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Executive Summary

Lebanon’s waters are believed to hold large hydrocarbon
reserves, making offshore Lebanon an attractive location for
oil and gas companies. While developing and monetizing
these reserves will entail many geological and technical
challenges, a key policy challenge that Lebanese leaders will
face is how to manage gas and oil revenues in order to
maximize the economic benefits for citizens. This challenge
is pronounced given the country’s weak institutional
framework and poor governance structure, perceptions of
widespread public sector corruption, political polarization,
and rising sectarian tensions. There are, however, a range of
decisions which can be made to maximize the benefits of
spending from petroleum revenues such as paying off the
public debt, increasing public spending, and allocating direct
cash transfers to citizens.
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Managing 0il Revenues

0il and natural gas revenues have three special features:

m Exhaustible resources are finite by definition and hence the revenue
streams derived from these resources are temporary in nature

= The rents from oil and gas are large, typically larger than those for other
commodities, and are often received by a local monopolist producer

m Given the unpredictable nature of oil and natural gas prices, revenue
streams are highly volatile

These special features present governments with challenges and difficult

policy choices. Since revenues are temporary in nature, the decision on how

. much to save and in what
Exhaustible resources ... are temporary . . oo

by nature ... the rents from oil and gas ; sustainable consumption

are large ... [and] are highly volatile  pathis of paramount impor-
tance with far reaching
consequences for the domestic economy. Saving is key to transforming
exhaustible subterranean reserves into a portfolio of assets that yield a
reqular flow of income to citizens. Using all the revenues from the resource
boom to boost private and public consumption is unsustainable in the long
term. On the other hand, saving all the revenues from the resource boom is
also economically undesirable.
Since revenues are volatile by nature, the government must design appropriate
tools to smooth the impact on the economy and protect Lebanon from some
of the resource curse and Dutch disease effects.

. While revenues accrue as a
Since revenues are temporary large rent to the government,

in nature, the decision on how much to thereisaneed to complement
save and in what assets to invest ... these tools with building

is of paramount importance effective institutions that
promote good governance,

fiscal accountability, and transparency to assure citizens that these large rents
are being converted into productive assets.

How Much to Save?

Sustainable development depends on the ability to transform rents from
hydrocarbon resources into a sustainable source of income through saving and
investing part of the revenues in a portfolio of assets. Based on the experience
of Norway, many have recommended that revenues from exhaustible resources
should be saved in the form of international financial assets under the auspices
of a sovereign wealth fund. However, such recommendations do not take
into account the possibility that some economies may suffer from a shortage
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of capital and/or face tight constraints on public spending and external
borrowing. Many have argued that if the economy is capital scarce, then
devoting part of the revenues to scale-up investment and consumption can
have positive effects on the domestic economy. If the return on public and
private investment is higher in capital-scarce economies than the return
on foreign assets and/or if relaxing constraints on public investment can induce
a shift in economic growth to a higher path and/or help the country escape
poverty traps, then the strategy of building a sovereign wealth fund can be
associated with a high opportunity cost in terms of foregone growth and
higher and better quality capital stock.

While there is a strong case for investing a portion of resource rents in a
capital scarce economy, there are some considerations that should be taken

Into account when making 2 1f pyplic investment is directed

policy decision. First, if capital
accumulation occurs too fast,
the efficiency of capital forma-
tion may fall and the price of
purchased investment goods QIOWth trajectory are slim

and raw materials can rise. Furthermore, rapid increases in public spending
can lead to lower scrutiny and hence low-quality spending. Second, in addition
to the volume of investment, the return on investment will depend on its
quality. If public investment is directed toward poor quality projects or
plagued with corruption, then the chances of placing the economy on a
higher growth trajectory are slim and future generations may be worse off.
Finally, the economy may suffer from the ‘absorptive capacity’ problem due to
bottlenecks, especially in the non-tradable sector. This could result in exchange

rate appreciation, exacerbating the Dutch disease problem.

How to Cope with Revenue Volatility?

The decision on how much to save should not be separated from another
related key decision: How to cope with volatility in oil and gas revenues.
Existing evidence suggests that
volatility rather than resource
abundance per se drives the
resource curse paradox. In curse paradox

theory, in the presence of perfect insurance markets, there is no reason why
governments should establish stabilization funds to cope with revenue volatility.
Governments can hedge against revenue volatility through the use of financial
instruments such as futures, options, commodity swaps, and other bespoke
instruments. In practice though, very few governments have resorted to these
instruments, indicating the difficulties involved in hedging commodity prices

toward poor quality projects or plagued
with corruption, then the chances of
placing the economy on a higher

Volatility rather than resource
abundance per se drives the resource
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through the use of derivatives markets. Instead, experience shows a large
increase in the number of funds and an increasing reliance of oil and gas
producers on liquidity funds to stabilize revenues, rather than reliance on
insurance markets. Such funds will help shield the economy against fluctuations
in domestic consumption and investment.

