








study used annual data for the sample period 1970-2000°. Different sources for data
were researched (Lebanese government, private sector, and international organisation)
to find out the nature of the available data. It was found that some variables are
available as a complete series while other variables are not available in official statistics
and they are not a complete series. There are some gaps in some years because of the
Civil War period during 1975-1990, which made the task of issuing Lebanese data by
the government very difficult during that time.

All the annual data used in this study cover the sample period of 1970-2000, and
have been taken from many sources such as the IMF, the International Financial
Statistics Yearbook (IFS); World Bank (WB), World Tables, various issues; United
Nations, National Account Statistic (NAS), various issues; Eken et al., IMF, Occasional
Papers (1995; 1999);, Ministry of Finance, Lebanon, various years; Central Bank of
Lebanon or Banque du Liban (BDL), Annual and quarterly reports, various issues; The
Economist Intelligence Unit (EIU), Country Profile, (1998-2000); Banque Audi (BA),
Economic Research Unit (2000).

5.1  Test for Stationarity - ADF Test

This section examines the time series data to find out whether the series are
stationary or non-stationary by using the most popular test, which is the Augmented
Dickey-Fuller (ADF) test. In order to ascertain the time-series properties of the data
sample concerned the ADF test is undertaken. The ADF regression results are shown in
Tables 3 and 4 respectively. It is worth noting here that the Schwarz Bayesian Criterion
(SBC) (maximum SBC value) is used to select the optimum ADF lagT. These optimum
Jags are shown in parentheses beside cach test statistic value (See Tables 3 and 4 at the
end). Table 3 computes the ADF statistics for models with an intercept term but not a
trend; Table 4 gives the ADF statistics for models with an intercept and a linear
deterministic trend. However, these findings show that the only variables that are

stationary are real private consumption (¢”), real government investment (7 ¢ and real
private investment (i”) when the trend is excluded from the ADF test (see Table 3).
Real private investment appears to be non-stationary I(1) when the trend is inctuded in
the test. The variable is therefore non-stationary around the trend but stationary around
the intercept. Furthermore, the test of the real private investment variable is biased
towards I(1) (Perron, 1989) because this variable includes structural breaks which occur
during the 1980s (Israeli invasion in 1982), hence real private investment (i7) may be
1(0).

The calculated test statistics unambiguously show that the following twelve
variables: namely, real trade balance (7), real government consumption (c%), rate of
change of domestic nominal wage (w), domestic real wage (w- p), inflationary

expectations (7 ), rate of change of real net foreign assets ( £), domestic nominal
interest rate (), foreign interest rate (#*), real money supply (m— p), real output

demand ( y), and foreign interest payments (r* £} and the foreign income (y*) are

non-stationary I(1) whether a trend is included or not (see Tables 3 and 4 at the end).
Hence these variables are most likely to be I(1).

S This study has chosen annual figures because the data for the whole time series from 1970 to 2000 are
only available in this form. This period includes the pre-civil war period (190-1974), the Civil War period
(1975-1991), the civil peace and reconstruction period (1992-2000).

7 The maximurm lag is set to be three because of the small sample constraining the degrees of freedom.
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Furthermore, the ADF regression results indicate that the following four variables:
namely, real private sector wealth (w”), real public capital stock (k¥), real private
capital stock (k”), and real exchange rate (e - p) are non-stationary. However they
may be either I(1) or I{2) because they are sensitive to the inclusion of the trend. When
the trend is excluded from the ADF test these variables are non-stationary I(1), but
when the trend is included in the test these variables become non-stationary 1(2).

Furthermore, the ADF regression results show that the following five variables:
namely nominal exchange rate (e), domestic price level ( p ), domestic nominal wage

(w), real net foreign assets (/) and the foreign assets stock (f+e—p) are non-
stationary 1(2) whether a trend is included or not.

