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Foreword

Towards a Sustainable and Efficient State: The Development Agenda of Belize represents a tangible expres-
sion of the Inter-American Development Bank’s commitment to generating knowledge as part of its
assistance to its borrowing member countries and illustrates the Bank’s willingness to accompany Belize
in its efforts to overcome its development challenges. This intellectual contribution to some of the most
important issues regarding Belize’s economic and social development is directed primarily at two audi-
ences. First, it is directed at Belizean policymakers, offering a technical and internationally comparative
perspective. Second, it is aimed at the wider public who are interested in Belize’s economic and social
development but who find little material available on the subject.

Based on its record over the last half-century, Belize could be considered a relative development success.
In 1960, it was the second-poorest country in Central America; now it is among the “top-tier” coun-
tries, with a gross domestic product per capita behind only that of Costa Rica and Panama. However,
economic growth and social progress have slowed over the last 10 years. Regaining earlier dynamism,
improving social conditions, and reducing poverty, and at the same time preserving its rich but fragile
environmental endowment, therefore constitute important development challenges for Belize.

The job of policymakers in grappling simultaneously with an array of complex challenges is never easy.
And it is not made any easier when policy advisors proffer long, unprioritized laundry lists of policy
reforms that a government should undertake. This book strives to err in the opposite direction and offer
policymakers an intellectual framework, called the “Growth Diagnostics Methodology,™ for thinking
about how to prioritize development challenges.

While necessarily selective, this book therefore covers a number of development topics of interest and
relevance to Belize. Although many of the topics are seemingly disparate, the book strives for consis-
tency and coherence in order to enhance its value to policymakers. Above all, it seeks to contribute to
and stimulate a dialogue on Belize’s development challenges, in the hope that Towards a Sustainable and
Efficient State: The Development Agenda of Belize will become a cornerstone in increased interest and
research on policy options for Belize.

—Gina Montiel
General Manager
Country Department of Central America, Mexico, Panama and the Dominican Republic

! R.Hausmann, D. Rodrik, and A. Velasco, “Growth Diagnostics” (Center for International Development, Harvard University, Cam-
bridge, Massachusetts, 2004, unpublished).
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Diagnosing the Binding Constraints
on Economic Growth

1.1 Introduction

Belize’s long-term growth performance has been comparatively good.! It is not clear what comparator
group is relevant, given Belize’s status as both a Caribbean and a Central American country. Compared
with its Central American counterparts, Belize has been a growth star. In 1960, it was the second-
poorest country in the region; now it is among the “top tier” countries, with gross domestic product
(GDP) per capita (Figure 1.1) near that of Costa Rica and Panama. Moreover, much of this growth was
achieved after independence. Among its Caribbean peers, however, Belize’s performance has been aver-
age, and it has not been able to close the gap with the better-performing economies in the region. And
since 2004, economic growth has been sluggish, barely above the rate of population growth, implying
that reactivating economic growth is a central development challenge for the country.

FIGURE 1.1. GDP PER CAPITA
(logs, 2000 US$)
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Source: World Bank, World Development Indicators.
Note: ATG = Antigua and Barbuda, BEL = Belize, BHS = The Bahamas, BRB = Barbados, CRI = Costa Rica, DMA = Dominica,

DOM = Dominican Republic, GRD = Grenada, GTM = Guatemala, HND = Honduras, JAM = Jamaica, LCA = St. Lucia, NIC =
Nicaragua, PAN = Panama, SLV = El Salvador, VCT = St. Vincent and the Grenadines.

! The authors would like to thank the staff of the Belize Country Office for their assistance in the fact-finding mission to Belize on
September 24-26, 2007, as well as all the government and private sector officials who were kind enough to share their time and offer
their insights during that mission. They also thank Dougal Martin and Matthew Shearer for their participation in the mission, and

Rodrigo Wagner for assistance in data collection and analysis.
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1.2 The Growth Diagnostics
Methodology

The Growth Diagnostics Methodology (GDM)
offers policymakers a guide to policymaking that
differs from traditional approaches to economic
growth. Traditional approaches, characterized as
“kitchen sink” or “laundry list” approaches, sug-
gest an indiscriminate, across-the-board effort to
reform policy. However, given that governments
have limited political capital and administrative
capacity, long lists of reforms and needed actions
are not helpful. Moreover, attempting to solve all
problems simultaneously may cause governments
to dissipate their efforts resolving problems that
actually turn out to have little impact on growth.
The GDM argues that it makes sense to first
identify the factor or factors that are most restric-
tive to economic growth and then concentrate
public policy efforts on resolving that restriction,
providing policymakers with the “biggest bang
for the buck.”

A second characteristic of the GDM is that it pro-
vides country-specific diagnoses. In contrast to the
traditional approach of basing recommendations
on policies that have been found to be conducive to
growth in “the average country,” the GDM posits
that the binding constraint on growth varies from
country to country and over time.

Figure 1.2 illustrates in a very intuitive way one
of the fundamental ideas behind the GDM:
factors that may contribute to the growth of an
economy are not necessarily perfect substitutes.
Panel A of the figure presents a world in which
growth-supporting factors (represented by the
horizontal planks in the barrel) are perfect sub-
stitutes. Which of all these factors that contribute
to growth should be the focus of public policies?
If the world is like the barrel in panel A, the ques-
tion is irrelevant. The capacity of the barrel (or
economic growth) is simply the sum of the height
of all the horizontal planks and will increase no
matter which of the planks of public policy are
improved. Policy improvements in any of the
areas—or all of them at the same time—will
bring similar results in terms of economic growth.
However, in the real world, the different elements
that contribute to growth are not perfect substi-
tutes. If the growth of a plant is constrained by a
lack of nutrients, adding more sun or more water
will not compensate for the lack of nutrients and
boost its growth. Consequently, it is important to
be able to identify which constraints on growth
are most binding.

The barrel in panel B of the figure presents a dif-
ferent world. In this case, how much the barrel
will hold is determined by the shortest plank (in
the example of this figure, the shortest plank is

FIGURE 1.2. A COMPARISON OF CONCEPTUAL APPROACHES TO ECONOMIC GROWTH
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Source: Hausmann, Klinger, and Wagner (2008). © Rodrigo Wagner, 2006.



infrastructure). Although there is no doubt that
the level of human capital could improve, in this
example improving the level of human capital is
useless, unless infrastructure is developed first.
The true constraint that is holding back growth
(or the capacity of the barrel) is infrastructure,
and that should be the focus of public policy in
the short term. The real world may lie between
the two extremes represented by the barrels in
panels A and B, and there may be more than one
constraint that restricts growth at the same time.

In order to assist the analytical process and iden-
tification of the binding constraints on growth,
Hausmann, Rodrik, and Velasco (2004) use a de-
cision tree (Figure 1.3) that explores all the factors
that could potentially cause low levels of invest-
ment and, hence, weak economic growth. It is
possible that weak growth is caused by inefficient
investment rather than low levels of investment
(Agosin, Ferndndez-Arias, and Jaramillo 2009;
Felipe and Usui 2008). However, in the case of
Belize weak growth is clearly associated with a
low investment rate.

The decision tree first divides into two general
categories: does the country face low returns to
domestic private investment (the left-hand side),
or does it suffer from a high cost of finance (right-
hand side)? This division is based on the condi-

tion that for an investment to take place, the rate
of return must be higher than the rate of inter-
est. If investment is low, this could be due either
to low returns on private investment or to a high
cost of finance.

If it is determined that the constraint is low re-
turns to private investment, the left-hand branch
of the tree explores various possible causes of low
returns. The next decision point asks whether
private returns are low because social returns are
low, or whether social returns are high but private
investors, for various reasons, are unable to appro-
priate them. If social returns are low, this could
be due to an insufficiently trained labor force or
to poor-quality infrastructure. If social returns
are respectable, but private investors are unable
to appropriate them, the problem may be due to
government failures such as macroeconomic in-
stability, insecure property rights, excessive taxa-
tion, or corruption, or the problem could stem
from market failures related to different types of
externalities or coordination failures.

