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SM/8?/150 
Correction 1 

CONTAINS CONFIDENTT4L 
INFORMATION - 

August 26, 1987 

To: Members of the Executive Board 

From : The Secretary 

Subject: Lebanon - Staff Report for the 1987 Article IV Consultation 

The following corrections have been made in SM/87/150 (7/l/87): 

EaE 4, para. 2, line 15: for “LL 7.8“ read “LL 106.4” 

_Page 7, seeon< full para., line 12: for “the total” read “the goal” 

Corrected pages are attached* 

Att: (2) 

Other Distribution: 
Department Heads 
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?‘hl~ ~ltrc~~~ctr~ltion i 11 the grl,wth of dumt?s;t ic I iquidi ty (the sum ot 
in:~Ii(~y ;~nd quasi-money i.ncl.tlding toreign currency dep.,sits) ha?; ret I~~ct~*rl 
k.1.11: hi.:;h gr~)wth ciitt’s 0i the I,c?b;lncs:: pg)und component and, r!spoci a 1 ly in 
!OHO, thcs ~+cc~~terr:jtion in the ratr? of incrtaar;r (in pound terms) ,>f ttlls 

! ~.~r~:ign currency comp:)nent (Chart 3 and T.lblc 1) mostly due to the 
d~pt-~~ci:~t iOn of’ the pound. Tht’ high gl c:wth of the domestic currency 
t*Ibml)ont’nt r~sul. ted from both the large amount c)E bank financing of the> 
I !+(:;I! d(:lici t and the steady growth of credit to the private sc’ctot-. 
WI f’ !.lt.ft-!r w;l’j m,iinLy due to the general. ly liquid position ,f c mmerci,ll 
I,<iilkS , Lht: rc:lntively Low Lcve: of pound interest rates (Chart ‘.I, and, 
ill IOHfJ, t IP l.:lck of i:*t L compliance with regrllat ions on the part of 
(.omm(arci ;I 1 hanks. T)t-!cL ;ning conf idencc has led the private sector to 
?;hi t’t its liqt~idi.ty townrd [orei.gn L, vrr-, rices (Foreign currency depos it-s 
I’OL;I’ I-t-am 37 pr:rcent OF domestic liquidity at the end of 1981 to 
OH pt’rccnt at the end of 1986). Nevertheless, domestic transactions 
c'r)nt i IllIt‘ to hi :ilmost always effected in pounds, although for many 
(.ornmr)cli t i”s (especially intrrnationally tradable goods) prices arc‘ 

rvht:ion;il 1;; set in U.S. dollars. Despite! the slower growth of the pound 
~onp~!nc~nt of domes t ic Liquidity in 1986, the private sector’s real por~nd 
hlIcinctks (which dc?clined at an annual rate ot 8 percent in 1984-85) 
~II-~J~~I?cI by 48 percent in 1986. 

‘I’~I-3 l~xcl1i\tl~~~ rf\tr for the pound ha< come under pressure since 1982 
!-rrlrn t hl: I:xpnnsion of the Lebanese pound component of Liquidity during a 
~~‘~r-io;l of- f<llling production and low pound interest rates; the decreasca 
i 11 I or-l>i.$;n c!xchdng:c-l receipts tram workers’ remittances; and waning 
t‘on 1 i dcnct~. On the other hand, some pressure has been relieved by thz 
t-~~tl~lction in imports in response to lower real incomcls and, in 1986, 
Ic)we:r intf2rniition.31 oil prices. In 1983-84, despite strong exchange 
Il,.tr‘k%bt :;ltppc)t-t from the Rank of Lebanon, the pound depreciated by 
:! 1 pt:rc:l,nt in re;il c:ffective terms (Chart 5). Since November 1984, the 
I’, I:J~ 1)~s rl>surned pursuit of its traditional policy of infrequent and 
I iln-i tt‘cl int.tlrvention, with thr c:xception of February-March lY86 when 
:~u.(~!~.ln;-;~~ mlrkrt intervent ion was timed to c(,incide with concerted 
<%I ll)rts to rtbach a political settlement. From November 1984 to the end 
,,I 108h) tht) pound dcprcciated by over 60 percent in real effective 
1. 1.5 rqs . Sinct> then the pund has depreclclted from Ll. 106.4 per SDR t:) 

,llx‘lllt I,[, 160 per SDR nt the c?nd of May 1987. The Rank’s foreign 
I’Si.I~ClI1L’f’ 

(I ~~ll:‘l“l 
r~c;et-ve~ stood nt USSO,~ billion at the end of April 1987 _1! 

f) I-OIIF months of im[XJrtS in 1986), about USSO. billion lower 
t 11:in whf’ll c:xL l’ns iv62 supp(‘rt for the pound ceased at the end of 1984. 