How to Allocate Revenues?
Governments face different options when it comes to the allocation of hydro-
carbon revenues. These can be broadly divided into five different channels:
m Distribute revenues directly to citizens through cash transfer schemes,
adjusting taxes, and/or through subsides and social protection schemes
m Increase public spending for public consumption (for instance wages) or
investment in public assets (for instance investment in schools, roads, and
water and electricity)
m Increase public lending to the private sector, for instance through establi-
shing new development banks
m Reduce the size of domestic and foreign sovereign debt by using revenues
to pay off existing debt
m Accumulate foreign financial assets through sovereign wealth funds
and/or building foreign reserves at the central bank.
Each of these options to
There is a case for parking funds auocate revenue differs funda-
until the right institutional mentally in various aspects,

framework is put in place most importantly in whether
the decision to save and

invest is left to the government or to the private sector.

Learning from Other Countries' Experiences

While the literature on this matter is quite extensive and diverse, it is possible
to draw a number of conclusions. There is no one-size-fits-all rule for the
form of saving, just as there is not with the amount of saving. Therefore, before
making any policy recommendations, it is important to understand the macro-
economic context in which policy is made, analyze some of the salient
economic and institutional features of the country in question, and try to
identify the key sources of economic vulnerability.

Establishing saving or sovereign wealth funds by accumulating foreign assets
abroad is only one of the many options available. While it helps to achieve
intergenerational equity and protect the economy from Dutch disease effects,
this policy is perhaps not the most suitable in countries with scarce capital,
poor infrastructure, and high levels of debt.
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In countries that suffer from absorption constraints and institutional
deficiencies, the scaling up of public investment should take place gradually.
Hence, there is a case for parking funds until the right institutional frame-
work is put in place or constraints are alleviated.

To cope with volatility in oil and gas revenues, governments need to
establish liquidity funds, though the size of the fund depends on a wide
range of factors with some countries requiring much larger liquidity funds
than others.

Conclusion and Recommendations

While Lebanon has managed to navigate through various shocks and safequard

its macroeconomic stability, many sources of economic and institutional

vulnerability remain and these will play a key role in the decision of how

best to manage oil and gas revenues:

m A high level of sovereign (both foreign and domestic) debt that requires
constant rollover

m A high level of debt that entails large interest payments, which crowds
out priority spending and capital expenditure

m A banking system whose stability hinges on the government’s ability to
service its debt

m A persistent current account deficit whose financing relies on continued
flows of deposits and remittances

m A persistent government deficit whose financing will keep the debt-to-
GDP ratio at high levels for the foreseeable future

m An overvalued exchange
rate underpinned by a
strong commitment to peg . .
the Lebanese pound to the off its large pubhc debt
US dollar, which is considered a linchpin for financial stability

m Poor infrastructure and a weak business and regulatory environment that
hinders human capital accumulation and sustainable and inclusive growth

m A weak governance structure and public investment system that are in
need of serious reform
Given the nature of oil and gas revenues and Lebanon’s economic and

institutional characteristics, there are multiple courses of action which

Lebanese leaders may adopt, conditional on the size of the hydrocarbon

discovery.

= Pay Off Lebanon's Large Debt: However large or small the resource earnings
are, the clear policy prescription for Lebanon is to initially use these revenues
to pay off its large public debt, beginning with the most risky liabilities,
namely foreign currency external debt. External foreign currency debt,

A clear policy prescription for Lebanon
is to initially use these revenues to pay
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The World Bank (2014)
calculates that a reduction in
Lebanon’s debt-to-GDP ratio
to, say, 100% would reduce
the interest cost of these
entire 100% of GDP. If as a
result of the repayment of
some of Lebanon’s public
debt, the risk premium on
Lebanon’s debt were reduced
by 100 basis points, this would
save the annual budget 1% of
GDP (or $4.4 billion every
year based on 2014 GDP).

Despite the government’s desire
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which is sizeable in Lebanon, and within that, the component that is short-
term, should be reduced to a small share of GDP given that a well-established
conclusion of the literature is that large short-term foreign exchange external
liabilities exposes the domestic economy to external market shocks. The
discovery and exploitation of a large gas reserve will further increase this
exposure to world market volatility, so other sources of risk should be
reduced to limit overall exposure.! Lebanon’s improved sovereign rating can
also lower interest rates to a level at which the private sector can borrow,
improving the competitiveness of the economy and boosting growth.
Furthermore, the repayment of public debt should encourage banks to lend
to the private sector, and thus help support the private sector and economic
growth. One sector that might benefit is infrastructure, which could be
built with a combination of private and public funds. While the benefits
of debt reduction are obvious, there are many risks associated with this
strategy. If the natural resource revenues are absorbed into the political
process, with a lack of transparency concerning how they are being spent,
there is a large risk of triggering voracity effects and rent-seeking behavior.
Furthermore, reducing public debt may not be politically feasible and may
face public resistance, especially in the event constituencies press for more
public expenditure, as impressions
will have been created of an ample

