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We visited the Dominican Republic in October to meet the Central bank (BCRD), the Finance Ministry and
local investors and analysts. After the devastating hurricane season, we were interested in the impact on
the country and its important tourist industry. Will the BCRD continue to ease on the back of the
hurricane or will the country even benefit from a substitution effect? Further topics were the latest
developments on the electricity and fiscal pact given the finalization of Punta Catalina in 2018 and the
direction for the currency given the sharply improving external accounts.

Economy:

Hurricanes Irma and Maria’s economic impact
will be modest

After years of roaring growth (GDP averaged
7.0% in 2014-2016) and being the highest
growth country in the Caribbean, momentum
hit a speed bump in Q2:17. Growth fell to 2.7%
y/y due to lower investment spending (mainly
public) and slower retail demand, albeit base
effects also played a role. Hurricanes Irma and
Maria hit the country in Sep 17, raising the risk
of a prolonged slump in activity. However, the
damage was significantly lower than in other
parts of the Caribbean and mostly limited to
the north. The key tourist areas escaped
largely unscathed. In fact, tourist numbers
remain on track to set a new record for the
year at an expected 6.3m (see chart 1) up 5.7%
from 2016. The risks seem largely to the
upside according to local analysts given
potential holiday substitution in favor of the
Dominican Republic.

Chart 1: New record for tourist arrival
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With the key tourism sector unaffected and
growing strongly, GDP looks set to recover in
H2:17 as the drag from lower public
investments is poised to reverse. GDP growth
is expected to come in at 4.8-5.0% for 2017
and 5.0-5.5% for 2018 with total estimated
costs from the hurricane at about 0.5-0.8% of
GDP.
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Chart 2: Growth hit the bottom in Q2 17
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Fiscal:

Fiscal numbers continue to improve with the
central government running a primary surplus
The positive fiscal adjustment continued in
2017 as revenues increased strongly due to an
improvement in tax administration and a
reduction of tax evasion. For the first 7 months
revenues are up 10.6% y/y to DOP312.5m
while expenditures increased by 5.0% to
DOP357m. The resulting deficit for the central
government was 1.3% of GDP, well on track to
meet the target of 2.3% for the full year.
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The primary balance for the central
government shows a surplus of 0.5% of GDP
for the first 7 months and very likely to hit the
target of +0.8% of GDP for 2017. The ongoing
fiscal improvement paves the way for an
upgrade to investment grade (Moody’s
upgraded DomRep to Ba3 in Jull7). In order to
achieve IG status, politicians will need to
approve the so called fiscal pact.

Chart 3: Budget Deficit adjustment continues
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Assuming the fiscal adjustment continues,
central government debt/GDP is expected to
peak in 2019 at about 43% from 39% in 2017.
The external debt share is currently at 75.3%
but expected to decline in the next years to
about 70% as issuance will favor local debt.
Gross financing requirements for 2018 are
5.5% of GDP or USD4.26bn with USD2.1bn
penciled in from the issuance of new Global
bonds.

Energy/Fiscal Pact:

Electricity pact to lead any fiscal pact

After years of electricity shortfalls and
unreliable supply the new Punta Catalina coal
power plant is expected to bring relief and
diversify the energy mix away from oil. With
about 85% of total energy coming from mostly
(imported) oil and gas driven power plants,
fluctuations in the oil price were a key
uncertainty for the fiscal accounts given
relatively generous electricity subsidies
(around 18% of expenditures). Hence, by
lowering the production costs the government
expects to gain more fiscal room. Savings are
estimated to be up to USD200m. After 3 years
of talks between the government and the
private sector on how to reduce the burden on
the fiscal accounts, an electricity pact seems
imminent.
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Although details are being finalized, the pact
should reduce transfers to the sector and help
the transition to a market based tariff system.
More importantly, it is essential for the fiscal
pact, which is probably necessary for the
eventual IG status.

The fiscal pact is seen as the key policy priority
for 2018 and should bring some important tax
reforms designed to increase transparency,
broadening the tax base, reduce tax
exemptions, overhaul the VAT system and
potentially reduce the corporate income tax.
At 27%, this is comparably high and will appear
even higher if the US reduces their corporate
tax rate to 20%.

Monetary/FX policy:

Interest rates on hold, while the currency has
a weakening bias in real terms verus USD

The BCRD cut rates by 50bp to 5.25% in Jul 17
and eased reserve requirements (RR) by 2.2%,
which freed up DOP20bn in the banking sector
to support the economy after the weak Q2:17.
With inflation still well behaved and in the
lower part of the 3-5.0% target range, more
easing may come to spur a rebound in
investment activity. The BCRD may however
not use interest rates but rather will either
reduce the stock of outstanding bills or reduce
the RR further in order to meet its 3.5-4.0%
real policy rate. According to the BCRD,
inflation expectations remain well anchored
and inflation is expected to converge back to
mid-target by 2018.

