Arthur D Little

ehanon
snisiiative Reform

Republic of L
for Al dw

pof State :
Ministe rajeets and Studies

ubtic Seetor p
(C.PSPS)

Office of the
Center for P

“"['. ’.U!._//n/
I R 05 W50 =
ru.ﬂ ¢ Al D53 ALY I

Promoting Industrial Final Report to : Arthur D, Little International, Inc
Investment Development

Development in

Leban OFL Authority of Lebanon &
The Association of Reference: 58347
Lebanese Industrialists

October 1996



Agenda

Artlur D Little

Executive Summary

Industrial Mapping

Competitive Assessment

Strategic Objectives

Preterred Sectors

Strategic Thrusts

Implementation Program

IDAL-860306-pkr



Background

Trends towards international free trade and peace in the Middle East

will create both opportunities and threats for the Lebanese industrial
sector

e Opportunities to expand market reach beyond Lebanon into export markets

e Threats to lose position in local and regional markets

As such Lebanon is seeking to formulate an industrial development
strategy which concentrates future investments on areas where it has
a real and sustainable competitive advantage
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Objective

Accordingly, the Investment Development Authority of Lebanon
(IDAL) and the Association of Lebanese Industrialists (ALI) retained

Arthur D. Little to recommend an industrial development strategy for
Lebanon to

e Serve as a basis for promoting industrial investments

e Strengthen the existing industrial base

Arthur D Little rofzeioe
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Issues

Arthur D. Little was asked to address two main issues

e Which manufacturing sectors are most likely to generate a clear and sustainable
competitive advantage for Lebanon?

¢ What specific actions are needed in order to realize Lebanon’s potential in these

sectors?
< By the Government
= Trade and industry associations, and
< The private sector
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Work Program

To address these issues, we undertook the following work program

e Mapped the existing industrial environment

e Assessed Lebanon’s competitive advantage

o Prepared a questionnaire for an industrial survey

e Proposed sectoral development priorities

¢ Identified facilitators and barriers

o Held several workshops to discuss findings and conclusions

e Specified an implementation program clarifying
2 The role of the government
< The role of the private sector
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Main Conclusions

Our main conclusions are as follows

e The industrial sector makes an important contribution to national income,
employment, and exports

¢ The industrial sector is currently facing important challenges, and without
concerted efforts, it is possible that this sector will shrink over time

e There is a critical need for the government and the private sector to work hand

in hand to create the conditions needed for maintaining and expanding industrial
production in Lebanon
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Contribution to National Income

The industrial sector makes an important contribution to national
income, employment, and exports

Percentage Contribution to GDP Industrial Sector - 1995

13%

24% « Qutput: $ 3.9 billion

%
Agriculture

* Value added: $ 1.9 billion

7%
Construction

18%
Non-financial .
17% comvices * Number of units: 22,100

Manufacturing

14%
Government

Source: World Bank; Industrial Census - 1994; ADL estimates
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Contribution to Exports

Industry generates around 80% (approximately $ 650 million in 1995)

of Lebanese exports

Percentage of 1995 Exports
100% = $ 814 million

Machines, Instruments
& Transport Equipments
12.3

Food products
17.5

Metal Product 8.1

Marble & Ceramics 3.9

iy 13.1
Chemicals & Plastics 7-5 _ Clothing & Leather

Jewelry

Manufactured

Paper Products

Source: Trade statistics
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Decline in Dollar Wages

Industrial development was aided to some extent by an important
decline in dollar wages in the early 1990s . . . this trend is being
reversed today.

Minimum Wage*
(US Dollars)

197

200 T

162

150 T

L g
100 +

uUs

50T

1980 1985 1990 1994 1995

* Used as an indicator of general trends in wages
Source: Association of Lebanese Banks
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Challenges

The industrial sector in Lebanon is facing important challenges

e There are strong pressures to escalate labor costs to meet labor expectations
and the increasing cost of living

e Discussions are underway with the European Union (EU) to eliminate customs
duties on products imported from Europe into Lebanon

¢ Industrial production is expanding throughout the Middle East and most
countries in the region are promoting exports and regional trade

e Peace in the Middle East is expected to liberalize trade in the region thus
exposing the Lebanese market to increased competition at home and abroad
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Vicious Circle

Industry risks engaging in “lose-lose” wars for greater share of the
local Lebanese market

The development of export markets is essential to break this vicious
circle

Arthur D Little ozt 1
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Vicious Circle

Targeted new investments are essential to maintain and expand the
Lebanese industrial sector
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New Focus

There is a critical need to direct new investments towards better
quality, higher value added and more upmarket production

e Towards
= Industries where value is added through product design and marketing
 Industries which require a fast response to changing market conditions and
requirements

e Away from
< Industries which require mass production/markets
< Industries which are dependent on cheap labor
= Polluting industries
2 Resource or energy intensive industries

This objective should be achieved, however, through promotion and
free market mechanisms rather than restrictive industrial policies or
government directives

n.ﬂur D Lmle 1027198 IDAL-B60206-pkr 13



Strategic Objectives

We recommend establishing clear and well focused strategic
objectives for industrial development

¢ Industrial growth of 6 to 8% over the next 10 years

e Promote investments focused on better quality, higher value added and more

upmarket production in industries such as
< Food and beverages
< Fashion
< Personal care, perfumes and cosmetics
< Printing and publishing
= Furniture and household products

¢ Improved productivity and production technology
o Fastresponse capabilities to changes in the market

e Increased exports

Arthur P Little 1012619 — 4



Strategic Thrusts

To support the achievement of these objectives, we recommend
seven strategic thrusts

e Promote new investments in industry
e Develop manpower skills
e Establish a supportive regulatory environment

o Establish required infrastructure
< Free zone and industrial park development companies
< Industry cluster

e Provide essential support
= Technical support and advisory services
= Quality standards
< Information center
< Outsourcing exchange

e Develop export promotion services

¢ Rehabilitate existing industrial base
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Implementation

To implement the proposed industrial development program, the
government and the private sector have to work hand-in-hand

¢ The government's main responsibility is to establish an economic and regulatory
environment conducive for investment in general and in industry in particular
and to promote Lebanon and investments in industry

e The private sector is to take the initiative, make the required investments and
manage as many aspects of program implementation as practical

Arthur D Little tofzries
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Sources of Information

To map the industrial sector in Lebanon, we relied on four main
sources of information

¢ The industrial census published by the Ministry of Industry and Pstroleum in
1994

e In-depth interviews conducted by Arthur D. Little with selected industrialists and
policy makers

e Trade and other readily available statistics

e Previous studies conducted on industrial development in Lebanon
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Main Findings

Our findings may be summarized as follows

Consumer goods represent about 50% of Lebanese industrial output

Industrial production is highly fragmented and in most part family owned (which
is both a strength and a weakness)

The industry is highly concentrated in Beirut and Mount Lebanon

Foreign participation in Lebanese industry is negligible

Exports are increasing

Significant new investments are being made in industry

Raw materials and labor represent the most important components of cost

Labor in Lebanon represents a larger percentage of cost than expected, a
symptom of low investment in production technology

Labor productivity is generally low

The lack of financing tops the list of concerns of the industrialists we interviewed

nrtl“r D Li'tue 10726706 IDAL-B60306-pkr il-3



Industrial Output Mainly Consumer Goods

Consumer goods represent about 50% of industrial production

Percentage of Industrial Production
(100% = 3.7 billion)

Other
12% e

. Food & beverages
24%

Consumer Goods

Fabricated
metals &
machinery

13%

Fashion
Metals\ . (textile & leather)
: 15%

Wood & furniture

Paper & plastics 10%

9%

Source: Industrial Census, 1994

They naturally fit Lebanon’s competitive strengths in marketing

Arthur D Little forzares
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Distribution of Labor Fairly Stable Among Sectors

