October 2018 Number 32

LCPS =x:: Policy Brief

This policy brief is supported
by the Embassy of Canada.
The opinions expressed in
this brief do not necessarily
reflect those of the donor.

About the author

Daniel Garrote Sanchez is a
senior researcher at the
Lebanese Center for Policy
Studies. His areas of work
include refugees’ access to
job opportunities and social
services, development of
lagging regions in Lebanon,
and citizens’ preferences on
government spending. Prior
to joining LCPS, he served as
a labor market and migration
consultant for the World Bank
and the Ministry of Labor of
Saudi Arabia. He also worked
for six years as an economic
researcher at the Central Bank
of Spain covering a range of
macroeconomic topics such as
fiscal policy, labor markets,
and deleveraging. There, he
published several papers and
represented the institution in
international fora. Daniel
holds a master degree in
Public Administration and
International Development
from the Harvard Kennedy
School of Government.

Combating Corruption,
a Necessary Step
Toward Improving
Infrastructure

Daniel Garrote Sanchez

Executive Summary

Lebanon's public infrastructure is deficient compared to most countries
globally. The causes are diverse and complex—ranging from the impact
of conflicts, insufficient and ineffective public investment, and the
arrival of Syrian refugees. Poor infrastructure is one key constraint on
business growth and job production, as it hinders productivity and
reduces standards of living. Given its limited fiscal space and pressing
needs facing the country, the Lebanese government has sought to attract
large investment funds—with pledges from the CEDRE conference
amounting to the largest in the country’s history—from the international
community to improve the quality of infrastructure and promote growth
and development. However, past experiences in other countries highlight
the central role of reducing—if not eliminating—corruption and
strengthening institutional frameworks in order to ensure the funneling of
investment funds into high-quality infrastructure. Lebanon's poor record
in managing corruption poses a serious threat to the effectiveness of any
public investment effort. Therefore, for Lebanon to truly benefit from
foreign capital investment, it must undertake substantive measures to
fight corruption in the public sector, including the adoption of a
transparent and competitive procurement process, strong regulatory
framework for PPP, and measures to foster the growth of an effective
judiciary to protect the public’s interests.
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Introduction

Lebanon has been saddled with poor quality infrastructure for decades. The
prolonged civil war (1975-1990) and conflict with Israel in 2006 destroyed a
significant part of the country’s infrastructure. Post-war reconstruction
efforts, with a rapid increase in public investment during the 1990s, proved
insufficient and resulted in a rapid deterioration of public finances that
hindered the ability to forward public investment. As a result of limited fiscal
space and political gridlock (which prevented the approval of a budget for
twelve years), public investment efforts have been severely curtailed over the
last decade, leaving them insufficient to maintain—let alone improve—the
state of public infrastructure. Based on data from the International Monetary
Fund (IMF), the Government of Lebanon has spent an equivalent of 1.8% of
GDP annually on public investment from 2006 to 2015—a modest figure
compared to the world average of 5% of GDP.

As a result of these factors, Lebanon's infrastructure is ranked among the
poorest in the world. According to the World Economic Forum (WEF)'s Global
Competitiveness Report—which includes an index of quality of infrastructure
based on qualitative assessments of different experts—Lebanon in 2017
ranked at 130 out of 137 countries in terms of quality of infrastructure (figure
1). Lebanon only ranked ahead of least developed countries such as Nigeria,
Cameroon, Yemen, Haiti, Congo, Chad, and Mauritania.

There is a strong correlation between the level of economic development
in a country and its quality of infrastructure: Wealthier countries have more
resources to upgrade their public infrastructure and better quality of public
infrastructure also helps countries grow and become more economically
developed. However, Lebanon’s infrastructure is in significantly poorer

1 condition than infrastructure in other countries with similar levels of economic
The level of economic development (such as Argentina, Iran, Mexico, Thailand, Bulgaria, or Belarus),
development is measured ’ A o )

by GDP per capita calculated and fares closer to a typical low-income country.! Infrastructure deficiencies

by using purchasing power . . . . s
parity 2011 international range from poor quality of roads and frequent electricity cuts, to an inability

dollars. to properly manage solid waste.
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Figure 1
Quality of infrastructure and level of development
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Source World Economic Forum Global Competitiveness Index (2017/18) and IMF’s World Economic
Outlook (2018).

