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LEBANESE ECONOMIC ASSOCIATION (LEA) PROFILE

The Lebanese Economic Association (LEA) is a non-profit, non-partisan professional
association that aims to spread and enhance the economics culture and methodology in
Lebanon, with a view to adding value to the public policy debate.

LEA’s Objectives are to:

o Facilitate and promote the exchange of economics research on Lebanon
among professional economists, and with the broader public (students, NGOs,
Government institutions);

e Foster closer links among academic and non-academic institutions and
professionals that are concerned with economic policy issues in Lebanon;

¢ Cooperate with international economist associations.

The Lebanese Economic Association is a registered Lebanese NGO at the Ministry of
Interior and Municipalities under number 13815 (11 June 2007).
For more information, please visit http://www.leb-econ.org.

Please do not hesitate to contact us through any of the following means:

By email:
info@leb-econ.org

By phone:
Tel: +961-70-181521

By post:

Lebanese Economic Association
Picadilly Center, Office 308
Hamra Street

Beirut, Lebanon

FRIEDRICH NAUMANN FOUNDATION (FNF) PROFILE

FNF is an independent, non-profit, non-governmental organization that is committed to
promoting liberal policy and politics. Founded in Germany in 1958, the Foundation has
won a reputation for promoting freedom worldwide.

To create an open society, FNF is guided by the principles of liberalism and its message
of mutual tolerance and acceptance of diversity. Its core concepts, such as the protection
of human rights, the application of the rule of law, liberal democracy and a free market
economy, have proven throughout the centuries that liberalism offers appropriate
solutions for the present and the future in public and personal life.

Our intensive work in political education, political consultancy, training and dialogue is
carried out in Germany and our offices in over 50 countries worldwide.
For more information, please visit http://www.fnst-freiheit.org.

RESEARCH TEAM

Dr. Mounir Rached is the acting vice President and a founding member of the Lebanese
Economic Association. He worked as a senior economist at the International Monetary
Fund (IMF) between 1983 and 2007, and is currently a consultant for financial institutions
as well as regional and international organizations, primarily in policy evaluation and
financial modelling.

This report has benefited from the contributions of Sandra Chaoul, who holds an MA
from the American University of Beirut (AUB), and Nadine Maalouf, a graduate student at
the University of Saint Joseph (US]) majoring in banking and finance.

Project website: www.leb-econ.org/liberalization
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Lebanon has one of the poorest
scores worldwide in investment
freedom, corruption and
property rights

Fiscal adjustment
estimated to amount to 14
percent of GDP by 2011

The relationship between economic liberalization and growth has received much
attention from researchers and media alike. In fact, free markets have been expanding
based on strong evidence and conviction that the higher the level of economic freedom,
the higher the level of income per capita and vice versa.

In 2006 the Lebanese economy did not fare as well as previously expected. The growth
rate stood at o percent, with some sources suggesting that the economy even shrank by
5 percent; inflation recorded 7.5 percent; and public debt rose to 180 percent of Gross
Domestic Product (GDP).

As for economic liberalization, Lebanon ranked 77th among 150 countries in 2007
according to the Heritage Foundation’s Index of Economic Freedom (IOEF). The IOEF
ranks countries according to a measure of 10 categories of freedom, ranging from
property rights to business freedom, on a scale from o to 100, with 100 indicating the
presence of an environment that is most conducive to economic freedom. Lebanon’s rank
is mainly due to low scores in investment freedom, corruption, and property rights.

This report evaluates recent reforms undertaken by the government as laid out in the
donors’ Paris 11l Conference for the period of 2007-2011 and their impact on liberalization
ranking of Lebanon in terms of IOEF using a simulation financial model.

Fiscal Reforms

These include expenditure and revenues reforms. In total, fiscal adjustment is estimated
to amount to 14 percent of GDP by 2011.

Total government expenditures are forecasted to decrease by more than 10 percent
of GDP. Most of this adjustment will be cuts in primary expenditure, as savings from
lower interest payments have been exhausted. If this level is attained, freedom from
government, one of the 10 freedoms of the IOEF, would improve.

Total government revenues (tax and non-tax) are expected to increase by around 4
percent of GDP during the same period. Global comparison reveals that taxes on income
and taxes on goods and services in Lebanon are, respectively, 4 times and 2 times lower
than world averages.

Among tax revenues, the Value Added Tax (VAT) remains the largest revenue source. VAT
exemptions, however, are still broad and rates need to be raised in order to compensate
for the tariff reductions required to comply with trade agreements. Also, the VAT, which
at present is actually a single stage sales tax, needs to progress to proper multi stage
VAT to prevent double taxation. Furthermore, tax evasion in Lebanon has proven to be
endemic and difficult to be resolved in the government’s reform time frame. For instance,
the rate of unpaid taxes on business and financial profits, particularly for high income
groups, was over 50 percent in 2006, Ministry of Finance data. This worsens tax and
corruption scores of the IOEF as evasion impedes competitiveness and distorts resource
allocation.

