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SO many negatives do not
a positive make

he economy may have grown by a slight fraction of a percentage point in real terms last year,
but even at double that rate, the fact remains that real growth of less than two percent for the
second year in a row is indicative of lethargic performance at best. The forecasts for 2013 are
just as disheartening, with real growth projected to remain below two percent.

More alarming are the signals that the economy’s regional interdependencies have been compromised
by regrettable policy positions, a situation worsened by an unprecedented legislative and regulatory
inertia.

In two consecutive years, interactions with the region and beyond resulted in a severe deterioration of
our economy’s financial position. Indeed, the current account deficit reached record levels. At a sixth
of yearly economic activity, the sheer magnitude of the deficit warrants policy intervention.

When that deficit is examined concurrently with the record deficits in the balance of payments, the full
extent of the financial predicament becomes even more shocking. Following a long streak of substantial
surpluses, the deficits of the past two years constitute an ominous forewarning that the economy’s
capacity to draw counterbalancing capital inflows may have been weakened by the doings of our own
government.

Barring political change that would hopefully bring with it sounder economic management, the
economy would continue to slither down toward a state of stagnation. The fact that the economy is not
at a literal standstill yet is mostly due to demand conditions shaped by ominous social and political
circumstances that render the slender rates of growth all the more disconcerting.

Despite the current despondency, representatives of the private economy would readily support any
change in economic management that would act toward the regional re-integration of the economy and
show a higher degree of legislative discernment and responsibility.

Mohamed Choucair
Chairman
Chamber of Commerce, Industry and Agriculture of Beirut and Mount Lebanon
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Gross Domestic Product

In 2012, Gross Domestic Product (GDP) grew by
seven percent at current prices, and by less than
three percent at fixed prices.

In the wake of the four years of heady growth
2010-2007 during which the measure of
economic activity expanded at an average pace
of more than 10.3 percent a year, economic
growth barely remained in positive territory over
the past couple of years.

in billion $

2002 19.15

2003 20.08 4.9%

2004 21.79 8.5%

2005 21.86 0.3%

2006 22.44 2.6%

2007 25.06 11.7%
2008 30.08 20.0%
2009 34.65 15.2%
2010 37.12 71%

2011 39.04 5.2%

2012 41.77 7.0%
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s Indicators of Economic Performance

Inflation

The Consumer Price Index computed by the
Central Administration of Statistics shows that
the prices of goods and services monitored for
the purposes of the index increased by nearly
ten percent in 2012 compared to an increase of
3 percent in 2011.

Over the past six years, the index rose by a
cumulative 29.5 percent.

(base year 2007)
2008 5.5%
2009 3.49%
2010 4.6%
2011 3.1%
2012 10.1%

Comparative rates of
inflation

Over the past ten years, Lebanon’s cumulative
rate of inflation was markedly higher than
that registered in the economies of its main
suppliers: it was nearly 10 percentage points
higher than China’s inflation rate, 16 percentage
points higher than inflation in the US — Lebanon’s
largest supplier — and more than 20 percentage
points higher than Eurozone inflation.

The rate of inflation in Lebanon accelerated in
the past five years. Comparatively, it was more
than 10 percentage points higher than China’s
inflation and more than 17 percentage points
higher than inflation rates recorded in the US
and the Eurozone.

On a yearly average basis, inflation in Lebanon
remained two to 3.4 percentage points higher
than that of its main suppliers.
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Inflation rates compared

5-year cumulative inflation 10-year cumulative inflation Share in total Lebanese imports

us 10.68%
Eurozone 10.84%,
China 17.60%
Lebanon 27.88%
Source: IMF *

27.55% 11.2%
23.38% *30.9%
33.79% 8.3%
43.50%

Share in total imports from the seven largest Eurozone suppliers: Italy, France, Germany, Greece, Spain, Netherlands, Belgium ‘

Growth indicator

The Central Bank’s coincident indicator, a
synthesized gauger of economic activity,
declined by 1.1 percent in 2012; the indicator
had moved up by 3.9 percent in 2011 and by 6.2
percent in the year before.

Though not a leading indicator of GDP growth,
this concurrent indicator reflects the absence of
fast-growth dynamics within the economy over
the short term.

Consumption

The Consumer Confidence Index!, a leading
indicator that captures consumer perception
about their financial situation and about
economic prospects in general, has been on a
downward path over the past three years.

The index depicts a record low monthly average
value of 32.5in 2012, down 37 percent from the
index’s monthly average in 2011 and 66 percent
from its value in 2009. The 2012 index reflects
consumers’ pessimistic outlook toward general
economic conditions.

Consumption being the largest component
of GDP, factors that undermine consumer
spending expectedly reduce the rate of growth
of aggregate demand and hence GDP growth.

! Prepared by Byblos Bank and the American University of
Beirut.

The Consumer Confidence Index
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Foreign Direct Investments

Year FD! inflqws FDI inflows
($ in billion) of GDP 9%
2005 3.3 15.1%
2006 3.1 14.0%
2007 3.4 13.59%
2008 43 14.49,
2009 4.8 13.9%
2010 43 11.6%
2011 3.5 9.0%
2012 1.1 2.6%

Source: Institute of International Finance

According to the Institute of International
Finance, FDI reached $1.1 billion in 2012,
down 69 percent from last year’s value. As a
percentage of GDP, FDI decreased from a record
high of 15 percent in 2005 to a record low of
2.6 percent in 2012.
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Of total investments in the Middle East and
North Africa, Lebanon attracted 2.8 percent in
2012 compared with 7.9 percent in 2011.

Outflows of FDI amounted to $650 million in
2012 as opposed to $745 million in 2011.

The net flow of foreign
currencies

The net flow of foreign currencies to the banking
sector showed a negative balance of $1.25
billion in 2012. The previous year’s shortfall of
$2 billion was the first after a nine-year streak of
surpluses that had reached a record $7.9 billion
in 2009.

The net flow of foreign currencies
(in million S)
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Over the past two years, the cumulative deficit in
the flow of foreign currencies —a proxy measure of
the balance of payments bottom line — exceeded
$3 billion, heightening worries of an unchecked
deterioration of the balance of payments situation.

The net flow of foreign currencies

(% in million) 2002 2004 2005 2006 2007 2008 2009 2010 2011

Central bank 663 5037 -780.8 478.2 2466 -830.8 7,282.6 8,693.1 3,201.1 2270.7 581
Banks 901 -1,650  949.3 269 2,5450 28674 -3,821.1 -794 123.4 42669 -2119
Balance 1564.2 3386.1 168.5 747.2 2791.6 2036.6 3461.5 7899.1 33245 -1996.2 -1247



The Central Bank

Foreign assets held by the Bank of Lebanon
remained near their historic high at the end
of 2012 and reached $45.28 billion; nearly
unchanged from their value in 2011.

The foreign currency component of the Central
Bank’s foreign assets accounts for nearly 39
percent of the Bank’s balance sheet, whereas the
gold component represents nearly 20 percent of
the balance sheet.

The Business Chronicle 2012 | 9

» Money and Banking

Foreign assets held by the Bank of Lebanon

($ in billion) 2003 2004 2005 2006
Foreign Assets 14.03 13.5 14.58 16.01
Gold 3.83 4.01 4.74

Foreign Currencies 10.2 9.49 .84 10.21

The securities portfolio is the second largest
part of the Bank’s balance sheet and constitutes
more than 22 percent of assets. That portfolio,
which expanded by a broad 26 percent in 2012,
represents the Central Bank’s holdings of public
debt instruments. This portion of the public
debt, amounting to close to a third of the debt
outstanding, is in the nature of high-powered
money injected into the system; as such, it
contributes to the build-up of destabilizing
pressures. However, and to the extent that
change in the volume of this ‘monetized’ portion
of the public debt stems from a policy decision,
it would constitute a flexible instrument
of liquidity management at the disposal of
monetary authorities.

Over the pastdecade, the Central Bank’s holdings
of public debt instruments more than doubled,
though their share in the Bank’s balance sheet
total has retreated.

5.81

2007 2008 2009 2010 2011 2012

17.42 25.09 3572 4l.61 45.21 45.28

7.64 8.03 10.06  13.01 14.40 15.31

9.78 17.06  25.66 28.6 30.81 29.97

On the liabilities side, deposits of banks and
financial institutions grew by 10.6 percent in
2012 to reach the equivalent of approximately
$51 billion. These deposits currently constitute
two thirds of the Central Bank’s total liabilities.
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The balance sheet of the Bank of Lebanon

(in billion LL)

2003 2004 2005 2006

2007 2008 2009 2010 2011

Foreign Assets 21,151 20,352 21,981 24,142
Claims on Private Sector 398 354 307 280
LOAIE UD el A 1,827 1,859 1,796 1,843
Financial Institutions

Claims on Public Sector 308 455 453 445
Securities Portfolio 12,399 13,806 14,590 13,872
Fixed Assets 266 384 465 434
Unclassified Assets 1,085 2,436 3,831 5,093
TOTAL 37,434 39,646 43,423 46,109
Currency in Circulation

outside BDL 1,717 1,783 1,736 2,010
B 00 440 30,328 29,610 27,950
Financial Institutions

Liabilities to the Private 27 45 55 60
Sector

Public Sector Accounts 1,693 2,880 3,885 2,865
Valuation Adjustment 646 372 1,392 3,125
Securities Other than 0 0 3015 3,015
Shares

Foreign Liabilities 204 195 161 165
spzelel Lamg i Lz 1,343 962 490 3,131
bilities

Capital Accounts 1,914 1,900 1,616 1,975
Unclassified Liabilities 450 1,181 1,463 1,813

Money supply

In 2012 all measures of money supply grew
at higher growth rates compared to 2011. The
growth rate of the M, measure of money supply
more than doubled from 7.2 percent to 15.7
percent. M, grew at a remarkable 12 percent

26,257 37,830 53,851 62,724 68,163 68,267
297 305 333 350 380 380
1,690 1,543 1,803 1,136 2,099 2,438
406 362 293 218 140 55
13,303 13,933 15,525 17,681 19,847 24,990
435 409 412 404 358 387
6,247 6,038 8,812 11,868 14,986 19,096
48,635 60,420 81,029 94,381 105,973 115,613
2,191 2,498 2,730 3,088 3,283 3,638
28,295 37,507 51,950 59,559 69,752 77,111
206 28 36 45 42 49
3,364 6,995 8,932 9,312 7,985 8,908
3,041 3602 6,761 11,170 13,285 14,708
3,015 3,015 3,015 3,015 3,015 3,015
531 671 594 353 329 326
3,184 2682 2,520 2,503 2,503 2,202
2,715 2,411 3,342 4,280 4,556 5,080

2,093 1,011 1,149 1,056 1,223 576

compared with a negative growth rate in 2011,
M, growth rate increased to seven percent from
5.5 percent in 2011 and M, also grew at seven
percent, two percent higher than its last year’s
growth rate.