The quality of infrastructure in Lebanon has been on a downward trend
for many years. The arrival of more than 1 million Syrian refugees since 2011,
which represents about one-quarter of the local population, has placed further
strain on Lebanon’s infrastructure. However, the underperforming quality of
infrastructure when compared to similar countries reveals that Lebanon’s
shortcomings in this regard are both systemic and long-lived. It should be
recognized that a similar quality gap existed in 2011 and 2017. Consequently,
the arrival of refugees is a second order factor when assessing poor infra-
structure conditions in the country. For instance, the quality of infrastructure
was already very weak, with a score of 2.5 out of 7 in 2011, before the advent
of the refugee crisis (figure 2).
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Figure 2
Quality of infrastructure in Lebanon and comparative countries
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Source World Economic Forum'’s Global Competitiveness Index 2011 and 2017.

Note Quality of infrastructure is measured on a scale of 0 to 7, with 0 being the worst and 7

the best. The average of comparative countries includes those with similar levels of GDP per capita:
Argentina, Belarus, Botswana, Bulgaria, Iran, Mexico, and Thailand.

A dearth of electricity

Electricity is one of the most underperforming public infrastructure sectors
in Lebanon. The WEF ranks Lebanon at the bottom globally in terms of the
reliability of electricity supply, measured according to the frequency of
electricity interruptions and voltage fluctuations. Ranking at 134 out of 137
countries worldwide, Lebanon only comes in ahead of Haiti, Nigeria, and
Yemen (figure 3). Electricity cuts in the public sector are widespread through-
out the country, lasting on average from three hours in Beirut to about half
a day in the South and Nabatiyeh. As a result, both companies and citizens
are forced to rely on more expensive and polluting private generators. As
these deficiencies disproportionately burden poorer regions, they widen
geographical economic disparities.
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Figure 3
Reliability of electricity supply and level of development
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Source World Economic Forum’s Global Competitiveness Report 2017/18 and IMF's World Economic
Outlook 2017.
Note Quality of infrastructure is measured on a scale of 0 to 7, with 0 being the worst and 7 the best.

Electricity is provided by Electricité du Liban (EdL), which is a vertically
integrated public utility that receives regular fiscal transfers to compensate for
its perennial deficit. From 1992 to 2015, EdL cost—directly or indirectly—$70
billion of public funds. This is equivalent to 40% of Lebanon's large public
debt and 55% of its total GDP in 2017.2 This fiscal drainage has been one of the 2
primary causes of ballooning debt, straining the macroeconomic stability of ‘g)ﬁf@ﬁ;ﬁ%ﬁ g:glgﬁgrz%
the country. Not only has this proven costly for the state, but state electricity Prosperity: Lebanon Systematic
producers provide poor quality services in spite of customers’ willingness to Country Diagnostic.
pay more for them. It is widely acknowledged that corruption, mismanagement,
and the confessional system that protect the country’s entrenched leaders
are among the main causes of underperforming services in the sector. The
impact on living standards for citizens is quite elevated as private generators
are much costlier and companies also have a high toll in foregone profits due
to unreliable electricity supply. The 2013 World Bank Enterprise Survey for
Lebanon shows that Lebanese firms perceive electricity as a primary constraint
on their businesses—second only to political instability.

Inadequate road networks

Road transportation is another sector that has been underperforming in
Lebanon in recent years. The WEF's Global Competitiveness report for 2017
places Lebanon at 121 out of 137 countries in terms of quality of roads (figure
4). As with electricity, Lebanon’s road network compares poorly with respect
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According to the World Bank’s
World Development Indicators
2017, access to basic water
refers to access to an improved
drinking water source that is
available at a distance no
longer of thirty minutes
round trip. In turn, improved
sources include piped house-
hold connections, public taps
or standpipes, boreholes or
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and unprotected springs.
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In particular, faecal
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or priority chemical
contamination (arsenic and
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to countries with similar levels of development. Poor transportation slows
economic activity as it hinders the ability of companies and customers to
access markets and connect with different parts of the country. Additionally,
it limits citizens’ living standards through lower mobility. Another result of
insufficient road infrastructure is rampant traffic congestion, in particular in
the greater Beirut area, which is exacerbated by the lack of public transportation
alternatives to private cars. The Ministry of Environment estimated this cost
at about 4% to 5% of GDP. An additional severe cost associated with poor
road conditions is the high rate of road accidents per capita in the country
compared to international standards. According to the World Health Organi-
zation, in 2015, nearly 1,100 people died in traffic accidents, or 23 per 100,00
residents.