The distribution of labor among industrial sectors has been fairly
stable over the years

Distribution of Labor

2% Others 249,

Chemicals 59
Metal LT

Woeod & furniture

22% Textiles 20%

24, Food & beverages 239,
{

1986 1994

Source: Industrial Census 1986-1994

Arthur D Little 1072298
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Fragmented

The industrial sector is highly fragmented

Enterprise Distribution

According to Number of Employees
(100% = 22 Thousand Enterprises)

3%
20-49 Employess

1%

50 + Employees
7%

10-19 Employee

17%
5-9 Employees

72%
1-4 Employees

Source: Industrial Census, 1994
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Family Owned

Most industrial enterprises are individually owned

Ownership of Industrial Enterprises
(100% = 22 Thousand Enterprises)

4%
Limited Liability

3%

7% Other

Partnership
10% '
Joint Stock

76%
Individually
Owned

Sourcs: Industrial Census, 1994

Arthur D Little 1ore2foe
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Fragmentation & Family Ownership Strength & Weakness

Fragmentation and family ownership entail strengths as well as
weaknesses

e Strengths

< Loyalty, dedication, and pride
= Flexibility
= Minimal bureaucracy and overheads

o Weaknesses

« Difficulty to finance and manage rapid growth
= Management succession

Future industrial development programs should capitalize on these
strengths and provide support to overcome these weaknesses

Arthur D Little 1ofe2/e8
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Geographic Concentration

Industry is highly concentrated in Beirut and Mount Lebanon

Percentage of Industrial Labor

Nabatiye
Beka'a 4%
6% g

Beirut
12%

South Lebanon
6%

North Lebanon
13%

ount Lebanon
57%

Source: Industrial Census, 1994

There is a need to develop industries in the North, South and the
Beka’a region

Arthur D Little 1012298 -9
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Foreign Participation

Foreign participation in Lebanese industry is negligible

Ownership of Industrial Enterprises

Majority Lebanese

Majority foreign
5%

1%

Entirely Lebanese
94%

Source: Industrial Census, 1994

There is a need to establish a business and regulatory environment
conducive to attracting foreign investment

ArthurD Lrttle 10/22/96 l-10
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Exports

Exports, have recovered and are nearing earlier peaks

Exports*

($ million)
1000 T

869
814
750
635 592

g. 500 1 403

250 T

1974 1981 1988 1994 1995

Source: Trade statistics

" Note: Nearly 80% of exports are manufactured goods
Figures are in nominal US dollars

A program to promote exports is needed

Arthur D Little 1orz6ies
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Destination of Exports

Export destinations are in most part to the Guif and the Levant

Destinations of Exports
Export Destination 1993 1994 1995

France 11.4% 2.9% 6.0%

Other countries 27.5% 32.9% 38.3%
Total 100% 100% 100%

Source: Trade Statistics

This general pattern of trade is not expected to change significantly in
the coming 5 to 10 years

Arthur D Little 10/z2se
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New Investments

Significant new investments are being made in industry

Number of Industrial nd l:n_p?nrltls o;'
Licenses Issued ndustrial Machinery
($ million)
1995
2000 T 200 T
1500 + 150 + .
..g- y—
1000 T 'f 100 4
&+
500 4 209 410 431 5o
0 1 0 :
1992 1993 1994 1995 1992 1993 1994 1985

Source: Ministry of Industry & Petroleum

Gross capital formation in industry is estimated to be around $ 200
million per year

10/22/96 1DAL-960308-pkr I-13
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Dynamism

The industrial sector is dynamic . . . roughly one third of industrial
ventures in operation were established since 1990

Industrial Units by Date of Establishment
1994 Census

+ 100%

1990-94

+ 100%

1980-90

L

Before 1980

Source: Industrial Census, 1994

Arthur D Little 10722196
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Cost Components

Raw materials and labor represent the two most important
components of cost

Cost Components of Industrial Sector

ther
4% 2

Utilities*

7% O

21%
Labor

68%
Raw materials

*

Including electricity & fuel

Source: Industrial Census, 1994

Arthur D Little

10/22/96

IDAL-860306-pkr

l-15



Raw Materials Customs Clearance

As raw materials (and industrial machinery) are mostly imported,
customs duties and the (visible and invisible) costs of clearing
customs are a legitimate concern

¢ Industrialists claim that custom formalities take up to eight days and require up
to 35 signatures

¢ A closer look suggests that an average of five days and 12 to 15 signatures are
needed

e The visible and invisible costs of port and customs bureaucracy are significant
 Industrialists claim that port and customs clearance costs are in the order of $ 400 per
container (including around $ 150 per container in invisible costs)
 If true, these costs would add between 2% and 3% to the cost of raw materials (or1%
to 2% of total costs)
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High Labor Contents

In Lebanon, labor represents a . .. . although labor rates are

larger percentage of cost than in roughly similar
Saudi Arabia. . ..

Cost Components of Industrial Sector Average Labor Rates
(Percentage of Total Cost)

Other
Utilities* [z

Lebanon $2.5/hour

Labor [ Saudi Arabia $3.2/hour

Raw materials |

Lebanon Saud] Arabla

* Including electricity and fuel
Source: Lebanon Industrial Census - 1994 and Saudi Industrial Census - 1992

This may be a symptom of insufficient investment in production technology

Arthur P Little 1ozere
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Labor Costs and Productivity

Lebanon’s labor rates are
reasonable....

. . . . however, productivity is low

Average Labor Costs

($/hour)

30 T

20 1

Turkey
Lebanon
Israel
Germany

60 n

Turkey

Value Added Per Worker
(‘000 $/ Year)

Lebanon
KSA
Israel

>
e
a
E
@
U]

Source: Industrial Census, 1994
Statistical Abstract of the World

Arthur D Little ro2pe
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Labor Productivity

Labor productivity in Lebanon is relatively low for several reasons

o Insufficient investments in plant and equipment
¢ Insufficient investments in labor training

¢ Labor regulations concerning holidays, vacations, and overtime

Arthir D Little 10126/96 OAL060306.pt ll-19



Field Interviews

Our field interviews suggest that industrialists perceive that the main
barriers to industrial development are as follows

¢ Lack of medium/long term financing
e Inadequate infrastructure
e High labor costs relative to labor productivity

e Limited access to export markets
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Industrialists’ Concerns

The lack of adequate financing tops the list of industrialists’ concerns

Main Concerns Mentioned

A T

Y 8 P :'.5; 3 -
Import flood / dumping of inferior quality products
Lack of skilled labor / technical training schools
Bureaucracy / red tap

Lack of water / high tariff

Small market

Poor/negative market growth

Lack of established quality standards
High tariff on imported raw materials
Lack of statistics

Lack of sewage network

Low capacity utilization

Decreased purchasing power

High taxes

Poor industry standards '

Source: Arthur D. Little field interviews

Arthur D Litle
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Industrialists’ Concerns

Our findings are in line with those of similar investigations

undertaken by other parties

Main Concerns Mentioned

Bank servicas

Infrastructure
Weak demand
Skilled labor
Govt. support
Customs
Regulations
Customer credit
Information
Uncentainty
Domestic competition
Got. employees

Foreign competition R

-

40 45

Source: World Bank

Arthur D Little
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Industrialists’ Concerns

Industrialists argue that these problems create a high cost
environment caused by the following

e Low labor productivity
e High cost of finance
e Generally inadequate infrastructure

e High cost of government - because of legal and regulatory bottlenecks, for
example

