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The Thesis

The Lebanese government has built itself a perfect debt trap.  It cannot use fiscal or monetary policy to solve it.

It has only two viable, short term alternatives:

1- Default on all interest payments on internal and external debt

2- Privatize many government owned entities   


This will begin the economic reconstruction process.  

KEY QUESTIONS TO REFLECT UPON

1- Why should the Western World, the US especially, do more for the Lebanese than the Lebanese are willing to do for themselves?

2- Aren’t Lebanon’s problems primarily political?  If so, isn’t economic rationality trumped by political irrationality?

3-  If money solves all of Lebanon’s problems, then why do we have major problems after spending all we had and $31 billion more?

4- How long can Lebanon count on net capital inflows to save itself from the disastrous balance of payments problem? 

5- Does anyone care about the poor, income distribution and the sources of radicalization of much of Lebanon’s youth? 

DANGERS LURKING IN THE ENVIRONMENT 

· The war on terror has only begun.  Unless insulated from the regional factors Lebanon may suffer seriously. The Palestinian residency in Lebanon may not bring any direct payments from anyone to Lebanon.

· Lebanon’s bank secrecy laws which provide for serious capital flows are under assault from some Western Governments

· Oil Prices and the consequent capacity of Arab governments to help Lebanon are dubious indeed. The oil markets will be in turmoil for a long time to come. The critical position of Arab countries will gradually fade, especially as that of Russia and the former Soviet Republics rise. 

· Bilateral and international loans to Lebanon at the required scale are neither possible nor desirable.

· The political preoccupation with Afghanistan, India and Pakistan are not reassuring for Lebanon.  It dilutes the interest in the Arab view of politics, especially as the central strategy is to paint Arabs as terrorists, promoters of Islamic fundamentalism, and intransigent.   

With the Above in Mind we will analyze the Economic conditions of Lebanon.

Some Basic Considerations

An easy and simple way to estimate government revenue (GR)  in a static model is :



GR = NI * Taxes (T)

Government deficit is :  D = GR – GS


(1)

Where:

NI = Net income = Gross National product (the earnings         approach)      


GR= Government revenue

GS = Government spending

T    = Taxes

For  GR to rise


NI or T must rise or both

 T can rise, but not to 100%.  At this level, we have the equivalent of slavery.

The assumption thus far is that: NI and T are independent, that is, tax levels have no impact on economic activity.  

Someone must recall the Laffer (actually the Ibn Khaldoun) curve. and the fact that most people believe that the optimum level of all taxes is 25%.

In America, taxes as percent of GDP  are about 20%.

THE SOVEREIGN DEBT

OF LEBANON

· How high?

· Who holds the debt

· Currency of denomination

· Average interest rate

-LBP debt




-Dollar debt 

HOW HIGH

Some World Debt Ratios (2001)
	Country
	Total Debt
	Budget Deficit
	GDP
	Debt/GDP
	Deficit/GDP

	US
	$6 Trillion
	Surplus
	$10 Trillion
	60%
	Surplus

	Lebanon
	$29 billion
	-$3.0 billion
	$16.6 billion
	175%
	18%

	Mexico
	$164.5 billion
	-$1.1 billion
	$483.7 billion
	34%
	.23%

	Egypt
	$30 billion
	-$.426 billion
	89.1 billion
	33%
	.48%

	Finland
	$76 billion
	Surplus
	$103.6 billion
	73%
	Surplus

	
	
	
	
	
	


* Lebanon:
Highest debt as % of GDP



Highest fiscal deficit as % of GDP
Currency Denomination of the Debt

10 billion in dollars

21 billion in LBP

Debt Distribution by Source

Original Debt


$14 billion





Capitalized Interest 
$17 billion

Total



$31 billion

Who holds the LBP Debt?

$ 4 billion by Syrians

$7 billion by Governments entities: 


(Central bank, social security, etc.)

$ 10 billion by Lebanese banks and the public (about half by banks)

Average Interest Rates

LBP debt: 
14.75 %

$ debt

10.4%

The Solutions: The Delusions 

I-  God may provide


Well!  There are so many countries in line

II- America will Provide


Why should it.  How did it benefit from the deficit  

III- Saudi Arabia will provide


They have their own serious fiscal deficit

IV- The Lebanese overseas will provide


This assumes that they are the only group willing to make foreign investment on bases other than risk / return.

V- Taxes will pay off the national debt.


They simply cannot.  The maximum the VAT can generate is $1.5 billion under the most optimistic scenario. One must also consider the negative effects taxes have on economic growth. They reduce the base on which the tax is calculated.

VI- Privatization. 

The consensus opinion is that it will generate about $5 billion.  Where would the rest come from? 
VII- Economic growth.


The current estimate is that the economy is growing at about .5%.  We need double-digit growth to begin to make a dent.  It is impossible in the current political climate. 

OTHER  PROPOSED SOLUTIONS

It is clear that Lebanon will not be able to export itself out of the problem nor count on FDI.

II- Restructuring Domestic Debt

It only postpones the day of reckoning.  Temporary respite from the problem

III- Default on the external debt

Too drastic a solution


Could wipe out the banks in Lebanon

IV- Devalue the Currency


Could destroy the banks in Lebanon


Would have harsh impact on the poor

Would aggravate the balance of payments deficit of Lebanon

V- Declare a moratorium on the payment of interest.

Is the only real option for now. When a person is injured the first option is to stop the bleeding.  This will stop the hemorrhaging.  


VI- Bilateral borrowing- 

This is not a serious option as it has not been possible despite the best efforts of France.

VII- Multilateral Financing


Neither the World Bank nor the IMF is interested 

OTHER NECESSARY ELEMENTS IN THE SOLUTION

· Economic, legal, social and regulatory reforms

· Improve the collection of taxes and fees and be fair about it.

· Reform the stock exchange to accommodate the privatization program

· Find creative ways for stopping, if not reversing the brain drain.

· Focus on improving exports, especially those of agriculture and light manufacturing. 

· Improve the political environment and return the real decision making power to the Lebanese Government. 

· Eliminate the most heinous of taxes: Corruption