The increase in the M, is 95 percent due to an
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increase in deposits which constitute the main
component of this measure. As a matter of fact,
in 2012, deposits increased in absolute terms
by $4.1 billion along with an equal increase in
loans to the private sector.

Money supply
(in billion LL)

2003 2004 2005 2006 2007 2008 2009 2010 2011 2012

M1 2,847 3,031 2,952 3,322 3,578 4,269 4,840 5,728 6,138 7,104
growth  10.95%  6.46%  -2.619 12539  7.71%  19.319% 13.38% 18.35% 7.16%  15.74%
M2 26,234 25978 24,465 23,478 24831 37,325 51,489 59402 58643 65,077
growth  27.45% -0.98%  -5.82%  -4.03%  5.76%  50.329% 37.95% 15.37% -1.28%  10.97%
M3 64,604 71,310 74,446 80,244 90,197 103,506 123,732 138,910 146,576 156,797
growth  12.84% 10.23%  4.40%  7.79%  12.40% 14.76% 19.54% 12279 5.52%  6.97%
ma 70,297 74,810 77,771 84,545 95810 109,412 131,085 146,821 154,365 164,679
growth  8.65%  6.42%  3.96%  8.71% 13.329% 14.209 19.81% 12.00% 5.14%  6.68%

Structure of money supply M,

2003 2004 2005 2006 2007 2008 2009 2010 2011 2012
Currency in Circulation  2.379%  2.22% 2.06% 2.25% 2.14% 2.10% 1.93% 195% 1.97% 2.0%
Sight Deposits in LL 203% 203% 190% 188% 1.83% 2.029% 1.99% 2.17% 2229  2.5%
Other Deposits in LL  36.15% 32.18% 28.90% 25.129 23.56% 31.94% 37.70% 38.64% 35.82% 37.0%
83?&?:;: FOEI 50.36% 63.36% 67.02% 70.64% 72.379% 63.86% 58.379% 57.08% 59.79% 58.3%
Other Financial Liabil- 21 12 11 1 1 1 2 5

o 009% 021% 0.12% 0.11% 0.10% 008% 001% 0.15% 0.20% 0.2%

Bank credit

Lebanon’s banking sector may have grown
stronger in the wake of the global financial
crisis of 2008 not only because it successfully
avoided getting enmeshed in the traps of credit
laxity, but also because the crisis brought home
the necessity for credit institutions to reconnect
with the principles and requisites of risk
management.

Consequently, most major banks in Lebanon
have either established risk management
departments or expanded existing ones, with
the purpose of evaluating the impact of different
sources of risk on various asset categories.

Judging by their balance sheets, commercial
banks operating in Lebanon are capable of
passing any stress test with flying colors.
Traditionally, local commercial banks have
been particularly conservative in their lending
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practices and cautiously observant of statutory
requirements on liquidity and capital adequacy.
The sector’s famed strength is indeed a tribute to
subdued credit risk coupled with a comfortable
reserve cushion.

Banking data for 2012 continued to reflect this
cautiousness. Compared with their level at the
end of 2011, total deposits grew by 3.3 percent
to reach $127.6 billion. The portfolio of loans
to the private sector expanded by ten percent
to reach a total of $43.4 billion. Within banks’
consolidated balance sheet, the share of total
deposits decreased by 3.4 percent at the end
of 2012 compared with its share at the end
of 2011. The shares of claims on the private
sector and claims on the public sector were little
changed over the 12-month period.

In that period, and in absolute terms, total
deposits increased by $4.1 billion, whereas loans
to the private sector increased by $4 billion and
loans to the public sector by $2.1 billion.

Reserves increased by 11 percent in 2012
to reach $52.8 billion; their share in the
consolidated balance sheet of commercial
banks reached 35 percent. Bank reserves are
nearly 30 percent larger than the country’s GDP.

Sectoral distribution of
bank credit

The sectoral distribution of bank credit
underwent a radical structural change in the
past decade. Personal loans granted mainly to
finance all forms of consumer spending were
multiplied by a factor of 7 in the period from
2000 to 2012 and their share in total bank credit
more than doubled to account for more than a
quarter of total bank credit to the private sector.

This increase in personal loans reflects banks’
preference for this high-interest, fully-secured
type of lending.

Bank lending to other sectors of activity fell
in relative terms from 2000 to 2012. Loans to
the trade and services sectors still take up the
largest portion of bank credit, but these loans
constituted nearly 34.8 percent of the total in
2012 compared with nearly 44 percent in the
year 2000. The fall in the share of loans to
construction and industry was also significant,
as the adjoining table shows.

Main components of the consolidated balance sheet of commercial banks

(% in billion) 2012 2011

Balance sheet total $151.8 $140.6

Share in
On the assets side balance

sheet

Loans to the private sector $43.4 28.6% $39.4
Loans to the public sector $31.1 20.5% $29.2
Reserves $52.8 35.0% $47.5
On the liabilities side
Total deposits $127.6 84.4%, $123.5

2006 2000
$74.30 $45.00
Share in Share in Share in
balance balance balance
sheet sheet sheet
28.0% $18.90 25.40% $14.80 32.80%
20.8% $20.70 27.90% $15.40 34.30%
33.8% $19.50 26.20% $4.90 10.80%
87.8% $64.50 86.80% $39.20 87.10%
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Distribution of bank credit by sector

(in billion LL)

Trade and Services 25,318 34.8% 23,257
Construction 12,037 16.5% 10,751
Industry 8,455 11.6% 7,445
Personal 19,235 26.4%, 16,868
Financial Institutions 5,000 6.9% 5,226
Agriculture 685 0.9% 644

Other 2,003 2.8% 2,055
Total 72,733 66,246

Small enterprise financing

Kafalat

In 2012, Kafalat guaranteed some 1,734 loans
valued at the equivalent of LL312.4 billion;
average value per loan amounted to LL180
million, or the equivalent of $119,500.

in billion)
(LL

Craft In-
dustries 390 49.9 2% $84,875
Advanced
Technolo- 278 62.6 2% $149,373
gies
Agricul-
ture 5606 749.4 269%, $88,675
Tourism 2844 648.0 229, $151,143
Industry 6699 1,388.2 48%, $137,463

Total 15,817 2,898.10

Over the years 2000 to 2012, Kafalat extended
guarantees to some 15,817 loans to the total
value of LL 2,898 billion. The largest share
of these loans, 48 percent, went to industrial
projects, and the second largest, 26 percent,
went to agriculture. Loans to projects in tourism

%
35.19 11,537 4259 10,120  43.8%
16.29 4,206 15.5% 5,176 22.49,
11.29% 4,027 14.8% 2,921 12.6%
25.5% 4,728 17.4% 2,738 11.8%
7.9% 1,131 4.29, 677 2.9%
1.0% 344 1.3% 373 1.6%
3.1% 1,172 4.3% 1,112 4.8%
27,145 23,117

and in advanced technologies had the largest
average amount per loan at around $150
thousand, whereas the lowest average was for
loans to craft industries at around $85 thousand.

Guarantees on loans outstanding, as at end
2012, totaled LL 1,598 billion.

The need for investment and credit
guarantee funds

Commercial banks have a dominant position
on the financial landscape in Lebanon. This
comparatively undiversified setting accounts for
the fact that small enterprises depend almost
exclusively on banks for their financing needs.
A gap between the financing needs of small
enterprises and supply of financial resources
to that segment of business has so far left a
number of small enterprises and start-ups with
the alternative of running bootstrap businesses,
with limited or at best slow growth prospects.

With loanable liquidity in the banking system
amounting to approximately $10 billion, the
need is critical for credit guarantee funds that
would help relax the collateral constraint, lower
the interest cost of loans to small businesses
and lengthen loan maturities. The main objective
of these institutions would hence be the
intensification of the flow of financial resources
to small enterprises.
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Ideally, investment and credit guarantee funds
would engage more in project financing and
seek to build portfolios of quality projects and
borrowers as a means to risk-reduction.

This obviously presupposes taking up a
lending paradigm which requires establishing
partnerships between banks and funds with a
view to:

» sharing financing risk,
* engaging in a mixed form of financing that
is a cross between the extension of debt

finance and risk capital. International
practice corroborates this proposition,

* poolinganalystresourcesin matters pertaining
to project assessment, creditworthiness
appraisal, risk assessment and risk sharing,

+ securitizing credit portfolios.

The creation of an SME credit rating
agency would help to prod small
enterprises into adopting norms-based
managerial and operational practices,
and hence become more creditworthy.

The Beirut Stock

Exchange

Trading activity on the Beirut Stock Exchange
(BSE) further subsided in 2012. The number of
shares traded in the period was 29 percent lower
than that registered in 2011 and 78 percent
lower than that of 2010.

|. THE MACRO ECONOMY

The Beirut Stock Exchange

Value
Shares Market Value Traded
Traded Cap Traded / Market
Cap

million) ¢ mitlion) (8 milion)

(shares
2002 26.2 1,395 1189 8.5%
2003 23.5 1,503 131 8.7%
2004 24.5 2,331 197.8 8.5%
2005 89.7 4917 923.4 18.8%
2006 134.8 8,304 2,031.90 24.5%
2007 114.2 10,894 993.8 9.1%
2008 105.5 10,381 1,710.40 16.5%

2009 102.6 12,842 1,038.10 8.1%
2010 271.1 12,676  1,870.60 14.8%
2011 77.5 10,285 515.4 5.0%
2012 55.0 10,421 408.5 3.9%

The market’'s capitalization, however, increased
slightly to $10.4 billion, up nearly 1.3 percent
from its value in 2011 but down 18 percent
compared with its peak level reached at the end
of 2009.