< Visible and invisible costs of port and customs clearance
< Relatively high costs for government services

nl'u'llr D I-ittle 10/26/08 (DAL-DB0306-pkr 1-23



Industrialists’ Concern Food Production

Furthermore, food producers complained about the scarcity and
variable quality of agricultural products

e The government's agricultural policy providing subsidies for certain products

(e.g., tobacco) is diverting production away from products needed for the food
industry

e The quality of agricultural products is variable

e Imports of agricultural products from neighboring countries is sometimes difficult

Arthar D Little 1027158
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Industrialists’ Concern Government Support

Government support is needed to develop industry

e The government has promulgated around 20 policies and regulations since
1967 to support industry*

¢ Industrialists, however, are concerned that the government does not appear to

have the resources or determination needed to implement these policies and
regulations

* “Industrial Policy Recommendations”, Al Iqtisad Al Lubnani Wal Arabi, February 1996

Artiur D Little
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Competitiveness of Nations

The competitive position of nations (or more exactly industries within
nations) may be measured by their ability to

o Generate exports

e Attract domestic and foreign investments

Arthll" D l-i'ﬂle 10/23/58 (DAL-060306- i -2



Exports

Exports represent around 5 to 7% of GDP in Lebanon, which is below
most countries in the region

Exports as Percent of GDP

50% T

40% T

30% T

20% T

10% T

0% -

Lebanon
Syria
Jordan
Egypt
KSA
Israel
Tunisia

Source: Economist Intelligence Unit; Banque Audi
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Investments

Since the end of the war, Lebanon has been unable to attract
significant investments into productive sectors of the economy

e The $ 200 million estimated capital formation in industry is not sufficient to
replace depreciating and obsolete industrial assets and finance growth

o The flow of foreign investments into Lebanese industry is negligible

Most investments are flowing into real estate and treasury bonds

Arthur P Little 10/26/96 l1i-4
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Process

Given available information, we assessed the competitive position of
Lebanon

¢ In relation to the following countries
< Syria

Jordan

Egypt

Kingdom of Saudi Arabia (KSA)

Israel

Turkey

Tunisia

¢ 46 06 8 08 9O

e Focusing on
o Markets
= Factors of production

We also made a subjective assessment of other factors affecting
Lebanon’s competitive position

nl'u'lll' D Lilttle 10/23/98 IDAL-BE0306-pkr -5



Conclusions

Our conclusions regarding Lebanon’s competitiveness are as follows

o Lebanon’s competitive position is weak today, and the situation is exacerbated
by
= Persisting political uncertainties
< Low labor productivity
< Limited accessibility to export markets

¢ However, extensive potential exists given the following
= Openness of the Lebanese economy relative to others in the region
< Minimal government intervention in industry
< Prospects for development of the Lebanese financial markets
< Labor propensity for rapid learning

n'thlr D L.'“Ie 10/26/96 IDAL-960306-pkr -6



Weak Competitive Position

Lebanon’s competitive position is weak today . . .

Competitive Position

High
Access to Israel
markets Turkey

KSA
Potential e
Egipt
Jordan
Syria Lebanon
Low - High

Factors of production
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Rationale

Lebanon’s competitive positioning is based on the following rationale

Factors of Production

Natural resources + ++ ++ ++ ++++ + +++ ++
Skilled manpower ++ ++ ;|-+ + + ++++ ++ ++
Infrastructure + + + ++ +++ +++ +++ ++
Finance + + ++ +4 +++4 +++ ++ ++
Overall Rating 5 6 7 7 12 11 10 8

Access to Markets

Size of domestic + ++ + +++ +++ +++ ++++ ++
market
Access to export ++ + ++ ++ et +++ +++ +++
markets
Overall Rating 3 3 3 5 6 7 7 5
Maximum ++++
Arthur D Little 10123598 R
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Potential for Improvement

However, Lebanon has significant potential for improvement

o Four factors are considered of prime importance in determining long term
competitiveness
= Openness to trade and investment

< Minimal government intervention as reflected in public spending as a percent of
GDP and low marginal tax rates

= Efficiency of financial markets
= Labor flexibility, levels of education and skills and the quality of management

¢ Lebanon has good prospects in these areas

= Traditions of free trade . . . but need regulatory improvements to attract foreign
investment

= Government spending is 35% of GDP, and the marginal tax rate (10%) is low by
international standards

= Lebanon has the potential to develop efficient financial markets

< Labor and management have the propensity to learn fast and entrepreneurial skills are
very well developed

Arthur P Little 10/23/96 AL s i -9



Access to Markets

Lebanon’s access to markets is limited today
¢ Lebanon has one of the smallest domestic markets in the region

¢ Lebanon has no significant preferential treatment in terms of access to export
markets

e Access to export markets is concentrated today on the Gulf and Europe; there is
a potential to improve access to Europe and other countries in the Levant

Republic of Lebanon
Office of the Minister of State for Administrative Reform
Center lor i’ubiic Sector Projects and Studies
(CPSPS)
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Small Economy

Lebanon is one of the smallest economies in the region

Population (Millions)

GDP ($ Billion)

140 1
120 A
100 A
c
2 80
@© N
@ 60
40 A
20 T s
0 i :.:.:.:-':
4 o X b ‘£ i o Y C ¥ L =
2 o s tu 5 ] 5 0 & S (W] 5 W c
bt e = - = @ S e = 2
- -
Source: Economist Intelligence Unit
]
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Per Capita Income

. although it fairs better when compared on a per capita basis . ..

GDP / Capita ($)

KSA
Israel
Tunisia

Lebanon
Syria
Jordan
Egypt |
Turkey [

Source: Economist Intelligence Unit

Arthur D Little
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Access to Export Markets

Unlike other countries in the region, Lebanon has limited preferential
access to export markets

o Other countries in the region have secured preferential access to export
markets

= Turkey and Tunisia to the European Union (EU)
= Saudi Arabia to the GCC
= |srael to the European Union, USA, and other EFTA countries

e Lebanon, however, is negotiating a free trade agreement with the EU

e Lebanon should negotiate similar agreements with neighboring countries

A free trade agreement is currently being negotiated with the EU

Aﬂ'.hll' D I-ittle 10/23/96 IDAL-860306-pkr m-13



Factors of Production

Manpower is Lebanon’s most important factor of production

o Natural resources: Lebanon has relatively limited natural resources; raw
materials, however, may be easily imported from Europe and neighboring
countries

e Manpower is Lebanon's most important resource
< There is an abundance of university and vocational schoo! graduates as well as
entrepreneurial talent
< Education and training need, however, to be aligned with industry requirements
< Lebanese manpower has proved to be adaptable and fast learning

e Infrastructure

< Infrastructure suffered severely during the war
< Infrastructure is improving

» Priority is being given to productive industrial clusters (e.g. free zones; new industrial
estates)

¢ Finance

» Significant potential exists to attract finance, given entrepreneurial and free market
traditions

= Government monetary policy, regulations and political uncertainty may hamper access
to finance in the short term

nlthll' D L-mle 10/26/56 IDAL-BE0306-pir Hi-14



Natural Resources

Lebanon has limited raw materials and natural resources

1. Land

2. Mineral resources
3. Energy
4. Agricuitural products

5. Water

+++

+++

++

+++

++

++-

++

++

++

4+

4t

++++

++

++++

+4++

++

+++

++

Arthur D Little

10/23/96

Legend: +

++
Hbt
++++

IDAL-BEO306- pir

Limited
Moderate
Good
Excellent

If-15



Natural Resources Land

Lebanon has a limited supply of land for industrial use . . . as a result,
land is relatively expensive

Industrial Land Rental Price

25T

$/m2/Year

Israel

L d = —
o A -
4 > & L
o - S
LEY] ]

-

Lebanon
Jordan

Source: Free zone operators
*Note:  Industrial land is not available for rental in Lebanon.

