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Sovereign Rating

method of gradation:

Comnarison of Rating Symbols:

C——
AA+AA AA High quality
“m Adequate payment capacity

BB+,BB,BB- Bal,BA2 Ba3

Likely to fulfil] obligations,

ongoing uncertainty
High risk obligations
Current Vulnerabiity to default,

or in defaylt

S

ource: BDt, Quarterly reports
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Appendix 3- Empirical Analysis of Budget Deficit: 1974-1997

This section is an attempt to examine the empirical relationship between Budget
Deficit and some key macro-economic variables in Lebanon between 1974 and 1997,
The purpose is to identify some of the major factors that influenced the stance of
fiscal deficits during that period, and to assess the degree of sensitivity of fiscal
deficits to each of these factors. The relationship is estimated using Correlation and
Regression techniques, and some tests concerning the strength of this relationship are

conducted.

The pre-war period is not included in the sample of the study because the economic
trend that dominated the country during that period is significantly different from the
trend witnessed since the beginning of the war. In particular, the role of the
government has changed drastically as implied by the rising weight of government
expenditures and the consequent accumulation of fiscal deficits since 1975. For this
reason, it would be more appropriate to confine our empirical analysis to the period
that was characterized by large fiscal imbalances and continuous rising in the level of

public indebtedness.

It is important to mention that the use of econometric models in a country like
Lebanon is subject to serious limitations, due the problems associated with the quality
of data base. In fact, the estimation of a robust econometric model that can be used as
a basis for accurate forecasting is not plausible in Lebanon due to the shortage of data
on one hand, and the inaccuracy of available data on another hand. Therefore, the
results obtained from the regressions discussed below should be treated with caution,

because they are affected to a large extent by the quality of data used in the estimation.
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Part 1: Simple Correlation Coefficients

The empirical investigation of the key variables that influenced the levels of fiscal
deficits starts by analyzing the nature and strength of the relationship that exists
between budget deficit and each of the variables concerned. The set of explanatory
variables includes: rate of economic growth, rate of inflation, level of interest rates

and balance of payment position.

1. Budget deficit and interest rates

Theoretically, there is a direct reciprocal relationship between budget deficits and the
level of interest rates: when a government runs into fiscal deficits, its demand for
monetary resources increases and consequently the level of interest rates on the
domestic currency increases. On the other hand, as interest rates rise, the cost of
servicing public debt increases and the government incurs additional expenditures that

worsen its fiscal position even more.

The theoretical relation between budget deficit and interest rates can be tested
empirically by calculating the Coefficient of Correlation R , which measures the
degree of association between two variables, or the extent to which these variables

tend to move together over a certain period of time.

The Correlation Coefficient between budget deficit as % of budget expenditures, and
the effective interest rate on 3 months Lebanese Treasury Bills, is estimated to be
0.6198 over the period 1974-1997, implying a positive and relatively strong
correlation between the two variables. As it is shown in the accompanying charts, high
budget deficits were accompanied by high rates of interest on TB’s, particularly during
the period 1986-1990 when effective interest rates reached their highest peak
(18.85%).

2. Budget Deficit and Inflation
Theoretically, high budget deficits are associated with high rates of inflation: when a

government runs into fiscal deficits, this means it is conducting an expansionary
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fiscal policy which raises the overall price level of the goods and services in the
economy {Theory of demand and supply). Moreover, such a policy is accompanied in
some cases by an expansion of the monetary base, such as when the Central Bank
finances a large portion of public expenditures either by printing money or by
purchasing treasury bills from the public. Increasing the level of money supply leads

directly to rising rates of inflation and deterioration of domestic currency.

The Correlation Coefficient between budget deficit ( as % of Expenditures) and rate of
inflation during the period 1974-1997 is around 0.146, implying a weak association
between the two variables. In fact, although the fiscal crisis was behind the drastic
deterioration of the Lebanese pound during the period 1984-1992, the persistence of
budget deficit since 1992 did not create inflationary pressures on the Lebanese Pound,

mainly because of the restrictive monetary policy conducted by the Central Bank .