The overall environment of economic and
political instability in the region contributed to
the decline in equity trading.

The BSE is still underdeveloped and bank credit
remains practically the sole source of investment
financing. This deprives business enterprises of
an alternative, non-bank, source of financing. At
the enterprise level, the existence of such source
would enable businesses to make decisions
leading to an optimal debt-to-equity mix. At the
level of the economy, developed capital markets
help render the investment environment more
attractive and competitive.
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Structure of BSE Market Cap

Sectors Share in Total Market Cap

Development and Recon-

struction 20.549%,
Banking 75.63%
Industry 3.23%
Funds 0.32%
Trade 0.28%

At present, only 11 companies are listed on the
BSE, two of which are industrial enterprises
constituting around 3.2 percent of total market
capitalization, down from nine percent in 2005.

The minimal presence of the industrial sector in
the BSE is primarily due to the fact that Lebanese
enterprises are mostly family-owned and are
hence reluctant to expand their ownership base
and relinquish decision-making.
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» Public Finance

A worsening fiscal strain

Fiscal performance

$in billion US 2003 2004 2005 2006 2007 2008 2009 2010 2011 2012
Total Public Revenues 4.41 4.99 4.91 4.85 5.80 7.00 8.43 8.41 9.33 10.14
Total Public Expenditure 7.03 6.99 6.77 7.88 8.35 9.92 11.39 11.31 11.67 13.53
Deficit Spending 2.61 2.01 1.86 3.03 2.55 2.92 2.96 2.89 2.34 3.39

Deficit Spending / Total
Expenditure

Debt service 3.23 2.67 2.34 3.02 3.28 3.52 4.04 3.91 3.75 3.98

Total Expenditure 3.79
(excl. debt service) ’

(-) Primary surplus(+) , deficit  0.62 0.66 0.49 0.00 0.73 0.60 1.08 1.02 1.41 0.59

37.29, 28.7% 27.4% 38.49% 30.5% 29.49% 26.0% 25.6% 20.1% 25.0%

4.33 4.42 4.86 5.07 6.40 7.35 7.40 7.92 ©.66

Over the past decade, public expenditure more
than doubled to reach the equivalent of $13.53
billion by the end of 2012, whereas public
revenues were multiplied by a factor of 2.6 in
that period and reached the equivalent of $10.14
billion. The budgetary shortfall of $3.39 billion
was the largest of the decade, despite the fact
that public revenues grew at an annual average
rate of 10.1 percent in that period compared
with public expenditure growth at an annual
average rate of 7.2 percent.

In the ten-year period to 2012, total public
expenditure excluding debt service was
multiplied by a factor of 2.6, whereas debt
service grew by less than 30 percent in the same
period. The ratio of public expenditure to GDP
remained confined to a range of 30 to 35 percent
throughout the decade under review, while the
ratio of debt service to GDP fell markedly from
16 percent in 2003 to 9.5 percent in 2012.

A freeze on public expenditure The trend
may be viewed as indicating that it is the general
run of public expenditure, rather than debt
service, which accounts for the largest extent
of stress in public finances. This, however,
does not imply that the debt service burden is
economically bearable. Rather, it shows that fiscal

discipline needs to set the containment of public
expenditure as a first-order policy objective.

None of the budgets that were enacted over
the past two decades reflected any attempt, no
matter how modest or half-hearted, to stem the
growth of public expenditure. Yet, only a freeze
on that expenditure over no less than five years
would constitute a step forward on the way to
fiscal reform.

A freeze on public expenditure would achieve
concurrently a number of objectives:

+ it would spur growth in the private economy
as, over the medium term, more resources
would be diverted away from a sector where
productivity is near-zero namely, the public
sector, to the private economy where there
are prospects for productivity gains,

* it would revive the prospects of a balanced
State budget and hence reduce the rate of
growth of the public debt,

+ fiscal ratios such as public expenditure to
GDP and public debt to GDP would improve
in lockstep with economic growth and for the
duration of the freeze on expenditure. This
would likely improve the country’s sover-

eign credit rating.
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it would spare decision-makers the po-
litically painful — some say, the political-

ly and socially impracticable — option of
downsizing the public sector.

Public debt metrics and
management

The gross public debt reached the equivalent of
$57.7 billion at the end of 2012; its ratio to GDP
was little changed from the previous year at 138
percent, but 42 percentage points lower than its
record level of 180 percent reached in 2006.

The public debt

in billion$

Crove PO atpubtc bl

debt deposits GDP
2003 33.37 2.02 31.35 166.29%,
2004 35.86 2.88 32.98 164.6%
2005 38.46 3.70 34.76 175.9%
2006 40.37 2.95 37.42 179.99%
2007 42.03 3.00 39.03 167.7%
2008 47.06 5.52 41.54 156.49,
2009 51.15 6.98 44.17 147.6%
2010 52.60 7.57 45.03 141.79%,
2011 53.66 7.30 46.36 137.49,
2012 57.68 8.56 49.12 138.1%

The ratio of gross public debt to GDP does not
constitute a measure of the economy’s ability
to maintain a particular level of indebtedness.
The setting of the debt-to-GDP ratio as a fiscal-
policy target has hitherto lent acceptance to the
presumption that a decrease in this ratio is an
indicator of improvement in public finances.
In fact, a reduction in that ratio might be the
result of GDP growth, rather than any direct
fiscal-policy achievement. Furthermore, the
ratio offers no gauge of the extent to which the
burden of heavy public indebtedness is disabling
fiscal policy’s role and impact in economic
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management.

Public sector deposits, which constitute the
difference between the gross public debt and its
net valuation, have grown over the past decade
to reach the equivalent of $8.56 billion in 2012,
that is close to 15 percent of the gross debt.

The draft budget law for 2013 (in billion $)

Total public expenditure 15.26
Total public revenues 12.16
Balance -3.1

Deficit spending 20.3%

The draft budget law for
2013

The bottom line of the proposed budget for
2013 will improve by 8.5 percent compared with
the 2012 budget, as the expected deficit is put
at $3.1 billion compared with a deficit of $3.39
billion in 2012. Public expenditure for 2013
is budgeted at the equivalent of $15.3 billion,
up 13.3 percent on total public expenditure in
2012. Total public revenues are budgeted to
reach the equivalent of $12.2 billion, up 20.3
percent on public revenues in 2012.

The fiscal muddle

State budgets have not been ratified by
Parliament for eight consecutive years to
2012. According to the letter of the law, annual
public expenditure in that period should have
been limited to the public expenditure total
approved in the last ratified budget of 2004.
That statutory limit on expenditure has been
exceeded by a cumulative $25 billion over the
eight-year period.

Representatives of the private sector have
persistently called for a national consensus to
place matters of fiscal policy, and more generally
economic policy, above the political fray. That
position was reflected in the repeated demands
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for the enactment of budget laws within their
constitutional time frame.

Failure to enact budget laws for an extended
period of time is tantamount to failure to
formulate a fiscal policy. This is because State
budgets are the expression of the government’s
social and business options and priorities.
When they are objective-oriented, State budgets
support social and re-distributive policies and
guide businesses and investments.

Equally wunclear is the government’'s debt
management policy, which should have
disclosed the workable options fiscal authorities
are inclined to adopt regarding:

» the necessity of reducing the interest burden
of the public debtin the light of the noticeable
difference between the cost of borrowing
domestically and that of borrowing from
abroad,

+ the inevitability of having to design a debt
retirement schedule that would gradually
release more financial resources for private
investment.

The government is repeatedly asked to rethink
its priorities, and this has fueled a political
rhetoric that calls for reshuffling these priorities
according to - at times - pointless patterns. But
beyond the rhetoric lies a classical controversy
that pits those who would like to assign priority
to public spending on investment in the physical
infrastructure of the country against those
who would prefer to allocate a larger portion of
budgetary resources to social spending.

|. THE MACRO ECONOMY
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The trade balance

Lebanon’s perennial merchandise trade deficit
grew deeper by 5.7 percent to hit a record-high
total of $16.8 billion in 2012. The trade deficit
has set new highs for six years in a row.

Lebanon’s trade exchange

Exports Imports Balance  Coverage
& in million

2003 1,524 7,168 -5,644 21.26%
2004 1,747 9,397 -7,650 18.59%
2005 1,880 9,340 -7,460 20.13%
2006 2,283 9,398 -7,115 24.299,
2007 2,816 11,815 -8,999 23.83%
2008 3,478 16,137 -12,659 21.55%,
2009 3,484 16,242 -12,758  21.459%,
2010 4,253 17,964 -13,711 23.68%
2011 4,265 20,158 -15,893 21.16%
2012 4,483 21,280 -16,797 21.07%

Over the past ten years, the shortfall in
merchandise trade exchange grew atacompound
yearly average of more than 12 percent. The
2012 deficit is more than three times larger
than that of 2002.

The trade deficit expanded at a faster rate in
the past five years when it grew at a compound
annual average of 13.3 percent.

In 2012, the country’s imports were valued at
nearly $21.3 billion, up 5.6 percent compared
with the value of imports in 2011. Over the
past decade, the value of imports grew at a
compound annual average of 12.7 percent, a
period during which their value was multiplied
by a factor of 3.3.

The value of exports stood at approximately
$4.5 billion in 2012, up 5.1 percent on their
2011 total. Export growth slowed considerably
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over the past five year as the compound annual
average rate of growth for that period stood at
9.75 percent, whereas that average for the past
ten years was 15.67 percent.

Import coverage, the ratio of exports to imports,
fell to 21.1 percent in 2012, marginally lower
compared with the previous year, but perceptibly
lower than the 2010 coverage ratio of 23.7
percent. At its highest, export coverage had
exceeded 24 percent in 2006.

Higher prices of oil and food imports contributed
to broadening the trade deficit in 2012.

Main suppliers

The United States maintained its position
as Lebanon’s largest single supplier in
2012. Imports from the US were valued at
approximately $2.38 billion in that year and
accounted for approximately 11.2 percent of
Lebanon’s import bill.

