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Introduction’

The objective of this paper s o examine the sources. effects, and sustainahility of the
ct

budaet deficit in Lebanon and to propose modest recommendations o how to reduce 1t

The paper is divided into 7 sections: section I measures the deficit, seetton [Fanalyzes its
sources, section 1 addresses the means ol financing the debt, section [V analyzes the
consequences of the deficit and the debt on the economy, scction V' focuses onits
sustainability, section VI examines the government’s revenue and its prospects of closing
the deficit gap, and finally section VI suggests some policy recommeidations 1o reduce
the detieit.

But first, a brict note on  the data refevant to the study of the budget deficit is in order.
The major constraint in studying the budget deficit in Lebanon is the lack of reliable data,
The issue of Gross Domestic Product (GDP), the most basic economic indicator that
measures the cconomic activity, is 2 classic example of the problem of dubious data in
Lebonon.  The Directorate of Statistics, a government agency entrusted with measuring
the GDP  has been unable to colicet reliable statistics since 1974 due to financial
difficulties.  To fill this gap, several GDP figures were measured by governmental
departments,  private institutions, and international organizations. The discrepancy in the
figures is striking,  For example, the GDP o estimates for 1992 range from $3.8 billion
(Iebanese Banks™ Associations 1992), $5.1 billion (International Monctary Fund), $5.5
bitlion (Banque du Liban), and $6.5 billion (Bangue Audi, 1993): thus reflecting a 70%
difference between the lowest and  the highest values. Morcover. these GDI estimates
were based either on production fivures or on certain indicators such as mternational
trade, cnergy usave, and cement consumption which are not accurate substitutes to
statistical - surveys and sampling. The lack of rehable GDP figures distorts the amount of
debt the Lebanese cconomy can absorb,

This study approaches the data of the government with skepticism. As for the GDP, the
study uses the data published by the Central Bank in The Financial Market Heandbook,
noting that both  the GDP figures and GDP growth rates are overstated. For the
expenditure and revenues, the study uses the actual figures to the extent of their
availability.  The analysis examines the variables in real terms unless when noted to give
a more accurate judgment on the economic changes in the economy. The real variables
are calculated by deflating the nominal variables using the CPI deflator of the Central
Bank of Lebanon,

Y This studs benetited from the restew and tzedback of Dr Bassi Fuleihan
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Scection - Measurcment of the Deficlt

[ order o diagnose the cconnmic problems of the deticit the study uses three methods
of calenlations to measure the budect: towal budaet deticit, current deficit, and primary
deficit As aresult, the analysis concludes that the total budget dehicit as a percentage of
the GDP is persistenthy high, and cuarrent spending. pacticularly interest payments o
debts, is the main component of the deticit (see figure 1),
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Total budeet deticit is considered 0 be the most comprehensive measurement of the
deficit available,  [ris the difference between the revenues and expenditures incurred by
the vovernment in the central budeet and in oft-budget spending. The off-budget
spending generally represents spending on capital projects by onernnuntal development
avencies such as Councl for Development & Reconstruction (CDR)‘ The total budget
deficit Tas ranged from alow of 9.2570 1 1993 10 20.57% in 1996, with a yearly average
deficit of 1675, The total deficit, excluding the oft-budzet spending. for 1997 and 1998

are 24537 and 14470, respectively

The high and persistent level of the deticit in Lebanon is indeed alarming when compared
pro-civil war vears when the budget ran a surplus of 376 and 2% of GDP in 1974 and

~

1973, respectively. When compared o other countries. the deficit in Lebanon largely
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A carelu! examination of the composition o the total budzet deficit in Lebanon indicates
that @ major component of the deticit comes from the central government budget rather
than Troan the otf=budset spendine. This means that the high tevel of the deficit is not due
o the capital projects undertaken by the government as part of the reconstruction effort.
According W fioure 3, out of the total budget deficit of 20.37% in 1996, the off-budget
deficit was only 2.3%0 vis-d-vis the central government budget deficit of 18%.
Untorunately . comparison with 1997 and 1998 is not teasible at this point because the.
oft-budeet spending ligures have not been made public yet.

Pizure 3. Components of the public sector deficit a5 a percentage of the GDP, 1992-1996.
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Current Deficit

The current deficit s the difference between non-capital revenues and expenditures. Tt is
constdered to be the “true” deficit since any excess borrowing spent on capital projects
does not change the situation of the net assets of the government.” Inother words, the

new debt is actwally matehed by a new government assct. The cuwrent deficit has

increased from a low of 5.86% of GDP in 1993 to a high of 12.86% in 1996, signitying

that the covernment has not been able to control its current spending on salaries, interest |
payments, and other current expenditures.  The result of the deficit due to high current

expenditure rather than capital spending is alarming  since this essentially reduces the

capital stock in the economy.

Prinwry Doficit

The third method of measurement is the primary deficit, which is the difterence between
the revenues  and expenditures excluding the net interest payment from the budget. This
method allows an accurate examination of the policies of the current government tn any
given year by measuring its budgetary stunce exeluding the consequences of the deficit of
the previous years. A government with a zero primary deficit may cover its expenses,
excluding  the net interest puyments.  Overall, the primary deficit in Lebanon has
decreased in the fast few years from a high of 9.4% 10 1994 10 1.14% 1n 1997, Thisisa
sign that the government has tightened its belt by financing almost all ot its expenditure
excluding interest payment on the debt from carned revenues.

3 . : .
This. of course, assumes that the capital projecis are viable,
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Scotion TH- The Deticits Where Did 1t Come From?
Ilistorical Note

Prios to the civil war (1973-1991) Lebanon enjoyed o budget sueplus woapercentage of

. Comme - . R D ‘ : ,
GDP ob 59 in 1974 and 29010 19737 The civibvear had wsertous vapact on Lebanon’s
public finances. During the war the yearhy average buduet deficit was 21.5%. peaking to
S0y i 1983 The vise of the deficit was mainly due to the general fall inrevenues and
the rise in expenditures. More precisely, revenues fell due to the crosion of the authority
of the government, the fall in income, the inefliciency and breakdown ol tax collection,
and the vise of intlation.  On the other hand, the covernment’s speading on energy,
subsidies, public sector salaries, and interest payments on the public debtwere sustaned
(houre -1).
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Consequently, an increase in the money supply. on the one hand, and high political
uncertainty, on the other. led to an increase ininflation rates from 6.7%0 in 1983 1o a peak
of 48295 in 1987 (ficure 5). This also resulted in the depreciation of the currency from
[ 549 o the US dollar atthe end of 19837 1o 111838 to the US dollar at the end of
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The Tail agreement of 1989 brought an end to the civil war in Lebanon and paved the
wav for monetary and financial stability inthe country. in fact, the ability of the central
covernnent o exercise its contol over the  Lebanese (crrihn'icx except for the Israeli
oceupicd South, led to an increase of revenues from 3% ol GDE in TY89 1o almost 13% in
1991, With real government expenditures restrained 10 299 in 1991 from 39% 10 1989,
the fiscal deficit was sharply reduced to 16% of GDP by 1991 frone 3495 in 1989, As for
public debt, it stood at 46% of GDP. By carly 1993, the currency stabifized and inflation
was controtled, mainly due to the htgh interest rates on government debt instruments 1.c.
Treasumy Bills.,

Fable 1 Pubiic Finanee, 1992-1995 1o real terms, in billion of LL (Base vear 1992 =100).