5.2 Estimation Results

Some of the behavioural equations of the model are estimated by applying the
cointegration and error-correction techniques (results are not reported here). Preliminary
data analysis was conducted using OLS estimation on the variables, which were made
stationary by differencing according to the ADF test results. The results are not reported
here due to space limitations and because the cointegration estimation, being FIML (full
information maximum likelihood) is a preferred procedure. These techniques
(cointegration and error-correction) permit for the possible determination of both long
run and short run relationships among the variables involved. However, because of the
limitation and unavailability of certain data this study estimates only the following ten
behavioural equations of the model (1), (2), (6), (7), (9), (10), (13), (14), (15), (07). The
estimation results for the ten equations are not presented in detail here, however a
summary of these estimates (the long run and short run estimated from cointegration
and the error correction model) is presented in Table 5. Each individual equation was
evaluated using descriptive statistics such as t-values, F test, Durbin-Watson (DW) test,
R? (coefficient of determination) and the standard error of the regression.

6. Simulation Results

The analysis of the steady state and dynamic properties of the model is calibrated
through the use of the numerical values of the parameters of the model. The parameter
values utilised are those identified in Table 6.

Three scenarios arising from exogenous shocks and their impact upon six
macroeconomic variables are presented in this section.

The results of each shock upon the adjustment of key macroeconomic variables are
presented in Figures 3 to 8. The horizontal axis contains the time period and the vertical
axis indicates the percentage deviation of that variable from baseline, its initial value.
Each diagram is divided into four adjustment periods. The impact period occurs
immediately on the occurrence of the exogenous shocks. The short run period, which is
assumed to occur over a period of two yearsg, the medium run period is assumed to
oceur from two to four years and the long run period is assumed to occur from four
years onwards until steady state is achieved.

8 Assumed here to be equivalent to 8 time periods ~ each time period assumed to be a quarter of a year.
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Table 5 Estimated Parameters for the Ten Behavioural Equations of the Model

Equation Variables LR estimated | SR Equation Variables LR SR
coefficients estimated estimated estimated
{a) coefficients coefficients coefficients
) (a) {b)
X Pt R |
(1) cP 1.0900 .9979 (13 (f +e— p) (.6427 0.1695
. -0.0855 0.1690% 0.2549%%*% 4108*
i? (k? +q) 9 0
g 1.2320 -2.8730 (m — P) 0.6741%%% -1.0507%*
T -0.1103 0.3549% (b —_ p) -0,0565%* 0.0100
(2) ys 0.4152%%* -0.,4933%%* 14 T 0.2119 -9.1521
w? 0,1739%** 0.2848 P f 0.0121%%% -1.0651
L1t ok
(6) o8 0.0204 (e _ p) 0.4216 27270
$ -0.8370 -0.0038
Y
i8 0,657 1% .8619
0] (m — p) 0.5364 -0,1859 (15) W 0.3664 0.3414
l; . 1.2634 -0.0472 e 0.6141%** 0.6698*
(b-p)
(&3] (e _ p) 1,5233 %+ -0.6185 (7 kP 0.5478% 6.2744
yd 0.4385 -0,2225 ke 0.2360 -0.5644
Vaa 0.3445 (W _ P) -(.9298%%* 8.1675
19 y d 0.2200 0.2803%
¥ -$.2263 0.0084
Note: {a) Estimated coefficients obtained from the FIML approeach

(b} Estimated coefficients obtained fro
* gignificant at the 10% level** significant at the 5%

m the ECM appreach
level #** significant at the 1% level.