I:Irl~ ~IIIl~l st.;-\l t for 1937, would serious I.y mi sreprescnt governmc:nt reVt2nllc! 
in tht: cirtiC.ii\I. prcst:nt;lt:ion and thus disguise the urgent need for 
mt.b.l:;rl t-Its t 0 i nprovc pub 1 ic f inancrr . Morf?over, because the economic 
cftc‘cl ot drnwing 011 the! c>xchange revalu3t ion account was the siime 35 
bi,r rowi 11g from tilt? Bank of t,chanon, resorting to thi.s account would hi 
incc)nr; i st t’nt wi th the goal of mi.nimizing tinancing from the Rank so .\s 
r.ij s!ow tl16. growth of rcservc m~~ncy. In this regard, the Rank was 
rt’s cc’ I I i n 7 !7 I rc’.\sury hi 11s at a Further discount from its own holdings to 
t !ll.> II ?IltL\lll~ f)riv:~l.tx sector, which held about 9 percent of tht: 
(;ov~~rrim~~r~C ’ + ct~xm~~-:t ic: d(:ht outstanding at the end of 1986. 

2 . hlottd” 11-v .tri i cc-c?di t policies -.._-.. .-- L.--.- _--_--.-_ 
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since the new requirements were proving very stringent, the Bank was 
granting exemptions on a bank-by-bank basis, allowing a bank’s pound 
credit to the private sector to grow at the same rate as its lending 
interest rate. Thus a de facto ceiling had been placed on private 
sector credit in pounds. The mission encouraged the Bank to persevere 
with its current policy as well as to explore the practicability of an 
expticit ceiling on private sector credit since it appeared that some of 
the credit growth in 1986 had been financed from the banks’ large and 
growing “other liabilities” which were not subject to reserve and 
treasury bill requirements. 

The Lebanese representatives explained that, by selling treasury 
bills from its own portfolio at a Larger discount than on original 
sales, the Bank of Lebanon had increased interest rates somewhat. 
However, raising interest rates for treasury bills and hence Lebanec.: 
pound deposits to fully competitive Levels entailed considerable risk. 
First, the Government’s debt outstanding had reached such a magnitude 
that a substantial rise in interest rates could actually increase 
reserve money growth. Moreover, anticipating that the increase in 
interest rates would further weaken the fiscal position, the private 
sector would Likely form expeuiations of more rapid inflation and 
depreciation so that the higher interest rates would not be successful 
in encouraging the holding of pound assets. Thus the Bank of Lebanon 
would continue to adjust intert!st rates so as to encourage bdnkS and the 
private sector to hold treasury bills and pound deposits, while taccing 
account of the Government’s interest expense. 

The Lebanese representatives noted that discussions were under way 
with commercial banks over introducing new capital adequacy criteria 
that would vary according to the risk of the assets, along the lines of 
the recent agreement between the Bank of England and U.S. federal 
regulatory institutions. 
ating rapidly, 

Since the Lebanese pound had begun depreci- 
Lebanese banks had found it difficult to keep their 

capital, whi.ch was fixed in pounds, proportional to their balance sheet 

totals due to the growth in pound terms of the foreign currency 
components in their assets and liabilities. However, as foreign assets 
with correspondent banks had low risk, the depreciation had not weakened 
bank solvency. In 1986, the Bank of Lebanon had allewed banks to 
denominate in foreign currency retained earnings th,:t originated from 
profits in foreign currency. The Lebanese reprt.. r* .i’ * les felt that the 
condition of the banking svstem had improved subs! ,n-izlly in 1986 from, 
inter alia: (i) banks continuing to refrain frc;.l :rs*ributing profits; 
(ii) greater foreign currency earnings from ho1dir.g net foreign currency 
assets: ard (iii) improved finances of bank borrowers due to the revival 
in economic activity. 

3. FIxt.ernal. sector 4l)licies ---.--- _- -_-- .- 

The Lebanese representatives believed rhat psychological 
considerations and speculat i on were the main factors determinin,; the 

exchange rate for the pound, which had deprcciatcd more than LJ~S 