Non-tax revenues constitute a high ratio of about a third of the total. These revenues are
realized through over pricing and over taxing public sector services. This again reduces
private sector competitiveness and imposes a higher burden on lower income groups.

Direct taxes are likely to become higher, thus worsening fiscal freedom, another measure
of the I0EF. For instance, the telecommunications sector yields non-tax revenue of
around 5 percent of GDP. When this sector is privatized, the government will be deprived
of this revenue and would have to shift revenue generation to income tax. Tariff receipts,
however, would become lower resulting in further trade liberalization — a positive impact
on the IOEF. It is important to note that the impact of privatization and tariff reductions
associated with trade agreements on revenues has not been estimated in the context of
Paris IlI.




No “guick fix” for high
public debt, but rather
a gradual approach

Unrealistic low prices over
the past 5 years
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The total foreseen fiscal adjustment of 14 percent of GDP is an ambitious target and is
not consistent with the growth objectives of 2007-2011: a good share of expenditure cuts
is borne by reducing capital spending. Furthermore, the cost of reforms is not estimated
or accounted for. For instance, implementing the Global Income Tax (GIT) requires
income aggregation and tax filing at a high initial cost that has not been accounted for.
Therefore, the question remains as to whether these savings can actually be realized.

Debt Reforms

The main features defining the current public debt are as follows:

e Debt has been on an increasing trend reaching 180 percent of GDP in 2006.

o The share of debt held by the Central bank has increased to almost 20 percent of
the total.

e Maturity, however, has improved and interest cost lowered: Long term debt — that
has a maturity of over one year — comprises more than 70 percent of total debt.

o External debt remains low at 15 percent of GDP: a very low exposure to external
risk relative to cases that experienced financial crises triggered by a shift in
external sentiment.

Paris 111 will provide USD 5.1 billion in financing, mostly in project financing. Combined
with normal debt increases, the public debt is estimated to increase by USD 8.4 billion.
Three key indicators serve to improve the public debt outlook: growth rates, primary
surplus, and real interest rates, but mainly the first two as control over interest rates is
limited with a pegged exchange rate.

Risk exposure concerns remain high due to rollover risk and low net reserves. This risk
is likely to maintain high interest rates, discourage investment, and decrease potential
economic growth.

There is no “quick fix” for addressing the current high public debt, but rathera gradual
approach based on improved primary surpluses and growth rates. Even then, debt
sustainability would remain elusive.

The debt reform proposal consists of creating a Higher Council for Debt Management and
a debt management office. The functions of both, however, have not been defined and
their impact remains unclear.

Monetary Reforms

The government’s monetary policy prime objectives are to:
e Maintain price stability
e Preserve the currency peg to the US Dollar
e Finance the public debt
e Ensure an adequate reserve cushion

Reported inflation over the past five years has been understated due to several factors,
mainly: high growth in money supply, the Lebanese Pound depreciation, the application
of the VAT in 2002, and increases in petroleum prices.

Recently, banks’ credit has been concentrated on the public sector, comprising around
35 percent of total claims. As a result, credit to the private sector has been declining
in real terms. In spite of this, no specific reforms were proposed, only the target of
strengthening liquidity management due to the high financial risk associated with the
high debt. In 2006 the rate of non-performing loans stood at a high 23 percent.

It is worth noting that preserving the peg and maintaining high reserves carries a high
cost for the Central Bank. This makes its operations less centered on monetary and
liquidity management.




The BSE remains one of the
smallest in the Middle East

Prices in Power and Mobile
sectors 5 times higher than
in the region

Top priority for privatization:
Power Sector; Mobile sector
should be sold off to

the public
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Financial Markets Reforms

Lebanon’s financial markets are one of the smallest in the Middle East. The Beirut Stock
Exchange (BSE) lists 16 companies, whose total value is approximately USD 10 billion, 45
percent of GDP. Daily trading ranges between USD2 andUSD3 million. Lebanon continues
to face limited sources of long term financing at internationally comparable costs.

Proposed reforms in this sector include:
o Passing a capital markets law, insider trading law, securities lending law, and
dematerialization of securities law.
o Setting up a capital markets commission
o Developing secondary market liquidity
e Establishing delivery versus payments system
o Developing a stock market index

These reforms would slightly improve the capital market outlook, however, their impact
is expected to be limited due to the unfavorable investment environment, the IOEF
Investment Freedom score is only 30.