16




Table 6 Estimated and Imposed Parameters for the Simulations

Equation Parameters LR estimated SR estimated | Confidence intervals Chosen Chosen/ Sources for
coefficients cocfficients parameter imposed imposed
{H ) from (1) or | parameters parameters
(2)
n a; 1.0000 +0.9979 I
a -0.0855 0.1690 -0.3632 0.1920 0.1
2
a 1.2320 -2.8730 -3.1249 53713 1
3
o -0.1103 -0.3549 -0.5862 0.3655 0.1
4
@) ¢ 0.4152 -0.4933 0.1047 0.7257 04
1
¢ 0.1739 0.2848 0.0506 0.2972 02
2
O] 7 07 ¥
) 4 07 ¥
6) ﬁ ‘ 0.0204 -0.2640 0.3048 0.02
)6 , -0.8370 -0.0038 -3.8170 2.1429 0.8
ﬂ , 0.6577 0.8619 -1.5274 2.8430 0.6
{7) a, 0.5364 -0.1859 -0.9989 0.6270 02
a 1.2634 -0.0472 -0.6024 0.0823 0.1
2
(8) 7 038 @
(9N Hy 1.5233 -0.6185 0.7889 22576 0.6
0.4385 -0.2225 -0.1122 0.9893 0.4
Ha
0.3445 04
Hs
{1 a, 0.2200 0.2803 0.2
o -0.2263 0.0084 0.5116 0.0590 02
2
{1 7, 0.5 *
0.5 *
Va
0.5 *
73
{12} éi 0.5 *
52 0.5
*
53 0.5
{13} Q] 0.6427 -0.1695 0.4380 0.8474 0.7
0.2549 0.4108 0.1067 0.4030 0.6 @
QZ
O 0.6741 -1,0507 0.0297 1.3184 0.6
3
9 -0.0565 0.0100 0.0913 -0.0216 0.1
4
(14) £ 02119 -0.1521 01917 0.6156 02
1
& 0.5784 +0.0031 0.1527 0.6904 0.6
2
{15} o 0.3664 0.3414 -0.4372 1.1200 04
(16) ¢1 0.7 *
1.0 *
P,
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(17 /11 0.5478 0.2744 -0.3525 1.1914 0.2

’12 0.2360 -0.5644 -0.1070 0.5790 0.2

A’3 -0.9298 0.1675 -1.5280 -0.3276 0.2

Note: {1) Estimated coefficients obtained from Chapter 6 by using FIML approach.
(2) Estimated coefficients obtained from Chapter 6 by using ECM.
* Harvie and Kearney (1996).
(@ Author’s caloulation; LR long run; SR sheit run

6.1 Simulation Results Arising from an Expansion in Public Capital Expenditure

The purpose of this section is to analyse the effects of an expansion in capital
expenditure on the Lebanese macroeconomy, for two cases:

Case 1. An instantaneous and unanticipated increase in public capital expenditure by
3%, which occurs immediately in the impact period (0°).

Case 2. A gradual increase in public capital expenditure. The presumed increase in
public capital expenditure is that of a 1% increase from its baseline on impact, then it is
assumed to increase to 2% from its baseline in period 8 (the end of the short run period),
and then an increase to 3% from baseline in period 12.

In both cases it is assumed that the budget deficit in Lebanon is financed partly
through a temporary increase in the monetary growth rate by 2% (monetary growth is
assumed to rise to 2% on impact, and then gradually declines and ends in period 12),
and through an endogenous expansions of bonds.

The results of both cases are presented in Figure 3. All results for each variable are
expressed as percentage deviations from their baseline values. The main finding from
the simulation results, for the two cases assumed (unanticipated/gradual increase in
public capital expenditure), is that this policy has some positive effects upon Lebanese
economic development. The major benefits from such an approach are in regard to an
increase in the q ratio, which has a positive impact on private sector investment,
resulting in a large accumulation of private capital stock during the adjustment process.
This also stimulates the supply side of the economy (crowding in effect). It is noticeable
that the simulation results indicate that the private capital stock and aggregate supply
increase in both cases during the adjustment process, but with larger volatility in case 1.

This policy has other advantages for the Lebanese economy, implying a gain of
competitiveness and a better external performance on the trade and current accounts
(due to a depreciation in the real exchange rate) and hence decreasing external
borrowing. It is worth noting here as well that during the adjustment process the real
exchange rate depreciates in both cases, but with less volatility in case 2. The
disadvantage of this policy appears to be in the first year of the short run period. Here
the rate of inflation in both cases is pushed up towards the baseline after an initial
downturn due to the increase in aggregate demand being more than aggregate supply, in
addition to the financing of the deficit through monetary growth.