On the other hand, if it is determined that the pri-
mary constraint is high-cost domestic finance or
a lack of financing, the right-hand branch of the
tree then explores whether the financing problem
originates from inadequate external finance or
problems related to domestic financing.

FIGURE 1.3. GROWTH DIAGNOSTIC DECISION TREE

Problem: Low levels of private investment and entrepreneurship

‘ Low return to economic activity

‘ High cost of finance

CHAPTER 1

<
'
ES
o
b
(U]
=
£
o
S
(%]
w
c
o
(2]
=]
=
©
=
(]
c
o
(8]
=]
=
©
=
[+1]
[}
<
=]
=]
=
(]
o
c
=]
S
(a]

4 N\ A\ v
‘ Low social returns ‘ ‘ Low appropriability ‘ Low domestic
: Bad
savings + bad
: . local
international :
4 finance
finance
y N N2
S — Government Market Low
Low Bad infrastruc- failures failures competition
human capital ture N2 N
‘ High risk ‘ ‘ High cost ‘
Micro risks: property Macro risks: financial, Informatllcl)n exter- —
. : . nalities: Coordination exter-|
rights, corruption, monetary, fiscal . "
. - self- nalities
taxes instability . "
discovery




CHAPTER 1

<
'
ES
o
b
(O]
=
£
o
S
(%]
w
c
o
(2]
=]
=
©
=
(]
c
o
(8]
=]
=
©
=
[+1]
[}
<
=]
=]
=
(]
o
c
(=]
S
(a]

Analysis of the different branches of the decision
tree leads to several questions: How to identify
the relevant branch? How to identify if a factor is
one of the most binding constraints on growth?
To make an accurate diagnosis, all available infor-
mation should be considered so that nonbinding
factors can be systematically discarded. A good
starting point to determine whether a factor is a
binding constraint is to investigate the “quanti-
ties” of certain factors, such as education coverage
or credit to the private sector as a share of GDP. If
the country compares favorably with other coun-
tries in a particular area, that area is probably not
a binding constraint. By contrast, if the country
compares unfavorably in an area, that is a signal
that the area requires deeper examination.

If a factor is a binding constraint, the scarcity of
that factor should also be reflected in “prices.” For
example, if access to finance is a problem, that
should be reflected in high interest rates. Similarly,
if low education coverage is a binding constraint,
the returns to investment in education (the value
that the labor market places on an additional year
of education) should be high, suggesting that the
market is demanding a factor that is scarce.

If a constraint is binding, changes in the supply
or availability of that factor should be reflected
in significant changes in the rate of economic
growth. If this is not the case, then the factor is
not binding.

The behavior of agents in the economy can be an-
other indication of whether a factor is binding. If
a factor is scarce and a binding constraint, the pri-
vate sector should be attempting to overcome or
bypass that constraint. For example, in countries
with an unreliable supply of electricity, companies
and households often invest heavily in self-gen-
eration, even though this is more expensive than
reliable electricity sector provision. Similarly, one
would expect that industries that use a particular
factor intensively would be absent or only poorly
developed where that factor is scarce. To illus-
trate this point, Hausmann, Klinger, and Wagner
(2008) use the metaphor of animals thriving in
the Sahara Desert. In the Sahara, one can observe
many camels but very few hippopotamuses. This
observation about the relative balance between
camels and hippopotamuses, combined with the
fact that camels can thrive with little water while

hippopotamuses are intensive in water, suggests
that the binding constraint on the presence and
survival of animals in the Sahara is the availability
of water.

In sum, the GDM involves testing and reject-
ing hypotheses rather than a search for rigor-
ous “proof.” In this sense, a growth diagnostic is
more like a civil suit than a criminal case, because
it relies on “the preponderance of the evidence”

rather than the criterion of “beyond all reasonable
doubt.”

To apply the GDM to the specific case of Belize,
it is important to start with a good description of
the country’s growth process that not only pro-
vides a long-term view, but also highlights the
fluctuations, since the fluctuations may be indica-
tive of movements in the binding constraint.

1.3 Long-Term Growth Dynamics
in Belize

The dynamics of output per capita in Belize since
independence show marked periods of growth
acceleration and recession (Figure 1.4). During
the recession that lasted from independence un-
til 1985, the growth rate averaged -2.2 percent
per year. The country entered relatively sustained
growth acceleration. From 1986 to 1993, output
per capita increased by 7 percent per year on aver-
age. This acceleration was followed by a four-year
economic contraction, from 1994 to 1998, with
an average annual growth rate of —1.1 percent.
The country entered a second growth accelera-
tion in 1999, but it was weaker (average annual
growth of 5 percent) and shorter than the first.
By the end of 2003, output per capita had begun
to fall, and during 2004-2008 the economy stag-
nated, with output growth barely keeping up with
population growth. Output per capita declined
by more than 4 percent in 2009 as a result of the
global recession, and in the short term, returning
to the average growth experienced in 2004-2008
would likely be considered a success.

The timing of these periods of boom and decline
are very important for the country’s growth di-
agnostic. By definition, if a constraint is binding,
then changes in the constraint should have some
growth consequences. Conversely, it is difficult to



argue that a constraint is binding if it has changed
markedly in the recent past with no growth ef-
fect. We therefore use the periods outlined in the
previous paragraph to identify the binding con-
straints on Belize’s growth.

What were the general events surrounding these
periods of accelerated growth and decline? The
recession at the time of independence was pre-

ceded by an unprecedented export boom that
collapsed at the same time that independence
was achieved. Figure 1.5 shows that in 1975 and
1980, merchandise exports per capita peaked at
almost triple their current levels. Today, exports
per capita are at a level similar to that in 1960.

The booms and collapses in Belize’s exports dur-
ing the 1970s and early 1980s were concentrated

FIGURE 1.4. GROWTH RATE OF GDP PER CAPITA

(Including Post—Hurricane Dean Projection and Period Averages)
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Sources: For 1981-2005, World Bank, World Development Indicators, for 2006, data from the government of Belize; for 2007,
estimate from the government of Belize; and for 2007 incorporating the effects of Hurricane Dean (red), IDB (2007a).

FIGURE 1.5. EXPORTS AND GDP PER CAPITA OVER TIME
Exports and GDP, Belize (WDI)
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in the sugar market and mainly due to fluctua-
tions in international prices. The first recession
can therefore be traced to the sugar collapse.
Figure 1.6 shows that the nonsugar merchandise
export basket has expanded since independence,
although only to a small degree.

FIGURE 1.6. REAL EXPORTS PER CAPITA, INCLUDING
NONSUGAR
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The first growth acceleration, from 1986 to 1993,
has been attributed in part to the “discovery” of
the tourism sector. Prior to this period, the tour-
ism sector was virtually nonexistent in Belize. It
has since become one of the economy’s largest
sectors, representing approximately 20 percent
of GDP and 25 percent of employment.? There
was also an investment boom associated with the
short-lived “economic citizenship” program.’ In-
vestment during this period was more than 25
percent of GDP, as illustrated in Figure 1.7. Some
of this investment was due to a boom in foreign
direct investment (FDI), but the majority was do-
mestically financed.

After 1990, however, the trend that ignited this
growth acceleration reversed. FDI net inflows
tell from a peak of 5.15 percent of GDP in 1989
to 1.6 percent of GDP in 1993 (World Bank,
World Development Indicators), and the govern-
ment increased investment to fill the gap. Capital
expenditures as a percentage of GDP rose from

FIGURE 1.7. GROSS FIXED INVESTMENT
(percent of GDP)
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Source: IDB based on Statistical Institute of Belize.

12.6 percent of GDP in 1990 to almost 19 per-
cent by 1992. Government consumption also
increased slightly, from 20.4 percent of GDP in
1990 to 21.8 percent in 1992, and government
revenues fell from 31.2 percent of GDP in 1990
to 29 percent of GDP in 1992 (Central Bank of
Belize 2007). As a result of ballooning current and
capital expenditure along with falling revenues,
the government quickly went from having a small
overall budget surplus in 1990 to running a deficit
of almost 8 percent of GDP by 1993. At the same
time, exports fell from 38 to 35 percent of GDP,
while imports grew from 56 to 62 percent of GDP,
worsening the trade balance. The current account
deteriorated from a surplus of 7 percent in 1990 to
a deficit of 11 percent in 1993, leading to expand-
ing debt and falling international reserves.

