sales, although 
nominal tax revenues have risen in recent years and represent an important revenue stream for the 
government, revenues as a share of GDP fell from 2 percent in 2002 to 1.4 percent in 2004.   

368. As discussed in detail in Chapter 6, the country’s electricity sector is plagued by costly, poor-
quality electricity services and serious systemic operational and institutional inefficiencies.  In 2004, 
transfers to the electricity sector amounted to 2.3 percent of GDP, or US$422 million, but costs rose 
to US$550 million in 2005 and are projected to reach US$700 million in 2006 (about a third of these 
extra costs are due to higher oil prices).  Although the government’s ongoing sectoral reform program 
includes a new tariff adjustment mechanism to reflect oil price- and exchange rate-induced changes in 
generation costs, the tariff formula is not applied regularly, leading the government to incur these 
costs.

369. The government’s current fiscal stance has shifted to accommodate many simultaneous 
pressures, including but not limited to escalating electricity subsidies.  Expected trade tax reductions 
are being accommodated by increases in the value-added tax, but will require serious fiscal discipline 
to contain spending, especially if the electricity crisis persists.  Additional measures to boost growth 
by reducing fiscal volatility include strengthening the institutional structure of tax policy to support a 
counter-cyclical fiscal policy stance, increasing budget controls and reducing discretional spending, 
diversifying tax revenue sources through a broader tax base, and minimizing the electricity subsidy.    
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IV.  Debt Sustainability 
370. Despite fiscal volatility, the stock of total public debt – external and domestic – remained 
below 40 percent of GDP for most of the 1990s through 2002.  But the banking crisis contributed to a 
surge in public sector debt (shown in Figure 8.4), which reached 56 percent of GDP at end-2003.  
Most of this surge was due to Central Bank certificate issuance, which increased from RD$6,905 
million in 2002 to RD$60,008 million in 2003.  The government suffered liquidity shortfalls in 2004, 
and struggled to service its debt.  As a result, requests for liquidity relief from creditors were 
approved, by both bilateral and commercial creditors.  The Paris Club agreed to a debt restructuring 
that delayed debt service payments due in 2004 and 2005 and the London Club granted comparable 
terms.  The government also launched a voluntary restructuring of its two sovereign bonds, extending 
their maturities by 5 years, from 2006 and 2013 to 2011 and 2018, respectively (the voluntary offer 
was almost fully subscribed).  In the analysis that follows, we consider debt sustainability by 
assessing the likely trajectory of public debt over the medium term.   

Figure 8.4:  External and Domestic Public Sector Debt (% of GDP) 
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371. Debt Decomposition.  Decomposing changes in debt stock into its component factors 
indicates a strong contribution of GDP growth, which reduced the debt stock by over 14 percent of 
GDP during 1994-2000 (see Table 8.5).  The real exchange rate appreciation also contributed to a 4.6 
percentage point decrease in the debt/GDP ratio, whereas primary deficits increased the public sector 
debt by almost 10 percentage points, and the real interest rate increased debt by 2 percent of GDP.  
Other factors, captured by the residual of the model, helped to decrease the public debt/GDP ratio by 
nearly 14 percentage points (most of this effect was in 1994 however).  In 2002, total public 
debt/GDP increased by 3.5 percentage points, driven by an increase in external debt from 19 to 21.5 
percent of GDP.  Public debt shot up by over 29 percent of GDP following the banking crisis.  The 
Central Bank bailout explains the majority of this increased debt (captured by the residual in Table 
8.5), although the real exchange rate depreciation contributed almost 7 percent of GDP and the 
primary deficit explained another 4 percent of GDP.  The return to growth and stable macroeconomic 
balances led to a modest decline in debt in 2004 equivalent to 3 percent of GDP, and a projected 9 
percent of GDP decline in 2005 primarily due to the appreciating peso.   
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Table 8.5:  Debt Determinants (% of GDP) 
1994-
2000 2001 2002 2003 2004 2005 

Total change in public sector debt -21.1 -0.8 3.5 29.4 -3.2 -9.5 
Primary Deficit (- surplus) 9.6 0.8 1.4 4.2 1.3 -2.1 
Contribution from real GDP growth -14.4 -2.0 -1.0 0.5 -1.1 -4.5 
Contribution from real interest rate 2.1 0.4 0.6 2.6 -1.1 5.1 
Contribution from real exchange rate change -4.6 -0.6 1.2 6.8 -2.5 -9.5 
Residual -13.8 0.6 1.3 15.3 0.1 1.6 
Source: World Bank staff estimates 

372. Future Sustainability. The post-crisis economic recovery led to robust growth and modest 
macroeconomic balances by 2005.  In Table 8.6 below, we predict the combinations of annual GDP 
growth rates, real interest rates and primary surpluses that would be consistent with reducing the 
public debt/GDP ratio to its historical (i.e., pre-crisis) level of 26 percent of GDP within a six year 
period, that is, by year 2011.  The results suggest that with GDP growth of 5 percent and a real 
interest rate of 6 percent, the government needs to maintain a 1.7 percent primary surplus (for the 
consolidated public sector including the Central Bank) to reduce public debt from 45 percent of GDP 
in 2005 to 26 percent of GDP in 2011.  This sensitivity analysis indicates that under a high growth, 
low interest rate scenario, it is possible to reduce the debt to GDP ratio drastically, just as the 
Dominican Republic was able to do during the 1994-2000 period. 

Table 8.6:  Primary Surplus Required to Achieve Debt Target of 26 percent of GDP by 2011  
(% of GDP) 

    Real interest rate (%) 

   5 6 7 8 9 10 

0.0 3.8 4.2 4.6 4.9 5.3 5.7 

2.5 2.6 2.9 3.3 3.6 4.0 4.4 

5.0 1.4 1.7 2.1 2.4 2.8 3.1 

7.5 0.3 0.6 0.9 1.3 1.6 1.9 

R
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th
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 (%
) 

9.0 -0.4 -0.1 0.3 0.6 0.9 1.3 
Note: Primary surplus is for the consolidated public sector, and calculations are based on the following 
assumptions: a 2005 total public debt as percent of GDP of 43.5%, a nominal interest rate of 9.8% on total public 
debt, and a 3.7% inflation rate. 
Source: World Bank staff estimates 

373. The exercise that follows considers the dynamic path of the debt/GDP ratio under various 
exchange rate scenarios, that is, assessing the impact of exchange rate uncertainty.  The model, based 
on Burnside (2005), assumes a range of stochastic shocks to the nominal exchange rate (up to three 
standard deviations in the positive and negative directions) in an environment of steady state GDP 
growth equal to 5 percent, a constant monetary base of 14 percent, inflation of 7 percent, a primary 
surplus of 0.9 percent, and a nominal interest rate on public debt equal to 13 percent.  Under these 
parameter assumptions, the predicted debt trajectories shown in Figure 8.5 indicate that public debt is 
likely to fall below 30 percent by 2009, and there is only a minimal probability that debt will exceed 
50 percent of GDP due to exchange rate volatility (see Table 8.7).  The probability that total public 
debt falls below 40 percent of GDP in 2006 is only 49 percent, whereas the chance that it will be 
below 40 percent of GDP in 2011 rises to 96 percent (that is, in 96 percent of the random drawing 
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values of the nominal exchange rate, the public debt/GDP ratio is under 40 percent in year 2011).  
The best case scenario (given by the fifth percentile) estimates that public debt will reach 13 percent 
of GDP in 2011.  This exercise illustrates that exchange rate risk has potentially large implications for 
the debt/GDP ratio.  The simulation’s average outcome predicts a declining path for the debt ratio, 
reaching 24 percent of GDP by 2011.  

