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The accereration {n the growth of domestic liquidity (the sum ot
moncey and quasi-money incloding toreign currency deposits) has rvetlected
the hivh growth cates of the Lebanese pound companent and, especially in
1986, the acceleration in the rate of increase (in pound terms) of the
forcign currency component (Chart 3 and Table 1) mostly due to the
depreciation of the pound. The high groewth of the domestic currency
component resutted trom both the large amount of bank financing of the
tiscal deficit and the steady growth of credit to the private soctor.
The latrter was mainly due to the generally liquid position »f ¢ mmercial
hanks, the relatively low level of pound interest rates (Chart <), and,
in 1986, tie lack of {ull compliance with regulations on the part of
commercial banks. Declining confidence has led the private sector to
shire its liquidity toward {oreign o.+rre cics (foreign currency deposits
rose from 37 percent of domestic liquidity at the end of 1981 to
H8 peccent at rthe end of 1986). Nevertheless, domestic transactions
continue to he almost always effected in pounds, although for many
commoditics (especially internationally tradable goods) prices are
notionally set in U.S. dollars. Despite the slower growth of the pound
component of domestic liquidity in 1986, the private sector’'s real pound
halances (which declined at an annual rate ot 8 percent in 1984-85)
drupped by 48 percent in 1986,

The exchange rate for the pound has come under pressure since 1982
“rom the expansion of the Lebanese pound component of liquidity during a
period of falling production and low pound interest rates; the decrease
in loreign exchange receipts trom workers' remittances; and waning
contidence. 0On the other hand, some pressure has been relieved by the
reduction in imports in response to lower real incomes and, in 1986,
lower international oil prices. 1In 1983-84, despite strong exchange
mirket support {rom the Bank of Lebanon, the pound depreciated by
23 percent in real effective terms {Chart 5). Since November 1984, the
Kank has resumed pursuit of its traditional policy of infrequent and
limited intervention, with the exception of February-March 1986 when
exchange market intervention was timed to coincide with concerted
ofltorts to reach a political settlement. From November 1984 to the end
ot 1986, the pound depreciated by over 60 percent in real eftective
terms.  Since then the pound has depreciated from LI 106.4 per SDR to
about LI 160 per SDR at the end of May 1987. The Bank's foreign
cxchange reserves stood at USSO.6 billion at the end of April 1987 1/
(v qual tn four months of imports in 1986), about USSO.1 billion lower
than when extensive suppert for the pound ceased at the end of 1984,

1o xeluwdineg wold goldings ot 9,2 million Fine ounces; gold holdings
Gave heen constant at this level sinece the heginning of the 19704,




SM/87/150
Corrected: 8/25/87

cxchamie rete nsed lor customs duty valuatinns as the, felt that this
might make importers ticm supporters of the continued vperation of the
illegal ports,

The mission noted that the tee charged for registeriag real estate
and land rraasact: ns was the only major revenue source that had
recent ly exceedod he budgered level {(except profit transters from the
Bank ot Lebanon).  As peonle would continue to register such
transact ions to have proof of ownership and as individuals purchasing
real estate and land were also more likely to be able tu atford
addirional taxes, the missfon suggested that the registration foe could
ba  ised.  The Lebanese tepresentatives agreed, adding that, to
encourage buyers to report accurately the values of thelr transactions
(as well as to raise revenue), a capital gains tax could be levied on
real eostate and land transactions which would have to be paid berore
transiactions could be regi -ered.

With regard to the financing of the fiscal deficit, the mission
welcomed the decision of the Treasury not to draw on the Bank of
Lebanon's exchange revaluation account, which recorded the counterpart
of the higher pound value of the Bank's foreign assets resulting trom
the depreciation of the pound. Heavy drawings on this account, the
balance of which was about equivalent to the fiscal deficit projected hyv
the Fund seatt for 1987, would seriously misrepresent goverameat revenue
in the otticial presentation and thus disguise the urgent need for
measures to faprove public finances. Morenver, because the economic
eftect of drawing on the exchange revaluation account was the same as
borvowing from the Bank of Lebanon, resorting to this account would bhe
inconsistent with the goal of minimizing tinancing from the Bank so as
ro slow the growth of reserve money. In this regard, the Bank was
reselling treasury bills at a further discount from its own holdings to
the nonbank private sector, which held about 9 percent of the
Governmeat 's domestic debt outstanding at the end ot 1984,

2. Mone! ary and credit policies

The mission observed that the effectiveness of monetary policy was
now scevetrcelv Timired by the need for large amount< of bank financing tor
thee public sector and waning contidence which was reflected in the large
share ot domestic liguidity held 1o Yoreign currency., Nevertheless,
monetary policy had an auxiliary role which it had played quite well in
198A.  Tightor commerciil bank reserve and treasury bill portfolin
roquirtements introduced at the heginning of 1986 (which were subsoe-
quent by modificed as a resutt of commercial bank pressure) raised the
average ratios of rescrves ana treasury bills to Lebanese pound
deposits, helping to slow the growth ot credit te the private sector in
the face of strong demand for pound credit due to the relativelv low
iatcrest rites charged and the need ror rising amounts of pound credit
ro b inaes dwports.  The Lehanese representatives reported that the Baox
ot Lohanan bod raised reserve and treasury bill regaivements again ot
the ond of i9%6 wirh the acquiescence of commercial banks.  Haweower
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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 1ts current policy as well as to explore the practicability of an
explicit 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 Lebane:.
pound deposits to tully 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 expectations 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 interest rates so as to encourage uanks and the
private sector to hold treasury bills and pound deposits, while taxing
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. Since the Lebanese pound had begun depreci-
ating rapidly, Lebanese banks had found it difficult to keep their
capital, which was fixed in pounds, proportional to their balance shee:
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 allcwed banks to
denominate in foreign currency retained earnings th:t 2riginated from
profits in foreign currency. The Lebanese repre-. r..'ses felt that the
condition of the banking svstem had improved subs'.aizally in 1986 from,
inter aliat (i) banks continuing to refrain frcwt gis'-ibuting profits;
(ii) greater foreign currency earnings from holdirg net foreign currency
assets: ard (iii) improved finances of bank borrowers due to the revival
in economic activity.

3. External sector policies

The Lebanese representatives believed that psychological
considerations and speculation were the main factors determininy the
exchange rate for the pound, which had deprecitated more than was