T o0 ey T Taeod T w993 1996 1997 | 1998(3)
Revenue LO3 LA8S | 1600 2,053 2181 7 2043 2527
Eapenditure 2081 | 2422 ] 3458 :1__9_w dA60 | 5335 | 4,352
| Total Deficit (1) 1306 | 9vs Tasa 2318 2502 3091 1,824
NelDebt (2) 4383 1 4125 | 6020 7.641 0041 112575 1 13.951
GDP 9.499 | 10534 T 11337 [ 12,083 12605 | 13070 | 15070
| Revenue/GDP 108570 | (414 | 14.64% | 1682°, | 17.31% | 16.40% | 19.30%
[ Eapenditure/GDP 23067, | 22007, | 31007 | 32487, | 35397, 1 4000% | 33.29%
T Total Deficit/GDP (1) | 1480°% | 935, | 20.50%, | 1835% | 20577, 2364% | 1595
[ Net Debt/GDP (2) 36 1470 1 39167, | 5310% | 63.23% | 7967% | 96.21% [ 106.73%

iy For 1992 nil Tson, the ot defiatinclud s aiweli the ol.-b(.J-:a defint Fhowever, fneyear 1997 an b 1993, the total deficit does
ot inglude the oft-budaet defiat bevause ithas ne t tezn published yet

1 Tive net debt is the sum of the net domestis debn which is equal W the gross domestic deht less pubhic sector deposits with Centeal
Pk and commercral banks, and public external u.bt

t3) The fizures for 1998 are estimates
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Sources of the Deficit

The major source of the deficit in Lebanon between 1992 and 1998 is rooted primarily in
fiscal mismanagement.  The second source, which is beyond the direct control of policy

muakers, 15 due to'a rise i interest rate.
I Fiscal Mismanagenent

The government expenditure has risen in real terms from LL 2,181 billlon in 1992 to LL
5,235 billion in 1997, an average increase of 23% peryear. Asa result, government
spending in terms of GDP has reached a peak of 40% in 1997 from only 23% in 1992 A
major source of this increase 15 due to additional spending on government officials,
ministries, and programs that zdd no social benefit. These unproductive expenditures
have consumed scarce public resources and consequently weakened any attempt for fiscal
adjustment. The paragraphs below focus on twe forms of unproductive spending: high
wage bill and unaccountable burcaucracy.

Table 2. freakdown of expenditure by item, 1992-1996,

1992 | 1993 | 1994 [ 1995 | 1996 Yearly
average
7 o Ya Ya Y Y % change %

Lxpeaditure 100 100+ 108 100 100 23.31
Current expenditure 85,60 | 87200 | 76.00 | 79.25 | 8523 17.27
Salaries & wanes 3027 1 4292 | 3286 | 31.92 | 31.29 18.57
Other Current expenditures 15.00 | 13.82 | 1554 | 17.23 12.61
Interest payment on internal debt | 20.81 | 24.99 | 2829 | 29.80 | 34.7i 49 87
Interest payment on external debt | 2.96 0.99 1.02 2.00 2.56 12.80
Investment spending 14.40 13.00 | 24.00 | 20.73 14.73 18.26

Mote. No breakdosn fizores are available for 1997 and 1998
Source Ministry of Finance

1. Hich wage bill

The continuous increase in public scctor wages and salaries has consumed 31.29% of
expenditure and 11% of GDP in 1996 (table 2). The large size of the wage bill is
unprecedented in the history of Lebanon; even during the civil war it ranged from 18% to
27% of expenditure for a selected number of)'ear5.7 Moreover, the share of the wage bill
to the GDP of 11% in Lebanon compares unfavorably with high, middle, and low-income
countries whose share is 3.7%, 5.5%, and 2.5% of GDP, respectively, (fizure 6).

7 See tncmational Monetan Fund [1895] pi2and 13
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The high wage bill is primacily due o anineeease in the following:

i Govermment salaries: the government has raised public wages twice over the last &
years. The most recent inerease, which has not been put into effect yet, wilt cost the
covernment L1 300 bitlion. The current Minister of State for Administrative Reform,
NMro Hassan Shalag stated  recently that 79 government cmployees at a public
institution received 1297 billion, or an average of 1L 330 nullion each. Such
outrageous salaries go beyond the norms ot public scetor wages”

i Number ol stall” inexisting ministries: the government in recent years has hired and
promoted civil servants based on - their political connection and influence. A report
published by the Court of Account exposed incidents off mismanagement and
corruption in several ministries sad agencies including the hiring of a large number of
advisors by several ministrics. | However, itis fmportant to note that the increase in

the stafl has been uneven.  Government agencies eatrusted to supervise and punish
civil servants for misbehaving have been severely weakened. This is particularly the
. . - . \ . . - 11
cuse of the Court of Account. which has 118 vacancies out of 189 positions, ” Note
that the function of the Court is to moenitor the use of public tunds, insure compliance
with existing taws and regulations. and prosecute all government employecs accused
of violating laws and revulations governing the administration of public funds. The
Central fnspection Agency. which is entrusted with the responsivility of conducting
inspections and  tnvestigations throughout  the  public service  and imposing a
disciplinary punishment of a limited nature on offending employees. has also suffered

- -zap. 11
from a vacancey of 33%.
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i Duplicate ministries.  In the last 6 vears, the government has created a number of
ministrics with  duplicate responsibilities. For example, Ministry of Education,
Ministry ot Technical Lducation, and Ministry of Culture all provide similar and
related services.  The same applics o the Ministry of Emigrants and Ministry of
Forcien Affairs. The increase in the number of ministrics and agencies hasalso
resulted in Higher current expenditure due to the cost of utfice space, vehicles, and
support staft, -

2. Unagcountable bureaucracy

A second source of fiscal mismanagement is the inappropriate use of the allocated budget
1 ministries and agencies. The lack of transparency and accountability has given rise to
wasteful and, sometimes, illegal spending. In addition the absence of a bidding process
and/or the lack of transparency  in the process itself may be conducive to thelt,
embezzlement, and misappropriation in contracting public investment projects to the
private sector.

