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The primary purpose of this paper is to outlire a set of
financial peliey measures which can act as a guide to the
national authorities{?) in their efforts to mobilize financial
resources to bring into account the measures which they have
already implemented in this regard. The focus of the analysis
is mainly on the short-run neriod, 1.e. the corming few years.
thile the emphasis of the paper is on mobllizing resources, the
limits of this process as well as some of the constraints which
will have to be nlaced on povermment-expenditure are also briefly
touched upon. A full analysis of these latter i1ssues is left
for another paper.

Refore we discuss resource mobilization and policy issues
related to it a few prelisinary observations may he in orde:,
It should be stressed at the ocutset that policy coordination 1s
a pre-reaquisite for any rational anproach to develornmental issues.
hile we shall not diacuss here the various elemeats which must
be considered in this repard. the following analysis is predicated
on three assumptions:

Acted as Chalrman of group.

(l)This paper is part of the studies being conducted by the CDR
to identify major economic and soclal issues pertalning to
Lebanon's development and reconstruction. The backeround for
these studies are the 20 agenda papers which were prepared by
a number of speciallsts at the invitation of the CDR. The
preosent paper is based on 8. “fakdisi’s agenda paper 'Policy
Issues Facing the Lehanese Tconomy’ (April 1978).
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Tirstly, the national authorities will he guided in their
decisions by a ceordinated policy framework. Thus when
discussing the mohilization of financial resources, we take

into account the interrelationship between monetary, fiscal

and exchange rate policies as well as the interrelatiouships
between internal and external borrowing: Secondly, the Jominant
feature of the Lehanese economic system will continue to be its
market orientation though the Government sector will no doubt
assume more important economic and developmental responsibilities
than before: And thirdly, it follows, that financial palicy
measures, in contrast with direct participation of the Government,
would constitute the primary route along which the Government will
a2ttermmt to attain its envisaged naticnal goals.

The paner 1s divided into five marts: the first outlines

he measures whiech have alreadv heen taken c¢r are planned by the
authorities in thzir attempt to mobilize resources® the second and
main part deals with the 2zeneral issue of financial resource
mobilization and related policy matters- the third briefly
considers some of the constraints on public evpenditure; the
fourth lists thle main conclusions an? the fifth supgests areas
where further analytic work needs to he carried out.

1. Measures adepted by the national authcrities

Uith the cessation of the 1975-76 war, the national authorities’
attention was focused on mobilizing resources for three related
ohiectives: relief work, reconstruction of the damaged physical
assets and development proiects. Tt had heen planned to secure
foreign aid and loans, in narticular *rab financial assistance, to
help initiate the process of reconstruction of development. For
this purpose, preliminary estimates were prepared concernine the
magnitude of financial resources which would be required to finance
a number of reconstruction and develovment projects.(l) For a
number of these rrojects feasibility studies were comnleted and
the authorities entered nesotiations to secure the ruquired financing,
e.¢. reorganization of the Delrut port, reconstruction of the damaged
read network, the reconstruction of the center of Beirut, etc... The
process of resource mobilization, the initiation of reconstruction
work and the implementation of certain requisite policy measures have
been dzlayed as a resvlt of the delay in the hoped for political
stability. Nontheless, concrate steps pertaining to external and

(1)

The distinction between reconstruction and development hay in
a number of instances proved to be tenuous, That 1s, the
rebuiidinr of dawaged assets was (and is) only part of certain
envisage! projects.



internal resource mobilization have been talen.

At the domestic level, the authorities have already tapped
part of the available bank funds by issuing short and medium-term
treasury bills which were taken up hy the commercial banks. As
of Aucust 19, 1978, the cutstanding amount of ghort term bills
(with maturities of one year or less) stood at LL 410 million.
The putstandine amount of medium-term bills (with maturities cof
2-3 years) stood at LL 171 million. (1) Tha proceeds from these
hills have been used to finance current budpgetary onerations.
Also the CD? is presently considering the issuing of medium-ternm
bonds (7 years) to be held by the commercial banks. The exact
amount and the terms of issue have not vet teen determined.

At the external level, official efforis to secure long-term
foreipn financing has proceeded in three directions:the first is
recourse to international and foreign organizations. Thus the
IBED has extended loans (inclusive of amounts agreed upon prior
to 1975-76) totalling $50 million. The purpose of the loans is
to finance the rebuilding of the Beirut port, the repair of the
telex communication system and the restoration of the water supply
system. The Kraditanstal Fur "lederauibau granted a loan of
$0.8 million to finance the restoration of the water supply. The
second is recourse to Arab regional organizations: the Arat Fund
for Fconomic and Soclal Tevelooment extended loans totalline %37
million to finance the Beirut port and electricity projects. Loans
totalling %17.4 million were aiso extended by the Abu Dhabki Fund
for Arab Fconomic Development for the same projects mentioned above.
The third coursa of action has been to the International capital
markets. In early “arch 1973, the national authorities asreed
with a consortium of foreiem banks to a seven-year loan of $150
million to be used for financing reconstruction proiects in the
public sector. Thus the total of the recently contracted foreign
loans amounted, as of August 19, 1¢78, to about %267 million (over
1L 809 million at the current rate of exchange). The total amount
of foreign loans outstanding stood at 3294 million (LL 583 million
at the current rate of exchange).(z) The national authorities are
either negotiating or plan to negotiate longer-term loans te finance
primarily infra-structure projects, which are estimated to cost cver
$2 billion,

(1)

These anounts exclude bills due pricr to or as of mid-August, 197F
that could rot ha vesired ov ransved when they fell due because of
the prevalline interna) polliiesl zituation. IE renewed, the toral
ourstanding smourt of bills wiil stend, as of August 15, 1878, at
over LT 1 billicn (about 2334 million at ihe current rate of
exchnange ) .

(2)See Lebanon, Information Mewcrandum, NS £157 milliion, Medium Term
Lean to GNP (March 1279).




Vith the above nicture as a background, we proceed to discuss
issues of resource mobilization facing Lebanon today. As the
general principles involved are set out, reference will be made
to the relevant steps already implemented, or are planned, by the
national authorities,

TI. Pesource Mobhilization: The Issues Involwved

Financing for reconstruction and development initiatives
undertaken by the Govermment must he drawn from some combination
of the following sources:

(4) Funds mobilized by issuance of debt instruments to
Lebanese financial institutions and other domestic
purchases.

(B) Tax revenues and other fiscal receipts of the Government
over and above its curreat operating hudget requirements,

(C) Funds borrowed externally from various international
sourcas --— or made availzble to the Government as
foreingn assistance grants.

Yz shall take up each of these sectors in three separate sections
respectively. A fourth section {alongs with Appendix IV) bricfly
considers the role which exchanre rate management may nlay in this
context of resource mebilization.

A, Financial intormediariecs

The potential role of Tebeancese finanecial intermediaries in
mobilizing resources for develonment is an important one. Two
related indicators of the importance of financial intermadiariss
are (1) the ratio of total dAeposits to GNP and (2) the ratio of
financial savinge(l) to GYP, For end 1073 and 1774 (i.e. the period
immediately prior to the Lebanese war of the two subsequent years),
the ratio of deposits to GNP averaged 96 percant. 'ith substantinl
growth in deposits up to 1978 rccompanied by the decline in GNP,
fhis ratio must have increased greatly, Similarly, tho ratic of
firancial savings to 7NP averaged 19 percent, Apain, the ratio
for subsequent yoars rose substantizlly: frem end 1974 te end 1877,
total depesite Increased by LL 3429 million to LI 11679 million
whereas "7 dropped. Thess ratios are among the highest in the worid.
They comstitute a major indicator of the importance which financial
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intermediaries (and in the Lebanese context commercisl banks in
patticular) assume in the national economy. However, the structure
ol the Letanese financial system continues to lag behind especially
as concerns the development of the capital market,

In fecusing on financial intermediaries two sets of policies
would seem to confromt the national autheorities: the first relates
to mobilizing part of presently available resourcaes to help cover
public sector expenditure on reconstruction and development; ths=
second is concerned with the development of the Lebanose capital
narket to help, among other things, raise the level of national savings
(and not simply mobilize it) as well as increase its financialization.
In what follows we shall concentrate on the first of these issues
which themselves hzve implicaticns to the development of the capital
market., As suggested in the concluding section, the pclicy issues
veloted to the development of the capital market is left for another
vapar,

Three relnted issues may be raised here: (1) to what extent ia
it feasible to channsl resources to the public sector via the C.D.P.?
(2) vhat are the respective roles of the commercinl kanks and other
financial intermedinries? and (3) what debt instruments should be used
in the process of mobilizing resources?

The commercial banking system is the primary custodian of
available funds., The resources at the disposal of development and
other longer—term credit institutione remain limited. The hankinm
svstem 1s 2t present (2ud has generally been) hipghly liquid as
indicated by (1) the relatively ilarge 2mount of foreirn assets which
the commercinl banks hold in Eurodellar and othor short-term instruments,
and (2) the level of cash rosorves beine maintained. (1) At the end
of 1977, cash reserves and foreign assets comprised 66 percent of
total deposits, compared with similar ratics in the pre-1275/76 years
and somewhat higher ratios in those two yearzs. As of end 1977, cash
reserves alon@ amcunted to about 1€ percent of total deposits compared
with 9 percent i? }973, 2% percent in 1974, 2 percent in 1975 and 12
parcent in 1976, 2) 1t 1s known that the high state of liquidity
of the system has continued to exist in the first of 1978 though
more recent data are not yet available,

(1)

It should be bhorne in mind of course that the liquidity of the
benkine nystem is =21lso affected by the policy of rediscounting
or lernding which the centrzl bank chooses to follow.
@, . o . .
Pequired reserves first instituted in 1559 had been reduced to
zero in 197¢. And uatil 1673 ths bankine system had generally
maintained oxcess wecovves.