Public Sector and Privatization Reforms

The main public sectors of concern are power and telecommunications, which both have
been providing over priced services (one of the highest in the world) to cut losses or
generate exceptional revenues.

First, the power sector has been plagued with poor quality and high operating costs.
Power supply shortages are extensive making households and industry rely on
supplementary power. Industry in particular has complete dependence on its own power
generation. The production problems facing electricity can be resolved without high
investment commitment by contracting power supply internationally (For example, Build-
Operate-Transfer). Due to its high losses, power privatization should be given top priority
in the reform program.

Mobile telecommunications has a low penetration rate of 27 percent, one of the lowest in
the Middle Eastern countries, and much lower than countries with similar income levels.

The government’s reform plan is to financially and operationally reform the power sector
and to privatize the telecommunications sector. A preferred method to privatize would be
to transferring ownership to the public by corporatizing the sector (offering shares in the
BSE) rather than selling to a strategic buyer.

According to government sources, licensing the two mobile operators in Lebanon could
bring in USD 2.5 billion per license. Such high license proceeds can only be realized with
high service rates. Actually the government calculated these proceeds on the basis of
discounted revenues from the telecommunications sector over a 20 year period using

13 percent discount rate and the existing tariff pricing structure. The current mobile price
rates are 5 times higher than the regional norm leading to an operational rate of return
of 80 percent according to the government’s updated scenario for 2007-2008. Instead,
discounted revenues should be calculated on the basis of an internationally competitive
price. This will bring in lower receipts, but insures lower tariff rates and maintains
profitability in the industry.

Privatization should be guided by providing a competitive price for users rather than
receiving the highest amount for the licenses. Furthermore, the current privatization
approach continues to maintain a closed market (duopoly), and will result in a limited
improvement in the competitive environment.
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Governance Reforms

The government has introduced several new laws and regulations. These include:
o Anew draft law to audit public finances and public enterprises,
¢ Aregulatory body to upgrade public procurement,
o Internal control units in ministries (finance and public works at first), and
o Proper procedures for public recruitment

Government did not  The important issue, however, is that the government did not provide a time table and
provide a time table for  a scale of effectiveness for each of these measures. Therefore, we cannot determine
each of these measures ~ whether this would improve or worsen governance.

Business Environment Reforms

The government has proposed a few reforms to improve the business environment and
attract investment. These include:

e Lowering the minimum capital requirement for establishing businesses

o Reducing the time needed to obtain licenses

e Reducing the cost of terminating business

o Improving access to government subsidized credit

o Reducing government borrowing from banks through reforms in the fiscal and

capital markets
e Strengthening loan guarantees (KAFALAT, IDAL)
e Simplifying tax procedures

As with governance reforms, no time table was set for these reforms, which means that
the significance of these reforms on the economy cannot be assessed.

Trade Agreements Reforms

Lebanon has concluded a number of trade agreements with key trading partners in the
last decade. These are:
o The Greater Arab Free Trade Agreement (GAFTA)- Concluded in 1998
e The European Union-Mediterranean Agreement - Concluded in 2003.
e The European Free Trade Association (EFTA) - concluded in 2004.
o The Trade and Investment Framework Agreement (TIFA) with the United States—
concluded November 2006

The objective of these agreements is to widen Lebanon’s free trade zones through
gradual tariff reduction. This would certainly improve Lebanon’s trade, however, tariffs
have been replaced by imposing VAT on imports. In fact, taxes on international trade
constituted 37 percent of total government revenues in 2001. After VAT introduction
in 2002, VAT revenues reached 23 percent of total revenues in 2006, while taxes on
international trade decreased to 14 percent. As most VAT revenues are collected on
imports, one can clearly see that revenues from taxes on goods and services (from both
Net effect of VAT and tariffs ~domestic and imports) have almost remained at the same level as in 2001. The Lebanese
in 2006 same as net effect  government also continues to maintain extensive trade controls, mainly restrictive
of tariffs in 2001 license rules and quotas.

Macroeconomic Impact — Feasible?

According to the reviewed reforms, the government expects to improve macroeconomic
indicators as follows:
e Increase Gross Capital Formation to 20.8 percent of GDP (around 8 percent
increase)
e Increase Gross Savings to 15.1 percent of GDP (around 10 percent increase)
e Reduce the Saving/Investment gap to -5.7 percent of GDP (around 1 percent increase)
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e Increase growth rates to 5 percent of GDP (around 5 percent increase)
o Decrease inflation rates to 2 percent (around 5 percent decrease)
o Decrease debt to GDP to 135 percent of GDP (around 50 percent decrease)

Of these targets, the forecasted gross capital formation increase and the debt reduction
appear to be over optimistic.