Although the private investment boom in 1986
and 1987 had slowed by 1990, growth continued
on the back of expansions of government invest-
ment. But by 1993 this public spending binge
could not be sustained, and the government insti-
tuted a home-grown adjustment program, cutting
public investment significantly, from a peak of
nearly 19 percent of GDP in 1992 to only 6 per-
cent of GDP by 1996, at which point the overall
budget returned to near balance. Reserve require-
ments were increased, which raised interest rates
and tightened credit. After 1993, the fiscal, trade,

2 Meeting with Rosella Zabaneh (President) and Andrew Godoy (Executive Director), Belize Trade Industry Association. Belize City,

September 26, 2007.

3 Meeting with Joseph Waight, Financial Secretary, Ministry of Finance, Belmopan, September 24, 2007.



and current account deficits all began to close, and
output per capita fell by an average of 1.1 percent
for the following five years.

In many ways, the subsequent decade was déja
vu all over again: growth acceleration fueled by a
public investment binge that was unsustainable,
subsequently requiring adjustment and leading to
a recession. In 1999, public investment jumped by
5 percent of GDP, and by 2000 it was well over
double its 1998 level. In 2000, the current account
deficit doubled, and the budget deficit tripled.
Money was loose and trade deficit was expanding.
By 2004, the government again had to institute
a home-grown adjustment program, which initi-
ated the current phase of economic stagnation.

However, there were also some important differ-
ences between the two accelerations. Gross na-
tional saving collapsed in the 1990s (see Figure
1.8). It had been approximately 28 percent of
GDP since 1986, but between 1990 and 1999, it
fell by two-thirds. This principally involved a col-
lapse in private saving, which went from 15 per-

cent of GDP in 1994 to 5 percent by 1998.

FIGURE 1.8. GROSS NATIONAL SAVING
(percent of GDP)
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The second boom in investment during the sec-
ond growth acceleration was in the context of low
national saving, making the resulting current ac-
count deficits much larger than those during the
first boom. Government deficits were not do-
mestically financed, unlike in the first investment

boom, as shown by the ratio of national savings
to investment (see Figure 1.9). Savings were 102
percent of investment during the first growth ac-
celeration, but fell below 30 percent during the
second growth acceleration.

FIGURE 1.9. GROSS NATIONAL SAVINGS AS A PERCENTAGE
OF INVESTMENT
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The 1999-2003 growth acceleration was driven
by external borrowing. Public sector external
debt tripled, from US$300 million in 1999 to
more than US$900 million in 2003. Taxes were
lowered, public investment increased, and state-
owned enterprises provided inexpensive credit. At
the same time, money was loosened, which fur-
ther increased private sector credit (Central Bank

of Belize 2007).

Much of the spending during this boom was not
productive investment that would generate im-
mediate accelerated growth that could maintain
the acceleration. The Development Finance Cor-
poration (DFC), a publicly owned finance insti-
tution, was a significant source of new investment
(see Figure 1.10). The majority of its new lending
was in building and construction, much of which
was residential construction, along with some
construction of schools.*

A significant proportion of these loans subsequently
went into default (for example, 92 percent of the
DFC’s real estate lending; Nogales 2006) and had to
be assumed by the government.

4 Ibid.
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FIGURE 1.10. DEVELOPMENT FINANCE CORPORATION LOAN PORTFOLIO, 1977-2006
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Source: Nogales (2006).

There were important and costly cases of corrup-
tion as well (IMF 2006), and as a consequence the
DFC was put into liquidation.

The current period of stagnation, from 2004 to
the present, has occurred in the context of signifi-
cant fiscal adjustment. Between 1999 and 2005,
interest payments on external debt rose from 2 to
7.5 percent of GDP. To maintain the same overall
budget deficit of -5.5 percent of GDP, the gov-
ernment had to slash public investment from 12.9
to 4.1 percent of GDP, a reduction of 8.8 percent.’
As detailed in IMF (2006) and IDB (2007a), this
adjustment program has basically required a mor-
atorium on public investment and infrastructure
maintenance, as well as new hires and public sec-
tor wage increases. Public investment averaged 4.2
percent of GDP between 2005 and 2009, and the
overall fiscal deficit was held to only 2.3 percent of
GDP. The current account deficit narrowed sharp-
ly in 2006 and 2007, expanding only temporarily
in 2008 as the result of a surge of foreign direct
investment in tourism. Growth from 2004 to 2008
averaged only 3.5 percent, of which about 1 per-
centage point was attributable to the rapid growth
of petroleum production following the discovery
of commercial deposits in 2006. In 2009, GDP is
estimated to have contracted by approximately 1
percent in the context of the global recession.

This synopsis of Belize’s growth dynamics over
the past two decades reveals that periods of

growth acceleration and collapse were tightly
linked with booms in public spending, credit to
the private sector, and deterioration in the cur-
rent account. This signals that the binding con-
straint on growth is likely on the finance side of
the Hausmann, Rodrik, and Velasco (2004) deci-
sion tree. In the remainder of the chapter, we first
move down the decision tree, showing that prob-
lems of access to finance do indeed constitute the
principal constraints on Belize’s growth. We then
provide evidence that other potential constraints
are not binding and conclude with policy recom-
mendations in light of the diagnostic.

1.4 Growth Diagnostics

The growth diagnostics framework asks the ques-
tion: Why is investment in Belize not higher? The
framework begins by considering whether invest-
ment is low because of the high cost of finance or
because of low appropriable returns. Low appropri-
able returns could in turn be due to appropriability
problems, lack of complementary inputs, or coordi-
nation failure in the emergence of new activities.

1.4.1 Is It Bad Finance?

The interest rates charged on loans in Belize are
quite high. Figure 1.11 shows that the rates are
among the highest in the country’s income group,
even though Belize’s currency has been pegged to
the U.S. dollar at the same rate for more than 30

> Of this reduction, 1 percent was a reclassification of current expenditure that was previously classified as investment.



FIGURE 1.11. REAL LENDING RATES IN BELIZE'S
INCOME BAND, 2005
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Note: The real lending rate is calculated using the change in
consumer prices. The histogram shows all countries with log
per capita (purchasing power parity) equal to that of Belize 1.

years, meaning there should be little exchange rate
risk. The leading local bank reports that even its
best corporate customers are charged 12 percent
on loans, although inflation has not surpassed 4
percent in more than a decade. Belize is clearly a
high-cost-of-finance country.

Lending rates could be high either because of
poor financial intermediation or because of low
savings. One way to distinguish between the two
possibilities is through interest rate spreads: poor
local financial intermediation would manifest
itself in high operating costs in banks and cor-

respondingly high spreads. If the problem is sav-

FIGURE 1.12. INTEREST RATE SPREADS IN BELIZE'S
INCOME BAND, 2005
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Source: Economist Intelligence Unit.
Note: The histogram shows all countries with log GDP
per capita (purchasing power parity) equal to that of Belize +1.

FIGURE 1.13. REAL DEPOSIT RATES IN BELIZE'S
INCOME BAND, 2005
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Note: The real deposit rate is calculated using the change in
consumer prices. The histogram shows all countries with log
GDP per capita (purchasing power parity) equal to that of
Belize +1.

ings rather than intermediation, the deposit rate

should be high and the spread low.

Both spreads and deposit rates are high in Belize,
as shown in Figures 1.12 and 1.13. However, on
the margin it seems that although spreads could be
considered high but reasonable, the deposit rate is
clearly very high, despite the fact that Belize has a
substantial tax on financial intermediation through
reserve requirements, which according to our esti-
mate (see below) contributes a substantial portion
to the spread. It is important to note, however, that
International Monetary Fund (IMF) estimates
suggest a lower contribution of reserve require-
ments, making poor financial intermediation more
ofaworry. On balance, although financial interme-
diation in Belize may be a constraint on growth,
the principal source of the country’s high cost of
finance seems to be low savings.