We estimated land rental at 10% of land purchase prices

l-16
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Natural Resources Land

However, industrial land prices are expected to decrease with the
establishment of new industrial parks

¢ Atwo million m? industrial park is being established in Al Qureiah (being
developed as a model for other industrial parks)

e A one million m? of free zone land will be developed over the next 10 years on
several sites around Lebanon

¢ More areas throughout Lebanon have been zoned for industrial use

Al’l‘.l‘lll' n l.ﬂtle 10/27/96 IDAL-B60306-p4 -7



Natural Resources

Agriculture

Arable land for agricultural purposes is limited in Lebanon

Arable Land in 1000 Hectares

5000 1

4000

3000 A1

2000 A

1000 1

Lebanon
Syria
Jordan
Egypt
KSA

Tunisia

Source: FAO Production Year Book - 1992

Arthur D Little
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Natural Resources Water

Lebanon has an edge on its neighbors in terms of renewable water
resources (but water distribution systems are lacking)

Renewable Water Resources per Capita

2,500 T

2.000 - e
1,500

1,000

M3 /Year

500

0 -

Lebanon
Syria
Jordan
Egypt
KSA
Israel
Tunisia

Source: Middle East Economic Digest
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Manpower Management & Marketing Skills

Lebanon can draw on a wealth of management and marketing skills
to support industrial development

Lebanon| Syria | Jordan Israel Egypt | Turkey
AR R T T e

Managerial
Experience +++ + +++ +++ ++ +++ ++
Entrepreneurship +H++ +++ ++ ++++ ++ +++ +++
Innovation ++ + ++ +++ + + +
Selling Skills ++++ ++ ++ ++++ + ++ ++
International +++ + ++ ++4+ ++ +++ +++
Connections
Overall Rating 16 8 11 18 8 12 11
Source: ADL estimate Legend: ++++ High

+++ Above average

++ Moderate

+ Poor
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Manpower Cost

Manpower cost is reasonable .... however, productivity is low

Value added
Labor rates
Country per worker ($
($/hour) ‘000)

Germany 27.3 50.6
Japan 21.4 63.4
USA 17.1 443
Israel 9.1 36.0
- 27.2

Mexico 2.6 12.6

Turkey
Jordan
Syria
Egypt
China

1.7
1.5
1.0 -
0.4

* Based on the Industrial Survey, 1992
> Based on the Industrial Census , 1994
Source: Statistical Abstract of the World ; ADL estimates
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Manpower Higher Education

Lebanon compares favorably in terms of the percentage of its
population enrolled in higher education programs

% of 20-24 Year Old Population Enrolled in
Higher Education

40% 1

L]

30% +

20% T

L

10%

0% - &

Lebanon

Jordan
Egypt
Israel

Turkey

Source: World Competitiveness Report; ADL estimate
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Finance Availability

The availability of equity finance is limited and commercial debt is
somewhat expensive

Stock Market Capitalization Commercial Lending Rate

Lebanon §
Jordan
Egypt
Turkey £
KSA
Israel
Tunisia
Lebanon ;
Jordan
Egqupt
KSA
Israel

Tunisia

* For dollar denominated credit

Source: World Competitiveness Report; World Bank Country Report
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Finance Inflation

Inflation in Lebanon is on the high side in spite of significant strides
in bringing it down (it was around 130% in the early 1990s)

Annual Inflation Rate (1995)

20.0% T

156.0% T

10.0% T

5.0%

0.0% -

c c - < - ]
2 S g n s w
A el o h"4 L c
£ o Lt M ]
5 3 =
Source: IFS
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Infrastructure Quality

Presently the quality of infrastructure in Lebanon is understandably
poor, but planned investments should improve the situation

Lebanon| Syria Jordan Egypt KSA Israel
Electricity ++ ++ ++ ++ +++
Water ++ ++ ++ +++ ++ ++
Roads + ++ ++ ++ ++++ +4+
Telecommunications +4 ++ ++ ++ +++ +++
Ports ++ ++ ++ ++ +++ ++++
Airports + ++ +++ +++ +++ +++
Overall Rating 10 11 13 14 19 19
Legend: ++++ High
Source: ADL estimate +++ Above average
++ Moderate
+ Poor
Arthur D Little tor231s6 R li-25



Infrastructure

Electricity Cost

On a comparative basis, Lebanon’s cost of electricity for industrial
users is broadly in line with competitors in the region

Electricity Cost / KwH

0.3 71

0.2 T

FKWH

0.1 1

0.0 4

Lebanon

Jordan
Turkey

8

Israel

Source: Lebanese Ministry of Industry and Petroleum; World Competitiveness Report

Arthur D Little
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Other Determinants of Competitiveness

Industry Rivalry

Lebanon is relatively well positioned in terms of having an open and

competitive market

Industry Rivalry

1. Ease of new business

16

+++ + ++ ++ ++ ++ ++ ++
formation
2. Market competitive intensity 44+ + ++ ++ i+ +++ -+ +
3. Openness to foreign +H+ + +++ -+ +++ 4+ +++ +++
investment
4. Trade policies (openness to 4+ + ++ ++ 4+ 4+ o ++
imports)
5. Attitude of iabor/trade unions| 44 +++ +++ ++ 4+ ++ ++ e+
Overall Rating 14 7 12 11 13 11 12

Nevertheless, some improvements are recommended to further

improve the present situation

Arthur P Little
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Other Determinants of Competitiveness Support Industries/Institutions

Lebanon’s position with respect to support industries/institutions is
as follows

Support Industries/institutions

Research and devslopment + + + ++ + P ++ +

New product design/ ++ + + ++ + +++ 4 +

development

Parts / industrial machinery +—+ ++ ++ ++ ++ +++ 4 o

productions

Industrial information/consulting + + + ++ -+ i+ ++ —+

services

Export promotion + + + + + 4+ ++ ++

Legal system / arbitration ++ + ++ + + 4+ i ++
Overall Rating 9 7 8 10 9 20 12 10
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Science & Technology

Advanced science and technology is not an area of competitive
strength in the foreseeable future

e |srael has demonstrated the greatest commitment to investing in technology

e Lebanon has a long way to go to become competitive in industries based on
advanced science and technology

Given other more promising industrial development priorities,
industries based on advanced science and technology should take
the back seat in the next 5 to 10 years

Arthur P Little 10/23/96 Ili-29
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Science & Technology Israel

Israel has demonstrated the greatest commitment to investing in
technology

Total Expenditure on R&D (as % of GDP) No. of Patents in Force/100,000 Inhabitants
2.5% T aso T
300 ¢4
2.0% T
250 T
1.5% =+ 200 +
1.0% + 150 +
100 +
0.5%
50 1
0.0% A | 0 }
Turkey Egypt Israel Germany Turkay Israsl Germany

Source: World Compstitiveness Report
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Science & Technology Israel Research Institutes

Seven research institutes are involved in research and development
in Israel

e The Metals Institute

e The Plastics Laboratory

» The Institute for Ceramics and Silicates

e The Rubber Research Association

e The Fiber Institute

¢ The Applied Research Institute of the Ben-Gurion University

¢ The Toxicology Institute

Al'u‘lll' n litue 10/23/96 IDAL-860306- pkr 111-31



Science & Technology Long Term Prospects

To compete in the long term, Lebanon needs to

Develop basic and applied research organizations

Further develop and enforce regulations to protect intellectual property
Attract expatriate Lebanese engineers and scientists

Develop incentive to encourage research and development expenditure

Foster partnerships with international research organizations

Arthar D Little 10126196 OAL-560306.0 lI1-32
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Strategic Objectives

Industrial development should be guided by clear strategic
objectives, for example

Grow industry at 1 to 3% above GDP
Focus future investments on better quality/higher value added production
Improve quality and productivity of existing production facilities