Figure 8.5:  Dynamic Public Debt Sustainability 
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Table 8.7:  Dynamic Public Debt Sustainability Simulation Values (%) 

 2005 2006 2007 2008 2009 2010 2011 
Debt (end-of-period, % of GDP)         
  Average 43.5 40 37 34 30 27 24 
  5th Percentile 43.5 34 29 24 20 16 13 
  95th Percentile 43.5 48 48 45 43 42 39 
          
Probability that debt is above 
50% of GDP  3 2 2 1 1 0 
Probability that debt is below 
40% of GDP   49 72 84 90 94 96 
Source: World Bank staff estimates 

374. We also consider a low case scenario to assess the medium-run debt implications of lower 
economic growth (assumed equal to 2 percent) and a primary fiscal balance equal to zero.  The results 
indicate that under the average scenario, debt would still fall, albeit modestly, reaching 39 percent of 
GDP in 2011.  But the model predicts a 15 percent probability that debt would instead rise above 50 
percent of GDP.

375. This low-case scenario confirms the importance of primary surpluses in debt reduction, 
although the growth-enhancing qualities of the fiscal policy mix cannot be ignored (Budina and Fiess 
2005).  And sound fiscal policy must be sustained to generate the desired debt-reducing effects; a 
one-time expenditure adjustment will not guarantee them (Guerson 2005).  Managing the public 
sector’s external borrowing effectively could go a long way toward reducing fiscal vulnerability to 
financial shocks and, hence, fiscal and aggregate volatility (World Bank 2000a).  By reducing 
reliance on external financing, strengthening domestic capital markets and developing a market for 
public debt, the authorities would improve the structure of public debt and reduce vulnerabilities.     
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V.  Monetary and Exchange Rate Policies 
376. Private sector credit growth is a significant source of aggregate volatility in the Caribbean, 
and inflation has been a major drag on economic growth, as shown in Chapter 2.  Figure 8.6 below 
demonstrates how the major crisis periods of 1984-1985, 1988-1991 and 2003-2004 were manifested 
in broad money growth, inflation, and exchange rate movements. 

Figure 8.6:  Broad Money, Inflation and Nominal Exchange Rate (1980-2004) 
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377. In the 1980s, large fiscal deficits averaging over 5 percent of GDP were a significant burden 
for monetary policy, as noted above, in turn fueling inflationary and exchange rate pressures.  Tight 
control of the financial sector, characterized by lending rate ceilings, high and differentiated reserve 
requirements, extensive financial restrictions, and the allocation of credit according to political 
priorities, produced a distorted system that adversely affected domestic savings.  These restrictions 
also led to the emergence of an active informal financial market, further complicating monetary 
policy.  A system of multiple currency practices, foreign exchange restrictions, surrender 
requirements, import prohibitions, high import duties with discretionary exemptions, and export 
controls contributed to perpetuate distortions in domestic markets.  Inconsistency between exchange 
rate policy and the stance of financial policies generated overvaluations of the peso that ended with 
sizable devaluations in 1984 (194 percent), 1988 (28 percent), and 1990 (79 percent) (IMF 1999).  
Table 8.8 below demonstrates that volatility in the real effective exchange rate in the Dominican 
Republic was higher than both the Caribbean and Latin American averages in the 1980s, but lower in 
the 1990s.    
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Table 8.8:  Real Effective Exchange Rate Volatility 
Real Effective Exchange Rate  

  1980s 1990s 2000-04 
Antigua and Barbuda 3.5% 3.8% 4.1% 
Bahamas, The 2.8% 2.7% 3.2% 
Barbados .. .. .. 
Belize 6.7% 3.9% 3.1% 
Dominica 5.9% 3.9% 4.4% 
Dominican Republic 14.9% 2.3% 13.8% 
Grenada 7.4% 3.4% 5.0% 
Guyana 26.7% 12.4% 4.8% 
Haiti .. .. .. 
Jamaica .. .. .. 
St. Kitts and Nevis 3.7% 3.5% 4.0% 
St. Lucia 4.8% 2.9% 5.7% 
St. Vincent and the Grenadines .. 3.7% 4.8% 
Suriname .. .. .. 
Trinidad and Tobago 13.8% 4.6% 5.3% 
Caribbean median 6.3% 3.7% 4.6% 
LAC median 12.0% 3.9% 5.2% 
Source:  WDI 

378. The reforms introduced in the beginning of the 1990s under the New Economic Program 
reduced fiscal deficits, thereby exerting less pressure on monetary aggregates.  For much of the 1990s 
monetary policy was conducted within a framework of limited central bank autonomy and a managed 
floating exchange rate regime.  A key objective of the Central Bank was price stability in conjunction 
with real output growth and reserve accumulation, such that the stock of Central Bank net domestic 
assets became the targeted policy instrument.  Liquidity was managed directly through credit controls 
and freezing excess reserves.  The Central Bank also intervened in the private foreign exchange 
market, smoothing volatility in the exchange rate.  However, the monetary authorities recently moved 
towards the interest rate as its indirect monetary policy instrument, namely through issuing Central 
Bank certificates, with prices determined at auction (prior to 2001, the interest rates for various 
financial instruments were set unilaterally by the Central Bank).   

379. In response to the 2003 banking crisis, the Central Bank’s bail-out was financed by issuing 
certificates of short maturity.  Interest rates on these certificates hit very high levels, exceeding 50 
percent in mid-2004, but declined steadily as confidence was restored, averaging 27 percent in 
November 2004 and 15 percent in April 2005.  Similar trends were observed in commercial lending 
rates, which peaked around 35 percent in May 2004 but declined steadily to 20 percent by September 
2005, and they remained at that level into early 2006 (recall Figure 5.4). 

380. Looking ahead, more transparent signaling of exchange rate policies and better liquidity 
management would increase credibility and reduce volatility.   