3. Budget Deficit and Economic Growth

The hypothesized relation between Budget Deficit and annual rate of Economic
Growth is negative, this relation is asserted by the calculated R for real GDP growth
and budget deficit (as % of budget expenditures), which is equal to -0.3 for the period
1974-1997. This negative coefficient is a result of a reciprocal interaction between the
two variables: on one hand, among other factors, the low rates of economic growth
witnessed by the Lebanese Economy since the beginning of the war had an adverse
effect on the level of collected tax revenues. On another hand, the continuously
growing role of the public sector , accompanied by high interest rates, led to the
Crowding-Out of productive private investment and to a stagnation in the level of

overall economic activity.

4. Budget Deficit and Balance of Payment

The association of movements in the budget deficit and balance of payments in
Lebanon over the period 1974-1997 has important implications. The coefficient of
Correlation between budget deficit (as % of expenditures) and balance of payment (as
% of GDP) is around -0.567, implying a relatively strong negative correlation between
the two variables. This negative relation can be explained by the relative weakness of

the current account which has never been in surplus over the period examined; that is,
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the absence of productive investments in Lebanon had unfavorable effects on the level
of national income and consequently on the levels of tax revenues collected by the

government.

It is worth noting that the surplus recorded in the Balance of Payments during the last
six years was not accompanied by any significant improvement in the current account
position. Rather, the strength of the Balance of Payment position was dependent to
some degree upon attracting funds through the mechanism of high interest rates. This
weakness in the composition of the balance of payment has contributed to some extent

to the persistence of fiscal imbalances in Lebanon.

Part II: Multiple Regression

Equation (1)
By regressing the values of budget deficit (as % of expenditures) on the values of real
GDP growth, effective interest rate on 3 months TB’s, and balance of payment (as %

of GDP), the following equation is obtained by using the Ordinary Least Squares
Method (OLS):

D,=0217-0.26R +2.281-0.648 +¢, (1)

Where D, is the budget deficit/expenditures at time t
R,1s the annual rate of real GDP growth at time t
1, is the effective interest rate on 3 months TB's at time t
B, is the balance of payment as % of nominal GDP at time t

¢ is the error term

Statistical Tests

In order to test the statistical significance and the explanatory power of the estimated
equation, several statistics are computed and analyzed, these include R square
_(Coefficient of Determination), Multiple R (Coefficient of Correlation), Adjusted R

square, p-values, t and F-tests , DW, etc.... ( see details in the accompanying Tables )
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The simple linear estimated relationship explains a considerable part of the variation
in Budget Deficit, with a forecast error of 15.9% of the level of Budget Deficit. R
square obtained is around 68%, which means that the three explanatory variables
included in the equation explained 68% of the total variation in the dependent
variable over the period examined. The remaining unexplained variation, which is
accounted for by the error terms, could be attributed to several other factors that are
not included in the estimated equation. These factors include the war effect, the
taxation system adopted (which involves the inefficiency of tax collection), political

considerations, as well as the inefficient management of public expenditures.

The F-test shows that the overall estimated model is statistically significant at the 5%
level, i.e. the three variables together explain a considerable portion of the variation in
Budget Deficit over time. As for the statistical significance of each individual
explanatory variable, the student t-test and the p-values obtained show that each of the
independent variables is statistically significant at the 5% level. The following table

summarizes the basic results pertaining to the three individual variables:

Table 1
Variable Estimated t-Statistic Partial Correlation*
Coefficient | .
Intercept 0.217 3.06
Real Growth (R) -0.26 -2.12 -0.43
Interest Rate (I} 2.27 4.41 0.7
BOP (B) -0.63 -3.38 -0.6

*Partial Correlation measures the degree of association of each independent variable

with the dependent variable, given the other variables in the equation

Some factors that might affect the accuracy of the estimated coefficients are the
presence of serial auto-correlation among the residuals, and serious multicollinearity
among the independent variables .The value of the Durbin Watson Statistic (2.17)

 does not signal the presence of serial auto-correlation. As to serious multicollinearity,
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it can be tested by checking the correlation coefficients between every two variables in
the equation. As shown below, these coefficients are relatively weaker than the
Muitiple R of 82.5%, which implies that there is no problem of serious

. . . *
multicollinearity.