Thz above picture suggested to the authorities the possibility
for diverting part of the banking resources toward the public
s:ctor. TPoecourses to bank borrowing should, bowever, ke sulject
to at least four considerations: (1) the short-ferm nature of the
available funds, (2) the nresent and future demand of the private
sector for funds, (3) futures changes in the liquidity position of
the syster and (4) the reguirements of monetary policy as port of
the Govermment's overall ecenomic policy. In other words, when
contemplating making use of availakle fundse the constraints listed
above should be accounted for by placing what may be considered as
approptiate limits on the amounts to be borrowed and by desipgning
the proper debt instrument for that purpose. Let us, as a matter
of illustration, assume thnt the picture whick prevalled at the end
of 1977 continues to prevail at present. Ta%ing into account the
steps ahead implemented by the authorities, they may then envisage
tine following course of action: (1) The Central Benk would raise
reserve requirepents againest zlil deposits to 19 percent, This would
imply required rescrves of LL 1161 million and excess reserves of
LL 1898-1161 = TL 737 million. (2) The Central Benk would also
stipulate that cne half of the required reserves may be held (or
perhaps may be requirad to be held) in short-term treasury bills
(say a2 moxwirum of LL 600 million) which would carry a rate of return
that is competitive with the rate of return on other short-term
invegtments. As already mentioned in section I, the Government hns
already resorted to the issunnce of short~term bdills., TIf, at the
time the reserve requirements are introduced, the outstanding amount
of rhese tills is lcus than the stinulated total under the raserve
requirements, thrn thie would parmit the Governmant to increase its
indehtedness for budgotary purneses, And if the outstanding amount
exceeds the stipulatad totpl under the reserve requiremsnts, then
the Government is assured that = substantial part of its short-term
indohtedness need not be repaid dn the foresennble future: in effect
it would he transformed inte a medium-term loan. This does assume,
of ceurse, that developing economic institutions would continue to
permit the maintenance of treasury bills as part of the existing
rosaerve requirements. (3) In deciding on its planned issue of
7-ycar bonds, the CDR may stipulate a ceiling of not far more than
LL 530 millicp which would account for the larger part of the excess
rogserves; these bonds are expected to carry a fixed rate of interest;
they should =2lgo be marketable and transferabla, but not rediscountatls
with the Central Bank., Presumablv the interest rate the bonds carry
will be sufficiently attractive to induce the cormercilal bankz and
rerhaps the public (through the hanking system), to subscribe to then.
Further, the issnance of medium-term treasury 5ills should be con-
sidered in coni-mction with the floating of the CDR bonds. In
competing for availsble funds, the twy Jssues should he coordinated.
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The abtove scheme or apnroach would appear to emboly several
important advantages: (1) it woul” continue tc assure the Ministry
of Finance and the nublic sector a pre-determined amount of the idle
Tanking funds, (2) it safepuards the liguidity position of the bankin~
system by maintainirc at least 5 nercent reserve requirements in cash
and deposits with the Central Tank and would at the same time reactivate
the notential use of these reguirements asg an inetrument of monetary
eontrol; (3) it raises the earnings ratio of the commercial banks and
(4) it constitutes one step towards the develorment cf the carital
markat, In order €~ ensure that the public sectrr does not compete
inappropristely with the private secter, uprer ceilines on CDR
borrewine may he envisaged, e.g. the celline nf LL 500 millirn orx
less mentioned zbove. Mereover, uprer ceilins may be placad on the
nroportion of individual *ank portfolics which may be committed to
CDR tonds. The future demnnd c¢f the nrivate sector mov he gatisfied
by the funds whizh rem?ig availahle and those which mav accumulate
in the hanking system. Ohviously, this question cannot ha crnsilersd
in isolatien of realistically projected moretarv developments ~r ~f
the tvre of monetary policy vthich would nees to he follewed durines o
riven period ~f time, At this stase, however, we cannot ro inte the
varicus gceparies of nnlicy actien which may he requirad undar alternative
hypotheses of emererino economic and monetary conditions. Future menetary
develeopments may require a chanee in the stinulated rescerve reauirements.
It remains t~ be emphasized, however, that under existins and envisared
conditiong the commitment of LL 57 millinn or less of htank funds to
mediun~term investment does nnt gcem to nloce an undue burden o the
hankine svstem. In fact, it would offer banks newv investment omoortuni-
ties while government spending will stimulate economic activicy.

This tripps us teo the ronle whieh nm-hank firancial institutions
car nlay in the ghort-un. Ve have nne sucrestion tn make in this
commection: it 1s proonsed that the povernment 2ané/nr the CPR (rnA
naorhans alsn the Bank) should consider utilizine soma nortion nf the

(1)

Tr illustrate, assune: (1) the CDR places a ceiline of I 500 million
~m its tond issue, (2) tctal deposits erow at an annual rate of

15 nercent {(which is less than the averare rate of croyth in 1971~
1977 as well as in 19756-77 zlone), (3) reserves rrow at an annual
rate nf 20 nercent (which is less than nne half the crowth roate in
1976-77) =nd (4) the 10 percent reserve reguirement is maintained,

At the end of 1978, tntal deposgits will amcunt to LL 13,357 million
and reserves tn LL 2,277 million. Required reserves will he I1 1,335
million of which LL 667 million will Y¢ in the form of trensury tills
2gsuming that aither the commercial *anks chrose co hold these hills
nr are roquired to do s0.  Txcess reserves will amrunt to LL G42
millicen of which a2 maximum of LL 507 million will be in CO® bends,
This leaves over LL 400 million in free reserves. If cash rescerves
zre assunc’ te remain unchaneced, this would leave excess reserves of
LL 563 million of which o maximun of LL 570 will he in CDR honds,

Dut as rentioncd in the text, if deomed annronrfate, the stimolated
maximum can To veduced or the reserve reauirements con be chanred,
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funds molilized from the commercial bankineg system bhv the means
pramnses 2hove in eapitalizing, iointly with private sector investors
if pesaible, several snecialized dirtermediate term eredit institutions.
For oxample, it might be desirahle tco add to the canitalizatien of the
recontly fovrmed Housine Benk: or te create a similarly snecialized
intermedinte-tarm crodit institution desiened te mernt the needs ~F

the apricultural sactor.

Furthermere, in srme instances, the DR misht wont to comsider
issuance ~f reouisite pusarantecs of external Yorrowine undertaken by
such interrediate term credit institutions for workine eanital
nurpnses -- a8, for example, from the IPC Aivision ~f the World Tanl
~r from Arah sources.

B, Fiscal Prlicy

e are mainly concerned in this section with the revenue asnact
of fiscal nrlicy. Considerations of encial equity, important as thev
are, will not he token un here. 1t is assumed, however, that in the
short-run and medium-run a more equitahlc income redistribution will
result from the pattern of envisaecced public axpenditure. Indeed, the
chiective of moxdmizine tax ravenue cannct hut Le suhject te several
constraints one of wvhich 1s related to considerations of equitv namely
that the after-tax distrilution after anvy t=x referm or chanse should
net he less equitahle than the existineg after-tax inceme distritution,
This censtraint 1is 1mrnosed by what mndern sociaties would exnect as
» social obiective, In nresent Leanese circumstances, hnwever, the
fundamentally imnortant constraint is the existine limitaticn on the
availabilitv of htudpet revenues ~ver anl a2heve the current operating
expenditurcs of the nublic sccter., This latter consideration cains
added si-nificance when one considers that the tax hase has heen eroded
as a result of the 1975-76 war. Yaticnal income has dromrme? since 1974
while tax ccllectinns hove lagred aven further hehind.

On the other hand, thes »n~tential for raising fiscal revenue exists.
Lehanom has characteristically Tean 2n under~taxed country with eovern-
ment revenucs crastitutine 14 percent and tax receints ? percent of GDP
for 1973 acainst an aYifage ratio of 15 percent £rr 47 develnninz
countrics in 1969-71, Letanese tax revenues have been and are
strongly de~endent upen indirect taxes vhich in 1973 comprised ~var
rne half of tetal tax receints in commarison with about 15 rercont
accounted £nr hy Airesct taxes. Further, srvernment revenues inclulinz
tax revenuc annear to be somewhat income inelastic. Turing 1965-73,
revernment revenues grew at an annual rate of 8.4 percent, direct taxec
at 9.5 nercent and Indircet taxes at 7 nercent comnared to a reta of
rrowth in GIF of 9 nercent.

The availalility »f budeot revenues mav be increased »y a threc-
fold effort directed at (&) imnrovins tax crllection, (R) raisine
certain tsx rotes and {¢) institutiny tax reform oriented towar? 2

(*)ﬂee “. MakMiei, on.odt., .

N
"
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C. External Borrowing

Tha basic factors determining the CDR's ability to mebilize
external funding are the "absorptive capacity’ and the "debt
servicing cansbility” of the public szctor nf the Lebanon economy.
Certain criterie governine the “structural balance” of the country's
over-all external indehtedness alsn rmust be observad. More
specifically, decisions concerning external borrnwing sheuld be
madae vith reference to the fnllowinn considerations:

1. O»mertunities for oroductive utilization of lean funds
derived frem external sources warrantines the interest
and renayment oblipations involved.