VI.  Natural Disasters 
381. The Dominican Republic is among the world’s most vulnerable countries with respect to 
natural disasters, experiencing 40 natural disasters ranging across six different types since 1930 (see 
Table 8.9).  Whereas hurricanes and floods are most common, the Dominican Republic straddles five 
tectonic plates and is thus vulnerable to earthquakes as well (although the last recorded earthquake 
was in 1946).   
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Table 8.9:  Natural Disasters in the Dominican Republic from 1930 to 2005 

Type of Disaster 
# of 

events Killed Injured Homeless Affected Total 
Affected

Damage 
US$ 

('000s) 
Drought 1 0 0 0 240,000 240,000 5,000 

avg./event  0 0 0 240,000 240,000 5,000 
            
Earthquake 2 76 15 0 2,000 2,015 0

  avg./event  38 8 0 1,000 1,008 0 
            
Epidemic 4 38 0 0 1,252 1,252 0

  avg./event  10 0 0 313 313 0 
            
Flood 13 808 3 3,092 1,439,615 1,442,710 44,720 

  avg./event  62 0 238 110,740 110,978 3,440 
            
Wild Fires 2 0 0 0 0 0 1,000 

  avg./event  0 0 0 0 0 500 
            
Wind Storm 18 4,316 11,076 478,000 2,120,550 2,609,626 2,604,200 

  avg./event   240 615 26,556 117,808 144,979 144,678 

Year Disaster 
type Name Location Deaths No. 

Injured 
No. 

Affected Homeless Total 
Affected

Total 
Damages

(US$'000s) 

Damage
as % of 
GDP

1979 Wind Storm  
David & 
Frederick Countrywide  1,400 4,000 1,200,000 350,000 1,554,000 150,000 2.7% 

1980 Wind Storm  Allen    7 0 0 0 0 47,000 0.7% 

1987 Wind Storm  Emily  
Barahona-Bari, 
Montecristi areas  3 0 0 0 0 23,700 0.4% 

1998 Wind Storm  Georges  

La Romana, La 
Altagracia, San Pedro de 
Macoris, Barohona, 
Bahoruco, Azua, 
National district  

347 595 855,000 120,000 975,595 1,981,500 12.5% 

2003 Flood    Duarte, Montecristi, 
Santiago, Valverde 9 3 65,000 0 65,003 42,620 0.3% 

2004 Wind Storm  Jeanne  

Santo Domingo, Maria 
Trinindad Sanchez, 
Espaillat, Altagracia, 
Samana, Duarte, Monte 
Cristi, San Pedro de 
Macoris, Santa Cruz del 
Seibo, Hata Mayor del 
Rey, La Romana, Azuz 
de Compostela 

11 9 14,000 0 14,009 296,000 1.6% 

2005 Flood    
Maria Trinidad Sanchez, 
Espaillat, Puerto Plata, 
Sanchez Ramirez 

3 0 1,450 0 1,450 0 #N/A 

Source:  EM-DAT: International Disaster Database 
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382. The literature shows that natural disasters negatively impact same-year GDP growth but the 
evidence is mixed with respect to their impact on long-term growth.163  Natural disasters also 
contribute to deterioration in external accounts due to increased imports for reconstruction concurrent 
with declines in exports.  ECLAC and IADB (2000) examine 42 natural disasters in Latin America 
and the Caribbean and estimate that the average impact on balance of payments was equivalent to 
about one-third of the total estimated damage.  Benson et al. (2001) find that the impacts of 
hurricanes have become relatively less severe as the share of agriculture in GDP has declined, but this 
does not account for the emergence of the tourism sector and the exposure of costly infrastructure to 
storm damage.  The impact of natural disasters on fiscal balances is inconclusive because, for 
example, disaster-related expenditures may be offset by budgetary cuts elsewhere (Benson and Clay 
2004).  Finally, natural disasters have a disproportionate impact on the poor.  An analysis of the 
impact of Hurricane Gilbert in Jamaica (September 12, 1988) found that low-income households were 
more likely to report damage to their houses, making them more vulnerable to homelessness (World 
Bank 2003b).  Hurricane Georges, which hit the Dominican Republic in October 1988, particularly 
affected provinces with high poverty rates, damaging 171,000 houses (10 percent of the housing 
stock) and destroying 3 percent of the housing stock in the affected areas (World Bank 1988).   

383. The World Bank Hotspots project (2005d) rates the Dominican Republic as one of the most 
vulnerable countries in the world with respect to disaster-related mortality and economic losses.164

As indicated in Table 8.10, the Dominican Republic ranks second in the world, with 91 percent of its 
population at risk and 92 percent of its GDP generated in areas of natural disaster risk. 

Table 8.10:  Countries at Relatively High Economic Risk from Multiple (3 or more) Hazards 
(rankings based on GDP) 

Ranking Country 
Percent of 

Total Area at 
Risk 

Percent of 
Population in 
Areas at Risk 

Percent of 
GDP in 

Areas at Risk 
1 Taiwan, China 97 97 97 
2 Dominican Republic 77 91 92 
3 Jamaica 80 88 88 
4 El Salvador  65 84 85 
5 Guatemala 40 83 83 
6 Antigua and Barbuda 53 80 80 
8 Costa Rica 39 78 80 

15 Barbados 53 53 53 
21 St. Kitts and Nevis 34 42 42 

Source:  World Bank (2005d) 

163  For example, Auffret (2003) examined the economic impact of 16 natural disasters (6 from the 
Caribbean and 6 from Latin America) during 1970-99 and found that direct damage equivalent to 1 percent of 
GDP reduced same-year GDP growth by 0.5 percent.  However, Caselli and Malhotra (2004) (cited in 
Rasmussen 2004) find that natural disasters do not have any significant impact on the growth path.   
164  This report estimates the risk levels for mortality and economic losses by combining hazard exposure 
with historical vulnerability for two indicators of elements at risk – gridded population and GDP per unit area 
for six major natural hazards.  This study develops three indices of disaster risk: (i) disaster-related mortality 
risks, assessed for global gridded population, (ii) risks of total economic losses, assessed for global gridded 
GDP per unit area, and (iii) risks of economic losses expressed as a proportion of GDP per unit area for each 
grid cell. 
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384. Boxes 8.2 and 8.3 illustrate the Dominican Republic’s weak disaster risk management 
capacity, characterized by a low level of emergency preparedness and response and an almost 
complete lack of disaster mitigation capability.  After Hurricane Georges, the authorities loosened 
both fiscal and monetary policies, requiring the postponement of debt service and resulting in 
increased inflationary pressures.  Despite the significant disaster losses, the country experienced real 
GDP growth over 7 percent in 1998 and over 8 percent in 1999.  Notwithstanding the economy’s 
quick turnaround after the disaster, the fiscal and monetary deterioration contributed to the country’s 
increased vulnerability to the global slowdown after September 11, 2001.   

Box 8.2:  Hazard Risk Management in the Case of Hurricane Georges 

The lack of national emergency management capability was clearly manifested after Hurricane Georges hit 
the Dominican Republic in October 1998.  The population received insufficient warning of the imminent 
hurricane, and preparation measures were woefully inadequate.  The government relies primarily on three 
agencies to respond to natural disasters: the Red Cross, the Civil Defense, and the National Meteorology 
Office.  The Red Cross tried to warn the population about the hurricane in the days before it made landfall, 
but had limited resources and support to do so.  It was, however, quite effective in coordinating the 
emergency relief effort in the aftermath of the hurricane, marshalling support from NGOs and international 
branches of the Red Cross.  The Civil Defense, a government agency, is poorly staffed and has weak 
institutional capacity.  It did not warn the population about the hurricane and, in the aftermath, was unable to 
play a significant role in the relief effort.  The National Meteorology Office (ONM), a government entity 
under the Ministry of Agriculture, was also ill-equipped and poorly staffed.  While it provided accurate 
information in the days preceding the hurricane, it was hampered by deficient communications technology.  
The impact of the hurricane was greatly exacerbated by the weak prevention capabilities of the government, 
as evidenced by the disproportionately high damage in the Dominican Republic compared to Puerto Rico, 
which was hit equally hard but suffered minimal damage and no fatalities.   