Figure 4
Quality of roads and level of development
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Source World Economic Forum Global Competitiveness Report 2017/18 and IMF World Economic
Outlook 2017.
Note Quality of roads is measured on a scale of 0 to 7, with 0 being the worst and 7 the best.

Unsafe drinking water

Similar to other middle income countries, access to basic water service is
widespread in Lebanon, with about 92% of the population benefiting from
it.> However, there are serious shortfalls in terms of safety and reliability of
water supply. Indicators that control for these metrics are worrisome: Access
to safely managed drinking water—which is defined as the use of improved
drinking water sources that are available when needed and are free from
contamination*—is available to 48% of the Lebanese population (figure 5).
This ratio is drastically lower than in other countries with similar levels of
economic development.® The main challenge of water provision in the country
is a lack of proper management, treatment, and safety control of wastewater
resources, leaving 92% of Lebanon’s sewage system not adequately treated.
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Figure 5
Access to water and level of development
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Source World Bank’s World Development Indicators, 2017.

In addition to insufficient water treatment services, water resources are
primarily used in an unsustainable manner. For instance, the agriculture sector
consumes 60% of total water resources despite employing a much smaller
share of the population. Insufficient water storage capacity also results in
insufficient water supply—in particular during the summer months—resulting
in water interruptions and shortages, while prompting many citizens to resort
to costlier private alternative sources of water. Deficiencies in the public
water provision network are more acute than in private ones. Less wealthy
residents rely more on private networks, leading to an unequal burden being
placed on the most vulnerable segments of the population, which in the
process exacerbates inequalities in living standards.

Access to safely managed sanitation

Similar to water access, sanitation services are widespread (almost 95% of
Lebanese have access to basic sanitation services), but their quality is insuf-
ficient to provide safe services. Only one-in-five Lebanese has access to safe
and high quality sanitation services (49% among the population in comparator
countries), which entails properly treated and disposed waste stored only
temporarily and then emptied and transported to a treatment facility through
a sewer with wastewater (figure 6).
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Figure 6
Access to safely managed sanitation and level of development
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Source World Bank’s World Development Indicators, 2017.

Public investment for job creation and improving citizens’
wellbeing
There is a broad consensus on the potential, in terms of growth, of upgrading a
country’s public infrastructure, boosting economic benefits such as job creation,
and improving the wellbeing of its population. This is particularly true in
countries where infrastructure development is significantly below what would
be expected given their level of development, as is the case in Lebanon. As
explained above, the absence of poor quality infrastructure is straining com-
panies’ capacity to grow and create jobs and improve citizens' standards of
living. According to a World Bank report on upgrading infrastructure in the
Middle East, for every $1 billion invested in infrastructure, Lebanon has the
potential of generating about 43,000 infrastructure-related jobs.®

It should be understood that increasing infrastructure investment is a
necessary but not sufficient measure to address the large infrastructure deficit
in the country. Several studies have found that a key component for public
investment to translate into better quality infrastructure is the efficiency of
that investment, which determines what is termed the ‘return to infrastructure
investment’. This in turn is shaped by the capacity of a government to control
corruption and build and maintain strong governance and institutions.” Indeed,
governments are key actors in the selection, design, and implementation of
infrastructure projects. In the absence of proper external oversight bodies,
the usually large budgets, multiple actors, and sometimes limited transparency
make infrastructure projects prone to political interference, corruption, collusion,
and diversion of funds.®
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The missing link: Corruption as an impediment to better
infrastructure development