The following incidents provide some examples of such spending patterns. Recently,
Minister Shalag exposed several unjustificd spending by the previous government. This
has included the spending of LI 92 billion on furnishing government-owned offices and
I.1. 64 billion on renting offices for government use. Rehabilitating existing premises, he
sugaests, could have saved the latter amount. Another example is the withdrawal ol LL
261 million by the Chairman of National Bureau of Medicine, who had also incurred L1,

93 million of unjustified c.\'pcnclilurc.” A third example is the case of the highway
scandal™where the Ministry of Public Works commissioned a private firm to conduct a
study on highways for LL 13.8 billion. When the Court of Account questioned the study,
the fees were "magically™ reduced to L1 5.9 billion."* In several cases, public money has
disappeared with no one being held accountable. One example is the disappearance of
L 5.3 billion from the Port of Beirut.” Electricity du Liban is an another casc of

unaccounted and missing funds.  Moreaver, Minister Shalaq has exposed the case of a
health center in Wadi Khaled. Akkar, which was allocated LL 490 million but has only

. _ R 17
received LL 5 million.

M . . . - i
' There has alsa been an increse in development azencies with overlapping responstbilities. This is particularly the ¢ase of the

Couratl for Development and Recanstruction. Councdd tor Executing Construction pragects, and the Counil for BExecuting Grand
Prajects in Berut Note howeser, that the wagze bill of these agencies shows up in the off-budzet spending and not in the central
budzet

" See Duefy Stur, July 27 s

14 . y 330 199y
See Ay-Safir, June 237, 1993

15 . . .
See An-Nahar, January 67, 1943

1" See Da:hy Seae, Febeuary 1271999



Anniher owtraecous case s the enthesziement of 8800 million US Dallars in the Minist

v
ot Ol which had been exposed recently and s curreatly under investigation. As such
unctccouniability and corrupiion exist at all leveds of govermnental 1nstitutions,

[t iy o conunon practice  lor government burcaucrats to induce bribes from citizens and
businesses. oo i recent survey of 230 businesses conducted by the Lebanese Center for
Policy Studies, 78% ol the respondents ranked corruption as a major problem, and 02%
have been toreed to pay bribes when dealing with government institutions.

Bribes in the form of an extra amount incurred above the official price do not necessarily
reduce the government revenues.  However, they reduce the ability and willingness of
Iebanese citizens to pay ofticial laxes,

A major factor that fueled such unproductive expenditures 18 the absence of effective
institutional  arrancements that - govern the size, allocation, and use of government
resourees. The cnerent arrangements are marked by the following:

o The lack of & medium term macrocconomic framework in the discussion of the
budget restricts the prospects of evaluating the implications of the public expenditure
on nueroeconomic variables.

o Lack of formal constraints en the spending of the ministries has consistently resulted
in over spending bevond the approved budget. A striking example is the
overspending of $195 million by the ministries of defense, interior and health in

1998 (Figure 7).

Figure 7, Budgeted versus actual expendituee, 19931997,
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The existence of oft-buduct spending undermines the fiscal discipline and causes
inefliciency because the costs and benefits of off-budget expenditures are not directly
compared with those of the funds fncluded ty the oiticial budget,

The lack of accountability by policy makers has contributed to fiscal mismanagement.
The government has never justilicd over spending and, up tll recently, never held a

minister accountable.

The absence of a systematic use of cost-benefit analysis with established assumptions

and methodology to guide prioritization among projects and expenditure items has
resulted  in misaliocation in the budget. The high spending on the defense is a case in
potnt.

The lack of participation from civil society ({business community, workers
associations, academic community) in the planning process of the budget 13
unfortunate since they can, not only help in identitying worthy and required projects,
but also build consensus for them.

The absence of a professional civii service with merit-based recruitment, elear tasks,
simple procedures, high incentives, and strong oversight measures, has resuited in a
large, inefticient, and corrupt burcaucracy.

Two other mjor points regarding capital investment and defense spending are worth
mentioning:

[- Capital investment did not contribute much to the deficit. Capital investments on
infrastructural  projects  have been undertaken by development agencies such as
Council for Development and Reconstruction. The money spent on these projects is
outside the central government budget and is in the off-budget spending. The
magaitude of the deficitin the oft-budget spending of 2.5% is small in comparison to
the deficit in the central buduct of 18% for 1996,

2. Defense spending constitutes  around 10.4% of total budgeted spending and 5.7% of
GDP, which is very high in comparison to other countrics. For example. out of its
GDP, Indonesia spends 1.4%, Switzerland 1.55%., and Belgium 1.75% on defense
(see figure 8).
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On - the other Tunsd . the budeet for health has declined as o percentage of total cxpenditure
fom 54190 in 1092 1o 3379 in 1998, o put things into perspeetive, the amount of
money budeeted for the Ministry ol Delense e F9U8 was 10.4% of tota! budgeted
spending. This was in Tact more than the total amount of money budgeted to the
Mitistries of Health, Education and Fine Arts, Culture and Higher Lducation, Vocational
and Technical “Fraining. Their combined budgets amounted to 9.62% of the total budget
of the same year (see figure 9)0 This is unfortunate since health and education are
considered to be o human capital investment, which has major long-term benefits to
cconomic development and growin,

Fioare . Defense versus Health, Education & Fine Arts, Vocational & Technical Training, Culture &
Hicher Education of the budzeted amount ws a pereentage of GDP, 1998,
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[ Rive n frterest Reaoe

The sevond component responsibie for the budect deficit s e high interest rate of the
t 1 < o

Treasuny bills, which has resulted ino high fnterest pasment ondaternal debts This

componant witnessed the fargest vearly average nerease of almost 30% between 1993

and 1997, consuming an average of 353% ol expenditure and 13% of GDIP for 1997,
Moreover, the political uncertatutios related to the prosidential elections ol September
1995 led to an increase ninterest rate on one-vear governmant T-bills to 37.85% from
N

- . .. e . . ) . 1:
27,694 on stmilar T-bills Tysued in October of the same year.

Figure 10 Interest rates oa 12 month Treisury Bills, 1993-1946
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The interest paviment bill compares unfavorably with many developing countries: interest
pavment on debtis 8% in Bolivia, 10% in Colombia, 1225 in Peru, 15% in Egypt; 21% in
Sri Lanka, and 23% in Kenva. This component is not expected to decrease especially
since Lebanon 1s still accumulating large amounts of debt. In fact, the sum of the amount
paid on wages and salaries and interest payment 15 1,35 higher than the total government
revenues for 1996, )

In conclusion. one of the major sources of the deficit is fiscal mismanagement. This is
most apparent in the increase in public sector wages and the squandering of public
resources. Moreover. the lack of institutional arrangement has  fueled both high and
anproductive spending. Another souree of the deficit is the rise in interest rates on T-bills
due o political uncertainties. Moreover, it Is important to establish that capital spending
15 not the cause of the deticit Ta tact 1ts share has been very small when compared to the
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total deficit.  In addition, the type of spending by the government favering defense and

sacrificing health and education hus adverse effects on the growth ot the cconomy. "

U See Diamond [198%). Barro [1991], Grossman [1996], and Easterly and Rebelo [1993] for regression analysis examining the

relationship between current expendituee and economic growth
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Scetion TH = Financing the Debt

flich and persistent budget deficits over the lost 6 vears have created anenormous
pressure on the Lebanese cconomy. The debt has been prinuaily financed from domestic
sources with o maturity structure of two years. The foreign debt. which used to be
relatively smaltl. has been increasing at high rates and, if [eft unatiended. may potentially
lead the cconomy to an internaional crisis. The purpose ol this section is to briefly
examnine the sources of finencing the deticit

The net public debt, both domestic and foreign, has increased from 46% in 1992 10
100.83% in 1998 (see table 3 and figure 1), Tnread terms, it rose from L1, 4,383 billion
to L1 13,180 billion for the same period, an average increase of 28.65% per year.