Develop fast response capabilities to changes in the market
Promote exports

nl'l'.hll' D le‘e 10/23/08 1DAL-960306-pkr V-2



Vision for the Future

Industrial development should be preferably guided by a vision of the

future

e A vision would help developing a national consensus around objectives and
priorities

e It will channel efforts and resources towards achieving a national goal. To
succeed, several entities need to work in concert , including

=3

¢ 6 886 0 6

Industrialists/Industrialists Associations
Govermment

Labor

Education and training organizations
Financiers

International aid organizations

Support institutions

nmur D Litue 10/23/98 IDAL-860306-pkr V-3



Vision for the Future Guiding Principles

In searching for a vision for the future, some guiding principles
shouid be considered, for example

o Cooperation among nations through free trade brings increased income and
improved standards of living to all parties concerned

e Exports of manufactured products are essential to increase Lebanon’s national
income and improve its standards of living

e Competition in the Lebanese market between local production and imports is
essential to develop an industry which is able to succeed in export markets

e Lebanon’s traditional strengths should provide a launch pad for developing
industry in the coming years. These strengths include in particular
< Entrepreneurship and marketing savvy
< International connections, in particular with Europe and the Middle East
= Flexible and adaptable production
< Fast leamning labor and management
< Financial markets unencumbered by regulations

n'tl“r D L.'ule 10/23/98 IDAL-860306-pkr V-4



Vision for the Future Possible Alternatives

Lebanon may consider several possible alternatives

e Capitalize on trends to relocate European and other OECD production to low

labor cost countries. This alternative is not the preferred option in the long term

= Relocation is limited to a few sectors (e.g., clothing, footwear, consumer electronics,
assembly of spare parts)

< Lebanon is unlikely to be able to compete favorably with lower labor cost countries in
the region if design and marketing contents are limited

e Support the entry of European and other OECD products into local and regional
markets. This alternative is preferable in the long term

< It provides opportunities for adding value through marketing, customer service, and
tailoring product designs to suit regional needs and tastes

= It capitalizes on Lebanon's competitive strengths in trade, marketing, services, and
potentially product design

A workshop involving the most important parties involved in
industrial development in Lebanon is needed to crystallize this vision

ArthurD Little 10/27/96 V-5

1DAL-BS0306-pir



Growth Objectives

The following targets for industrial growth and employment should be
considered

o Growth of the industrial sector to be 6-8% per annum over the next 10 years
(faster than the GDP which is estimated to grow at around 5% per year)

e Consequently, the contribution from the industrial sector to the GDP will

increase slowly over the years to 18% of GDP in ten years time, and 20% of
GDP in twenty years time

These targets have implications in terms of the levels of investment
required, and the need for labor and other factors of production

z 7
O
- .'.;,-. W j}\}))j‘*@’é
) 0 82 REMEY
L g N DRSS e
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Growth

Implications

The projected growth will have the following implications

Implications of Growth Assumptions

1995 2005 2015

GDP ($ billion) 114 18.6 27.6
Industrial Output ($ billion) 3.9 7.0 114
Industrial Value Added

* (% billion) 1.9 3.4 5.5
* % of GDP 16.5% 18.2% 20.0%
Labor Employed (‘000) 150.0 2457 382.1
* Factories (>10 workers) 67.0 94.8 134.4
* Workshops (<10 workers) 83.0 150.9 247.7

Source:

Arthur D Little

Industrial Census, 1994; ADL estimates
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Growth Investment Requirements

The investment needed to support this growth is in the order of $ 3.5
billion over the next 10 years (or $ 350 miilion per year)

Investment Requirements
($ Billion)

1996-2005 | 2006-2015

Growth related*
* Factories (>10 workers)
* Workshops (<10 workers)

_C)-LN
~hh

Replacement of assets**
* Factories (>10 workers)
» Workshops (<10 workers)

Total
* Factories (>10 workers)
» Workshops (<10 workers)

MW Diow N
DWw LW ooo

~hw oo
Lo o~h

*

Assuming $§ 50,000 per worker in factories and $ 10,000 per worker in workshops

Assuming asset replacement is @ 5% per year
Source: ADL estimates
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Growth Land Requirements

Incremental land required will be 6.2 million m2 for the next 10 years
costing about $ 155 million

Incremental Land Requirements for Factories

(million m2)
1896-2005 | 2006-2015
Growth related* 5.2 7.4
* Factories (>10 workers) 2.8 4.0
» Workshops (<10 workers) 24 3.4
Relocation** 1.0 1.0
* Factories (>10 workers) 0.7 0.7
» Workshops (<10 workers) 0.3 0.3
Total 6.2 8.4
* Factories (>10 workers) 3.5 4.7
» Workshops (<10 workers) 2.7 3.7
Cost of land development ($ million)*** 155 210

*

Assuming 100 n? per worker for factories and 33 m? per
worker for workshops

Assumed @ 1% per year

Assuming § 25/m? for land development

Source: ADL Estimates

*h

kst
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Growth Labor Requirements

Additional labor required will be as follows

Additional Labor Requirements

COOO)
1996-2005 2006-2015

To Support Growth 95.7 136.4
Attrition* 45.0 45.0
Total 140.7 181.4
Including
- Admin & Sales 6.2 7.8
- Technical 8.1 10.1
- Skilled labor 47.2 60.8
- Unskilled labor 792 102.7
Total 140.7 181.4
* Assumed @ 3% of 1995 labor

Source: ADL Estimates

Arthur P Little
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Exports

Lebanese industry should target increasing its exports over time

e From 12% of production in 1994 (i.e., $ 450 million)
o Tosay 20% of production in 2005 (i.e., $ 1,400 million)
e To 25% of production in 2015 (i.e., $ 2,850 million)

Arthir > Little 1012396 V-1
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Quality and Productivity

To compete in local and export markets, the Lebanese industrial
sector must improve its quality and productivity. This is achieved
through

Investment in production equipment and technology
Promoting a quality culture

Establishing quality standards and certification processes
Streamlining production processes

Investment in training

Establishing industry networks (or clusters) to share common costs (e.g.,
design; testing; export promotion)

Establishing an industrial information center

ﬂrtl“r D I-iule 10/23/96 IDAL-D60306-pkr W-12



Fast Response

The establishment of a fast response capability is needed to adapt
quickly to changing market requirements - one of the potential areas
of strength for Lebanese industry. This is achieved through

o Development of effective product design processes which react rapidly to
market feedback

e Investmentin computer aided design/manufacturing (CAD/CAM)

e Investmentin flexible production facilities (computer integrated manufacturing)

Arthur D Little 1o/25/58 V13
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Fast Response Integration

To establish fast response capabilities, product design,
manufacturing, and marketing should be closely integrated

Manufacturing Value Chain

R AR R R R R R

Extract/

produce raw \@ Supply

Manufacture Y
materials

Distribute

Integrated for
fast response

_—
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Preferred Sectors

In searching for preferred industrial sectors for future investment

e We considered sectors and functions compatible with Lebanon's competitive
strengths

o We considered industrial sectors where Lebanon has traditionally demonstrated
its strengths

o We identified products within those sectors which best suit Lebanon’s
competitive strengths - as well as products which do not fit such strengths

Al'thll' D Liﬂle 10/27/96 IDAL-$60306-pkr V-2



Guide for Promoting Investments

The selection of preferred sectors is intended to serve as a guide for
promoting future investments rather than as a basis of selective
government support to certain industrial sectors

e Some countries (e.g., Korea; Japan) have targeted a small number of industrial
sectors to receive selective government support in the form of tax credits,
subsidies and tariff protection

e This strategy has succeeded in some countries, especially those where
government bureaucracy is both efficient and disciplined

¢ In most cases, however, such a policy has not been successful. As a result, it is
being generally abandoned today.

