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Mounting Arears Mask the
Unrelenting Deterioration of
Public Finances

* Similar to 2018’s budget law, 2019’s was ratified in breach of the
constitution; the law came well after its deadline, and without an
account settlement law for the previous years. Again, officials cited
that 2020’s budget will have a sound legal footing.

* More importantly, 2019’s budget does not include solid adjustment
efforts, taking into account that the needed structural reforms cannot
be limited to classical fiscal adjustment. The targets that were set
in April 2018 at the Cedre conference were already very ambitious,
they are now insufficient. In the absence of a comprehensive
economic and financial reform plan, the budget has remained a
narrow accounting exercise lacking a strategic vision.

* On this front, Kulluna Irada has went into details in a previous note
guestioning the sincerity of the budget’s figures. The law that was
passed on 31/07/2019 does not address the points raised, it is based
on optimistic economic assumptions and assumes the budget law
is applied over a full year. Indeed, the staff concluding statement of
the 2019 IMF article IV mission states that the fiscal deficit will reach
9.75% of GDP in 2019 well above the government’s target of 7.6%.

* With the passing of the budget, officials have yet to address the
inability of the Ministry of Finance to secure funds on the open
market that has left it underfunded for the past eleven months:

> The public funding crisis was initiated in Q2 2018 when
local commercial banks stopped partaking in the Ministry
of Finance’s LBP debt tenders'. The gap created by them
leaving the market was initially filled fully by Banque du
Liban (BDL); however, since the end of Q4 2019 a deal was
drafted with BDL for it to finance the deficit created by the
public wage bill, debt servicing, and transfers to Electricité
du Liban (EDL).

> The treasury’s dollar needs in 2018 were financed via a
swap with BDL at cost of 1%, transferring most of the debt
servicing burden to BDL; this operation has raised the
quasi-fiscal deficit held at the Central Bank in total opacity.
Similarly, 2019’s budget brought a proposal to issue debt
yielding 1% and its figures assume the issuance is fully
subscribed. However, the banks are not willing to subscribe
in such low yielding debt whereas BDL stated it would look
into alternative funding arrangements with the Ministry of
Finance without providing further details.
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" The tender process does not allow
participants to bid on coupon rates
since they are set arbitrary and are
rarely adjusted to reflect the market.
Note that the coupon rates offered
are currently well below those of the
market.
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» Due to the funding crisis payment, arears have accumulated
on the Treasury. Figures are not available officially; they have
been estimated at USD 3.9Bn by Al-Akhbar?:

* USD 2,332Mn to CNSS

* USD 1,300 to hospitals

» USD 270.5Nb to various contractors

 As a result of underfunding, the government’s expenditures
(including treasury transactions) dropped by 11.23% YoY during the
first five months of 2019. On the other hand, revenues dropped by
6.90% YoY over the same period; combined the government’s cash-
based deficit dropped by 18.33%. The drop in the cash deficit should
not be mistaken with an adjustment program. It is a de facto fiscal
austerity due to a consistent public funding shortage; mounting
arears will bring up the deficit once liquidity is secured, unless the
government decides to push these payments further down the line.

BDL Maintains the Financial
System at the Expense of its
Balance Sheet

* In the first half of 2019 a total of USD 5,390.8Mn flowed net out
of the Lebanese economy when compared to USD 4,823.1Mn of net
outflows during the entirety of 2018. The accelerating pace of the
balance of payments deficit raises questions about the sustainability
of the current monetary regime. Outflows averaged USD 402Mn per
month in 2018 and rose to USD 898Mn per month in 2019. BDL has
funded this balance of payments deficit from its own accounts to
support the currency peg.

* Lebanese commercial banks continued deriving most of their profits
from the Central bank’s high yielding deposits facility as part of its
unconventional monetary policies. A new policy to attract FX deposits
into BDL’s coffers has been initiated in Q2 2018, it offers 14%+ annual
yield over a three-year tenor.

To boost their reserves pending a sovereign credit rating downgrade,
banks have been allowed to record all future proceeds of the most
recent batch of unconventional monetary policies as realized profits
under the pretext they are retained as provisions. Audi bank has
retained as provisions USD 70.10Mn, BLOM kept USD 173.28Mn, and
Bank Byblos put USD 157.52Mn on the side during the first half of 2019.
As a result of these operations, five of the six Lebanese banks listed on
the Beirut Stock Exchange have seen their aggregate profits drop by
5.50% to USD 570 million in the first half of 2019.