As discussed above, aggregate national savings
suffered a significant collapse in the early 1990s
and have not recovered. Private savings were the
main source of that collapse, going from 15 per-
cent of GDP in 1994 to 5 percent in 1998 and
-6.5 percent in 2002 (IMF 2006). They have
since rebounded, and in 2005 reached 10 percent
of GDP. Unfortunately, however, at the same time
public savings have been wiped out by ballooning
debt service payments, keeping aggregate savings
low. Gross domestic savings in Belize (as a per-
centage of GDP) remain among the lowest in its
income group (see Figure 1.14).
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FIGURE 1.14. GROSS DOMESTIC SAVINGS VERSUS GDP
PER CAPITA, 2005
(logs)
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Gross domestic savings (% of GDP), (WDI) 2007.
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Source: World Bank, World Development Indicators.

Access to external finance has become a major
problem since the accumulation of public debt in
the late 1990s. Belize had to renegotiate its debt
in 2007 to avoid default. Debt sustainability anal-
ysis conducted prior to the renegotiation showed
the level to be unsustainable (IMF 2006), but the
renegotiation reduced the net present value of the
debt by approximately 20 percent and changed
the time profile with a step-up interest rate. The
debt level is now considered sustainable, as long
as the country maintains a prudent fiscal stance
(IDB 2007a). Not surprisingly, the government is
now virtually shut out of international financial
markets and will be for the foreseeable future.

As discussed in the growth dynamics section,
Belize’s growth history has been one of Keynes-
ian growth closely linked to fiscal spending and
the country’s external position. The current ac-
count consistently moves into deficit during pe-
riods of accelerated growth and then recovers
during recessionary periods. The first growth
acceleration from 1986 to 1993 was driven by
FDI and private investment until there was a
boom in public investment in the early 1990s.
There was then a period of adjustment dur-
ing the 1994-1998 recession when the public
budget and current account returned to balance.
Beginning in 1999, there was another public in-
vestment boom, and in the context of low sav-
ings and a lower tax take, an explosion in public
debt. As discussed above and shown in Figure
1.15, it is clear that Belize suffers from lack of
fiscal discipline.

The country’s fiscal problems seem to be princi-
pally on the expenditure side, though there are
also problems on the revenue side. The tax take
is currently more than 23 percent of GDP, mak-
ing Belize’s tax system one of the most effective
in Central America and the Caribbean (Jenkins
and Kuo 2006). However, this is down from more
than 30 percent in 1990 (Central Bank of Belize
2007). Tax revenues as a percentage of GDP fell
significantly between 1990 and 1994, and they
have remained at the same lower level ever since,
exacerbating the budget deficit problem during
the second spending boom.

FIGURE 1.15. GROWTH RATE OF GDP PER CAPITA, BUDGET BALANCE, AND THE CURRENT ACCOUNT
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FIGURE 1.16. GROWTH RATE OF GDP PER CAPITA AND POLITICAL CYCLES
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Note: Dotted lines indicate general election years.

There are also signals that the country’s lack of
fiscal discipline could be linked to political cycles
(see Figure 1.16). Both growth accelerations were
fueled and extended by unsustainable public in-
vestment. Interestingly, the final years of the two
growth accelerations also happened to be election
years. In fact, the three years when the govern-
ment’s budget balance reached a low point before
reverting toward balance (1984, 1993, and 2003)
were election years. Although public institutions
are not found to be a constraint on growth in
terms of reducing appropriability, public institu-
tions governing public spending seem to be af-
fecting growth through their impact on spending
and debt accumulation.

In addition to low savings and poor fiscal disci-
pline, the constraint on access to finance in Belize
has another, related driver. Government borrowing
may have damaged the private sector’s access to ex-
ternal finance, but it has not crowded out domes-
tic borrowing directly, because it is from abroad.
However, government spending harms domestic
finance through monetary policy. Belize has a fixed
exchange rate regime. Besides capital controls, the
country’s only monetary policy tool is reserve re-
quirements, which are dedicated to maintaining the
exchange rate. Reserves accumulated to meet these

requirements are unremunerated and therefore are
a direct and significant tax on financial intermedia-
tion, which exacerbates the cost-of-finance prob-
lem in a country with already high spreads and
seemingly inefficient and uncompetitive financial
intermediation. We estimate that just under half of
the interest rate spread observed in Belize in 2006
was due to reserve requirements,® although other
estimates suggest a smaller contribution. Moreover,
reserve requirements are lowered during periods of
economic expansion and raised during contraction
to relieve pressure on the exchange rate, making
this tax strongly procyclical.

It is interesting to note that although reserve re-
quirements are a significant and procyclical tax on
intermediation, over the past seven years, while
reserve requirements were rising, spreads were ac-
tually falling (see Table 1.1). The fact that finan-
cial institutions were able to absorb these increases
in requirements and still reduce spreads suggests
that they began from a position of quite low effi-
ciency, although it also suggests that efficiency in
the country’s financial system has improved.

The binding constraint on growth in Belize is the
high cost of finance, behind which are primarily
poor budgeting institutions, causing a lack of fis-

6

This estimate has been made using the zero-profit condition for banks, which implies that the lending rate minus the deposit rate is

equal to operating costs plus the product of the reserve ratio and the deposit rate, all divided by one minus the reserve ratio. Solving
this equality for operating costs allows us to measure the contribution to the spread of operating costs versus the reserve ratio.
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TABLE 1.1. CHANGES IN RESERVE REQUIREMENTS AND EVOLUTION OF BANK SPREAD

Cash reserve Liquid asset
ratio ratio Deposit Lending Spread
Date (percent) (percent) (percent) (percent) (percent)
April 2000 8 24 5.4 16.2 10.8
September 2002 5 24 4.4 14.5 10.1
November 2002 6 24 4.6 14.4 9.8
April 2004 6 19 5.0 13.8 8.8
(classification
change)
December 2004 7 20 5.2 14.0 8.8
May 2005 8 21 5.4 14.3 89
January 2006 9 29 5.8 14.3 8.5
September 2006 10 23 8.1 142 6.1

Source: Central Bank of Belize (2007).

cal discipline, low savings (in part due to the debt
overhang), and taxation on financial intermediation,
as well as inefficient and uncompetitive domestic
financial intermediation. The appropriate policies
to relax these constraints are to maintain fiscal sus-
tainability and reverse the downward trend in the
tax take to reduce incrementally the debt overhang,
while creating budgeting institutions that are more
insulated from the political cycle and do not allow
unsustainable spending booms in the future. Other
initiatives to improve efficiency in domestic finan-
cial intermediation and increase domestic savings
should also be pursued. Although this would in-
crementally draw down the cost of capital, in the
meantime the focus would have to be on investors
that do not face the domestic interest rate, which re-
quires different priorities in the country’s industrial
strategy, as well as creative ways to finance needed
public goods. Before discussing these policy impli-
cations, however, we provide evidence that the other
potential constraints on growth are not binding.

1.4.2 Is It Low Appropriability?

Investment could be restricted in Belize because
investors do not expect to appropriate the high
social returns that their investments generate.
This could happen through a number of channels,
such as direct taxes, indirect taxes through exces-
sive regulation, price or exchange rate instability,
or crime and corruption.

It is difficult to say that Belize is restricting in-
vestments through excessive direct taxation. Table
1.2 shows that Belize has one of the lower tax en-
vironments in the region.

In addition, Belize enjoys price stability and has
for some time, thanks to the exchange rate peg.
Inflation has not exceeded 7 percent for more
than 20 years, and there are no inflation crises

matching up with the growth dynamics (Figure
1.17).