Table 3. Debt indicators, 1992-1995.

1992 1993 199 1993 1996 1997 1998
I R T Yo 1 % | % o A
[ DebyGhr 3644 | 39006 | 8300 ] 6323 | 7967 9621 106.75
Net domestic 4092 3358 1 4386 SISl | 6543 8033 78.27
debvGor b o I
Lxtern: al debt/G l)l‘ 322 iz l_i?l _li.‘i\() 22.57
Total interest 5446 10,33 13.19 13.86 239
pasmentGhE 1 b e e ,
Literest payment on 478 575 9.67 9.68 12.28 - -
internal debv/GOY | b L b b
Interest payment on 0.08 0.23 (.35 0.65 (.91 - -

exterpal debt/GDP
TFlote mterest pasments o internal anid external tebtare not )d available far 1997 and 1993
Source Mimutey of Frnance

Fiaure 1. Domestic dlld foreizn debt as a percentage of total debt. 1992- 199\
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The cccumulation  of the debi Los resicted e farge fnterest pavment billl which
essentiadly consumes 83% of ol governmant revenues Gee trure 12) and 13.86% of
GDP In 1997 (see table 3).

Fioure 120 Revenue and totalinterest pasments i billon LL 199221997,
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Sourge Ministry o Pianee

The high levels of debtand interest payment are alarming as they impose a real burden on
sociely at large. Below is a briel account of the twa sources of financing the debt: at both

its domestic and foreign levels.

Domestic Doht

Domestic debt has been the major source of  financing the government deficit. It has
increased fromy L1 3.887 billion in 1992 to LI 10230 billion in 1998, a yearly average
inerease of 24%5. The domestic debt as a share of total debt has stabilized in the last 2
vears to around 73% trom §8% 1 1991

The maturity structure of the domestic debt has shitted from short 1o medium term. In
1993, 70% ol the domestic debt had a maturity structure of 12 and 24 months. This
fiuure has jumped W over 90% in 1998 primarily concentrated by 24 month treasury bills

{see figure 13).
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The denomination of the domestic debt is in Lebanese pounds, which s eftect gives the
covernment incentives to pay it oft through money creation.

Forcien Debt

Although foreign debt is relatively small compared  to domestic debt, 1t has expanded
rapidly from 5.22% in 1992 to 22.57% in 1998 (scc table 4). The external debt has
SCrioUs CONSCUEnces:

e Il is a real burden on society since it requires a transfer from Lebanon to a creditor
country

e It exposes Lebanon to external shocks and international crises, such as increases in
world interest rates.

The rapid increase of both the debt to export from 83% to 691% and interest to export
from 11% to 18% between 1992 to 1998 will very soon affect the creditworthiness of the
country and may reduce the ability of the government to borrow from abroad (sec table

4y,

) Table 4. External indicitors, 1992-1998.

1992 1993 1994 1995 1996 1997 | 1998 |
“/0 g (] ()/!" “/l] < [} I “/:J ° [+
External debt/GDP 5322 | 557 925 4 1172 | 1424 ) 1586 | 2257
Eixternal debt/export 83 86 [41 R 136 32 | 691
Interest/export 11 4 7 12 18 - -

Source. Central Bank of Lebanon and Mimstry of Finance
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Section IV - Consequences of the Deficit and the Debt on the Economy

Althourh i the short run the high level of the deticit has stimulated zzuregate demand
and nationa! income, the cvonomy is suffering from lower investmiziat, a higher trade
deficit, and is more vulnerable o international crisis. This section brielly reviews the
. - .

onsequences of the defiert

The increase in the deficit bas resulted in fower nvestment and has consequently led to a
decrease in capital stock,  This has essentially reduced the growth rate of the GDP (see
fieure 15). A closer analysis provides a more interesting finding. In fact, there are two
opposite effects of the deficit on fnvestment, The portion of the deficit that finances
curtent expenditure crowds out private investment since banks are more eager to finanee
the goverament deficit with high interest bonds than the private sector, In fact, around
90% of bank toans in Lebanese Pounds go to the public sector at very attractive interest
rates (see figure 11). However, the government deficit responsible for capital project
such as an infrastructural project has a positive effect on private investment simply
because public investment complements privite investiment. However, the crowding out
effect has dominated the complementary eftect. This is shown by simply comparing the
larger magnitude ol domestic debt, which gencrally finances current: spending to the
relatively smaller foreign debt, which finances capitd projects.

Fiotre 15, Growth rate of GDP versus the level of public debt, 1993-1998.
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The increase in the deficit reduced net foreign investment, which meant that domestic
residents now own less capital abroad. Essentially, the decline in net foreign investment
has been matched by a decline in netexports. This has resulted inan increase in the trade

-'“ - .
i argument put by Barro [1974] beter known as the Ricardin Eyuealvice, esplaing that fiscal detings hine noetfecton

AIPreEate saving Of Hvestment ar even on the currentaccount afthe batace of pvients However, the salidiny of this argument is
questonable as it s based o alid assumption sech as intimte planniny Fongoans, vertainty abeut future tas burdens, perfest capital
markets, caional expectations, and nonditorioe s s and bence s diie ded e the present analy sis
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deficit of goods and services. The ultimate result s teo tvpes o deticn o the badgat
and in trade (sec figure 16).
Fioure 16, Current account and toreign dobt m LL hillion, 1992-1096,
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The debt service payvments for the domestic debtare a transter among members of the
society,  The transter creates some distortion of individual behavior as higher taxes
correlate with larger deadweight losses.

The high level of domestic debt in the case of cmergency, may lead to a reduction in
interestsrate through an expansionacy policy, which in turn feads o inflation. Moreover,
the increase in the share of forcien debt muakes the cconomy mere vulnerable to
international erises. which in the case of a losy of confidence may lead to a flight of
capital and hence the depreciation of the currency.
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Scction V- Sustainability of the Deficit and the Debt

The government cannot indefinitely accumulate domestic and forcign debt without
mcurring harm to the  economy.  This is because the government would face an
mtertermporal budget constraint which would impose restrictions on its ability to borrow.
In additien, continuous borrowing will have serious  tmplications on the overall
formulation of macreeconomic policy targets, such as inflation, output growth, and
balance of payments.

For the debt to be sustainable, it is argued that its growth rate should be equal or less than
the growth rate of the economy. In the case of Lebanon, the growth rate of debt has
exploded between 1994 and 1997 1t was only in 1998, that it was reduced siznificantly
(sce table 5).

