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1. Introduction
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Lebanon: 1970-2002
3. An Empirical Model For Optimal Government 

Spending
4. The Sustainability of Public Debt
5. Extension: monthly application in Eviews



Steps in an econometric model

1.a Economic or financial theory (previous studies)

1.b Formulation of an estimable theoretical model

2. Collection of data

3. Model estimation

4. Is the model statistically adequate?

No Yes

Reformulate model 5. Interpret model

6. Use for analysis



1. Introduction

Economists devoted to try and forecast whether budget 
deficits and total public debt are sustainable

Debt not sustainable: reforming fiscal policies will be a must 
in avoiding a fiscal, monetary and exchange rate crisis

Lebanon: permanent budget deficit for the past two decades 
for about 30 percent of GDP, resulting in a debt that is 
currently above 180 percent of GDP

Inter-temporal budget constraint for the public sector:
Fiscal policy is sustainable when it is expected to generate 
sufficient net revenues in the future to repay the accumulated 
debt and its service



Introduction

External debt burden unsustainable:
when a given country will never be able to service its debt out of 
its own resources

This paper:
What is the optimal level of Government spending?

How to evaluate public debt sustainability in Lebanon, using 
ratio analysis and the Present Value Constraint?

How to assess external debt sustainability using unit root and 
co-integration tests?



2. Fiscal and Macroeconomic 
Developments in Lebanon: 1970-2002

War impact: 20 billion USD in infrastructure loss
Post 1992: Banque Du Liban (BDL) was pursuing a 
conservative monetary policy with as target price and 
exchange rate stability
Strict monetary policy was also exerting upward pressures on 
domestic interest rates. 
Instead of pursuing an accommodating monetary policy to 
ease up the upward pressure on domestic interest rates, BDL 
was reluctant to take that venue due to several episodes of 
political instability, and fears from a renewed devaluation of 
the local currency. 
The outcome of a restrictive monetary policy coupled with a 
heavy reliance on domestic credit was:

a sizeable public debt started to emerge coupled with
heavy service burden, which subsequently translated into recurrent 
budget deficits.



 The rate of inflation was at its highest historical levels of 400 
percent, 99.79 percent and about 50 percent in 1989, 1990 and 1991 
respectively. From about Lebanese Lira (LL) 3/USD prior to 1985, the 
exchange rate, by late 1992, shot up by 110 percent over its 1991 
level to reach as high as L.L. 1838/USD



 There was a reversal in the increasing trend of TB rates since end of 
1996, and the real return on Lebanese treasury bills with maturities 
between 3, 6 and 24 month ranged between 12-18 percent. It goes 
above the US dollar and the Euro LIBOR (or risk free rate) by about 
12-15 percent



 The debt and the need to finance it, have contributed to the early 
2000s’ recession (with an average growth in GDP of 1 percent) by 
the crowding out of private sector’s investments subsequent to high 
interest rates peaking at 30 percent in 1993













3. An Empirical Model For Optimal 
Government Spending



3. An Empirical Model For Optimal 
Government Spending









4. The Sustainability of Public Debt







Johansen co-integration

When two series have no clear causal relationship
Applied also with VAR models
Easy to use with Eviews
Gives number of co-integrating relationships (long run 
relationship) easily











Unit root tests on levels



Unit root tests on first 
difference: this is what is 
reported in the paper



Extension

Monthly data on public finance

Test sustainability of revenues and expenditures

Co-integration test
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Not same 
order of 
integration



No cointegration found when only the 
constant is included



same order of 
integration I(0)



Cointegration is found when the 
constant and time trend are included
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