In Lebanon, the ultimate selection of sectors to receive future

investments should be left to the free market without any distortions
introduced by government industrial policy

ArthurD Little 10/26/96 IDAL560306 i V-3



Free Market Selection

Through the free market, preferred industries in Lebanon have been
able to demonstrate a comparative advantage - e.g., through exports

Exports of Manufactured Products
100% = $ 814 million

Food products
17.5%

Machines, Insttuments ~ 12.3%
& Transport Equipments,

1
Metal Product 3.2 % Other

Marble & Ceramics 3.go B8

Chemicals & 7.5%
Plastics

Manufactured
Products

R
Paper 26%

Future investments should take these industries upmarket for
example through better quality and/or higher value added

Arthur D Little 1o/27156 V-4
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Rationale

Preferred sectors share common characteristics

¢ Ability to benefit from flexible production processes
¢ Catering to dynamic market tastes and preferences

e Moderate level of technology and energy employed
e Low polluting production

Artlur D Little vs
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Rationale Flexible Production

Flexible production increases the ability of industry to respond to
changing market opportunities

e Lebanon’s proximity to markets in the Middle East and its entrepreneurial spirit
places it in an ideal position to capitalize on changing market requirements

e Lebanon should therefore promote future investments in sectors which lends
themselves to flexible production

AI‘I‘.I\II' D L-ﬂtle 10/27/98 DAL -960306-pkr V-6



Rationale Taste and Fashion

Taste and fashion related products should be particular interest to
Lebanon

» Open to East and West, Lebanon has developed an appreciation for good taste
and fashion

e Regional markets are becoming more dynamic and open to new products which
encompass taste and fashion

o Effective marketing skills will be key in developing promising market niches
based on taste and fashion

e Examples of sectors which fall in this area include
= Food products
» Clothing and leather products
< Jewelry and silver
< Household goods
= Furniture and furnishings
= Ceramics, sanitary ware and building accessories

nl'l'.hll' n Liﬂle 10/26/56 1DAL-B60306-pkr V-7



Rationale Energy

Target sectors for industrial development should not be energy
intensive

e Energy is imported and more expensive relative to neighboring oil producing
countries

e Infrastructure development and upgrading is a gradual process

e Energy resources must be harnessed and allocated to support all forms of
economic and industrial development

Arthir D Little 10/26/9 DAL-960308 1 V-8



Rationale Environment Friendly

Environment friendly industrial development makes more economic
sense in the long run

e Lebanon is a small touristic country

¢ Polluting industries will cause more harm than benefits when viewed from a
macroeconomic perspective

e As such Lebanon should
< Emphasize industries that do not contaminate and pollute scarce natural resources
» Reduce the associated costs of environmental protection (e.g., solid waste disposal;
water treatment; air emissions treatment)
< Conform to international environmental laws

nl"u'l.ll' n L-ﬂe 10/26/56 IDAL-960306-pks V-9



Emphasize Skill Intensive Functions

Furthermore, Lebanon should promote skill intensive rather than
labor intensive investments; for example

¢ In textile production

= Avoid labor intensive functions: e.g., weaving; garment mass production
= Promote skill intensive functions: e.g., design; production of fashion items:
marketing/distribution

¢ Inelectrical and electronics
< Avoid labor intensive functions: e.g., assembly

2> Promote skill intensive functions: design; production of small volume/high value
products; software production; marketing/distribution; after-sale services

n'tl‘lll' D Li“le 10/26/%6 (DAL-B60306- pkr V-10



Value Added in Design/Marketing

Accordingly, Lebanon should concentrate on industries where

significant value is realized in product design, marketing, distribution
and post-sale service

Manufacturing Value Chain

produce raw
materials

Manufacture

Arthur D Lixtle 10126196 V-11
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Food and Beverages

Preferred investments in food and beverages may be characterized

as follows
Key products/ Convenience/health processed foods
services Lebanese foods

Middle East
Lebanese communities abroad

Technology
requirements

Moderate

Purpose produced in Lebanon or imported (e.g., from Syria)

D pendenc on
labor/energy

Moderate

Select products which do not benefit extensively from economiss of scale

Yes for some products; need know-how and technical assistance for others

Potential for
innovation/product
developmen

Arthur D Little

Growing with increased trends in the Middle East towards processed food
products for convenience and health purposes
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Textile and Leather

Preferred investments in textile and leather may be characterized as

follows
Key products/ E;ir;]?:: products in Lebanon to suit preferences of Middie East market
services

Target markets

Technology

Arthur D Little

Fashion accessories

Middle East
Europe (including Eastern Europe)

Modest (possibly for design)

Imported; some local production of leather products

Avoid labor intensive productions

Avoid products which benefit extensively from economies of scale

Yes ... but need to go upmarket and have to develop design capabilities

Extensive in fashion business

10/26/96 IDAL- B60306-pkr
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Metals

Preferred investments in metals may be characterized as follows

Key products/
services

Silverware; jewelry
Selected fabricated metals
Selected machinery

Target markets

Worldwide (for jeweliry and silverware)
Middle East (plus some African countries)
Europe

Technology
requlrements

Modest

Raw materials

” Dependence on
Iaborlenergy

Imported

Generally moderate

Economies of scale

Select products which do not require economies of scale

Established
capabllltles

Yes

Potentlal for ”
innovation/product
development

Artl'ur D I.ll.'l'le

Extensive, especially in jewelry and silverwars
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Wood and Paper

Preferred investments in wood and paper may be characterized as

follows
Key products/ Quality furniture
services Quality printing/packaging

Target markets

Technology

Raw materials

Economies of scale

" Established
capabllltles

Arthur D Little

Middle East
Possibly Europe and selected African market

Modest (except for some printing processes)

requlrements

Imported

| Dependence on
Iaborlenergy

Moderate

Select products which do not benefit significantly from economies of scale

Yes . .. although design skills need to be developed

| Potential for |
innovation/product

Extensive

development

10/26/96 (DAL ol
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Chemicals, Plastics and Ceramics

Preferred investments in chemicals, plastics and ceramics may be

characterized as follows

Key products/
services

s & & 2 ° @

Chemical products which require production near markets/technical support
Pharmaceuticals (generic or under license)

Personal care products/perfumes

Quality plastic household products/packaging

Selected building materials

Ceramics (fashion related)

Target markets

Middle East
Europe and Africa for selected products

Technolog
requirements

Varies; need technology partner for some products

Raw materials .

Generally imported (except for building materials)

Dependence on

Select products which require skilled rather than labor

Select products which do not benafit significantly from economies of scale

Yes in some areas . . . need to acquire know-how in others

otential
innovation/product | »

Significant in many areas

10/26/96 IDAL-960306-ply
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Electrical and Electronics

Preferred investments in electrical and electronics may be
characterized as follows

Key products/
services

* May support international producers in selected functions (e.g., design; testing;

software development; marketing & distribution: after-sales services)

* Production of low volume/high value added products

Middle East (possibly elsewhere (depending on technology partner)

" Established
capabilities

Generally need technology partner

imported

Select sKill intensive rather than labor/energy intensive products

Select products which do not benefit significantly from economies of scale

* Limited

innovation/product

development

Arthur D Little

* Yeas

10/26/96 1DAL-860306-pks

V-17



Food and Beverages

Food and beverages should focus on processed and branded food
products as well as on traditional Lebanese foods for export
throughout the world

Food & Beverages

Towards

A o G L e AN Pt b e

Away from

Mass produced food products Soft drinks

Processed meat, cereals , fruits, and
vegetables

Confectioneries

Dairy products

Wine

Arak

Beer

Spices

nﬂ'.h.lr D Litt'e 10/26/56 DAL -D60306-pkt V-18



Clothing and Leather

Lebanon should concentrate on high value added fashion and
branded clothing and leather products

Textile & Leather

Away from

Spinning/weaving
Tanning

Mass produced

* Clothing

» Footwear

* Knitwear
* Linen

Mass produced carpets

Toward

Branded and possibly desi
* Clothing

* Footwear

* Knitwear

* Linen

y Fashion accessories, e.g.,
+ Belts

* Ties

* Scarves

* Handbags & wallets

* Gloves

Decorative carpets

gner products, e.