Table 3. Growth of GDP and net public debt, 1993.1993. o
1903 1994 1995 1996 1997 1998
I % Y Y% | % Yo ’
Gor 911 {1153 | 1oas T 76 [ 572 | 249
Net public debt | (5.9) 4595 | 2693 3140 1 2524 4,82

Source: GDEP tizaees are based onandividual caloulations The Net pubhic debt s bised on Finaneial Market Frandbook ot'the Central
Hank of Lebaon

The primary objective of the government is to stabilize the debt o the GDP ratio. But
ther, how much must the primary delicit be in order to maintain a constant debt to GDP
ralio? A very raw estimate is found in table 6 based on the assumption that no financing
. . . . . 2
is possible from seignorage nor from external sources.

>

Table 6. Sustainability of the debt, three scenarios.

Low Base High
| % % %o
Real GDP growth rate 0 2 4
Inflation rate 4 4 d .
Nominal interest rate 16 15 14
| Realinterest rate 12 1] 10
Primary surplus 12.12 | 3.9 5.8 i

And based on this assumption. the primary surplus that the government must attain in
order for its debt to GDP to be constant was calculated. The three scenarios, presented in
table 6 diverge with respect to real GDP growth rate and weighted average of the real
interest rate.  With a base scenario of a GDP growth rate of 2% and real interest rate of
11%. Lebanon rmust produce a primary surplus of almost 9% of GDP. Assuming the
revenues go up to 20% of GDP (from 19.3% in 1998), then expenditure to GDP must be
equivalent to [1%. Inessence. spending must be sharply reduced from 21% of GDP iny
1993, excluding interest pavments. to 11%. This is quite radical. This is cquivalent to
eliminating all other current expenditure (which make 6% of GDP) and cutting 3% of

2 . - - .
211y faet, for a more accurate measurement of the sustainabitity of the deficiz it is worth adopting the accounting approach o public

sector solvency developed by Buiter [1933, [990]

[§% )
[R]



GDP from salaries and waees.  Accordingly, not only must the Lebanzse government
reduce ity spending sharply., but it must also find other sources of revenue. This exerctse
exposes i numerical terms the necessary adjustments that must be undertaken in order o

stabilize the cconomic condition in Lebanon.

o
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Section VI - Revenue: The Other Side of the Fenee

Having examined the sources of the deficit, itis imperative to study the challenges of

enhancing the revenue in order to elose the deficit gap. The purpose of this section 15 1o
examine the reforms achicved in the revenue scction with particular emphasis on the
level and composition of taxes on the one hand, and en the tax administration, on the

ather.

Given that the wx system in Tebanon is highly regressive (5075 of taxes come

from indirect taxes), any prospects of generating more sustainable revenue will require
initiating a direct progressive tax system and speeding tay administration reforms.

The ability of the government to exercise its authority in all of Lebanon, except for the
occupied South, allowed the increase of revenue to GDP ratio from 10.85% in 1992 10

a0

J o

19.

_'Iilll_g_?;ﬂcakd own ofre v:.‘nu__x.:_'!

vy e, 1992-1993

in 1098, which is compurable to the 1595-20% in 19747

MRevenue
Taotal taxes
ndirect tuxes
Customsy revenye
Airect tuxes
ngometax
Property tax )
Real Extare Fees, other fees
Note No breakdown tivures are availably
Source Mugistry of Finanee

’

As percentage of revenue A—s_p—crccnlagc of tuxes
1993 1994 1995 1993 1994 1993
o {‘/ju ‘iﬂl o 0“ lyu u/u u/u
G0 _1uo R ) - S GO -
o Lo it [ 100
407 | 4Lns | 4890 | 7818 & 7609 | 8271
T35 | 353 43.53 1 3619
1118 | 1291 10.22 2082 | 2391 17.29
USSR Rt 18.37 | 2065 | 1283
oot | 023 f 039 | 04t | 042 0.67
| 46.01 40,89 - - -

Lor 1996, 1597, and 1993

The prospects of generating revenues are analy zed at two levels: composition and level of

revenue, and tax administrat

on,

Level coid Composition of Revenue

The central purpose of the tax system in any country is to distribute the cost of financing

government activities  as
government collects its reve

fairty
nues trom three major sources:

as possible among the population.

The l.ebanese

. Direct taxes - levied an individuals or businesses for which the liability of taxpayers

varies in proportion to the income earned. i.c. income tax, property tax.

Indirect taxes - levied en goods purchased by the consumer for which the liability of

taxpayers varies in proportion to the quantity of goods purchased or sold.

IV,

2.
R
2
categories mentioned ab
Rl

See Saids [1989) and International Mocotary Fund [19973]

. Other taxes and fees - these include other sources that do not fall into any of the



Fiure 17, Components of revenue, JU2-19s,
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The first observation  resarding revenue is the high share of other taxes and fees of 40%
in 1993 of povernment’s revenues (see figure 17). This component iy made up of several
fees, including the tollowmyg:

o revenue from public board, povermment institutions, and government property.
« revenue rom non-financial board

e revenue from government financial mstitution,

o revenue from Casino du Liban

e administrative fees,

o traftic L and infringement fines,

e rovenue from scttlements of building violations.

Although the value of these fees inrelution to taxes went down in 1993, their value in
absolute terms has increased due partly to hicher fees on foreign permits and building
violations.

The second observation to be made is that the tax revenue of Lebanon as a percentage of
GDP of  14%6 exceeds the 1974 and 1975 share of 11%0 and 8%, respectively. Moreover,
the share of taxes in Lebanon is comparable to other developing countries such as Peru of
1224, Bolivia ol 16%. and Colombia of 18% (see figure 18).  Assuch, the situation
allows the vovernment to increase taxes by a fow percentage points. The question is
however, whether this increase should be in direct or indirect taxes. The next section
examinges the structure of the tax sysiem.
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[hvect Versus Dndirect Taves

With respect to ax revenue, the sovernment depeads highly on indirect taxes. Tts share
from total taxes rose from 70% in 1902 to 83% 1 1993 (sce figure 19). Inabsolute
flgures, indireet taxes prew frome LE 430 billion in 1992 to LL 1,030 billion in 1996, a
vearly average increase of 28%00 Although no actual figures are available for later years,
the praportion of indireet o direct taxes does not sean o have witnessed any drastic

chanae.