Italy ranked second among Lebanon’s suppliers
with imports from that country totaling $1.83
billion, or 8.6 percent of total imports in 2012.

China moved down a notch in the rank of largest
suppliers with imports from Asia’s economic
powerhouse valued at $1.77 billion, that is 8.3
percent of total imports in 2012.

The value of imports from Lebanon’s 20 largest
suppliers added up to $16.61 billion in 2012,
that is 78 percent of the total.
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Lebanon’s largest suppliers

($ in thousand) 2011 (in tons) 2011 ($ in thousand) 2012 (in tons) 2012
n il 1,990,209 1 United States 2,130,465 [N EREE T 1 United 2,101,665
States States States
2 ltaly 1,867,777 2 ltaly 1,405,899 2 ltaly 1,829,658 2 ltaly 1,294,297
3 China 1,624,069 3 Turkey 1,129,133 3 China 1,772,249 3 Turkey 1,116,713
4  France WETEN 4 S)rian Arab Re- 1,107,437 4 France 1,540,866 4 Russian 1,012,154
public Federation
5 Germany 1,140,000 5 Russian Federation 1,079,533 5 Germany 1,201,706 5 Greece 936,374
6 Switzerland 994,128 6 France 907,957 6  Turkey 965,534 6 France 929,766
7 Egypt 942,382 7 Egypt 773,746 7 Greece 890,742 7  Ukraine 847,166
8  Turkey 840,304 8 Ukraine 740,483 8 Egypt 840,682 8 China 765,053
United
9 ArabEmir 594,161 9 China 676,160 9 Kuwait 630,390 9 Egypt 763,746
ates
Saudi . ) United .
10 ; 531,605 10 Saudi Arabia 458524 10 . 518,616 10 Kuwait 657,931
Arabia Kingdom
TS 521,213 11 Greece 344,779 11 Switzerland 507,731 11 Spain 314,789
Kingdom
sy ESED 514,265 12 Kuwait 339,457 12 Spain 426,003 12 Soudi 301,693
Federation Arabia
13 Japan 403,930 13 Romania 282,705 13 Saudi 423578 | 13 ether 264,344
Arabia lands
14  Ukraine 384,823 14 Spain 240,864 14 Ukraine 423,561 14 Germany 218,877
Russian dnize
15 Jordan 361,819 15 Netherlands 231,830 15 . 423,024 15 ArabEmir 125,531
Federation ates
16 India 354,354 16 Germany 209,719 16 LEJ”'.ted Arab 416324 16 India 112,211
mirates
sy B Nl 17 United Arab Emir- 143,723 17 Netherlands 406,707 17 onited 98,211
lands ates Kingdom
18 Spain 338,311 18 Jordan 112,254 18 Japan 363,694 18 igfetz 59,881
19 gggjgliﬁ'ab 310,125 19 India 102,159 19 |India 348,503 19 Japan 50,421
) . Switzer-
20 Brazil 304,604 20 Brazil 89,481 20 South Korea 307,228 20 land 8,244

TOTAL 15,872,782

12,506,308 16,612,332 11,979,067

with $547.3 million in exports to that country,
representing 12.2 percent of the total, and
Saudi Arabia ranked third with $358.9 million
worth of exports constituting eight percent of
the total.

Main export markets

Lebanon’s 20 largest export markets took up
more than 82 percent of total exports in 2012;
the five largest markets accounted for nearly 54

percent of total exports. Eight Arab countries were among the 12 largest

South Africa was the largest single destination
for Lebanese exports; these were valued at
$864.4 million and accounted for 19.3 percent
of the total in 2012. Switzerland ranked second

destinations for Lebanese exports in 2012.
Exports to these countries were valued at $1.6
billion and accounted for 36 percent of the total.
Four European Union countries were on the list
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of largest export markets, with exports to those
destinations valued at $259.8 million, or 5.8
percent of the total.

Lebanon’s largest export markets - 2012
($ in thousand)

1  South Africa 864,380
2 Switzerland 547,336
3  Saudi Arabia 358,940
4  United Arab Emirates 352,036
5  Syrian Arab Republic 294,275
6 Iraq 211,346
7 Turkey 157,194
8 Jordan 142,239
9 Belgium 111,546
10 Egypt 88,111
11 Qatar 85,473
12 Kuwait 68,101
13 United States 64,570
14 France 59,669
15 South Korea 56,699
16 Angola 54,938
17 United Kingdom 44 608
18 Congo 44 491
19 Spain 43,976
20 Nigeria 43,224

Total 3,693,152

Main imports

The share of mineral fuels imports in total
imports in 2012 reached 27.7 percent; their
value added up to $5.89 billion. Over the past
12 years, the share of fuel imports increased by
some ten percentage points from 17.74 percent

of total imports in 2001. The United States,
Italy and France are the three main suppliers of
mineral fuels to Lebanon.
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Main imports 2012

$ in million
Mineral fuels 5,892.2
Jewelry 1,585.1
Cars 1,458.6
Machinery 1,175.5
Pharmaceuticals 970.1
Iron and steel 885.9
Electric machinery 897.6
Plastics 604.5
Cereals 350.9
Tobacco 338.9

14,159.3

Jewelry imports ranked second on the tally of
main imports, with a value of $1.59 billion and
a share of 7.5 percent of total imports. Cars
ranked third, with imports valued at $1.46
billion constituting 6.9 percent of total imports.

The ten largest import items accounted for 66.5
percent of total imports in 2012, and the three
largest accounted for 42 percent of the total.

Main exports

Jewelry exports have retained pride of place
in 2012, as they were valued at $1.72 billion,
that is 38.4 percent of the total. Over the past
12 years, jewelry has been the main Lebanese
export item; its value grew nearly 14 times since
2000.

Exports of electric machinery came a distant
second, with a value of $262 million and a share
of 5.8 percent in total exports.

The ten largest items of exports accounted for
67.6 percent of total exports in 2012.
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Main exports 2012

$ in million

Jewelry 1,724.5
Electric machinery 261.5
Machinery 216.8
Copper products 161.2
Iron and steel 149.1
Plastics 136.1
Processed fruits and vegetables 108.4
Paper and cardboard products 92.2
Printed matter 89.7
Petroleum products 89.7

3,029.2

Export data based on CCIA-BML
certificates of origin

The Chamber of Commerce, Industry and
Agriculture of Beirut and Mount Lebanon
(CCIA-BML) has issued certificates of origin to
exported merchandise worth $2.85 billion in
2012, a 20 percent increase compared with the
value of exports certified the previous year.

Certificates of origin issued by the
four Lebanese Chambers

The value of exports certified by all four
Lebanese Chambers amounted to $3.61 billion
in 2012 up 16.6 percent on the previous year’s
total of $3.095 billion.

Certificates of origin issued by the CCIA-BML
accounted for 79 percent of total Chamber-
certified exports in 2012, an increase of two
percentage points on its previous year’s share.

Exports certification formalities processed
by the Zahle Chamber of Commerce (CCIAZ)
constituted 9.4 percent of the total, whereas
those processed by the Saida Chamber (CCIAS)
represented 6.3 percent and those of the Tripoli
Chamber (CCIAT) were 5.2 percent.
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$ in million

Value of exports certified
by the CCIA-BML

Value of exports certified
by the four Chambers

Share of CCIA-BML exports
in total Chamber-certified 79.1% 77.0% 81.6% 80.4%
exports

2,855 2,383 2886 2,670

3,609 3,095 3,536 3,322

Value of exports certified
by the CCIAZ

Share of CCIAZ exports
in total Chamber-certified 94% 98% 10.3% 8.3%
exports

339 304 364 277

Value of exports certified
by the CCIAS

Share of CCIAS exports
in total Chamber-certified 63% 7.0% 50% 4.8%
exports

226 218 176 158

Value of exports certified
by the CCIAT

Share of CCIAT exports
in total Chamber-certified 52% 6.1% 3.1% 6.5%
exports

189 190 110 217

Exports according to
Customs authorities

CCIA-BML -cer-
tified exports
to Customs
exports

4,483 4,265 4,253 3,484

64%  56% 68%  77%

Exports

certified by

all Chambers 80.5% 73% 83% 95%
to Customs

exports

Exports data according to Customs

Lebanon’s exports grew by five percent in 2012
to reach a total value of $4.48 billion, according
to data tallied by Customs authorities.

Exports for which Chamber certificates of origin
were required accounted for 80.5 percent of
total exports as reported by Customs.

Exports data compiled by Chambers of
Commerce in Lebanon based on certificates of
origin constitute a subset of total exports as
per Customs data since not all countries require
certificates of origin on their merchandise
imports.
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Exports by weight according to
CCIA-BML certificates of origin

Value of : Tons A::Irjge
exports in thou-)
($ in million) (sands per ton
2009 2,670 5,512 $484
2010 2,886 4,244 $680
2011 2,383 2,467 $966
2012 2,855 3,223 $883

Over the past three years, the average value per
ton rose by a yearly average of 22.2 percent,
possibly indicative of a trend toward more
sophisticated, high-value industrial production.

Geographical distribution of exports

based on CCIA-BML certificates of origin issued
in 2012

Exports  Exports

Trading blocs s i Share
g Lebanese foreign

origin origin
(in million §)
Arab countries 1,309 1,007 2,316 81.229%,
EU countries 213 71 284 9.96%
Asia (non-Arab
countries) 45 18 63 2.219
Africa (non-Arab
countries) 38 121 159 5.58%
America 24 3 27 0.95%
Australia 1.4 0.5 1.9 0.07%
Other countries 0.5 0 0.5 0.02%
Total 1630.9 1220.5 2,851.40

More than three quarters of CCIA-BML certified
exports went to Arab countries in 2011, this
share increased in 2012 to reach 80 percent.
Of these exports, more than a half were of
Lebanese origin.
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Some 10 percent of certified exports went to
EU markets in 2012; compared with 16 percent
in 2011. Of these exports, 75 percent were of
Lebanese origin.

Exports by means of transportation
based on CCIA-BML certificates of origin

2012 2011 2010 2009
Land transport  26% 33% 199% 16%
Sea transport 40%  30% 54%  55%
Air transport 10% 10% 5% 5%

Not specified 23%, 27% 229, 239,
Total (in million §) 2851.4 2,383 2,886 2,670

In 2012, the distribution of the country’s total
exports by means of transportation showed
a decline of seven percentage points in the
share of merchandise exported by land and a
ten-percentage-point increase in the share of
merchandise exported by sea, as compared with
the previous year’s numbers.