The interest rate is higher as well during the first year of the short run period
because of the increase in public spending arising from the funding component through
bond sales; this increase in public spending stimulates aggregate demand for output and
for money. But over the long run period, and where the monetary growth rate ends in
financing the deficit in period 12 while maintaining the assumption that the deficit is
financed through endogenous expansions on bonds, the rate of inflation falls back
towards the baseline. The interest rate falls back as well towards the baseline, indicating
little sensitivity to bond financing after period 12. Another important conclusion from
this policy, in the context of the Lebanese economy, is that money deficit financing is
inflationary, and shows large sensitivity in terms of interest rates. Bond financing a
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deficit is non inflationary and shows little sensitivity in terms of interest rates.
Furthermore, it can be concluded from the simulation results that this policy produces a
positive impact upon almost all the key macroeconomic variables under consideration
during the adjustment process towards the long run steady state. But it is noticeable that
this policy produces the largest positive impact during the first year of the short run
period in terms of domestic improvements as well as external improvements. Hence if
the government gives priority to short-term policy outcomes this simulation result
supports such a policy. The preferred approach by the government should be case 2
(gradual approach), because this produces considerably less volatility in terms of the
major macro outcomes.

6.2. Simulation Results Arising from an Expansion in Government Consumption
Expenditure

This subsection will examine the effects of an expansion in government
consumption expenditure on key Lebanese macroeconomic variables, by assuming the
following two cases:

1. An instantaneous and unanticipated increase in government consumption
expenditure by 3%, which occurs immediately.

2. A gradual increase In government consumption expenditure. The presumed
increase in government expenditure is 1% on impact, rising to 2% in period 8, and
further increasing to 3% in period 12 (the first year of the medium run period).

In both cases it is assumed that the budget deficit in Lebanon is financed through a
temporary increase in the monetary growth rate by 2% (the monetary growth is assumed
here to increase 2% on impact, and then gradually falls and then ends in period 12), and
through bond financing as well (bond financing is assumed to be endogenously
determined).

The simulation results in both cases are reported in Figure 4. However, the
simulation results arising from an expansion in government consumption expenditure
for the two cases assumed, suggests that it could have some advantages and some
disadvantages for Lebanese economic development. The advantage of this policy
appears to be during the first year of the short run period in terms of domestic
improvement, where both the private capital stock and aggregate supply increase. But
by the end of the short run period the private capital stock and aggregate supply decline
from their initial increase in both cases (to below the baseline in case 2, but above the
baseline in case 1). The disadvantage of this policy appears to be during the adjustment
process, where the trade balance deteriorates in both cases because of the appreciation
in the real exchange rate. This deterioration in the trade balance implies a loss of
competitiveness and deterioration in the external performance, trade and current account
balance, hence exacerbating foreign debt. However, as can be seen from these
simulation results, this policy appears to have some positive effects in terms of domestic
improvements during the adjustment process towards Iong run steady state. But in terms
of external developments this policy produces adverse effects during the adjustment
process towards long run steady state. 1t is noticeable, as well, that this policy produces
a large positive impact during the first year of the short run period in terms of domestic
developments, The rate of inflation falls on impact but subsequently rises as aggregate
demand increases faster than aggregate supply. Hence, if the government considers a
short-term policy in order to improve only domestic developments such as private
investment and aggregate supply, this simulation suggests support for such an approach.
However, the government should pay particular attention to the adverse effects of this
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policy in terms of external developments, especially foreign asset stocks which
deteriorate in line with exacerbating foreign debt. Another important conclusion from
this simulation scenario is that the government should adopt case 2 (gradual approach)
because it produces less volatility in terms of the major macro outcomes.

