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Republic of Lebanon --- Concerns of Increasing Political Instability Grow,
Even as Lebanon Takes First Steps toward Fiscal Reconstruction

April 12, 2005

. Rating
Rating Outlook
For_elgn Currency Issuer BB Negative
Rating
Foreign Currency Short-term a-3

Credit Rating

Lebanon's economy is improving as capital inflows
expand together with the boom in Middle Eagtern
oil-producing countries, againg the backdrop of high
oil prices. Degpite a heavy burden of external debt
accumulated during the recondruction process
following the end of its civil war, Lebanon isreceiving
financial support on favorable terms from foreign
governments and public inditutions as the result of an
international conference in Paris in November 2002,
and itsinterest payment burden has been reduced.

Although Lebanon introduced a value added tax
(VAT) in the second half of 2002 and halted its fiscal
deterioration, the government is expected to continue
running afiscal deficit of about 10% of grass domegtic
product (GDP) in 2005. Lebanon's ahility to continue
recondruction, jump-darted by the introduction of
foreign capital, will depend on domedtic political
gabhility and progress towards peace in the Middle
Ead.

Expectations have increased that Syria  will
withdraw its troops sationed in Lebanon (Note 1) by
the general dection in May, because of drong
international pressure. How the resulting political
vacuum will be filled, however, is a key issue. Former
Prime Miniser Rafiq Hariri, the key mover behind the
recongruction after 15 years of continual civil war
until 1990, was assassnated in February. Fears have
emerged that Lebanon's national  political
arrangements, built on a ddicate dight balance among
variousreligious groups, will be destahilized, and must
be monitored dlosdly.

Jang Zhu, Senior Analyst
Internationa Divison

L ebanon gradually regainsitsformer sparkle

Lebanon's capitd Beirut is a beautiful port city. To
drive e out of Berut and cimb into the
Anti-Lebanon Mountains, which soar on the eastern
edge of the country, is to be rewarded with an
expandve view of severd Arab countries, induding
Syria, Jordan and Irag, goread across one's fidd of
view. From the opening of its port in 1860 to the
eruption of its civil war in 1975, Beirut was a base of
finance and trade for these Arab countries, and a
cosmopalitan city where information and resorts were
avalablefor dl.

Beirut has dso dways had a sense of intimacy with
this same Arabic gpeaking region, and been a familiar
presence for oil producing countries such as Kuwait
and Saudi Arabia, while dso functioning as a sdfe
haven for capitd during periods of palitica unrest and
civil digurbance in surrounding Arab dates. Although
its podtion as a financid center was usurped by
Bahrain and Duba during its civil war, the scde of
Lebanon's bank assts is dill 3.3 times its gross
domedtic product (GDP), a levd that ranks with
Switzerland. Roughly 10 million Lebanese — three
times the d9ze of the domedic population — have
emigrated to other countries, and the large sums they
remit support persond consumption and play arolein
Lebanon's recondruction. Many of Lebanon's bank
depodts ae dso such remittances from foreign
countries, which provide banks with an extremey
srong funding base. Lebanon never missed a payment
on its externa debt during the civil war only because
the banks, holding ample deposits, were able to
underwrite the government’ sbonds.

The old vitdlity has returned to Berut. It has been
sad the terrorig atack in the U.S,, and the subsequent
invason of Irag, marked aboundary line. Arab money,
which until then had flowed toward the United States,
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darted to shift to the Middle Eadt, and the movement
of people in the region dso became more active, a
trend spurred even further as the gulf ail-producing
nations have grown richer with the high price of crude
ail. In 2004, the number of tourists broke through the
important one million vistors mark. Although this has
ya to maich the pesk, when vidtors reeched 1.5
million to 2 million annudly, there is no mistaking the
fact the number of tourists has been climbing. With
intermediate trangt trades linked to the rebuilding of
Iraq growing aswell, the economy is dowly expanding,
and red GDP in 2004 grew 5% compared with the
previousyesar.

There is no guarantee the boom will continue in the
future, however. One source of concern is that
invetment capitd from the Gulf dates is biased
towardsred edtate. Infragtructure investment, indluding
roads and bridges, is minima. Employment practices
are rigid, and young people who receive a higher
education have a srong dedire to emigrate. There is
fear that should this area, known as the powder keg of
the Middle Eadt, be struck by war again, the economic
sahility Lebanon has begun findly to achieve a greet
pains will collgpse dl too eesly. The key to the
political power baance that will guarantee economic
prosperity is the posture of the U.S,, the one country
capable of exercisng a strong influence on the players
crucid to aMiddle East peace, such aslsrad, Pdedine
and Syria. For this reason done, there is dso immense
interet in Lebanon in the Middle Eagt policy of the
Bush adminidration asit entersits second term.