2. Crnsistency betmsen external debt servicing okligations
and tha rrospective availability ~f the ‘real” and
financial resourcas for meetins these oblications without
adverse consequences,

3. Maintenance of balance between varicus types and sources
nf external borrowing: and corresponding balance batween
utilizatien of financial resourcses available domestically
and relisnce on external borr-wing.

The extent to which the rrivatse scetor »f the Lehanese economy
draws on external snurces for financing of investment nrojoects —-
and thereby incurs lonp-term capital servicine oblisations -- is
also an imnortant consideraticn.

The crncentual parameters of shscrntive capacity are described
in Anpendix I. These imrly that axternal borrowing by the CDR must
be coordinated with project identification and implementation, on
the rm2 hand, and with macro-economic anslysis and neliey on the

~ther.

%iven the potential f-r rebuildine and improvine Lebanon's
ecrnonic infrastructurc nnd scocial services facilities, and also
given the under-utilized -rnductive nntential of the esconomy, there
is no difficulty ir nrincinle in demonstrating the countrv's
capacity tn absorb substantially enlarred external financing for
public sector undertakincs. Certain rpotential constraints on the
ability to borrow abread shsuld be kent in mind, e.z. the limited
availability, so far, nf technical crmmetence in the nublic sector
te nerform anslytical functions required to formulate nropnsals for
submission fo nntential scurcesg of external financing, and ths
nossibility of eontinued political uncertainties and asscciatad
raralysis of povernmental orocesses which would limit the ahility
~f the CDR fn utilize effectively ncotentially available sources of
cxternal financing. Whils the latter constraint is prlitical, the
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foermer ean be circumventsd by recourse to srurces cutside the
rublic sector.

Th2 concentual parameters of external debt servicine capability
also are described in fppendix TII. The principal consideratinns
are as follows: the geovernment's nrospective ability to mobilize
by means of taxation and domestic borrowine sufficisnt amounts of
natirmal savines t~ ostablish the necessary “real” basis fror required
transfers to foreipn creditors: and, the extert to which the sovern-—
ment will have access to sufficient amrunts ~f foreisn exchanse to
permit scheduled payments to these creditors., Tn other words, apnraisal
of Leb~nrn's externnal debt sarvicinr canability invnlves comparis-n
of the frreinn exchanpe and national savings prospectively available
to the sovernment with prejections of cumulative extcrnal indebtedness
and relataed renoyment schedules.

There already exists & welatively larce accumulaticn of natinnal
agavines in the form of aold and forecion asset reserves maintained by
the Central Bark., Te give cne illustration, at the end of Anril 1978,
official reserves amounted te $2125 million or 112 nercent of the neak
impeorts (%2} £) of 1374 (or about 135 percent of the estimated 1977
imports). Tuls extracrdinarily large accumulation of nfficial
reserves corstitutes an impeortant element in Lebancn's externnl debt
servicing canahility: a larpe share »f these reserves is potentially
available for effectins reduired international transfers not other—
wisz suppsrtable from current national s=avincs and foreien exchanse
receints aveilable to the rovernment,

The basic question to he addressed in this connection 1s the
fellowine: what constitutes » desirable and feasible prowth nlan
f~rr the prvernment’'s external indebtedness, and what are the
practical limits as quased with reference to its prospective debt
servicing canability? As already indicated, the answer to this
questicn is dependent on the assumcticns emnloved in preoiectine
Lebanrn's naticnnl inceme and balance of international nayments
accounts anst the future ability of the severnment to mokilize the
volume of natisnal savings and of fareign exchance necessary te
satisfyv external debt servicing schedules. Tn other words, Lebanon's
external deht servicing carabilityv can ecnly he estimated with
referapce te various assumptions and cannnt be rirorously srecified
in guantitative terms. The test that can be done is to indicate
rlausible ranges cn the hasis of what in Lebanon's current
circumstances must be highly sveculative nrojcctions,

(i) )

“Tyven with the nreval]
made in arvansinge

ne nelitical uneartainty, some proarass was
2ion financinT,

(2)Lorally, the Central Beok is reouived to maintain in foreien exchaape
2 nininem ol 30% -f the currexny in circulatien or 30% of the currency
in eireulation nlug g7zhi deposits with the Central Bank. At the end

=T 4577, officially Feld forvcirs axchanse amounted to 210 nercent of

1

7

&
Lo eprraney In cireulations,
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Results of efforts tr Jdetermine several alternative rancos
in statistical terms ~are contained in Aprendix IIT, The main
indicatinns derived from this exercise can be sumirrized as follows:

1. If it is assumed ressimistically that the Leheanesc aeconomy
crntinues to Iag, sn that by 1982 it is still oneratine
below the levels ottrined in 1973 (thz last year for which
national accountine and halance ~f noyments datn cstimates
woere systematically made), the nresently scheduled external
debt sarvicing nblieaticns of the envernment will, bv 1982,
crnstitute a sicnificantly larcer drain on the sovermmental
Fudpat which vill need tr ba sunperted by some combination
of incroased taxes or incressed deficit finoncin~ in the
domestic market. Tt arnears unlikely, hewever, that
simificant amounts of officinl reserves would need to Le
drawvn unon -- demendinz, of course, on the cruntry’s halance
nf internatirmal payrents,

2. 1f the sanc nessimistic assunntions are made raecardin~
econcmic recovery, and it is alsn assumed that as a result
of substantial additiennl rcxterral bhorrowine in the mean-
time the government's external deht servicine ohliraticns
are increased by 1982 hv as much as five times over
currently scheluled levels, then not only wovld the hudretary
nreblem be sreatly intemsified tut also it would be nacessary
to draw on official reserves te meet 2 substantinl nortion of
the renuirad external pavments.

3. If more ~ntimistic ossumnticns are made rogarding orowth
of the Lebenese econrmy “urine the coming five-vear reriod,
snd regardins the country's balance of nayments and the
covernment's hudpotary availabilities, then it apnenrs that
an increcee of two to five times in the nresently-acheduled
external debt servicine ctligations of the government could
he nceommodated with little or no recourse to the official
raserve accumulation,

It should Le emnhasizad thot the foreroine “indications’ arc
simply a preduct of the assumntions made -- and are not intended to
hc taken ns eithsr pradictions or ~~licy fuidelines. PFurthermore,

13

Further dJiscussion of relationshins Fetween the leve]l of onld and
forecirn exchans: reserves maintained Fv the Central Dank an” the
povernment’s axternal borrowine nparations and associated

axternal dJebt gerviciae ohlipaticns is contained in Anponddix IV,
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it is i{mmortant to recoenize that domestic zetirns taken (er not
taken) by the ~overnment will suhstantially influence its extarnal
deht servicine canrcity., More narticularly:

1.

The future externsl debt servicin~ canability of the
covernment vill be closely related to actions takon to
mobilize the domestic savines vequired as the real basis
for external transfers -~ which actinns relate to taxation
“nc internal deht monasenent as Jdiscussed in rrevious

sactions of this paner.

The ccvernment's future external dett servicine capability
nlse will he clogsely related to actions taken to astablish
its assurcd access to the foreion exchance reguired as the
finaneirrl means for offectine transfers tn axternal
l-ndars -=- vhich actions relate tr foreirn exchance
manspement as discussed In a subsequent section of this
~aner,

A dgeussion ~f vhat constitutes a '“slonee? structure of

foreien
of this

1.

indebtedness” 1s centained in Anrendix TI. The imnlications
discussion can be summarized zs follaws:

Careful attention shnuld be nald to achievement of
diversification of external sourcesg »f external horrowine
and te consistency of cver-all extcornal debt servicine
ohligations with the likelv time-nhasinc in the availahility
~f resources for this nurnose,

Ia nepctiatine loans from oxternal sources everw a2ffert should
be made, and nrzsumably ds heins made, to oktain the most
favoratle terms includine, when nossible, combinaticon arrange-
ments invelvire loans at concessicnal terms or srant
assisteance.

In nlannine the extent to which the authorities shoul? rely on
external berrovine and thereky incur future external debt
servicine ol lieations, careful attentirn should he siven to
corresnoncine claims on the econemy's external ecapital
servicine canacity relatins te frreion investment op -rivate
accrunt,

Dzeisions resardine the evtent to which the ~~vernment sheould
engame in deficit financine, and rerardine the extent to
whick deficits should he financed domestically and externally,
are fupdamentally imnortant to the future of the Lebanese
economy ~- and »rnbably warrant mere careful concideration
thaa herotofore has Leen asiven, or than may he nossible under
present circumstances,



Most of the considerations identifiod shove ne nertinent to
the formulation of nfficial prlicies with rogpect to reliance ~n
egternal borrowine fer the finaneins of reconstructicn and devalon~
nent initiatives are of a technical rature. The r~licies ultimatelv
t~ he eataklished, hrwevar, are roverner by a combination of
tzchnical, strateric and nelitical ecnsideratirns., Tn the “is-
cussirn of oelicy culdelines vhich frllows, therzfore, certain
stratepic nhjectives and peliticeal constraints are rxnlicitly
ta¥on into aceount.