Fioure [0 Compuosiiion of tayes, [992-1995,
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The fact of the matter is that the covernment reties hichly on indirect taxes because they

are casier oocollect The major component of indirect taxes is custom tarifts, which

1
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conatituted 987, of indirect s and 407 of totad revenue i 1996 Custony revenues
nereased trom B1323 billion in 1992 v LI 1007 billion i 1996, a yearly average

Ineredase of 4270 due o the Jodowing reasons:

e ahility of the government w impose ity authority on Lebanese ports previously

contretled by mititias

e (e removal of the special customs exchange rate which was imposed during the war
(o Ture tiporters into using government-controlted ports.

o the increwse i effective tarifTrates trom 826 to 15% for the same period.

o the intreduction of NAJM which strewmlined the custom procedures for cleanng
coods from the customs,

e the consolidation of customs and other fees under  a unified tariff, and the
implementation of o harmonized system reduced lhg number of category cammoditics
and tartUrates. This is expected to Jower the custom collection cost.

e the transter of fees oncar tfuel 1o custont fees,

o yenerd 29 tax onimported goods,

The relianee of the government on custont revenues has reached high proportion in
comparison o other countries i the region. In 1993 Lebanon earned 66% of its total
fixes from international ax on trade compared o 14.3% in Syria and 34.6% in Jordan
(see Naure 20)

Firure 200 Tax on interpational trade as a puunt we of total txes for selected countries, 1993,
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I addition o custom revenues. non-custom indirect taxes also increased. but at a smaller
rate. as mdicated below:

e o LL 3,000 per 20 liters of gasoline.
e o L[ 2.000 per horse-power imposed on vehicles,



e 5% tax on hospitality services.
o o tax on petroleum products, tobacco, cement, alcohol, and electricity.

In briel, indirect taxes, which are dominated by custom revenues as percentage of taxes
are high compared to other countries, The high share of custom revenues has reached a
threshold but might be reduced as a result of the trade agreements Lebanon 1s negotiating
with the EU and some Arab countries.

On  the other hand, in absolute terms, direct taxes rose from LL 185 billion in 1992 to L.L
208 billion in 1995. However, their share of total taxes declined from 30% in 1992 10
17.3% in 19935 (see figure 19). The mujor items in the direct taxes include, income tax,
transfer of ownership tax, property tax, and motor vehicle tax.

The following section focuses on income tax to show that even the most progressive type
of direct taxes has been neutralized by the previous government, which resulted in its
inability to oftset the regressivity of the tax system.

Income Tax

The total tax on income includes tax on  salaries and wages, profits, and capital. The
Hariri govermment enacted tax reform Law 282/93 with the objective to simplity the tax
systent, itncrease tax compliance, and encourage savings, and local and foreign
investment.

More specifically, the reforms entailed the following:
s

e Tax on profit: Flat rate of 10% on financial companies.  Progressive rate of a
minimum of 3% on taxable prefit not exceeding LL 7,500 thousand to @ maximum of
10% on taxable profit exceeding LL 37,500 thousand for commercial and industrial
companics. The tax rates before the reforms were a minimum of 6% and a maximum
ot 30%. .

e Taxes on wages and salaries ranged from a minimum of 2% to a maximum of 10%
with a total of 5 brackets, compared to a minimum of 2% to a masimum of 32% with
13 brackets.

» 5% tax on capital account, including stocks.

Although the new tax reforms have simplified the tax system and streamlined its
procedures, three major failings must be noted:

First, the income tax system failed to raise compliance. In fact, the income tax as a share
of total taxes is low and decreasing. More precisely, the income tax as a share of total
taxes initially increased from18.37% in 1993 10 20.65% in 1994 but soon fell 1012.83%
in 1993, Afier three years, the income tax rose by a dismal 10%, from LL 140 billion to
LL 154 billion.



Morcover, in comparison o otier countrics, Lebanon’s share offincome taxes to total
taxes is below averave, Por cxample, s ashare ot total taxes, Tunis collects 19.2%,
NMoroceo 27420 and Twrkey almost 0% (see Byure 21).

Floure 21 Tax on income and capital as o shars of totel taxes for selected countries, 1995,
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Second, the new income tax system has (ailed o distribute income among the population.
In fact, the Gini coellicient, which  measures the income distribution decreased a little

. i R . . 23
trom 0.4330 1o 04265 alter the enactment of tax reforms.

An examination of the structure of the tax on salaries and wages in 1994 indicates that the
new structure is Hat compared to the progressive rates of 1974 and 1991-1993. Although
the reforms reduced taxes on all meome brackets, the greatest beneficiaries remain those
with the highest income {see ficure 22).

AR

Soe Dl Dabel and Shahune [1999)
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In principle, the new system reduced the progressivity eltect of the income tax and
thusly, treats difterent social groups in o similac way regardless of their financial
capabilities.

The third failure of the tas system s its inability to attract forcign investment. Lebanese
policy makers implemented low tax rates on inconie to atract capital. However, the

- > - . . . . . . 24
ctliciency of such incentive measures has been questioned in several economie studies.

[n conclusion, non-tax revenues i Lehanon constitute abnormally a large portion of total
reventes. NMoreover, the share of taxes w revenue has surpassed Lebanon's historical
expericnces. As suchy there is o definite need and room for an increase In taxes.
However, sinee the tax svstem is highly regressive. then increase should be in direct
taxes. particularly income tax.  The contribution of the income tax to total taxes is low
due 10 a decrease in the tax rate enacted in 1993 and to the administrative challenges of
coltecting such a tax. especially in the presence of bank secreey luws,

Tee Administrdtion

The second though equally  important component of a tax policy is tax administration -
o, the ability of the government to impose. assess. and collect taxes.  The tax
administration in Lebanon has been badly hit by the civil war, The result is obvious:
inelticient iy collection techniques. ineflicient tax administration  personnel and
methods, lack of information on taxpayers, slow processing of information, weax tax
enforcement Laws, lone fag in receiving  tax payments, rare voluntary compliance, and
high tax evaston.

y
hE . Lo . . .
Soo U eample Gl [1393] and Shadrasd Tese [1978]



sSiee 1993, the government has adopted series of tax reforms that ammed to simphfy and
streamline tax procedures. Althougzh this paper does not examine the reforms thorouzhly,
the tollowing is a brict preseatation of some of the new measures:

o lacreasing the tax base

The dislocation of the citizens and businesses as aresuit of the civil war restricted the
ability of the government to collect and access information on taxpayers. The
government however, has recently initiated a survey study that aims to identify all
taxpayers. By 1998, the Ministry ol Finance had already identified 90 thousand

- - . b
xpayers out of 175 thousand in 1999.7

b Streamline nprocedures

The government has made major strides towards reforming tax procedures, especially as
they relate to income tax, customs, and real estate fees, Income tax has been streamlined.
With the help of the Canadian government, a new system of tax administration is under
way. It aims to develop computerized forms for tuxpayers, and train tax collectors and
cmployees.  Also the imposition of NAJM in the customs with the help of UNCTAD has
reduced the procedure of clearing goods from customs from thirteen steps to four, The
Ministry of Finance with the help of the World Bank 1s currently modernizing its real
estate department by sctting up a computer infrastructure for information to administer
the tax system.

> )
¢ Tax collection

The collection of indirect taxes has been casy simply because it is collected at source.
However, the government continues to face a problem in collecting mncome tax, In 1995
for example, income tax constituted a dismal 12.3% of total collected taxes. Morcover,
according to unofficial figures, of the 30% of identified taxpayers only 36% actually pay
their taxes. The government is yet to enforce tax payment through various incentives and
penalties. .
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Scetion VII = How is it Possible to Reduce the Budget Defieit?