Toward complete and dependable
export data

Detailed and reliable data on exports constitute a
prerequisitetoameaningfulanalysisof Lebanon’s
production and export capacity. Equally reliable
data on re-exports provides analysts as well as
policy-makers with the necessary information to
better gauge the country’s position as a regional
trade hub. Securing such data efficiently and
dependably necessitates rendering certification
a mandatory formality for all Lebanese exports
and re-exports.



The current account, the
balance of payments, and
the balance of trade

A number of concerns are to be pinpointed about
the current state of the economy as reflected in
critical indicators.

High on the list of worries is the current account
and the balance of payments deficits. While
conceding to the fact that Lebanon’s current
account balance has been in deficit year in year
out over the past three decades, that deficit
broke record levels in two consecutive years
when it reached $5.46 billion in 2011 and $6.75
billion in 2012. At more that 16 percent of GDP,
the current account deficit has certainly reached
magnitudes that warrant policy intervention.

The picture becomes even more alarming when
the current account deficit, which may have
become an accepted and defining feature of the
Lebanese economy, is examined in conjunction
with balance of payments data to reveal the
fact that the economy is currently treading on
precarious grounds.

As a matter of fact, the balance of payments
recorded a cumulative deficit of $3.24 billion
over the past two years, following a long
streak of surpluses that peaked at a striking
$7.9 billion surplus in 2009. The balance of
payments deficits are indeed worrisome to the
extent that they point out to the stark reality that
the economy’s ability to attract compensatory
capital inflows may have been compromised,
hopefully transiently so, by turmoil in the region.

But the Arab region seems to have embarked on
a protracted period of radical political change
that is bound to have a lasting impact on the
performance of the Lebanese economy. Policies
need to be prepared in order to mitigate negative
repercussions and adapt to impending change.

s | he Business Environment

The trade deficit would be placed as second on
the list of economic worries, but that does not
imply that the country’s ever-widening trade
deficits are to be condoned, especially at a
time when Lebanon’s export services are being
compromised by regional instability.

Lebanon’s merchandise trade deficit hit a record
$16.8 billion in 2012, that is about 40 percent
of GDP.

The value of two-way merchandise trade
exceeded 60 percent of GDP in that year, an
indicator of a high level of trade openness.
The ratio of imports per capita is the highest
among the region’s non-oil producing countries.
While being moderate, tariff and non-tariff
restrictions on trade need to be further eased
and rendered less cumbersome if the country
and its infrastructure are to function as regional
trade hubs.

Undeniably, the global networks of business
relations that develop from such a substantial
volume of exchanges constitute a factor of
stability for the country.

Lebanon’s trade partners value the openness of
the economy to international trade, an openness
upheld by the determination of policy-makers
to remain true to the long-standing precept that
free trade is an accelerator of economic growth.

Misgivings about trade deficits have to be toned
down by the fact that these imbalances mainly
reflect prosperity and purchasing power, local as
well as visiting. It is surely not by coincidence that
trade shortfalls were narrowest in the second half
of the nineteen eighties when the economy was
at its worst, and incomes at their lowest.

As regional unrest came knocking closer to
home, some aspects of Lebanon’s merchandise
trade exchange and tourist inflows are over-
reliant on Syria. The diktats of geography have
had, expectedly, a strong and most direct impact
on our economy over the past two years.



Syria being Lebanon’s sole land passageway
to a number of our major trade partners, the
disruption of land transport to Syria and via
Syria is a major challenge that has to be tackled
jointly by the government, business support
organizations, and business enterprises.

Business support organizations have considered
in detail two possible routes for the flow of
merchandise exports to hinterland markets: One
is a sea lane to a port on the Turkish coast that
would cater to markets in Turkey, Iraq and Iran.
Another sea lane is to be taken by roll-on roll-
off vessels to a Red Sea port where off-loaded
trucks would carry merchandise to Jordan and
Arab Gulf countries.

Feasible and efficient as they are, these
alternatives are costlier than land transport
across Syria; however, the additional costs may
be compensated for by a moderate subsidy and
the waiving of port dues.

Hence, bilateral trade with Syria is not what is at
stake here, though the level of concern on that
front is still manageable.

In 2012, Syria retained its position as Lebanon’s
fifth largest export market, with exports to that
country valued at $294.3 million, that is about
seven percent of our total exports. Compared
with 2011 bilateral trade exchange data,
Lebanon’s exports to Syria were up 37 percent.

Lebanon’s imports from Syria declined by 14
percent to reach $266 million in 2012.

Taken at face value, these official numbers
certainly covey a different story than one would
expect given the perceived all-out breakdown of
security in Syria.

How could exports to Syria increase by $79.5
million in a year that saw the implosion of the
Syrian economy?

The explanation becomes simple when one
looks beyond the numbers: In 2012, Lebanon’s
officially-recorded fuel exports to Syria added up
to more than $61 million, whereas in previous
years such exports were either negligible
($140,000 in 2011) or non-exiting. Hence, more
than three quarters of the increase in exports to
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Syria in 2012 was due to exports of fuel.

These challenges prove that there are no
shortcuts in  economic management.

1) While maintaining macro-economic
stability, growth policies should target
the release of part of the financial
sector’s substantial resources toward
investment financing.

2) Carrying out large infrastructure
development projects would go a long
way in consolidating economic cohesion
at regional and sectoral levels.

3) The surest path to economic recovery
and prosperity remains conditional upon
our ability to level the playing fields of
competitiveness in the region and the
world. This can only be done through the
emergence of a modern economy based
on knowledge, creativity and innovation.

Government and regulation

In the role of the State in making the law,
come three main categories of legislation and
regulatoryinterventionthatimpactentrepreneurs
and markets. Rapidly, and according to their
domain of influence, these are:

1) laws and regulations that impact
the economy as a whole, its sectoral
structure, and the pace of its growth and
development;

2) legislation that directly affects the
business environment

3) regulatory action that seeks to meet
demands of interest groups.

In the first of these categories, Lebanon’s
legislators and policymakers should be drawing
on a long tradition of efficiently managing a free
enterprise economy. After all, and because the
country has adopted the precepts of a market-
based economy since inception, policymakers
should have built on this broad, decades-long
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head-start to develop a vision as well as the
appropriate legislation that would have placed
the post-conflict economy back on a path of
growth and prosperity.

Yet, what the business sector is currently
enduring is a three-pronged jeopardy:

1) the Lebanese economy has become
inordinately dependent on capital
transfer for its wellbeing.

2) the protracted legislative lethargy has
thwarted the modernization of laws and
regulations and thus undermined efforts
to integrate the economy within the
emerging global trade and investment
order.

3) the fiscal drag has rendered
fiscal policy quasi ineffective, and
consequently, consigned  economic
policy almost entirely to monetary

authorities.

In business legislation, the principles that lay at
the foundation of Lebanon’s economic system
namely, the sanctity of private ownership of
personal and business assets, the freedom
of movement of capital, and non-intervention
in the interplay of market forces, were never
questioned. That constitutes our prime
competitive advantage compared to nearly all
economies in the region.

However, here again, legislators and
policymakers should have capitalized on these
established principles in order to create a
business environment that should have acted
as a much stronger magnet to foreign direct
investment.

Rather, the business sector currently has to
bear the high cost of dealing with the public
administration combined with a reluctance
to reduce red tape where possible, political
opposition to administrative reform, and a lack
of will to fight corruption.

A third area of legislation and regulation, and
certainly the most controversial, relates to the

State’s response to the pressure and lobbying
of interest groups. In a democratic system of
government, interest groups should be expected
to put forth demands for legislation and lobby
for them, but it is certainly up to the State to
balance the costs and benefits of any legislation
it contemplates to enact in response to these
demands.

The net impact of a policy decision, a law or a
regulation on the collective welfare can only be
assessed by the universally adopted approach of
Impact Analysis. How many of Lebanon’s laws
and regulations were subjected to the rigor of
an impact analysis to determine whether their
net result will advance or set back communal
welfare? The Beirut Chamber’'s Center for
Economic Research applied the method of
regulatory impact analysis to a regulation
imposed on the food processing industry. The
analysis was conducted in the period from
October 2011 to March 2012; it was the first,
and to date the only such study.

Meeting indiscriminately all the demands of the
myriad of pressure groups that constitute society
is neither the proper role of statesmanship nor
is it feasible in practice, as different groups
have conflicting interests and aspirations. Good
governance, therefore, requires granting various
interest groups the dose of concessions that
would generate the highest level of societal
welfare.

That exercise in optimization is never easy, or
should it be said, never possible to achieve.
Suffice it for lawmakers to strive to reach the
highest realizable level of communal welfare.

Business enterprise
and the challenges of
competitiveness and
growth

Three challenges need to be addressed if
support extended to small and medium sized
enterprises is to be decisive, comprehensive,



and meaningful, rather than patchy and half-
hearted.

1) Improving SME access to
financing

Policy makers, bankers, and business support
institutions need to establish channels of
coordination designed to explore means of
easing SME access to bank financing, reducing
financing costs, and relaxing the collateral
requirement.

To be sure, the institutional landscape for the
provision of loans at subsidized interest is
growing richer and more diversified, witness the
creation of a fund targeting creative startups
and a loan guarantee fund by the Chamber of
Commerce, Industry and Agriculture of Beirut
and Mount Lebanon, in addition to other funds
intended to encourage entrepreneurship.
However, total amounts loaned — or expected to
be loaned in the foreseeable future — by these
institutions remain a minute portion of business
financing needs.

Efficient and economically significant financing
will emerge only when the banking sector joins
in the effort of developing a viable lending
paradigm. Such paradigm ought to serve the
objective of meeting SME capital needs without
jeopardizing the precepts of cautiousness and
risk containment.

2) Facilitating technology transfer

This is essential if competitiveness were to be
boosted to maintainable levels. There are conduits
for technology transfer that are yet to be opened
up to Lebanese SMEs. Established industrial
and other research centers in EU countries,
beneficiaries of large research and development
funds, are potential sources of technologies that
innovative SMEs could assimilate. Institutions
need to be created that would smoothen the
process of technology transfer.