However, a comparison between the simulation results for the first policy option
(expansion in capital expenditure) and the second policy option (expansion in
government consumption expenditure) indicates a number of suggestions for policy
implementation, as follows:

a. Implementing the policy of an expansion in capital expenditure produces a larger
favourable impact in terms of private sector investment, and in terms of the supply side
of the economy (crowding in effect) during the whole adjustment process towards long
run steady state. The policy of expansion in government consumption expenditure does
not produce such a positive effect during the whole adjustment process, because this
policy produces an unfavourable effect in terms of private investment and aggregate
supply (crowding out effect) during periods 7 to 11.

Overall, the policy of an expansion in capital expenditure compares favourably to
the other policy during the whole adjustment process. In terms of external developments
it resulted in a gain of competitiveness and a better performance externally, trade and
current account (due to a depreciation in the real exchange rate) as well as an
accumulation in foreign asset stocks, hence decreasing external borrowing. The policy
of an expansion in government consumption expenditure produced an unfavourable
effect in terms of external developments during the adjustment process, the trade
balance deterjorated in line with a deterioration in foreign asset stocks as a result of
current account deficits implying an increase in foreign debt.

b. Implementing the two policies (expansion in capital expenditure/government
consumption expenditure) produces a similar outcome in terms of the interest rate and
the rate of inflation, However, both policies produce higher inflation during the short
run period due to the increase in aggregate demand being more than aggregate supply,
in addition to the financing of the deficit through monetary growth. The interest rate is
higher as well during the first year of the short run period (lower on impact) due to the
increase in public spending arising from the funding component through bond sales; this
increase in public spending stimulates aggregate demand for output and money.
However, the simulation results for the two policies indicate that money deficit
financing is inflationary and shows large sensitivity in terms of interest rates. Bond
financing is non inflationary and shows little sensitivity in terms of interest rates.

It can be concluded from the above discussion that if the government considers
an expansionary fiscal policy in order to improve macroeconomic performance, the
simulation results suggest that it should adopt an expansionary capital expenditure
policy because it produces the most desirable outcomes. In addition, it should adopt a
gradual approach because this produces considerably less volatility in terms of major
macro outcomes.

6.3. Simulation Results Arising from the Lebanese Government’s Approach to
Dealing with the Financial Crisis

This scenario focuses upon the Lebanese government’s policy approach in response
to the development of the financial crisis in Lebanon. The policies, or government plan,
to deal with this crisis, as assumed here and based as closely as possible upon these, are
as follows.
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First, tightening fiscal policy by reducing public capital expenditure as well as
government consurnption expenditure, by assuming a 3%’ decline. This reduction could
occur by assuming two cases: case 1 - an instantancous and unanticipated decline in
capital expenditure as well as government consumption expenditure which occurs
immediately in the impact period; case 2 —a gradual decline in these expenditures (1%
decline from its baseline on impact, then a further decline by 2% from baseline in period
8, and then a 3% decline from baseline in period 12).

Second, an expansionary monetary policy by assuming an instantaneous and
unanticipated increase in the monetary growth rate by 3% (case 1), as well as gradual
increase in the monetary growth rate (case 2). The presumed increase in the monetary
growth in case 2 is that of a 1% increase from its baseline on impact, then it is assumed
to increase to 2% from baseline in period 8, and to further increase to 3% from baseline
in period 12

Third, increasing government revenues through increased taxes by assuming an
increase in the parameter value for the tax revenue equation (equation 8 in the
macroeconomic model from z=0.5to 7 =0.8.