The Asociación Dominicana de Mitigación de Desastres (ADMD) and a coalition of NGOs have 
championed disaster preparedness and prevention within the most vulnerable communities, conducting 
workshops in over 700 communities since 1995.  At these workshops, local participants prepare a 
community emergency plan, which is built on an assessment of local hazard vulnerabilities and locally 
available resources to address those vulnerabilities.  During Hurricane Georges, communities that had 
established emergency committees through this program successfully evacuated people from flood-prone 
areas, established shelters, organized clean-up brigades, and requested and distributed assistance without 
incident.  In addition, these communities have identified and implemented small risk reduction projects and 
actions.  Projects such as the construction of containment walls and drainage ditch embankments are 
designed to address local health and environmental contamination problems as well as reduce and mitigate 
the constant floods and landslides that are a daily concern for these communities.   

The authorities declared a state of emergency the day after the hurricane and immediately requested 
assistance for reconstruction from the international community.  Soon after, the government created the 
Solidarity Fund for Reconstruction in order to pool the emergency resources from the state, public and 
private donations, as well as loans from bilateral and multilateral organizations.  The authorities 
acknowledged the serious shortcomings of their emergency management capability and announced a 
program for the restructuring and modernization of the institutions responsible for disaster management.  
The Puerto Rico offices of the US National Weather Service (NWS) and the US Federal Emergency 
Management Agency (FEMA) provided technical assistance to the Dominican government to elaborate a 
program consisting of: (i) specialized early warning equipment for the ONM; (ii) technical and logistical 
support for disaster preparedness and response; and (iii) training for national-level ONM staff in disaster 
preparedness, and for local staff in helping local governments and rural communities to prepare for and 
respond to emergencies arising from natural disasters. 

Source: World Bank (1998b), World Bank (2002e) 
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Box 8.3:  Natural Disaster Response Cross-Border Coordination between Haiti 
and the Dominican Republic 

Haiti and the Dominican Republic have been repeatedly hit by the same hurricanes, the same floods, and 
occasionally the same earthquake.  But there is little or no emergency management coordination between the 
two countries at the national or community level.  The principal risk to the border region communities is 
posed by flooding from hurricanes and large storms – storms which easily cover the island.  The shared 
nature of the risk posed by these hazards stems from the fact that four watersheds are shared by the two 
countries – one that drains from Haiti to the Dominican Republic, one that drains from the Dominican 
Republic into Haiti, and two for which the river is the border. 

The lack of local coordination became tragically clear on May 24, 2004, when heavy rains associated with a 
passing tropical depression caused severe flooding in the Fonds Verettes watershed, 70 percent of which lies 
in Haiti.  When the floods washed out of the Fonds Verettes valley in Haiti through the Dominican town of 
Jimaní, killing hundreds on both sides of the border, the two countries did not pool their resources or even 
share information about the flood.  Even today as Jimaní is rebuilding, there has been no effort by the 
Dominican authorities to study the watershed within Haiti that caused the damage in Jimaní.  This tragedy 
emphasizes the need for local emergency management coordination; initial efforts to that end occurred in 
August 2005 when representatives from both Haitian and Dominican border communities participated in 
community consultative workshops. 

As the World Bank-financed Emergency Recovery and Disaster Management Program was being developed 
in cooperation with the Government of Haiti, it became clear that in order to reduce the vulnerability of the 
impoverished Haitian border communities, it is necessary not only to strengthen local emergency 
management capacities, but also improve collaboration and coordination mechanisms with their Dominican 
cross-border counterparts.  Fortunately, both countries have recently expressed a strong interest in 
increasing cooperation in the critical area of disaster preparedness. 

Source:  World Bank (2005e) 

385. Reducing volatility stemming from natural disasters is particularly challenging given that the 
Dominican Republic is among the world’s most vulnerable countries to natural disasters.  Because 
existing risk management capacity and disaster mitigation capability are so low and are limited to 
actions immediately before, during or shortly after a disaster in order to avoid loss of life and reduce 
economic damage, they do not take a sufficiently long-term perspective (World Bank 2002b).  Each 
natural disaster leaves in its wake evidence of how planning and investment decisions contribute to 
vulnerability and the consequent risk of further disasters, but at present the Dominican Republic lacks 
the capacity to take advantage of these learning opportunities.  Institutional strengthening is therefore 
essential to reduce vulnerability to future natural disasters.  This includes strengthening local and 
national disaster management groups, training disaster management officials, institutionalizing 
building codes and land-use planning, and developing internal competencies to identify and mitigate 
risks.

386. A thorough understanding of existing vulnerabilities, including their location and severity, is 
critical for developing and prioritizing investment programs in risk management.  A broad range of 
activities contributes to the identification and understanding of natural hazard risks, including hazard 
data collection and mapping, technical studies and participatory workshops, vulnerability 
assessments, risk assessments and post-disaster assessments.   

387. Risk reduction activities are designed to mitigate damage from hazard events.  Typical 
activities include retrofitting, strengthening and relocation.  Reducing future vulnerabilities may 
involve developing, mainstreaming and enforcing building standards, environmental protection 
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measures, land-use planning that recognizes hazard zones, and resource management practices.  And 
because it is not always possible to eliminate the vulnerability of key assets altogether, insurance 
mechanisms are an effective way to transfer risks that cannot be mitigated through structural or ex-
ante damage reduction measures, or in the case of events with the potential to cause large economic 
losses. These include standard insurance and reinsurance contracts, as well as the creation of 
contingency funds to build economic and fiscal resilience in the face of natural hazards. 

388. There is growing evidence that natural hazards and disasters are both a symptom and cause of 
inadequate natural resource and environmental management (World Bank 2002).  Poor watershed 
management leads to soil erosion and increased flooding.  Surface, ground and coastal water are 
degraded by poor wastewater management and agricultural run-off, and there is an overall lack of 
solid waste management.  Improving the management of natural resources – namely through 
watershed and coastal zone management – and the natural environment in the broader sense should be 
a vital component of the country’s overall disaster mitigation strategy.  And given the importance of 
tourism to the Dominican economy, sound environmental policies are all the more important.  
Deepening the insurance market would also mitigate the impact of natural disasters in the Dominican 
Republic.