Table 2

Coefficient of Correlation R
Real growth and BOP 014
BOP and Interest rate -0.16
Real Growth and Interest rate (.065
Implications

The estimates of the coefficients of the regression show that Budget Deficit is
negatively related to real GDP growth, positively related to interest rate, and
negatively related to balance of payment, which is in conformance with theoretical
suggestions, However, the magnitude of real GDP coefficient reveals a relatively low
sensitivity of budget deficit to real growth. It is important to remind that the accuracy
of this estimate depends to a large extent upon the accuracy of GDP figures used, and
these figures are not reliable due to the absence of official data on the main macro-

economic variables contributing to the formation of GDP.

Based on the results obtained, and assuming that the estimated relationship remains
stable in the short-run, an increase in real GDP growth by 6 percentage points could
lead only to 2 percentage points decrease in the level of budget deficit to expenditures,
other variables held constant. On the other hand, the sensitivity of budget deficit to
interest rate is relatively high, as suggested by the estimated coefficient of 2.28. This
implies that a reduction of 2 percentage points only in the level of effective interest
rate results in a 5 percentage points reduction in the budget deficit percentage, other
things held constant. The influence of the balance of payment position on budget

deficit seems also important; an improvement in the BOP % of GDP by 6 to 8

« Introduction to the theory and practice of econometrics, J. Judge and R. Hill
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percentage points leads to a reduction in budget deficit percentage by around 4 to 5

percentage points, other things held constant.

It can be concluded that a policy aiming at increasing the rate of growth in the
economy, reducing the level of interest rates paid on the Lebanese pound and
strengthening the balance of payment position, especially by expanding the volume of
export production, would certainly lead to a substantial reduction in the level of fiscal
deficits at least in the long run. The exact magnitude of benefits that can be achieved
depends on the magnitude of change in each of the variables concerned, the degree of
responsiveness of budget deficit to each of these variables as well as on the interaction
of the different variables among each other. The following table provides an
approximation of the changes that might occur on the level of Budget Deficit,
assuming different possible scenarios and using the estimates of the regression

discussed above:

Table 3
( Numbers in Percentage Points)
Assumed change in real growth +2 +3 +4. +5 +6 +7
Resulting change in budget deficit -1 -1 -1 -1 -2 2
% of expenditures
Assumed change in interest rate -2 -3 -4 -3 -6
Resulting change in budget deficit | -5 -7 -9 -11 -14
% of expenditures
Assumed change in BOP +2 +4 +6 +8 +10 | +15
Resuiting change in budget deficit -1 -3 -4 -5 -6 -10

% of expenditures

Equation (2)
The budget deficit discussed above does not include the extra-budgetary capital
expenditures. However, the analysis of fiscal deficits and public debt problems should

take into account the total expenditures of the public sector, including the extra-
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budgetary items. The analysis that follows is an attempt to examine the empirical
relationship between total public debt and the two major types of public expenditures:
current expenditures and capital expenditures, where the latter includes the extra-
budgetary figures. The purpose of this estimation is to compare the sensitivity of

public debt to each of the two categories of public expenditures.

By regressing the annual rate of growth of total public debt on the annual rate of
growth of current expenditures and the annual rate of growth of capital expenditures,
over the period 1975-1996, the following equation is obtained using the Ordinary
Least Squares Method (OLS):

B, =0.365+0.325CU, +0.156C4, +e, (2)

{
where B,is annual growth rate in total gross public debt at time ¢
CU, is annual growth rate in total current expenditures at time t
CA, is annual growth rate in total capital expenditures at time t

¢, 15 the error term at time t

Statistical tests

The overall estimated model is statistically significant, as indicated by a value of
74.55% for R square and 71.88% for adjusted R square. The student t-statistic and p-
values show that both explanatory variables are significant at the 5% level. The
correlation coefficient of the two explanatory variables is around 25%, which is well
below the value of Multiple R of the whole regression (86%); this means there is no
problem of serious multicollinearity. The DW value (1.88) does not signal the

presence of serial auto-correlation among the residuals.