The results of this policy, for these two assumed cases, are reported in Figure 5. As
shown in this Figure, implementing the government policy approach for both cases
(unanticipated/gradual) results in adverse effects on almost all the key MAacroeconomic
variables under consideration during the whole adjustment process towards long run
steady state. This policy produces the largest negative impact during the short run
period in terms of private capital stock, aggregate supply and foreign asset stocks.
However, over the whole adjustment process, towards long run steady state, this policy
has adverse effects in regard to a decline in private sector investment and in the supply
side of the economy (crowding out effect). It is noticeable from the simulation results
that the private capital stock and aggregate supply decline in both cases during the
adjustment process, but with less volatility in case 2. Another cost of this policy is that
the trade balance deteriorates in both cases during the adjustment process because of the
appreciation in the real exchange rate. This deterioration in both cases also results in a
deterioration in foreign asset stocks and current account balances, thereby adding to
foreign debt. The decline in the trade balance in case 1 is slightly larger than that in case
2, due to a larger real exchange rate appreciation in case 2. The rate of inflation in both
cases is pushed up despite the decline in aggregate supply, and this is due to the
permanent increase in the monetary growth rate. The minor advantage of this policy
appears to be over the impact period because aggregate supply improves in both cases
with a larger magnitude in case 1 (unanticipated), despite an unchanged private capital
stock.

However, it is clear from the simulation results that, in order to minimise the
adverse effects of this policy, the government should adopt a gradual approach because
it leads to much less macroeconomic volatility. Another important conclusion from such
a policy is that if the government in Lebanon considers applying this approach over a
short term period, the simulation results indicate that it will have the largest negative
impact over the short run period in terms of private investment, aggregate supply, and
forcign asset stocks. Another important finding that the government should be aware of
is that this policy has the largest problem in terms of higher inflation, and this in turn
exacerbates Lebanon’s economic difficulties.

? This study has chosen 3% for the simulation because it is in the middle of the feasible range of 1% to
5%.
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Comparing the simulation results for the three government policies implemented
separately (Figures 6-8) indicates that the policy of an expansionary monetary policy is
favourable in terms of reducing the budget deficit compared to the other two separate
policies. The expansionary monetary policy produces a favourable impact in terms of
private sector investment, and in terms of the supply side of the economy during the
adjustment process. However, this policy has an undesirable impact on inflation.

The other two separate policies produced unfavourable effects in terms of private
investment and aggregate supply during the adjustment process. But it is noticeable
from the simulation results (Figure 7-8) that the separate policy of a reduction in
government capital expenditure produces the most undesirable outcomes compated to a
reduction in government consumption expenditure.

Hence, the main finding from the three separate government policies is that the
reduction in government expenditures (capital or consumption) exerts the most
important and undesirable influence on the overall impact. The separate expansionary
monetary policy produces a favourable impact compared to the others. Hence it is
advisable, based upon the simulation results presented in this study, that if the
government in Lebanon decides to implement this overall policy approach, it should be
aware that the reduction in government expenditures, in order to reduce the budget
deficit, is not the best strategy and especially the policy of reduction in government
capital expenditure. If the government in Lebanon decides to implement the policy of
expansionary monetary policy in order to reduce the budget deficit, our results show
that this policy will have some positive effect on Lebanon’s economy, but the
government has to be aware that this policy has an inflationary effect.

7. Summary and Conclusions

The main focus of this paper has been to macro model prospective developments in
the Lebanese economy for policy analysis and evaluation. The macroeconomic model
developed was utilised to analyse the effects of exogenous shocks arising from
increased government expenditures (capital expenditure or consumption expenditure)
upon key macroeconomic variables. The cutrent government’s policy approach as well
as the separate government policies in response 10 the Lebanese fiscal crisis was also
analysed through the use of this macroeconomic model. The objective being to identify
policies that reduce the macroeconomic consequences of these shocks and hence
improve the macroeconomic performance in Lebanon.

Because of the complexity of the model, analysis of the steady state and dynamic
properties of the model was conducted through the use of a numerical simulation
procedure. Simulations require the specification of values for the numerous parameters
in the model. These values are not available for Lebanon, therefore they were obtained
from the estimation procedure conducted in this paper (FIML approach and ECM) and
from those imposed because of data limitations or in order to ensure stability of the
model.