Belize’s currency has been pegged to the U.S.
dollar at the same rate for more than 30 years.
There is no evidence that the currency is overval-
ued, as can be seen in Figure 1.18, which shows
the purchasing power parity adjustment. This as-
sessment is shared by the IMF (2006). There was
some fear that the exchange rate would have to
depreciate after the country’s debt accumulation,
but this threat has been eliminated by the recent
debt restructuring, at least for the near future
(IMF 2006). Given that international reserves are
at very low levels, there may be some continued
worry about the long-term viability of the peg.
Yet depreciation would only help investment in
tourism and the agriculture export sector, which
are key destinations for investment. Therefore, it
is difficult to argue that the level or volatility of
the exchange rate is restricting investment.

The regulatory environment does not seem to be
harming appropriability in Belize, as the coun-
try does quite well in cross-country ratings. The
World BanK’s Doing Business, which collects ac-
tual data on times and costs rather than relying
on opinion surveys, finds that Belize compares
tavorably to its neighbors in ease of doing busi-
ness (Table 1.3). In addition, the World Bank
Governance Indicators (Kaufmann, Kraay, and
Mastruzzi 2005) do not suggest crime or expro-



TABLE 1.2. CORPORATE TAXES

(percent)
Profit tax Labor tax and Other taxes Total tax rate
(%) contributions (%) (%) (% profit)

Costa Rica 10 30.1 42.8 83
Colombia 252 31.7 259 8238
Dominican Republic 48 16.4 815 679
Nicaragua 27 19.7 19.7 66.4
Panama 182 215 12.6 52.4
Honduras 177 11 227 51.4
Seychelles 229 25.4 0.5 48.8
Antigua and Barbuda 31.1 9.8 76 485
Grnada 24.6 5.8 124 428
Guatemala 2.7 14.7 234 40.9
Mexico 6.3 30.2 1.6 371
Dominica 26.4 8.1 0.3 348
St. Vincent and the 26.1 4.1 515 336
Grenadines

Belize 22 6.8 3 317
St. Lucia 24.1 5.8 1.6 31.5
El Salvador 15 11.6 09 274

Source: World Bank (2006).

FIGURE 1.17. INFLATION
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priation (Figure 1.19). Yet crime is a potential
area for future concern. Violent crime has surged
in Belize City, which the tourism industry cites
as a long-term concern.” But on balance the evi-
dence suggests that concerns over appropriability
are not restricting growth in Belize.

FIGURE 1.18. PURCHASING POWER PARITY ADJUSTMENT
VERSUS GDP PER CAPITA, 2004
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Note: Belize is shown in red.

1.4.3 Is It Missing Complementary
Factors of Production?

Another possibility is that low expected appropri-
able returns could be constraining investment in
Belize not because of low appropriability, but in-

7 Meeting with Rosella Zabaneh (President) and Andrew Godoy (Executive Director), Belize Trade Industry Association. Belize City,

September 26, 2007.
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TABLE 1.3. EASE OF DOING BUSINESS RANKINGS, 2010

Latin American comparators

Small state comparators

Colombia Sik St. Lucia 36
Mexico 51 Antigua and Barbuda 50
Panama 7 The Bahamas 68
Belize 80 St. Vincent and the Grenadines 70
El Salvador 84 Jamaica 75
Dominican Republic 86 Belize 80
Guatemala 110 Dominica 83
Nicaragua 117 Grenada 91
Costa Rica 121 Seychelles 111
Honduras 141

Source: World Bank (2010).

FIGURE 1.19. WORLD BANK GOVERNANCE INDICATORS, 2008
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FIGURE 1.20. GLOBAL COMPETITIVENESS REPORT, 2006
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Source: Lopez-Claros et al. (2006).

stead because of low social returns to investment
due to missing complementary factors of produc-
tion, particularly infrastructure and education.

Infrastructure provision is inherently problematic
in a tropical country with a very low population
density, making Belize a structurally high-cost
country for infrastructure and utilities.* However,
notwithstanding these difficulties, Belize rates
quite high in the infrastructure category of the
Global Competitiveness Report (Lopez-Claros et al.
2006). In fact, this is the only category in which
Belize surpasses the average for Latin America
and the Caribbean (see Figure 1.20).

According to comparative data in the World De-
velopment Indicators, telephone and road coverage
in Belize is lower than in its neighbors, but this
is to be expected given the country’s low popula-

tion density (Figure 1.21). There are few, if any,
reports by the private sector of congestion at
shipping ports or road quality hampering output
(IDB 2007b). In regard to information technol-
ogy infrastructure, the country rates quite well. A
new fiber-optic connection was brought online in
2001, and there has been recent growth in call
centers. Ready Call, an international call center,
opened in June 2005 in Belize City and has ap-
proximately 700 employees.” There are also in-
formation technology firms (principally in the
online gaming industry) in a techno park not far

from Belize City.

Given that there is growing investment in infra-
structure-intensive industries, few reports of con-
gestion, good international rankings, and a lack
of infrastructure shocks coinciding with growth
dynamics, it is difficult to argue that infrastruc-

8 Meeting with Roberto Young and Anna Rossington, Public Utilities Commission, Belize City, September 25, 2007.

7 Ibid.

10 “Ready Call Moves to Much Improved Offices,” News 5 Belize, December 20, 2006.

Health and primary education
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FIGURE 1.21. WORLD BANK INFRASTRUCTURE INDICATORS
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which data are available).

Note: According to the Public Utilities Commission, mobile phone penetration in urban areas is 700 per thousand and will increase

markedly in urban areas now that Code Division Multiple Access service has been introduced (meeting with Roberto Young and Anna

Rossington, Public Utilities Commission, Belize City, Belize, September 25, 2007).

ture is the binding constraint on Belize’s growth.
However, there are some concerns for the future.
The fiscal adjustment required by ballooning in-
terest payments on government debt has led the
government to cut public investment by more
than 7 percent of GDP. According to the Min-
istry of Finance, this was accomplished in part
with a virtual suspension of road maintenance—
a cause for concern given Belize’s geography and
weather conditions. The country’s road network
could quickly deteriorate and become a constraint
on investment (IDB 2007b), particularly in agri-
culture, which is intensive in rural areas.

In addition, there are complaints about sanita-
tion in Belize City, as well as rural airport infra-
structure, which may negatively affect the tourism
sector. Tourism in Belize is marketed as “Mother
Nature’s best kept secret.” Therefore, sanitation
problems could harm the country’s image, partic-
ularly in the cruise sector, as cruises to the country
dock in Belize City. Moreover, the rural airport

network is important for transporting interna-
tional arrivals in Belize City to their ultimate des-
tination, often in the cayes. Currently, the rural
airports lack lighting that would allow for night
flights, meaning that any international tourists
who arrive in Belize City late in the day have to
overnight there before getting to their ultimate
destination, which hurts the country’s competi-
tiveness in tourism. Infrastructure problems thus
may become a drag on future growth, largely as a
result of the lack of funds for public investment.

Returns to investment can also be low as a result of
insufficient provision of education to a country’s
workforce. However, on the whole it is difficult
to make this argument in regard to Belize. The
country enjoys relatively high enrollment rates in
basic education (primary and secondary) (Figure
1.22). In addition, the stock of tertiary educa-
tion in the labor force compares well with that in
neighboring countries. As of 2004, 8.9 percent of
Belize’s labor force had completed tertiary edu-



FIGURE 1.22. ENROLLMENT RATES FOR PRIMARY AND SECONDARY SCHOOL
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FIGURE 1.23. AVERAGE YEARS OF SCHOOLING BY BIRTH COHORT
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cation (authors’ calculations), compared with 7.6
percent in Brazil, 8.6 percent in Chile, 11.6 per-
cent in Colombia, 7.2 percent in Costa Rica, 7.0
percent in El Salvador, and 4.1 percent in Nicara-
gua (Auerbach, Genoni, and Pages 2007).