Joint ventures with more advanced foreign
enterprises, an efficient conveyor of advanced
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technology, need to be encouraged directly
through tax and other incentives.

3) The upgrading of managerial skills

To create value and employment on a sustainable
basis, SMEs have to be able to stand their
ground in the face of competition. In the age of
globalization, this can only be achieved if they
are managed as efficiently as their competitors
worldwide. And competitors are indeed taking
efficiency and productivity to levels not as yet
attained by Lebanese enterprise. In financial and
business process management, our enterprises
are falling behind their more advanced
counterparts at an accelerating rate.

Closing the knowledge gap at enterprise level
requires nation-wide multi-level and multi-
discipline training programs that require strong
government backing.

Doing Business in
Lebanon in 20122

Topic Rank- DB 2013 DB 2012 Change in
ings Rank Rank Rank

Sl 114 111 3

Business

Dealing with

Construction 172 161 -11

Permits

Getting

Electricity o v L

Registering 108 111 3

Property

Getting

Credit s — t

Protecting 100 98 2

Investors

Paying Taxes 37 36 -1

Trading

Across Bor- 95 94 -1

ders

L 121 121 No change

Contracts

el 131 131 No change

Insolvency

2 Doing Business 2013, a co-publication of The World
Bank and the International Finance Corporation
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Ease of doing business
(rank): 95

m Starting a business (rank): 114
Procedures (number): 5

Time (days): 9

Cost (% of income per capita): 67

Minimum capital (% of income per capita) 35.2

= Dealing with construction
permits(rank): 172

Procedures (number): 19
Time (days): 219
Cost (% of income per capita): 301.8

m Getting electricity (rank): 47
Procedures (number): 5

Time (days): 75

Cost (% of income per capita): 99.5

= Registering property (rank): 108
Procedures (number): 8

Time (days): 25

Cost (% of property value): 5.8

m Getting credit (rank): 104
Strength of legal rights index (0 -10): 3
Depth of credit information index (O - 6): 5
Public registry coverage (% of adults): 18.6

Private bureau coverage (% of adults): 0.0

m Protecting investors (rank): 100
Extent of disclosure index (O - 10): 9

Extent of director liability index (O - 10): 1
Ease of shareholder suits index (O - 10): 5
Strength of investor protection index (O - 10): 5

= Paying taxes (rank): 37
Payments (number per year): 19

Time (hours per year): 180

= Trading across borders (rank): 95
Documents to export (number): 5

Time to export (days): 22

Cost to export (US$ per container): 1,080
Documents to import (number): 7

Time for import (days): 30

Cost to import (US$ per container): 1,365

= Enforcing contracts (rank): 121
Procedures (number): 37

Time (days): 721

Cost (% of claim): 30.8

= Resolving insolvency (rank): 131
Time (years): 4.0
Cost (% of estate): 22

Outcome (O as piecemeal sale and 1 as going
concern): O

Recovery rate (cents on the dollar): 20.9
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IIl. SECTORS OF ACTIVITY

» Agriculture

Trade exchange in agricu|tura| Exports of agricultural produce were valued at
produce $171 million in 2012, up 6.6 percent compared

with their previous year’s value. Over the past

five years, the value of exported agricultural

Agricultural Exports produce rose by 31 percent, but the share
e of these exports in total exports remained

Value Weights in total unchanged at 3.8 percent.
exports

ithotsand) Quoted in tons, agricultural exports were up

(3 in million) (tons S by 0.4 percent year-on-year in 2012, but down
2012 171.2 514.3 6.6% 3.89% more than 16 percent over the past five years.
2011 1606 512.1 4.2%  38% Agricultural imports peaked at a value of $868
2010 154.1 601.3 283% 3.6% million in 2012, up 2.1 percent compared with
2009 120.1 546.1 -8.1% 3.4% their value in the year before. Their value grew
2008 130.7 613.3 3.8% by nearly 24 percent over the past five years,

that is in lockstep with their volume in tons.
Their share in total imports was little changed

Agricultural Imports at 15.5 percent.

Share

Value Weights in total The trade deficit in agricultural produce grew by
LRSI 22 percent in the past five years.

(8 inmiliony " ”}?g’,fsa”d)
2012 867.6 1496.4 2.19% 1559
] SRS T Trade exchange in Food products
2010 715.6 1415.1 13.8% 15.9%
2009 628.9 14202 -10.49% 15.2%
2008 702.1 1208.0 14.29, Exports

Value Share in total
exports
Balance ImZ(:;tg:w- ($ in million)  change

(8 in million) change 2012 614.1 5.7% 13.7%
. 119 19.7% 2011 581.0 12.2% 13.6%
2011 689.0 22.7% 18.9% 2010 518.0 18.4% 12.2%
2010 -561.5 10.4% 21.5% 2009 437.4 2.1% 12.6%
2009 -508.8 11.0% 19.19 2008 446.9 12.8%

2008 571.4 18.6%
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Imports
imports
($ in million) ~ change ($ in million) change
2012 3,289.2 3.49, 15.5% 2012 -2675.1 2.9% 18.7%
2011 3,181.3 11.6% 15.8% 2011 -2600.3 11.4% 18.3%
2010 2,851.8 15.49% 15.9% 2010 -2333.8 14.8% 18.2%
2009 2,470.9 8.0% 15.2% 2009 -2033.5 10.5% 17.7%
2008 2,287.8 14.29% 2008 -1840.9 19.5%
FAO Food Price Index

The trade deficit in food products broadened by
230.0 45 percent in ‘the past five years as the value of
210.0 ,\, food product imports increased by 44 percent
190.0 whereas that of food product exports rose by
170.0 37 percent.
150.0 In that five-year period the FAQ’s food price
1300 index was up by approximately 33.5 percent.
1100 ' Over the past decade, the index was multiplied

90.0 T by a factor of nearly 2.4.
$ PP




s INdustry

The value of industrial exports in 2012 fell by
a marked 11.4 percent to reach $2.95 billion,
down from $3.33 billion in the year before. The
share of these exports in total exports also
retreated to 65.8 percent from 78 percent. The
value of imported industrial machinery was
down 10.3 percent to $288 million in 2012.

2012 2011 2010 2009 2008

Industrial
exports
(in billion §)  2.95 833 3.21 2.60 2.98

Share of
in total
exports 65.809% 78.07% 75.48% 74.62% 85.67%

Imports of
industrial
machinery
(in million $)

288 321 227 199 188

Compliance with
international norms and
standards

The industrial sector’'s compliance with
internationally accepted or imposed product
specifications as well as compliance with
regulations pertaining to production processes
is proving too costly and constraining for the
activity to remain competitive and hence viable.

Compliance with product standards and
specifications is an on-going course that would
in the near future give rise to the need for an
integrated conformity assessment chain at
cluster level.

Internationally-sanctioned regulations pertaining
to production process and environmental
regulations in particular would over the medium
term constitute an additional and costly
constraint on industrial production. Whole
industries would be compelled to re-tool and

investin new machinery and equipment. Technical
support would be needed in this context, and
also support in the form of financing and export
credit guarantees to finance the purchase of
technologically advanced machinery.

Manufacturing enterprises should be given
incentives — mainly financial — to induce them
to seek the establishment of joint ventures with
their more advanced counterparts in developed
countries. Joint ventures may indeed constitute
a lifeline to local manufacturing concerns and
this for four basic reasons: (i) joint ventures are
a prime vehicle for technology transfer, (ii) they
open up financing options that are otherwise
unavailable on the local market, (iii) they are
catalysts toraisingthe level of proficiency of both
management and labor, and (iv) they open up
new markets through the joint marketing efforts
of partners within the venture. Industrialists
would also benefit from access to training
facilities, which supports their bid to upgrade
the array of skills — technical, administrative,
financial, marketing, entrepreneurial — required
to raise the activity’s competitiveness.

The sector according to
the latest census

According to the Ministry of Industry’'s 2007
census published in 2010, the Lebanese industrial
sector comprises 4033 establishments of which
70 percent were established before 2000.

The sector is characterized by the prevalence
of small-size establishments as more than half
of total industrial units employ between five
and nine workers. Conversely, 41 percent of
enterprises are medium size, employing from
ten to 49 workers, whereas only three percent
hire more than 100 workers.

As for labor, a total of 74,743 workers
(permanent, seasonal and outworkers) are



Il. SECTORS OF ACTIVITY

employed by industrial establishments. Gross
industrial output was valued at $6.8 billion, 31
percent of which being the sector’s value added
which represents eight percent of 2007 GDP

Industrial firms owned an aggregate of $4
billion in fixed assets, which consist mainly of
machinery used for production (45.5 percent
of the total), followed by buildings (24 percent)
and land (20 percent).

Information technology is obviously not a critical
production factor for Lebanese industries as
computers constitute one percent of total fixed
assets in most industrial concerns.

Equipment for environmental protection does not
exceed one percent of total fixed assets, which
could limit the ability of Lebanon to compete
globally if compliance with environmental
standards became a prerequisite for access to
world markets.

Overall, industrial investment in assets was
restrained and the ratio of gross fixed capital
formation to assets stood at 7.4 percent.

Main indicators of the industrial sector

Number of establishments 4033
Workforce 82,843
Industrial output $6.8 billion
Output per worker $82,087
Intermediate consumption $4.7 billion
Value-added $2.1 billion
Value-added /GDP 8.4%,
Value-added/output 30.9%

Fixed assets $4 billion
Machinery/ fixed assets 45.59,
Value-added/fixed assets 51%
?GrgésF)fixed capital formation $296 million
GFCF./ assets (in %) 7.4%,

Total salaries $548.2 million
Yearly salary per employee (in $) $7,335

Industrial enterprises are concentrated in three
main regions: Mount Lebanon, North Lebanon
and the Bekaa. Mount Lebanon hosts about 50
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percent of all industrial units, which produce 67
percent of the sector’s value added and retain
61 percent of total workforce.