The: ~rimary stratecic chjectives pertainineg to external
torrowing vould anpear tn he the followine:

1. FEsterlishment of Lelancn's credit worthiness with the
mnst desirable, sympathetic and Adenendahls scurces oF
future oxterral loans -- and of the centacts and ~rocedures
that will facilitate Zdevele—ment of mutually satisfactory
relaticenshing with these sources,

2. Utilization of whatever lsverare that the unfortunate events
in Lebanon ir recent years, 2n the countrv's present dif-
ficult circumstances, may nermit recardine qualificaticn frr
external lnans nn concessional terms from sources motivatod
by humanitarian or political considerations.

3. Assurance that thc amounts and types of external horrovins~
as arce arranged in the near term to nrovide necessary
finaneing of prisrity recemstruction nrojects nre pot
inconsistent with elirihility for the likelvy future credit
recuirements of the D2 for loncar term develonment murnnses.

The n-litical consideratinons that anncar likaly to function as
constraints on the suthorities’ relisnce ~n external Forrowine are
more difficult (an -erhans more sensitive) to snecifv, M the one
hand, there are thrse deomestic political issues rolatine to thae
nurpeses for which external in’ahtedness is tr be incurred and,
on the other hanl, there are those foreim nolicy issues relatlnp to
the interferences and dependencies that arc inherent in sovernment-tn-—
govermment debtor-creditor relationshirs., And in Fetween these
nelitical issues that arise in connection with decisicns recarding
altern=tive scurces and uses nf externally borrowe! funds are the
rolitical issues relatine to the ways and means by which the CDR
should ipitiate reconstruction and development 3rﬂ39ctﬂ relative teo the
scone to he afforded private sector Initiatives, the extent to vhich
CDR initintives should lLe finance? wich resnurcas potentially availahle
donestically vis-a~vis reliance on external torrowine, etc. Tinnlly,
there are the ~~litical issues nertainin~ te the locus of decision-
makine autiﬂrltv reparding forelen horrowing and reear?ine the locus
~f manacrerial rosponsidility for utilization end servicing of eoxtornal



credit. We cannot offer here judeements of a political nature
regarding these matters in the present context -- heyond those
imnlied in the policy guidelines proposed in the following
narangraphs,

The policy puidelines enumerated immediately below pertain
to the current and likelv near-term circumstances in Lebanon.
Thase are followed bv several proposals of a longer-term nature.
The rroposals are stated in as fow nropositions end in an succinct
terme as sossible consistent with clarity and the need for a
comprehensive, coordinated policv framework. It should be under-—
stood that the purpose in presenting thes~ proposals in this form
is to facilitate discussion and decision-making -- and that the expect-
ation is that modifications will be dcomed to bz desiratle on gtrategic
or political (and pnerhaps eveun technical) erounds.

The policy cuidelincs vhich appear relavant to the pear
future may be cnumerated as follows:

1. As alrcady undertaken by the national authorities (see sbove
section 1.), axternal horrovine by them
in the nesr term should be limited to mehilization of finsncial
rescurces ossentinl for the imnmlementation of economic
infrastructure projects and social services nrograms that
can hecome serviceable in the relativelv near future and
that have high prioritv as leading instruments of the
reconstruction process.

2. Possibilities for mobilizineg financine reguired for re-
censtruction proorsnm iritiatives from domestic sources
ghnuld be thoroughly explored before decisiens are taken
to borrcw funds externally, and dopr-nstration that adegquate
financing fronm domestic snurces is unavailable snould be
required beforz approval of axternal bnrrowing is granted.(l)

3. In negotiations with priepective sources of external
financing, clearly the objective would be to minimize the
interest cost, te establish amortization schedules con-
sistent with the prospective extermal debt servicinc canacity
of the Lebanesz economy and the government, and to pursue
clearly-defined objectives regarding source diversification,
renzyment flexibility, etc.

(1

Tt is of coursc obvious that for 2ll nrotects and prograas to he
undertaken with external financing it should be demonstrable that
the economic return or net soeial henefit wvhich can reasonably he
snticipated warrant the cost of axternally borrowad funds.



4. Administrative nrocedures and contrnls should be
established to assure that palicy fuldelines are adhered
to in the name of the national authoritics, that orderly
recerds are mrintained, that the fulfilment of oblications
to external creditors is net interruptad,

The follrwing statements appear tc ho nocessarv additieons to
the foreeoing in rrder to establish a cnordinated and comprehensgive
poliey framework governine erternal horrowing bv the national
authorities over the leager term.

1. External borrewine by the €00 should ba programmed in
accordznce with naticnal development plans and priorities
and, narticularly, with regard to improvements in
demestic rescurce mobilizatinn for public sector purpnses
that will reduce =»nd aventually eliminate the need for
further erowth ir external indcbtedness.

2. Clearlv-d~fined limits ~n tho rrowth and ultimate size of
external indehtedness should he established with raference
oot only to the development plans and institutional
imnrovements referred to in the preceding item but also
with respect to the shsorntive canacity, Adebt-parvieino
capability and structural balance criteria referred to
earlier. Snecificnllv, with repard to the debt-servicing
capability criterien, it is surpested that limits over the
comine five-yuar neriod (i.a., during 1978-22) shnuld be
established with refarence to rrojections of Lebanon's
nztional ineome apd “alsnce of ravmencg accrunts, and of
the povernment’s budrots and official reserves -- 3s and
vhen the necessarv data and bases for thelr projection
can be established.

3. In plannin~ frr the leneer term develnpment of the Lebanesc
economy a time frame should be established for oradual
rrevith and subsequent cradusl decline ~f the rovermment's
extarnal indebtedness. Tt is tentatively surgested that
during the comine~ five-vear peried srowth within specified
Jimits be nroorammed on the basis nf varirus alternative
assumntions; that durin~ the succeedine five-year nericd
th? objective should be to maintain a more or less constant
level of external indebtedness: and, that thereafter, the
povernment 's external {indebtedness should be gradually
extinruished -- nerhans in advance of required renayment
schedules.



D, Exchance Pate Manacement

On the assumntion that a nolicy of independent float will bhe
maintained Ly Lekanon, twe pclicy issues appear to face the national
authoritics: (1) what intervention noliey, 1f any, should te
maintained? and (2) what nrlicy should be feollowed concerningn the
~fficially held international reserves which as of end April 1978
am~unted tn 82125 milli~n?

As t~ the first issue whatever intervention policy 1s decided
upcn it should be nredicated on the nrincinle that it would not
counter the basic underlyine lonpg-term trends. In oractice, in the
seventies and until the nresent time there cccurred a stronpg tendency
for the Lebanese pound to anpreciate. The Central Bank, in its attemnt
to stem this apnreciation sccumulated in the process substantial
frreieon exchanse reserves. At the end ~f April 1978 thev amcunted
to about 153 norceat of the 1977 imperts (£.0.b.) and to 96 percent
of the reak imports of 1974,(1)  ghould market forces continue to
cause an annrecistion of the nound, then intervention is g~ing to
lead to further sccumulntirn of reserves., The economic impact nf
this aprreciation W?B}d have tc be dealt with by involving other
prlicy instruments, On the other hand, if the tendency is for the
pound to anpreciate, then Pank intervention will need to bte desinmed
with the understandine that lone—term basic trends will not ko
countered.

Given the hiely level of reserves nresently beins maintained,
ope isaue tn resolve is whether an umner limit should he placed
nn further accumulatisn or indeed vhether the existin~ level may
be reduced = little by placine a relatively small part of these
reserves at the disnneal of the nublic sector., 9r, given the
"eredit werthiness” and confidence which these reserves maintain,
should their exfstence be simnly used to enhance the barcalning
nnwer of the authorities in sccuring loans abroad? FEither case
has its own merits. Anpendix IV attempts to clarify some of the
issues involved,

(1)

Accordins to the Mimey and Credit Law, the Central Bank should
naintain foreisn exchanpe eauivalent to a minimum of 50 percent
of currency in circulstion cr 30 nercent of currency in
circulation prlus sipht denosits. 2s of end 1977, the Bank's
holdings of foreipgn exchange amounted te about 220 percent of
the currency in civculaticn,

(Z)See Makdisi, op.cit., p. 20.
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III. Limitations cn National and Public Exnenditure: the
Element of Stabilization

Mobilization of rescurces renresents one side of the national
equation. Exnenditure represents the other side. To avoid serious
economic .dnstabilitv, ex snte equilibrium must Fe maintained
between resources and uses. Further, public exnenditure forms part
of total expenditure and to that extent it compates with the private
sector for available resources. Thus, in settine their national
tarcets the authoritles may have te establish an uprer limit for
overall national expenditure 25 well as frr the rertion which 4s to
ha accounted for by publie exvenditure. These two issues are
expected to be perticularly relevant to the Lebanese cconcmy.
Inflationary prassures which intensifiad durine the war of 1675-74
have continued tc nrevail thcush their intensity anncars to have
decreased. (1 It has heen indicated that nrivate entermrises ars
2xpected to continue tn nlay the dominant role in the Lehancse
cconemy.  The ~ullic sector should therefore endeavour not to
compete inasnrenriately with the nrivate sector for available
rescurces nf finance aven thrush 2 laree nart of puhlic expenditure
will eventunlly returu to the nrivate sector. As alreadv nointed
out in section II A, the future needs ~f an exnanding nrivate sector
for sources nf finance must be all~wed f~r. This may entail strict
cortrols en the resources of the »sublic sector to the bankine systom.
Further, in the past administrative *ottlenecks have caused sub-
stantisl delays in executins nublic proiects with the result that
available funds were nrt utilizaed., The immahilization ~F available
r2sources hy the sublic sector must be avoided. Or altecrnatively,
vhen preerammine for public exnenditure the limitaticns on puhlic
secter's ability to spend must be accounted for so as te ensure that
availatle resources nre not underutilized nr misall~cated.