The government’s budget is not simply  a financial plan covering euthays and receipts.
The budget is in fact the most important economic policy tool of the government and
provides a comprehensive statement of the country’s prioritics. An atiempt to reduce the
budget deficit by simply decreasing or increasing certain components of the budget on an
ad-hoe basis is doomed to fail.  Although the budget deficit may sound as a techaical
cconomic probleim, in reality it requires economic, political, administrative, and legal
solutions.  Given the sacrifices that must be incurred by socicty, the process of
determining and implementing the deficit reduction program may be critical to its
success.  The participation of the Partiament, civil society, business sectors, and the
academic community can all play a pivotal role in providing alternatives and sustainable
solutions.

What follow are some suggestions in support of potential solutious to reduce the deficit.
As a point of departure, a successful deficit reduction program must address these issues:
reduction in expenditure, enhancement of revenue, fiscal decentralization, privatization,
data transparency, debt management, and investment in government assets,

The core of the deficit reduction program is based on two pillars: 1) & reduction and
reform of government’s expenditure program, and 2) an overhaul and enhancement of
revenue. This study strongly recommends a reduction in spending because

1} itis simply too high in comparison to other countries;

2} a good portion of spending is unproductive;

3)  the structure of spending is not conducive for long term growth:

4y tax reforms may not be feasible in the short term, especially when they must meet
the efficiency and equity critenia;

5y tax reforms will have diminished benefits if they are not accompanied by an
equally efficient expenditure reform. In fact, people would be more reluctant to pay
taxes if it s widely known that the revenue cotlection is mismanaged. .

Morcover, a permanent increase in the fiscal primary surplus through expenditure

reduction will have important eftects on debt sustainability given its tendency to:”

e reduce the real interest rate through a reduction in the crowding out effect:

e increase income growth through increased efficiency in resource allocation and
reduced interest rates:

e increase the demand for monetary base as a result of reduced inflationary
expectations,

e increase the productivity of public programs which may provide a viable option to
release resources and reduce the deficit.
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On Expenditire

In order to allocate, decrease and utilize government resources etficiertly and etlectively

certuin institutional arrangements must be undertaken, including the following:

A

Introduce a medium term between 2-4 years macroeconomic framework mto the
discussion of the budget. This would provide a basis for evaluating the implication of
an increase in spending on macroeconomic variables and for incorporating the real
cost of inflation. To do so, there is a need to consolidate ali the goverament’s oft-
budgets with the central budyet to be inctuded in the macroccononiic frumework.

The government must enforce the explicit rule that limits spending and barrowing. It
must also impose penalties on violators and expose them.

In the case of overspending or higher deficit target, the government niust provide and
publish an explanation for the deviations.

There is a need to introduce systematic economic analysis of public programs. This
is important because 1) itintroduces the concept of scare resources, and 2) allows a
basis for selection between two alternatives.

Empower the role of the Parliiment in the budgeting process. This requires the
allocation of funds to the Money and Budget Committee in order to hire experts to
assist in the process.

Allow civil socicty, academic community and the business seclor to contribute to
policy making by expressing their needs and providing their expertise. This could be
through a special program where a specific ministey can hold an open workshop for
discussion.

Reform the burcaucracy by undertaking some of the foliowing measures: .

eliminate ghost workers )

freeze hiring on contractual basis. It has just been revealed that that the wage bill
of workers on contractual basis is LL 107 billion compared to LL 48 billion for full
time workers

» redefine the responsibility of each ministry and agency
» reallocate employees within ministries to match between their skills and the needs

of the departments.

» link reward to performance. Abolish the across the board increase. Insulate the

meerit system from politics.

» strengthen the agencies entrusted with disciplining public employees  for

mishehavior, such as Central Inspection Agency and Court of Account.

In practice, the reform of the bureaucracy, which would entail severance pay and social
safety net payment may increase spending in the short run but it would deerease itin the
long run. The reforms of the bureaucracy will not only reduce the wage bilt but can also
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provide efficicncy gains and productivity spillover. A professiona! and uncorrupted
bureaucracy might induce tax compliance and increase tax colicction because 1)
taspayers may be willing to pay taxes onee government goods and services are etficiently
provided, and 2) the reduction of bribery. which has been essentiely an tilegal tax on

citizens, would increase their ability to pay real taxes,

The government might also re-examine and rationalize subsidies on beat root. reallocate
some defense spending to education and health as those are the prereguisites of long term
cconomic  growth, and reform the procedures of contracting public projects o the private

sector,

O Revenne

The government must increase the progressivity of the tax system in order to increase
revenue and distribute income fairly. Three sets of suggestions are in order: 1) raise the
level of taxes, 2) improve tax admiaistration, and 3) introduce new taxes.

The tollowing is a detailed deseription of these suggestions:

e Given that income taxes contribute a small percentage to total taxes, especially when
compared to other countries, there 15 an ample margin to increase taxes on salaries,
capital, and profits from 10% to 20% or 23%. As mentioned carlier, an increase in
tuxes will not scare foreign investments since the latter is dependent on several other
factors such as political stabitity, social equality, and institutional barrters. For a
start, the government must reduce the red tape, corruption, and other institutional
botthkenecks that are hindering foreign investments.

o Reform the income tax administration.  The government’s objective should be
twoftolds:

» The first focus should be on efficiency. To this end, the government must increase
the tax base with the help of the municipal governments, hire qualitied tax collectors,
establish large taxpayer unit to monitor the collection of taxes from large taxpayers,
impose alternative (instead of the income tax) tax on small taxpayers such as an
annual license fee, and use banks to facilitate tax payments.

+ The second should be on the effectiveness of the tax administration. Eftorts should
invested to focus increase voluntary compliance, adopt principle of self-assessment,
educate taxpayers. detect problems with tax filing and paying. improve audit
coverave. and impose and enforce adequate penalties.

e As for the tax base, the government should focus on large and medium companies,
the self-employed. and the professionals.  Eftective coverage of the tax to a much
broader segment increases tax revenues in two ways, 1) by collecting taxes from
those not covered; and 2) by making people more willing to pay taxes with the
enforcement of a universal tax pavment policy.



Since the potential tax base lies in small campanies, the seif-employed, and the
professionals, the government needs o spend relatively more of 1ts scare resourees on
identifying, assessing, and collecting the taxes from them. A solution to this problem
is to have municipal government pitch in.  In fact, municipal governments, being
closer to the people, are inabetter position to identify local taxpayers. The central
government must then utilize the local knowledge and improve coordination with the
municipal governments,

With respect o new taxes, the government must consider a “green tax” primarily to
promote environmental protection.

[mpose a Value Added Tax (VAT). The upecoming negotiation of the Furo-Med
agreements with Lebanon may compel Lebanon to introduce such atax. Several
issues need to be addressed:  accounting standards, tax administration, tax rate,
exemptions, ete.

lmpose a tax on Treasury Bills.
[mpose tax on coastal prapertics.
Iimpose a VAT with exemptions on basic necessities.