A giant gar isextinguished, and imponderable
dark cloudsgather

m  Setting of assumptions and conditions

The prime mover behind Berut's revivd was
undoubtedly former Prime Miniger Hariri, who was
killed in a car bombing in February 2005. Hariri, who
moved to Saudi Arabia as a young man and made his
fortune by leveraging his condruction company into a
rationship with the Saudi royd family, was dso
involved in the 1989 Taif Agreement (Note 2) to end
the civil war. Hariri demondrated a keen sense of
political baance, and served as Prime Minister a totd
of five times between 1992 and 2004. As the largest
shareholder in the condtruction company Solidere, he
dso led the recondruction ectivities centered on
redeveopment of Beirut. Although Lebanon's foreign
debt rose to more than US30 billion dollars, Hariri's
government avoided fiscd collgpse by successfully
participating in an aid conference to tackle Lebanon's
public debt criss, hosted in Parisin November 2002 by
French Presdent Jacques Chirac, with whom Haxiri
was on friendly terms. Asaresult, Lebanon obtained a
tota of US4.4 billion dollarsin financia support from
advanced countries and internationa organizations.

There was friction, however, between Hariri and
Lebanese Presdent Emile Lahoud, who has close ties
with Syria Lebanon’s parliamentary democracy, with
its system to achieve and maintain a politica baance
among the Maronite Chrigians, Sunni Mudims and
ShiaMudims, the three main rdigious sects, ipulates
that the president be sdected from the Maronite sect,
the Prime Minigter from the Sunni Mudim sect and the
Spesker of the legidature from the Shia Mudim sect,
based on the nationd agreement in 1943 that gave
Lebanon its independence from French colonid
control. The dronges authority, however, is
recognized to reside with the president. Because the

Scenario 1
Real GDP growth rate (%) 3.0 5.0 4.0 4.0 4.0 4.0 4.0 4.0
Nominal GDP growth rate (%) 5.0 7.0 7.0 7.0 7.0 7.0 7.0 7.0
Government bond weighted average interest rate (%) 10.0 8.3 8.1 79 7.9 7.9 7.9 7.9
Scenario 2
Real GDP growth rate (%) 3.0 5.0 4.0 35 3.0 3.0 3.0 3.0
Nominal GDP growth rate (%) 5.0 7.0 6.0 55 5.0 5.0 5.0 5.0
Government bond weighted average interest rate (%) 10.0 8.3 8.3 83 85 8.7 8.9 9.1
Scenario 3
Real GDP growth rate (%) 3.0 5.0 4.0 30 20 20 20 2.0
Nominal GDP growth rate (%) 5.0 7.0 5.0 40 3.0 3.0 30 3.0
Government bond weighted average interest rate (%) 10.0 8.3 8.7 91 9.1 9.1 9.1 9.1

Source: Prepared by R&|
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presdent's authority was reduced after the Taf
Agreement, and the Prime Miniger’s authority in the
provinces expanded, the tug-of-war between the two
leaders grew more intense across the entire range of
diplomatic and domedtic effairs.

When the conditutiond amendment extending
Presdent Lahoud's term of office for three years was
passed in October 2004, Prime Minigter Hariri, who
had opposad it, resgned and the confrontation between
the two men became dear. Fears have dso emerged
that recongtruction works will be ddayed as aresult of
Hariri’ sassassnation.

Approximady 500,000 Syrian workers, who
account for more than 10% of Lebanon's totd
populetion and work mainly at locations such as
congruction sSites, have supported the recongtruction of
Beirut in the shadows. A movement by many workers
to return to ther home country has begun, as
anti-Syrian fedings in Lebanon have been heightened
by ongoing terorig incidents If this movement
becomes a full-scale exodus, the affect on Lebanon's
economy islikdy to be negative.