The limits on overall expenditure as well as the subceilin~ op
nublic secter expenditure cannot he determined aprinri. Such limits
can only e established in the lirht of the nrojected prowth in
savinns over the comine few years and the derree of inflatison which
is to te trlerated, amone other thines.(2) The aims of develonment
must be reconciled with requiremants of the desired relative nrica
stability. ‘“nad in an open ecomomy such as Lebanon's balance nf
nayments developments exert an important influence rcne domestic
activity and in turn they have to “e accoumted f~r when nursuing
the ohjectives of stabilization., "hile we cannot oo here inte the

(1)
(2)

HBowever ne official estimates are yet availahle.

Te the extent inflation is nnt exterrally induced and therefore
larcely outside the control of rovernment,



details of any statilization orocram, 1t should be mentinned that
in the Lehanese context two monetary to~ls cap be effectively
utilized for the purnese of achiovine monetarvy eeals. The first
relates to rcserve requirements which 1° orenerly uged can have
an imnertant imrect on hank lendines and domestic exnansiom. The
seeend tool concerns eredit ceilines which may he astahlished

on the domestic assets of the bankine system. Then using this
torl, it sheuld be ascertained that ne lannheles exist, e.r.
financinr deomestic exrenditure throush external horrowine.
Further care must he taken to insure that the small hanks zre
not unduly hurdered.

Of enurse under existing conditions the concern ~f the Government
is te stimulate rather thon restrain demestic exrernditure and monetary
erntrols for the rurposs of stahilizatien may not te the relevant
econcmic issue. Nevertheless, they muet ha considered as nrtential
veanons whose activation may hecome necessary onece the nrocess of
reconstruction and develonment beg%nﬁ on 2 suhstantinl scale with
active nullic sector narticulorly, L1 use them pronerly, the
Aauthorities should have some notion as te the limits on axvenditure
which ought to be envisaged. This is nart of the exercise underlving
the drawin~ up ~f a prliey framework which could auide -fficial nalicy
actimms,

V. Conclusinne

Because of data limitations and the prevailine uncertainties
rerordine future zeonoric develonments we are unable at this stacc
tr estimate the slobal amount of resources potentinlly available
frr financine the national reconstructinn and development nrosran
over the next fow voars. e halieve, however, that the amount is
very substantial and that there are nc insumerable barricrs ~f an
ecrnomic or admiudstrative nature nreventine the reouisite mobiliza-
tion initiatives by the covarnment with the CDP functi~ning as the
ruidine~ inatitutional force.

Furthermore, we belicva thnt v proceedine ursently to take the
nelicy decisions required for effective rescurce mohilization, and
by esta*iishin~ the nriorities and nroceduras for utilizinr these
resources efficiently in the imnlementation of infrastructure
projects and social services nrograms, a vitally immortant stimulus
can be given to the economy the henefits from which will nrove to

" . -t

L

Let us alsc keer in mind the inflaticnary imoact of extornal
horrowin:,



mora than dustify the additionsl tax burdens and subkstantially
enlarged nublic sector indebtedness required. Ve are confident
that the substanti~l enlarcement of its financial resource avail-
ahilities that tha rovernment could achieve in the near term hv
actinz on our rccommendations would mot he prejudiecial to re-
juvenatior of privaie sector activities whose dynamism and pro-
fitarility has traditicn2lly characterized the Lehanase economy,

n the econtrary, nositive sovernment nction as initintor will

seyve to stimulnte a nogititive reswonse from the presently cautious
nrivate sector. Turthermore, if stimulation by the nuhlic sector
is carried out nronarly, such 2 response need not bz inhihited by
lack of adeguate fundinm rosultine from the acticns we rronpose the
covernment shiould take in the near term to mrhilize the rotentially
available financisl resources it reauires tc launch and sustain a
forceful reconstruction and develonment nrorram,

Our recormendations can he summarizad ns follows:

1. That a 17 percent reserve requirement acainst all dencsits
be instituted, with the snecificatirn that 5 mercent of the
requiraed reserves he held in the form of short-term treasury
ills (ahnut LL 580 million an the hasis of the data for
end 1977 and the end of the first quater of 1278). Vowover,
whether the treasury bills should ke required to ho held or
l2ft at the discretion nf the commercial hanks needs tn e
further examined narticularly in the lirht nf the overall
present and nprogrective budretarv situation.,

2, The CDR nlans t» wussue 7-venr state--suaranteed htends. The
unper ceiling that should he estnklished on this issue would
dzpend unon the ~revsiling exnected monetary situation. On
the hasis of the situation which »revailed in earlv 1978, an
uprer limit of LI 590 million wruld anpear nlausitle. Rut
any decision to float CB® heonds should He made in conjunctien
with any rlanned issues of medium-term treasurv honds.
Further, should a less relaxed menetary situation he exnectud
to develor in the comine months, then a lewer ceiline mieoht
be envisarad., Alternatively, a lowerine of the supgested
raserve requirements may alsc be considered. The bhond issue
shnuld he marketa*lz and transferakle but nct rediscruntahble
with the Central Rank. The fixed interest it carries should
e sufficiently comnetitive.

3. That a major effert he made to im~rove tax ceollectien. This
is essential for securine larcer amcunts of *tudret vevenues
in the short-run and renders tox reform in the loncer run
nore affective.



V.

this paner provide & insufflcient !

of

4. That 2 spocial develrrment surtax be levied pendine intro-
duction of mere thorcuch-roine tax reform oriermted toward
hroadenins of the tax basc, The surtax can only be specificd
after 2 thrreush evaluation of 21l the cconomic issues
invelved, and 1t could taccme an element in the envigasad
lrne-term  tax reform.

5. That Lebancn shruld utilize its strons international credit
standine as arrressivelv as necessary to implement vital
zcenomic infrastructure nreojects and secial scrvices nrorrams
af demrnstreatle nrinrity and feasihility as leadine iastru-
ments ~f the reconstructi~n and develroment process: hut that
external horrowing ot commerecial terms sihruld not he relied
on in lieu of efforte te mokilize notentinlly nvailable
demest.c resourcer, on the ~ne hand, or of corresrondias
efforts te arrince for axternal er=nt fundine or leoans om
concaeassi-nal ters.

6. That whil: we are reascnably eonfident that Lehanen could
gualifv for (and would he atle t- gervice without unduly
turdenine 1ts economy) 1 lewvel »f external debt servicin-o
ohliraticns nf from twn tn five times that prosently
schaduled for 1982, *efnre coxternal oblications of such
marnitudes are incurraed not only ehould the noints veferred
tn in the precesedins item he carefully taken inte account
but alse that considaratirn should te civen o utilization
~f official forelen exchanc: reserves over and above some
crmfrrtable winimum lavel 2s an alternative to additional
external hrrreving,

Supocstions for Further "otk

We racoonize that the results of our efforts as renorted in
hagis for systematic proerammines
financial resource mohilization. A cond desl of additional work

needs t~ he dene tn develon a clearer nicture of avallabilities
from the seversl pntentisl sources, includinc a clearer nicturae of
the soverninge limits nver time. ¥e believe that work alongs thase
lineg warrants hi~h nriority within ithe CDR.

wa
in
hao
nr

While further work is require? aleng each cf the three linoso
have rursued senarately (namely, taxasation, deficit finaccinr
the drmestic market, ard external horrewing), efforts should else
directed toward deveicoment of an interrated analytical framesork
medael that would inceornrrate 211 the narameters and interrelacion-

shirs of the Lehanese finoncinl cvstem in such a way as to faecilitate

anslysis 7 the likely councausznces of wvarious hypothetical

agsumntioneg ~r actunl devel-mments. Such a model would e of little
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value, however, unless the data “asc for the Lebanese financial
system and the economy senerally is greatly improved “oth in terms
nf reliability and timeliness. In fact, without substantial
improvement in required'statistics, ceonomic end financial analysis
nf all sorts will eentinue to he sericusly inhibited.

Qur major, reneral sureestion, therefore, is that effarts he
initizsted immediately tn re-institute collectirn, processin~ and
reportin~ nf data on the Lehanese economy and financizl system in
accordance with the concents and systems emnloyed %efrrs the war,
Ve telieve it would be anrronriate to eall on the I'MF and/rr the
Yorld Bank for necessary technical assistance in this connection,

There arc several snecific research rrojects that we suceest
the CDR should initiate -- whether with inhouse staff »r by
commissionins ~utgid- consultants. These ~re as follews:

1. Statistical nnalysis of the nrospective needs of the
cevernment for hudretary suprert in the form of deficit
financine arvanced in the drmestic market »nd nf the
prespective capacity of the lankine svstem for meeting
these necds,

2. Assessment of nossibilities fnr stimulating further
develerment of the Letancse finaneial system with
emnhasis on estahlishment of institutions and instruments
aporopriate for ~rovidine intermediate and len~-term
eredits to oarticular sectors of the aconomy,

3, Detailed invastieation of the revenue logses incurred by
by the treasury as a result of inadequate tox administra~
ticn, and nf negsibilities for increasina tax ravenues by
means of more effective tax collection,

4. Exnploration of desiratle and feasihle reforms ~f the
existinn tax recime with reference te oricr studies of
these matters and to the new circumstances confrrntine
Lebhanon ns a result of the solitical and civil disturbances
nt the =ast few veara,

5. Detailed analysis nf the existing structure of imnort
teriffs with narticular emnhngis on determination »f the
depree of effective protection affrrded various industries
and activities,

6. Develcnment of a clearer ~lcture in quantitative terms nf
Lebancn's external dekt servicine canability under varicus
nlausitle assumntinrns regrardine near and intermediate tern
develooments in the econony.