Liberalization Impact — Feasible?

Lebanon’s scores (over 100) for the 10 freedoms that the Index of Economic Freedom
(IOEF) measures for 2007 are as follows:

Business Freedom 56.2
Trade Freedom 67.4
Fiscal Freedom 95.9
Freedom from Govt. 64.3
Monetary Freedom 83.5
Investment Freedom 30.0
Financial Freedom 70.0
Property Rights 30.0
Fdm from Corruption 31.0
Labor Freedom 74.4

We previously mentioned that the index ranks Lebanon 77th worldwide and 9th
among 17 Middle East and North Africa (MENA) countries. The Paris lil reform package
is expected to have a positive impact in the context of the 10EF only in the areas of
government and trade.

There is very little that bears concretely on improving the IOEF score from Paris

11, particularly in the areas with the lowest scores, which are investment freedom,
corruption, and property rights. Corruption is widespread, especially in government
contracts as regulations are vague and allow discretionary interpretation. While tax rates
are generally not high, a variety of fees and indirect taxes are collected and tax evasion is
still high. This environment creates barriers to fair competition.

The impact of Paris Il on fiscal and debt reforms:
simulation scenarios

The following scenarios primarily take into account the impact of donors’ support and
downward adjustment in privatization receipts of the two mobile operators. Even at USD
4.5 billion, these expected proceeds remain very generous. As a result, the expenditure
and debt outlook are less favorable than the government projections in spite of
maintaining unrealistic cuts in expenditures foreseen by the government. For instance,
wages and salaries will bear the brunt of adjustment further declining considerably in
real terms, jeopardizing civil service effectiveness and morale.

» WITHOUT PRIVATIZATION - SCENARIO |

Projecting revenues and expenditures for the case without privatization, our simulation
for 2007-2011, as shown in the table below, yields the following results:
o Total revenues reaching 25 percent of GDP is reasonable over the 5 year time frame
e Total expenditures will reach 30 percent of GDP after the full disbursement of the
pledged amounts by donors
o The primary surplus is projected to be lower than government expectations, due to
increased spending associated with external assistance
e The overall public debt will decline to 170 percent of GDP in 2011, far from the over-
optimistic estimate of the government.
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> WITH PRIVATIZATION - SCENARIO 1l

To attain the same level of revenues in this case, the government has to compensate for
the 5 percent loss in non-tax entrepreneurial revenue. Shifting the mobile sector from a
non-tax revenue to a tax revenue source could partially make up for the difference, as the
government’s share of earnings now drops to 20 percent (the corporate tax rate). Even

at the current overpriced tariff rate for the mobile sector, only 1 percent of GDP could be
compensated for. This motivates the government to maintain a high price structure, which
is possible under a duopoly market, primarily to keep a viable long term source of income.

On the expenditures side, total spending after privatization could be lowered by only

1 percent of GDP compared to the previous scenario, resulting from a lower interest
payment on a lower public debt level. The primary balance with privatization would also
be lower by 1 percent only. Public debt will decline to 150 percent of GDP by 2011, also far
from the over projected level of 135 percent of GDP estimated by the government.

> SIMULATION SCENARIOS: FISCAL AND DEBT OUTCOME WITH PARIS Ii1
DISBURSEMENTS (PERCENT OF GDP)

SCENARIO 1 SCENARIO 2
WITHOUT PRIVATIZATION WITH PRIVATIZATION

e I RS ES

Grants from Paris Il 1.18 0.90 1.18 0.90
Total expenditures 41 30 41 29
Current 32 25 31 24

Interest 122 12.9 12.2 10,7
Capital 9.1 5.1 10.0 5.1

Primary balance with grants -5.9 7.4 -5.9 6.2

Overall Deficit (including grants) -18.1 -4.5 -18.1 -3.24

Debt to 187 170 169 151

Source: Lebanese Economic Association

Concluding Remarks

The Lebanese government ought to be prudent in taking advantage of the current reform
momentum by seeking a sound choice and implementation of the intended reforms.
Public engagement and consensus are crucial to any comprehensive reform, without
which success could be very limited. This consensus has not been fully sought and this
may risk the ability of current and future governments to successfully undertake the
needed reforms.

Further economic liberalization is anticipated to allow Lebanon to exploit its growth
potential, specially at times when the external environment is less favorable. Currently,
the regional boom had tremendously boosted Lebanon’s economy through remittances
and strong performance of exports of goods and services. In the absence of this

positive environment, Lebanon could pay a high cost in terms of unemployment and low
economic growth. High emphasis should be placed on the weak liberalization scores of
the Lebanese economy, in particular reducing corruption, enhancing property rights, and
investment freedom.
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