This relatively favorable situation with respect
to education enrollment and the stock of tertiary
education graduates is despite the fact that Belize
has not been accumulating education at the same
rate as other Latin American countries, as consid-
eration of the average years of schooling by year-
of-birth cohort reveals (Figure 1.23). Among
those born in the 1940s, and therefore educated

in the 1950s, average years of education were
higher in Belize than in Peru, Colombia, Mexico,
and Paraguay. But by the 1990s, Peru, Mexico,
and Paraguay had overtaken Belize on this indi-
cator, with Colombia close behind.

The most telling indicator of insufficient educa-
tion’s constraining a country’s economic growth is
in the economic returns to education. If a country’s
labor force is demanding more education than the
state is supplying, the price of educated workers
will be high and rising. As Figure 1.24 shows, how-
ever, returns to education in Belize among urban
males have been rising slightly, but they remain less
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FIGURE 1.24. RETURNS TO EDUCATION, URBAN MALES

[ee]

©

T T T T T T
2000 2001 2002 2003 2004 2005
Year
Colombia

Belize Mexico

Paraguay Peru

Source: Authors’ calculations using national household surveys.

than 10 percent per year. This is much lower than
Mexico’s 16 percent, Colombia’s 13.5 percent, and
Paraguay’s 11.5 percent.

The slow accumulation of education in Belize may
be a long-term growth concern for the country as
well as an immediate social concern. Moreover,
behind the aggregate tertiary education numbers,
it is possible that some sectors are suffering a
shortage of specific skills that they must import,
partly as a result of specific vocational gaps in the
provision of tertiary education. However, on bal-
ance the evidence shows that the provision of ed-
ucation is not currently a significant drag on the
country’s growth.

1.4.4 Is It Too Little Self-Discovery?

We have discarded low returns due to appro-
priability problems, as well as lack of comple-
mentary investments, as constraints on Belize’s
growth. However, another potential constraint is
low social returns resulting from market failures
in the discovery of new productive activities. It is
possible that even in the presence of good infra-
structure, education, and investment conditions,
growth is constrained simply because of a lack of
productive investment ideas and market failures
that prevent their emergence.

One indicator of this constraint can be found in the
terms of trade (Figure 1.25). If a country’s growth
dynamics are driven by price changes in primary
export goods, then the lack of movement to new
sectors when existing sectors face headwinds can
be a signal of a lack of self-discovery (Hausmann,
Rodriguez, and Wagner 2006). But in the case of
Belize, there is no indication that this is taking

FIGURE 1.25. TERMS OF TRADE
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place, as the terms of trade have been only weakly
correlated with changes in the growth rate. The
terms of trade deteriorated sharply during the first
growth acceleration after 1987, and then strength-
ened when the economy went from growth accel-
eration to recession in the mid-1990s.

The sophistication of a country’s export basket is
another signal that has important growth conse-
quences (Hausmann, Hwang, and Rodrik 2007). If
a country is suffering from a lack of growth due to
insufficient new activities entering the export bas-
ket, this indicator should be low for the country’s
level of development. By contrast, if the country
already has a stock of high-value export activities
relative to its income level, it is difficult to argue

that a lack of discovery is holding back growth.

In the case of Belize (shown in red in Figure 1.26),
the export package has a low EXPY (see Haus-

FIGURE 1.26. EXPORT SOPHISTICATION VERSUS GDP PER
CAPITA, 2006
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mann and Klinger, 2007), meaning the country
exports goods typical of countries poorer than
itself. However, this metric considers only mer-
chandise exports and therefore is typically lower
for countries that rely heavily on tourism, as is
the case in Belize. Moreover, it is typically lower
for smaller countries, meaning Belize should be

compared with other small states intensive in
tourism. But even compared with other Central
American and Caribbean countries, Belize con-
tinues to have a low level of export sophistication,
in part because it has not kept pace with other

countries in upgrading its export basket (see Fig-
ure 1.27).

FIGURE 1.27. EXPORT SOPHISTICATION (EXPY) OVER TIME
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Although a high EXPY is a strong signal that lack
of self-discovery is not the problem, the opposite
is not necessarily true: a low EXPY does not nec-
essarily imply that market failures are hindering
growth. In the case of Belize, there appears to
be significant potential for expanded investment
in tourism and agriculture. These sectors are al-
ready the most important in Belize’s productive
structure, and therefore expansion of investment
in them should not require significant coordina-
tion compared with what would be necessary in
countries in which completely new activities have
to be discovered.

In the case of tourism, there is much room to grow,
in spite in the impressive growth in the number of
visitors and tourism expenditures in the last two
decades or so. Overnight visitors per capita and as
a percentage of overall arrivals in Belize are among
the lowest in the Caribbean (see Figures 1.28 and
1.29). As a consequence, tourism expenditure per
capita in Belize is very low (see Figure 1.30), and
there remains tremendous room for the country
to grow in the area of overnight tourism.

1997
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FIGURE 1.28. ARRIVALS PER CAPITA IN 2008 AND (LOG)
POPULATION
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In agriculture, there is also significant room for
new investment and growth. Existing fruit pro-
duction could be expanded, and there is much
talk of other nontraditional products, such as
black-eyed peas and kidney beans, as well as live-
stock production. Foreign buyers complain of
supply constraints from Belize in nontraditional
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FIGURE 1.29. OVERNIGHTS AS A PERCENTAGE OF ARRIVALS IN 2008
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FIGURE 1.30. TOURISM EXPENDITURE PER CAPITA, 2007
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agricultural products, and domestic producers
complain about the cost of credit rather than a
lack of opportunities."! The country has an ample
supply of unused land that is well-suited to agri-
culture. For example, the area devoted to sugar-
cane production accounts for less than 10 percent
of high-suitability land and less than 5 percent of
high- and medium-suitability land (authors’ cal-

culations), the rest of which is not used for any
crops. The Ministry of Agriculture reports that
there are no limits on the country’s agricultural
frontier.

There seems to be no confusion in regard to what
the high-potential sectors are for Belize. The 2001
“Belize Investment Guide” lists agriculture and

1 Meeting with Messrs. J. Castellanos, Policy Analyst; Tait, Economist; and Garcia, Advisor, Export Strategy, Ministry of Agriculture,

Belmopan, September 24, 2007.



agro-processing, tourism, mariculture, forestry-
based industries, and tourism as high-potential
sectors for investment (Chamber of Commerce
and Industry 2001). In 2004, a commissioned
study again identified agriculture, tourism, and
furniture as high-potential sectors, along with
financial services and information and commu-
nication technology (ICT) industries. Beltraide
(Belize Trade and Investment Development
Service) (2006) has released an export strategy
identifying agriculture and agro-processing, envi-
ronmental goods and services, tourism, ICT, and
fisheries and aquaculture as high-potential sec-
tors. Finally, the product space analysis included
in the Appendix of Hausmann and Klinger (2007)
identifies agriculture and agro-processing as well
as aquaculture as both similar to the country’s
current structure of production (and hence easier
industries for Belize to develop successfully) and

of high value.

The problem does not seem to be identifying the
high-potential sectors or coordinating their emer-
gence, as there are already first movers in these
industries. It is clear that Belize needs to upgrade
its export basket, particularly in regard to nontra-
ditional agriculture for export, given the low level
of EXPY and eroding preferences for banana and
sugar exports. But it seems that something other
than coordination failure is preventing invest-
ment in the country. Anecdotal evidence rein-
forces this conclusion: Mennonite communities
in Belize—which use the same infrastructure and
workforce as the rest of the economy and oper-
ate under the same property rights, but have their
own access to finance from abroad—have been
investing heavily and expanding significantly in
agriculture (Nogales 2006). Upgrading the export
basket and achieving higher growth will depend
on overcoming the financial constraints hinder-
ing investment. In the meantime, this will require
finding sources of public and private investment
that are not subject to the financing constraints of
the government and the domestic private sector.
This is taken up in the following section.

