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Avoiding the
Resource Curse
in Lebanon

Jad Chaaban

Executive Summary

The discovery and extraction of oil and gas off the shores of
Lebanon could ultimately translate into a boom in revenues
for the government, which in light of current poor fiscal
planning could lead to an uncontrolled expansionary budget
policy and eventually a ‘resource curse’. If these revenues are
spent with no oversight and proper planning, the country
may well collect and allocate large streams of cash that make
limited contributions to economic development. But the
‘resource curse’ could be avoided if appropriate policy
adjustments are implemented in conjunction with the
development of offshore hydrocarbon resources. The successful
experiences of a few resource-rich countries like Norway have
been largely attributed to properly managing resource wealth
and its associated risks. The optimal response that takes
advantage of the boom while mitigating its potential negative
implications includes a set of fiscal, monetary, exchange rate,
and structural reform policies.
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Introduction

In light of the possibility of extracting significant offshore oil and gas resources
in Lebanon, it is critical to consider ways to mitigate the risks of the resource
curse, especially given the detrimental consequences this discovery could
have on the Lebanese economy. A resource curse typically occurs when there
is increased exploitation and reliance on natural resources with a systematic
decline in other economic sectors, specifically agriculture and manufacturing.
Resource revenue typically inflates the value of a local currency and makes
other non-resource exports less competitive. At the same time, such an economy
is geared toward one sector which absorbs all the resources, labor, and attention
of policymakers, which eventually reduces investments in other sectors of
the economy.

Lebanon runs the risk of being afflicted with the resource
curse
The experiences of several countries where oil and gas resources were exploited
demonstrates that a rise in revenues from an oil and gas discovery could lead
to severe imbalances in an economy. This is more the case in countries with
a weak public sector and pervasive corruption, where political elites are in a
position to compete over channeling the revenue boom to their constituencies
at the expense of long-term investments in the economy. Lebanon’s economic
performance in recent decades has carried several worrying signs that seem
to point to a looming resource curse problem. In fact, since the end of the
civil war, the Lebanese economy has been receiving massive foreign capital
inflows, in the form of migrants’ remittances, foreign development assistance,
and most importantly private deposits in commercial banks. Nonresident
deposits grew at an average
... a rise in revenues from an oil ;.. rate of 8%, up from
and gas discovery could lead to severe 129 of GDP in 1993 to 55%
imbalances in an economy  in 2011. The impact of this
booming financial sector
has had an effect similar to that of a resource curse: While the service sector
in the economy grew, the agricultural and industrial sectors lagged behind.
In fact, agricultural and manufacturing value added as a share of GDP have
decreased by 3% annually over 1993-2011, while the value added of the serv-
ices sector has increased by 1% on an annual basis, reaching more than 80%
in 2011 (Figure 1). In parallel, several World Bank studies have noted that dur-
ing the same post-war reconstruction period job creation in the economy was
nil, as the service sector did not manage to create work opportunities for new
entrants to the labor market.
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Figure 1
Annual variation in sector-level value added
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In addition to the country’s recent experience with massive capital inflows,
which did not show a positive net outcome on the real sectors, the Lebanese
economy was and still is plagued by several inefficiencies and suffers from
one of the worst public financial management practices in the world. In fact,
the central government in Lebanon has a dual budget: The general budget
approved by parliament and the budget of the Council for Reconstruction and

Development (CDR) approved by . . .
the Council of Ministers. Public The 1mpact of [Lebanon S] boomlng

autonomous agencies, funds, ~inancial sector has had an effect
and enterprises operating out-  Similar to that of a resource curse:
side of parliament’s control While the service sector in the
(hence not concerned by the  economy grew, the agricultural and

budget cycle) represent more  jndustrial sectors lagged behind
than 20% of total public

spending. The current budget’s financial activities—characterized by a dual
budget cycle—lack transparency and severely underreport the activities of the
public sector. The official government budget, prepared by the Ministry of
Finance and approved by parliament only covers central government spending
as executed by twenty-nine first-line entities and seventy-six second-line
entities. Foreign financed investments (FFI) under the purview of the CDR and
a number of other public autonomous entities operate outside of the reqular
budget. These include Eléctricité du Liban (EdL), the National Social Security
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Fund, Banque du Liban (BdL), the National Archives Agency, four consolidated
water authorities, public hospitals, and over sixty other entities. While not part
of core activities of the government, their actions have important fiscal impli-
cations. Very often, the absence of any binding budget constraint (governance
problems, lack of accountability, and accounts) prompts these entities to run
arrears and losses, which are eventually covered by the government in the
form of grants or loans. Furthermore, there is no link between the capital
budget of the government and its operating budget. Thus, a completed capital
project will not automatically generate an approved future stream of operation
and maintenance expenses required to maintain the capital project during
its lifetime. It is also worthwhile to note that since 2005 there has been no
parliamentary approval of the government budget, which is operating under
its last approved budget statement of 2004. This practice violates the Lebanese
Constitution, which stipulates the following (Article 83): ‘Each year at the
beginning of the October session, the government must submit to the Chamber
of Deputies the general budget estimates of state expenditures and revenues
for the following year. The budget is voted upon article by article!