to establish a Sovereign wealth availability of financial resources.
fund for future g enerations, Also, there is the risk that reducing
there is no imperative to create such a  the size of public debt will improve

fund in Lebanon Lebanon’s credit rating, resulting in
lower interest rates. This in turn would
provide an incentive and irresistible opportunity to borrow more, inducing
Lebanon into a cycle of re-borrowing.

Sovereign Wealth Fund Not Essential: Despite the government’s desire
to establish a sovereign wealth fund for future generations, there is no
imperative to create such a fund in Lebanon. Although this has been a viable
and successful strategy for some countries such as Norway, which already
has high levels of income per capita, this may not be appropriate for
Lebanon, with its high levels of debt and potential sources of vulnerabilities.
For highly indebted countries such as Lebanon, the opportunity cost for
establishing a large sovereign wealth fund is quite high in terms of forgone
opportunities to reduce macroeconomic vulnerability and free government
finances to invest in infrastructure projects. There also seems to be little
need for a liquidity fund given the large size of foreign exchange reserves
and the short-run stability of bank liabilities and remittance inflows. In fact,
the best way to protect Lebanon against fluctuations in public investment
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is to reduce the size of the debt as this will free more resources from
reduced interest payments to be used elsewhere.

Transfer Cash Once Debt is Reduced: In the very optimistic scenario that
debt is reduced and there are ample natural resource revenues left over, it
is worth considering direct cash transfers given the lack of an efficient
public investment system, the high perception of public corruption among
citizens, and the dynamism of the private sector. One drawback is that
capital markets in Lebanon are underdeveloped and may not provide
individuals with the appropriate financial assets to enable them to make
optimal decisions. Also, there are some political barriers for the imple-
mentation of such
a scheme: If the
cash handouts are

reduce the size of the debt

undermine politicians’ patronage, ‘there are no a priori reasons to believe

sizeable enough to

that public decision makers would cooperate and this way bankroll
themselves out of office’ Therefore, while a cash transfer scheme offers
some advantages in the case of Lebanon, the design of such a scheme is
fraught with challenges and may not achieve the desired objectives.

Reduce Taxes: An alternative is for Lebanon to reduce the tax burden on
its citizens. Currently the Lebanese government is trying to improve its
tax gathering efficiency and given the link between taxation and
scrutiny of public institutions, it is important not to interrupt this
process. Lebanon should avoid wealth transfers through energy subsidies
as these distort pricing signals and result in a misallocation of resources.
Although energy subsidies constitute an important social safety net for

The best way to protect Lebanon against
fluctuations in public investment is to

the poor, theyare It jg worth considering direct cash

regressive in nature
because in many
instances richer
households tend to
capture the bulk of

transfers given the lack of an efficient
public investment system, the high
perception of public corruption among
citizens, and the dynamism of the

subsidies. Energy PYivate sector

subsidies also have negative environmental impacts by encouraging wasteful
consumption of fossil fuels. Finally, energy subsidies, once introduced, are
very difficult to reverse, reducing macroeconomic policy flexibility.

Increase Investment in Infrastructure: There is a strong case for increasing
public spending, especially in infrastructure projects such as electricity and
transportation. Infrastructure constraints pose a serious barrier to enhancing
the country’s competitiveness. But the quality of spending is key. There are
some limitations that are associated with increasing public spending in
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Lebanon. These include limited administrative and technical capacity and
information to scale up investment at a rapid pace; misaligned incentives which
could result in sub-optimal investment with corruption; and unproductive
rent seeking constituting some extreme forms of this misalignment.

= Countercyclical Macro Policy is Needed: If natural resource revenues are
large enough to dominate exports and act as a source of capital inflows, it

is clear that a countercyclical macro-

public spending especially in  Lebanon. Unlike a standard macro-
infrastructure projects such as  prudential policy that acts uniformly

electri city and tran sp ortation across all borrowers, it would be better
to focus on controlling non-tradable

sector liabilities. A good example of such a targeted policy would be to

raise sectoral risk weights on real estate borrowing in banks’ requlatory

capital ratio when gas revenues are buoyant.

In conclusion, although the literature on the macroeconomics of natural
resources seems complex, the messages for Lebanon are straightforward. The
priorities should be first to pay off part of the debt, though there is a strong
case for investment in infrastructure if the public investment system can be

LCPS revamped, and in either case tighten macroprudential controls on the non-
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