* These polices along with the need to cover for the mounting balance
of payments deficit have caused a 16.51% YoY drop in BDL'’s foreign
assets as of 31/07/2019. Furthermore, BDL has been providing bridge
financing to cover for USD 2,152Mn in maturities and coupons on the
government’s Eurobonds.
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https://www.al-akhbar.com/Issues/274568/39-%D9%85%D9%84%D9%8A%D8%A7%D8%B1-%D8%AF%D9%88%D9%84%D8%A7%D8%B1-%D9%85%D8%AA%D8%A3%D8%AE-%D8%B1%D8%A7%D8%AA-%D8%B9%D9%84%D9%89-%D8%A7%D9%84%D8%AE%D8%B2%D9%8A%D9%86%D8%A9-%D8%A7%D9%84%D8%B9%D8%A7%D9%85-%D8%A9-%D8%A7%D9%84%D8%B5%D8%AD-%D8%A9-%D9%88%D8%A7%D9%84%D8%B6%D9%85%D8%A7%D9%86-%D9%88%D8%A7%D9%84%D8%B9%D9%85-%D8%A7%D9%84-%D8%B6%D8%AD%D8%A7%D9%8A%D8%A7-%D8%A7%D9%84%D8%AA%D9%82%D8%B4-
https://www.al-akhbar.com/Issues/274568/39-%D9%85%D9%84%D9%8A%D8%A7%D8%B1-%D8%AF%D9%88%D9%84%D8%A7%D8%B1-%D9%85%D8%AA%D8%A3%D8%AE-%D8%B1%D8%A7%D8%AA-%D8%B9%D9%84%D9%89-%D8%A7%D9%84%D8%AE%D8%B2%D9%8A%D9%86%D8%A9-%D8%A7%D9%84%D8%B9%D8%A7%D9%85-%D8%A9-%D8%A7%D9%84%D8%B5%D8%AD-%D8%A9-%D9%88%D8%A7%D9%84%D8%B6%D9%85%D8%A7%D9%86-%D9%88%D8%A7%D9%84%D8%B9%D9%85-%D8%A7%D9%84-%D8%B6%D8%AD%D8%A7%D9%8A%D8%A7-%D8%A7%D9%84%D8%AA%D9%82%D8%B4-
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Accelerating Deterioration of
Real Economy

* Commercial banks have continued their de-risking strategies and
have contracted their lending portfolios to the private sector. Loans to
the private sector dropped by 5.74% or USD 3,383Mn in the first half
of 2019.

* Leading indicators for the first half of 2019 show accelerating pace
of deterioration in economic activity:

> New registered passenger vehicles dropped by 16.63% in
H1 2019 when compared to H2 2018.

» The value of cleared cheques dropped by 18.47% in H1
2019 when compared to H2 2018.

> The value of real-estate transactions dropped by 36.03%
in H1 2019 when compared to H2 2018.

Table 1: Available Indicators for the First Half of 2019

Indicator H1 2019 2018 2017 2016
) ) R 3 Source: Central Administration of
Newly registered vehicles®  -16.63% -11.31% +2.47% -7.71% Statistics
Value of cleared chegques?® -18.47% -2.47% +0.17% -2.31%

4 Source: Banque du Liban

Value of real-estate transactions® -36.03% -18.28%  +17.36% +5.94%

5 Source: General Directorate of Land
Registry and Cadastre
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Kulluna Irada is a civic organization for political reform, engaged in
setting the foundations for a modern, secure, efficient, sustainable
and just state. Itis funded exclusively by Lebanese citizens in Lebanon
and abroad. Kulluna Irada believes transparency, accountability and
citizen participation as major constituents of good governance. The
organization’s goal is to raise awareness on public issues and engage
constituencies of the Lebanese society: citizens, NGOs, experts,
municipalities, and members of Parliament and Government in order
to find and implement sustainable solutions. Kulluna Irada’s internal
governance is based on collegial decision making and strict rules
on conflict of interest: board members have vowed not to run for
elections or participate in any public auction.