The following tables summarizes the basic results pertaining to the two independent

variables included in the equation:
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Table 4

Variable Estimated Coefficient | t-Statistic Partial
. ‘ | | . Correlation
Growth rate of current 0.325 DY 0.46
expenditures (CU)
Growth rate of capital 0.156 6.32 0.82
expenditures (CA)
Implications

The estimates of the coefficients of equation (2) have important implications .The
dependent variable seems more sensitive to changes in current expenditures than
capital expenditures, as implied by the estimated coefficients of 0.325 and a.156
respectively. In particular, debt seems twice as much sensitive to current expenditures

than to capital expenditures.

These results are not in conformance with theoretical assumptions. Capital spending is
supposed to have a larger influence on the stance of public indebtedness than current
spending, based on the underlying assumption that borrowed resources should be
channeled toward productive capital spending that can generate in the future enough
resources to service the debt and pay back the amount borrowed. Unfortunately, this is
not the case in Lebanon, where most of the public debt is being used to finance the
growing current expenditures. In fact, a review of the records of public expenditures
over the period 1975-1996 reveals that 65 to 90% of total public spending was
allocated to current items, except for the period 1985-1989 that was characterized by
large capital spending on military equipment and accommodations. In particular, the
period 1993-1996 that was supposed to witness Jarge and growing rates of public
investment , suffered on the contrary from uncontroilable rates of current public
spending, which led consequently to the persistent accumulation and increase in
public debt over the last years.

The major conclusion that can be drawn from the estimated regression is that the
_ policy aiming at stabilizing the annual growth of public debt should focus on

controlling the growth of current expenditures rather than limiting capital investment
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spending. Most importantly, the idle money that is being spent on debt servicing and

on the wages of some unproductive public employees should be channeled toward

more productive activities and more beneficial social services.
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Equation (1)
Dependent Variable
Independent Variables
X Variable 1 Real GDP growth rate (R)
X Variable 2 Effective Interest Rate on 3 months TB's (1)
X Variable 3 Balance of Payment/Nominal GDP{B)

Budget Deficit/Expenditures(D)

SUMMARY OUTPUT
Regression Statistics
Multiple R 0.82514542
R Square 0.68086496
Adjusted R Square 0.6329947
Standard Error 0.15914133
Observations 24
ANOVA
rid S8 MS F Sfgnificance F

Regression 3  1.080643472 0.360214 14.22313 3.41571E-05
Residual 20 0.50651924 0.025326
Total 23  1.587162712

Coefficients Slandard Error ¢ Stat P-value Lower 95% Upper 95% Lower 95.0% Upper 95.0%
Intercept 0.21757792 0.07102456 3.063418 0.006132 0.069423349 0.365732484 0.069423349 0.365732484
X Variable 1 -0.26073432  0.122904238 -2.121443 0.046572 -0.517107954 -0.004360694 -0.517107954 -0.004360694
X Variable 2 227930536 0.516550821 4.412548 0.000268 1.201799731 3.356810992 1.201799731 3.356810992
X Variable 3 -0.63854002 0.188902076 -3.38027 0002974 -1.032582659 -0.244497373 -1.032582659 -0.244487373
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Equation (1) : Predicted Y versus Actual Y
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Equation (2)

Dependent Variable
independent Variables

Annual growth rate of Gross Public Debt (B)

Variable 1 Annual growth rate of capital public expenditures (CA)
Variable 2 Annuai growth rate of current public expenditures (CU)

SUMMARY QUTPUT
Regression Statistics
Multipie R 0.863479791
R Sguare (.74559735
Adjusted R Square 0.718818123
Standard Error 0.44921147
Observations 22
ANOVA
af S8 MS F Significance F

Regression 2 1123667964 5.61834 27.84238 2.25141E-06
Residual 19 3.834027955 0.201791
Total 21 15.07070759

Coefficients Standard Error  t Slat P-value Lower 5% Upper95% Lower 85.0% Upper 95.0%
tntercept 0.365641059  0.130980491 2.791356 0.011641 0.091474726 0.63980738  0.091474726 0.639807393
X Variable 1 0.156681926 0.024760815 6.327818 4.51E-06 0.104856928 0.20850692  0.104856928 0.208506924
X Variable 2 0.325307102 0.144730883 2.247669 0.036667 0.02238179 062823241 0.02238179 0.628232415
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RESIDUAL OUTPUT