Ten major industries constitute 86 percent of
total establishments; they produce 91 percent
of aggregate value added, employ 87 percent
of the industrial workforce, and carry out 95
percent of yearly investments.
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s Construction and Real Estate

The total value of real estate transactions carried [130,000 averagevekm]
out in 2012 reached $9.18 billion, an increase 120,000 gz
of nearly four percent on the previous year’s

total. In 2010, the real estate transactions had L

peaked at a value of $9.48 billion. G
The number of real estate transactions fell for $0,000 ‘,./\\
the second year in a row; it was down 10 percent 3 Number offhal

70,000 / estate
in 2012 and nearly 12 percent in 2011. Over the ‘ transaenions,

past two year, the number of transactions was s / 39
down by a total of approximately 21 percent. 9

110,000

40.000
The average value per transaction rose for the W05 2006 2007 2008 2009 2000 2011 2012

fifth year in a row, to reach a record $123,107,
up 94 percent on the 2007 average.

Number of real Total value of real

Construction Average value per

Permits Cement Deliveries estate_ transac- estate_ transac- transaction
tions tions
(in million m?) (in million tons) ($ in million) $in
2005 9.3 2.8 50,057 3,296 65,845
2006 8.7 3.4 49,051 3,120 63,607
2007 9 3.9 65,681 4,175 63,565
2008 16.1 4.2 80,018 6,443 80,519
2009 14.3 4.9 81,509 6,958 85,365
2010 17.6 5.2 94,202 9,478 100,614
2011 16.1 5.9 82,984 8,840 106,527
2012 14.7 5.3 74,569 9,180 123,107

High real estate prices are sustained mainly due
to the scarcity of land and soaring construction

Incoming tourists

of luxurious residences. Lebanese residents in million
account for the largest portion of demand for 2003 1.02
property, forming nearly 60 percent of total 2004 1.28 25.99%,
real estate demand. This demand is fueled by 2005 1.14 -10.9%
diaspora remittances exceeding $2000 per 2006 1.06 6.7%
capﬁa yearly, the h|ghes.t level in the. MENA 2007 1.02 4.39
region and among the highest worldwide. 2008 133 31.0%
Construction activity receded in 2012. Surface for 2009 1.85 38.99
which construc’.uon permits were issued glecllned 2010 517 17.19
by 8.7 percent in 2012 and by a cum_ulatlve 16.5 2011 1.66 23.7%
percent compared with 2010 permits. Cement

2012 1.37 -17.5%

deliveries also declined by 3.6 percent in 2012.



s lourism

Regional turmoil took its toll on Lebanon’s
tourism sector over the past two years. In
that period, the number of incoming tourists
declined by 17.5 percent in 2012 after a broad
decline of 23.7 percent the previous year. In
2012, the number of incoming tourists stood at
63 percent of the peak level recorded in 2010.

The number of tourists from Arab countries
declined the most in absolute and in relative
terms. In 2012, the decline in that number
exceeded 21 percent following a record decrease
of 35 percent in 2011.
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According to the World Travel and Tourism
Council (WTTC) the tourism sector’s direct
contribution to GDP stood at 9.3 percent in
2012. The sector’s total contribution to GDP,
which includes indirect and induced contribution
in addition to capital investment, reached 25
percent.

Incoming tourists by origin

Arab_coun- Europe America Oceania T°t?'.("”
tries (million
2008 549,463 347,495 181,006 176,647 34,144 42,294 1,502 1.33
2009 785,985 453,522 264,021 232,694 42,007 64,059 8,793 1.85
2010 894,724 549,481 373,490 248,725 39,399 60,433 1,737 2.17
2011 581,597 485,707 245,462 222,671 61,319 56,386 1,909 1.66
2012 458,069 444,824 127,290 221,174 61,263 51,892 1,333 1.37
change
2012/ -16.6% 28.0% -29.7% 25.29%, 79.4%, 22.7% -11.3% 2.5%
2008
change
2012/ -48.8% -19.0% -65.9% -11.1% 55.5% -14.1% -23.3% -37.0%
2010
hare i
total 2012 335% 32.6% 9.3% 16.2% 4.5% 3.8% 0.1%
share in
total 2010 41.3% 25.3% 17.2% 11.59% 1.8% 2.8% 0.1%

Incoming tourists from Arab countries constituted
a third of the total in 2012, down nearly eight
percentage points on their share in the 2010 total.

In the same two-year period, the number of
European tourists visiting Lebanon retreated by
a cumulative 19 percent, but constituted a third
of the total in 2012 compared with a quarter in
2010.

Arab and European tourists visiting Lebanon
thus account for two thirds of incoming tourists.

Incoming Tourists

I Incoming tourists in million ==9% change

2003 2004 2005 2006 2007 2008 2009 2010 2011 2012

35.0%

25.0%

1.80 15.0%

1.60 5.0%

1.40 -5.0%

1.20 -15.0%

1.00 - -25.0%
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Jobs created or directly supported by the
tourism sector totaled 120,000, that is about
nine percent of the labor force employed in the
country, whereas total jobs directly or indirectly
linked to the activity were put at 322,500 or 24
percent of the employed labor force.

The WTTC estimates inflows generated by
tourism in 2012 at about $8 billion. Investments
made in the sector are estimated at $1.31
billion, that is about a tenth of total investment
spending in 2012.

II. SECTORS OF ACTIVITY

WTTC forecasts

2013 2013-2023

forecast annual

growth
Direct contribution to
GDP plus 1.8% 5.8%
Total contribution to
GDP plus 2.3% 6.1%
Direct contribution to .
employment % minus 2.1 2.2%
Total contribution to .
employment % minus 1.8 2.3%
Inflows plus 0.6% 4.59,

Investment

plus 2.7% 6.4%
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» Energy

The value of imported petroleum derivatives
surged by $1.42 billion in 2012, that is an
increase of 32 percent on the previous year’s fuel
imports bill. Lebanon’s fuel imports accounted
for 27.7 percent of total imports

lll. INFRASTRUCTURE

Trade in petroleum derivatives

Imports

Balance Share in to-

Exports
$ in million in tons $ in million
11.58 11,331 4,077.14
11.80 19,735 3,231.70
5.63 6,641 3,672.82
4.19 3,297 4,468.90
89.69 85,517 5,892.23

The inordinate increase in the fuel imports bill
might be explained by the fact that unrecorded
fuel imports from Syria ceased in 2012.
The flow of trade was even reversed as the
breakdown in fuel production and distribution
in Syria gave rise to demand for fuel products
from Lebanon.

With a mineral fuels import bill accounting
nearly a third of total imports and electric power
generation plants operating at a loss that has
to be bankrolled by a critically strained public
Treasury, Lebanon could not have asked for a
sturdier, but yet to be tapped, lifeline coming
from the discovery of oil and natural gas off
its shores. But the demands on this bounty
are many, and so are the latent slips prior to
fruition.

tal imports
change in tons $ in million
5,233,518 -4,065.56 25.27%
-20.74% 6,481,351 -3,219.91 19.90%
13.65% 5,957,128 -4,463.27 20.45%
21.67% 5,550,798 -5,888.04 22.17%
31.85% 6,583,394 -5,802.54 27.69%

The natural gas state of
play: Prerequisites and
obligations

The order of magnitude of the find

The size of Lebanon’s share of the East
Mediterranean natural gas is yet to be
determined with an acceptable degree of
precision. The offshore area of economic
jurisdiction is nearly 23,000 square kilometers
large, more than twice the country’s size;
preliminary exploratory surveys were carried
out over about half this area, and yielded an
estimate of natural gas deposits amounting

to 30 trillion cubic feet (tcf). This prompted
expectations that Lebanon’s exploitable natural
gas reserves may in fact be a multiple of
deposits

Further fuelling estimates that Lebanon’s
natural gas deposits could turn out to be much



larger than what has been so far revealed, is the
fact that the Levant Basin, which spans across
the offshore zones of four east Mediterranean
countries, encloses some 122 tcf, that is, more
than ten times Lebanon’s confirmed share.

By any count, the dollar value of natural gas
reserves is substantial, but so are the State’s
obligations, current and expected.

Investment directly linked to
natural gas

Lebanon lacks the infrastructure needed by any
natural gas producing nation namely:

* the liquefaction plants to turn natural
gas into LNG,

» the storage facilities, and
« the transportation facilities

» adapting power generation facilities to
fire up natural gas.

Judging by the financial resources that natural
gas producing countries dedicate to such
infrastructure, such investment expenditure
should be expected to take up $15 to $20 billion.

Other obligations include:

Financial obligations This second-ranking
priority in the use of public revenues from
natural gas involves drawing a long-term plan to
retire the country’s public debt.

Social obligations Public revenues from
natural gas will inevitably raise expectations for
a broader range of social entitlements, such as
comprehensive health coverage, and generally,
more spending on all aspects of social security.

Spending on infrastructure Lebanon
needs to expand and upgrade all areas of its
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infrastructure if it were to fully integrate its
economy regionally and internationally, while
benefitting from the synergies that would be
created by the emerging oil and gas sector.

Investing in human capital The country’s
educational system suffers a dichotomy between
private and public educational institutions.
Public education is in shambles whereas private
education is becoming increasingly unaffordable
to growing sections of the population. Therefore,
public spending intended to upgrade public
education will inevitably have to bow to rising
expectations.

Promoting sectoral competitiveness
Most sectors of activity have seen their
competitiveness erode over the past two
decades. Tourism, manufacturing industries and
agriculture need heavy investments in public
facilities in order to be able to compete on equal
footing with their counterparts in the region.

Telecommunications Compared with the
telecommunications infrastructure in the region
and internationally, Lebanon has taken the
backseat in that field. Spending in that sector
ought to focus on vanguard systems and facilities
capable of generating income. Lebanon, for
example, has failed to invest in proprietary
satellite communications and broadcasting
systems that proved to be quite lucrative to the
few Arab countries that made such investments.

The regulatory authority’s role

is vital in that it will be in charge of proposing
policies and laws pertaining to the optimal
management of mineral resources, farming
out exploration and production contracts with
oil and natural gas companies, monitoring the
operations of those companies, and putting
forward the most favorable taxation schemes.

The time interval to revenues

Oncethe political, institutional, and administrative
issues are settled and oil companies are
contracted, the best estimates are that if the
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building of extraction, storage and conveying
facilities were to start immediately, tax revenues
on income generated from the sale of natural gas
would begin flowing into the Treasury’s accounts
by 2018.