All of these problems raise serious suspicions about the capacity and credibility
of the Lebanese government in implementing a transparent and efficient
mechanism for managing oil and gas revenues. Although the oil and gas law

enacted a couple of years
What are the guarantees that 1. .jiament stipulates

this sovereign wealth fund will not the creation of a sovereign
become yet another ‘black box’ escaping wealth fund to manage
the scrutiny and oversight of elected these resources, it left the

repres entatives? details of this fund and its
’ spending parameters to a

future law, and placed these expenditure decisions in the hands of the Council
of Ministers. What are the guarantees that this sovereign wealth fund will
not become yet another ‘black box" escaping the scrutiny and oversight of
elected representatives?

What can be done to avoid the resource curse?

To avoid the risks of a resource curse Lebanon must address two key policy
decisions. The first focuses on how to spend oil and gas revenue. The second
concerns how to best ensure that oil and gas revenues are spent in a trans-
parent, efficient, and equitable manner. Answering the first question requires a
shift of macroeconomic development policies toward prioritizing key investments
in physical and human capital that raise the productivity of the economy.
Central to responding to the second concern is an acknowledgement that
deep reforms need to be enacted in public financial management practices in
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the country, including tackling governance and accountability concerns.

The paper corresponding to this brief sought to examine the macroeconomic

implications of various policy options concerning oil and gas revenues. Utilizing

empirical evidence it is possible to model and simulate the impact of an increase

in public revenues following oil and gas exploration on the Lebanese economy,

using a simple time-series it has become increasingly critical
model applied on monthly  £41 this small economy to implement
public policies that take advantage of
the oil boom while mitigating its
potential negative implications

available macroeconomic data.

The following three policy

options were examined, along

with their impact on key
macroeconomic variables (such as GDP growth, inflation, and exchange rates):

m Increase budget expenditures: In this first scenario, the government
engages in immediately spending additional revenues from oil and gas.
This means that public expenditures are increased following the accrual of
oil and gas revenues and therefore the budget deficit is assumed to increase.
This scenario is typical in a setup with minimal considerations for structural
investments or long-term concerns about the welfare of the economy. It
mimics closely the populist expenditure patterns which have been typical
in the country.

m Increase the money supply: In the second scenario, the government creates
a sovereign wealth fund that ultimately avoids spending all windfall revenues
on general public expenditures, and instead contributes to increasing the
country’s financial assets over time (like the experience of Norway).

m Increase infrastructure and power investments: Under the third and last
scenario, the paper assumes that the government engages in a series of
public investments that lower the cost of transport and energy, and therefore
boost local production. This is assumed to generate a positive exogenous
shock to real GDP and economic activities as a whole.

The results of the paper show that the three simulations described above
clearly point to rejecting outright expenditure expansion as a policy option,
and going instead for more long-term and balanced policy options which have

b t k i th ® L] L]
eeTl PIOVET "0 WO OV ... the level and composition of public

expenditure matter when trying to
avoid the resource curse

countries, such as the creation
of a sovereign wealth fund and
investment in infrastructure
that lowers production costs and boosts competitiveness. The simulations’
results clearly show that the level and composition of public expenditure
matter when trying to avoid the resource curse. The empirical findings also
demonstrate that adopting a typical expansionary fiscal policy, with a focus
on spending more on non-tradable sectors such as construction and services,
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including higher personnel expenditures, would lead to increased pressure
on the real exchange rate. However, by adopting better public financial
management and a set of clearly defined and transparent fiscal rules, the
Lebanese government could avoid the resource curse and invest in the long-
term welfare of its citizens.

Conclusion and recommendations

As Lebanon stands poised to establish its oil and gas sector and possibly
profit from new resource wealth, it has become increasingly critical for this
small economy to implement public
policies that take advantage of the oil
boom while mitigating its potential
tradables sector ... negative implications. This typically
includes a set of fiscal, monetary,
exchange rate, and structural reform policies which are required to avoid the
resource curse.

Indeed, the government must resist pressures to enjoy all the windfall
revenues in the short run and recklessly expand its budget expenditure. On
the contrary, it must commit to saving part of the revenue proceeds every
period in order to attain a permanent wealth increase. Ideally, the govern-
ment must direct its spending toward the non-resource tradables sector
through subsidizing outputs and/or inputs or investing in physical and
human capital to enhance productivity in these sectors. In this case, a budget
expansion would not necessarily lead to shrinkage of the productive sectors.
It is clear, however, that proper public financial management is central to
the above macroeconomic policy framework. Key to the above analysis and
recommendations is the political economy and institutional setup, especially
the role and proper functioning of fiscal institutions. Increasing accountability
and transparency in public institutions is essential, and this ultimately requires
political reforms that increase the commitment and engagement of citizens
in the actions of their government, through proper electoral representation.
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