S

AR

g.

Arthur D Little
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Metals

Lebanon should concentrate on high value added metal products

Metals

Away from Towards

Foundries ; smelters Jewelry |
Capital intensive metal industries Costume jewelry

Silverware
Secondary metal works (construction related)

Mass produced: lighting & metal furniture
Machine tools and heavy machinery

Transportation F?shion/decorative: lighting & metal furniture
» Automotive Dies

* Aerospace Selected machinery

+ Shipbuilding

Selected spare parts

Arthll' D Li'me 10/26/96 IDAL-860306-plt V-20



Wood

Lebanon should concentrate on quality wood and paper products
which have export potential

Wood & Paper

Towards

Away from

R B A B R A R s P

Semi-finished wood products Quality furniture (for local and export
Mass produced markets)
* Wooden furniture (except for local Quality packaging materials

market)

Quality printing/publishing
Consumer paper products
Musical instruments

* Board and paper processing
* Mass printing
» Office supplies

nl'thll' D I-itl'.le 10/26/96 IDAL-B60206-pks V-21



Chemicals, Plastics and Ceramics

Lebanon should concentrate on end user related chemicals, building
materials and personal care products

Chemicals, Plastics, & Ceramics

Away from Towards

SN O SRR AN

R

Basic and intermediate chemicals Fabricated building materials
Rubber products Pharmaceutical (generic or under license)
Specialty chemicals and engineering Soaps; detergents; toiletries

plastics
Mass produced glass products
Mass produced plastic products

Perfumes
Personal care products

Ceramics and clay products {fashion
related)

Toys and sporting goods
High quality glass products
Selected building materials

Arthur D Little 10/26/96 IoAL-060308 i V-22



Electrical and Electronics

Lebanon should consider investing in selected products in the
electrical and electronic sector

Electrical and Electronic Equipment

Away from

AR

Mass produced electrical components Development and production of low volume/
Assembly of electronics high value added products
Assembly of mass produced electrical
products
nl'l'.hll' D I:itue 10/26/96 IDAL-B60306-pkr V-23
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Strategic Thrusts

To help achieve industrial development objectives, two main strategic
thrusts are needed

e Enhancing industrial development facilitators, for example

o

¢ & & &

Investment promotion

Development of manpower

Development of well serviced industrial estates and free zones

Supportive regulations

Providing support services such as timely and accurate statistics and information,
export promotion, etc.

e Overcoming industrial development barriers, for example

&
&

Government bureaucracy
Inadequate regulations

Al'u\lr D I.itl'.le 10/26/%6 IDAL-B60305-pkr Vi-2



Seven Task Forces

To achieve these thrusts, we propose establishing seven task forces,
each having the following objectives

Promoting new investments in industry
Developing requisite manpower

Modernizing of regulations and streamlining government processes of
particular interest to industry

Developing industrial land and infrastructure
< Free zones and industrial parks
< Industry clusters

Providing requisite support in particular in the following areas
< Technical and management advice
< Industry networks
< Standards
< Qutsourcing exchange

Promoting and financing exports

Rehabilitating existing industrial facilities

Arthur D Little 1027/96 R VI3



Investment Additional Funding Required

To achieve the industrial development objectives set forth, around
$ 3.5 billion will be needed over the coming 10 years (or $ 350 million
per year)
Additional Funding Required
($ Million)

Funding Requirements | Over 10 Years | Average/Year |/

Long term debt (25%) 875 88
Short term debt (15%) 525 52
Total 3,500 350

Debt to equity 2:3

Sourca: ADL estimate

Arthur P Little 10/26/96 V-4
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Investment Present Structure

Today, bank credit finances 11% of working capital and 19% of capital
investments

Sources of Working Capital Sources of Capital Investment

' Supplier
. i Fami
Bank loans  Supplier ‘ credit y Business

11% credit Bankloans 4% o%

profit

Business 11% 19% 39%
profits b, investors
43% 4% : i
Selling land
1% ,
_ , Selling land
Family Savings 5% Personal investor
2% 28% savings 3%

25%

Source: World Bank (Private Sector Development Department)

We understand, however, that large organizations receive the bulk of
this credit

nl'tlur D I.itl'.le 10/268/96 IDAL-860306-pkr vi-5



Investment Equity

In the future, however, as financial markets develop, a 2:3 debt to
equity ratio should be targeted. Equity investments (around $ 2
billion over 10 years) may come from various sources

e Lebanese investors
e Capital market (applicable only for large investments)
e Venture capitalists and investment companies

e Direct foreign investment
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investment Equity from Lebanese Investors

To facilitate the sharing of risk through broadly held ownership, the
establishment of industrial corporations should be encouraged

e Today, most industrial companies are family owned and ownership is typically
held by a very small number of investors making it difficult to raise capital

e The establishment of corporations should be encouraged to mitigate this
problem

e To facilitate the process, some changes in the Commercial Law are
recommended, for example
< Protection of the rights of minority shareholders
< Better standards for information disclosure, accounting and auditing
< Lifting restrictions on minimum capital requirements
< Lifting restrictions on the composition of the Board of Directors
» Permitting the issuance of warrants and other financing instruments

e Also, the process of company registration should be simplified and
computerized
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Investment Equity through the Capital Market

The capital market is emerging in Lebanon and promises to become
an interesting source of equity finance, especially for large
investments

e Lebanon is well positioned to become a strong capital market in the region

e However, a number of regulatory improvements are recommended to promote
the development of this market. In particular, the following must be improved
= Disclosure standards
< Quality of intermediation
< Effectiveness of market supervision, regulation and licensing of intermediaries
< More modern regulations to allow the issuance of new investment vehicles
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Investment Equity from Venture Capitalists & Investment Companies

Lebanon should promote the establishment of publicly held venture
capital and investment companies to provide equity financing to
industry

e These companies may raise funds through the capital market

e Venture capitalists take equity positions in existing or new projects developed by
others. They typically finance risky but promising ventures.

¢ investment companies may develop their own projects or invest in projects
developed by others

Such companies have been successful in many parts of the world
including the Middle East

Arthur D Little to/ze/ss RO— Vi-g



Investment Equity from Foreign Direct Investment

Foreign direct investment is not only an important source of finance
but a much needed source of technology, know how, brand equity
and marketing support

e Today, foreign direct investment in industry is virtually non-existent

¢ With the globilization of production, international companies are seeking the
lowest cost or most productive locations for adding value in the manufacturing
and distribution process

e Lebanon is geographically and culturally well positioned to benefit from this
trend

Lebanese investors should seek to establish joint ventures with
international companies active in foreign direct investments
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Investment Equity from Foreign Direct Investment

As discussed elsewhere in this report, to compete for these
investments, Lebanon must achieve the following

e Establish political and economic stability

e Develop a productive tabor force

o Establish industrial estates and free zones served by first class infrastructure

e Establish a modern regulatory environment which supports foreign investments

e Reduce government bureaucracy related to industrial investment and customs
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Investment Equity from Foreign Direct Investment

The sectors where foreign investment is most active are as follows

Foreign Investments by Multinational Companies
($ Billion)