Fundamental fiscal balancesvagly improved by
introduction of avalue added tax

In 2001, Lebanon faced a Stuation where its fisca
deficit was 16.8% of GDP, and the baance of public
debt was 170% of GDP. Because both indicators were
remarkably unfavorable compared with other countries,
and the orientation was towards further deterioration,
in 2002 R&I downgraded Lebanon's Foreign
Currency Long-term Credit Rating to BB from BB+,
and assgned a negative raing outlook. Although

m Ratio of public debt to GDP (%)

(%)
20

A
200 - A 45
7AY
~ AN

180
160

—&— Scenario 1
140 - —— Scenario 2

/A— Scenario 3

120

2003 2004 2005 2006 2007 2008 2009 2010

Note: Figures for 2003 are actual, figures for 2004 are estimated; figures for 2005 and after are projections
Source: Prepared by R&|

Lebanon avoided further deterioration because of the
support agreed upon a the Paris conference, in 2004
the fiscd deficit was 10% of GDP and public debt dso
remained a 183% of GDP, and there was no changein
the drcumdances compdling severe fiscd

management.

At the Paris conference, the Lebanese government
extracted pledges for grants of long-term, low-interest
financing by explaining to donor countries its future
policies, induding fiscd reform and privatization,
which enabled Lebanon to redeem its short-term, high
coupon debt. With the pledges in place, the loca
commercid banks responded by converting, over a
two-year period, roughly US3.6 billion dallars worth
of government bonds to government bonds with less
favorable conditions a no interes. Moreover, the
centrd bank responded by cancding USL.8 hillion
dollars worth of government bonds it held againg
revauation gains of its gold holdings to the market
vaue, and exchanging public debt equivaent to US2.3
billion dollars for new government bonds These
measures were received favorably, and since 2004 the
interest rate on two-year government bonds hes
declined to the 7% levd.

Because it has mitigated itsinterest payment burden,
the government has been able to dhrink the size of the
fiscd deficit. To reduce the deficit further, the
government introduced a 10% vaue added tax (VAT)
in the second half of 2002.

Behind Lebanon’'s growth into one of the largest
centers for finance and trade in the Middle Eat is the
government’'s  laissezfare policy, which keeps
government interference in the private sector & a
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minimum. In this respect, Berut resembles Hong
Kong, with its low taxes. Providing the repidly
expanding capita for recongruction with taxes was
difficult, however, and Lebanon had no dternative but
to rely on borrowing from abroad and procuring funds
a high rates from domestic banks. As noted from the
fact the interest payment burden on government bonds
a one point reached 80% of annud revenues, Lebanon
hed fdlen into a vicious cirde and could not avoid
further expangon of its debt in order to make principa
and interest payments.

It was under such circumstances the introduction of
the VAT was hammered out. The results exceeded
government expectations. When the results for January
through September 2004 are examined, the VAT
accounted for 26.3% of annud revenue, bounding into
the top spot and surpassing other tax items. Primary
fiscd balances excluding net interest payment turned
into a surplus of 2.04 trillion Lebanese pounds, more
than double the amount in the previous year, and
improved to over 5% of GDP.

Lebanon has a high VAT efficiency retio, an
indicator that shows the amount of VAT revenue to
GDP for each 1% of the VAT tax rate. For advanced
nations such as Japan, the U.S. and European countries,
the mean VAT efficiency ratio is 0.4-0.5, while the
typicd ratio in deveoping countries where tax
callection systems tend to lag is around 0.3. Lebanon
has achieved ardio of 0.6.

Whether it is because Lebanon's underground
economy, which doesn't gopear in officd GDP
datidtics, isfairly large, or becauseit'sasmdl country
with an open economy, where the rdative weight of
imported items and services subject to tax is high, for
reasons not cdearly understood Lebanon is showing
large tax collection capecity. If Lebanon can make the
VAT permanent and maintain its economic boom,
thereis even aposshility for the ratio of public debt to
GDP to begin fdling in 2005. Should the growth
scenario be thrown off track by politica factors, and
the government fail to obtan sufficient confidence

m  Ratio of interest payment expense to annual revenue (%)

from the market and interest rates rise when the
government refinances its debot, however, public debt
would probably rise to over 200% of GDP within just
a dhort time. The world is weatching cosdy to see
whether the next Prime Miniser, who will take office
after the generd dection in May, will continue on the
road to fiscd revival bequesthed as Hariri’ s parting gift,
and further open the economy.