Observation Predicted Y Residuals
1 0.295012262 -0.808131796
2 0.159231438 (.762092425
3 3.768649964 -0.182980182
4 0.431188036 -0.162845644
5 0.485334651 0.722485381
B 0.697080759 0.12776155
7 0.416557337 -0.314456832
8 0.763410788 0.169520455
g 0.476252193 0.383957492
10 0.454737279 -0.266130194
11 0.797707284 -0.003380442
12 0617658541 0.119462564
13 1.530412431  1.103577101
14 1.094767446 -0.124527037
15 0.741195117 -0.251340066
16 1.0980381 -0.459559036
17 0612487731 -0.192487731
18 0.86257266  -0.16327266
19 0.46325473  -0.09495473
20 0.875634519 -0.207034519
21 04526198319 -0.126818319
22 0.460168607 -0.031768607
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Equation (2) : Predicted Y versus Actual Y
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APPENDIX 4

Effet Boule De Neige

The government can finance its budget deficit either by borrowing or by printing

money. This leads to the following equation:

G- Ty=dB, + dM,

Where G, = public expenditures
T, = Taxes
dB; = Change in stock of debt
dM, = Change in Monetary base

If we assume that dMt = 0, and that public expenditures can be divided between 2
components: servicing the debt of the previous year( B, ), and expenditures
excluding interest ( G*), we get the following equation:

G* +1By.; - Ty = B, -Byy

But G* - T, = D, = primary deficit

Therefore:

By =D+ (1+)By

If we divide by Y, ( National Income) we get:

by =d; + (1+1)*B.1/Y;

If n = nominal GDP growth then Y,= Y,.;(1+n)

hence:

b = dy + by «(1+i/1+n)

If we subtract by.; from both sides we get:

dby = dy + by =(i-n/1+n)

By setting db, = 0, we get:

dy=- (i-n/1+n)by,
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Appendix 6

REGLES D‘OR DE LA DETTE SOUTENABLE

Apres la seconde guerre mondiale, les travaux pionniers de Domar " (1950) et de Avramovitz® (1968) avaient montré
qu‘un pays voulant financier un déficit courant par I'endettement extérieur, ne pouvait que s'il respectait certaines “regle

d’or", en particulier si sa dette n‘augmentait pas plus vite que la croissance de son économie et ne supportait un taux
d'intérét supérieur a celui de son économie. Une actualisation de ces régles d or peut étre réalisée pour montrer quand le

taux de croissance de la dette ne doit pas dépasser celui des exportations, sur la base d‘un modele simple utilisée par la
banque mondiale®™ (1985).

Ecrivons une équation de la dette du type:
d(D)

=iD~B (1),00D est'encours de la dette, B la balance des paiements, 4 savoir la somme du solde courant
!

(moins les intéréts de la dette) plus les sorties nettes de capitaux. Les frais financiers associés a la dette ainsi que le
principal échu & chaque période composent 1°encours initial de la dette totale a chaque période pour un taux d'intérét i de
la dette (exogéne).

1 dX

D
On écrit ensuite Z le ratio d'endettement : Z = —X~ (2) o0 X représente les exportations, avec X = — ® — pour

taux de croissance

par différentiation logarithmique de (2), on obtient:

dz

_I_. iledX
Z dt D d X

Soit encore, d'aprés (1) et on notant z = -2— . ? , le taux de variation du ratio d‘endettement z:
t

Z=mi-—mx
on voit alors que le ratio d‘endettement décroit {c'est-a-dire z < 0 si et seulement si:
. B .

I<Xx+ —D—, d ou la conclusion:

) B
Men cas de balance positive (B>0 ou ce qui revient au méme, B > 0), le ratio d‘endettement peut décroftre alors
méme que le taux x de croissance des exportations n‘est pas supérieur au taux d'intérét (il suffit en effet que
X>i—— )
D
MEn cas de balance négative (B<0), le ratio d‘endettement ne décroit que si le taux x de croissance des exportations

excéde le taux d'intérét i d°un montant — B (il faut en effet que; x > i ——).