7.

Pevelopment nf a mndol of Lebanen's likely requirements
for cxternal berrcowins under varicus assumntions rerardins
success in mohilizine drmestic resnrurecs and reczrding

success irn estahlishine elipibility for external arants
and concessional losns,

Ex~1loratirn ~f variocus innovative rossikilities for
utilizine Lebanon's external financine availabilitiee

far stimulatin~ the nrivatz sector on the nne hand and
for addressinn nressine sectoral and rerional develorment
problems en the other.



APPYNDIY T

Salient Tax Refrrms based on the “axwell-Taylor Rennrts:

1.

A olo“al tax on income agscssed on a sintle hase censist in the
araresate of an individunl's income from varicus types, with
hicher ~ersonnal and family examntions thean curroently nravail.
Basic taxcs are apnlied on taxahble income ot flat differentiatad
rates which are lewest for weces and salearies (47), hisher for
rrofassionsl ineomes (67) and hirshest for commercial income
includine rental income (87). Interest, key money sains,
foreien dividends and carnital ~nins are excluded as beinz the
nrtjéct of a serarate taxation., A sipple procressive surtax

is imnrsad on aroreeated income of all types, with a surtex
exenstion (LL 10,000}, and withcut allovance for family
exemptinn.

A ecrnrrate tax imnosed on the corneraticn net income, with an

exemntirn (LL 19,000), 10% ur to a ~iven amount (LL 25,000)

and 297 cn the remainder. Distributed carnines are subject te
a 207 withhnldin~ rate: the withholdin~ ie final for henrer
sharchnlders, and ir credited acainst the combined income tax o
nrminative sharsholdere.

The cffect of combininr incomes is trn raise the income tax
hase, as middle and hirher irermes will move to hirher tax
lrackets. The effect of the increase in rates in the above
two taxes nropesed in the Maxwell-Tavler repert in 1969-70,
vas cstimated to produce 15 to 257 additienal revenue.

£ specizl land tax consisting of:

a=- » land inzrerent tax ~n realized canital cain from the sale
nf land suitahle for btujldinz, the base of the tax beinc
the diffcerence 'etween the net sellinrs nrice, nnd the last
purchase orice nlus 67 interest nlus exncnses. The income
tax rate on commercial -orofit is applied on the averaza
yvearly increment. The result is multinlied by the numher nt
years.

k- a 50% tax on land imorovement resultineg from oublic works,*
the imnrovement teine defined as the difference between the
assesased value ~f the land 1 to 3 vears after completion of
of the imnrovement, and 1.1 times its nssessed value twn
years hefore the date of expropriation of land for the
improvement,

*

To cover

benefits racelved can bo immeosed.

imnrovements such 2 irviegotion, apnual charses hased upen
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c- a 17 tax on butldine sites,imnosed on the difference between
their actual value less a LI 200,000 exemntion ner persaonm,
and 1.5 times their assessed value 2s non-tuildine land.

More ronerally, capital rains taxes could he imposed on ~ains from
the sale of land and tuildines, whole firms, individual items of
industrial or commercial canital, eauity securities, art treasures
and the lile. These taxes will be hirhly revenue-nroductive in
Lelanon where carital ~nin is an important form of income.
Alternativelv, if they discourape speculation, they will have

= favorable effect on allocation of capital and on checkins
inflation.

Tariff duties could he re-orranized to raise more revepue by

(a) concentratine on the hirh revenue~yield items while placinc
jtems with lov revonue vields into “road catesories to vhich a
miform (52) ad valorem tax is applied; (%) elinirating the use
nf differentin) rates for the same item, a hich and a low one
according te use, or at least raising the minkmum- rate. to

57+ and (c) aveidine nrobhibitive import duties.

A value-added tax of the consumption tyne, where the hase is
the sales receipts of each firm, minus ~urchases includin~
nurchases of capital conds, This tax comhines features of
revenue productivity with incentive te efficiency and to
investment.

In the short-run reconstruction perind esmecially, scme
sar-marked taxcs could he introduced, e.p. hirhway taxes
Tased cn vehicle-ton-miles with user tax ravenuee placed in
s fund for nublic expenditure on hichway constructiocn and
maintenance, thus ensurine a guid nre guo.
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APPENDTY TIT

NOTE 9N
FACTORR GOVERNING ELIGIBITLITY FOR EXTESNAL FIMANCING

The basic naramecters nr limits of a covernment's »bility to
mobilize external finzncine are "arsorntive capacity’ end the
Ydeht servicine capahility”™ of the nublic sector of its econcomy.
Certain criterin governin~ the "structural “alance” of the
rovernment's indebtedness, tnth externally and domestically,
are also important considerations. The nurnose nf this note
is to explain these concents and te indicate how they povern
appraigals of a country's "eredit worthiness" as viewed hy
notential sources »~f external financine.

Ahsorptive Canacity

Internatirnal lendinrc acencies nermally nremise loans to
national sovernments on nroiect fipsncing nroresals that indicate
ndequate nrnsnective ecrnomic vields or sncial cost/tenafit
relationghins., Tha*ility t~ formulate such nroposals constitutes
a hasic e¢rnstraint on the ability of many poveraments to qualify
for external financine., 2 related asnect of arsorrtive capacity
is cavalility within the puhlic sactor tr imnlement prnjects
provnsed for external funding in ways thot will permit achieve-
ment of the Test-obtainsahle nroductivity -r efficlency standards.
For exarmsle, unavailarility of necessary lannr skills or
monagerial comnetences often limits absorptive canacity —— as
do so-called sunnly "hottlenecks”for essential physical inputs,

Ahsorptive canacity alse has a macro-zconomic dimension. Vhen
an economy is already axmeriencine inflationarv pressures as a
result of shertace of materials and manrowver, initiation of
additional projects in the nuhlic sector with external financing
would nermally be judred to te inadvisable on stabilization
orounds.

Debt Servicinn Capahdility

Even more important to many international lendine apencies than
indications of absorptive canacity as a criterion of elieitility
for long~term credit is evidence regarding the capelility of a
eoverment to meet the interest and renayment ohligatinsnse

snccified Ir loan arreements., The nrincipal parameter of this
carability is the ~overmment’s prosmective claims to sufficient
amounts of foreirn exchanpe tn nermit scheduled payments to foreirn
creditors »m a timely basis. /. oeovernment c™lisrated to make such
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payments also must Le able to mobilize sufficient amounts of
national savings to estabrlish the '"real™ basis for the resource
transfers affected by means of international financfal flows.
Aprraisal of a sovermment's external debt servicins capability,
therefeore, involves comparison of national savines and foreiom
exchange prospectively available to it with projections of
cumulative external indehtedness and related repayment schedules,

As the foregoinpg statements imply, there are two other
corollsry determinants of a povermment's extarnal deht servieiny
capacity -- namely, its ability to capture resources either by
means of taxation or deficit financing in the domestic economy,
and its ability to draw on past accumulations of national savings
in the form of pold and foreien exchanre. In other words,
external debt servicing capacity is closely related to fisecal
policy and foreisn exchanpe manasement.

Balanced Indehtedness Structure

The question of what constitutes nroper typed and derrecs
of talance in a2 covernment's foreisn irdettedness structure is
more pertinent to decision-makine on the part of the torrower
than teo anpraisals made hy notential lenders. 7Tt is penerally
advisable to draw on a variety of external sourcas htoth hccause
international financial institutions tend to snecialize in
particular tynes of lendine and hecause diversificatirn of seurces
serves tc Pronaden contacts and to estahlish credit worthiness for
future utilization. Fqually ohvinus is the desgirarility of
develonine 2 comrneite structure of external indebtedness that
calls for a relatively aven level of servicins nayments ceonsistent
with the likely time-nhasinc nf resource evailahilities, Also,
ample nrovision sheuld be huilt inte the over-all externcl deht
structure for flexitility in the timing of heth dishursements and
rerayments so that penalties can b2 avoided or minimized if
unexnected pretlems develnn., Finally, Morrowing governments
shruld, of course, ~ttemnt to nauntiate the Mest =a2ttainable
terms with lending agencies at every juncture -- ar asrect of
which in some instances could invelve a mixture ~f loans at
international crmmercial or market rates with loans for purrposes of
rmutuazl interest te the berrowinr covernment and a lending arency at
concessional rates, This latter point can be extended in some
instances tc encomnass nessibllities for dcint neentiation of
external loan financing and ~rant assistance.

In addition t~ these commonplace otservations, there are two
somewhat more technical peints to he made reearding what constitutes
nyoper balance in a sovernmment's forelpgn indektedness structure.

The first of these is that what constitutes a managesable level of
external debt servicing ohtlieatimns of 2 povermment is a2 function of
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the nrnsnective size and likelvy variation of external payment flows
on private acenunt, In other words, the conahility ~f the national
econcmy as a whole to support extornal canital servicine obliecations,
hoth putlic and private, needs tc he taken into consideration when
cstinating o Ferrsyins sovernment's external dett servieine
canability.