Mutually dependent banksand gover nment

While the word dtudtion was avoided, the
government il faces congderable refinance risk. The
average remaning term on government bonds is
longer than was previoudy the case, but neverthdess,
the government must redeem or refinance US2.5-3.0
billion dallars in externd debt and US7.5 hillion-8.0
billion dallars in domestic debt every year from 2005
onward. Assuming it maintains the fiscd deficit a
roughly USL.5-2.0 billion dollars each fiscd year, the
government will have to issue bonds totaing
US12.0-13.0 billion dollars every year. Theincreasein
interest  expense, if the average domedic and
international market interest rates reverse course and
rise by even 1%, cannot be disregarded. With the
exchange rate pegged a one US dallar = 1,507
Lebanese pounds, it is likdy the ripple effect of
successve hikes in the U.S. policy interest rate snce
2004 on Lebanese pound interest payments will be
impossibletoignore.

Lebanon’s domestic commercid banks, which hold
mogt of the government’s bonds, dso hold the key to
any refinancing. The commercid banks have tota
asets equivdent to 3.3 times Lebanon's GDP
(approximately USG0.0 billion dollars when converted
to U.S. dallars), of which about 80% are deposts. With
adhift into dollars, however, 66% of these were dollar
depodts a the end of 2003. To gather deposts from
around the world the government is exercisng its
ingenuity, including sdtting interest rates higher for
pound depodits than U.S. dollar deposts, and keeping
the withholding tax on interet eanings a 5%
compaed to 20% in the United Saes The

Scenario 1 73.2 61.1 58.8 56.0 54.4 52.5 50.3 47.8
Scenario 2 73.2 61.1 60.9 60.6 61.9 63.1 64.1 65.0
Scenario 3 73.2 61.1 64.6 68.7 70.5 72.3 74.0 75.7

Note: Figures for 2003 are actual, figures for 2004 are estimated; figures for 2005 and after are projections
Source: Prepared by R& |
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government's  efforts to day focused on sound
management aso cannot be overlooked.

Invetments are a problem. Until 2004, oversess
lending was limited, and even though lending is
restricted to domegtic loans, outstanding balances have
dready reached about 90% of GDP. For a country
where per capita GDP is about US4,000 dallars, thisis
a high levd. There is quite little room to increase
lending further, and no means to inves in anything
other than government bonds. When negotisble
certificates of deposit (CDs) issued by the centra bank
from a monetary policy perpective as a means to
absorb capitd are included, the public sector had
absorbed approximately two-thirds of dl depodts.

At present, there gppears to be no reason to be
concerned about inflation caused by the government
bond issues. Since 1997, the rate of annud increase in
consumer prices has remained 4% or less, and is
expected to remain in the range of 2-3% in 2005 as
well. Moreover, this has not resulted in a Stuation
where capitd to the private sector has stopped because
of crowding out by government bond issues. The
declinein interest rates for both loans and deposits will
continue for severd more years, regardiess of whether
fundsarein dallarsor pounds.

The present situation, in which the fisca deficit will
be supplemented using banks assats, appears s to
continue for awhile. The reason is capitd srength and
financid gtrength remain with the banks. According to
Lebanon's Banking Control Commission, however,
the ratio of banks non-performing loans at the end of
2004, even if reserves are subtracted, was about 12.2%,
by no means a stisfactory leved. Competition among
banks dso is not sufficient. So long as Lebanon
remains jugt a country through which capitd flowsin
and out according to politicd whim, and fiscad
management that anticipates capitd inflows from
oversses continues, it will probably be difficult to
upgrade Lebanon's creditworthiness to investment
grade.

Courseof theworrisomeU.S. palicy intheMiddle
Eadt

Whether Lebanon will be adle to maintan its
growing economy, and make improvements to its

fiscd deficit in the future, will depend on the progress
towards Middle East peace, including fina resolution
of the demands of the Paegtinian people. However, the
Stuation in the Middle Eag region surrounding
Lebanon doesnot dlow for an optimigtic view.