(1) E. Bdmar, The effects of foreign Investment on the Balance of payments, American Economic Review, doc. 1930
(2) D. Avramovitz (1958), Debt Service Capacity and Postwar Growth in International Indebtness, Baltimore, John Hopkins
(3) Banque mondiale, International Debt and Developping Countries, Etudes Spéciales, 1985.
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First of all let me say that I'm not sure how I found myself on this panel
between economists. I'm a lawyer. But Fouad Makhzoumi invited me here, I

believe, because I've worked on economic policy reforms in Egypt, Grenada, and
El Salvador in Central America.

I'm taken most by the question of whether what you have here is a
financial or an economic crisis. I prefer to call it an economic problem as opposed
to a crisis ; but [ believe that its roots are economic more than they are financial.

And let me say that I don't have prepared remarks. I've been making
notes as I was listening to the comments that were made earlier. I was taken by
something that I remember from the work I was doing in the mid 80s in El
Salvador.

If you recall one of the first neo liberal economic reform program took
place in New Zealand and it was reasonably successful ; and the team that
worked in New Zealand put up a small folio or brochure in which they described
the seven steps for successful economic policy and economic growth :

First : you have to have a new government
Second : you have to have a strong leader who is committed to reform

Third : you have to have a cabinet that is heavy with technocrats who are
committed to the reform and to the leader.

Fourth : you have to have a clear policy reform plan both macro and micro ; it
has to be transparent and it has to be bought into by the private sector.

Fifth : it has to start within days; if you don't start early, you never start.

Sixth : the results have to be obtained (or at least have to be seen) within a period
of 9 to 12 months. Because you cannot sustain the downside ; and if
people don't see that things are getting improved in terms of G.D.P.,
improved in terms of income in their own pockets, it will not be
sustainable.
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Seventh : Do not stop until you succeed. You can't back off it once you've taken
the steps and committed to the economic reform, you have to proceed ;
so you can't go back.

I'd like to just make a brief comment on the situation. Let me say also that
I'm gonna get you out of here on time. [ think the situation or the problem has
been well described but I think that there are some salient points I'd like to
briefly mention :

- One is the public debt exceeds GDP

- The second is you have high interest rates on treasury bills to finance
the deficit

- There is a very low rate of productive investments. I think this is the
main point.

I'm often asked, because I'm in the business of promoting investments in
particular, why don't we get more foreign investments in Lebanon ? There is a
very simple answer to the question : why would I invest in a risky business.
When [ can earn 15% on a treasury bill in an economy with an appreciating
currency where devaluation is really not an option ? I mean, it'sa "no brainer ":
You're going to invest in the treasury bills.

The other problem you've got is you have a very low direct tax base ; very
low tax rates, both corporate and income tax, and very low revenues - that
accounts for a very small portion of the budget. I think the last point has been
mentioned briefly but I think it's very important in terms of the World Economy
and competing in a global economy, is that you have very high import tariff that
raises the cost of business and raises the cost of consumption.

The point about the situation is that the government of Lebanon is going
to continue to run large deficits and an alarming public debt unless it takes
serious fiscal reforms and encourages private sector participation in economic
development and reform. I think that's axiomatic.

If you take it as given that you have to have reforms, what are the
elements of a plan ? First of all I would say as far as any economic plan for
Lebanon, it's going to have to be a soft landing ; there are no quick fixes.
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Devaluation would be disastrous here both in terms of inflation and I
think in terms of impact they would have on the banking sector and finally that
it would probably be just about the last blow that the Middle class could take
because it would wipe out what savings remain ; and I think everybody
recognizes the degree to which the middle class has been victim, particularly, of
the war and the economic situation over the last five or six years.

I think there are some positive things here. First of all in terms of
macroeconomic policy it's well understood. Even with the last government I
think there was a very sound macroeconomic policy plan with the exception of
the public domestic debt. You have people that are in the cabinet right now. Dr.
Saidi is one. I worked with Dr.(Naser) Saidi on the economic reform plan in El
Salvador. He's extremely well known outside Lebanon and is very well
respected.

Basically, you have the makings of a macroeconomic policy that is sound.