Finally, thecre is the difficult gquestion of what ennstitutes
nroner balance hetweon external and Adomestic deficit financing hy
a ~overmnment -- or, out more senerally, the auestion of what
eriteria should povern sovernmental decisions repardin-~ utilization
nf additicnal foreion credits vis-a-vis ereater relisnce on financial
resources notentially availatle domesticelly by means of taxation and
{ssuance of securities tc financial institutions and cother nurchasers.
This question, in turn, related to the amounts of loecal currency
counterpart funds necessary te permit effective ahsorption of
external borrowine arnd te previde the budeetarv means for servicine
external indeltedness. The essential point, however, 1s thsat
reliance nn external herrowine by novermments, while perhaps
nelitically ~r administratively expedient, 1s coftep times a reor
sulatitute for nceder drmestic monetary and fiscal molicy reforms.
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APPENDTY. TIT

NOTE ON
INDICATARS OF TERANNN'S FXTERNAL DICRT SERVICING CAPARTLITY

The analytiecal exercise contained in this note is intended
to surcoenst -~lausible rances nf Lehancn's external deht servicinge
cansbility on the bhasis of varicus simplifyinc assumntirns and
crude statistical nrojectlons,

The followine twn slternative orowth pathg for Letanon's
external deht servicine cbliraticns are initinslly assumed for the
aerind 1978-19&2:

1. Tho orowth path that wee already scheduled as a result
~f the existin~ and then-tein~-nerotiated external
Lorrowine as of 31/12/77.

2. & croth nath that would recuire external deht servicing
nayments hy 1982 five times larcer than theose scheduled
as nf 31/12/77.

The scecnd set of asgumntirns necessary for this exercise
relate te merformence of the Lehanese sconomy durine the perind
1073-1978 and 1978-1982. The twr alternative assampticns in this
recard area:

1. That the natirnal income accerunts and internaticnal
nayments accounts for 1973 (the last year for which
systematic estimatas are availakle) and 1978 are rouchly
the same in nominal terms, an? that the ficures and
relaticnshing will Le alout the s=ame in 1282, (In other
words, tnder this nessimistic assumntion there would he
declines in the real values of all fipures at the rate
of inflation over the nerind).

2. That the national income acerunts and international
payments acceunts for 1273 and 1978 are roushly the
same in nominal terms, hut that between 1978 and 1082
the figures increase at a rate of 107 per annum with
rﬂlationshinq tetwaen various fioures remaining propor-

The questinrns to te exnlored hypothetically are as frllows:

1. Assuming that the prowth path in external deht servicine
~t1ications scheduled as of 31/12/77 remains unchanced
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throurh 1982, and assuming that the economy continues

te decline 1in acceordance with the firat assymption stated
in the previous naragraph, what percentage of gross
domestic savings and of halance of payments receipts on
eurrent accowmt will the roveroment require to meet its
external deht servicing obligations in 1978 and 19827

2. fssumine that external deht setvicine ablications increase
five times tetween 31/12/77 and 1982 and that the economy
declines as posited above, what will the percentape be
in 19827

3. Assuming that there is a fivefnld increase in debt
servieinp oblisations by 1982, and alse 10Z per annum
srowth in national inceme and internaticnal payments
ficurcs, what will the percentacas he 1p 19827

If the 1973 fipures are taken to be reasonahly renresentative of
conditions prevailine in 1278, then the wolume of rross domestic
savings accounted for by the ~overmment in 1978 would be LL 190 million--

or approximately U.S. $63.3 million. Since U.S. $5.8 million is
rennrtedly nayalle Ly the government as foreinn deht service in

1978, Sliphtly less than 107 ~f that perticn of national savincs
avajlahle to the povernment is required tn meect its external deht
servicine otligations. If there is ne further foreien borrewinno
hetween 1978 and 1982 so that the rrowth in sorvicing obligations
by 19282 is limited te~ that already scheduled (i.e., would amount

to U.5.%46.3 millinn), an” if the nominal amount of crogs national
savings aveilable to the rovernment in 1982 remains at the s=ame
level nssumed for 1978 {({i.e., at U.S. $63.3 million), almnst 757 of
that portion ~f national savineos available to the sovernment will
Y¢ required tr service its externnl indehtedness.

Metr surncse that the eovernment’s extarnal deht servicine
oblieatirns increase bty five times hetween 1978 and 1982, all
other assumptions stated in the previcus naracraph remainine
unchanged., In that case the navments required of the povernment
t~ service its axternal indehtedness would amount o 1U,S. § 231.5
million —- asli~htly over 3.5 times the nortion eof domestic saviass
availabie to the rovernment under the assumed conditions. FEven
if the amount of savines captured bty the covernment iacreased by
10% rer vear from the LL 199 million level assumed for 1658, its
exterrnal Jeht servicing pavments would still *e about 2.5 times
the amount of savinos cantured in 1782,

This situation weuld rot mean thet the sovernment woul!?!
necessarily cxrerience any difficulty in meetins its external
debt servicine obligations incz it »resumatbly could draw on past
accumulated natienal savines held by the contral bank as official
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resarves, 1f the level of such officinl reserves is assumed to
be the same in 1982 as that renortad as of 30/9/77 —— i.e.
arnroximetely U.S. $1,715.6 million enuivalent of which more
than half was in excass of that lepally required as "cover' for
the Contral Bank's currency sand dennsit liabilities -- somewhat
less than 157 of these reserves would be reguired to meet all
of tho povernment’s external deht servieins nblirations in 19532
cven if these n~“lications had incressed by five times the level
presently scheduled for that year.

The protlem can be nut in scmewhat different terms. Sunpese
the nhiective was for the rovernment to e able to meet external
debt servicing chlieatiens in 1282 -f five times the amount
stheduled for that year as of 31/12/78 (i.e. U.S. $231.5 million)
without drawine on the official reserves held by the Central Bank
and without exceedins 107 of that nortion of national savinss
availatle to the covernment  ¥hat total amount of naticnal savinns
would the ~overnment need to he able to capture? The answer is,
of course, U,8.$231,5 million ecuivalent, or anproximately
LL 6,045.2 million. This ficure is in excess of 35 times the
nominal fi~ure assumed above in the most pessimistle nroiection
cf the national accounts, and about 25 times the corresronding
ficure tascd on assumption of 107 ner annum srowth hetween 1978
and 1982, These calculations illustrate the maecnitude of the
tudgetary nroblom the rovernment confronts if its external deht
servicine »~hlipntinns are to increase suhstantially and if it is
not teo draw on officinl reserves t~ meet thesc ol'lications.

Turninc now from the preceeding focus on ~ublic sector savings
and related bulretary asnects of Lelanon's external debt servicine
canahility to a focus on the halance ~f international payments
agnects, correspendine assumpticns can ko made rerardine the
relationshin betwzen the firures reported for 1973 and tre situation
that nrevails in 1978 and mipht nraevail in 1982. /ssume, for
examnle, that the rerorted 1973 deficit ~n current account nf
LL 317.0 million (aprroximately U.S. $105.4 million) is reneated
in 1878, sc thet the .8, %5.8 million external debt servicing
ehlinntinns of the Lebanese sovernment in 1978 must he derived from
the over-21l surplus of 1L 217.0 million (aporoximately U.8. $72.3
million) resultinc from carital inflows (and “errors and omissions')

reprrted at LL 534,90 million, If hv 1982 the samec halnance of payments

ficures prevail, the nresently scheduled increase in the government’s

external debt servicine oblipations te U.S. #46.3 million would amcunt
to slirhtly mere than 202 of the over-all surplus. And if by 1982 the

covernment s external debt servicinec chlipations had increased hy
five times the presently scheduled level, the full amount of the

assumed over-all surplus would be required teo satisfy the government s

external crediters.
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The forepnins firures would, of course, be modified semewhat
if growth in the balance nf nayments fioures were assumad, hut the
main implication would not be much  affected -- neamely that the
burden on the country's halance ~f intermational payments resultine
from a fivefold increase in the covernment's external debt
servicing chlisations above nresently scheduled levela would he
excessive an’ would need to be relieved t~ some extent by drawing
on past accunulaticns of nfficial foreien reserves.,

In conclusien, it is evident, therefrre, that the fundamental
and ultimate determinant of Te“anon's external debt serviecine
canability for the foreseeehble future (however dimly it micht he
rerceived) is the extent to which 1t is deemed to be desirable and
feasible to draw on the cofficinsl reserves for debt servicin~ PUYpOSes.,
Lebanen is in an enviakle prsition in that, differently from most
develoning countries and cruntries that hove undereone adversitics
of the sort Lebanon has recently exrerienced, it has the option tn
drav on such cxtracrdinarily large reserves. But this cannnt be dona
without limit, and should not he done without a clear nlan for
estatlishin~ the povernment's canatility for servicing whatever
level cf external debt servicine nhlisaticns it incurs from currently
generatec savines and foreiom exchanre receints,

The estimates of Lebenon's external delt scrvicine capahility
supgested in the forencina narasranhs are, obvicusly, premised on
hirhly arbitrary assumptinong, The "indications” derived from this
crude statistical exercise are mot intendad t~ ke taken as either
nredictions or nolicy suldelines, but rather are intended to
illustrate the scrts of considarationg on which financial propramming
1n this area shculd *e based. A mora thorourh-roine analysis of the
country’s external Aebt servicine capability would involve systematic
up-dating and projectien of the ccuntry's national inceme and ‘alance
of payments 1ccounts, an? realistic estimation of likely availarilities
from future povernment budpets for external debt servicine purpcses.
The indicators or rztlos it would he desirable, ideally, to derive
from these procedurcs are the fellowine:

1. Proportion of nrojected cross domestic savines required
for servicine hoth putlic external indettedness and
externally-provided eapital ~n nrivate account.