1.5 Conclusions and Policy
Recommendations

The growth “syndrome” in Belize is that of a high-
ly indebted state with a crippling debt overhang,

arising from periodic public spending binges. The
lack of fiscal discipline this evidences (whose tim-
ing coincides with political cycles) has created the
expected symptoms: repeated episodes of growth
on the back of fiscal expansion with ballooning
current account, budget, and trade deficits, which
eventually require harsh adjustment and recession.
The debt overhang has led to the virtual elimina-
tion of public investment, although investments
in road maintenance, sanitation, crime reduction,
and rural airport upgrading are key for achieving
future investment growth. Deficit spending has
also led to increases in reserve requirements and
therefore greater taxation on financial interme-
diation. This, combined with very low aggregate
savings and inefficiency in the financial system,
has resulted in an extremely high cost of capital
in Belize. Although high-potential sectors for
investment exist and have been clearly identified,
high interest rates on lending and insufficient ac-
cess to international financial markets have pre-
vented greater investment.

The short-term tactical plan to emerge from this
debt overhang is a form of home-grown adjust-
ment program. Additional recommendations for
slowly decreasing the country’s debt burden and
recovering macroeconomic stability have also been
laid out in IMF (2006) and IDB (2007a). It is
important to stress that what is needed is not just
short-term tactics to escape the debt overhang,
but also a longer-term strategy to end the coun-
try’s continuous cycles of public spending binges.
It is critical to institutionalize fiscal discipline and
better insulate it from political cycles. The timing
of ballooning budget deficits and general elections
is not likely to be a coincidence. There may be a
political economy story wherein the beneficiaries
of the public-investment-led Keynesian growth
strategy followed over the past two decades are
different from those who would benefit from a
more sustainable, export-led growth pattern. The
political economy of these two growth strategies
in Belize deserves further study.

In addition to the need to follow the short-term
adjustment program that has been established and
institutionalize budgeting institutions, two inter-
related issues deserve special mention: implicit tax
expenditures and the declining tax take. As men-
tioned previously, the tax revenue—to—GDP ratio
is lower today than it was in the early 1990s, and
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the government has to reverse this trend. Jenkins
and Kuo (2006) suggest some reforms to increase
revenues. However, investment incentive schemes
currently offered by the government pose a risk
to future revenues. Anecdotal evidence suggests
that the list of firms designated as export-pro-
cessing zones, which are exempt from corporate
income tax for 10 years, is rapidly growing. For
example, Belize’s shrimp industry was recently
granted a highly attractive exemption from cor-
porate income tax. Export-processing zones are
also exempt from import duties, which are a
primary source of government revenue. World
Trade Organization rules will eventually require
these firms to be taxed (Jenkins and Kuo 2006).
Moreover, exempting the high-growth sector of
the economy (new export-oriented production
and tourism) from income tax is a surefire way
to damage future government revenues. The gov-
ernment is attempting to tax the existing capital
base but not new capital; at the same time, there
is a lack of funds for maintenance and invest-
ment in complementary infrastructure, which is
important to keep private returns high. This is a
short-run scheme that is not sustainable. A better
approach would be more uniform corporate tax
treatment and investment promotion by ensuring
high private returns to such investment, through
the provision of the right complementary public
goods and an attractive investment climate.

Moreover, the lack of government revenue is lead-
ing to continuous increases in reserve requirements
to maintain the exchange rate while financing
government deficits. This is increasing the cost of
finance in an already financially constrained econo-
my. The use of reserve requirements as a blunt and
costly tool to maintain the exchange rate has few
alternatives, and there is no appetite in the country
for abandoning the currency peg. One alternative
would be to remunerate banks for the money tied
up by reserve requirements, but this is inconsistent
with the overriding need for fiscal space. Instead,
given the signals that poor financial intermediation
is also a significant contributor to the high cost of
finance, a key focus of policy should be to improve
efficiency in the financial system.

These actions to reduce the debt overhang, in-
stitutionalize fiscal discipline, increase efficiency
in financial intermediation, and reduce the cost
of finance will gradually draw down the cost of

capital and pull Belize away from its “stop-and-
go” Keynesian growth path. In the meantime, the
government must also pursue a strategy of invest-
ment attraction and promotion targeting investors
that are not subject to the high domestic interest
rates. The current strategy focuses on promoting
local investment through tax incentives: it is fo-
cused on the wrong investors and is using tools
that only increase the cost of finance. Beltraide is
gearing its efforts first toward promoting small and
medium-sized enterprises, second toward promot-
ing exports, and third toward encouraging foreign
direct investment. As this strategy is inconsistent
with the constraints facing the country, Beltraide
should reorient its priorities and modest resources
first and foremost toward attracting foreign direct
investment.

However, with a staff of 15 (including admin-
istrators), Beltraide is short on resources. Given
the country’s fiscal constraints, any new resources
would have to come from savings in other areas.
The current system of investment promotion re-
quires that every single investment in an outward-
oriented industry be examined and approved
by the cabinet (in the case of Beltraide’s import
duty exemptions) and a private sector board (in
the case of export-processing zone status). This
highly discretionary system has high transaction
costs and leaves the door open to corruption and
politically based spending. Instead, a uniform
and stable business taxation system consistently
applied without exceptions would free up the re-
sources currently dedicated to this complex and
ad hoc system, rebalance the uneven playing field
for incumbents, and help reverse the downward
trend in the tax take. Movements toward a unified
tariff regime with a focus on excise taxes would
also reduce the need for outward-oriented indus-
tries to seek ad hoc exemptions from import du-
ties. These changes to the tax system are detailed
in Jenkins and Kuo (2006), which addresses their
revenue impact in detail. The point is that in ad-
dition to their positive fiscal benefit, the reduction
in transaction costs generated by these changes
will allow resources (mainly personnel) to be refo-
cused on attracting new investment from abroad.

Finally, the need for public investment in road
maintenance, rural airport infrastructure, crime
reduction, sanitation, and so on, combined with
the need to maintain fiscal discipline to lower the



cost of finance, suggests that alternative sources
of funds for productive public investment might
be considered. Ports and airports already benefit
from private sector investment (IDB 2007b), and
this could be extended to the road network. Rev-
enue bonds, used by municipalities in the United
States for infrastructure investments, are another
option through which funds can be raised from
abroad with direct claims to future flows from
infrastructure. Low-cost multilateral finance and
grants might be available. The key consideration
when seeking finance for such investments is that
they have little to no impact on publicly guaran-

teed debt, either directly or by creating contingent
liabilities that the government might eventually
have to assume. As discussed previously, improving
the fiscal situation is paramount.

Future work is needed to better define the driv-
ers of fiscal imprudence and the policy options
for bypassing the constraint such imprudence
imposes in the short term and relieving it in the
long term. However, the diagnostic presented in
this chapter clearly shows that this is the binding
constraint on growth in Belize, and therefore it

should be the focus of future public policy.
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Anchoring Fiscal Policy for Growth

2.1 Introduction

Chapter 1 noted that economic growth in Belize over the last two decades has been highly cyclical and
driven primarily by alternating periods of highly expansionary fiscal policies and abrupt adjustments.
The resulting overhang of public debt is a primary factor in depressing national saving and raising local
interest rates. The central recommendation of Chapter 1 is sustained fiscal consolidation through in-
stitutionalizing fiscal discipline and halting the erosion of the country’s tax base, in order to reduce the
cost of finance over time and thereby facilitate a faster rate of economic growth. This chapter further
explores the fiscal challenges facing Belize, outlines measures the government has taken so far to ad-
dress those challenges, analyzes possible policy options, and makes a number of recommendations.