VII.  Governance and Volatility 
389. Despite the transformation of the Dominican economy into one of the fastest growing 
economies in Latin America and the Caribbean, this transformation was not accompanied by 
commensurate institutional development and strengthening, as evidenced by dual banking and 
electricity crises.  In fact, poor governance may have contributed to this rapid growth by facilitating 
money laundering and the availability of credit for private investment (as discussed in Chapter 2).  
While solid macroeconomic balances in the 1990s contributed to strong growth performance, the 
institutional shortcomings helped to wipe out much of these gains.  One of the key lessons from this 
period is that a good policy environment is not enough; good institutions are critical in today’s world 
of global financial integration (World Bank 1998a).    

390. The weak institutional setting that has long plagued the country plays a central role in the 
economy’s vulnerability to internal and external shocks.  Poor governance exacerbates volatility, as 
illustrated in the past by the government’s often wrong-footed macroeconomic policy responses to 
negative shocks that in turn intensified rather than mitigated the impact of shocks.  Policy uncertainty 
raises investor risk, thus attracting higher risk/higher pay-off investments that contribute to volatility.  
And poor governance can itself be a cause of volatility, as was the case in the banking crisis, in which 
weak prudential regulations did not control lending to related parties or ensure adequate provisioning 
for non-performing loans, ultimately creating liquidity difficulties and balance sheet weakness that 
led to insolvency in 2003.  The Central Bank’s intervention, under which private losses were taken on 
by the public sector, transpired with little real policy debate (although the quick action of the 
authorities is judged to have averted a larger system-wide crisis). 

391. Poor economic governance increases fiscal volatility through weak tax administration and 
enforcement, such that widespread evasion leads to inadequate tax revenue collection, leading to 
under-funded government services.  In order to make up the necessary revenue, ad hoc or temporary 
taxes are regularly introduced, further raising the cost of doing business and providing more 
incentives for evasion. 

392. The challenge of maintaining robust growth and at the same time modernizing public 
institutions to strengthen governance in an environment of vested interests is daunting.  But the future 
soundness and stability of the Dominican economy requires it.   
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CHAPTER 9:  CRIME AND ITS IMPACT ON GROWTH 

Crime has increased in recent years, in conjunction with the post-2000 economic slowdown 
and particularly during the 2003-2004 crisis.  Firms’ and households’ perceptions of 
increased crime are mirrored in rising victimization rates which have both direct and 
indirect impacts on growth.  For firms, production and profits are diminished by losses or 
damage from robbery or other crimes, and by crowding out investment due to high 
spending on prevention measures.  Crime also reduces long-run GDP growth by 
discouraging new investment due to the perceived risk of losses, diverting government 
spending from more productive uses to security expenditures, increasing incentives for 
migration, human capital losses due to injury or murder, and worse schooling outcomes.  
At the individual level, household spending on protection or health services for crime-
related injuries may displace spending on school fees, for example, and high crime rates 
may keep workers out of the labor force.  The low share of victims reporting crimes to the 
police – on the part of both firms and households – indicates a lack of confidence in the 
government’s security institutions, effectively undermining these institutions further.   

I.  Correlates and Determinants of Crime 
393. Crime is a recurring development issue affecting many countries in the Caribbean.  Jamaica, 
for example, is among the most violent countries in the world, and the most violent in the Caribbean 
(violent crime rates are measured as a share of total population).  Although the incidence of violent 
crime is lower in the Dominican Republic – with 25 homicides per 100,000 inhabitants in 2004 
compared to 34 in Jamaica – its increase over the last several years has given rise to increasing 
concern (see Figures 9.1 and 9.2).  In addition to suffering from violent crime, the Dominican 
Republic is also affected by white collar crime, traffic of illegal drugs, forced labor, sexual 
exploitation, and money laundering.  For example, human trafficking in the Dominican Republic is 
among the highest in the world vis-à-vis cases tracked by the International Organization for Migration 
(2005), with some 69 percent of recorded cases trafficked for sexual exploitation, and another 22 
percent for forced labor.

394. Part of this higher crime trend appears to be correlated with the 2003-2004 economic crisis, 
as well as the island’s growing role regarding drug transshipments.  And given that tourists’ 
perception of crime affects destination choices, crime has a direct impact on economic production – a 
potentially large impact in the Dominican Republic given that tourism accounts for around 7 percent 
of GDP and has been a key contributor to the economy’s strong growth performance over the past 
several decades.  Other factors perceived to have contributed to the recent rise in crime include the 
repatriation of Dominican-born convicted criminals (many of them drug offenders) by the US, and the 
increased prevalence of drug use.  White collar crime is also significant in the Dominican Republic, 
as reflected in the discussion in Chapter 7.165

165  This chapter focuses on violent crime only. 
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Figure 9.1:  Caribbean Homicides (per 100,000) 
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Figure 9.2:  Dominican Homicide Trends (per 100,000) 
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395. High crime rates in the Dominican Republic and throughout the Caribbean have many 
common explanatory factors beyond the particular economic developments listed above.  For 
example, the geographic position between drug exporters in South America and drug importers in the 
US and Europe, together with the challenge of policing island coastlines that are disproportionately 
large relative to the geographic size and population make the region ideal for drug transshipment.166

International evidence indicates that most crime is committed by youths, and the Dominican Republic 
has a young population relative to the rest of the Caribbean, with a third of its population under age 
15 (see Figure 9.3).  Other positive correlates of crime that are present in the country include 
urbanization, poverty, inequality, low educational attainment, and high youth unemployment 
(discussed in Chapter 4).167

166  The Dominican Republic is one of 20 countries worldwide identified as a major drug transit or 
producing country by the US government (United States Presidential Determination No. 2005-36, September 
15, 2005). 
167  Several cross-country studies on the risk factors of crime find evidence that lower growth, low average 
income, high unemployment – especially among youths, income inequality, poor schooling outcomes, and a 
large youth population are positively correlated with increased crime rates (Fajnzylber et al. 1998; Ellis 1991; 
Francis and Campbell 2001; and World Bank 2004a). 
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Figure 9.3:  Share of Population Under Age 15 (%) 
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396. From the policy perspective, low spending on deterrence is also likely to increase crime 
incidence.  The Dominican police force – at 321 officers per 100,000 inhabitants – is comparable to 
the US, a developed country with much lower crime rates.168  Furthermore, only 1.4 percent of the 
central government budget is allocated to the justice sector, markedly lower than some of its 
Caribbean neighbors (see Table 9.1 below).  The low confidence in the Dominican justice system 
observed among individuals and firms is consistent with indicators of system inefficiency.  For 
instance, according to statistics from the UN Office on Drugs and Crime Survey on Crime Trends, 82 
percent of prisoners in the Dominican Republic are awaiting trial, suggesting extreme inefficiency 
and poor use of public resources to cover the costs of incarceration due to trial delays.  Furthermore, 
weak financial sector regulation in the Dominican Republic and elsewhere may facilitate money 
laundering, as the necessary skills and resources for detecting and prosecuting these activities are 
insufficient.     