Chart 4: Inflation to converge back to mid
target by 2018
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Source: BCRD and Global Evolution

Reflecting the strong BOP position, FX reserves
have doubled since 2011 to USD6.3bn, which
equates to 4.1 months of imports and above
the IMF target of 3.0.
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The current account has improved significantly
and is expected to show a deficit of 1.0% of
GDP in 2017 compared to -7.5% in 2011. The
strong improvement comes on the back of
another year of record tourism revenues
projected to rise to USD7.37bn (+9.6% y/y) and
record remittances projected at USD5.83bn
(+10.8% y/y). FDI is expected to rise to
USD2.6bn (+7.3% y/y). Hence, after the usual
seasonal low, the BCRD expects FX reserves to
increase in Q4:17.

Chart 5: strong improvement in the current
account
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The DOP has depreciated on average by 2.3%
annually in real terms versus the USD in the
period 2012-2017, which has helped to
improve the C/A. The BCRD seems determined
to continue this path despite the strong BOP
performance (and their models) pointing to
the DOP valuation being line with
macroeconomic fundamentals. Interestingly,
local analysts and investors still see the DOP as
expensive and expect a higher depreciation.
This is however at odds with the fundamentals
and our take away was clearly that if anything
there is upside potential for the DOP barring
external shocks.

Politics:

Another term for Medina?

Although the next presidential elections are
only in 2020, they are already generating
political risk. According to the constitution,
Medina cannot run for a third term but
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speculation is mounting that he may use his
majority in parliament to change it to allow a
third term. Although Medina has not voiced
openly such intentions, locals attach a higher
than 50% probability to it. That said, his
popularity has taken a hit after the eruption of
Odebrecht scandal, with DomRep the second
highest recipient of bribes after Venezuela.
Any attempts to change the presidential terms
will probably depend on his popularity going
forward. Despite the recent scandal, Medina
standing with the public still appears strong
and likely to remain solid on the back of a well
performing economy.

Conclusion:
Economy to rebound, fiscal and external
accounts performing well

The economy is poised to rebound after the
weakness in Q2:17, as monetary easing and
increasing fiscal expenditure lift activity in H2.
The hurricanes only left relatively limited
damage in the Dominican Republic and should
not dent growth much as the key tourism
areas were not severely hit. The adjustments
in the fiscal and external accounts continue,
with the central government running a
primary surplus and the current account
deficit almost closing. The key for further
rating upgrades down the line are a sound
fiscal pact. This has become more likely now
with the progress on energy reforms and the
electricity pact. We were reasonably
constructive when we visited the country and
left arguably more positive still.
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Research Disclaimer

This investment research has not been prepared in accordance with legal requirements designed to promote the independence of
investment research. Further it is not subject to any prohibition on dealing ahead of the dissemination of investment research. Global
Evolution, its affiliates or staff, may perform services for, solicit business from, hold long or short positions in, or otherwise be interested
in the investments (including derivatives), of any issuer mentioned herein.

None of the information contained herein constitutes an offer (or solicitation of an offer) to buy or sell any currency, product or financial
instrument, to make any investment, or to participate in any particular trading strategy.

This material is produced for marketing and/or informational purposes only and Global Evolution and its subsidiaries and affiliates
whether acting directly or through third party distributors make no representation or warranty, and assume no liability, for the accuracy
or completeness of the information provided herein. In providing this material Global Evolution has not taken into account any particular
recipient’s investment objectives, special investment goals, financial situation, and specific needs and demands and nothing herein is
intended as a recommendation for any recipient to invest or divest in a particular manner and Global Evolution assumes no liability for
any recipient sustaining a loss from trading in accordance with a perceived recommendation.

All investments entail a risk and may result in both profits and losses. In particular investments in leveraged products, such as but not
limited to foreign exchange and derivatives can be very speculative and profits and losses may fluctuate both violently and rapidly.
Speculative trading is not suitable for all investors and all recipients should carefully consider their financial situation and consult
financial advisor(s) in order to understand the risks involved and ensure the suitability of their situation prior to making any investment,
divestment or entering into any transaction.

Any mentioning herein, if any, of any risk may not be, and should not be considered to be, neither a comprehensive disclosure or risks
nor a comprehensive description such risks. Any expression of opinion may be personal to the author and may not reflect the opinion of
Global Evolution and all expressions of opinion are subject to change without notice (neither prior nor subsequent).

This communication refers to past performance. Past performance is not a reliable indicator of future performance. Indications of past
performance displayed on this communication will not necessarily be repeated in the future. No representation is being made that any
investment will or is likely to achieve profits or losses similar to those achieved in the past or that significant losses will be avoided.

Statements contained on this communication that are not historical facts and which may be simulated past performance or future
performance data are based on current expectations, estimates, projections, opinions and beliefs of Global Evolution. Such statements
involve known and unknown risks, uncertainties and other factors, and undue reliance should not be placed thereon. Additionally, this
communication may contain ‘forward-looking statements’. Actual events or results or actual performance may differ materially from
those reflected or contemplated in such forward-looking statements.

This material is confidential and should not be copied, distributed, published or reproduced in whole or in part or disclosed by recipients
to any other person. Any information or opinions in this material are not intended for distribution to, or use by, any person in any
jurisdiction or country where such distribution or use would be unlawful.
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