In the case that an increase in the tax base Lails to capture the professionals and small
businesses, the government should impose a payroll tax on small and micro small
companies. This, in essence, is a flat fee imposed on companies with a specific range
of number of employcees.  Such atax is appropriate in Lebanon since firms” balance
sheets are not transparent and hence regardless of the profit or toss they make ina
year, they will still have to pay a fee.

On Decentralization .

The government must seriously consider decentralizing its services to local governments
for four reasons:

The burden on the central government budget is very high

The empowerment of municipal government can ensure development in rural areas,
which are generally neglected by the Beirut-centric government, and hence provide
opportunity for a balanced growth and development.

Municipal governments are in a better position to efficiently provide some of the
goods and services.

Being closer to the people, municipal governments are more able to identify and
collect local taxes and to provide goods and services.
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To meet this end, the govermment must address the issues of decentralization and local
covernment seriously. This involves the following steps:

o Asstgn clearly the expenditure assignments to municipal governments. Currently, the
law provides undefined and vague responsibilities 1o municipal governments. This
s led to an overlap in responsibilities with line ministries and agencies, and has also
reduced  accountability,  The decentralization of  services will not burden the
government with extra expenses. It can be guided by the following criteria:
ceonomies of scale in production, adequate fiscal capacity, and the ability 1o manage.

e The government must revise Law 60 of 1988 related to municipal tarifts and fees.
This law refers to the type, base, level rate, margin, identification, valuation, and
collection of these tarifts and fees. The Ministry ol Finance (MOF) must support and
coordinate its activities with the tax adiministration of municipat governments. A first
step 1s for the MOU to share its database of the modernized real estate department
with the concerned municipalities.

o The government must address the  issues of the Independent Municipal Fund
especially after recent scandals mentioned above. The govermment must particularly
examine the amount and type of taxes and fees deposited in the International
Monctary Fund, and their allocation and disbursement.

On Privatization

[t is awell-established fact that certain state-owned enterprises are making losses every
vear and have become a burden on the budget. Two particular cases in point are the
Middle East Airlines and Electricite  du Liban, which are costing the government $100
million and $150 million a vear. respectively.  Other state-owned companies are in
desperate neced for rehabilitation but lack access to necessary funds. For example, the oil
refineries in Tripoli and Zahrani, which are currently not operational, will cost the budget
$200 million this year.

The debate over benefits and constraints of privatization is far from over. In this case,
this study addresses only the benefit of privatization with respect to its ability to raise
revenue for the Treasury.

Privatization can have a significant eftect on debt sustainability if proceeds from the sale
of insolvent public enterprises are used to pay off public debt. At the same time,
privatized entities may be a new source of tax revenue.

Accordingly, privatization might improve the Treasury’s net worth it the foilowing
condition is met: the sale vatuz of the public enterprise, plus the present value of future
taxes from the latter, minus government expenditures to put the enterprise on the market
exceeds the present vatue of future losses (if not otherwise privatized).




A case by case study of governmental enterprises must be undertaken 1 order to
determine  the need tor privatization. A preliminary estimate by Bank Audi suggests that
the cost of putiing an enterprise for privatization may offset the sale price, and hence the
only benefit acerued to the government 1s that the losses currently incurred are contained.
[n addition, one must take into account that by the time an enterprise 15 put up for sale,
the public debt would have escalated to maybe 130% of GDP. Therefore, the benefits
might be minimal.  In other words, although the government must reduce its losses,
privatization may be a necessary solution but not sufficient to reduce the public debt.

On the other hand, privatization might have no eftect on debt sustainability, especially if
an enterprise is profitable and the net income flowing from the stock to be privatized is
included in the fiscal primary balance. This should be taken into consideration in the case
of protit-making cnterprises, such as Casino du Liban,

On Data Transparency

A major problem in examining the problems ot the deticit and the debt in Lebanon is the
lack of reliable data. Hence, the government must adopt four general principles of fiscal
transparency.

e The government must  clearly deline its responstbilities  towards  municipal
povernments. This is essential for transparency and accountability.

e The government must integrate all oft-budget spending into the central government
budget to be able to clearly analyze the problems of the deficit at hand. This actually
means that the budget of the Counci! for Development and Reconstruction, Council
for the Development of the South, the Fund for the Displaced. Port of Tripoli, and
others should be integrated into the central government budget. Otherwise, these
extra-budgetary  activitics should  be at least covered in budget documents and
accounting reports.

e Along with the current year budget, the government should provide the data related to
the last two yvears. This would allow 1) a comparative assessment of the performance
of recent budgets. and 2) a projection of the risks involved in adopting the proposed
budged.

o The government should regularly publish information on its expenditures. revenues,
and debts.  This is extremely important in order to assess the government’s ability to
finance 1ts activities and honor its debt obligations, and estimate the amount of future
revenues required to meet all existing commitments.

e The government should publish its information in a timely fashion.  The use of
discretion in deciding whether, when, how and to whom to release fiscal information
can damage a government's credibility.



e The government should accurately classify the revenue and expenditure components.
For example, the revenue from the Independent Municipal Fund must not be
consicdered as part of the government's revenue.

o Expenditure should be classified in both economic and functional terms. The
government currently publishes its actual spending based on economie classifications.
Functional classification, on the other hand, is generally not published for actual
spending.  In addition, functional categories must be broken into economic
compongnts,

o The government should provide an explanation for the deviation of the budgeted
versus the actual amounts.

e There is a need to have an eftective institutional mechanism that allows the
pacliament and the public to be assured of the quality of fiscal data and information
provided by the government. Hence, there is a need to establish a national audit body
which should be appointed by the parliament, and whose purpose would be to
examine the financial integrity of the government accounts.

e Since the budgets are prepared with particular assumptions and forecasts, independent
experts and civil society members must be allowed to examine theim.

o The Dircctorate of Statistics should be funded to resume its collection and
measurement of the GDP and other data. In addition, it should become independent.

* .
-
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On Debt Managemnent

The government should try to decrease interest rates through liquidity management. The
public sector deposits have reached LL 4,600 billion. which is more than needed for
transactional purposes. The government can finance a major portion of the defieit. This
can also reduce the structure of interest rates and hence open up the possibilities for
refinancing maturing debt to reduce the burden of interest payments.

On Government Asset
There is aneed to examine the value of the properiies owned by the government and the
possibility of investing them in a transparent fashion. Itis not clear what the value of

covernment assets is, but there are indications that they are of high value.

In the case all efse fails, the government must seriously consider to reinvest its gold
holdings.




Conclusion

If left untamed, the deficit will soon lead the Lebanese cconomy intu a fiscal crisis. In
order to reduce the budget deficit, the government should adopt serious reform programs
focussed on decreasing and improving the expenditure management system.  These
programs must also be accompanied with tax reforms and the continuous rehabilitation of
the tax administration. Other government objectives should be to transfer its services to
local government, and to consider the privatization of incfficient public enterprises.
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