2.2 Fiscal Challenges in Belize
2.2.1 Overview of Aggregate Fiscal Performance

Aggregate fiscal outcomes in Belize have been highly variable and, as noted in Chapter 1, have followed
a cyclical pattern whereby several years of large deficits have been followed by periods of near budget bal-
ance or surpluses. In the roughly three decades since its independence, Belize has passed through three
complete cycles of fiscal expansion and adjustment. Large deficits have been associated with fluctuations
in the rate of public investment—high capital ex-

penditures have caused large fiscal deficits. Indeed,

public investment as a percentage of gross domes- FIGURE 2.1. PUBLIC INVESTMENT AND OVERALL BALANCE
tic product (GDP) has been almost the mirror im- 2,
age of the fiscal deficit (Figure 2.1). Publemvestment

The latest expansionary phase, from 1999 to 2003,
was particularly extreme and damaging. Public in-
vestment in Belize rose from around 6 percent of
GDP to an average of 12.3 percent over those five

years. As a result, the country’s fiscal deficit aver- \/\/ \J\ /~/

aged 6.6 percent of GDP throughout the period. 10 v

% of GDP

o
\:<
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A huge expansion of the assets of the state-owned
Development Finance Corporatlon (DFC) be- Sources: Central Bank of Belize, Statistical Institute of Belize,
tween 1999 and 2003 subsequently contributed to  and IDB projection.
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enormous losses at the institution. By 2004, the
Belizean government had to step in and assume
directly US$210 million (more than 20 percent
of the GDP at the time) in guaranteed external
loans (IMF 2006). Government guarantees have
also been called in problematic privatizations of
state companies.

Large fiscal deficits from 1999 to 2004, as well as
the assumption of DFC losses, led to a rapid ac-
cumulation of external public and total public debt
(Figure 2.2). The public debt-to—GDP ratio peaked
at 102.3 percent of GDP in 2003. It declined sig-
nificantly from 2004 to 2008 as a result of fiscal
adjustment, economic growth, and inflation, but
increased to a projected 85.8 percent of GDP by
the end of 2009 because of negative GDP growth,
negative inflation, and a widening deficit in 2009
associated with the global economic recession.

Belize’s public debt is now one of the largest, rela-
tive to the size of its economy, in the Caribbean
and Central America (Figure 2.3). Moreover, ex-
ternal debt accounts for an unusually high share
(91 percent) of the country’s total public debt. As
a result, Belize’s external debt—to—GDP ratio is
the second highest in that region, after Grenada.

FIGURE 2.2. PUBLIC AND PUBLICLY GUARANTEED DEBT
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Sources: IMF Article IV Consultation Reports, Central Bank of
Belize, and IDB projection.

From 2004 to 2008 Belize’s government engi-
neered the country’s third period of fiscal ad-
justment since independence, converting a fiscal
deficit o 10.8 percent of GDP in 2003 to a surplus
of 1.1 percent in 2008. The scale of adjustment
was large compared to international experience
(Martin and Presciuttini 2007). But Belize has
achieved impressive stabilizations twice before.
The country’s central fiscal challenge is to insti-
tutionalize fiscal discipline in order to prevent an-
other damaging “go-stop” cycle and to reduce the
debt overhang.

FIGURE 2.3. PUBLIC DEBT IN THE CARIBBEAN AND CENTRAL AMERICA (DECEMBER 31, 2008)
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In early 2007 the government of Belize successfully concluded a debt exchange with its external private creditors. This comprehensive

restructuring avoided a debt default and smoothed the debt-servicing profile, but it did not reduce the principal, and external com-

mercial debt remained the same in nominal U.S.-dollar terms.



It is going to get tougher, however, for Belize to
maintain a roughly balanced overall fiscal posi-
tion—which is necessary for debt sustainability
reasons. Interest rates on the country’s restruc-
tured “superbond” will rise from the current (Jan-
uary 2010) 4.25 percent to 6 percent from August
2010 until February 2012 and then to 8.5 percent
from 2012 onwards. Other things equal, this will
require higher primary surpluses just to maintain
the same overall balance and level of public debt.
Moreover, the substantial scale of adjustment
noted in the previous paragraph was enhanced by
revenue factors that may prove to be temporary.
Foreign government grants averaged 2.3 percent
of GDP in 2007 and 2008, compared with just 1
percent between 2000 and 2006. If grants return
to the historical average, Belize will need to make
an additional fiscal adjustment of 1.3 percent of
GDP to maintain the same overall balance. Simi-
larly, petroleum revenues amounted to 0.9 percent
of GDP in 2007 and 2 percent in 2008. If new
commercial petroleum discoveries are made (see
Chapter 8), this revenue contribution could con-
tinue or increase. However, if new oil deposits are
not found, production and government revenues
are expected to taper off and then disappear by
around 2019 (IMF 2008).

The combination of temporarily lower interest
rates, temporarily higher grants, and the emer-
gence of petroleum revenues appears to have less-
ened the impetus in the country towards fiscal
policy reform (Shukla 2009). However, as these
factors diminish, the need for fiscal policy reform
will once again come into focus.

2.2.2 Challenges Related to Public
Expenditures

The aforementioned aggregate fiscal outcomes
reflect deeper challenges. In particular, institu-
tional constraints on expansionary policies are
clearly insufficient, and to date politicians have
not faced sufficiently strong incentives in favor
of fiscal discipline. This section analyzes some of
the underlying problems related to Belize’s fiscal
outcomes.

International Financial Market Development

Part of the explanation for the country’s huge rise
in external debt from 1999 to 2003 is that Belize,

along with other Caribbean countries, gained bet-
ter access to international financial markets in the
late 1990s. Sahay (2005) argues that at that time,
Caribbean countries were able to place greater
volumes of debt in international markets as a re-
sult of the growing popularity of emerging mar-
kets in general, as well as global investors’ efforts
to rebalance their portfolios in the aftermath of
financial crises in 1997 (Asia) and 1998 (Russia).
Consequently, Belize was not alone, at least in the
most recent period of fiscal expansion. Across the
Caribbean there was a trend toward higher levels
of government expenditures, larger fiscal defi-
cits, and a rapid increase in public debt. During
1998-2003, the average public debt-to-GDP ra-
tio in six Caribbean countries included in Sahay’s
(2005) analysis rose by 8.5 percent of GDP per
year. Belize thus took advantage of a structural
change in international finance and a relaxation
of external financing constraints because domes-
tic institutions were not strong enough to ensure

self-discipline and hold it back.
Weak Budgetary “Institutions”?

The literature has shown that the political and
institutional framework for fiscal policymaking
has an important impact on fiscal policy and fiscal
outcomes (see, e.g., Artana and Naranjo 2003).
One strand of the literature has investigated the
impact of the form of government, whereas a sec-
ond strand has focused on the institutions govern-
ing budget procedures. In the first strand, various
studies (e.g., Schick 1998) have found a strong
correlation between the stability and cohesiveness
of the government, on the one hand, and fiscal
deficits and debt-to-GDP ratios, on the other.
Fragmented and unstable governments (such as
multiparty coalitions) appear to have more diffi-
culty in assembling and maintaining support for
the tough measures involved in fiscal discipline.
But this does not seem to have been a factor in
Belize, which has a Westminster political system
with two dominant political parties that have
governed more often than not as single-party
governments, often with large majorities, since
independence.

The second strand of the literature has found that
“hierarchical” rules and more-centralized decision
making governing the formulation and review of
the budget, along with appropriation of funds
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by the legislature, lead to more fiscal discipline
than decentralized, collegial forms of decision
making (e.g., Alesina et al. 1996; Schick 1998).
Centralized decision making helps to correct the
bias towards spending and deficits that emerges
when decision making is decentralized to line
ministries that do not fully internalize the costs
of additional spending. Belize’s fiscal institutions
appear to score well on several criteria in this area
but poorly on most. The authority of the Minister
of Finance relative to spending ministers is high,
especially on occasions when the Prime Minister
holds the post of Minister of Finance. The Beliz-
ean Parliament makes only minor modifications
to the executive’s budget proposal (Sitja 2009).
Government borrowing authority is limited in
the sense that all loans larger than BZ$10 mil-
lion (US$5 million) have to be approved by Par-
liament. However, neither the Constitution nor
lesser legislation constrains the country’s fiscal
deficit; a macroeconomic program is not a prereq-
uisite for submission of a budget to Parliament;
the approved budget is undermined by signifi-
cant supplementary budgeting throughout its ex-
ecution; the government frequently assumes debt
originally incurred by other public entities; and
some public enterprises, notably the DFC, have
in the past had significant borrowing authority.
Application of the Alesina et al. (1996) method-
ology to Belize gives the country a score of 44.49
out of a maximum of 100, the third weakest out
of L