Table 9.1:  Budget Shares Allocated to Justice Sector (%) 
Dominican Republic 1.4 % 

St Lucia 1.8 % 

Antigua and Barbuda 2.5 % 

Bahamas 3.2 % 

Surinam 5.8 % 

Barbados 15.0 % 

Source: Centro de Estudios de Justicia de las 
Americas (2005)  

397. Violent crime affects economic growth both directly and indirectly.  In the short term, it 
raises the cost of doing business through: (i) avoidance expenditures such as security systems and/or 
security personnel; (ii) lost sales or merchandise losses due to theft, arson, extortion or fraud; 

168 UN Office on Drugs and Crime Surveys on Crime Trends, Centro de Estudios de Justicia de las 
Americas (2005). 
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(iii) lost output from reduced working hours or the temporary absence of employees who are victims 
of crime; and (iv) firm shutdown or relocation to safer areas or countries.169  In the long term, crime 
can reduce long-run GDP growth by discouraging investment due to the perceived risk of losses (e.g., 
by driving potential hotel investors to other countries which ultimately develop a more competitive 
tourism sector), increasing incentives for emigration, human capital losses due to injury or murder, 
and worse schooling outcomes due to periods of school closure or because learning in a dangerous or 
threatened environment is difficult.  Profitability is further reduced as crime-related spending diverts 
resources from more productive uses: at the government level, high spending on police crowds out 
social spending (although the data suggest this is not the case in the Dominican Republic), while at 
the household level, spending on protection or health services resulting from crime-related injuries 
may displace spending on school fees, for example (World Bank 2004a).  Other societal costs arise 
from lost labor productivity by those actually engaged in crime.   

398. There is a growing literature on the economics of violent crime, and various methods have 
been used to measure the costs of crime.  Some require data that is not available for the Dominican 
Republic, such as annual incidence rates for different types of violent crime.170  Other quantitative 
and qualitative analytical approaches rely on household and firm-level data on the incidence and 
impact of crime, which is available for the Dominican Republic.  The ENHOGAR household survey 
conducted in mid-2005 measures crime incidence and perceptions by household heads.  And the 
Investment Climate Survey conducted in late 2005 captures the experiences of 250 manufacturing and 
service sector firms.  The analysis that follows relies on these surveys to assess the costs incurred by 
individuals and firms. 

II.  Costs Incurred by Individuals 
399. The household survey carried out by the National Statistics Office (ONE) in June-August 
2005, ENHOGAR (Encuesta Nacional de Hogares de Propósitos Múltiples), consisted of a 
representative census-based sample of 19,517 households and included questions on household 
characteristics as well as crime perceptions and experiences, inter alia.  The results indicate a 
widespread perception that crime represents a major societal problem, second only to unemployment, 
and ranking even higher than the electricity crisis (as depicted in Figure 9.4).  In comparison, the 
perception of corruption as a national problem rates very low.  However, the survey also shows that 
crime occurring close to home – that is, in the respondents’ own neighborhoods – is perceived to be 
markedly less important than poverty, unemployment and blackouts, as shown in Figure 9.5, but of 
comparable concern as drug use and alcohol consumption.   

169 See World Bank (2004a) for a case study on Jamaica. 
170  Data quality is a major problem in developing countries because of low reporting rates.  It may 
therefore be inaccurate to assume that an upward trend in crime statistics translates into an increase in crime 
rather than increased reporting.  Murder statistics tend to be more reliable than other categories of crime. 
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Figure 9.4:  Principle Problems Plaguing the Dominican Republic 
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Figure 9.5:  Perceptions of the Relative Severity of Problems Affecting the Neighborhood 
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400. The household survey results indicate that crime has worsened, both with respect to 
perceptions as well as incidence (confirming the aggregate finding of increasing crime depicted in 
Figure 9.2).  Nearly 30 percent of households are more fearful of crime in their neighborhoods than 
the year before (i.e., comparing June 2005 to June 2004).  Whereas more than a quarter of households 
perceived that crime had worsened in the same 12-month period, other crime-related social ills were 
also perceived to have worsened: drug use (according to 23 percent of households), alcohol 
consumption (22 percent), prostitution (12 percent), gang activity (11 percent) and street fighting (9 
percent).  These perceptions are consistent with the following summary of crime victimization rates. 

401. Trends by Crime Type.  Among households with cars, some 3 percent have had one or more 
cars stolen in the 12 months prior to the survey.  The theft rate is higher in Santo Domingo, with some 
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4 percent of car-owning households victimized in the last 12 months, compared to nearly 11 percent 
victimized in the past 5 years.  The average value of the stolen car or repair/recuperation expense was 
RD$44,100 (US$1,500), and 10 percent of victims experienced more than one car theft since June 
2004.  With respect to theft of items from cars, some 4 percent of households were victims in the past 
year (9 percent in Santo Domingo), while the rates for car vandalism were lower, affecting 2.5 
percent of households nationally (5.6 percent in Santo Domingo). 

402. Four percent of households reported being victims of attempted burglaries in the past 12 
months, compared to 7 percent in the past 5 years.  But actual burglaries were more prevalent, 
occurring in 5 percent of all households in the past year, and 9 percent of households in the last 5 
years.  The average value of goods stolen was RD$8,800, and damage caused to households averaged 
RD$2,008.  With respect to assault, close to 6 percent of households reported being victims of assault 
since 2000 and nearly 3 percent since June 2004.  The survey does not capture data on homicides, but 
Figure 9.2 above indicates levels and trends. 

403. Household Perceptions of Institutional Environment.  Crime reporting rates reflect 
Dominicans’ confidence in police services.  Seventy-six percent of car theft victims reported the theft 
to police, but only 24 percent of victims of car vandalism reported the incident.  Of those not 
reporting, 41 percent cited a lack of confidence as the reason (e.g., the police would not take action, 
the police are incompetent, and/or the police could be an accomplice).  Since June 2004, only 28 
percent of respondents whose houses were burglarized reported the incident to the police, only a third 
of whom indicated that they were satisfied with the police response.  Of those not reporting, 17 
percent cited a lack of confidence in the police.  The reporting rates are no better for assault, although 
the lack of confidence was considerably higher at 41 percent.  These poor crime reporting results 
suggest that police presence is inadequate, which may be due to low government spending (recall 
Table 9.1), or because police are extremely ineffective due to poor training or corrupt practices.  The 
results are also consistent with the acknowledged institutional and policy shortcomings mentioned 
previously. 

404. In addition to the direct costs associated with criminal acts against individuals, the 
deteriorating security environment has indirect costs that affect growth by curtailing activities.  Forty 
percent of households reported giving up activities because of crime: 10 percent gave up 
entertainment activities, 6 percent eliminated visits to friends and family, 2 percent gave up work, 2 
percent no longer participate in community activities, and 1.4 percent abandoned studies.  The 
resulting dynamic effects are transmitted through lost labor productivity and human capital, as well as 
a reduction in social capital, an effective deterrent to crime.   