The other good news is that we recently performed, my agency working
with Standford Research Institute, a commercial policy index study here, which
we have done in other countries so we can compare the results of Lebanon with
the other countries. The maximum score is 100. Lebanon had an 81. There is a set
number of factors that has figured into it. It had the highest score in the region
when it was compared to such countries as Egypt, Turkey, Jordan, Israel. So it
scores very well. It's in good shape. To give you an example : it scored 81 ;
Singapore has a 92 ; and I think that's the highest of all the ones that have been
checked with this commercial policy index.

So that part of it is reasonably good. I have some questions about the
tariffs and that's some of the things that brings the ratings down to some extent.
These are the good news.

If you're going to have a plan it has to have both fiscal and structural

measures that are going to be taken by the government. I can go briefly into the
king of things that we're talking about ; let me say I'm not necessarily suggesting
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these are the things the government has to do. There are various ways to balance
this out. But these are some of the standards they need set this feeling of the
level of the government expenditures.

You need to improve tax collections, widen the tax base and modernize
tax legislation. It's controversial, but taxes on gasoline, cigarettes, sea share
construction; take serious steps to introduce value added tax or general sales tax ;
or general sales tax that leads to value added tax; shift from short term high
interest rates to longer maturity instrument. Perhaps it has been suggested
external instruments that have lower interest rates. And I think the other thing is
that (several people have spoken of it) privatization is one of the options and its
both an option in terms of generating revenue and its an option in terms of
improving performances. The business is that to privatize.

Then the last element is that you have to engage in economic or sectoral
economic planning; this has to be an effort that is undertaken by the private
sector and the government. It has to be transparent and it has to be agreed upon.
The business hates uncertainty and if you don't know the rules of the game you
don't know the direction of where the economy is going ; then it is very difficult
to interest foreign investors into the country and making direct investment.

Let me explain very briefly the king of things that we're talking about.
Many of you are aware (I think some of you were there) that we recently ran an
exercise over the past six months. We have been working on putting together 3
sectoral plans that we refer to as industrial clusters. They were done with
Standford Research Institute and Lebanese American University (LLAU) . The
three clusters were chosen by Standford Research Institute after a number of
meetings with the government and the private sector : one is tourism ; one is
industry and agro-industry ; and the last is regional business services. Regional
business services takan insurance on cinema, TV, Capital markets ; banking and
finances. The kind of services that Lebanon is very active in. The exercise was
carried out by experts from Standford Research Institute but working with three,
Il call them task forces (they were groups), made up of eight Lebanese citizens
who were from these sectors and interested in these sectors and they came from
both the private and the public sectors ; but predominantly from the private
sector. The way the exercise works, 1'll use tourism as an example, you
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first start out with setting a quantitative target ; we already assumed that
tourism  is a viable sector for Lebanon. You say in a quantifiable way, where are
we today in Lebanon and where do we want to be in a brational period that
could be four, five, six years. You don't want it too short ; you don't want it too
long (the period). So you look at that and you say : let us assume that there are
400.000 tourist nights or hotel nights in Lebanon today ...... 2002 we want it to be
it a million.

We've asked the question and set the target but we did not say how we
get there. And as soon as you ask that question (I'm talking about the tourism
sector) then you pull in the elements of structural reform. Because if you look at
tourism, you've also have to look at your visa policy, you've got to took at your
airlines ; you've got to look at your investment policy ; you've got to look at
hotels ; at import policy ; environment ; infrastructure, and the list goes on and
on.

So what you come up with at the end of the day is not a study but a plan;
and it is a plan, for those of you who are familiar with construction, that looks
very much like a critical path :you have a start point ; you have an in (or end)
point ; and along this path you have a number of initiatives of critical actions that
need to be taken if you're going to reach the goal.

We have identified some of the initiatives on the critical path. Others will
be identified as we start to move forward. And my agency were committed to at
least providing the seed capital to start the process. As I said January 23d (the
author never mentioned January 23d in this speech) was the coming outpost for
these studies over the next year;so we'll be working with the private sector to
carry them out. I want to emphasize, and this has been the case in every place
I've been, I was asked on the conference on the 23d what are you prepared to do
? I'said : let me turn the question around : what are you prepared to do ? Because
it has to be an effort taken on by the government ; by the private sector. And
much of it has to actually be done by the private sector if its going to work. And I
until I'll stop there. Thank you very much.
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