The campaign to bring democracy to the entire Arab
region, which was urged by the United States and
launched with the attack on Irag, has only mede the
complex fedings of dtizens in Middle Eagern
countries towards the U.S. even more complicated.
Whether this manifested itsdf in Lebanon in the form
of the assassnation of Prime Minider Hariri is
impossible to say. Regardless, the assassination of
Hariri has unmigtakably brought politica ingtability.
Sooner or laer, the U.S. will take am a diminating
Hizbollah (Note 3), which Syria supports. Although
Syria declaed an ealy withdrawd of its troops
dationed in Lebanon in a form intended to show its
respect for U.S. military might, it seems unlikely Syria
will smply withdraw so0 easily. What kind of steps dl
of the parties will take next is quite unpredictable.
Syria's army proved useful in congraining the power
of the Pdedine Liberation Organization (PLO) in
Lebanon, and for that reason done, the quedion of
how to fill the military vacuum caused by Syrids
withdrawal is expected to be convoluted. The U.S. will
probably dways condder Hizbollah a terrorig
organization and demand that it disarm, and opposes
efforts by the main parties in Lebanon to ded with
Hizbollah as another palitical organization. On this
matter, there appearsto be no easy way to dose the gap
between the two countries.

Aslong as peaceis not achieved between Igrad and
Pdegtine, armed clashes in southern Lebanon between
Hizbollah and lgad are unlikdy to diminish, and
Lebanon's political dtuation, in which the interplay
among factions and grievances that led to civil war has
not been diminated, is unlikely to change. Moves
towards reconciliations thet have arisen between Isradl
and Pdedtine since the degth of former PLO president
Yasser Arafa, aso appear unlikdly to proceed eesly.
In Lebanon's case, a cooling down of the Middle East
politicd Stuation and gSabilization of its domestic
politicswill be indigpensable for economic growth, and
R&I will continue to monitor closdy the Stuaion
throughout the Middle Eagt and within Lebanon. (end)
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m Key economic indicators

Real GDP growth rate (%) 4.0 35 1.0 -05 2.0 2.0 3.0 5.0
Increase in consumer priceindex (%) 7.7 45 0.2 -04 -04 18 13 2.0
Fiscal revenue and expenditures’'GDP (%) -25.6 -15.1 -16.2 -24.6 -18.9 -15.1 -14.6 -9.9
Trade balance (US million dollars) -6,824 -6,408 -5,530 -5,555 -6,402 -5,400 -5,300
Current balance/ GDP (%) -185 -17.3 -21.2 -13.8 -13.1 -12.2
Foreign currency reserves (US million dolla| 5,976 6,556 7,776 5,944 5,014 7,244 12,519 12,265
External public debt (US million dollars) 4,176 5,529 6,951 9,554 14,540 155524
External debt/GDP (%) 25.6 335 24 57.3 84.1 86.0
US dollar exchange rate 1507.5| 1507.5| 1507.5] 1507.5] 1507.5| 1507.5| 1507.5/ 1507.5

Sources: Prepared by R& | from IMF International Financial Statistics and the website of the Central Bank of Lebanon

(Note 1) Syria’'s army advanced into Lebanon in 1976 as an “ Arab Peacekeeping Force” immediately after
the outbreak of Lebanon’s civil war, during which the Palestine Liberation Organization (PLO), with
Muslim support, clashed with Maronite Christian militiamen. Although bringing an end to the civil war was
the stated pretext, the real purpose was to prevent the PLO from gaining power, a goal that earned implicit
consent from the U.S. and Israel. Following Syria’s participation in the Gulf War alliance in 1991, the
United Sates continued to tacitly approve Syria’s control in Lebanon. At the end of March 2005, Syria’s
forces were estimated to number about 14,000 personnel.

(Note2) In October 1989, representatives of each Lebanese party gathered in Taif, Saudi Arabia and
signed the Document of National Accord (the “ Taif Agreement” ) to settle the Lebanese civil war, which had
raged since 1975. The agreement incorporated various provisions, including political reforms, such as
evenly allocating seats in Lebanon’s parliament to Christians and both Muslim sects, and withdrawal of
Syrian military forces stationed in Lebanon to the Baga’'a Valley by 1992. Based on this mutual agreement,
the civil war ended the following year in the autumn of 1990.

(Note 3) Hizbollah (Party of God) is a Muslim Shia fundamentalist group formed after Israel invaded
Lebanon in 1982. Currently estimated to have 3,000 to 4,000 armed fighters, Hizbollah's aim is the
foundation of an Islamic republic along the lines of Iran and the elimination of all non-Islamic influences,
and fromits bases in southern Lebanon has repeatedly staged armed attacks against Israel. Assumed to have
received protection from Syria, and criticized by the United States as a terrorist organization, Hizbollah is
respected by the other political forcesin Lebanon as a symbol of opposition to Israeli dominance
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