In recent years, Lebanon has significantly worsened in terms of governance and
fiscal transparency, with rampant corruption in the public sphere. Different
indicators, such as the corruption index from Transparency International or the
prevalence of irreqular payments and bribes index from the World Economic
Forum, point at the poor performance of Lebanon, which ranks among the
worst 20% of countries worldwide in corruption, transparency, and lack of
accountability. Corruption hinders the efficiency of public investment through
the misallocation of funds. Figure 7 shows how countries with higher levels
of corruption have lower levels of efficiency in public spending. Driven by
high corruption, Lebanon has one of the lowest levels of efficiency in public
spending, only behind countries such as Venezuela, Brazil, El Salvador, and
Zimbabwe. In turn, low efficiency of public investment is associated with low
quality of infrastructure (figure 8) as a higher share of investment is misallocated
and wasted without improving the quality of infrastructure. Therefore, Lebanon
has a more limited return on investment than states with higher public spending
efficiency (as a result of high corruption), meaning that for every dollar
invested, improvements in the quality of infrastructure are more limited.

Figure 7
Corruption and efficiency of public spending
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Figure 8
Efficiency of public spending and quality of infrastructure
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Source World Economic Forum’s Global Competitiveness Index (2017/18) and Transparency
International Corruption Index (2017).
Note Quality of infrastructure is measured on a scale of 0 to 7, with 0 being the worst and 7 the best.

In order to quantitatively assess the link between corruption, public
investment, and the quality of infrastructure, we use data from 142 countries
over a seven-year span (2011-2017) that includes the following indicators:
(a) the quality of infrastructure index from the World Economic Forum; (b) GDP
per capita from the World Bank Development Indicators; (c) the World Bank
corruption index; and (d) the stock of public capital (mostly infrastructure)
collected by the IMF.

The results of panel data regressions are very clear and striking (annex 1).
While an increase in the stock of infrastructure through public investment is
associated with better quality infrastructure, higher corruption levels in a
country are associated with decreasing quality of infrastructure. Of note is
that those two drivers do not have an independent impact on the quality of
infrastructure: The more corruption there is in a country, the less effective
public investment is in improving the quality of infrastructure.® As figure 9
shows, at certain corruption levels, the impact of public investment becomes
insignificant. Based on Lebanon's high corruption levels, an increase in public
investment is therefore most likely associated with no meaningful infrastructure
improvements.
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Figure 9
Impact of public investment on quality of infrastructure for any given
level of corruption
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Note Lebanon's corruption score comes in at +1, along a range of -2.5 (no corruption) to +2.5
(fully corrupt).

Conclusion and Recommendations

Large infrastructure investments are needed to reduce the infrastructure gap
in Lebanon. However, the previous analysis highlights the need to tackle
corruption and implement structural reforms in order to unlock the potential
benefits of public investment for improving the quality of infrastructure.
Government institutions are key to realizing the benefits of public investement
through the selection, monitoring, and implementation of projects. Without
properly staffed and managed institutions, funds can be misallocated and
projects mismanaged.

These results make the case for moving beyond simple discussions on larger
public investments by adopting more holistic reforms to bring broader issues
of public institutional capacity to the forefront of the development agenda
in Lebanon.

Therefore, given weak institutions and pressing infrastructure needs, it is
essential that structural changes be implemented to increase accountability of
public finances and reduce corruption, and that public investment management
frameworks be strengthened before undertaking any large investments and
attracting international capital toward that end. In particular, requlatory
frameworks are fundamental to fighting corruption, through measures such
as implementing legal protections for whistleblowers, enhancing independent
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audits, passing requlations that require senior public officials to publicly declare
their assets, promoting transparency in public procurement, and providing de
facto powers to the planned anti-corruption agency. In this regard, addressing
corruption and improving governance and accountability should be front and
center following Paris Cedre—better known as Paris IV—in order to ensure that
any investment efforts to improve infrastructure in Lebanon are not wasted.

Annex 1

Econometric regression on determinants of quality of infrastructure

Baseline model of quality of

Model with interactive terms

Variables infrastructure on quality of infrastructure
GDP per capita 0.0324*** 0.0346***
(0.00608) (0.00608)
Corruption index -0.175* 0.197
(0.0955) (0.140)
Public capital stock  0.247* -0.549***
(0.120) (0.171)
Public capital -0.566***
corruption* (0.156)
Constant 3.342%** 3.086***
(0.165) (0.179)
Observations 1,183 1,183
R-squared 0.032 0.044
Number of id 143 143

Standard errors in parentheses
***p<0.01, **p<0.05, *p<0.1
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