However, it is clear from the simulation results that implementing the policy of
expansion in government capital expenditure, for the two cases assumed, produces
larger favourable impacts upon Lebanese economic development in terms of private
sector investment, and in terms of the supply side of the economy (crowding in effects)
during the whole adjustment process towards long run steady state. This policy
produces, as well, favourable impacts in terms of external developments. It results in a
gain of competitiveness and a better external performance, in terms of the trade and
current accounts as well as accumulation in foreign asset stocks, hence decreasing
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external borrowing. It is noticeable that this policy produces the largest positive impact
during the first year of the short run period in terms of domestic improvements as well
as external improvements. Hence, if the government gives priority to short-term policy
outcomes this simulation result supports such a policy. Another important finding is that
the government should adopt case 2 (gradual approach), because this produces
considerably less volatility in terms of the major macro outcomes.

Implementing the policy of an expansion in government consumption expenditure
produces unfavourable effects in terms of external developments during the adjustment
process. The trade balance deteriorates in line with a deterioration in foreign asset
stocks as a result of current account deficits, and hence results in an increase in foreign
debt. This policy produces, as well, unfavourable effects in terms of private invesiment
and aggregate supply (crowding out effect) during periods 7 to 11.

Implementing the two policies (expansion in capital expenditure/government
consumption expenditure) produces similar outcome in terms of the interest rate and the
rate of inflation. However, both policies produce higher inflation during the short run
period due to the increase in aggregate demand being more than aggregate supply, in
addition to the financing of the deficit through monetary growth. The interest rate is
higher as well during the first year of the short run period (lower on impact period) due
to the increase in public spending arising from the funding component through bond
sales; this increase in public spending stimulates aggregate demand for output and
money. However, the simulation results for the two policies show that money deficit
financing is inflationary and shows large sensitivity in terms of interest rates. Bond
financing is non inflationary and shows little sensitivity in terms of interest rates.

The main finding is that if the government considers an expansionary fiscal policy
in order to improve macroeconomic performance, the simulation results suggest that the
government should adopt the policy of an expansion in capital expenditure because it
produces the most desirable outcomes. In addition, it should adopt a gradual approach
because this produces considerably less volatility in terms of major macro outcomes.

The main findings from our simulation results dealing with the government
approach to the fiscal crisis, does not support the government’s current policy in dealing
with the ctisis. The results presented here suggest that it produces the most undesirable
economic outcomes, and hence will only exacerbate Lebanon’s economic difficuities.
However, if the Lebanese government is willing to go ahead with this approach, it is
advised that, based upon the results presented here, in order to minimise the adverse
effects of this policy the government should adopt a gradual approach because it leads
to much less macroeconomic volatility. Another important conclusion from such a
policy is that if the government in Lebanon considers applying this approach over a
short term period, the simulation results suggest that this will have the largest negative
impact over the short run period in terms of private investment, aggregate supply, and
foreign asset stocks. Another important outcome that the authorities should be aware of
is that this policy has the largest problem in terms of higher inflation, and this in tumn
exacerbates Lebanon’s economic difficulties.

The main finding from the three separate government policies is that the reduction
in government expenditure (capital or consumption) exerts the most undesirable
influence on the overall impact, and the separate policy of expansionary monetary
policy produces a favourable impact compared to the others. Hence it is advisable,
based upon the simulation results presented in this study, that if the government in
Lebanon decides to implement this government approach, it should be aware that the
reduction in government expenditures in order to reduce the budget deficit is not the
best strategy and especially the policy of reducing government capital expenditure. If
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the government in Lebanon decides to implement the policy of expansionary monetary
policy, in order to reduce the budget deficit, our results show that this policy would
have some positive effects on Lebanon’s economy, but the government has to be aware
that this policy has inflationary effects.

It is important to point out that this study is aware that there are other aspects
(policy options) such as privatisation, borrowing from abroad (with lower interest rates
compared to domestic rates), and income tax which are important in the context of the
Lebanese fiscal crisis. But because of the already complex nature of the model, these
scenarios are left for further research.
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