Contentious issues

Within Lebanon’s Exclusive Economic Zone
(EEZ), a stretch of 850 square kilometers is
unlawfully claimed by Israel. Lebanon’s official
position in this regard calls for referring the
contention to the U.N. Convention on the Law
of the Sea (UNCLOS), but the other party in
the dispute has not ratified the international
convention.

Negotiations

Lebanon has yet to negotiate the demarcation
of its EEZ with other stakeholders in the region
namely, Syria and Cyprus. Such negotiation
could prove both lengthy and thorny. Trickier is
the issue of layers of natural gas that overlap
EEZs and that hence necessitate negotiated
agreements on extraction rights.

Geopolitics

Even more complex, and touching upon critical
geo-political and geo-economic stakes, are
issues relating to the region’s natural gas
exports to the EU.

lll. INFRASTRUCTURE
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s Vater Resources

Lebanon needs to adopt a policy and an approach
for water preservation and distribution. The
management of the country’s water resources
is a source of concern for the private sector.
Particularly worrisome is the fact that the high
rate at which the country’s water resources are
being wasted is combined with a sturdy two
percent annual rate of growth of demand for
water for various uses. This is creating a situation
whereby the levels of waste and demand are
consistently outstripping the rate of renewal of
water resources, hence the need for medium and
long term planning to ward off the impending
period where shortfalls would begin to show.

Water deficit in the making

Compared with neighboring countries, Lebanon
may seem to be a land of plenty in as far as water
resources are concerned. However, data indicate
that renewable water resources utilization per
capita per year is well below the threshold of
water poverty of 1,000 cubic meter.

A persistent decline in waterfall is aggravated
by a decrease in the amount of groundwater
caused by a reduction in snowfall and rapid
snow thawing, in turn the result of rising average
temperatures.

Itis estimated that some 1.5 billion cubic meters
go to waste in the sea. Annually, an average
2.2 billion cubic meters of renewable water
is collected as surface water and 0.6 billion is
retrieved as ground water.

As demand for water is expected to increase at
the pace of population growth and the expansion
of economic activity, demand for potable water
combined with water used in industry will rise
to 240 million m3 and for irrigation to one
billion m3. This implies that the water deficit
will continue to grow should the country fail to
implement a drastic policy of conservation that
seeks to increase storage capacity through the
building of dams and/or lakes.




s [ransportation

Maritime transport

Merchandise trade activity through the Beirut
Port grew by 8.2 percent in 2012 to reach 7.23
million tons.

Similarly, the port handled nearly 635 thousand,

an increase of 8.5 percent on the number of
containers handled in 2011.

Ship traffic was down marginally as the number
of incoming and outgoing ships edged 1.9
percent lower in 2012.

Beirut Port activity

2,011 2,012 change
Number of
ships 2,167 2,125 -1.99,
Numbsriof 585,224 634,969 8.5%
containers
Merchandise 6.68 723 8.29,

(in million tons)

Alr transport

Activity at Rafic Hariri International Airport
2009 2010 2011 2012

Arrivals (in

million) 2.49 2.76 2.82 2.90
change 10.72% 2.02% 2.86%
Departures

(in million) 2.46 2.75 2.78 3.02
change 11.88% 1.01% 8.55%,
Air traffic 57,545 66,122 63,666 63,212
change 14.90% -3.71% -0.71%

Freight move-
ment (tons) 71,570 77,252 73,921 84,189

change 7.949, -4.319%  13.89%

Rafic Hariri International Airport activity
recorded a markedly larger freight movement in
2012, as freight tonnage increased by nearly 14
percent to reach more than 84 thousand tons.

Total passenger arrivals and departures
increased respectively by 2.9 percent and 8.6
percent. The number of arrivals reached 2.9
million whereas departures totaled three million.

Air traffic was down by a marginal 0.7 percent
to 63,212 aircraft arrivals and departures in
2012.

Sales of new passenger cars

Share Rate of change

Car origin 2012 2011 2010 2012
Korean 15,993 13,654 10,664 45.1%
Japanese 9,560 9,595 12,905 26.9%
European 7,216 6,876 7,611 20.3%
American 2,242 2,079 1,998 6.3%

Chinese 466 251 234 1.3%

Total 35,477 32,455 33,412

2011 2010 2%120/ 2012 2011
42.19% 31.9% 50.0% 17.1% 28.0%
29.6% 38.6% 2599  -04% -25.6%
2129  22.8% 529 49%  -9.79
6.4%  6.0% 12200, 78%  4.19%
08%  0.7% 99.1% 85.7%  7.3%



Land transport

Due to the lack of a reliable and effective public
transport system, private cars constitute 80
percent of the national car fleet estimated
at 1.6 million registered vehicles. Private car
ownership stands at around 380 private cars for
every 1,000 inhabitants.

Sales of new cars, including passenger and
commercial vehicles, reached 35,477 units in
2012, up 9.3 percent.

Korean cars sales were the largest in 2012; they
constituted 45 percent of total market share,
followed by Japanese cars which accounted for
27 percent of total car sales.

Demand for Korean cars continues to increase
as consumer preference shifted for lower cost,
more fuel-efficient vehicles in light of rising fuel
prices and depressed purchasing power. Over
the past three years, sales of Korean car brands
witnessed a sharp 50 percent increase and their
share of total new car sales moved up by 13
percentage points.
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Forecasting GDP growth
in 2013

It is estimated that nominal GDP in 2013
will grow by 6.2 percent from its 2012 level
of $41.77 billion to reach $44.37 billion. At
constant 2012 prices, GDP is forecast to grow
by 1.96 percent in 2013.

Technical note on the
forecasting method

In the absence of reliable quarterly or half-yearly
data on sectoral activity and data pertaining
to the major components of GDP namely,
consumption and investment, forecasting GDP
growth has to rely on macro-economic variables
deemed to have statistically significant predictive
influence on that measure of economic activity.

A- Choice of variables

Five macro-economic variables were chosen for
the purpose of the current exercise of forecasting
GDP growth. These variables are:

* Money supply M3

* Inflation

* Imports

» The central bank’s coincident indicator
* Public expenditure

The theoretical rationale for the choice of these
variables as determinants of nominal GDP is
established and need not be expounded in the
present context. Taken separately, each of the five
variables showed high linear correlation with GDP.

Data sets relate to the period 1993-2012.
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B- Projections and forecasts

applied to the five variables

1. Based on the autoregressive method, the
M3 measure of money supply is projected to
grow by 8.93 percent in 2013.

2. The cumulative rate of inflation is forecast to
reach 3.83 percent in 2013. The forecast is
derived from the following simple regression
equation:

Dependent variable: Inflation values

Independent variable: Money supply M,
Regression equation:

Intercept: -134.133 | Standard error: 3.88147
Coefficient: 1.25814 | Standard error: 0.0709738
R?: 0.946

Adjusted R2: 0.943

3. The central bank’s coincident indicator is
forecast to reach 273.92 in 2013. The fore-
cast is derived from the following multiple
regression equation:

Dependent variable: Coincident indicator

Independent variables: Money supply M,; inflation
values

Regression equation:
Intercept: 102.145| Standard error: 22.6236

Coefficients:
M, 1.7528 | Standard error: 0.216572

Inflation values: -0.092438 | Standard error:
0.167409

R?:0.984

Adjusted R?: 0.982
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4. The value of imports is forecast to reach
$21.35 billion in 2013. The forecast is de-
rived from the following multiple regression
equation:

Dependent variable: Imports

Independent variables: Money supply M,; inflation
values; coincident indicator

Regression equation:
Intercept: -11.5396| Standard error: 7.25874
Coefficients:

M, 0.085535 | Standard error: 0.103226
Inflation values: -0.000625 | Standard error: 0.0365439

Coincident indicator: 0.155832 | Standard error: 0.0524750
R?:0.939
Adjusted R2: 0.928

5. Public expenditure is forecast to reach
$13.92 billion in 2013. The forecast is de-
rived from the following multiple regression
equation:

Dependent variable: Public expenditure

Independent variables: Money supply M,; inflation
values; coincident indicator; imports

Regression equation:
Intercept: -6.42676| Standard error: 2.87515
Coefficients:

M, 0.019731| Standard error: 0.0388031

Inflation values: 0.07627| Standard error: 0.0134515
Coincident indicator: -0.0120835

Standard error: 0.0240567

Imports: 0.018826 | Standard error: 0.0920223
R?:0.977
Adjusted R2: 0.971

C- GDP forecast

Based on the above values of the five variables,

GDP is forecast to reach $44.37 billion in 2013,
that is a growth rate of 6.23 percent compared
with its 2012 level. The forecast is derived from
the following multiple regression equation:

Dependent variable: GDP

Independent variables: Money supply M,; infla-
tion values; coincident indicator; imports; public
expenditure

Regression equation:
Intercept: -9.83782| Standard error: 3.74623
Coefficients:

M, 0.0994744 | Standard error: 0.0441652

Inflation values: 0.076752
Standard error: 0.0269131

Coincident indicator: 0.0517122
Standard error: 0.0273754

Imports: 0.159803 | Standard error: 0.103992

Public expenditure: 0.29 | Standard error: 0.291378
R?: 0.997
Adjusted R?2: 0.997

D- Strengths, limitations and
notes of caution

1. The data space is well modeled by the or-
dinary least squares method. The adjusted
coefficients of determination are high in all
five OLS equations and may be interpreted
as reflecting the extent of reliability of the
final forecast.

2. Multicollinearity is commonly encountered
in the modeling of macro-economic time se-
ries, hence the reliance on the adjusted val-
ue of R?, which in all of the above equations
does not differ significantly from the unad-
justed value of the coefficient.



. The exercise is limited to predicting GDP. No
inference is made regarding causation, nor
is such an inference needed. Pervading the
exercise is the axiom that high correlation
need not imply causation.

. The model would still have predictive merit

at realized nominal GDP growth rates rang-
ing between 5.9 percent and 6.6 percent.

Regression analysis produces better results
when applied to longer time series.

. The approach’s predictive accuracy would
improve with the integration of mid-2013
data when they are published.
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