400 -|'
300 <+
200 T

100 t

e i
L] L{

Electronics Motor Petroloum Chemicals Food Trading
Vehicles & & Mining
Pars

Source: UNCTAD
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Investment Equity from Foreign Direct Investment

The largest investors in areas of interest for Lebanon include
e Food: Nestlé; Uniliver; Philip Morris; Grand Metropolitan; Pepsico; Sara Lee

o Chemical/Pharmaceutical: Ciba-Geigy; Hoechst; Dow Chemicals; BASF;
Dupont; Procter&Gamble; Bayer; Glaxo; Solvay

e Electrical/Electronics: General Electric; Hitachi; Sony; Mitsubishi; Matsushita
Electric; ABB; Philips; Alcatel; Xerox; Toshiba; Sharp; Fujitsu; AT&T; Motorola
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Investment Equity from Foreign Direct Investment

The most important regulations which need to be established or
modernized to promote foreign investment include the following

e Free zone regulations providing tariff, tax and regulatory exemptions to foreign
(and local) investors who invest in specially designated free zones

e Modernization of regulations to remove certain restrictions on foreign

investment, for example
< Lebanese majority to be on Board of Directors of a corporation
< Limits on how much property can be owned by foreign companies (long term leases
may be introduced, at least in free zones or industrial estates, to overcome this
restriction)

Moreover, government bureaucracy involved in processing
registration, licensing and work permit formalities should be
minimized through “one-stop-shop” arrangements
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Investment Long Term Debt

Long term debt (around $ 875 million over 10 years) may come from
the following sources

Long term soft [oans from international banks (e.g. IFC; EIB)

Lebanese commercial banks - incentives are being provided to encourage
commercial banks to extend medium and long term credits

|slamic banks (e.g., leasing and export credit)

Specialized Lebanese banks (e.g., National Bank for Industrial and Tourism
Development which needs to be revitalized)

Pension funds and mutual funds

Capital market for large investments
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Investment Long Term Debt from International Banks

Lebanon should work to secure soft loans from international banks
(e.g., EIB; IFC) to support industry

e Some financing arrangements have already been made and are being
distributed through Lebanese commercial banks

¢ We understand, however, that additional funds may be made available,
especially from the EIB

e The Lebanese government should actively work to facilitate securing such
facilities

e Because of the process involved, these sources of finance are likely to be
suitable for medium to large investments
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Investment Long Term Debt by Lebanese Banks

Incentives are being provided by the Central Bank to encourage
commercial banks to extend medium to long term credit

e The Central bank has relaxed certain reserve requirements for banks extending
medium to long term credit

e In effect, these incentives reduce the cost of long term debt
e They are expected to make some long term funds available

¢ However, the demands on these funds are huge especially to finance housing
purchases by consumers

¢ Moreover, regulations and judicial procedures are needed to protect creditors,
for example

< Extra-judicial foreclosures on mortgages to speed up foreclosures
» Regulations for liens on receivables
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Investment Long Term Finance by Islamic Banks

Islamic bank financing is available especially for leasing and export
credits

e New regulations are needed to regulate the process of leasing

e Also, special registry is required to record leasing transactions
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Investment Long Term Debt from Specialized Banks

The National Bank for Industrial and Tourism Development must be
revitalized

¢ This specialized bank is governed jointly by the government and the private
sector

e Private banks have been reluctant to extend funds to support this bank
e As a result, the bank is strapped for liquidity
e Calls have been made to privatize the bank

¢ The bank need to be revitalized
< Credit evaluation and follow-up skills need to be strengthened
< Incentives may be needed to encourage private capital to flow into this bank
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Investment Long Term Debt from Pension & Mutual Funds

The government needs to promote the establishment of a private
pension fund system which could supply long term finance to
industry and other sectors of the economy

e Today a public pension scheme exists but is limited in terms of effectiveness
and coverage

e Several recommendations have been made by the World Bank to improve the
system, in particular
= Separate management of medical and pension schemes

= Pension funds should be managed by specialized private institutions regulated by the
govemment

= Individual accounts should be established to track individual contributions and benefits
< Guidelines should be established regarding the kind of assets in which pension funds
could invest

Also regulations are needed to promote the establishment of mutual
funds which could provide a vehicle for long term savings and credit
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Investment Long Term Debt Instruments

The development of long term debt instruments which may be
considered for the Lebanese capital

e This proposition may not yield near term results given the embryonic state of the
Lebanese capital market

e Over time, however, some long term debt instruments may be developed
e Regulations are needed along the lines of those indicated for the equity market

e Such instruments, however, are more likely to be suitable for large investments
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Investment Short Term Debt

There should be no shortage of short term debt

Additional short term debt requirements to finance industrial developments
($ 525 million over 10 years) represent roughly 3% of total deposits available
today in the Lebanese banking system

Bank deposits abroad (about $ 3.7 billion) provide a potential source for funding
short term debt required by industry

Industry already receives 13% of the credit extended by Lebanese banks, which
is broadly in line with the share of industry in the national economy

However, only a small number of large companies benefit from this source
credit

Lending to small and medium sized companies is considered risky

To mitigate this problem, a number of improvements are recommended
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Investment Bank Deposits Abroad

A significant portion of foreign currency deposits are placed with
banks abroad

Consolidated Balance Sheet of Lebanese Commercial Banks
July 1996

100% = $ 20.6 Billion

Other | 13%. |  Other || 17%
LL deposit
abroad
Foreign
currency
deposits Foreign g
currency §

credit [

Liabllities Assets
Source: Central Bank

This may provide a source of finance for the Lebanese economy
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Investment

Industry Share of Commercial Credit

Industry receives roughly its fair share of banking credit (13% in July
1996 which represents roughly $ 950 million)

Distribution of Banking Credit by Sector
July 1996
100% = $ 7.3 Billion

2% 5% Other
Agriculture

11%
Individuals

13%
Industry

48%
Trade &
services

21%
Construction

Source: Central Bank
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Investment Short Term Debt Concentration

However, bank Iending is concentrated in small number of borrowers

Distribution of Bank Borrowing
(March 1994)

Percentage of Percentage of Total
Borrowing Lending Value

100% = 21 thousand 100% = $ 5.0 billion
s ) YR e

67%

40%

7%

Source: World Bank
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Investment Short Term Debt Considered Risky

Lending to small and medium sized companies is considered risky by
Lebanese banks because of the following

e Cumbersome (and hence costly) legal process for debt collection and mortgage
foreclosure (discussed earlier)

¢ |nadequate standards for information disclosure, accounting and auditing

e The Central Bank has a Credit Information Center which provides confidential
information on total exposure of customers in the banking system. However this

system is not sufficient
= Information is limited to customers who have already borrowed from the system
< Financial statements are generally unreliable
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Investment Short Term Debt Improvements

To improve this situation, various recommendations have been made
by the World Bank and others

e Simplify and strengthen the debt collection and mortgage foreclosure process
e Improve the standards of information disclosure, accounting and auditing

e Strengthen the credit evaluation and follow-up skills of Lebanese banks

nl'thll' D L-ﬂue 10/26/56 IDAL-BE0I0-phr V1-27



Investment Task Force Priorities

Investment Task Force (INTAF) should have the following priorities

Promote Lebanon as a good place to invest - this effort is already underway at
IDAL

Work with the Central Bank/Ministry of Justice task force on the development of
capital markets. Of particular interest to industry are laws and judicial
procedures related to

o Leasing (of industrial equipment)

< Mortgages

< Foreign direct investment

= Debt collection

Negotiate additional lines of credit with
< The European Investment Bank (EIB)
< The International Finance Corporation (IFC)
< Other aid organizations

Promote the establishment of venture capital organizations and industrial
investment companies

Explore opportunities for obtaining long term credit from the social security
organization and/or through private and public pension funds
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