2, Proportion of projected halance of nayments receints on
current account reauired for serviecing toth nuhlic external
inde~tedness and externmally-nrovided canital on nrivate
aceount,

3. Pronnrtion of orojected budcetary receints reguircd for
servicing both external and domestic public indebtedness.



4, Pronortion of nrojected external debt servicinr oblisations
likely to te met (or petentially capable of being met) from
nast accumulations cf nfficial fereisn exchange revenucs.

In addition to these standar:d indicators of external dert
cervicine canal1lity some evirdence of a country’s ability to with-
stand tomporary balance of navments adversities without imperiling
its ability tc honor external cohlicaticns is riven by the ratio of
nrojected exnenditures for imnorts of ponds and services to
projected nfficial foreipn axchanece revenues. Also, more detailed
analysis of the wrospective variatility in major compeodents 2f a
country's exrenditures for imports and receints from expnrts is
scmetimas undertaken in an effort to compile 2dditional evidence
rezardine risks to its external deht servicine canability asscciated
with unusual degrees of derendence eon particular imports or exports.

Given the availability and guality limitations on Lehancn's
natirnal and internaticnal aceountine data, the recent disruntions
in histerical trends indicated by these data for the pre-=vents
perind, and the nrevailins uncertainties reparding lilkely future
econrmic and financial developments, it is extrasrdinarily difficult
to estimate the various rations described above for Lelancn.
Furthermore, there is no ¢ond tasis for estimatine~ likely future
lavels nf external borrowing and deht servicing nblipations. But
even if the various standard indicators of Letanon's extarnal
delt gservicins carability cnuld e determined with some depree of
accuracy, there would still remain the nroblem nf interpretine their
sienificance ~r reliability as measurcs of Lehanon's external Jeht
gservicine canakility. The usual method for dinterowretation is tv
way of reference to international standards as asta™lisghaed hy
similarly-situated srouns of countries. Reliable interpretation
of Lehanen's circumstances on this comrarztive basis would he
difficult, however, hoth hecause the structure of tha Lehanesc
economy is virtually unique and because there are se many imnonder-
ahles in the contemmorary and orosnective circumstances of the country.
To illustrate the point, consider whether the indicators of Letanon’s
external debt servicing capahility are hetter comnared teo those of
neighboring eruntries such as Turkey, Jerdan and Feypt, or tn certain
other middle~inceme level countries such as Greece, Ttaly and Mexicen,
oY to esgsentially trading and service oriented countries such as
Sincanora and Hone Xone.
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APPENBRIX IV

NOTE ON
BRELATIONSHIPS RETWEEN BANK OF LEBAMON ROLD AND
FORFION EXCHATCE RESERVES AND QOVERPNMENT OF
LERANON EETERNAL BIRBNUING

Ag alreadv indicated in section IT C, Lelanon has accumulated
a large amount of egold and foreign exechonge reserves amounting
at the end of Aprdl 1978 te U.S5. $2,125 millien (LL 6375 million
or 112 percent of the 1974 npeak imports)., And to the extent that
the valuatinon nlaced on the g1 comnonent of these reserves 1is
below the werld market price, their true value is correspondinely
ereater than what is nfficially indicated.

Seme nhpervers repard this level as heing considerably higher
than what would vecessarily *e require® frr econcomic and psycho-
logical reasons particuiarly that Lehanon maintains a nnlicy nf
indepenilent float (sn indepencent flexible exchanpe rate policy).
Others tend to helieve that such a hiph level, even if it is
cmsidered extranrdinarily high, can only penerate internal and
external confidence in the Leraness econony,

There are, it would seem, important »clitical, »sycholeogical
and/or "eonfidence” factors that make it Aifficult under the nre-
vailing circumstances for the covernment tc enntemplate drawing
cn the 0rld and foreien cxchanrce reserves as an alternative to
torrowineg externally. And presumably there also are corresponding
consilderations, Toth stratesice and economic, that sovern the amounts
and typos of external herrowine hy the eovernment —— “oth that
recently arranged and that being planned for the months and
years shead. Tt ig not the purrose of this note to speculate ahout
these matters. Instead, in the fellowine naragraphs an attemnt 1s
mz2de to explore the strictly economic consequences of increasing tho
rovernment's external indehbtedness while the Bank's foreipn assets
are extracrdinarily larss and prooressively incressing.

The first neint to emnsider iz the cost to the Lebanese econnmy
that results from this nrocedure. If it is assumed that the Rank's
foreisn assets are invested in the international market and are
managed in such 2 way as to earn the maximum return consistent with
the required degree of safety; and, 1f it is assumed that the povern-
ment's external borrowine is likewise arranged in accordance with the
hest pessible terms awvailable in the international market; then, the
costs te the Leltancese economy from teing involved gsimultanecusly as
Lorrower (throuph the eovernment) and lender {through the Bank)
in the international market can he specified as fnllows:
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They are the sum of the "transactions evpenses" ircurred by the
Bank and the sovernment in their resncctive internaticonal lending
ant Rorrowine operations and the Interest differential hetweern what
the government could borrov at from the Bank {(leavinr 1t no worse
rff in the yield ohtainarle on its foreien assets) and what tha
government must nay for external sources of horrowe:? funds. Without
examining the relevant quantitntive avidence 1t seems reasmnahleto
assume that this cnst, while nrabably gignificant in percentape
terms, has not yet heen of major consequence nhanlutely hecausc

the volume of external horrewine by the povornment has so far been
relatively small., As the povernment's aexternal “orrowine~ increascs,
however, the cnst of borrowine and lending simultanecusly could
become a matter of some importance.

The seconsd rneint to consider is the extent to which the financial
cost 1dentified a ove may te offset vy tenefits derived from the
nresent nractlce. Leavins aside those benefits associated with
aveldance of any motential conflict of will Letween the povernment
and the Pank (which, quite crnceilvably could he very suhstantial, if
nct ahsclutely nrohibitive, in rnlitical terms), the strictly aconomic
henefit would appear to bhe limited to whatever advantare is derived
from the lower interest cost and the increased availahility of
borrowed funds to the covernment in the intermatinnal market
attrituta’le teo the large snd indenandently controlled gold and
foreisn exchange reserves of the %enk. Presumably the Ycradit
worthiness” of the envernment as viewed by peotential external lean
gources is substantially imrmroved by the Bank's reserve position —-—
ans rerhars alsc by the ferei~n asset management nractices followed
by the Bank. (e.c. willingaese on tho part of international »anks
that zct as acents f£or Bank reserve investments to rarticinate in
lnans te the ~ovarnment might %o crpater than ctherwise-: and these
banks likewise might be more inclined to »rovide various services
to the rovernment in makine arrznrements for external horrowine).

It seens rcasonahle to assume that nosgitive “enefits of these sorts
are not jnconsiderable -~ and that so far theyv have adquately offser
the costs identified ahove.

The next question to consider is whether, in the future, the
cast-benefit relatinnship descrited aheve might »e anpreciably
improved hy mndification nf the size nr eemnogition of the Rank's
foreien exchanze reserves, or by modification in manarement practices
frllowed by the Bank with respect to these reserves —- includine,
of course, the pessibility of the Bank standing ready to lend
directly, within prescrited limits, some ~f its reserves to the
fovernment. Suppose, for example, the Bank were to agree to stani
rendy to lend directly to the government at the interest rate
otherwise chtainable Ty it in the internaticnal market a certain
portion cf its foreirn exchange reserves, say 7 percent cf the
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amount ocutstanding at the end of April 1078. (1} This weuld leave
the level of official reserves above its level at the end of 1977,
while providine the orvernment with a loan af U.€, 8150 millien or
atout LL 45C million at the current rate of exchanﬂe. Such a leoan
could conceivably have heen crmsidered as an alternative Furodollar
lran of the same ~mount thnt was recently arranced »v the CDR with
a syndicate of internaticnal e¢ermercial bhanks -- the hasic terms of
which providad feor a fToatlnﬂ interest rate of LIBOR + 1*%, 7-year
repayment term, and varicus "commitment’ and “rorticipation” fees.

Uncdar such an arrangement it could very well he that sisnificant
enst savinms might have heen renlizable witheout o fully offsettine
reduction in benafits. This pogsitility is premises on several
assumpticns which may or may not he realistic -- including,
particularly, a relatively low peclitical cost in arrancine direct
borrowing by the poverament from the Panlkk., Tn anv case, this line
of thinkins sugmeste that it micht be desirahle to explore the
possibilitv of establiehing ah arrancement between the sovernment
an? the Bank that would permit, within prescrited limita, Jdirect
acecess *y the govermment to some vnrtion of Rank feoredign exchanne
reserves while permitting it to centinue fo raintain a hich level
of reserves. In additicn to visitly affordino the covernment a
lower cost alternntive to foreien horrowine in some instances,
such an arranpement mivht also serve to inereasce tha goverament’s
neeotiating stren~th with notential external lendars hv making
clear the existence nf a creditle alternative to their nffered
terms.

Republic of Lebanen
Mtice of the Minizter of State for Administrative Reforn,
Ceater tor Public Sector Projects and Studies
(CPSPS}

(1)Letest avall=a1le Jdata,