III.  Firm Costs 
405. The Investment Climate Survey mentioned above was adapted to include a special module on 
crime in order to address the particular concerns facing Dominican firms.  Although crime was 
identified as the largest obstacle to investment by only 5 percent of the firms interviewed, it was cited 
as a major or very severe obstacle by 63 percent of firms.171  Only the electricity crisis ranked higher 
(81 percent of firms; recall Figure 5.9).  And among the six sub-sectors covered by the survey – food 
and drink manufacturing, fabrication of metal products, machines and equipment, apparel 
manufacturers, chemical product manufacturers, and commerce – metal product manufacturers and 

171  This result is comparable to Honduras, where 62 percent of firms cited crime as a major or very severe 
obstacle, much higher than in Nicaragua (40 percent) and El Salvador (49 percent), but considerably lower than 
in Guatemala (81 percent; see Figure 9.6). 
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commercial firms ranked crime as especially problematic – i.e., a major or very severe obstacle for 
about 70 percent of firms in these sectors. 

406. Crime Trends.  When asked how firms viewed crime trends between 2003 and 2004, 61 
percent responded that crime had deteriorated, with 40 percent believing crime had deteriorated 
significantly.  Whereas perceptions may be shaped by indirect factors such as the experiences of 
neighboring firms or competitors, for example, the perceptions measured by the survey are consistent 
with increased victimization rates among the interviewed firms themselves.  In 2004, 41 percent of 
firms were victims of crime.  This victimization rate indicates that crime in the Dominican Republic 
is worse than in Honduras and Nicaragua, comparable to El Salvador, but not as bad as in Guatemala 
(see Figure 9.6).

Figure 9.6:  Comparing Dominican Crime Rates with Central America (% of firms) 
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407. Considered by type of crime, more than a quarter of interviewed firms were robbed by 
unrelated (i.e., non-employee) persons, 5 percent were victims of car theft, 5 percent were victims of 
fraud, 2 percent were victims of armed robbery, 2 percent were subject to extortion or forced 
protection, and 1 percent were victims of arson.  These percentages represent a deterioration with 
respect to 2003, which in turn had higher crime rates than 2002 (see Table 9.2).  Robbery rates by 
non-employees increased most sharply, followed by the increased prevalence of car theft. 

Table 9.2:  Crime Victimization Rates of Firms (%) 
2002 2003 2004 

Robbery non-employee 14.0% 16.8% 27.6% 
Robbery by employee 16.5% 16.5% 18.1% 
Car theft 1.6% 1.6% 4.4% 
Fraud 2.8% 4.4% 4.5% 
Armed assault 0.8% 0.8% 2.0% 
Extortion 0.8% 1.6% 2.0% 
Arson 1.2% 1.6% 1.3% 

Source: Investment Climate Survey 2005 

408. Although all sectors experienced increasing crime rates, the patterns across sectors are not 
uniform.  For instance, in the commerce sector, the share of interviewed firms that were robbed by 
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non-employees rose sharply from 11 percent in 2003 to 27 percent in 2004.  Compared to 
manufacturing firms, commerce sector firms have the lowest rates of employee theft, most likely 
because they have control systems in place to deter this type of crime, whereas these inventory 
control systems are less well developed or missing altogether in the factory setting.  Food and drink 
manufacturers experienced the highest rates of employee theft, at about one third, which is not 
surprising considering the ease of consumption on site, or the ability to hide small amounts of 
merchandise for later consumption or sale.  Metal equipment manufacturers, by contrast, reported the 
highest rate of non-employee theft (as shown in Figure 9.7).  Variations in the relative increases in 
non-employee theft in the different sub-sectors suggest a possible link to the economic crisis, namely 
that declining incomes lead to increased crime in activities that can be easily turned into remuneration 
for the perpetrator.  Generalized increased crime rates could also be explained by poor policing 
quality, but there is no evidence of a policy change in this respect. 

Figure 9.7:  Increasing Rates of Non-Employee Robbery by Sub-Sector (%) 
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409. Firms’ Perceptions of Institutional Effectiveness.  One of the most relevant aspects of crime’s 
impact on the investment climate is the perception of government institutions responsible for 
controlling crime.  The fact that nearly half of all firms that were victims of a crime did not report the 
incident to the police implies poor confidence in the effectiveness of these institutions.  Only 32 
percent of victimized firms reported crime in 100 percent of the incidents.  This low confidence in the 
police is reflected in the fact that four-fifths of the crimes reported by respondents have not been 
resolved.  Only 5 percent of firms indicated that their reported crimes had been fully resolved.  This 
low reporting rate varies by sub-sector.  For example, 70 percent of commerce sector firms that were 
victims of non-employee robbery reported the crimes to the police, compared to only 39 percent 
among victimized manufacturing firms.  The high crime rates and ineffective police response together 
explain the widespread perception that crime is a key impediment to investment, implying a 
potentially large negative impact on growth.   

410. Preventive Measures.  Seventy-two percent of firms reported having taken at least one step in 
crime prevention, and many undertook multiple measures.  Forty percent installed security 
equipment, 39 percent hired security personnel, 32 percent shortened working hours to close before 
nightfall, and 27 percent installed security software.  Firms that paid for protection (i.e., extortion or 
forced protection) were also more likely to invest in legal security measures (with a correlation of 
0.33).  Table 9.3 illustrates the heterogeneity in the types of preventive measures adopted across the 
various sub-sectors.  For example, commercial firms invested the least in security equipment and 
personnel, preferring to close operations before dark.  This response seems paradoxical given that 
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commerce sector firms perceive a relatively lower risk of being robbed by non-employees and a 
higher risk of forced protection or extortion, the latter not dependent upon hours of operation.   

Table 9.3:  Preventive Measures Undertaken (% of firms) 

  Commerce 
Food and 
Beverage Apparel 

Chemical 
Products 

Metal
Products 

Glass
Cement Total 

Install security equipment 29 40 38 56 43 46 40 
Hire security personnel 17 47 27 68 45 59 39 
Close before dark 47 24 32 5 31 31 32 
Install security software 21 31 18 50 30 23 27 
Other actions 4 15 18 5 5 15 10 
Took at least 1 action 71 73 65 82 78 74 72 
Source: Investment Climate Survey 2005 

411. A high percentage of food and beverage producers, chemical and metal products 
manufacturers and glass and cement producers invested in security personnel and equipment, with 
shares for each at or above the 40 percent average for the entire sample.  How do these actions 
correspond to perceived crime risk?  Table 9.4 indicates that with respect to non-employee robbery, 
food and beverage producers report the highest perceived risk, whereas metal products manufacturers 
feel more vulnerable to fraud (some 40 percent, compared to an overall average of 30 percent).  The 
perceived risk of violent crime – characterized by armed robbery – was very high across all sectors; 
50 percent of firms believed they were likely or very likely to be robbed at gunpoint.  Chemical 
products manufacturers invested the most in crime prevention measures, with 68 percent investing in 
security personnel, 56 percent installing security equipment, and half installing security software; on 
average, firms in this sub-sector undertook more than one type of prevention investment.  These 
actions are slightly at odds with the sub-sector’s perceived likelihood of future crime, with the 
exception of car theft (i.e., 41 percent of chemical product manufacturers believed that they were 
likely or very likely to be a victim of car theft in the future).  Differentiating by firm size, large firms 
felt relatively more vulnerable to employee theft and fraud compared to firms of smaller size. 

Table 9.4:  Perceptions of Future Crime – Likely or Very Likely (% of firms) 

Non-
Employee 
Robbery 

Employee 
Robbery 

Car
Theft

Gun 
Point 

Robbery Fraud Extortion Arson 
Food and Beverage 64 35 42 62 33 20 31 
Apparel 56 29 44 50 27 29 29 
Chemical Products 18 23 41 14 14 14 23 
Glass and Cement 48 30 52 44 41 26 33 
Metal Products 43 33 33 50 38 30 33 
Commerce 46 26 37 50 26 17 20 
        
Micro 45 20 37 47 26 21 24 
Small 56 33 42 59 34 28 38 
Medium 50 39 39 42 31 11 22 
Large 52 57 48 43 38 24 29 

Source: Investment Climate Survey 2005 

412. Crime-Associated Costs.  Although crime has many direct and indirect costs that are difficult 
to measure, the Investment Climate Survey provides a mechanism to quantify at least some of these 
costs, namely by recording the costs due to stolen merchandise or property damage, as well as the 
amount of spending on crime prevention measures.  With respect to losses incurred as a result of 
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crime, only victims of robbery (by either employees or non-employees) reported significant losses.  
For non-employee robberies, 24 percent of surveyed firms reported losses, and half of these had 
losses of up to 5 percent of total annual sales (similar incidence and loss levels were associated with 
employee theft).  Other types of crime generated losses for a smaller selection of firms: 4 percent 
reported losses due to car theft, 4 percent for fraud, and 2 percent for extortion or forced protection.  
And whereas only 5 of 250 firms were victims of armed robbery, 3 of these incurred losses of 1 
percent of total sales, and a fourth reported losses equivalent to 10 percent of sales. 

413. The data show no correlation between high perceived risk of victimization and insurance.  
Among those that recently cancelled their insurance policies, 55 percent cited high prices as the main 
reason.  But for firms that have never carried insurance, the reasons given were that coverage was: too 
costly (23 percent), not available (25 percent) or unnecessary (30 percent).  Microenterprises tend to 
have low insurance coverage (only about a third of microenterprises carry insurance compared to over 
four-fifths of small firms and nearly all medium and large firms), implying a higher degree of 
vulnerability.  Rising crime rates generally raise insurance premiums, especially for firms 
experiencing losses.  The result is sub-optimal insurance coverage, which has both static and dynamic 
effects.  In the short run, low insurance coverage increases the impact of future losses on firms, 
contributing to growth volatility through output fluctuations and unnecessary bankruptcies, which in 
turn can weaken financial sector performance due to loan defaults.  And low access to insurance may 
increase the risk profile of investments as entrepreneurs seek higher returns.

414. Another cost associated with crime that can be estimated on the basis of the survey is the 
impact of lost sales due to temporary firm closures.  Eight percent of firms – equally distributed 
across sub-sectors – reported that they closed down for at least one day during 2004, and the majority 
for 1 or 2 days; assuming that the Dominican economy as a whole was affected to a similar degree, 
the associated lost value-added amounted to an estimated US$50 million in 2004 alone.    

415. Implications for Growth.  The preceding estimates of security-related expenditures suggest a 
high degree of crowding out vis-à-vis other investment, given that 72 percent of firms undertook at 
least one preventive measure, and many invested in more than one.  This is compounded by the fact 
that 57 percent of firms indicate that their access to financing had declined as a result of crime – and 
only 10 percent of these firms were actually victims of crime, implying that firms suffer indirectly 
even if not directly (see Figure 9.8).  More than a third of firms reported moderately or significantly 
higher security costs (i.e., spending on formal measures), and over half of firms indicate that crime 
has led to a moderate or significant increase in their informal activities such as informal payments for 
increased vigilance (e.g., bribes or extortion for forced protection).  These results imply that poor 
quality police services have a large impact on firms’ cost structure, potentially eating up profits that 
could be used for re-investment.  Moreover, deterioration in the rule of law and the emergence of 
informal security institutions such as protection gangs make effective institutional reform in the 
police sector even more difficult, as vested interests compete to maintain their acquired market 
shares.

416. Nearly half of firms indicated that crime had resulted in significant or moderate declines in 
employee productivity, which directly constrains growth.  Recall from the ENHOGAR survey results 
that a small percent of households stopped going to work because of the crime situation.  Under a 
scenario of worsening crime, the negative growth implications could be enormous if, for example, 
manufacturing firms cut production hours by eliminating second shift work, causing idle capacity and 
reduced output (see World Bank 2004a for a detailed treatment of crime in Jamaica).  This could in 
turn have a major dynamic effect if producers – particularly exporters – were no longer able to meet 
demand, leading importers to seek other source countries.  
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Figure 9.8:  Implications of Increased Crime 

Source: Investment Climate Survey 2005 

417. Looking to the future, a large proportion of firms expressed pessimism regarding the impact 
of crime.  A third of surveyed firms indicated that without improvements in the crime situation, shut-
down was possible or highly possible within the next three years.  Firms engaged in commerce were 
the most pessimistic, with nearly half expressing a real possibility of going out of business.  
Manufacturing firms, by contrast, expressed a much lower likelihood of closing operations, reflecting 
either a smaller impact of crime or greater confidence in prevention measures.  Less drastic than shut-
down, alternative responses to crime included relocation inside the Dominican Republic (a possibility 
expressed by 18 percent of firms), relocation outside the country (10 percent), and change in business 
type (22 percent).     

418. Taken together, the survey results reflect the significant burden that crime has exacted on 
firms throughout the economy, and how these costs have increased in recent years, and particularly in 
conjunction with the 2003-2004 crisis.  Output has been affected to an extensive degree, both directly 
through losses stemming from victimization, and indirectly by crowding out investment due to high 
spending on preventive measures.  The increasing use of informal – namely non-police – protection 
alternatives further weakens the institutional environment and undermines police effectiveness today 
and in the future.    

419. An effective strategy for addressing the high level of crime in the Dominican Republic should 
consider both the negative determinants of crime related to deterrence (e.g., higher prosecution rates 
raise the opportunity cost of crime), and the positive determinants of crime such as higher per capita 
incomes and lower youth unemployment.  Measures that promote sustained, diversified and broad-
based economic growth will help change the existing crime-facilitating environment by reducing the 
incentives for crime through higher labor income, for example.  It will be important to consider 
policies and interventions that specifically target marginalized youth.  Additional analysis – in 
particular of the police and the judicial system – is needed to understand the binding constraints 
behind low quality service.  Possible areas of reform that would improve police effectiveness and 
raise the public’s confidence include improving police accountability, strengthening police relations 
with the community, and modernizing police and court procedures.  A forthcoming World Bank study 
on crime in the Caribbean region will look more closely at the specific institutional, economic and 
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societal factors contributing to crime, and will provide more specific recommendations in this area, 
with a particular focus on youth. 
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